0204

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

BEFORE THE WASHI NGTON UTI LI TI ES AND
TRANSPORTATI ON COVM SSI ON

In the Matter of the
Appl i cation of

Docket No. UT-021120
QVNEST CORPORATI ON
Vol une 1V
Regardi ng the Sal e and Pages 204 to 361
Transfer of Qmest Dex to
Dex Hol di ngs, LLC, a
non-affiliate,

— N N N N N N N N N

A hearing in the above matter was held on My
19, 2003, from1l:30 p.mto 6:00 p.m, at 1300 South
Evergreen Park Drive Southwest, Room 206, O ynpia,
Washi ngton, before Adm nistrative Law Judge DENNI S MOSS
and Chai rworman MARI LYN SHOWALTER and Commi ssi oner

RI CHARD HEMSTAD and Commi ssi oner PATRI CK J. OSHI E.

The parties were present as follows:

QVEST CORPORATI ON, by LI SA ANDERL and ADAM
SHERR, Attorneys at Law, 1600 Seventh Avenue, Suite
3206, Seattle, Washington 98191, Tel ephone (206)
345- 1574, Facsinmle (206) 343-4040, E-Mil
| ander| @west.com and by PHI L ROSELLI, Attorney at Law,
1801 California Street, Suite 4900, Denver, Col orado
80202, Tel ephone (303) 672-2887, Facsinmle (303)
295-7049, E-Mail prosel |l @west.com

THE PUBLIC, by ROBERT W CROWELL, JR.,
Assi stant Attorney General, 900 Fourth Avenue, Suite
2000, Seattle, Washington, 98164-1012, Tel ephone (206)
464- 6595, Facsimle (206) 389-2058, E-Mil
robertcl@tg. wa. gov.
Joan E. Kinn, CCR, RPR
Court Reporter
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THE COWM SSI ON, by SHANNON SM TH, Assi st ant
Attorney Ceneral, 1400 South Evergreen Park Drive
Sout hwest, Post O fice Box 40128, O ynpia, Washington,
98504- 0128, Tel ephone (360) 664-1192, Facsinmle (360)
586-5522, E-Mail ssmith@wtc.wa.gov; and by GREGORY J.
TRAUTMAN, Assistant Attorney General, 1400 South
Evergreen Park Drive Southwest, O ynpia, Washington
98504- 0128, Tel ephone (360) 664-1187, Facsinmle (360)
586- 5522, E-Mail gtraut man@wtc.wa. gov.

DEX HOLDI NGS, LLC, by BROOKS E. HARLOW
Attorney at Law, MIIler Nash LLP, 601 Union Street,
Suite 4400, Seattle, Washington 98101, Tel ephone (206)
777-7406, Facsimle (206) 622-7485, E-Mil
br ooks. harl ow@ri | | ernash. com and by BI LL CONNORS,
Attorney at Law, MIler Nash LLP, 601 Union Street,
Suite 4400, Seattle, Washington 98101, Tel ephone (206)
622-8484, Facsimle (206) 622-7485, E-Mil
bill.connors@rillernash.com and by R CHARD R. CAMERON,
Attorney at Law, Latham & Watkins LLP, 555 El eventh
Street Northwest, Suite 1000, Washington, D.C.
20004- 1304, Tel ephone (202) 637-2200, Facsimle (202)
637-2201, E-Mail richard.cameron@w. com

DEPARTMENT OF DEFENSE, FEDERAL EXECUTI VE
AGENCI ES, by STEPHEN S. MELNI KOFF, Attorney at Law,
Regul atory Law Office, U S. Army Litigation Center, 901
North Stuart Street, Suite 700, Arlington, Virginia
22203-1837, Tel ephone (703) 696-1643, Facsimle (703)
696- 2960, E-Mail stephen. nel ni kof f @qda.army.ml.

WEBTEC, by ARTHUR A. BUTLER, Attorney at Law,
Ater Wnne LLP, 601 Union Street, Suite 5450, Seattle,
Washi ngton 98101, Tel ephone (206) 623-4711, Facsimle
(206) 467-8406, E-Mil aab@terwnne.com

AARP, by RONALD ROSEMAN, Attorney at Law,
2011 - 14th Avenue East, Seattle, Washington 98112,
Tel ephone (206) 324-8792, Facsimle (206) 568-0138,
E-Mai | ronroseman@ttbi.com

M 1ller Nash LLP, 601 Union Street, Suite
4400, Seattle, Washington 98101, Tel ephone (206)
777-7406, Facsimle (206) 622-7485, E-Mil
br ooks. harl ow@ri | | er nash. com
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PROCEEDI NGS

JUDGE MOSS: Good afternoon, everyone. W
are convened this afternoon in the matter styled
Application of Qwmest Corporation regarding the Sale and
Transfer of Qmest Dex to Dex Hol dings, LLC, a
non-affiliate, Docket Number UT-021120. W are
schedul ed this week to have our evidentiary proceedings.
Those now wi Il include and involve a settlenent
stipulation that was filed on Friday afternoon, and we
will talk nore about that nonentarily.

| believe we will be conducting ourselves on
the record fromthis point forward, so |l et us go ahead
and take appearances as a first order of business, and
we'll start with Qnest.

MS. ANDERL: Thank you, Your Honor, Lisa
Ander| and Adam Sherr, in-house attorneys appearing for
Qnest .

JUDGE MOSS: And let's just proceed around
the room

MR, HARLOW Thank you, Your Honor, good
af ternoon, Brooks Harl ow appeari ng on behal f of
i ntervenor Dex Hol di ngs, LLC.

MR. CAMERON: And Richard Caneron, Latham &
Wat ki ns, Washington, D.C., on behalf of Dex Hol dings,

LLC
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MR. MELNI KOFF: Steve Mel ni koff on behal f of
the Consumer |nterest Departnment of Defense and all
ot her Federal Executive Agencies.

MR. ROSEMAN:. Ron Roseman appearing on the
i nt ervenor AARP.

MR, BUTLER: Arthur A Butler appearing on
behal f of WeBTEC.

MR. CROWELL: Robert Cromwell, Assistant
Attorney General on behalf of Public Counsel.

MR, TRAUTMAN:. Greg Trautman, Assistant
Attorney Ceneral for Conmi ssion Staff.

M5. SM TH:  Shannon Snith for Comm ssion
Staff.

JUDGE MOSS: All right, then | will just note
for the record that we previously had comunication from
XO Washi ngton's counsel, M. Kopta, that that party in
t he proceedi ng woul d not be participating actively this
week, and | think everyone else is represented here in
the room so thank you all very much.

Now we did neet informally this norning. |
met with you all for a brief period, and we tal ked about
the fact that the settlenment or a settlenent or a
partial settlenment was filed on Friday acconpani ed by
certain testinony, and we narked all of that material

for identification.
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It seens that the first order of business we
need to take up this afternoon is the question of howto
proceed, and the first step in that is to turn, | will
turn to Staff and ask for a status conference. You did
have an opportunity this norning after our neeting al
together to have informal discussions anbng yoursel ves,
the parties. Wth respect to the settlenent, Staff has
not taken a formal position on that, and so | would Iike
to have you do that now.

MS. SM TH.  Thank you, Your Honor, this is
Shannon Snmith again for Conmission Staff. And although
we did neet with the parties this norning, Staff
continues to oppose or does oppose the settlenent that
the other parties have reached.

JUDGE MOSS: All right. Wth that then, we
need to turn to the question of what process we need to
follow to consider the settlenment in the context of our
overal |l proceeding. | understand it is the preference
of the settling parties to put into the record or to at
| east seek the admission of the pre-filed testinonies
and exhibits of the several wi tnesses that are
identified in the exhibit [ist in the proceeding.

