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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: 
I have eighteen years of experience in the public utility field.  With regard to my educational background, I hold three degrees.  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.  I also hold the Masters and 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.


My experience in the telecommunications field 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 (FCC), 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:
In addition to Exhibit No.___(TRR-2), which is a copy of most recent curriculum vitae, I am sponsoring Exhibits No.___(TRR-3), Exhibit No.____(TRR-4), and Exhibit No.___(TRR-5) which provide  publicly available discovery material from Ohio
 and West Virginia
. 

Q:
What have you done to prepare your testimony?
A:
To prepare this testimony, I have reviewed the Joint Application filed with the Washington Utilities and Transport Commission (WUTC or Commission) by the Joint Applicants: Verizon Communications Inc. (Verizon) and Frontier Communications Corporation (Frontier).
  In addition I have reviewed the supporting testimony filed by the Joint Applicants.  I have also reviewed Verizon 

/  /


/  /  /


and Frontier’s Consolidated Application filed at the FCC.
  I have reviewed filings made by Verizon and Frontier with the Securities and Exchange Commission (SEC), including Form S-4.  I have reviewed the Joint Applicants’ Hart-Scott-Rodino (HSR) Filing with the Department of Justice and Federal Trade Commission.  I have served discovery on the Joint Applicants, and reviewed the responses to that discovery, preparing follow-up as necessary.  I have reviewed discovery responses made by the Joint Applicants to other parties in this proceeding.  I have also reviewed various articles in the business and trade press regarding this merger.
Q:
Have you filed testimony in any other jurisdiction regarding this merger?
A:
Yes, I filed testimony in Ohio regarding this transaction on October 14, 2009, and will file testimony in West Virginia on this transaction on November 16, 2009.  I have relied on public information associated with my activities in these other jurisdictions to prepare this testimony.
Q:
What is the purpose of your testimony?
A:
I was asked by Public Counsel to review the Joint Applicants’ Application, and to evaluate, from an economic and public policy 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.”  Specifically, I was asked to evaluate the 

potential for risks and benefits associated with the merger related to: (1) broadband deployment; (2) the replication and cutover of Verizon’s systems; and, (3) customer transition issues, including pricing and service marketing.  Public Counsel is also sponsoring testimony from Steven Hill and Barbara Alexander.  Mr. Hill examines the financial aspects of the merger and Ms. Alexander discusses service quality.

Q:
What conclusions have you reached?

A:
The Joint Application places this Commission in a situation similar to the one faced periodically by Charlie Brown during the run of the Peanuts comic strip.  Lucy would tee-up a football and invite Charlie Brown to take a kick.  Invariably, Charlie Brown accepts, Lucy pulls the ball away, and Charlie Brown finds himself flat on his back.  In this case, Verizon, which has been party a string of asset-divestiture disasters in recent years, is now asking this Commission to believe that this time everything will be all right.  However, as I will discuss in detail below, the proposed transaction introduces a substantial degree of risk and will likely inflict harm to Washington ratepayers.  I believe that if the merger is approved as the Joint Applicants’ request, there is a good chance that this Commission will also find itself flat on its back, gazing at the gathering clouds of another Verizon-inspired disaster—one that, in this case, will harm Washington consumers.  Thus, I recommend that the Commission reject this merger as it has been proposed.  In the event that the Commission allows this merger to go forward, it is appropriate that the Commission place enforceable conditions on the merger to address its risks and harms, and ensure consumer benefits.

II.     BACKGROUND

A. 
Description of the Proposed Merger and the Joint Applicants
Q:
Can you provide a brief overview of the Joint Applicants? 

A:
Yes.  Verizon Communications Inc. has achieved its current status as one of the two largest telecommunications providers in the U.S., serving 35.2 million wirelines in 25 states, through a series of acquisitions.  Verizon’s lineage traces to the Regional Bell Operating Company (RBOC) Bell Atlantic, which was created following the AT&T divestiture in the early 1980s.  Bell Atlantic later acquired fellow-RBOC NYNEX.  On June 30, 2000, Verizon Communications was formed as result of the merger of GTE and Bell Atlantic.  This merger changed the character of Bell Atlantic, as GTE generally had operations in more rural areas, and in Midwestern, Southern, and Western states where Bell Atlantic did not operate.  GTE itself was the result of various mergers and acquisitions, with the more notable including Contel, and Southern Pacific’s long distance operations, which came to market under the Sprint name.
  Verizon also acquired the long distance provider and competitive local exchange carrier (CLEC) MCI in 2005.



Similarly, Frontier is also the product of various mergers and acquisitions, which has led to its current status of serving 2.2 million access lines in 24 states.  Frontier’s legacy traces to Citizens Communications.  Citizens acquired GTE and Contel properties from GTE in the early 1990s, prior to GTE’s merger with Bell Atlantic.
  Citizens acquired AllTel properties in West Virginia and Oregon in the mid-1990s, and Frontier Communications in 2001, taking on the Frontier name following that transaction.

Q:
Would you briefly describe the proposed transaction?

A:
The proposed transaction will transfer certain Verizon assets to Frontier, in exchange for a merger consideration.  In order to facilitate the transaction, the Verizon business in question will be transferred to an intermediary organization named “Spinco,” which will then be merged into Frontier.  According to documents filed with the SEC the “Spinco Business” is identified as follows:

(i) all of the incumbent local exchange carrier business activities and operations of Verizon and its Affiliates in the Territory
 (consisting of local exchange service, “intraLATA” toll service, network access service, enhanced voice and data services, digital subscriber line (“DSL”) services, wholesale services, operator services, directory assistance services, customer service to end users, and, in connection with any of the foregoing, repairs, billing and collections); and

(ii) all of the following activities of Verizon and its Affiliates in the Territory:

(A) originating central office voice switched Long Distance (“LD”) services in the Territory switched by wire centers that are otherwise Spinco Assets; and

(B) the provision by Verizon Online LLC of dial-up, DSL and dedicated Internet access services and related value added services taken by DSL customers located in the Territory;

(C) the resale of satellite to terrestrial video services.

It should be noted that the Spinco does not obtain any of the following Verizon subsidiaries or operations: (1) Verizon Wireless; (2) Verizon Network Integration Corp.; (3) Verizon Select Services Corp.; (4) Verizon Avenue Corp.; (5) Federal Network Systems LLC; (6) ongoing MCI operations; (7) Verizon Business Global, LLC; (8)Verizon Global Networks; (9) Verizon Long Distance LLC; (10)Verizon Enterprise Solutions LLC; or, (11) Verizon operator and directory services, as well as other similar lines of business.


Thus, in summary, the Spinco business that Frontier will be acquiring reflects the legacy ILEC operations of Verizon, as well as related lines of business including toll, DSL, and Verizon’s FiOS operations in Washington and other Spinco states, and will exclude the wireless, enterprise-oriented, and international business operations of Verizon.  


The proposed acquisition of the Verizon lines by Frontier will substantially impact the structure of both Verizon and Frontier.  The transfer of the Spinco business to Frontier will result in Frontier gaining 4.8 million access lines, resulting in Frontier more than tripling in size, from 2.2 million access lines to 7 million access lines.

Q:
Was a similar application filed with the FCC, or in other states?
A:
Yes.  The Joint Applicants have filed an application at the FCC, and in nine (9) other states.  At the FCC the Joint Applicants indicate that they believe that this transaction is in the public interest, and that the acquisition of rural exchanges from large incumbents are beneficial, pointing to an FCC conclusion that such transactions “‘d[o] not raise public interest issues’ and  ‘are unlikely to raise the potential of competitive harm.’”
  It is most ironic that the FCC Order from which Applicants draw this quote is the FCC’s Order approving the Verizon/FairPoint transaction, as the potential pitfalls associated with rural divestitures are clearly illustrated by the Verizon/FairPoint deal. 

Q:
What types of problems emerged with the FairPoint and Hawaiian Telcom divestitures?

A:
FairPoint and Hawaiian Telcom customers have experienced extensive problems with poor service quality following the handover of Verizon assets, including service outages, billing system issues, call center problems, and 911 system failures.
  Furthermore, each of these transactions involved burdensome increases in the acquiring company’s debt, which contributed to both Hawaiian Telcom’s  and FairPoint’s bankruptcies.
  A substantial increase in debt is also the case with the new Frontier transaction.  



The Joint Applicants’ witnesses provide a less-than-complete perspective on the problems associated with these asset line divestitures, and ignore parallels between those transactions and the current one.  For example, the Joint Applicants state:


FairPoint encountered operational problems with the new systems it had designed and built to completely replace Verizon’s systems and to run the business it acquired — primarily problems related to the billing process, order flow, and call center response for both retail and wholesale operations.  Those operations have translated into increased costs for manual processing of order, lost billing cycles for customers whose services orders were delayed, and possibly some customer attrition.
  

However, it is also important to note that the problems that FairPoint has encountered extend beyond those associated with FairPoint’s cutover of systems.  For example, prior to the sale of assets to FairPoint, the Maine Public Utilities Commission identified problems with Verizon’s operations in Maine, specifically related to Verizon’s ability to keep its network operating during power outages.  In addition, the Maine Commission identified problems associated with Verizon’s failure to properly communicate with emergency agencies during extended outages.
  As noted by the Maine Commission, these pre-existing problems were inherited by FairPoint, which resulted in the need for an investigation:

[This investigation] will focus on two areas of importance:  (1) FairPoint’s ability to keep DLCs operational during commercial electricity outages; and (2) the need for communications between FairPoint, emergency management personnel, and municipal officials during outages.  Because both of these topics are implicated in the Harpswell Complaint, and, because we are not satisfied with the response provided by Verizon on March 17, 2008, we will conduct our investigation in both proceedings simultaneously.  Specifically, while Verizon did install new batteries, the underlying problem in the Harpswell Complaint is Verizon’s failure to properly manage its generators so as to keep DLCs operational during commercial power outages.
  
Thus, the condition of Verizon facilities was an issue contributing to the problems that FairPoint experienced.  Similarly, the New Hampshire Public Utilities Commission conditioned its approval of the FairPoint transaction on FairPoint’s agreement to “improve service quality standards that Verizon failed to meet in 2007.”
  Thus, the New Hampshire Commission also pointed to pre-existing deficiencies that Verizon passed on to FairPoint.  As noted in an April 2009 article
 assessing the FairPoint and Hawaiian Telcom asset divestitures:  

[I]t's difficult to imagine this sort of Bell asset divestiture absent a fairly complicated deal structure — like the Reverse Morris Trust — and the fact that much of the aging assets Bells might like to unload could be unappealing to buyers for the same reasons — Consolidated Communications CEO Bob Currey told me last year that although he was open to buying Bell assets, "historically some of the stuff they wanted to get rid of, you wouldn't want or you wouldn't pay for because of the requirements to get those lines up to speed."

It is notable that this industry observer identified the “Reverse Morris Trust” as a precondition for further asset divestitures.  A Reverse Morris Trust was used in the FairPoint divestiture,
 and the Reverse Morris Trust is the device being employed by the Joint Applicants.


With regard to the Hawaiian Telcom experience, the Joint applicants point to problems associated with new back office systems that the Carlyle Group, a private equity investment firm, created to administer Hawaiian Telcom’s operations:

The Carlyle Group was not an operating company with extensive experience in the telephone business, but its business plan was based on building brand new systems and to expeditiously end its lease of the Verizon systems to reduce costs.


While it does appear that the Hawaiian Telcom experience was driven by problems with new back-office systems,
 the Frontier/Verizon transaction involves building new “replicated” systems, and has a similar set of incentives for Frontier to expeditiously end its use of Verizon systems to reduce costs.  As I will discuss in detail below, the Frontier/Verizon transaction presents new risks, in addition to the types of risks associated with the FairPoint and Hawaiian Telcom experiences.

/  /  /


/  /  /  /


/  /  /  /  /


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 the 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 the Joint Applicants have provided sufficient information to demonstrate that the merger will result in no harm to the public interest.  As I discuss in greater detail throughout my testimony, the Joint Applicants do not address important issues regarding how the merger will impact consumers.  These issues will result in harm to Washington consumers.
III. 
RISKS AND ALLEGED BENEFITS OF THE
PROPOSED TRANSACTION


A.
 Risks of the Merger

Q:
What merger risks will you address?

A:
I will address (1) risks demonstrated by other recent Verizon access line divestitures, and (2) from changing industry structure.  I will also address risks arising for Verizon Washington ratepayers associated with (3) the integration of Verizon operations into Frontier’s; (4) risks associated with the replication of Verizon systems; (5) risks associated with the physical cutover of Verizon and Frontier networks in Washington; and (6) risks arising from the parallel cutover of Verizon West Virginia customers to Frontier’s systems; (7) risks associated with Frontier’s pricing strategies; and, (8) risks associated with financial aspects of the 

merger.  While I mention risks associated with service quality and Frontier’s finances, Ms. Alexander will address risks associated with service quality and Mr. Hill will address risks associated with Frontier’s smaller size and less favorable financial ratings.



1.
Risks Akin to the FairPoint and Hawaiian Telcom Experience

Q:
Frontier is described as having a “track record of smooth transitions,”
 and Verizon assures this Commission that the problems experienced by FairPoint and Hawaiian Telcom will not occur in this transaction.
  Do you believe that the Commission should be assured by these statements?

A:
No.  “Smooth transitions” have been promised before.  For example, in testimony before the New Hampshire Public Utilities Commission, Verizon’s witness stated that “the parties have agreed to establish a comprehensive planning and management  structure  to  ensure  a  smooth  and  seamless  transition  from  reliance  on Verizon support service to [FairPoint’s] own support systems.”
  Thus, promises of smooth transitions have proved faulty in the past, and I believe that the evidence indicates that Verizon Washington ratepayers will face substantially increased risk as a result of the transaction.  



It is important to note that the “track record” of Verizon asset divestitures has been dismal.  As the Wall Street Journal recently noted:


Verizon Communications Inc. boss Ivan Seidenberg may be one of the best deal makers of his time, or one of the worst.


Today, three of Verizon's most significant divestitures are either in bankruptcy or near it. As they say on Wall Street, it all depends on what side of the trade you're on.


Verizon's former yellow-pages unit, which goes by the ungainly name of Idearc, sought court refuge from creditors in May; Verizon's former Hawaiian telecom franchise, purchased by Carlyle Group, filed for bankruptcy in December, and FairPoint Communications, which absorbed landlines from Verizon in a complicated divestment, is close to going under, the company said in a July securities filing. In all, these companies have lost upward of $13 billion in value and counting.


This should make Mr. Seidenberg a hero to Verizon investors. Not only did he bail out of the assets at the right moment, he extracted prices that literally sucked the life out of the buyers.

