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l. INTRODUCTION

PLEASE STATE YOUR NAME, TITLE AND BUSINESS ADDRESS.
My name is Carl R. Danner. | am a Director with Wilk & AssociatesLECG LLC, 100

Bush Street, Suite 1650, San Francisco, CA 94104.

PLEASE SUMMARIZE YOUR BACKGROUND AND QUALIFICATIONS.

| was the Advisor and Chief of Staff to Commissoner (and Commisson Presdent) G.
Mitchdl Wilk during his tenure & the Cdifornia Public Utilities Commisson (CPUC).
Since leaving the CPUC, | have provided consulting services to vaious dients on
regulation and policy, with emphases on the tedlecommunications and energy indudries. |
hold a Masers and Ph.D. in Public Policy from Havard Universty, where my
dissatation addressed the drategic management of tdecommunications  regulatory
reform. At Havard | served as Head Teaching Assgant for graduate courses in
microeconomics, econometrics and manageriad economics. | hold an AB degree from
Stanford University, where | graduated with didtinction in both economics and politica
science. My experience includes researching and tesching regulaion, advisng
regulators, testifying in regulatory proceedings, and advisng clients on regulatory issues.

My complete resume is attached Exhibit CRD-2.

WHAT ISTHE PURPOSE OF YOUR TESTIMONY IN THISPROCEEDING?
Verizon Northwest Inc. (Verizon) asked me to review and comment upon the complaint

filed by AT&T Communications of the Northwest, Inc. (AT&T) regarding Verizon's

Verizon Direct
Danner - 1



10

11

12

13

14

15

16

17

18

19

20

21

22

Verizon Direct
Danner - 2

Exhibit No. (CRD-1T)
Docket No. UT-020406



10

11

12

13

14

15

16

17

18

19

20

21

22

Verizon Direct
Danner - 3

Exhibit No. (CRD-1T)
Docket No. UT-020406




10

11

12

13

14

15

16

17

18

19

20

Verizon Direct
Danner - 4

Exhibit No. (CRD-1T)
Docket No. UT-020406




Verizon Direct
Danner - 5

Exhibit No. (CRD-1T)
Docket No. UT-020406




10

11

12

13

14

15

16

17

18

Exhibit No. (CRD-1T)
Docket No. UT-020406

. AT&T'SsCLAIMSARE WRONG

AT&T CLAIMS THAT VERIZON'S CURRENT ACCESS CHARGES ARE
ANTI-COMPETITIVE AND RESULT IN A PRICE SQUEEZE, AND THAT THE
COMPANY’S TOLL RATES FAIL THE COMMISSION’S IMPUTATION TEST.
PLEASE COMMENT.

AT&T is wrong on dl counts. Fird, Dr. Sdwyn's clam that Verizon's access charges
are anti-competitive and create a “price-squeeze’ disregards a fundamentd principle of
economics — that of opportunity costs. Specificdly, Dr. Sdwyn argues tha because
Verizon does not actudly pay itsdf access charges in cash, Verizon and its long distance
affiliaste can underprice competing interexchange cariers (IXCs). In other words, he
cdams Verizon's long distance offerings are not “burdened” by the cost of access, and
therefore Verizon can underprice IXCs offerings and gill make a profit.  This pogtion,
however, ignores the fact that whenever Verizon (or an affiliate) captures a minute of
long digance sarvice from an IXC through compstition, Verizon foregoes the access
charges the IXC would have paid, and therefore has to consder that foregone payment

the same as an “actud cash out-of-pocket cost” (to use Dr. Selwyn's phrase).

Verizon Direct
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Of course, even if we ignore the fundamentd principle of opportunity cods, the
Commisson's rules require Verizon's toll rates to pass an explicit imputation test?
According to the Commission, the purpose of this rule is to avoid a “price squeeze.”*
Given thiss AT&T's various cams of “anti-competitive behavior” and “price squeezes’
boil down to one question: Whether Verizon's rates for its long-distance services pass
imputation.  Verizon witness Terry Dye explains that Verizon's rates do, in fact, pass the
Commisson's imputation tes. | have reviewed Mr. Dy€e's testimony and Imputation
Sudy attached to it, and | agree with the gpproach he has taken (while deferring to him on
the specific sources of relevant costs and related caculations). In particular, 1 note that
Dr. Sdwyn's testimony attempts to include a number of costs that do not beong in a
proper imputation andyds, in that manner, wha Dr. Sdwyn is redly atempting is to
esablish an anti-consumer price umbrdla so that his client can charge more for its long
digance savice in Washington.  The Commisson should rgect this ingppropriate

attempt.

2 Given the reality of opportunity cost, claims of a “price squeeze” usually amount to a claim of predatory pricing —
i.e. that an ILEC would willingly lose money through economically irrational discounts in order to drive its IXC
competitors out of the market, and then remonopolize the market to raise long distance prices to much higher levels
in order to repay the cost of the predation and earn a subsequent profit. Asthe U.S. Supreme Court has recognized,

“..the success of such schemes is inherently uncertain: the short-run loss is definite, but the long-run gain
depends on successfully neutralizing the competition. Moreover, it is not enough simply to achieve
monopoly power, as monopoly pricing may breed quick entry by new competitors eager to share in the
excess profits. The success of any predatory scheme depends on maintaining monopoly power for long
enough both to recoup the predator's losses and to harvest some additional gain. Absent some assurance
that the hoped-for monopoly will materialize, and that it can be sustained for a significant period of time,
"[t]he predator must make a substantial investment with no assurance that it will pay off." Easterbrook,
Predatory Strategies and Counterstrategies, 48 U. Chi. L. Rev. 263, 268 (1981). For this reason, there is a
consensus among commentators that predatory pricing schemes are rarely tried, and even more rarely
successful.” (Matsushita Elec. Indus. v. Zenith Radio Corp., 475 U.S. 574, 589-90 (1986)).