And so with that understanding, | would again
turn to Staff. As the only active opponent to the

proposed settlenent agreement, we will want to consider
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your needs processwise in ternms of the case, and so
would Iike you to outline that if you coul d.

MS. SM TH. Thank you, Your Honor. | will do
my best, and if nmy co-counsel, Greg Trautman, has any
t houghts, | would expect himto tap ne on the shoul der
and | et me know.

Commi ssion Staff anticipates that we woul d
just go ahead this afternoon with the evidentiary
heari ng as schedul ed but postponed several hours from
this nmorning to this afternoon. At this point in tine,
the Commi ssion Staff has not had an adequate opportunity
to study the settlenent and the supporting docunents,
and so we woul d be opposed to any panel presentation of
the settlenment this afternoon. Perhaps during a break
we could discuss with the other parties what a good tine
m ght be for doing that and how to perhaps go about
doi ng that, but we sinply have not had tine -- we have
not had time to prepare any opposition to such a panel
and we would like the opportunity to do that prior to a
panel bei ng seated.

JUDGE MOSS: And in terms of your suggestion
that we mght sinply go ahead with the evidentiary
proceedi ngs as schedul ed, our schedule had called for
having M. Kennard as our first witness. And, of

course, he has also submitted suppl enental testinony
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1 with respect to the settlement stipulation. If we chose
2 to follow that procedural path, would Staff be prepared
3 to cross exam ne M. Kennard today?

4 MS. SMTH:  Yes, we would be prepared to

5 cross exam ne M. Kennard today, including

6 cross-exanination, if any, on the brief suppl enental

7 testimony he has subnitted with respect to the

8 settlenent. It is the other witnesses who have

9 submtted testinony in favor of the settlenent that we
10 woul d want to have nore tine to prepare for

11 cross-exanination. So we would be prepared to handl e
12 all cross of M. Kennard this afternoon.

13 JUDGE MOSS: And when you say the other

14 wi tnesses, that would be M. Reynolds for Qwmest and
15 M. Brosch --

16 M5. SMTH: Yes, and | believe that the

17 Department of Defense is going to offer some testinony
18 fromM. King in support of the settlenent; is that

19 correct?

20 MR. MELNI KOFF: That is correct, he will he
21 here tonight. | hope to have that testinony filed

22 t onorr ow.

23 JUDGE MOSS: And did | understand correctly
24 that M. Brosch will be avail abl e tonorrow norning,

25 M. Cromwel | ?
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MR, CROWELL: M. Brosch may be avail abl e
tonmorrow afternoon dependi ng upon how -- |I'msorry, he
may be avail abl e tonorrow afternoon dependi ng upon the
timng of his flight, but he is for certain avail able as
we had arranged on Wednesday.

JUDGE MOSS: On Wednesday.

MR. HARLOW | wanted to note that we had
asked Staff for the accommpdation to take care of
M. Kennard today, and we greatly appreciate Ms. Smith's
willingness to go forward with that.

JUDGE MOSS: And it sounds |ike we could have

M. King as early as tonorrow afternoon?

MR. CROWELL: That may be possible -- I'm
sorry.

JUDGE MOSS: | was talking to M. Melnikoff.

MR. MELNI KOFF: | believe he would be

avail abl e. \Whether or not | could have testinony filed
is a logistical hurdle that I have to get over.

JUDGE MOSS: O course, that may inpact on
Staff dependi ng on how extensive and detailed his cross
is, you may want additional tine.

MS. SM TH:  Your Honor, assum ng that we go
forward with evidentiary hearings notw thstandi ng the
settlenent, we would propose to keep the sane order of

Wi tnesses to the extent possible.
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JUDGE MOSS: Mm hm

MS. SMTH. And ny conment about not being
prepared to do the cross had to do with the
cross-exanm nati on of any panel that's put on to support
the settlenent.

JUDGE MOSS: O we might alternatively
proceed by sinply having the w tnesses individually.
But again, you would want sone additional tine to
prepare for M. Brosch, M. King, who am| |eaving out?

MS. SMTH. M. Reynol ds.

JUDGE MOSS: M. Reynolds, yes, thank you.

MS. SM TH. Thank you, Your Honor, that's
correct.

JUDGE MOSS: And we had previously under our
prior plans before Friday, |ast Friday, we had tal ked
about having M. Brosch | believe on Wdnesday, and
M. King, was he -- he was for Friday, wasn't he?

MR. MELNI KOFF: He was for Friday, but |
think he mght be available --

JUDGE MOSS: Sooner.

MR. MELNI KOFF: -- Thursday norning.

JUDGE MOSS: Thursday perhaps. And then |
think we have M. Reynolds as the third witness, so he
woul d be, presumably if we just proceeded fromthis

poi nt forward, he would be tonorrow, because
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M. Burnett, the cross for Burnett was indicated at 15
m nutes. Has that changed substantially?

MR, TRAUTMAN:  No, Your Honor

JUDGE MOSS: So presumably then we coul d get
to M. Reynolds as early as tonorrow if we chose to
foll ow the standing order. Wuld that be enough tinme?

M5. SMTH: Can | have one nmoment, Your
Honor, please?

JUDGE MOSS: Sure.

MS. SM TH.  Your Honor, we mght need a bit
nore tine to prepare to cross exanmine M. Reynolds with
respect to the settlenent. W would be prepared to go
forward with cross-exam nation on the case on the nerits
whenever M. Reynolds is called. Perhaps if we could
have anot her day and perhaps recall himfor cross on
t hat .

JUDGE MOSS: |If we needed to.

MS. SMTH: That would be hel pful for us.

MR, CROWELL: Your Honor, is the bridge on?

JUDGE MOSS: Yes, it is.

CHAI RWOVAN SHOWALTER: Do you want it unmnuted
are you aski ng?

MR, CROWELL: Yes.

JUDGE MOSS: Do you want to hear from

sonmebody on the bridge line?
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1 MR, CROWELL: M. Brosch may be I|istening
2 in, and he could tell us precisely when he woul d expect

3 to be avail abl e.

4 JUDGE MOSS: M. Brosch, are you on the |ine?
5 Apparently not.

6 | thought | heard a comment over here.

7 MS. ANDERL: | was just going to say that it

8 does sound like if the Conmm ssion did want to do a pane
9 we woul d probably have at |east three wi tnesses,

10 M. Brosch, M. King, and M. Reynolds, available on

11 Wednesday nor ni ng.

12 JUDGE MOSS: We could have that on Wednesday

13 per haps, yes.

14 CHAl RWOMAN SHOWALTER: | have a question on
15 that. | mean if all parties are settling, then it would
16 make sense to have a panel. |If one of the parties

17 isn't, | just pose the question, what is the real value

18 of a panel as distinct fromthe w tnesses going in

19 order, and obviously the end conclusion of the w tnesses
20 has altered in |ight of the settlenent by those who are
21 proposing to settle, but why would we have a panel if

22 it's still contested?

23 MS. ANDERL: | think that the parties assuned
24 that that was the Conm ssion's preference.

25 CHAI RWOMAN SHOWALTER: It has been our
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practice, but, of course, this is a different situation

MS. ANDERL: And it does, even with sone
parties not participating in the settlenment, | think it
does ease the flow of give and take of information with
regard to the settlenment to the extent that say a
certain point was nore inportant to the buyer or nore
i mportant to Public Counsel. |[|f that question were to
be posed to M. Reynolds, there would kind of be this
endl ess round of deferrals that you avoid if you' ve got
a panel

CHAl R\OMAN SHOWALTER: But at | east
M. Kennard is only going to be here today.

M5. ANDERL: Right, that's right.