The Commission should not underestimate the risks associated with this transaction.  Verizon has proven itself to be highly opportunistic in the past, and has taken steps in this transaction to insulate itself from any negative downsides associated with regulatory conditions that may be placed on this merger.  This is highly troubling because Frontier will depend on Verizon following the close of the transaction, but Verizon will face no consequences if things go wrong.  As a result, Verizon faces few incentives other than to “take the money and run.”  

Q:
How has Verizon insulated itself from regulatory risks associated with the merger approval process?

A:
The Agreement and Plan of the Merger specifies that to close the merger, Frontier must deliver $5.247 billion to Verizon.  However, during the course of regulatory approval it is possible that Verizon could be required to take some actions that would result in expenditures made by Verizon due to regulatory requirements associated with the merger approval process.  If this should occur, however, Verizon is held harmless.  The Agreement and Plan of the Merger makes this fact clear:

1.167 “Spinco Closing Equity Value” means the amount equal to the sum of (A) $5.247 billion plus (B) the Required Payment Amount, if any.


1.144 “Required Payment Amount” means the aggregate amount, if any, of all amounts required to be paid, refunded, deferred, escrowed, or forgone pursuant to an order, settlement agreement or otherwise…by Verizon or its Subsidiaries, other than post-Closing obligations of Spinco or any Spinco Subsidiary, as a condition to obtaining any consent of any governmental Authority in the Territory required to consummate the Distribution or the Merger or to complying with any order approving the Distribution and the Merger.
  

In other words, the price that Frontier will pay Verizon will go up dollar-for-dollar if Verizon incurs any regulatory costs that Verizon may encounter as the merger-approval process unfolds.  This provision of the Merger Agreement thus absolves Verizon for any deficiencies in the merger that may be uncovered through the regulatory process. The Agreement and Plan of the Merger allows Verizon to avoid the consequences of any regulatory actions taken that might improve the public interest profile of this transaction.  It also closes the circle regarding the weak incentives that Verizon has to deliver the Spinco properties to Frontier in a manner that will assure that those properties do not have defects that may be inconsistent with public interest considerations.  This escape clause for Verizon shifts the risk to Frontier, and ultimately to Frontier’s ratepayers. 

Q:
 Do you believe that Verizon should have a continuing stake in the operations of its divested properties?

A:
Yes.  Economic theory predicts that if Verizon has a continuing interest in these properties, its performance in critical areas, such as the replication of systems and system cutovers, will be superior to the case where Verizon is “off the hook” for any potential problems associated with the transition and post-closing operations of the divested properties.  Furthermore, the incentives Verizon faces are even more perverse as Frontier must pay Verizon for Verizon’s support of the replicated systems on which Frontier will depend to run the Spinco business.  I will discuss this issue, and options for improving Verizon’s incentives, should this Commission approve the merger, which may increase the likelihood that Verizon will do its best to ensure that the divested properties perform as represented to Frontier. 
Q:
Do you believe that this transaction is more complicated than the FairPoint or Hawaiian Telcom transactions?

A:
Yes, for a number of reasons.  This transaction involves a much larger number of access lines, stretching from coast-to-coast.  This transaction requires a large-scale replication of existing Verizon retail and wholesale systems that will be handed off to Frontier at closing.  These replicated systems will have had only a limited run prior to the hand-over to Frontier.
  This transaction also requires the immediate cutover of a large number of Verizon customers (those residing in West Virginia) to Frontier’s systems at the closing of the merger.  



The success of this transaction depends on Frontier’s ability to quickly improve broadband capability in Verizon’s former service area, however, Frontier has not evaluated the condition of the outside plant in that service area, but has instead relied on representations regarding the condition of this plant made by Verizon.
  Frontier also makes highly unrealistic assumptions regarding the cost of upgrading the DSL capacity in the former Verizon properties, which I will address later in my testimony.



Frontier must also substantially increase its debt to complete this transaction, and at this time cannot inform this Commission of the cost of securing the needed debt financing.  Furthermore, the ongoing macroeconomic financial instability and economic downturn may impact the cost that Frontier will face when raising the debt-funded payment to Verizon, as well having an impact on consumers’ ability to sustain purchases from multiple telecommunications platforms.  These uncertainties only add to the complexity of the transaction, and increase the risks facing Washington consumers.


2.
Risks Associated with Changing Industry Structure

Q:
Does the current state of the telecommunications industry have an impact on the risks associated with the merger?
A:
Yes.  The telecommunications industry continues to undergo technical transformation, faces evolving consumer preferences, and is also being affected by the ongoing economic downturn.  With regard to voice services, telecommunications providers like Verizon and Frontier have experienced declines in switched access line counts.  For example, in recent years Frontier has experienced average switched line loss of about 7 percent per year, and Verizon access line counts in the Spinco service area have declined by 10 percent per year.
  Of course, these switched lines losses ignore the fact that Verizon and Frontier have been promoting and selling broadband services, which has cut into their switched line sales.  However, even when accounting for Frontier’s broadband sales, it has begun to see declines in the overall number of switched and broadband lines that it sells. In other words, switched line loss is exceeding DSL growth.  The switched line losses reflect the impact of the growing availability of cable voice services, which have proved to be attractive to some consumers.
  In addition, some consumers in Verizon’s Washington service area have cut the cord and gone “wireless only.”
  Finally, declining consumer incomes are pressuring consumer decisions regarding wireline services.
  This environment increases the risks for wireline operators as they must recover the largely fixed costs of their operations from a shrinking customer base.  It is possible that this confluence of factors will test the proposition that the local telecommunications industry is subject to destructive competition.
  Given the growth of cable voice in some areas, whether two wireline facilities-based providers will be sustainable is a key point of policy evaluation, and one which this Commission should keep in mind as the much smaller and less diversified Frontier attempts to acquire the assets that Verizon no longer views as profitable.

Q:
Have ILECs developed strategies to offset the impact of wireline losses?

A:
Yes.  Service diversification provides one means to offset the negative financial impact of wireline losses.  For example, the two largest ILECs, AT&T and Verizon, are also the two largest U.S. wireless carriers.  This diversification into wireless has mitigated the impact of wireline losses.  Network upgrades to enable broadband Internet access also provides new revenue streams, and a means to retain customers.  In addition, both AT&T and Verizon have pursued video-delivery strategies by upgrading portions of their networks to enable the provision of video services.  These diversification efforts have allowed AT&T and Verizon to mitigate some of the negative impact of the loss of switched wirelines. 



Companies like Frontier, which do not have wireless affiliates, and provide video primarily through a partnership with a satellite television company, face strong pressures to cut costs, and increase revenues from remaining landline customers.  Merger-driven growth provides one avenue to achieve cost savings.  The Frontier/Verizon transaction marks another step in what is likely to be a ongoing stream of consolidations among rural ILECs.
  This reshaping of the industry, with the potential for the emergence of a “rural supercarrier,”
 will have profound impact on key public policy issues that face this Commission, such as the continued availability of affordable services, broadband deployment, the viability of intermodal competition, and universal service funding.

Q:
Does Verizon believe that the shift in the industry is permanent?

A:
Apparently it does.  According to recent statements by Verizon’s CEO, Ivan Seidenberg, wireline voice no longer provides a sustainable business model: 


Roll over in your grave, Alexander Graham Bell. That was in effect what Ivan Seidenberg, the chief executive of Verizon Communications -– one of the largest descendants of the old Bell System — declared this morning. Speaking to a Goldman Sachs investor conference, Mr. Seidenberg said Verizon was simply no longer concerned with telephones that are connected with wires . . . .


“Video is going to be the core product in the fixed-line business,” Mr. Seidenberg declared. And the focus will move from selling bundles of video and landline to video and cellphones, he added.


If Mr. Seidenberg is correct, and the wireline business is no longer profitable absent the core capability of the delivery of facilities-based video services, then presumably Verizon would view Frontier’s business model as flawed.



Whether the “core video” wireline business model is the only way to succeed in the wireline business remains an open question, and telephone companies executives have certainly been wrong before.
  However, this Commission has the obligation to ensure that the shift in the thinking of Verizon’s management, leading it to divest wirelines that it views as less desirable, does not result in harms to Washington consumers.  It is important that this Commission be aware of the risks that Washington consumers now face given this latest round of “innovative” thinking on the part of telephone company executives.

Q:
Do you believe that the shifts in the industry represent a permanent shift in industry structure?

A:
While it is difficult to speculate about “permanent” shifts in this dynamic industry, I believe that the confluence of factors that I mentioned earlier will test the management of all telecommunications firms, including ILECs. Given the increased pressure on all telecommunications providers, the Commission’s responsibility to ensure the continued availability of high-quality and affordable telecommunications services, including basic service, is all the more important.
Q:
Given that Frontier does not have wireless or facilities-based video capabilities, what else can it do to offset the negative impact of wireline losses?

A:
Frontier is pursuing a two-prong approach to address negative trends.  First, Frontier believes that it can improve its operating results through acquisitions, as is evidenced by this proceeding, and other recent Frontier transactions.  Frontier believes that it can achieve synergies by acquiring the Verizon Spinco operations.
  According to Frontier, its going forward business model will continue to seek additional opportunities for expansion.  Frontier anticipates that [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential].
  Frontier is apparently pursuing an aggressive growth strategy, and may become the “rural supercarrier.”


The second prong of Frontier’s approach is to increase revenues associated with the Spinco operations.
  Frontier believes that it can improve the revenue profile of its new Verizon customers through aggressive marketing:


The combined company will utilize targeted and innovative promotions to attract new customers, including those moving into the combined company’s territory, win back former customers, upgrade and up-sell existing customers on a variety of service offerings including HSI (high-speed Internet), video, and enhanced long distance and feature packages in order to maximize the average revenue per access line (wallet share) paid to the combined company.

Frontier views the “up-selling” of customers as providing a means to offset revenue declines that Frontier expects will continue in the future:

While the number of access lines is an important metric to gauge certain revenue trends, it is not necessarily the best or only measure to evaluate Frontier’s business. Frontier management believes that understanding different components of revenue is most important. . . .  Despite the decline in access lines, Frontier’s customer revenue, which is all revenue except switched access and subsidy revenue, has declined in the first quarter of 2009 by less than 3 percent as compared to the prior year period. The average monthly customer revenue per access line has improved and resulted in an increased wallet share, primarily from residential customers.


Thus, Frontier hopes to extract more revenues from its remaining customer base.

Q:
Does Frontier’s business strategy raise policy concerns?

A:
Yes, if Frontier continues to grow through acquisition, the strategy may impact Frontier’s efforts to integrate Verizon operations into the new Frontier structure.  Frontier is not planning on immediately integrating the operations of Verizon’s back office and customer support systems.  However, this integration must occur over time if Frontier hopes to achieve the cost savings that it is projecting for this merger.  Thus, the eventual integration of Verizon operations may come at a time when Frontier’s management is facing additional distractions from potential future acquisitions.



A second set of concerns arise due to Frontier’s pricing strategy.  Verizon

Washington customers may face rising prices and increased pressure to spend more with Frontier.  It is important that the marketing practices utilized by Frontier do not disadvantage consumers.  I will discuss the risks to consumers associated with Frontier’s pricing strategies in a later section of this testimony.



A third set of concerns relates to the financial sustainability of Frontier’s merger-directed growth strategy.  Frontier must substantially increase its debt to complete this merger.  While the impact on Frontier’s national financial profile that results from the transaction is favorable when compared to Frontier’s pre-merger profile, the financial impact on Verizon’s Washington ratepayers is anything but favorable.  Mr. Hill’s testimony addresses these concerns.

3.
Risks Associated with Frontier’s Ability to Integrate Spinco 
Q:
Does Frontier have experience with an acquisition of the size proposed in this case?
A:
No.  This merger will dramatically increase Frontier’s size.  Frontier has integrated other operations in the past, notably, taking over 750,000 access lines from Verizon between 1993 and 2000, and taking over 1.1 million local exchange lines from Global Crossing in 2001.
  However, the 4.8 million access lines targeted in this acquisition represent a much larger transaction than any that Frontier has previously pursued.  This fact has been recognized by Frontier’s management, which has noted: 

[Begin Highly Confidential] XXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX



XXXXXXXXXXXX.

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX, [End Highly Confidential] the Joint Applicants responded:

Frontier is reviewing organizational, procedural and system similarities and differences between Frontier and Verizon.  This process will enable Frontier to assess potential changes it may make to operational execution; however, changes to operational execution will be less about the size and complexity of this transaction and more about “best practices” as well as ease of implementation of changes.”

However, Frontier also admits that it has “not conducted any analysis regarding the identification and/or adoption of ‘best practices’ associated with the consolidation of Frontier and Verizon’s operations.”
  Thus, Frontier will be developing its approach to integrating the much larger Spinco operations as it goes along.  Frontier’s lack of experience with such a large integration introduces numerous risks.
Q:
Has Frontier’s management expressed concerns regarding the integration risks associated with the merger?

A:
Yes.  Frontier has advised its investors that there are numerous risks associated with the merger, including risks associated with integration:


The acquisition of the Spinco business is the largest and most significant acquisition Frontier has undertaken. Frontier management will be required to devote a significant amount of time and attention to the process of integrating the operations of Frontier’s business and the Spinco business, which may decrease the time they will have to serve existing customers, attract new customers and develop new services or strategies. Frontier expects that the Spinco business will be operating on an independent basis, separate from Verizon’s other businesses and operations, immediately prior to the closing of the merger (other than with respect to the portion operated in West Virginia, which is expected to be ready for integration into Frontier’s existing business at the closing of the merger) and will not require significant post-closing integration for Frontier to continue the operations of the Spinco business immediately after the merger. However, the size and complexity of the Spinco business and the process of using Frontier’s existing common support functions and systems to manage the Spinco business after the merger, if not managed successfully by Frontier management, may result in interruptions of the business activities of the combined company that could have a material adverse effect on the combined company’s business, financial condition and results of operations. In addition, Frontier management will be required to devote a significant amount of time and attention before completion of the merger to the process of migrating the systems and processes supporting the operations of the Spinco business in West Virginia from systems owned and operated by Verizon to those owned and operated by Frontier. The size, complexity and timing of this migration, if not managed successfully by Frontier management, may result in interruptions of Frontier’s business activities.

Thus, the parallel processes associated with the take-over of the Verizon Spinco systems and the separate migration of the large number of West Virginia customers to Frontier’s existing platform presents a complex process for Frontier’s management. While the narrative quoted above is reflective of “standard” disclosure practices, it nonetheless provides a frank assessment of the complexity of the proposed merger, and the risks that it poses, in terms of integration problems.  The next three sections of my testimony will address in greater detail the complexity of the integration process.