There are good reasons to believe that successful predatory pricing would be even more difficult for a regulated
telephone company to accomplish, and thus why no preemptive imputation rule should be necessary. Nonetheless,
the Commission’ s existing imputation rule does protect against even this possibility.

3 WUTC “First Supplemental Order Granting Competitive Service Classification With Conditions,” Docket No. UT-
970767 (September 29, 1997), pages 12-13.
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As Mr. Dye correctly notes, Dr. Selwyn does not wish to use Verizon's own Washington
incremental cogs for imputation, but instead wishes to employ figures based on sdlected
dfiliate transaction payments and cost esimates from other jurisdictions. The result of
Dr. Sdwyn’'s clams would be to establish an unreasonably high price floor, contrary to
what the Commisson's imputation rule requires.  Additiondly, Dr. Sdwyn dams, in
essence, that Verizon should impute costs as if it were providing stand-aone long
distance service only, rather than providing a bundle of services to customers to which
long digance service would be incrementd. Dr. Sdwyn makes this clam in two ways.
Fird, he objects to including only the incrementd cods of intelLATA hilling in the
incrementd cost dudy, claming that other “joint” costs of hbilling should dso be
consdered. But imputation is supposed to address the question of whether Verizon is
making economicdly rationd decigons in offering its long disance savice — i.e,
whether the additiond coss of offering this service ae a lee compensated by the
additiond revenue it yidds. Cods Verizon would incur anyway (even without offering
long distance) are not relevant. Second, the retailing cost estimate Dr. Sewyn proposes
to import (in this ingance, from Minnesota) appears to address the retailing costs for
gand-aone IXCs. But Verizon is not a stand-aone IXC, and the economies it gains as a
provider of multiple sarvices dlow it to provide many of those services a a lower
incrementa cost than might a dand-alone provider. This fact creates a benefit, not a
problem, because customers are advantaged when providers can cut costs and increase
convenience by offering a number of services in combination — as Dr. Sdwyn's dient is
vigoroudy pursuing through its bundled offers of advanced cable TV sarvices, broadband

Internet access, and local telephone service. Indeed, if AT&T were subject to an
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imputetion test for one of the services in its bundles, that test should be conducted on the

same basis — consdering truly incrementa cogts only.

DR. SELWYN, HOWEVER, CLAIMS THAT IMPUTATION “OFTEN
INTERFERES WITH ILECS OVERALL PROFIT INCENTIVES (P. 19), AND
CITES A PAPER ON “DOUBLE MARGINALIZATION” AS AN EXAMPALE OF
THISPOINT. PLEASE COMMENT.

Here Dr. Sdwyn flip-flops — he goes from arguing that Verizon doesn't care enough
about access charge revenues from IXCs, to claming it cares too much. The fdlacious
“price squeeze’ clam was that ILECs don't regard lost access charge revenue as red
money when taking business away from 1XCs, the clam | debunked above. This dam —
dso fdlacious -- is that ILECs are so focused on access charge revenue that they would

somehow destroy the long distance market in its pursuiit.

In any event, the smple response to Dr. Sewyn’'s clam is that Verizon's rates pass the
Commisson's imputetion test. The imputation requirement dtands in the way of beow
cost pricing, whether due to Dr. Sdwyn's dleged “double margindization” effect or for

any other reason.

V. QWEST'SCOSTSAND RATESARE NOT RELEVANT

DR. BLACKMON STATES THAT BECAUSE VERIZON'S ACCESS CHARGES

ARE HIGHER THAN QWEST'S, THEY RESULT IN (A) HIGHER STATEWIDE

Verizon Direct
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TOLL RATES AND LOWER IXC PROFITS, AND (B) LOWER LOCAL
EXCHANGE SERVICE RATES AND HIGHER ILEC FRROFITS (P. 4). HE SAYS
THAT THIS RESULT IS “UNFAIR, UNJUST, AND UNREASONABLE.” DO
YOU AGREE?

A. No. | agree tha higher access charges generdly result in higher toll rates and lower loca
exchange service rates, but this has nothing to do with “profit.” Fire, Verizon's rate of
return is regulated by the Commisson, and the fact is that Verizon is not earning its cost
of capitd today. Under this form of regulation, the Commisson will continue to have the
opportunity to limit Verizon's earnings after access charges go down and badic rates go
up on a revenue-neutra bass. Second, IXCs clam that they pass through dl of the
access reductions to their end-users by way of reduced long distance rates. If true, this

would make IXC profits rdlatively indifferent to the level of access charges*

Also, as Verizon witness Mr. Fulp explains, Mr. Blackmon's clam that Verizon's access
charges are “unfar, unjust and unreasoneble’ because they are higher than Qwest's
access charges is contradicted by the Commisson’s express finding in the Merger Order
that Verizon's current access charges are “jud, reasonable, and compensatory.” (If such
concerns were triggered by the mere fact of a difference between the access charges by
Verizon and Qwest — as Dr. Blackmon now clams -- then the Commisson would have

refused to approve the merger settlement at that time.)

4 Access charge levels do affect the overall size of the long distance market by influencing customer calling
volumes; other things equal, a larger long distance market may offer more profit opportunity for carriers, although
the extent of competitiveness is also a factor (i.e., a smaller, less-competitive market may be more profitable for
carriers than a larger, more-competitive market). In any event, | understood Dr. Blackmon's assertion to relate to
the margin between the retail long distance price and the access charge, rather than the overall size of the market.
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Q. DOESTHISCOMPLETE YOUR DIRECT TESTIM ONY?

A. Yes.
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