COW SSI ONER HEMSTAD: Well, Judge Mss, this
is really a question of Staff, | guess. How do you see
this case proceeding, on a dual track. W have the case
in chief that's filed and Staff's position on that, and
now we have a settlenment proposal of everybody el se and
the Staff's position on that, but | take it in your
cross-exani nation of the settling party w tnesses,
you're put in the position of exam ning themon both the
case in chief and the settlenent.

M5. SMTH. That's correct, Comr ssioner
Henmstad, and | haven't had really, like Ms. Anderl, |

think that at |east | personally assuned that there
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woul d be a panel at sonme tine for the settlenment. And
certainly there doesn't need to be. | guess | don't see
the need for that, it was just an assunption on ny part.

I think our biggest concern with respect to
the settlement is having adequate tinme to ask the
Wi t nesses the questions that we want to ask them about
the settlenent. Really whether we do that in a panel or
whet her we do it on a witness by witness basis, | think
our primary concern is the time. So we could adjust how
we see this case going forward dependi ng on the Bench's
preference as to whether we do the panels or not. And
al so because of this settlenment, we now have
cross-exam nation for M. Brosch and M. King that we
didn't have before, so we would want to work that in
t oo.

COW SSI ONER HEMSTAD:  And | wondered, does
this actually expand the tine required for
Cross-exam nation or conpress it?

MS. SMTH. It expands Staff's estimates. It
may conpress, | think it would conpress the cross of the
ot her witnesses, but it extends Staff's, and at this
poi nt we don't have an estimate, but we will have one as
soon as possible.

CHAl RMOVAN SHOWALTER: Wel |, one | ogistica

gquestion | have is with respect tois it Dr. Brosch or



0219

1

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Brosch?

MR. CROWELL: Brosch

CHAl RWOVAN SHOWALTER:  Is it M. Brosch?

MR. CROWELL: It's M. Brosch

CHAIl RMOVAN SHOWALTER: M. Brosch, if he is
to be here on Wednesday or earlier, is that too soon for
you to cross exami ne himon the settlenent aspects, in
whi ch case have you conferred with each other to see --
to avoid himhaving to come twice | guess?

MS. SMTH. We haven't. W certainly could
do that at a break. | think that Staff could be ready
to do that, |I'mguessing, again |I'mnot sure | can
commit our experts to being ready, but | would inmagine
that we could be ready to cross-exani ne the w tness by
Wednesday. It's just a matter of starting off tonorrow
nor ni ng on sonet hing, and we may not be ready, but |
woul d think that we could be ready to do that on
Wednesday. At least that's -- | would Iike an
opportunity to confer before comtting us to that, but
| think we could do it.

CHAI RWOVAN SHOWALTER: | think you're getting
that opportunity right now.

M5. SMTH: | didn't get confirmation on that
poi nt, but | got another point to nake for the

Commi ssion, and it's just a matter of the Commission's
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preference to hear the presentation on the settlenent
before or after the Conm ssion receives Staff's witten
testinmony in opposition to it. W do intend to file
testinmony in opposition to the -- in opposition to the
settl enent, and whether you would want to hear the
presentation of that after having read Staff's testinony
or if you would like to hear that before reading Staff's
testinony and then have Staff's testinmony after that.
think it's a matter of your preference.

CHAI RMOVAN SHOWALTER: When were you pl anni ng
to get the testinony in?

MS. SMTH. W don't know at this point in
time.

JUDGE MOSS: Well, let's consider this. W
have schedul ed t hrough this week, and then we al so have
two days next week reserved. The 29th and the 30th are
reserved. | have not previously heard the suggestion
that you would file witten testinony in opposition to
the settlenment, and we can take that into consideration
too, but is that, if that's something that the
Commi ssi on decides it would prefer to have, is that
sonmet hing that could be done by the say early part of
next week? And then we could think about doing a panel

M5. SM TH: Yes, Your Honor, we can do that

by the early part of next week. It would just be hard
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to do it during this week while we're also in here in
heari ng.

JUDGE MOSS: That's what | was thinking, you
woul d have a several day period there.

M5. SMTH. Yes, we could do it by then, Your
Honor .

JUDGE MOSS: Let ne ask another question here
in terms of witness availability. W previously had
some constraints with respect to the availability of
M. King and Dr. Taylor. Now M. King's constraint was
at the early part of the week, does he have any
constraints with respect to the 29th and the 30t h?

MR. MELNI KOFF: | don't believe so, but since
he's going to be out here tonight, I would prefer to
have himon this week if we can get himon this week.

JUDGE MOSS: And let's see, Taylor would not
be a panelist anyway, but what about Dr. Taylor's
availability, is Friday -- he was out of the country or
something as | recall, so his constraint was al so
earlier rather than later.

MS. ANDERL: That's right. And, in fact,
he's cutting his trip short to be in attendance here.

We can communi cate with him between now and then if
things --

JUGE MOSS: If we're going to put himoff, we
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can --

MS. ANDERL: -- devel op such that, yeah, he
is not going to go.

JUDGE MOSS: -- leave himin whatever exotic
| ocal e he is.

MS. SMTH. If | nmay interject, if no other
party has questions for Dr. Taylor or M. Taylor, |'m
not sure which, Conm ssion Staff may not have any
questions for himeither, and we may not have any
questions for M. Kalt, and we can get back to you by
the end of the day with a firmanswer on that, but we
may not have cross for those two w tnesses, and we'l
I et you know by the end of today.

MR, HARLOW Don't struggle with Dr. Kalt,
because he is already in the room

MS. SMTH. Oh.

MR. HARLOW So he is avail able.

M5. SM TH:  Thank you.

JUDGE MOSS: M. Cromnel | .

MR, CROWELL: I'msorry, Your Honor, | don't
know M. Brosch's availability on the 29th or 30th, but
if he were available at that tinme and it was the
Commi ssion's preference to have a panel then, | would
request that | in sonme fashion |Iet himknow that today,

because he is scheduled to get on a plane tonorrow
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nor ni ng.

JUDGE MOSS: Well, we'll make our process
deci sions here nmonmentarily and deci de how we're going to
go forward. This is an information gathering
opportunity for us, so that's what we're trying to do.

And | assune M. Reynol ds would be avail abl e
at any point during the hearing.

MS. ANDERL: That's right.

CHAl RMOVAN SHOWALTER:  Conmi ssi oner Henst ad
has a comment .

COW SSI ONER HEMSTAD: This is a question to
the settlenent parties, and maybe we have to wait to
hear this fromeach of the w tnesses, but will it be
your position then that you all have a common position
and that's what you will be defending or -- Staff is in
a position of having a two track case, are your
Wi t nesses then prepared also to defend the origina
testinony?

MS. ANDERL: Well, with regard to Qmest's
Wi tnesses, there's -- Qwest witnesses already pretty
much had a two track case built in to their testinony
because Staff's and Public Counsel's positions were so
far apart. W had to respond to Staff's, and we had to
respond to Public Counsel. The settlenent is very nuch

along the lines of what Public Counsel and Qwest have
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both advocated as an appropriate outconme, and so that
still leaves the testinony in opposition to Staff's
case. So yes, our witnesses certainly are prepared to
go ahead and support the settlenent and al so stand by
their testinony in opposition to Staff's position

MR. HARLOW |'m not sure that kind of
addressed what your question was going to or not, but |
guess fromny perspective as a settling party, | don't
think the Staff has a two track case, because the
settlenent, well, the outconme of the case of any of the
parties' positions isn't a matter of finding certain
facts and then applying a mathematical forrmula. Instead
what you're dealing with is a range, and the settlenment
cones down between the parties' ranges. And so it's
not, | don't perceive it as a two track case because of
the settlenent.