4.
Risks Associated with the Replication of Verizon’s Systems
Q:
What must occur for Frontier to gain efficiencies from the merger.
A:
As Frontier notes, economies of scale associated with the merger will arise through the “consolidation and standardization of systems and functions.”
  However, if this consolidation and standardization is to take place, there must be changes in the way that, for example, customer service functions in call centers, repair office operations, and billing systems operate.  Achieving integration and economies of scale requires that Frontier adopt standardized systems that perform these functions.  But this is where the Frontier integration plan departs from other mergers, which have either involved “cutting over” customers to the acquiring company’s back office systems,
 or continuing to operate the legacy systems that the target of the acquisition had previously operated.
  

Q:
How will Verizon Washington ratepayers be served by Frontier following the closing of the merger in areas such as business and repair office, and billing?

A:
According to Frontier, there will be no change in the systems that are utilized to serve customers:


In situations where systems that have been used to support local exchange carrier operations remain exclusively with the seller, the buyer must develop new, or modify existing systems to provide service to the customers after the transaction is completed.  Then the seller and the buyer must complete a cutover at a specific date/time, whereby the customer’s data and service support functions are moved to the newly developed systems and the buyer assumes responsibilities for providing service on an ongoing basis using those systems.  This scenario does not exist in Washington because Frontier will be using the same systems in place at Verizon prior to the transaction and will have the advantage of employees experienced with those systems that will continue with the business.

However, Mr. McCarthy’s assessment does not tell the whole story. Frontier will not be using the “same systems” that Verizon currently utilizes, but will instead be using a set of replicated systems.

Q:
What is a replicated system, and why does the need for a replicated system arise?

A:
Since its acquisition of the GTE properties, Verizon has never adopted a uniform platform of billing, customer ordering and support, or repair center support.  Instead, it maintained two separate systems, one for the former GTE properties, and one for its legacy Bell Atlantic properties.  Because Verizon is keeping portions of the former GTE service area after the merger,
 it apparently has elected to continue using the legacy GTE systems. Rather than handing over the full set of legacy GTE systems to Frontier, Verizon will create a “separate instance” of these systems, and then turn these “replicated” systems over to Frontier.
  In other words, Verizon will attempt to create a “clone” of the systems that it currently utilizes to run the former GTE properties, and turn the clone over to Frontier.



This approach introduces new problems, and undermines one of Frontier’s claimed benefits of the merger.  An analogy with regard to the proposed 

replication process helps to illustrate the basic problem faced by Frontier, and its ratepayers.  Suppose a consumer is in the market for a used car.  After shopping around, the consumer observes that a neighbor has a vehicle for sale.  The consumer has observed that their neighbor’s car has provided reliable transportation service for a number of years, so the consumer believes this vehicle will perform in a reasonable fashion in the future.  However, after approaching the seller, the buyer is informed that due to some sentimental reason, the seller does not want to part with the car that they have put on the market, but instead promises the buyer that they will create a “replica” of the car that the buyer has evaluated.  Once the replicated vehicle is created, the consumer will get to take it for a “test drive.”  Obviously, replicating a motor vehicle is also a complex process, and the test drive may leave certain defects in the replicated vehicle undiscovered.  However, perhaps more importantly, the consumer’s observations regarding the performance of the original vehicle will have little bearing on the potential future performance of the replicated vehicle.



Frontier faces a problem similar to this hypothetical consumer.  When acquiring Verizon’s replicated system, the performance levels observed with Verizon’s existing systems may not be a good indicator of the performance that can be expected from the replicated system.  Furthermore, stress testing these complex and interrelated systems will be a difficult task, and I believe that it is unlikely that any “test drive” of these systems that Frontier takes will result in a complete assessment of the systems’ performance under real-world operating conditions.  Only after it takes over will discover how they operate under the maximum strains that seasonal peak periods, incidents of extreme weather, or other emergencies will generate.

Q:
When will the replicated systems come online?

A:
The replicated systems will come online approximately 60 days prior to the closing.
  Thus, the initial system cutover will take place when Verizon is still in control of the systems, and the customers served by the systems.  Thus, the risks associated with the cutover to the replicated systems will begin prior to the close.
Q:
How will the use of replicated systems increase the risks associated with the merger?

A:
The large-scale replication of systems is unusual.  Frontier indicates that it has only utilized replication in one other instance, associated with its sale of its CLEC operations (Electric Lightwave) in 2006.
  During his Ohio deposition, Mr. McCallion admitted that Verizon has never replicated systems for a “transaction such as this,” stating further that any system replication previously conducted by Verizon was associated with system testing and emergency backup.
   



The replication as envisioned by the Joint Applicants requires that the software and hardware systems associated with the current legacy GTE systems utilized by Verizon be recreated and handed over to Frontier:


Prior to March 31, 2010, Verizon shall create a separate instance in the Fort Wayne, Indiana data center (the “Fort Wayne Data Center”) of Verizon proprietary software systems that will enable Spinco (and following the Merger, the Surviving Corporation) in all states in the Territory (other than West Virginia) to provide functionality substantially similar to, but no less favorable to the Spinco Business than, that which the Spinco Business received from Verizon and its Affiliates as of the date of this Agreement.  As of the Closing Date, the Fort Wayne Data Center (i) shall be owned by the Surviving Corporation or an Affiliate thereof and (ii) shall have on site a majority of  the hardware reasonably required to provide functionality to the Spinco Business in accordance with the foregoing (and the balance of such hardware, if not held at the Fort Wayne Data Center, shall be available on a firewall basis from Verizon or a Verizon Subsidiary for up to one year following the Closing to allow for Verizon to transfer such hardware to the Fort Wayne Data Center within one year following the Closing).

The replication process will not only include [Begin Confidential] XXXX
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 [End Confidential]
 Q:
How will the replicated Verizon system be tested?

A:
Verizon witness Mr. McCallion indicates that Frontier will take possession of a “tested functional replication of Verizon’s existing systems at closing.”
  When asked about how this testing would be done, Verizon indicates that it will “take numerous steps” to confirm that the replicated systems perform at the same level of quality at which they currently perform.
  Verizon goes on to say:


Verizon will develop system readiness acceptance criteria to ensure that the separate instance created for Spinco will perform in a like manner as it did before close.  Systems will not be transferred unless Frontier is reasonably satisfied that the condition to the closing of the Merger Agreement has been met.


It is notable that Verizon is given primary control of the testing process, and the right to refuse Frontier requests associated with system replication:


Verizon shall undertake to segregate the operation of the Spinco Business in the Territory (other than West Virginia) from the Verizon Business (including the completion of the actions contemplated by Section 7.24(c) and the identification, testing and validation of personnel, processes and systems to be working properly). . . .  If in connection with the Realignment the Company (Frontier) wishes to remove or omit particular functions or services that are used or held for use in the conduct of the Spinco Business or to replace certain third party vendors of the Spinco business with other third party vendors, the Company will promptly notify Verizon in writing to this effect.  Verizon will have the right to disapprove such proposed omissions or replacements to the extent Verizon determines that such omissions or replacements may materially delay or increase the expense of completing the Realignment.

I am concerned about Frontier’s ability to adequately evaluate tests of the replicated systems.  Frontier suffers from an asymmetric information problem with regard to the Verizon systems, i.e., Verizon presumably knows these systems inside and out, while Frontier does not have this advantage.  As discussed above, these systems are highly complex, and not only include customer support operations and billing systems, but also include [Begin Confidential] XX

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. [End Confidential] Thus, whether Frontier has the information needed regarding the operational nuances of these systems is doubtful, and this lack of information may limit Frontier’s ability to evaluate the replicated systems.

Q:
Mr. McCallion states that the replicated systems will be operated by “Verizon personnel that move over to Frontier with the transaction.”
  Will the same personnel be operating the replicated systems?

A:
No.  Mr. McCallion stated during his Ohio deposition:

It won't be exactly the same people.  It will be personnel who are located in the data center, which is in Fort Wayne, Indiana.  Those people are operating former GTE systems today.  They'll continue to operate them, but not all of the systems today are in Fort Wayne, Indiana, so we actually have to create all of those systems in the Fort Wayne data center.  So to the extent that someone might be operating a different system today, then they become the computer operator for the replicated systems from an operations standpoint.

Thus, the replication process may not result in systems being operated by the same individuals before and after the merger closing, and this change of personnel introduces an additional element of risk.  

Q:
Will Frontier be able to modify the replicated systems?

A:
Yes.  Frontier indicates that the replicated systems will be taken over by Frontier with Verizon’s product set in place.  However, Frontier will have the ability make modifications, such as adding Frontier’s product line to replace Verizon offerings.
  This modification process introduces an element of risk to the systems performance.  Specifically, Frontier’s ability to modify the replicated systems may create difficulties in the support of the replicated systems.

Q:
Does Verizon provide any warranty regarding the performance of the replicated systems?

A:
According to the Merger Agreement, Verizon does not provide an explicit guarantee associated with the performance of the replicated systems.

Q:
When Verizon replicates its existing systems, does that process replicate customer records?

A:
No.  After the system is replicated, customer records, including billing history, payment records, and Verizon services (and third-party services for which Verizon bills) utilized by the customer will be separately loaded into the replicated system.  Then Verizon will delete the customer records associated with customers that are not being transitioned to Frontier.  Thus, the replication process will involve duplicating the systems and the data, loading the data into the systems, and then deleting the data that is not relevant to Spinco.
  The loading of customer records into the replicated systems, and then deleting certain data also adds risk to the replication process.
Q:
Frontier indicates that the use of the replicated systems will prevent the types of cutover problems that have been associated with FairPoint and Hawaiian Telcom from emerging.  How long will Frontier rely on the replicated Verizon systems?

A:
Frontier does not know how long it will rely on the replicated systems.
 However, Frontier expects to realize substantial integration economies in the first three years following the closing.
  Frontier also faces strong financial incentives to rely on the replicated systems for as short a time as is possible.  Primary incentives emerge from the need to capture merger synergies.  Until Verizon’s Spinco operations are fully integrated into Frontier’s operations, the full extent of synergies cannot be captured.
  Furthermore, Frontier has agreed to pay Verizon $94 million per year for maintenance services associated with the replicated systems.
  The structure of the maintenance fee is “flat rate.”  Verizon will be paid whether or not problems are solved, or are solved in a timely fashion.  As a result, Verizon may not be incented to solve problems in the most efficient fashion as they arise. 
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 [End Highly Confidential] Thus, it is not too difficult to imagine that conflicts between Frontier and Verizon could emerge regarding the maintenance of the replicated systems.


The combined set of incentives could lead Frontier to transfer Spinco customers to its systems in an expedited fashion, especially if the replicated systems do not perform as expected, or if disputes arise with Verizon.  Thus, the cutover risks associated with the transition are not mitigated to the extent that the Joint Applicants represent through their claim that Frontier will be using the “same systems” following the merger.  At some point Frontier is likely to transfer customers to its systems, and this future cutover will present risks to customers.

Q:
Will Verizon charge Frontier for the replication process?

A:
No.  Verizon indicates that Frontier will not be charged these costs.
  This adds another dimension to the risks associated with the process.  Verizon, because it is in business to make a profit, will have every incentive to minimize the costs that it incurs in replicating its systems.  Given Frontier’s less than perfect ability to evaluate the replicated systems, Verizon may cut corners, and Frontier may have difficulty identifying where those corners have been cut. 


5.
Risks Associated with the Replication of 911 Systems
Q:
How will 911 systems be affected by the replication process?

A:
According to Verizon, its existing 911 systems will be cut over to replicated 911 systems approximately 60 days prior to the merger’s closing.
  The treatment of 911 systems is outlined in the “Realignment Plan.”  However, “outline” may be too strong a term to describe the level of detail associated with that Plan’s discussion of the realignment of 911 systems—the Realignment Plan contains few details associated with the 911 cutover process. [Begin Highly Confidential] XX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
  XXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. [End Highly Confidential] 



Public Counsel requested additional information regarding the treatment of 911 systems.  The Joint Applicants provided the following response:

As a first step, Verizon will complete the internal process of establishing for its North Central region all of the replicated systems described in the Realignment Plan, including the E911 OSS network and functionality described at pages 65-70 of Verizon’s Realignment Plan.  Then, prior to placing the replicated E911 systems into production, Verizon will test the systems. . . .  Verizon will then share its testing results with Frontier, and Frontier will have the opportunity to review them and to propose additional tests.  Once the E911 systems are in production, Frontier will validate and confirm that the systems are providing at least the same level of functionality that Verizon provides to itself.  Frontier will make a determination prior to closing that Verizon’s representation in Section 5.17 will be correct as of the closing date and that Verizon’s obligations under 7.24 have been met, including Verizon’s obligations to create separate instances of operating systems that will enable Frontier to provide service with functionality substantially similar to, but no less favorable than, that provided by Verizon using its existing systems.  Replicated operations support systems are a condition precedent to closing the transaction.

This information causes concern.  Frontier should not be allowed to be given the sole sign-off on whether 911 systems are properly functioning.  


With regard to the testing the Verizon plans, the following description of the process is offered:

Prior to being put into production at least 60 days prior to close, the replicated systems will be port-scanned by Verizon to ensure all valid ports are available and that non-essential and non-secure ports are not open.  The systems will be tested for network connectivity, correct data pass-through, and correct data handling.  All processes will be tested for functionality and error generation.

The results of these tests will impact more than Frontier.  Should this Commission approve the merger, I believe that reporting of the test results of 911 systems should be shared with the Commission and other interested parties.  The Commission should also ensure that interested parties are aware of the transition of 911 systems, and of the results of the testing process.  While the Joint Applicants state that they will, with regard to the 911 cutover, “follow industry-standard procedures for any required notifications,”
 it is not clear whether those procedures will be sufficient given the unique cutover of Verizon’s current 911 systems to new and untested, replicated systems.  Given the 911 problems experienced by FairPoint, which included an E911 outage that occurred under Verizon’s supervision,
 this Commission must ensure that no 911-related issues will impact Washington.
Q:
Can you summarize your concerns regarding the system-replication risks associated with this transaction?

A:
The Commission should not accept Frontier’s claims that it will be using the “same systems” to serve Verizon WA’s former customers.  The replication of complex Verizon systems introduces risk that customers will face service disruptions, or other negative consequences.  Furthermore, it is also likely that Frontier, to capture merger synergies, will eventually cut over the customers that are served by the replicated systems to its own systems.  This too introduces risk of service disruptions, or other negative consequences.  Should the Commission approve the merger, it must carefully monitor how Frontier performs during the transition. 


6.
Risks associated with the Washington Cutover

Q:
Is there also a “physical network” side to the cutover process in Washington?

A:
Yes.  Currently, Verizon controls integrated network facilities in Washington that provide local voice services, long distance services, and Internet access services.  As was discussed earlier, Frontier is taking possession of Verizon’s local facilities that provide local services and Internet access.  Frontier is not taking possession of any Verizon facilities that provide InterLATA long distance services, nor is Frontier taking possession of Verizon’s Internet access facilities that connect the “last-mile” Internet access facilities to the overall Internet.  Thus, Joint Applicants must establish the physical separation of Verizon’s network facilities in Washington.  Once the physical separation is completed, Frontier must reestablish connections for its new customers, both long distance and Internet access, so that the “island” of Verizon voice and data facilities that it will take over in Washington can be connected to the rest of the world.  It is notable that the Joint Application and the supporting testimony do not mention that such a process will take place, and thus provide no detail regarding how the physical network separation and reconnection will be accomplished in Washington.

Q:
Have you been able to obtain any details regarding this physical network cutover in Washington?

A:
I have been able to obtain a few details, but it appears that here too Frontier has yet to establish a plan that it can share with the Commission.  Joint Applicants were asked to identify the point of network demarcation for voice long distance services, and whether Frontier would be taking possession of any long distance facilities from Verizon on the trunk-side of the toll serving office.  Joint Applicants responded:


Verizon is not transferring any assets to Frontier or Spinco specifically associated with providing long distance services.  It will be Frontier’s responsibility to enter into an arrangement with a long distance provider to provide long distance service to end users.  Verizon will not transfer to Spinco any tangible assets, facilities, or agreements with facilities vendors relating to long distance (InterLATA) facilities supporting customer traffic.  Frontier will make arrangements for facilities to support long distance customers.

This response does not provide much detail.  When asked a similar question in the West Virginia merger-approval proceeding, a few more details were provided:

Frontier will take control of Verizon’s assets and facilities used to deliver local exchange telephone services.  All other facilities and assets that may be used to deliver InterLATA toll service are not included in the transaction.  Each LD [long distance] carrier establishes a POP (Point of Presence) for hand-off and receipt of LD traffic.  The POP is the demarcation point for LD traffic and is typically within a local or Tandem switching central office.


Thus, while Frontier will take over the local-service customer relationship and the Verizon facilities previously utilized to provide local services as part of the transaction, Frontier will not be acquiring any Verizon facilities that were previously utilized to provide long distance services to these customers.
Q:
What are Frontier’s plans with regard to providing long distance services to the Verizon long distance customers that will be acquired by Frontier on the merger closing date?

A:
Frontier indicates that it will use the facilities of a third party for carrying toll traffic.
  Frontier indicates that it may use the existing network arrangements from end offices and tandems to the points of presence maintained by Verizon’s IXC affiliate.

Q:
How will the physical separation of Frontier and Verizon’s data networks be accomplished?

A:
To provision DSL service, the ILEC establishes a dedicated physical connection from the telephone company central office to the customer using the existing local loop.
  The subscriber’s traffic is then terminated on a digital subscriber line access multiplexer (DSLAM) that will split the voice and data traffic, with the data traffic being passed onto “middle-mile” data facilities, that will ultimately connect to regional hubs, and ultimately to backbone networks.  These middle-mile facilities may include gateway routers, Asynchronous Transfer Mode (ATM) switches, and LATA core routers.
  However, the Joint Applicants state that the point of demarcation between Verizon and Frontier data networks has not yet been established.
  With regard to the higher levels of the data networks to which these middle-mile facilities ultimately connect, the Joint Applicants state:

The uplinks from these devices are currently being planned and have not been finalized.  One potential option is for Frontier to uplink these devices to the Frontier National Data Backbone that transports Internet traffic to Frontier’s peering partners.  Frontier’s Internet access network would begin with the facilities at the customer premises and the termination point is in the planning process.

Frontier also indicates that, in the areas of Washington where it is not taking possession of Verizon facilities, it will lease the transport facilities needed to connect its new customers to higher levels of the Internet.
  Thus, the fact that Frontier must establish the necessary physical connections to enable both long-distance voice and data connections adds to the complexity of the cutover process.  Not only must Frontier be prepared on day-one to service all Washington local-exchange customers, but Frontier must be able to provide, either though its own facilities, or facilities that obtains from others, sufficient voice and data network capacity to enable voice long distance services, and Internet access services.

Q:
Frontier states that it connects state-level data networks to frontier’s national backbone.  Does Frontier’s pre-merger backbone have sufficient capacity to handle the more than tripling of Frontier’s customer base?

A:
No.  Frontier indicates that it will be upgrading its backbone network as part of the transition process.
  Public Counsel requested information regarding the traffic engineering studies performed by Frontier to assure that the backbone upgrade would be sufficient given the more than tripling of Frontier’s customer base, but Frontier has not provided the requested information.

Q:
Do you believe that the physical separation of Verizon’s voice and data networks and Frontier’s need to re-establish the connection of local voice and data networks to voice long distance and data backbone networks increase the risks associated with the transaction?

A:
Yes.  Viewed in its entirety, Frontier faces a challenging process that not only involves taking possession of replicated Verizon systems, but also requires substantial actions associated with the physical separation of network facilities, and the re-establishment of long distance voice and data connections that will be under Frontier’s control.  As I will discuss further below, should this Commission approve the merger, careful monitoring of Frontier’s performance is necessary.



7.
Risks Associated with the West Virginia Cutover

Q:
How will Frontier’s transition of Verizon’s West Virginia operations impact transition?

A:
Because Verizon West Virginia is part of the legacy Bell Atlantic operations, it is served by a set of systems separate from the former GTE systems that Verizon is replicating for Frontier.  For these customers, Frontier plans on a “cutover” to Frontiers systems at the closing of the merger rather than the replication process to be used in other states.  West Virginia is the largest of the state operating territories that Frontier will acquire, with over 700,000 access lines.
  Frontier will thus be making this cutover at the same time that it is taking possession of the replicated operating system, and cutting over long-distance voice and data networks throughout the Spinco service areas.  Thus, the West Virginia cutover facing Frontier adds an additional level of complexity to the merger.


8.
Risks Associated with Rate Changes and Up-Selling

Q:
Do the Joint Applicants indicate that the merger will result in rate changes for Verizon Washington ratepayers?

A:
No.  The Joint Applicants indicate that:


Upon completing the transaction, existing retail customers will continue to receive the same regulated intrastate services on the same terms and conditions under their existing contracts, agreements, and tariffs, and the transfer will be closely coordinated to ensure a smooth transition. Frontier has no plans to make any changes to the services in Washington at closing. . . .  Frontier will honor existing tariffs and contracts to make the transition seamless for retail customers.  This will ensure that the transaction will be transparent to current customers in Washington, who generally will continue to receive the same services on the same terms.

Thus, while Frontier appears to be committing to continue to offer regulated intrastate services at identical rates, terms and conditions as those associated with Verizon services, there is some hedging on Frontier’s part, as they indicate that Washington customers will “generally” receive the same services on the same terms.  I believe that it is appropriate that Verizon’s tariffs continue to remain in force following the merger, and that any changes that Frontier may seek in those tariffs should only be pursued through the Commission’s established procedures.   

Q:
Does Verizon’s provision of bundles and packages make evaluation of changes in the rates, terms and conditions more complex?

A:
Yes.  Washington customers also purchase services from Verizon that are not subject to tariff, including bundles and packages.
  Verizon and Frontier do not provide identical packages or bundles, and Frontier has not been able to identify to which Frontier packages Verizon customers will be migrated.
  In some cases, Frontier does not have the same ability to provide services that Washington customers currently purchase from Verizon.  For example, Frontier’s satellite video services are provided by DISH Network®, while Verizon provides satellite video services through DIRECTV®.  Other differences across Verizon and Frontier packages may exist.
  Table 1, below on the following page, provides a comparison of Verizon and Frontier package and bundle offerings.  In selecting the plans that are shown in Table 1, I sought out plans that offered similar functionality.  It can be seen in Table 1 that Verizon’s plans tend to include more 

features, at a lower price, than Frontier’s.  For example, Frontier’s “Digital Phone 
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/  /  /  /


Unlimited” offering is priced $10 per month more than is the comparable Verizon plan.  
	Table 1: Comparison of Verizon and Frontier Packages and Bundles

	Company
	Verizon Plan
	Frontier Plan
	 
 
 
 
 
 
 
 
 
 
	Verizon Plan
	Frontier Plan
	 

 

 

 

 

 

 

 

 

 
	Verizon Plan
	Frontier Plan

	Plan Name
	Freedom Essentials
	Digital Phone Unlimited
	
	Freedom Value
	Digital Phone Essentials*
	
	Good Triple Play
	Connections Premium with Digital Phone Basic

	Local Calling
	Unlimited
	Unlimited
	
	Unlimited
	Unlimited
	
	Unlimited
	Unlimited

	Long Distance
	Unlimited to U.S., Canada, and Puerto Rico
	Unlimited to U.S., Canada, Puerto Rico, Guam, and other U.S. territories.
	
	Unlimited to U.S., Canada, and Puerto Rico
	100 minutes
	
	Unlimited to U.S., Canada, and Puerto Rico
	30 minutes

	Voice Mail
	Yes
	Yes
	
	No
	No
	
	No
	No

	Caller ID
	Yes
	Yes
	
	No
	No
	
	No
	No

	Call Waiting
	Yes
	Yes
	
	No
	No
	
	No
	No

	Internet Access
	No
	No
	
	No
	No
	
	Up to 1 Mbps
	Yes, speed not specified, includes wireless modem.

	Video
	No
	No
	
	No
	No
	
	DIRECTV (150 channels)
	Dish Network (100 Channels)

	Price
	$49.99 
	$59.99 
	
	$44.99 
	$29.99 
	
	$79.99 
	$109.99 


*Digital Phone Essentials also includes “Speed Call 8.”



Frontier’s prices for various add-on features are also relatively higher than Verizon’s Washington rates.  Table 2, below on the following page, compares Verizon NW rates with Frontier’s California rates.  Frontier’s California operations are likely to be among those where Frontier faces the highest degree of competition from facilities-based rivals.
  However, Frontier CA feature rates are substantially higher than Verizon’s Washington rates.

	 Table 2:  Verizon NW and Frontier CA Feature Rates

	Feature
	Verizon NW Monthly Rate
	Frontier CA Monthly Rate
	Ratio of Frontier to Verizon Prices

	Call Forwarding
	$3.00
	$5.99
	1.997

	Call Waiting
	$3.75
	$5.99
	1.597

	Three-Way Calling
	$3.75
	$5.99
	1.597

	Speed Dial Eight
	$3.00
	$5.99
	1.997

	Speed Dial Thirty
	$4.50
	$5.99
	1.331

	Caller ID
	$10.00
	$9.99
	0.999

	Call Trace (per use)
	$2.00
	$2.99
	1.495



The fact that Frontier tends to offer services at higher prices than Verizon was recognized in a [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXX

XXXXXXXXXXXXXXXXXXXXXXXXXXX:XXXXXXXXXXXXXX:
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
 [End Highly Confidential] 

Thus, when Frontier indicates that, following the merger, customers will “generally” receive the same services on the same terms, given Frontier’s current pricing practices, it seems likely that Washington customers may actually experience price increases as a result of the transaction.

Q:
Do some Verizon customers current face early termination fees if they terminate service with Verizon?

A:
Yes.  According to Verizon:

Beginning June 21, 2009, a minimum 12-month term is required for all discounted Verizon bundles that include Regional Value or Regional Essentials along with a qualifying unlimited long distance calling plan and Verizon Online Broadband.
 

Under these agreements, if any customer cancels either the voice or broadband service after the first month, they will face and early termination fee of $120, and the Joint Applicants indicate that they will “honor the terms of their contracts with customers,”
 which indicates that Frontier would enforce the early termination charges. 


Early termination fees exacerbate the general problem of rising prices for residential services that are likely following the merger.  The existence of early termination fees limit consumer choice, and may negatively impact competition, should the consumer have an alternative source of supply.  Given the change of service provider and doubts regarding the ability of Frontier to provide similar services, customers that are under contract should be given a “fresh look” once the changes in their service and prices become known.

Q:
Does Frontier have early termination fees associated with term contracts?

A:
Yes.  Frontier customers that purchase services under Frontier’s “Price Protection Plan” face early termination fees of $200.

Q:
Have Frontier customers had problems with early termination fees?

A:
Yes.  On October 5, 2009, the New York state Attorney General’s Office announced a settlement with Frontier regarding its practices with early termination fees:


“Frontier failed to spell out in its contracts the existence of costly fees,” said Attorney General Cuomo. “The company is now fixing the issue by providing written notices of these fees and paying back consumers who were wrongfully charged.”


Frontier, located on South Clinton Avenue in Rochester, provides high speed broadband Internet service (FrontierHSI) and local and long distance telephone service. Between January 2007 and September 2008, Frontier sold bundles of various services under one-, two- or three-year agreements known as Price Protection Plans that offered a lower rate than month-to-month service as well as a promise that the subscription rate would not increase during the term of the plan. However, Frontier charged early termination fees to consumers who terminated a service before the end of the term. These fees typically ranged between $50 and $400, depending on the contents and services included in the package. 


The Attorney General’s investigation determined that consumers who purchased one-year bundle agreements were never provided with written notice of the term or the existence of an early termination fee. The investigation also uncovered that consumers were not notified in their monthly billing statement that their agreements contained early termination fees. Therefore, many consumers first learned about the fee only after they cancelled their service with Frontier and the charge appeared on their final bill. 

In at least one instance, Frontier automatically re-enrolled a consumer to a term commitment after the initial term expired and then charged an early termination fee when she cancelled after the initial term.

The settlement in New York State provides further evidence of Frontier’s aggressive marketing practices that are likely to cause harm to Washington consumers.
Q:
You mentioned up-selling earlier in this testimony and Verizon’s management report also uses this term.  What is “up-selling”?
A:
“Up-selling” refers to the practice of attempting to convince consumers to purchase more services than they initially seek.  For example, a customer calling to connect basic telephone service may hear sales pitches designed to convince the consumer to purchase vertical features, long distance services, broadband, and/or video services.  The up-selling practice reflects Frontier’s belief that it can increase revenues in Washington by applying Frontier sales and pricing practices to Verizon WA’s operations.
Q:
Is up-selling a benefit of the merger?

A:
No, to the contrary, up-selling practices are likely to harm consumers.  Purchasing telecommunications services is a complex undertaking, and consumers may be misled into purchasing services that provide more than the consumer needs, or do not need at all.  Research conducted by the Illinois Citizens Utility Board, based on proprietary billing data and on consumer surveys, found evidence of 
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significant over-buying, which if corrected, could generate significant savings:

The biggest savings were produced when customers on expensive, all-you-can-eat phone packages—plans that provide unlimited calling and a host of extra features that are rarely used— switched to one of AT&T’s Consumer’s Choice plans or the company’s standard pay-per-call rates. Additional savings were seen by dropping unnecessary features such as “inside-wire maintenance” plans, called Line-Backer by AT&T, that cover certain telephone-wire repairs needed about once every 20 to 30 years, on average.