CHAl RMOVAN SHOWALTER:  Well, | think ny
guestion maybe is just to nyself, but given the
settl enent proposal, | think that it will be natural to
want to ask any wi tness about it who comes along. It
woul d al so be natural to want the Staff's position on
the settl enent proposal before questioning that w tness.
That is it would seem nore normal to, we have the
settl enent proposal, to get Staff's view of it, and if

there's going to be sonething in witing, pin that down.
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And then after we have that, proceed with the w tnesses
on their underlying testinony as well as the settlenent.
However, | think what that nmeans is a delay, and that's,
I think naybe we're | ooking for some guidance, but |I'm
trying to envision a hearing which starts today or
tonmorrow, proceeds with w tnesses, but we actually don't
have an articul ated position fromStaff. And after we
receive that, it may have -- it mght pronpt questions
of the very witnesses we have already had on the stand.

MS. SMTH. And | think if we did it that way
that that would be an inherent problemin proceeding
that way. | haven't conferred with my client about this
approach, but we could go ahead with the case on the
merits, and then at the conclusion of the case on the
nmerits with the exception of -- depending on the
availability of the witnesses and with the exception of
M. Kennard who we will question today, perhaps have a
panel on the settlement after the Commi ssion Staff has
had an opportunity to put together its opposition to
that. So we would just go ahead with the case on the
nmerits and then at the conclusion of the case on the
nmerits have a settlenment presentation.

MR. HARLOW We would like to see that as
well, if for no other reason, for scheduling reasons.

And it could well be at the conclusion of M. Kennard's
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testi nony today that both the Staff and Comm ssion will
deci de that he doesn't need to cone back. He tends to
take a very high level policy approach to these issues.
He's not what | call a nunber cruncher

M5. SMTH:. And his testinony -- and we have
had an opportunity to review his testinony on the
settlenent, and it is fairly high level. So anything
that we woul d need to question himabout we could do
that today in addition to crossing himon the case on
the nerits.

CHAI RMOVAN SHOMALTER: | see how we can get
through today with M. Kennard, but what about
M. Brosch, for exanple?

MR, CROWELL: On that point, Your Honor
it's our position, to address Conmi ssioner Henstad's
guestion, that the settlenment agreenment is the joint
position of the settling parties, and we're proffering
his pre-filed testinmony in support thereof for the
Conmi ssion's information because it provides the
anal ytical framework that is referenced by his
suppl enental testinony and his in essence background for
your benefit.

But | think M. Harl ow adequately identified
that it really is M. Brosch and the Qrmest witnesses had

essentially the sane anal ytical approach in their
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pre-filed testinony as to this transaction, and
obviously there were different inputs on different

el enents, but there was a range, and the parties through
negoti ati on reached a conprom se that becane their joint
position that's before you now.

CHAI RMOVAN SHOWALTER: So what is your view,
woul d M. Brosch have to return later for the pane
presentation on the settlenment and questioning fromthe
Bench, for exanple, at that tinme?

MR, CROWELL: M preference, Chairwonman
Showal ter, would be that M. Brosch only nmake one trip
here, that it be at your election. And | don't know
whet her he is available on the 29th or the 30th, | have
not checked with himon that. He nay be on the line
now, | heard soneone join us a little while ago. But he
is al so avail abl e possibly by phone. | know that's not
preferred, but if we need himtw ce, that would be ny
request, that he only come once and be avail abl e by
phone for any other tine.

JUDGE MOSS: M. Brosch, are you on the line?

MR. BROSCH: Yes, | am

JUDGE MOSS: Coul d you be here on the 30th or
the 29th of this nonth if we decide to proceed in that
fashi on?

MR, BROSCH: | certainly can not on the 29th.
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I am schedul ed to present sone training materials in
Phoeni x on that day. Those activities are scheduled to
conclude at the end of the day on the 29th. And
assum ng they do, | could travel fromthere presumably
to Oynpia or to Kansas City, ny honme, to participate by
t el ephone.

CHAl RWNOVAN SHOWALTER:  This i s Chai rwonan
Showal ter. | think that we're, | anyway, amonly
interested in your personal presence, not telephone.

And ny co-conm ssioners are nodding their heads, so are
you able to be here physically on the 30th?

MR, BROSCH: Well, | think so, barring any
conplications in rearranging travel plans. | wll be
traveling Thursday eveni ng from Phoeni x.

MR, CROWELL: Wbuld another option, Your
Honor, be to have a panel at the end of this week?

MS. SMTH.  No, that probably woul dn't work
for Staff, because we have to put together our
opposition to that.

But | was going to offer that Conmi ssion
Staff could cross exanmine Dr. Brosch on the 30th on both
the settlenent and the case in chief. W can hold off
so he would just nake the one trip, and we coul d perhaps
begi n what ever that session is with our

cross-exam nation of the case on the nerits and then
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proceed to a panel. And that way he would only need to
make one trip

MS. ANDERL: W do have a minor tine
constraint on Friday with M. Reynolds, who is
traveling --

CHAl RMOVAN SHOWALTER: Wi ch Friday are we
tal ki ng about ?

MS. ANDERL: The 30th, of course.
M. Reynol ds has to be on an airplane at 5:00 on Friday
afternoon. So it's not a big tinme constraint, but it
woul d nean that if we were going to do a panel | guess
it would be our preference we start with the panel as
opposed to M. Brosch on the nmerits. It doesn't sound
i ke sonething that couldn't be worked out.

M5. SMTH: And | think we could accommpdat e
t hat .

MR. MELNI KOFF: Again in terms of Charles
King, | believe he's available, |I'mnot sure unti

toni ght or tonorrow norning, for next Thursday or

Friday. |If we could acconmpdate himthis week, that
woul d be nmy preference. If not, | will make him
avail abl e.

JUDGE MOSS: And just to be clear, M. King
is out of the country, so his --

MR, MELNIKOFF: | think he is in the country
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flying as we speak.

JUDGE MOSS: All right. Do we need any nore
i nformati on before recessing to nmake sonme deci sions?

Do the parties have any nore information they
wish to informus of before we recess to make sone
process deci sions?

MR, CROWELL: | suppose | would pose one
question, Your Honor. Conmission Staff did not identify
any cross for M. Brosch's pre-filed testimony when we
met | ast week. | can understand that they may have
subsequent to the filing of this settlenent agreenent
some questions for himin regards to his testinony in
support of the settlenent agreenent, but | do question
their -- | guess |I'm wondering what the basis for
questioning his pre-filed testinmony at this point is if
there was no basis for doing so prior

M5. SMTH: To the extent that his testinony
in the case on the nmerits differs fromthe position in
the settlement, we would want to cross exam ne both.

COW SSI ONER HEMSTAD: | think the
Conmi ssi oners woul d want to ask hi m about both al so.

MR, CROWELL: |1'm not saying he wouldn't be
avai l abl e to answer questions about everything, | was
just questioning the --

JUDGE MOSS: It's a fine point.
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CHAIl RWOMAN SHOWALTER: | guess | have one
nore | ogistical question, and that is for judicial
econony, it seens to me to nmeke npst sense to question
W t nesses who are settlement panel w tnesses after we
have Staff's response, which neans -- with the exception

of M. Kennard because we're making an exception for

hi m

MR. HARLOW Thank you.

CHAI RMOVAN SHOWALTER:  But | think what that
means is M. Reynolds -- it's M. Reynolds, M. Brosch,

and M. Kennard, is that --

MS. ANDERL: And M. King.

CHAl RMOVAN SHOWALTER:  And M. King. And so
t he question would be, can we arrange to have those
panel menbers as witnesses next week after we receive
Staff's position so that they are not on the stand
bef ore we have the benefit of Staff's position on the
settlenment. Unless they're going to cone back again,
which would | guess indicated in M. King's case maybe
he could or maybe M. Reynol ds can, and nmaybe
M. Reynol ds could be here Thursday. | nean nmy gut is
telling me that the idea of a panel on the l|ast day wll
be kind of an after effect at that point.

MS. ANDERL: | agree with that. | think that

it would be | think in the parties' and in the
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Commi ssion's interest to have the settlement out there
and kind of fully explained even if not cross exam ned
on early in the process, because a lot of -- | think the
W t nesses' responses to a |lot of questions are going to
turn back to the settlenent agreenent.

MS. SMTH. | guess | didn't understand that
point. Do you -- what do you anticipate with respect to
the settlement during the process? | nean naybe you can
explain that a little further, because |I didn't -- |
think I m ssed sonething there.

MS. ANDERL: Well, | guess all | was trying
to say is | recognize that it may be difficult to cross
exam ne the witnesses, not difficult but awkward to
cross exam ne the witnesses with an expectation that
everybody pretends the settlenent doesn't exist because
we haven't yet formally presented it. That was all

M5. SMTH: And what did you have in nmind
with respect to formally presenting, having it marked
and admitted into the record or having sone sort of ora
presentation fromone of the w tnesses?

MS. ANDERL: | thought it would be marked and
admtted. |In a perfect world, | think that they would
al so be available for questions fromthe Bench to just
kind of flesh things out if there were questions. |

wasn't anticipating that they give an oral sumuary or a
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direct presentation.

JUDGE MOSS: Basically you just want to see
it made part of the record so it can be readily referred
to, and I don't see any big logistical barrier to that.

But let nme just rem nd counsel to direct
their coments to the Bench and not to each other during
the course of the formal proceedi ngs, thank you.

MS. SM TH. Thank you, Your Honor, and
Conmi ssion Staff certainly has no objection to having
the settlenent agreenent and the supporting testinony
mar ked and nade part of the record. Wat we woul d have
a problemwith is sone sort of presentation of wtnesses
in support of that at this point in the game. Thank
you, Your Honor.

JUDGE MOSS: Okay.

CHAI RWOVAN SHOWALTER: All right, but just so
| amclear, Ms. Smith, do you have any problemwith
t hose who woul d be part of the panel not being exam ned
until next week and then when they're on the stand to be
asked about the settlenent even if it weren't part of a

panel presentation?

M5. SMTH: | don't think we would have a
problemwith -- it's essentially delaying their
testinmony until next week, | don't think we would have a

problemw th that.



0234

1 JUDGE MOSS: And just to mention in that

2 regard that we do have a significant anount of

3 cross-exanination indicated for M. Reynolds, so it

4 m ght be necessary to put himon separately and then

5 have him al so participate as part of a panel, because we
6 have got already three and a half hours indicated, and
7 it could expand.

8 So, okay, do we have any other questions from
9 t he Bench?

10 CHAl RMOVAN SHOWALTER:  Yes, ny | ast question
11 is are the witnesses who are part of a panel with the
12 exception of M. Kennard all available on either

13 Thursday or Friday, the 29th or the 30th?

14 MR, CROWELL: NO

15 JUDGE MOSS: And | think M. Brosch is only
16 avail abl e on the 30th.

17 CHAI RMOVAN SHOWALTER:  Well, | said either
18 one of those.

19 MS. ANDERL: M. Reynolds and M. Brosch are
20 both available on the 30th. | think M. King is, we

21 don't know.

22 CHAI RMOVAN SHOWALTER: |Is M. Reynol ds

23 avai | abl e on the 29t h?

24 MS. ANDERL: He is, yes.

25 CHAI RWOMAN SHOWALTER: In other words, if we
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need to cover those w tnesses --

MS. ANDERL: ©h, | see

CHAl RWOVAN SHOWALTER:  -- on the 29th and the
30th, is there a way to do it?

M5. SMTH: | would assume that the
Conmi ssion Staff would offer the testinony of
Dr. Blacknobn with respect to the settlenent, and
believe that Dr. Blacknmon woul d be avail able on the 29th
or the 30th. M. Selwn, however, is not available. W
don't believe that he is available, but at this point
we're not sure that we would offer any testinony from
Dr. Selwyn in opposition to the settlenent. W just
don't know at this point.

MR. HARLOW  Your Honor.

JUDGE MOSS: CGo ahead, M. Harl ow

MR. HARLOW |If the Conmission would find it
hel pful, M. Kennard could also return on the 29th or
t he 30th.

JUDGE MOSS: Thank you, appreciate that.

CHAl RMNOVAN SHOWALTER:  Wel |, you just raised
anot her issue, Ms. Smith, which is if Staff w tnesses
are opposed to the settlement but we don't actually know
that formally or we don't know what the specific
position is, are you saying that in order to start

guestioni ng about the settlenent, we would need to wait



0236

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

until next week? | guess what | -- it seens to nme that
the proposed settlenent is a fact that we're all quite
aware of and that the natural tendency, and it seenms to
me the judicially econonical tendency, would be to want
to ask all of the witnesses who are relevant to that
settl enent proposal, whether presenting it or opposed to
it, about it.

M5. SMTH: That's correct, Your Honor

CHAI RMOVAN SHOWALTER: And so does that then
have the effect of pushing into next week the Staff

w t nesses as wel | ?

MS. SMTH. | guess | nmean | hadn't thought
about that. | know that Dr. Blacknmon is avail abl e next
week. | don't know at this point in tine where he is on
the witness order now. It's possible that parties could

cross exanine himw th respect to the settlement, but it
won't be until early next week that our opposition is
actually filed in the formof testinony. So | don't
really know |l ogistically how that would work

CHAl RWOVAN SHOMWALTER: | have forgotten, are
we schedul ed to nmeet Wednesday afternoon of next week?

JUDGE MOSS:  No.

MS. SMTH  29th and 30t h.

JUDGE MOSS: Thursday and Fri day.

Al right, unless there's sonething further,
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I woul d suggest that the Bench retire to discuss process
and reach sonme deci si ons about how we're going to go
forward. Al right, then we will take a recess, we'l
conme back at 2:30 with sone decisions nmade, and then we
will proceed with our cross-exam nation.

(Recess taken.)

JUDGE MOSS: We have had an opportunity to
neet sone of the process chall enges that have been --
that you all have posed to us, and our solution is thus.
We have schedul ed sonme additional tinme next week first
of all. W are scheduling Wednesday afternoon in
addition to Thursday and Friday previously schedul ed.

W will intend to begin next Wednesday i nedi ately
follow ng the conclusion of the Comm ssion's open
neeting. That could be in the norning, probably late in
the norning, but --

CHAIl RMOMAN SHOWALTER: It could be as early
as -- we'll check that, | think that we could get a
better read on that after some consultation

JUDGE MOSS: So we'll give a better read on
that as tine goes on and we check into that a little
nmore. But anyway Wednesday, put that on your schedul es.

W will want to defer the exam nation of
Wi t nesses Bl acknmon, Brosch, and Reynol ds to next week.

MS. ANDERL: Bl acknon?
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JUDCGE MOSS: Bl acknon, Dr. Blackmon, we will
not exam ne hi m before next week.

MS. ANDERL: Even on his direct presentation?

JUDCGE MOSS: And frankly, that's not a change
probably from what we had before because of the way
things were stacked up. But right, we will have himon
the stand once. OQur goal is to have each of the
wi t nesses on the stand once, and so we will put off
Bl ackmon, Brosch, and Reynol ds until next week. And
that will provide an opportunity, anong other things,
for Dr. Blacknon as | understand it will be filing sone
response testinony speaking to the settlenment
specifically, and so that could be, well, Mnday is a
hol i day, so let's say Tuesday | guess.