Frontier’s marketing approach, as evidenced by its web site, shows a variety of package offerings that could easily lead to consumer confusion regarding what best suits their needs.  Likewise, if Frontier customer service representatives actively up-sell, consumers could be led to make purchases that are not in their best interests.
  

Q:
But isn’t it true that up-selling is simply a matter of consumer choice?

A:
Consumer choice continues to be highly limited.
  As a result, “market forces” are unlikely to provide consumer protection from up-selling abuses.  As discussed earlier, Frontier prides itself on increasing its “wallet share,” and these activities may result in consumers paying more for services post-merger than they currently do with Verizon.  The impact of this up-selling is compounded by the fact that Frontier prices, as noted by Verizon’s own analysis, are generally higher than those charged by Verizon.



9.
Financial Risks of the Merger

Q:
The Joint Applicants stress the financial upside of the merger for Frontier.
 Do you believe that the Joint Applicants have overlooked some risks in their presentation to this Commission?

A:
Yes.  This is certainly an instance of the coin having two sides.  While it is true that current projections indicate that Frontier will have an improved financial profile following the close of the transaction, the same is not true for Verizon WA.  Rather, Verizon Washington ratepayers will be migrated to a much weaker and more financially risky company.
 This increased risk facing Verizon Washington ratepayers should be fully understood by this Commission. While Public Counsel Witness Steve Hill has provided a detailed evaluation of financial issues in his testimony, I will briefly address financial aspects of the merger below, specifically risks associated with Frontier’s dividend policy and debt levels. I will discuss how these financial aspects impact and are related to other issues discussed in my testimony such as broadband deployment, and upward pressure on prices. 


10.
Risks Associated with Frontier’s Dividend Policy

Q:
Have you evaluated Frontier’s dividend policy, and does that policy raise any concerns?

A:
Yes, I believe that Frontier’s dividend policy increases the risk associated with this transaction for Verizon Spinco ratepayers.  Frontier has pursued a dividend policy that has resulted in Frontier paying dividends in excess of earnings per share.
  This is an unsustainable policy, and indicates that Frontier is using sources of funds other than earnings to pay dividends.  Figure 1, below on the following page, illustrates Frontier’s history of dividend payouts, compared to Frontier’s net income, based on filings made with the Securities and Exchange Commission.

Figure 1: Frontier Communications Net Income and Payments to Shareholders Compared
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Figure 1 shows that Frontier has consistently paid dividends in excess of earnings per share.  While this policy is highly favorable to shareholders, it ultimately has a bearing on Frontier’s ability to deploy broadband, and increases the risks 
/  /

associated with servicing a growing debt burden from a declining revenue stream.  

Q:
How is it possible for Frontier to pay more in dividends than its net income?

A:
In order to achieve this outcome, Frontier must generate cash from other sources.  One major source of cash for payment to shareholders that Frontier has tapped is its depreciation cash flows.  If Frontier does not replenish its capital stock as that capital stock depletes over time, then a cash flow is generated through the under-investment.  Figure 2, below on the following page, illustrates Frontier’s policies regarding depreciation and capital expenditures.

Figure 2: Frontier's Depreciation and Amortization Expense and Capital Expenditures Compared
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Figure 2 shows that Frontier has consistently spent less on capital investments than it has taken in depreciation charges.  Of course, there need not be a one-to-one relationship between depreciation expenses and capital expenditures.  However, the persistent practice of allowing capital expenditures to fall below 
depreciation expenses is cause for concern, given Frontier’s other operating indicators.  For example, as by Public Counsel Witness, Barbara Alexander, Frontier exhibits relatively low levels of service quality in key areas, such as trouble reports per 100 access lines.  Similarly, while making broadband widely available in its service area, the quality of Frontier’s broadband is certainly not cutting edge, and some Frontier service areas continue to exhibit low DSL availability.  

Q:
In the company’s testimony in this proceeding, Frontier focuses on its history of generating strong “free cash flow,” and the stresses potential of this merger to continue this tradition.
  Does the generation of free cash flow improve the financial profile of this merger?

A:
No.  While free cash flow is an important point of evaluation of the financial performance of a firm, this metric must be carefully considered, especially with regard to the sources of the cash flow and its sustainability.  As indicated above, a key driver in Frontier’s free cash flows is the fact that its depreciation and amortization expenses exceed new capital expenditures.  However, actual cash available for earnings must be coming from somewhere, i.e., it must come either from revenues and retained earnings, or from borrowing.  While Frontier’s revenues increased by about 10 percent between 2005 and 2008, Frontier’s long-term debt has increased by 18 percent  during that same period.  Between 2005 and 2008 Frontier paid out over $370 million more in dividends than its earnings per share.
  Some of this money came from retained earnings, other likely from borrowing.  What is certain is that if earnings per share had reached $1.00 per share (Frontier’s then-target dividend payment) in each of the years, there would have been reduced pressure on borrowing and/or retained earnings, and more funds available for capital expenditures.  
Q:
Could Frontier remedy the situation by decreasing its dividend payout?

A:
Yes, however, this action also comes with its own risks. Frontier plans to decrease its dividend per share as part of its overall strategy in this transaction.  However, its proposal to decrease the dividend from $1.00 per share to $0.75 per share still leaves Frontier paying 30 percent more per share than its most recent earnings per share.
  To remedy the problem, Frontier could also increase earnings per share.  However, given the line loss recently experienced by Frontier, and in the Verizon service areas that Frontier is acquiring, it would appear that Frontier will face continued negative pressure on earning per share for the foreseeable future.  Frontier’s revenues declined between 2007 and 2008, and Frontier projects that following the Spinco acquisition, that [Begin Highly Confidential] XXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXX
 [End Highly Confidential] The economic downturn, which shows little sign of abating from the consumer’s perspective, will also contribute to negative pressure on Frontier’s ability to improve earnings per share.  


Frontier is in something of a box on the financial side.  If it cannot increase earnings per share, it will need to continue to pay dividends from sources of funds other than net income to maintain its dividend policy.  Alternatively, if it decreases its dividend further, its stock price will fall, and it could become overleveraged, thus undermining the gains it may achieve from executing this transaction.  In either case, Frontier’s ability to upgrade and expand broadband facilities in the Verizon service areas that it is acquiring will continue to face competition for funds to service Frontier’s dividend policy.  Thus, a major component of any resolution of the Joint Applicants’ request will be a set of commitments regarding the deployment of broadband in Washington. 


11.
Risks Associated with Frontier’s Debt

Q:
Does this transaction require that Frontier increase its debt?

A:
Yes.  Frontier must substantially increase its debt to complete this transaction.  
While the financial projections offered by Frontier for its post-merger financial structure may appear favorable,
 it is important to also keep in mind that even after the merger it is unlikely that Frontier will reach investment grade status.
  Furthermore, Frontier overlooks troubling debt-related aspects of this transaction.
Q:
What new debt financing must Frontier secure to complete this transaction?

A:
Frontier has agreed to provide Verizon with cash, debt reduction, and/or special debt securities valued at $3.3 billion.
  In order to satisfy this condition, Frontier must secure debt financing of $3.3 billion.
  At this time, Frontier has not secured the needed financing, and appears to be preparing for the potential of adverse market conditions:

. . . as it relates to the financing of the transaction, we have been in active discussions with our bankers to develop funding strategies for the necessary $3.3 billion of Spinco financing. Our strategy has multiple contingency paths to account for various market conditions, giving us the ability to optimize the cost and certainty of financing at the time of funding.

Frontier expects that it will go to capital markets to raise this debt sometime in early 2010, with the process completed by March or April.
  Given the significant size of the debt financing, the results of this process may have an impact on the operating results of the combined company.  However, because Frontier cannot inform this Commission as to the cost of servicing this debt, the evaluation of the prudency of the transaction is more difficult.  


What is certain, however, is that the merger will result in a substantially higher debt service obligation for customers of the combined company, and a dramatic increase in debt service obligations for Verizon Washington customers.  

Q:
Do you believe that the Commission can rely on the Company’s pro forma projections as they relate to debt service issues?

A:
No.  I believe that the Commission should carefully consider the assumptions underlying Frontier’s pro forma projections.  Frontier’s pro forma projections assume an optimistic scenario regarding the cost of debt associated with the $3.3 billion merger consideration.  The Agreement and Plan of the Merger specifies that Frontier can pull out of the transaction if it cannot secure debt financing at a rate less than 9.5 percent, although the company is allowed to proceed at higher rate if Frontier “reasonably determines in good faith that such Coverage Costs would not be unduly burdensome.”
  However, Frontier’s pro forma projections rely on a much lower [Begin Highly Confidential] XXXXXXX [End Highly Confidential] assumed cost of debt associated with the merger consideration.
  While financial markets have exhibited a higher degree of calm than was the case one year ago, they certainly have not returned to their pre-crisis stability.  As a result, whether Frontier will be able to secure financing at its projected rates is uncertain.  At this time, Frontier cannot inform the Commission with certainty of what the ultimate debt burden of this transaction will be.

Q:
What impact will Verizon Washington ratepayers experience as a result of the increases in debt?

A:
Unfortunately, the consequence of increasing the debt levels of the combined company, to approximately $8 billion, is highly unfavorable for Verizon Washington ratepayers.  According to documents filed with the Securities and Exchange Commission, the Verizon Spinco properties, in 2008, had $622 million in long term debt.
  Verizon Spinco properties serviced this debt out of total revenues for 2008 of $4.352 billion.
  Verizon Washington ratepayers, following the closing of this transaction, will become part of a company holding total debt of approximately $8 billion, which must be serviced out of less than $6.5 billion in revenues.  In other words, Verizon Spinco ratepayers will face the prospect of contributing to the servicing of almost $7.5 billion in increased debt out of a pool of revenues that increases by slightly more than $2 billion for the combined company.  When viewed in terms of total debt to earnings before interest, taxes, depreciation and amortization, (EBIDTA) it is clear that while the transaction may have a favorable impact on Frontier’s profile, the impact on Verizon Spinco is highly negative.  Highly Confidential Figure 3, below, illustrates the impact, based on Frontier data.

Figure 3:  Long-Term Debt to EBIDTA, Before and After Transaction

[Begin Highly Confidential]

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
(End Highly Confidential)
Figure 3 shows that the debt level, as expressed as a ratio to EBIDTA, increases from a value of 0.34 to 2.67, i.e.., by a factor of 7.85 for Verizon Spinco ratepayers, while Frontier experiences a favorable decrease in the ratio.  This increased level of debt, which must be serviced from a pool of total revenues from the combined companies that even Frontier projects will decline by [Begin Highly Confidential] XXXXXX [End Highly Confidential] between 2010 and 2014, will increase the risks that ratepayers of the combined company faces, and placing a negative burden on Washington ratepayers.  

That the burden of servicing this debt will weigh more heavily on Verizon Spinco ratepayers is evident from the fact that Frontier’s pro forma projections indicate that Verizon Spinco ratepayers will be [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
 [End Highly Confidential]  The increase in debt-related risk for Verizon Spinco customers is notable.  

Q:
Does Frontier’s pro forma analysis contain other assumptions that indicate that Verizon Spinco customers will face negative consequences as a result of the merger?

A:
Yes. For example, the pro forma results make aggressive assumptions regarding the revenue per access line that can be generated.  Frontier assumes that by 2010 revenue per access line for the combined company can be increased by [Begin Highly Confidential] XXXXXXXX [End Highly Confidential] from their 2008 levels.
  Frontier goes on to assume that between 2010 and 2014 that revenue per access line can be increased by an additional [Begin Highly Confidential] XXXXXX [End Highly Confidential].
  Frontier’s ability to increase revenue per access line by these amounts, in light of the ongoing economic downturn may be doubtful, thus the favorable outcome projected in Frontier’s pro forma analysis appears to be less than certain.  What is certain, however, is that Verizon Spinco ratepayers will be pressured through Frontier testing exactly how much revenue per line it can extract.
Q: 
Can you summarize your concerns?
A:
The financial aspects of the proposed transaction are troubling.  While Frontier gains some financial advantage from this transaction, it does so only at the expense of Verizon Spinco ratepayers, including those currently served by Verizon WA. These ratepayers will be transferred from a firm that has a much stronger financial profile to one that has a weaker profile.  Frontier may be able to keep going, but is likely to need additional infusions of access lines down the road.
  These access line infusions may require Frontier to take on additional debt financing, which may further burden Verizon Washington ratepayers.  

The Commission, however, does not need to speculate regarding what may happen over the next three to five years regarding Frontier’s future acquisition plans in order to find risks to Washington ratepayers as a result of this deal.  As addressed above, there is clear evidence that Verizon Spinco ratepayers will face increased risk as a result of the transaction.  Furthermore, Frontier has placed the Commission at a distinct disadvantage to be able to assess the full risk of this transaction as the company cannot tell the Commission what the cost of the new debt required to complete this transaction will be.  I do not believe that Frontier has demonstrated to this Commission that it has the financial capability to complete this merger in a manner so that there is “no harm to the public interest.”

B.
Claimed Benefits of Merger

Q:
What benefits of the merger do the Joint Applicants identify?

A:
Frontier witness Daniel McCarthy identifies three benefits of the merger.  First, Frontier claims that Washington consumers will benefit from greater investment in broadband and greater broadband availability.  Frontier also indicates that it will “offer many of the same innovative promotions and service offerings that have focused on the adoption of broadband by consumers.”  Second, Frontier indicates that consumers will benefit from “Frontier’s track record of successfully providing high-quality service” in the markets that it serves.  Frontier states that “Frontier will be able to generate improved operational performance through the deployment of Frontier’s technology and processes in the acquired service areas in Washington.” Third and finally, Frontier states that Washington customers will benefit because “Frontier will become larger and stronger.”  Frontier argues that because of its larger size, it will become a “more robust carrier with the financial capability to make the investments needed to increase broadband penetration and provide better service.”

Q:
Do you believe that the Joint Applicants have met their burden of proof on these alleged benefits?

A:
No.  The alleged benefits are either not reasonably supported by Frontier’s filing, or are not benefits at all.  I will address the three alleged benefit areas below.



1. 
Alleged Broadband Benefits of the Merger

Q:
What is the current status of Verizon’s broadband in Washington?

A:
Verizon has deployed broadband using both fiber optic cable deployed to the home (FTTH) and DSL service.  Washington is one of four states in the Spinco entity where Verizon has deployed FTTH.
  From a policy perspective FTTH is the gold standard for broadband Internet access.  FTTH is a “future-proof” technology that will allow bandwidth to be increased as consumer needs expand.  In addition, FTTH offers the potential for symmetrical bandwidth, i.e., both downstream and upstream data speeds can provide very high bandwidth.  As deployed by Verizon, FTTH also provides video services and has thus resulted in a new source of video programming for some Washington consumers.  According to Verizon, as of December 2008 there were [Begin Confidential] XXXXX [End Confidential] homes in its Washington service area that are capable of receiving 

/  /
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FiOS FTTH services.
  However, these FiOS facilities are concentrated in [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential].