CHAl RMOVAN SHOWALTER:  9: 00 a. m

JUDGE MOSS: 9:00 a.m

MR. HARLOW | was just going to ask what
time, Your Honor.

JUDGE MOSS: And al though the witness's
eyebrows have shot up, he did smle, so all right, we
will count on that.

So we'll just proceed with the other
Wi tnesses as previously schedul ed with perhaps sone
shifting around toward the end gane to take up the tine

available. So that, for exanple, | had previously in ny
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schedul i ng, which | have not shared with you all, but
based on our discussions together, M. Folsom would
probably have fallen late this week, or |I'msorry, would
have fallen next week, we'll probably end up noving her
up to late this week. Dr. Selwn as | understand will
probably not be filing anything in connection with the
settl enent specifically, and so we -- and we needed to
go ahead and get himin this week, right?

M5. SMTH: Can | just have one nmonent, he's
sitting right here?

JUDGE MOSS: Sure.

MR, CROWELL: Your Honor, if | may just
follow up on that sidebar, confirmcan | have M. Brosch
schedul ed for a date certain on Friday the 30th given
his unavailability on the 29th? | don't knowif he is
still on, but he may be able to conme the 28th as well if
that's your preference.

MR. BROSCH: | amstill on, Robert.

MR, CROWELL: Are you avail able on the 28th?

MR. BROSCH: No, |I'mnot, | have to be in
Phoeni x Tuesday through Thursday, the Dex hearing
comences Tuesday.

MR, CROWELL: So may | have M. Brosch
confirmed for Friday the 30th, Your Honor?

JUDGE MOSS: That works for nme, yeah. Yeah,
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we can do that, sure, we will confirm M. Brosch for
Fri day the 30th.

MR. BROSCH: Thank you.

JUDGE MOSS: And what about M. Reynol ds
situation, Ms. Anderl?

MS. ANDERL: He's avail abl e Wednesday or
Thursday and then Friday until early afternoon.

JUDGE MOSS: So it might be a good idea to go
ahead and start with himand then go with -- go
Reynol ds, Bl acknon, Brosch, that order. Does that nake
sense to everyone?

MS. ANDERL: That does.

JUDGE MOSS: Ckay.

M5. SM TH.  Your Honor, | have | guess a
request to nmake. We have not yet decided, | guess,
we're still in the process of trying to deci de what
Staff's opposition to the settlenent is going to be. It

is possible that Dr. Selwn may be filing testinony in
opposition to the settlenent as well. Dr. Selwn has
informed me that he's avail able on the 29th of next
week; is that correct? That he's available on the 29th.
We woul d prefer that the Staff witnesses all testify
after Staff has filed its opposition to the settlenent.
And if the Conmission -- and | don't -- if the

Conmi ssion were willing to sort of free up two hearing
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days this week so Staff could prepare its opposition to
the settlenent so the Staff could be working on that as
opposed to being in the hearing room then we could get
that filed in a couple of days and then begin the
cross-exam nation of Staff w tnesses and whatever other
witnesses are |eft to be crossed.

JUDGE MOSS: Well, you've got Thursday
afternoon. After 11:00 we will be in recess, so you
have nost of the day Thursday. As far as giving up
anot her full hearing day, |I'ma little hesitant to do
that. We're already on a pretty tight schedul e here,
and we were trying to avoid having to ask you all to
cone in here on Menorial Day or a Saturday, which is
sonething that's a possibility, but certainly that woul d
be I think a | ast choice.

CHAI RWOVAN SHOWALTER:  Whi ch Judge Mbss
poi nted out |ast Menorial Day we did have hearings.

JUDGE MOSS: Sone of you were here

CHAl RWOMAN SHOWALTER:  So it's not unknown.

JUDGE MOSS: But that's not, yeah, | would
think that would be people's |ast choice given a choice,
especially those of you with young ones at hone and so
forth and so on, those of you who have a |ife outside
the hearing roomto put it bluntly.

CHAI RWOVAN SHOWALTER: | have one question
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If, we're obviously going to get to M. Kennard this
afternoon, but if we did not have hearings tonorrow,
woul d you have your answer, could you have your answer
or additional testinmny by Wednesday norning, or is that
too difficult?

M5. SMTH: That --

CHAI RMOVAN SHOWALTER: Because that m ght
actual ly nake the whol e proceeding go nore smoothly if
we started on Wednesday and just kept going.

MS. SMTH. May | have a nonment to ask?

JUDGE MOSS: Absol utely.

MR, CROWELL: Maybe if | can junp in the
pause, just for your information, |I do have
non-refundabl e travel plans and conm tnents over the
weekend out of the country.

JUDGE MOSS: And you see how well we're
taki ng care of you.

MR. CROWELL: | appreciate it greatly.

JUDGE MOSS: We're doing our best,

M. Cromnel | .

MR, CROWELL: More to the point, ny wife --

CHAI RMOVAN SHOWALTER:  Just got married just
recently, Comm ssioner Henstad back in the conference
said that hol di ng hearings on Menorial Day would be

grounds for a divorce, so.
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MR, CROWELL: | think nmy wife would agree
with you. |I'mafraid she m ght

M5. SM TH:  Your Honor.

JUDGE MOSS:  Yes.

M5. SMTH: If the Conmi ssion would be
willing to not hold hearings tonorrow, we believe we
could get our opposition filed on Wednesday. And that
being the case, then the Staff wi tnesses, Dr. Selwn and
Ms. Fol som and perhaps Dr. Bl acknmon but maybe the next
week for Dr. Blacknmon, could get on and off the stand
this week. So if we didn't have hearings tonmorrow, we
coul d get our opposition filed on Wednesday.

CHAl RMOVAN SHOWALTER:  Mbr ni ng?

M5. SMTH:. | think we could get it done in
t he norning, yes.

JUDGE MOSS: That sounds like the way to go.

CHAI RWOVAN SHOWALTER: Does anybody el se want
to respond to that?

JUDGE MOSS: Subject to sonebody el se
responding to that.

MS. ANDERL: W have no interest in delaying
this proceeding one bit.

JUDGE MOSS:  Ri ght.

MS. ANDERL: But it is --

JUDGE MOSS: We're trying to gain efficiency
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here.

MS. ANDERL: Yes, |'mcertain that we would
be able to cross examne on this testinony, but we
haven't seen it yet. So, you know, if we get 100 pages,
then we reserve the right to how in protest.

CHAl RWNOVAN SHOWALTER:  You woul d have unti
the following -- | don't -- well, | don't know when --

MS. ANDERL: | thought the suggestion was
being made that if Dr. Selwyn filed testinmony in
opposition, then we would cross himon Thursday.

MS. SMTH. O Friday, sonetinme this week

JUDGE MOSS: There are whole nights in
bet ween t hese hearing days.

M5. SMTH:. And just to satisfy the Bench and
all the parties, | would be very surprised to see 100
pages of testinony cone in on this. So | think we could
probably do our best to accomrdate any concerns that
the parties may have to have adequate tinme to cross the
Wi tnesses. And, if possible, | believe that Dr. Selwn
al so woul d be avail abl e one day next week as well if
everything is so volumnous that this week is just not
doable for the parties, although | don't anticipate
t hat .

JUDGE MOSS: It sounds |ike everyone is

operating reasonably and in good faith best efforts
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here, so I'm not concerned about sonmebody getting
bl i ndsi ded. And, of course, in all seriousness, while
we have tried to inmbue this with a certain anpunt of
hunmor, in all seriousness, the goal fromthe Bench's
perspective is to get a full and conplete record and to
ensure the ends of justice are net in terns of a fair
hearing, and so we will do what is necessary to ensure
that those goals are satisfied. And sone of this we
wi |l have to perhaps change a decision or a judgnent
that we're nmaking in the abstract when we have sonething
nore concrete, say 20 pages of testinobny or 100 if that
nm ght be the case.

So with that said, go ahead, M. Melnikoff.

MR. MELNI KOFF:  Your Honor, in order to
accomodat e Staff, even though | probably won't be able
to physically file the hard copy of Charles King's
testinony until tonmorrow, | can E-mail you tonight.

M5. SM TH:  Thank you.

M. MELNI KOFF: The soft copy.

MS. SMTH. And Staff appreciates that.

JUDGE MOSS: Okay, good.

All right, so we're going to take a recess
tomorrow then, and that's the decision | believe that's
been taken here, yes, so that's what we will do, and

that will give Dr. Blacknmon at | east and perhaps
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Dr. Selwn as well an opportunity to prepare and file
their supplenental testinony in response to the
settlenent stipulation, and then we will proceed with
our cross-exan nation as we have previously discussed,
and sone of that will no doubt be next week, and sone of
it will be this week unless |I'mvery surprised.

MR, MELNI KOFF: Can | ask with trepidation
when Dr. or when M. King is schedul ed?

JUDGE MOSS: | don't have a specific tinme for
him but he was avail abl e when, Friday, right?

MR. MELNI KOFF: Friday, yeah, or Thursday

nor ni ng.

JUDGE MOSS: | think we coul d acconmodat e
t hat .

MR, MELNI KOFF: So he will go on this week
t hen?

JUDGE MOSS: Sure, we can take care of
M. King this week

MR. MELNI KOFF: Thank you very much,
appreci ate that.

JUDGE MOSS: And renmind nme at the end of the
day, and I will make sonme additional notes.

MR, HARLOW  Your Honor, do we want to get a
time on the record for the Staff's filing on Wednesday

nor ni ng, or does Wednesday norning nean --
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1 JUDGE MOSS: As soon as possi bl e.

2 CHAl RMOVAN SHOWALTER: 9: 00 a.m

3 JUDGE MOSS: There you go, the Bench has

4 spoken, 9:00 a.m And, of course, | know Staff has been

5 followi ng the practice, as have all the parties, when
6 you have sonething prepared in the way of a file, go

7 ahead and subnmit it to everybody electronically so they
8 have it at the earliest possible nmoment, including

9 courtesy copies to me. Thank you.

10 MR. HARLOW And | understand 9:00 a.m wl|
11 still be our start time Wednesday norning as well; is

12 that correct?

13 JUDGE MOSS:  Yes.
14 MR, HARLOW Thank you, Your Honor.
15 JUDGE MOSS: |'m anxious to get on with

16 M. Kennard as the hour progresses, so can we do that?
17 Anyt hi ng el se?

18 Al right, M. Kennard, if you will please
19 stand and rai se your right hand.

20

21 (The followi ng exhibit was identified in
22 conjunction with the testinmony of WLLIAM E. KENNARD. )
23 Exhi bit 251-T is WEK-4ST:. Suppl enent al

24 Testinmony of WlliamE. Kennard in Support of

25 Stipulation and Settl enent Agreenent.
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Wher eupon,
W LLI AM E. KENNARD
havi ng been first duly sworn, was called as a wi tness

herein and was exani ned and testified as foll ows:

DI RECT EXAMI NATI ON

BY MR HARLOW

Q M. Kennard, if you will just pull the
m crophone up, and the red button should be up, can you
pl ease state your nanme for the record.

A W I 1iam Kennard.

Q M. Kennard, do you have in front of you what
have been marked for purposes of this hearing as
Exhi bits 441-T, excuse nme, 241-T, 242-T, 243, and 251-T?

A | do.

Q Were these exhibits prepared under your
di rection or supervision?

A. Yes, they were.

Q Do you have any corrections to any of your
pre-filed testinony?

A | do with reference to Exhibit 242-T.

Q Coul d you pl ease give, for the parties
conveni ence, the page and |ine nunber before you give

the correction.
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A. Yes, it would be page 12, line 20 1/2 it
| ooks like, and the original exhibit had the figure $1.4
Billion in that line, it should read $1.1 Billion.
MR. HARLOW  Thank you.
And for the record, Your Honor, we have
predi stributed a couple of days ago this corrected page.
JUDGE MOSS: Thank you.
BY MR HARLOW
Q M. Kennard, if | were to ask you the
guestions contained in Exhibits 241-T, 242-T, and 251-T,
woul d your answers be the same as set forth in those
exhi bits?
A Yes, they woul d.
MR. HARLOW  Your Honor, we offer Exhibits,
241-T, 242-T, 243, and 251-T.
JUDGE MOSS: Hearing no objection, those will
be adnmitted as narked.
Let me note for the record that while
previ ously designated as highly confidential, Exhibit
Nurmber 243, there has been a waiver to that, so for
those who don't know that, they may strike the highly
confidential designation from Exhibit 243.
MR, HARLOW Thank you, Your Honor
M. Kennard is available for cross-exam nation

JUDGE MOSS: Thank you. And we had not
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1 previ ously established an order of cross-exam nation,

2 but | think Staff is probably the only cross exani ning
3 party here under the circunstances, and so we will go

4 ahead with that, M. Trautnmn.

5 MR, TRAUTMAN:. Thank you.
6
7 CROSS- EXAMI NATI ON

8 BY MR. TRAUTMAN:

9 Q Good afternoon, M. Kennard.

10 A Good afternoon.

11 Q I'm Greg Trautman, Assistant Attorney Ceneral
12 for the Commission Staff. [|I'mlooking, in ternms of your

13 testinmony, | will be |ooking at Exhibit 242-T, which was
14 your rebuttal testinony.

15 A Yes, sir.

16 Q And |'mon page 1, and on line 4 you state
17 that you're a nanaging director of the

18 t el ecomruni cati ons and nmedi a group of the Carlyle G oup;

19 is that correct?

20 A Yes.

21 Q Are you a principal at the Carlyle G oup?
22 A | am a partner.

23 Q And | believe, turning to Exhibit 248, which
24 was Dex's response to Staff Data Request Nunmber 11, and

25 you were asked in that question whether you had a
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personal financial involvenent in the outcone of this
case, and you responded that you did; is that correct?

A That's correct.

Q And what exactly is the nature and extent of
your personal financial interest in a successfu
consummati on of the Dex sal e transaction?

A Well, as indicated in my testinony, the
Carlyle Group is an investor in Dex Holdings, which is a
50% owner of Dex Media. And as a result, the Carlyle
Group -- that investnent, to the extent it does well,
the Carlyle Goup does well, and |I personally would do
wel | financially.

Q So you would do well as a partner, as a
principal ?

A. Of course, yes.

Q And in terns of any personal bonus or extra
conpensati on beyond what you have descri bed?

A Well, the way it typically works, because
this is a transaction that | was personally involved in
and fell within the anmbit, if you will, of the group
where |I'mprincipally assigned at the Carlyle G oup,
which is the group that specializes in
t el ecommuni cati ons and nedia, the partners in that group
woul d have an augnented financial interest relative to,

not all, but sone of the other partners, yes.
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Q What are your specific responsibilities as
the managi ng director of the tel ecommunications and
medi a group?

A Well, as a managing director in the
t el ecommuni cati ons and nedi a group, ny principa
responsibility is to oversee the investnent activities
of Carlyle in the nedia and tel econmuni cati ons area
worl dwi de. We really have two essential mandates. One
is to invest noney out of our U S. buyout fund, which is
our flagship fund, and also to coordinate the
i nvestments of other funds worldw de, principally Asia
and Europe.

Q So it would be correct then, would it not,
that you either identify or help to identify potentia
acqui sitions or other investnents?

A That's precisely right, yes.

Q And do you personally participate in the
managenment of any conpanies or ventures in which Carlyle
becomes an investor or acquires a controlling interest?