With regard to DSL service availability, I was able to examine information on an individual wire center basis only.  Verizon was unable to provide data that separately addressed DSL availability for business and residential customers.  Given that business customers are more likely to be located in areas that have the shorter loop lengths needed for DSL service delivery, I believe that the percentages reported by Verizon likely overstate DSL availability in the residential market segment.  DSL availability to all customer locations by wire center ranges from [Begin Highly Confidential] XXXXXXXXXXXXXXXXX.  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.  [End Highly Confidential] This data indicates that there is a large number of households in Verizon’s service area with either no broadband option, or if cable facilities are present in the area, facing a broadband monopoly.  

Q:
Frontier indicates that it has achieved over 90 percent broadband availability in its service areas.
  Have you evaluated this claim?

A:
Yes.  It is important, when considering Frontier’s claims regarding broadband benefits to evaluate the distribution of broadband availability.  While it is true that overall Frontier has achieved over 90 percent, Frontier has not pursued 90 percent as a target deployment across its service areas.  For example, in five (5) states where Frontier operates, DSL availability is below [Begin Confidential] XX 

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Confidential].
  Thus, the fact that Frontier serves a state does not guarantee that consumers will see 90 percent DSL availability.

Q:
Does Frontier promote advanced DSL throughout its service area?

A:
No.  Frontier’s DSL offerings are generally much lower than those available from Verizon and other carriers.  Table 3 shows advertised download and upload speeds for various service providers.

	  Table 3: Advertised DSL Speeds (Based on Carrier Web Sites)

	Company
	Advertised Download Speed
	Advertised Upload Speed

	Verizon FiOS
	15 Mbps to 50 Mbps
	5 Mbps to 20 Mbps

	Verizon DSL
	1 Mbps to 7.1 Mbps
	384 kbps to 768 kbps

	Time Warner Cable Modem
	7 Mbps to 15 Mbps
	512 kbps to 768 kbps

	Comcast Cable Modem
	1 Mbps to 16 Mbps
	384 kbps to 2 Mbps

	Charter Communications
	1 Mbps to 20 Mbps
	128 kbps to 2 Mbps
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A location-based search of Frontier DSL service offerings shows that Frontier’s two most prevalent DSL speeds are 3 Mbps and 768 kbps (for download).  Table 4 summarizes these results.

	 Table 4:  Frontier Advertised DSL Download/Upload Speeds


	City, State
	Frontier “Fast” DSL
	Frontier “Lite” DSL

	Rochester, NY
	10 Mbps / 384 kbps
	768 kbps / 128 kbps

	Keeseville, NY
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Elk Grove, CA
	3 Mbps / 384 kbps
	Not Listed

	Concord, MI
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Mt. Pulaski, IL
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Shawano, WI
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Fairmont, MN
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	New Holland, PA
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Cookville, TN
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Atmore, AL
	3 Mbps / 384 kbps
	768 kbps / 128 kbps

	Ft. Dodge, IA
	3 Mbps / 384 kbps
	768 kbps / 128 kbps



It can be seen that outside of Rochester, NY, the DSL download speeds associated with Frontier offerings are comparably slow.  It is also notable that Frontier’s upload speeds are also low when compared to Verizon’s.  Consumers are increasingly relying on upload capabilities to share large files, such as videos, which makes Frontier’s upload speeds even less desirable.

Q:
Frontier also indicates that it has been able to achieve a higher level of DSL uptake in its service area than Verizon, and points to an innovative program that helps with the transition new broadband customers face.
  As compared to Verizon service areas that have broadband available, does Frontier’s program result in higher uptake?

A:
No.  [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
.XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.End Highly Confidential]  Frontier’s service includes a technician coming to the customer’s home and assisting with the set-up of the service. To receive the services of the technician, the customer must pay a $134 fee, unless the customer signs up for a term contract (but still must pay a $34 fee for the on-site set-up).
  Furthermore, the technicians that Frontier dispatches to new broadband customers’ homes are also sales agents.
  Thus, while it may be that these individual technicians can help with system set-up and the like, they also are part of Frontier’s overall up-selling strategy.

Q:
How do Frontier and Verizon DSL prices compare?

A:
Frontier’s DSL prices are significantly higher.  Table 5 summarizes Verizon and Frontier DSL price points.
  The data shown in Table 5 shows that Frontier’s DSL prices, either with telephone service or on a stand-alone basis, are significantly higher than Verizon’s.  For example, the entry-level Frontier plan has a nominal price that is 100 percent higher than Verizon’s.  However, when considering the per Mbps price, Frontier’s price is 160 percent higher.
  

	 Table 5: Comparison of Verizon and Frontier DSL Prices

	Company
	Plan Name
	Speed
	Price with Phone
	Stand Alone Price

	Verizon
	Starter Plan
	Up to 1Mbps Down; Up to 384 kbps Upstream.
	$19.99 per month (two year agreement); $19.99 per month (one year agreement).
	$19.99 per month (one-year agreement)

	Verizon
	Power Plan
	Up to 3 Mbps Down; Up to 768 kbps Upstream.
	$29.99 per month (two year agreement); $29.99 per month (one year agreement).
	$29.99 per month, (one-year agreement)

	Verizon
	Turbo Plan
	Up to 10 Mbps Down; Up to 768 kbps Upstream.
	$39.99 per month (two year agreement); $39.99 per month (one year agreement).
	$42.99 per month, (one year agreement)

	 

	Frontier
	High-Speed Lite
	Up to 768 kbps Down; Up to 128 kbps upstream.
	$39.99 per month (month-to-month);

$24.99 per month (term agreement).
	"Starting at" $34.99 per month.

	Frontier
	Fast Internet
	Up to 3 Mbps down; Up to 384 kbps upstream.
	$49.99 per month (month-to-month);

$44.99 per month (term agreement).

	"Starting at" $54.99 per month.

	Frontier
	Fast Internet
	Up to 6 Mbps down; Up to 384 kbps upstream.
	$64.99 per month (month-to-month);

$54.99 per month (term agreement).

	

	Frontier
	Fast Internet
	Up to 9 Mbps down; Up to 768 kbps upstream.
	$76.99 per month (month-to-month);

$66.99 per month (term agreement).

	


Q:
Would broadband customers face the prospects of usage-based restrictions on their broadband service if Frontier takes over Verizon’s Washington service territories?

A:
Yes.  Frontier has instituted a “download cap,” which restricts the amount of data that a customer can download.  According to Frontier’s acceptable use policy:
Customers must comply with all Frontier network, bandwidth, data storage and usage limitations. Frontier may suspend, terminate or apply additional charges to the Service if such usage exceeds a reasonable amount of usage. A reasonable amount of usage is defined as 5GB combined upload and download consumption during the course of a 30-day billing period. The Company has made no decision about potential charges for monthly usage in excess of 5GB.

Customers may face action by Frontier if they exceed the usage cap.  The overall impact of this cap is Frontier providing a much lower grade of broadband service than does Verizon.
  Frontier’s DSL services are priced much more restrictively because the prices reflect both speed and download volume limits.  Verizon’s DSL service does not include similar limits.
  Should they be implemented in Washington, Frontier’s DSL pricing policies and usage restrictions will represent a significant negative impact on Washington consumers, should these policies be implemented in Washington. 
Q:
At least one cable operator, Comcast, has implemented a download limit, alleging that the shared nature of cable Internet access facilities in the last mile require usage restrictions.
  Could Frontier’s usage restriction be justified, even though DSL is not a “shared” network in the last mile?

A:
No.  While DSL provides dedicated bandwidth to the customer in the last mile, DSL subscribers will share network capacity in the “middle mile.”  For example, shared data networks will carry consumer traffic from the telephone company central office to an Internet gateway.  I believe that Frontier’s policy is more 

likely to reflect an unwillingness on Frontier’s part to invest in “middle mile” Internet access facilities that would require capacity additions as customer demand increases, and choose to restrict customer usage instead of investing in the capacity needed to meet customer demand.  Furthermore, when Comcast implemented its download-cap policy, its limits are dramatically higher than Frontiers.  For example, Comcast’s acceptable use policy identifies 250 gigabytes as the threshold at which Comcast may take action against a customer.

Q:
Has Frontier made any specific commitments regarding broadband deployment in Washington?

A:
No.   In the Joint Application and supporting testimony, Frontier mentions its 90 percent broadband reach in its existing service territory and states that increasing broadband availability is a “business imperative for Frontier in order to retain customers and to reduce the access line loss Verizon has recently been experiencing in these areas.”
  However, Frontier does not make any specific promises regarding the ultimate broadband penetration levels in Washington or the balance of the Spinco service areas.
  The lack of specific commitments or details regarding Frontier’s plans for broadband deployment in Washington leaves the Commission with no basis for determining whether broadband benefits can be counted in the evaluation of benefits and costs associated with this merger.

Q:
Do you have specific concerns regarding Frontier’s broadband promises?

A:
Yes.  In the larger context of this merger, Frontier faces a number of hurdles that may interfere with its ability to improve broadband capability in Washington.  One concern relates to Frontier’s failure to assess the status or condition of Verizon’s outside plant in Washington or elsewhere.

Q:
Why is the status or condition of Verizon’s outside plant important?

A:
Deploying DSL requires conditioning of existing loop plant.  Loop lengths may limit deployment, and the vintage and physical condition of outside plant will impact the cost of deploying DSL.  Furthermore, the extent of additional line conditioning, e.g., the removal of loading coils and bridged tap, also will impact the cost of DSL upgrades.  Thus, the condition of Verizon’s outside plant, both in Washington and across the Spinco service area, will have a significant impact on both the ability of Frontier to provide DSL to unserved areas, and its ability to upgrade DSL quality where DSL is already deployed.  When asked whether it had assessed either the condition of Verizon’s outside plant or the maintenance of that outside plant, Frontier indicated that it has not.
  Frontier is purchasing assets that it has not fully assessed.  Thus, its ability to keep even its general promises that it has made regarding broadband improvement is questionable.

Q:
Do you have any concerns regarding the condition of Verizon’s outside plant?

A:
Yes.  It is no secret that Verizon has set as its priority deployment of fiber optic cable associated with FiOS, and the spin-off itself confirms that Verizon does not have a commitment to serving more rural areas.  



There is also physical evidence that raises concerns.  One indicator of outside plant conditions is the number of out-of-service trouble reports.  Figure 4, below, compares initial out-of-service (OOS) trouble reports per 100 access lines for the Spinco properties and the properties that Verizon retains following the transaction.
Figure 4: Spinco OOS Trouble Compared to Remaining Verizon Properties
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It can be seen in Figure 4 that the Spinco properties which Verizon acquired from GTE initially had lower OOS trouble report rates, and these rates declined until 2002.  However, between 2002 and 2008 the Spinco initial OOS trouble reports nearly doubled, from 7.6 per 100 access lines to 13.1 per 100 access lines.  The remaining Verizon properties also exhibit an upward trend during the 2002 to 2008 period, however, the increase is not as dramatic.  The differential in OOS trouble reports indicates potential problems with the Spinco outside plant.


While Verizon’s Washington operations have experienced a rate of OOS trouble reports that is lower than the Spinco average, a similar trend is evident, as is shown in Figure 5, below on the following page.

Figure 5: Verizon Washington Initial OOS Trouble Reports
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Q:
Has Frontier’s Management Acknowledged that there may be problems with the plant that it will acquire from Verizon?

A:
Yes.  Frontier advised investors as follows:

Verizon’s historical capital expenditures in connection with the Spinco business have been significantly lower than Frontier’s level of capital expenditures. Replacing or upgrading the combined company’s infrastructure will require significant capital expenditures, including any expected or unexpected expenditures necessary to make replacements or upgrades to the existing infrastructure of the Spinco business. If this capital is not available when needed, the combined company’s business will be adversely affected.

However, as is discussed elsewhere in this testimony, in spite of this risk, Frontier has not undertaken any specific evaluation of the condition of Verizon’s outside plant.
Q:
Are you aware of any other mergers where the failure of the acquiring party to assess outside plant led to problems?

A:
Yes.  In 1999, the RBOC, SBC, acquired Ameritech, another RBOC.  In 2000, service quality in the former Ameritech region deteriorated dramatically.  During a December 21, 2000 teleconference with securities analysts, SBC’s then-CEO Edward Whitacre, stated his assessment of the source of the problems: 

Our service at Ameritech, as you all know, is not up to the standards SBC would like.  It is a question of outside plant.  It is not a question of switching mechanisms.  It is not a question of trunking.  It’s strictly an outside plant problem, and we don’t have enough capacity in some places, and perhaps in previous years not enough maintenance was done on it, . . . we had to divert some dollars there.

SBC and regulators linked the problems to the poor condition of Ameritech’s outside plant.

Q:
What trend do maintenance expenses exhibit in the Verizon Washington service area?

A:
Maintenance expenses have been declining. [Begin Confidential] XXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX


 XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
 [End Confidential] This decline in maintenance expenses also raises concern regarding the condition of Verizon WA’s outside plant.  Trends in capital construction expenditures also show that Verizon has favored fiber deployment over improvements to copper plant.  In Washington, capital construction expenditures associated with FiOS have commanded over [Begin Highly Confidential] XXXXX [End Highly Confidential] of all Verizon capital construction expenditures in the period 2006 to March 2009.  Given that FiOS in Washington is currently available only to [Begin Highly Confidential] XX 

XXXX [End Highly Confidential] households in Verizon’s service area, most of Verizon’s network in Washington has seen declining capital construction expenditures.
  Verizon Washington  Trends in non-FiOS capital expenditures show that Verizon Washington  has exhibited reduced capital expenditures, with a decline of close to [Begin Confidential] XXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
 [End Confidential]
The condition of Verizon NW’s outside plant has a direct impact on the ability of Frontier to deploy broadband services.  It also limits Frontier’s ability to provide high quality service over voice-grade facilities.  Absent specific commitments from Frontier regarding broadband upgrades and service quality performance and reporting, I do not believe that Frontier has demonstrated that the benefits it claims associated with broadband will occur.

Q:
Has Verizon identified impediments associated with improving broadband deployment in Washington?

A:
Yes.  Verizon indicates that the areas where it has not deployed broadband are the areas where it is most expensive to do so.
  Verizon also indicates that technical limitations and substantial capital investment requirements are impeding improvements in DSL deployment levels.
  When taking over the Spinco operations, Frontier will be acquiring 4.8 million access lines, of which only 60 percent are DSL capable.
  In other words, Frontier’s new Spinco properties will have almost as many access lines that do not have DSL capability as the total number of Frontier switched access lines prior to the merger.
 
Q:
Has Verizon estimated the cost of upgrading DSL in the Spinco service areas?

A:
Yes.  [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXX

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. 
 [End Highly Confidential]  This substantial capital requirement may impede Frontier’s ability to upgrade network facilities in a timely manner.  Given that Frontier must access capital markets to raise the $3.3 billion merger consideration that will be used to reduce Verizon’s debt,
 raising additional capital at reasonable rates may not be assured.
Q:
What is Frontier’s opinion of Verizon’s projected costs of upgrading Verizon’s network to improve DSL deployment?

A:
Frontier indicates that it has not reviewed Verizon’s estimate.

Q:
Has Frontier developed more than one estimate of what the costs of upgrading Verizon Spinco facilities to be DSL capable?

A:
Yes.  Earlier this year, Frontier reduced the projected costs of DSL upgrades the Spinco properties [Begin Highly Confidential] XXXXXXXXXXXXXXXXX

XXXXXXXXXXXX.
 XXXXXXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
 [End Highly Confidential]  This is an unrealistic assumption, and I do not believe that Frontier will find it this easy or economical to upgrade Verizon’s outside plant to provide DSL service.
Q:
Does Frontier have an explanation for its assumption?

A:
[Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX:

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX.
  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. [End Highly Confidential] 
Q:
How does Frontier’s assumption of the lower levels of capital expenditures associated with upgrading DSL impact its pro forma financial projections?

A:
The projected reduction in capital expenditures improves pro forma projections and makes the projected operating results more favorable.  [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. [End Highly Confidential]  Frontier’s failure to evaluate or inspect Verizon’s outside plant, and its unrealistic assumption regarding the costs of upgrading that outside plant, are not reasonable actions and increase the risks associated with this transaction.
Q:
How does DSL deployment in Washington compare to that in other Spinco states?

A:
[Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXX


XXXXXXXXXXXXXXXXXXXXXXXXXXXX.
 [End Highly Confidential] While this deployment is well below the DSL-availability level in some Frontier states, I am concerned that, because of its relative position among Spinco states, Washington will take a back seat when it comes to broadband investment 

decisions.  Frontier indicates that it “generally makes investment decisions in favor of those projects that favorably impact a larger number of customers over those projects that impact a smaller number of customers.”
  While it may be that Washington will generate individual projects that can benefit larger numbers of customers relative to projects in other Spinco states, viewed overall, Frontier must upgrade many customer locations outside of Washington, and Washington will be competing with this larger priority.  As a result, should this Commission approve the merger, enforceable conditions must be put in place to ensure that broadband benefits actually do arise in a timely fashion.

Q:
Does the availability of broadband stimulus funding offer an avenue for Frontier to supplement its broadband deployment objectives?

A:
Yes.  However, Frontier’s handling of the broadband stimulus raises concerns regarding Frontier’s priorities, and its managerial foresight.  While Frontier witness Mr. McCarthy urges the Commission to “act expeditiously” so that Frontier can pursue broadband stimulus funding, the main impediments to Frontier seeking stimulus funding in the Spinco service areas are the result of its own actions and not the Commission’s schedule.  It is notable that the Agreement and Plan of the Merger does not allow the merger to close before April 30, 2010, thus it is unlikely that this Commission’s schedule will have any impact on the ability of Frontier to seek broadband stimulus funding.
  Furthermore, Frontier has applied for stimulus funding in the Verizon West Virginia service area, both as an ILEC and as a CLEC.
  Frontier has apparently decided not to pursue broadband stimulus funding options in the Verizon’s Washington service area at this time.


Frontier has not acted in a manner that enables it to take advantage of broadband stimulus funding in the Verizon Washington service area.  When asked whether Frontier has prepared any reports, analysis, or memoranda regarding broadband stimulus funding, Frontier indicates that it has not prepared any for Verizon properties in Washington.
  Furthermore, while Frontier and Verizon have drawn up an Agreement and Plan of the Merger that delineates certain actions that each company must take in fine detail, Frontier failed to include any provisions that would require that Verizon seek broadband stimulus funding, or work with Frontier to secure broadband stimulus funding in the period prior to the merger’s closing.  When asked why Frontier had not taken this action, they replied:

At the time of the transaction negotiations, NTIA had not yet released its Notice of Funding Available (sic), which details the application rules and requirements for applicants seeking federal broadband stimulus funding, thus making it impractical to include any provision related to this funding as part of the transaction.

I do not find this explanation to be compelling.  I believe it would have been practical to include in the Agreement and Plan of the Merger some provisions such as the creation of a joint Frontier/Verizon task force to pursue federal broadband stimulus funding once the Notice of Funding Availability was released.



 2.
Alleged Benefit of High-Quality Services

Q:
Frontier indicates that as a result of the merger, consumers will benefit “from Frontier’s track record of successfully providing high quality services,” adding that “Frontier will be able to generate improved operational performance through the deployment of Frontier’s technology and processes in the acquired service areas in Washington.”
  Will new Frontier technology be introduced?
A:
No.  Because Frontier will be using replicated GTE systems, there will be no new Frontier “technology and processes” introduced soon after the merger.  Instead:

Upon closing, Frontier will use the same operational systems – ordering, billing, etc. – that Verizon uses at closing to provide service in Washington.  Verizon will separate these systems prior to closing and Frontier will control fully functional independent systems following the close.  In other words, Frontier will simply take over tested, functional operational systems.  Frontier will then have the option to use the systems for as long as it wishes.

However, as discussed above, Frontier will be using replicated systems, and I believe this approach introduces an additional dimension of risk for Washington consumers.

Q:
Have you reviewed Ms. Alexander’s testimony regarding Frontier’s service quality performance?

A:
Yes.  I believe that Ms. Alexander’s testimony strongly supports the proposition that Verizon WA’s recent service quality performance has deteriorated and that  Frontier’s performance generally falls far short of Verizon WA’s performance in many key areas.  It is reasonable to conclude that Frontier’s service quality record introduces a risk for Washington ratepayers, as opposed to the benefit that Frontier alleges.



  3.
Alleged Benefit of a “Larger and Stronger” Frontier

Q:
Frontier indicates that there is a third benefit of the merger.  What is this alleged benefit?
A:
The Joint Applicants indicate that “Frontier will become larger and stronger, which in turn will benefit Washington customers.”
  While it appears accurate that Frontier will become a larger company, there is no guarantee that becoming larger will result in a stronger company.  Frontier’s claim overlooks the more important fact that, as a result of the transaction, Verizon Washington ratepayers will become part of a smaller company than is currently the case.  If being a customer of a larger-sized company is a benefit as Frontier indicates, then this transaction cannot be claimed to provide any benefit to Washington ratepayers based on size alone.  Indeed, Washington ratepayers will face increased risks associated with Frontier’s smaller size and lack of diversification.  As is discussed in Mr. Hill’s Direct Testimony, Frontier, in addition to being a smaller company, has a higher degree of financial risk, as demonstrated by its lack of an investment grade rating, and other factors.


  4.
Competitive Impact of the Merger 

Q:
Do the Joint Applicants indicate that there will be harms to competition resulting from the merger?

A:
 No, the Joint Applicants indicate that the transaction will have no negative impact on competition.
  While it is true that Frontier and Verizon do not have overlapping ILEC service areas, there are still potential competitive impacts of the merger.  First, as addressed earlier in my testimony, Verizon has locked some residential customers into long-term contracts.  These customers will experience a change of providers following the closing of this transaction not resulting from their own choice.  Thus, I recommend, should the Commission approve the merger, that customers who are bound by Verizon term agreements be given a “fresh look” regarding whether they want to transfer service to Frontier.  Similarly, Frontier indicates that “Frontier will also acquire the customer relationships for long distance, high speed Internet, and, where provided, wireline video and broadband data (i.e., FiOS) services. . .”
  For some customers, these services may be available from alternative providers.  Thus, should the Commission approve this transaction, customers must receive adequate notice of the merger, and that notice should inform customers that they are free to select an alternative source of supply, should they prefer a service provider other than Frontier.

Q:
Does the merger have the potential to negatively impact CLECs?

A:
Yes.  Due to Frontier’s plan to rely on “replicated” Verizon customer support systems, CLECs face similar risks as retail customers.  The replicated systems may or may not perform as well as the original Verizon systems.  The Joint Applicants indicate that they have no plans to conduct any interoperability testing for the operations support systems (OSS) currently utilized by CLECs.
  Given that the replicated OSS systems are subject to the same potential for problems that the retail systems, should it approve the transaction, the Commission should closely monitor the performance of the systems that service CLECs, just as it should monitor the impact of these replicated systems for retail customers.
IV. 
RECOMMENDATIONS

Q:
Do you recommend that the Commission approve this merger?

A:
No.  I believe that this merger, as structured, results in an unacceptable level of risk being shifted onto Verizon Washington ratepayers.  As my testimony has discussed, Washington ratepayers are likely to be harmed as a result of this transaction.  The structure of the merger inappropriately releases Verizon from responsibility for the success of this transaction, which is heavily dependent on Verizon’s continued support.
  Furthermore, Frontier, while making general promises regarding future benefits of the transaction, has not made a single commitment that would result in quantifiable benefits accruing to Washington ratepayers.  In the Scottish Power Order, 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.

I do not believe that this transaction, as structured, is consistent with the “no net harm” standard, and thus, I believe that the Commission should reject this merger as submitted.


A.
Recommended Merger Conditions

Q:
If the Commission decides to approve the merger, do you believe that conditions should be placed on this merger?
A:
Yes.  The merger introduces a substantial degree of risk, and the Commission must ensure that Verizon Washington ratepayers are insulated from this risk.  Thus, should the Commission allow the merger, it is appropriate to place conditions on the merger to benefit Verizon Washington ratepayers.  The Commission should ensure that ratepayers receive some benefits from this merger, as there are quantifiable harms to Verizon Washington ratepayers that could result from the merger, and merger benefits can act to offset these harms.


Given the timing of its debt financing, the Commission will not know the cost at which Frontier secures the necessary debt until March or April of 2010.  As discussed above, the Merger Agreement contains a provision that allows Frontier to proceed with the transaction even if the cost of debt is above 9.5 percent.  As a preliminary requirement to enable even the conditional approval of the merger, Frontier should demonstrate to the Commission that it has not financed the new debt at a rate above 9.5 percent.  Once Frontier secures the necessary debt financing for this transaction, it should file a report summarizing the results with the Commission.

    

Assuming that the preliminary condition associated with the cost of debt is satisfied, the following additional conditions should be placed on this merger.  The conditions are presented in summary form below, and then will be discussed in more detail:

· Verizon should commit to modifying the Merger Agreement to eliminate the “Required Payment Amount” provision that frees Verizon from any burden of regulatory costs associated with the approval of the merger in Washington.

· Verizon should be required to create an archive of customer records that will be maintained for 12 months following the closing of the merger.  This archive should be available to Frontier, and its customers, to verify data that is transferred to Frontier.

· Verizon should establish a fund to insure the condition of its outside plant in Washington. The amount of the fund should be set at $40 million.  If Verizon chooses, it can seek adjustment to the fund size through a third-party audit, paid for by Verizon, which addresses the condition of Verizon’s outside plant in Washington.  Problems with outside plant that are identified as a result of the audit should be remedied at Verizon’s expense.

· Verizon should face penalties of up to $7.7 million per year associated with the performance of the replicated systems that it supplies Frontier.

· Frontier should commit to making broadband services available in 100 percent of its wire centers, and to 90 percent of its Washington customers by the end of 2013.  Frontier should expand broadband availability to 100 percent of its customers by 2015.

· Frontier should deploy and promote broadband services so that, by the end of 2013, at least 90 percent of its customers can achieve download speeds of 3 Mbps; 75 percent of its customers can achieve download speeds of 6 Mbps; and 50 percent of customers can achieve download speeds of 10 Mbps.
· Frontier should complete all fiber build-out obligations in Washington to which Verizon has currently committed.
· To achieve these broadband objectives, Frontier should commit to exceed Verizon’s baseline level of capital investment by at least $89 million during the period ending December 31, 2013, or by an amount sufficient to meet the broadband objectives.

· Frontier should commit to offer broadband services at prices that do not exceed those currently offered by Verizon for 1 Mbps and 3 Mbps services, i.e., Frontier should offer services at Verizon’s advertised prices for 1 Mbps and 3 Mbps service (respectively, $19.99 per month and $29.99 per month) for a period of 24 months following the merger.  

· Frontier should not impose its broadband “download cap” in Washington.

· Frontier should provide individual written notice to its customers regarding the merger, and should notify customers of any change in services that result from the merger.  Changes in billing format should also be clearly explained to customers, both in writing, and through a web-based tutorial.

· Frontier should not be allowed to migrate any Verizon customer to a Frontier plan that either increases rates, or diminishes the level of service.  Washington customers should experience a rate freeze for a period of 24 months.

· Customers should be allowed to take a “fresh look” at their purchases, including those customers who have term contracts with Verizon.  All early termination charges should be waived for a period of 90 days following the merger, and the long-distance PIC charge should also be waived for Verizon long-distance customers who select a long-distance provider other than Frontier.

· Thirty days following the cutover of any replicated systems by Verizon, Verizon should provide a status report on the performance of the replicated systems.  The report should identify what systems have been cut over, and whether any problems have occurred with the cutover.  The report should specifically address the cutover to replicated 911 systems, and how these systems perform, and any problems that have occurred with 911 systems.  Verizon should continue to issue monthly reports on the performance of all replicated systems for the first 12-month following the closing. 
· Verizon should be required to notify all interested parties of the plans associated with 911 system replication, results of testing replicated 911 systems, and the date on which the cutover takes place.

· Frontier should be required, for a period of three years following the closing, to submit quarterly reports on the integration of business and repair office operations and billing systems to the Commission.

· Frontier should be required, for a period of three years following the closing, to submit quarterly reports on any consolidation of network operations, and staffing levels associated with network operations in Washington.


These conditions are discussed below in more detail.

Q:
Do you believe that the Commission, if it approves the merger, should condition its approval on a modification of the merger agreement?

A:
Yes.  As a condition of approving this merger, the Commission should instruct the Joint Applicants to amend the Merger Agreement so that the §1.144 “Required Payment Amount” (RPA) provision is removed for regulatory costs imposed on Verizon by the regulatory approval process in Washington.  Removal of this provision, in combination with the conditions that I recommend, will ensure that Verizon has a continuing stake in the outcome of this merger.

Q:
Which of your recommended conditions have the potential to trigger the RPA?

A:
The following conditions could trigger the RPA:
· Verizon should be required to create an archive of customer records, separate from the replicated system that it will provide to Frontier, containing each customer’s billing and payment history for the twelve months prior to the transfer of customers to Frontier.  This archive should be maintained by a third party at Verizon’s expense for a period of 12 months following the close of the merger

· Verizon should be required to establish a fund to insure the condition of Verizon’s outside plant in Washington.  I believe that $40 million should be placed in this fund, which can be structured as an interest-bearing escrow account overseen by the Commission.  With Commission approval, Frontier can draw from this fund to correct problems that it discovers with the outside plant in the acquired Verizon services areas in Washington, including costs of basic line conditioning (removal of load coils and bridged tap), for a period of 24 months following the close of the merger.  To draw from the fund, Frontier should document problems with the outside plant it has acquired in Washington, as well as the projected costs of remedying the problems, and present this information to the Commission.  The Commission should verify Frontier’s expenditures of these funds.  As part of this condition, Verizon should be, at its expense, allowed to sponsor a third-party audit of its outside plant that would adjust the baseline $40 million.
  This potential audit should focus on the identification of problems with outside plant that could contribute to service quality problems, and on the status of Verizon’s outside plant with regard to its potential to be upgraded to provide DSL services.  The audit, if Verizon decides to pursue this option, should be conducted by a third party, selected with input from Verizon, Frontier, Commission Staff, and Public Counsel.  If Verizon chooses to pursue this audit, the audit should be initiated by Verizon within 30 days, and completed within 120 days, of the approval of the merger by this Commission.  The results of the audit should be presented to the Commission in a publicly docketed proceeding.

· Verizon should face penalties if its replicated systems fail to perform as represented in §7.24 of the Merger Agreement, i.e., if the replicated systems do not “provide functionality substantially similar to, but no less favorable to the Spinco Business than, that which the Spinco Business received from Verizon and its Affiliates as of the date of this Agreement.”  If systems fail to perform as described in §7.24, interested parties should be able to seek relief from the Commission.  For Washington, the penalties faced by Verizon should be set at $7.7 million per year.  These penalties should be used to compensate Washington ratepayers for any consequences of system failures associated with improperly replicated systems, including disruptions in service, improper transfer of customer records, and/or decreased performance in Commission service quality metrics attributable to the replicated systems.  The $7.7 million annual penalty represents Washington’s pro rata share of the annual $94 million payment that Frontier will make to Verizon, as specified in the Software License Agreement discussed earlier in my testimony.

· Verizon should be required to issue monthly reports on the performance of the replicated systems, with the reports beginning 30 days following the first cutover of any replicated system, and continuing for 12 months following the hand-over of replicated systems to Frontier.

· Verizon should be required to notify interested parties regarding its plans for the replication and cutover of 911 systems, test results, and the date(s) of system cutovers.

Q:
What benefits do these conditions provide? 
A:
These requirements will reduce risks consumers face following the closing of the transaction.  The first requirement will improve the proposed transaction by ensuring that the replication process does not result in customer information being lost.  As Verizon cannot retain access to customer information for the former Spinco customers following the closing of the transaction, Verizon should create an archive of customer information that should be maintained by a third-party.  This archive of customer information should be created prior to the transfer of customer information to Frontier.  Frontier should have access to these customer records, and Frontier customers should be able to request that Frontier compare the archived information to the information passed to Frontier in the replicated systems, should the customer believe that there are inconsistencies in their billing and/or payment history.


With regard to the second provision, the condition of Verizon’s outside plant will have a critical impact on Frontier’s ability to provide high-quality services, and on the cost of upgrading outside plant to provide broadband services.  As discussed in this testimony, Verizon maintenance expenses and capital expenditures have declined in recent years.  Furthermore, Verizon’s internal evaluation of the costs of DSL upgrades shows a substantially higher level of costs than those assumed by Frontier.  The $40 million fund, which should be structured as an interest-bearing escrow account overseen by the Commission, will provide a potential source of funds to ensure that problems with Verizon’s outside plant are remedied, so that service quality can be improved, and to assist with the timely deployment of DSL.  Verizon should also be given the opportunity to demonstrate that the size of the fund should be adjusted.  If Verizon chooses, it can sponsor an audit of its outside plant.  Through this audit process, this Commission will be further informed of the condition of Verizon’s outside plant.  If the audit discovers problems with Verizon’s outside plant that have the potential to cause service quality problems, or impede DSL deployment, these problems should be remedied at Verizon’s expense.  


The third provision provides an incentive to Verizon to ensure that its replication process does not result in harm to consumers.  If Verizon is subject to penalty should the replicated systems fail to perform as described in the Merger Agreement, it will have a stake in the performance of the replicated systems.


The fourth provision will ensure that this Commission has timely information regarding the performance of the replicated systems that Verizon will create, cut over, and supervise on Frontier’s behalf.  The Agreement and Plan of the Merger envisions that replicated systems will begin operation approximately 60 days prior to the merger’s closing, thus indicating that Verizon will operate the replicated systems for a period, prior to their being handed off to Frontier.  Verizon will, under the terms of the Software License Agreement associated with the replicated systems, provide support for these systems.  This reporting requirement continues the flow of information from Verizon to the Commission following the closing of the merger, which is appropriate given the important role that Verizon will play in supervising Frontier’s use of these systems.


Finally, 911 systems provide critical public safety services, and the performance of these systems must not be negatively affected by the replication and cutover process.  The Commission and interested parties must be informed of Verizon’s planning for 911 system replication, the results of testing of the replicated 911 systems, and when these systems will be cut over.

Q:
Do you believe that Verizon should commit to satisfy these conditions and also waive its right to trigger the RPA?

A:
Yes.  If Verizon waives its right to trigger the RPA with regard to these conditions, it will face improved performance incentives.  However, with regard to the $40 million fund, if Frontier finds Verizon’s outside plant does not need remedial action, no funds will be drawn from the fund, and the monies will be returned to Verizon, with interest, after 24 months.  Similarly with the performance guarantee associated with the replicated systems, if the systems perform as Verizon represents, there would be no financial impact on Verizon.



If Verizon does not agree to waive the provisions of the RPA, the Commission should still require these provisions, as they will provide benefits to Washington ratepayers that partially offset the increases in risk that they will face, even if Frontier must provide additional compensation to Verizon. 

B.
Further Discussion of Merger Conditions

Q:
Should Frontier be required to commit to broadband deployment in Washington?
A:
Yes.  I believe that this merger should be conditioned on a broadband commitment from Frontier.  Frontier has made broadband the centerpiece of its application, and Frontier’s claims regarding broadband improvements should translate into quantifiable benefits.  

Q:
What broadband deployment conditions do you believe should be required?

A:
I believe that Frontier must make broadband available to 100 percent of its Washington wire centers, and to at least 90 percent of its customers within three years, and make broadband available to 100 percent of its customers in five years.
  



Frontier should be required to develop a broadband improvement plan that will be presented to the Commission within 90 days of the Commission granting merger approval.  This improvement plan should include specific annual milestones that will allow the Commission to track progress toward the availability objectives.  Frontier should also, as part of the plan, include provisions to improve the quality of DSL available, or deploy FTTH, so that 90 percent of its broadband customers should be able to achieve download speeds of 3 Mbps at the end of the three-year period,
 and so that at least 75 percent of its broadband customers can achieve download speeds of at least 6 Mbps, and at least 50 percent of its broadband customers can achieve download speeds of at least 10 Mbps by the end of the three-year period.  The broadband improvement plan should also specifically identify all fiber build-outs to which Verizon had committed, and that Frontier will complete as part of the plan.  
The Broadband Improvement Plan should identify the capital budget projected for completion of the Plan, and should identify expected sources of funding, including any governmental grants associated with any broadband grants, loans, or other subsidies.

Q:
Do you believe that there are identifiable sources of funding for this broadband improvement program?

A:
Yes.  Merger synergies will generate a cash flow for Frontier, and according to Frontier, companywide annual synergies can be achieved that will total at least $500 million per year, by the end of a three-year period.
  Frontier has not provided any information in the Joint Application, or in the supporting testimony, as to how any of these synergies will generate benefits in Washington.  I believe that it is reasonable to associate a portion of the synergy savings with Washington, and to apply that portion to broadband improvement.  As discussed above, the merger raises considerable risks for Verizon Washington ratepayers.  Sharing of merger synergies provides a reasonable means of contributing to the satisfaction of the statutory requirement that the merger serve the public convenience.  Merger synergies should contribute to the timely completion of the Broadband Improvement Plan.

 Q:
What portion of the synergies should be associated with Verizon Washington and Frontier?
A:
It is reasonable to associate $41 million per year of the run rate synergies with Verizon WA’s operations.
  I developed this value based on the $500 million in 

company-wide synergies identified by Frontier, and on access line counts for Verizon Washington and the overall post-consolidation Frontier.  I also believe that it is reasonable to estimate that a total of $89 million in synergies are associated with the Washington operations of the combining companies through the end of 2013.
  
Q:
Is the amount of synergies that you have identified sufficient to fund the Broadband Improvement Plan’s objectives?

A:
It is likely that the $89 million in synergies will provide a substantial “jump start” in the process.  Capital construction expenditures made in Washington, exclusive of FTTH investments, averaged [Begin Confidential] XXXX [End Confidential) per year over the 2006-2008 period.  Thus, the synergy sharing could increase annual capital spending on copper by [Begin Confidential] XX XXXX [End Confidential]. However, I believe that Frontier could be successful in obtaining some broadband stimulus funding, and should contribute capital from its ongoing capital budget to the fulfillment of the broadband improvement plan.  Thus, I propose that Frontier should demonstrate that it spends the $89 million on broadband improvements above the average copper-investments discussed above, and in addition to any broadband stimulus funding, with the outcome of the 100 percent wire center/90 percent customer availability objective being fulfilled.



As a condition of the merger associated with the Broadband Improvement Plan, the Commission should require an annual filing that reports on the progress of the broadband upgrades, and shows the sources and uses of funds used to complete the plan.

Q:
Should Frontier commit to continuing Verizon’s policies regarding DSL pricing and usage limits?

A:
Yes.  Frontier’s DSL prices are substantially higher than Verizon’s nominal prices, even more so when measured on a per Mbps basis. Furthermore, Frontier’s usage cap adds another dimension to the higher costs of Frontier’s DSL services.  Thus, Frontier should commit to adopt Verizon’s DSL pricing structure for 1 Mbps and 3 Mbps download services for a period of at least 24 months following the closing of the merger.  Both Washington consumers and the Washington economy will be harmed if Frontier’s DSL pricing strategies are implemented for these services.  Thus, Verizon’s advertised prices for 1 Mbps and 3 Mbps service ($19.99 per month and $29.99 per month respectively) should be offered by Frontier.  If Frontier offers DSL services at speeds above these levels, Frontier can set prices based on market conditions.  



In addition, Frontier should commit to offer its broadband services in Washington without the download cap that it imposes in its existing service area.  Finally, Frontier should not downgrade any existing broadband service level in Washington.
Q:
Does this sharing of merger benefits to fund broadband deployment ensure that the merger will serve the public convenience?

A:
Not alone, no.  It is appropriate that other conditions be placed on the merger to offer additional protection to Frontier and Verizon WA’s ratepayers. 
Q:
What customer notice conditions should be imposed on this transaction?
A:
Verizon Washington should be required to provide individual written notice to their ratepayers regarding the merger, the new company name, and any changes to the customer’s services, and any change to the bill format.  Prior to the issuance of the first Frontier bill, customers should be notified of any outstanding account balance that will be transferred to Frontier.



Frontier should also be required create a web-based tutorial that will provide customers a side-by-side comparison of the customer’s former Verizon services, and Frontier’s replacement services.  Each difference in the services that results from the migration of customers from Verizon’s services to Frontier’s services should be clearly identified.  In addition, Frontier should be required to create a web-based tutorial that will provide a side-by-side comparison of billing formats, and clearly identify any changes in the way that Frontier presents information to customers, as compared to the former Verizon billing format.



For Verizon customers that have arranged for automatic payment of their Verizon systems, Frontier must provide those customers with advance opportunity to alter their choice to utilize automatic payments with Frontier.  Frontier should be required to work with the Commission’s Staff and Public Counsel on all notice issues associated with the merger.
Q:
Should Frontier be allowed to migrate any former Verizon customer to a service plan that increases the customer’s monthly bill for regulated services?

A:
No.  For services that are under this Commission’s jurisdiction, the transfer of customers from Verizon to Frontier services should not result in an increase in the customer’s monthly bill, or decreases in the functionality associated with the purchase price of the service that the customer experienced as a Verizon customer.  Washington ratepayers should experience a “rate freeze” for a period of 24 months following the closing of the transaction, and also should not be forced into a lower-quality set of services at the frozen rate.
Q:
Should customers have the opportunity to take a “fresh look” at their purchase decision when the time comes for Frontier to take possession of Verizon’s systems?
A:
Yes.  As discussed above, Frontier offers services under different products at potentially different price points than does Verizon WA.  Customers should have the opportunity to review their choice of services.  Thus, for example, customers should be able to select a long distance provider other than Frontier without penalty.  Thus, I recommend that Frontier waive the primary interexchange carrier (PIC) charge if the customer decides to select a service provider other than Frontier.  Similarly, if any Verizon residential customer is bound by a term agreement, these customers should be allowed to terminate that agreement without penalty, beginning at the date when Frontier takes possession of Verizon’s operations, and for a period extending for 90 days.

Q:
Should the Commission place conditions on the merger regarding call center and billing system changes?

A:
Yes.  Given the lack of specifics that the Joint Applicants have provided regarding integration of operations, I believe that the Commission should require that Frontier file quarterly report on the integration of business and repair office operations and billing systems for the first three years following the merger, and annually after that.  The report should identify changes in staffing or operations at the Frontier call centers that will serve Washington customers, 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 network operations, investment, maintenance, and staff in Frontier’s Washington service areas, and annually after that.  This report should identify the number of Company personnel that are associated with the maintenance and repair of Frontier’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.  The company should also report out-of-service trouble reports, and out-of-service restoral intervals in these reports. 
Q:
Does this conclude your testimony at this time?
A:
Yes.
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� “Broadband availability” should be understood as the deployment of facilities that enable the provision of broadband in a geographic area, such as a wire center.  The 100 percent broadband availability to the wire center and 90 percent availability to customers means that each Frontier wire center should be able to provide broadband service at the end of three years, and this service should be technically available to 90 percent of Frontier’s customers in the aggregate.  The 100 percent customer availability by 2015 means that Frontier would have to make investments that would potentially enable broadband to all customers.  This requirement would not necessarily require that Frontier upgrade its outside plant so that every customer location was broadband-enabled, but would permit Frontier to make the final investments/expenditures to enable broadband as broadband service was requested by a customer in a wire center.  Furthermore, I believe that it is reasonable, for the last 10 percent of customers, to allow Frontier to deploy technologies other than FTTH or DSL, such as wireless, to satisfy the build-out requirement.
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