A Yes, | do.

Q Coul d you refer now to Exhibit 249, and this
was material fromthe Carlyle Wb site, a four page
document .

A Yes, | have it.

Q And turning to page 2 in the niddle of the
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page where it tal ks about focused industries, | noticed
there that Carlyle is involved in a nunber of industries
ot her than tel ecom and nedi a i ncluding health care,
energy, real estate, transportation, aerospace and

def ense, anpong others; is that correct?

A Yes.

Q Now when Carlyle invests in a conpany or nore
specifically when it acquires a controlling interest in
a conpany, is it Carlyle's practice to actively manage
the conpany's business on a pernmanent basis or
ultimately to sell the conpany hopefully for a profit?

A Well, et nme be clear. W don't precisely
manage conpanies. W typically rely on professiona
managers who manage the conpany on the day-to-day basis
like in this case, George Burnett, the CEO of Dex Medi a.
However, we typically oversee our investnents, nost
usual ly through seats on the board of directors.

Q And what are your intentions with respect to
Dex? That is to say, do you expect to own Dex for a
considerable length of tinme, or will you be seeking a
buyer when the market inproves?

A Well, that's unclear at this point. Qur
i mediate interest is to integrate Dex Media under its
new managenent, to hopefully close the Dex- Qnest

transaction and build it into a successful conpany under
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our stewardship. W don't have any for formulaic plan
as to when we would sell the conpany down the road. |
can't give you a precise answer other than that, you
know, our investnment philosophy is not to hold conpanies
forever. W typically -- our investors typically |ike
to nonetize their investnent at some point.

Q How | ong do you typically hold conpani es?

A It varies. W have held conpanies, oh, for
over a decade. W have held conpanies for a shorter
wi ndow of time. | can't give you an average hol di ng
period at this point.

Q Now i f Dex Hol di ngs were sold, is it your
understandi ng that that transaction would require the
approval of the Comm ssion or not?

A. Well, you know, sold is a broad term There
are a nunmber of ways that an investor can nonetize its
interest in a transaction like this. An outright sale
is one of them Another possibility is an initia
public offering where -- and that's quite typical in our
busi ness where the financial sponsor, which is another
termfor a private equity firm wll take a conpany
public but retain a stake. So you can nonetize your
i nvestment through the public markets but retain an
equity stake. Another possibility is to recapitalize

the conpany. After a period of tinme when you have paid
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down a sufficient amount of debt, it's possible to
refinance the conpany and nonetize your investnent that
way. So there are a nunber of ways to nonetize your

i nterest short of an outright sale.

Q And whi ch of those options that you have
articulated, if any, would require Comm ssion approval,
i n your opinion?

A Well, I would want to defer to my counsel
who are nmuch nore famliar with the intricacies of
Washington law than | would be. | don't want to presune
an answer, but -- well, | will leave it at that.
don't really want to venture a |l egal opinion as to what
woul d be required, particularly when I don't even know
what sort of sale you're referring to.

Q | guess the question is whether in ternms of a
possi bl e sale, and you have articulated different ways
of doing that, has the conpany tal ked about any possible
exit strategies and what the cost would be, assum ng or
not assumi ng a requirenment of Comm ssion approval ?

A No, we have not.

Q Does the tel econmuni cati ons and nedi a group
have a specific annual dollar allocation or budget that
is earmarked for tel ecommuni cati ons and nedi a
i nvest ment s?

A No.
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Q If you were to determ ne that a particul ar
tel ecom or nedia investnment opportunity is worth
pursuing, like the Dex acquisition, for exanple, do you
personal ly have the authority to proceed with that
i nvestment, or do you have to bring it to an investnent
committee of some sort that will conpare it with other
opportunities that are being recommended by your
counterparts specializing in other industry sectors?

A Well, let nme describe howit works. As I
menti oned before, | and ny partners in the tel ecom and
medi a group have responsibility for seeking out
i nvestment opportunities, and then internally we decide
anongst the group whether we think that the investnment
is worth pursuing if we're interested in it. And then
we do have an internal investnent committee structure,
like nost private equity firnms, where we will present
the transaction to the investment committee for ultimate
approval .

Q So would it be fair to say that within the
Carlyle Group that the tel ecommunicati ons and nedi a
group has to conpete with the other industry specialty
sectors for capital investnent dollars?

A. Well, only in a theoretical sense, because
typically if we find a transaction that we |ike and that

our investnment commttee |ikes, we don't have a | ot of
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trouble raising financing for it. Dex Media is a good
exanple of that. And so there is in this marketplace a
ot of private equity capital available for good
transactions, and so | don't see nyself as conpeting
agai nst ny colleagues in other groups. | really see
nysel f conpeting to bring -- conpeting with other peer
private equity firnms to bring good deals to Carlyle.

Q Do you cone across very many tel ecom and

medi a i nvestment opportunities in a given year?

A. Well, that depends on the year
Let nme --
A Sonme years are better than others. And, you

know, frankly | haven't been doing this all that |ong.
You know, | will say that the type of deals that we're
seeing now is quite different than what we saw say five
years ago in the private equity community, because the
mar ket has changed pretty dramatically. But there are a
ot of interesting transactions available in this
mar ket pl ace, yes.
Q About how many tel ecommuni cati ons and nedi a
deal s were presented to you in 2002 for consideration?
A That's a tough question to answer. Al npost
daily people are calling with investnment opportunities
for us to look at. Sonme of themdon't get very far

O hers that we're nore interested in we will spend a | ot
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of time evaluating and doi ng due diligence and doi ng
financial nodels around. So it's difficult to give you
a nunber. It really doesn't work that way. W don't
keep a score card in that respect.

Q So there's no estimate at all that you could
gi ve?

A It would really be inpossible, because
woul d have to define the different categories of
opportunities that we | ook at fromones that we are --
that we quickly reject to those that we are nore

interested in.

Q How do you deci de which ones you will pursue
and which ones you will reject?
A. Well, there are a number of factors that go

into determ ning whether an investnent is a good
i nvestment. The principal screen that we use is whether
the investnent neets our funds' particul ar investnent
paraneters, and we | ook at such things as the particul ar
sector that the business is in, its cash flow
characteristics, financeability. There are a nyriad of
factors, quality of managenment, quality of exit
opportunities.

Q Wul d you | ook at also the potential for
appreciation and val ue?

A Yes, of course, that's what investors do.
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1 Q And also the ability ultimtely to sell the
2 interest for a profit?

3 A Yes, that's our business.

4 Q In Exhibit 242-T, page 5, lines 9 through 11

5 and there you state:

6 There are far fewer acquisition

7 opportunities today than there were even

8 a few years ago | eading to great

9 conpetition for the limted nunber of

10 attractive acquisition targets that do

11 exi st.

12 Now isn't it also true that there is mnuch

13 | ess capital available for such acquisitions today than

14 there was a few years ago, for exanple in 20007?

15 A. No, that's not true actually, and I'mreally
16 limting ny cooments to the tel ecommunications and nedi a
17 sector where |'m nost expert and spend nobst of ny tine.

18 But during the what | will call the boomtinmes in

19 tel ecom fromsay 1995 to 2000, there were -- there was a
20 | ot of private equity being funded into the narket for
21 | ots of business nodels that this Comrission is very

22 famliar with, CLEC, |ong haul fiber, metro fiber
23 opportunities. The ability to finance those
24 transactions has really waned at this point, and so --

25 but that doesn't nean that the private equity conmunity
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hasn't been anmassing capital

And as we speak, there's about $120 Billion
of private equity capital waiting to be invested in the
mar ket pl ace, so there's a huge anount of private equity
fundi ng avail able for good deals. So there is a |ot of
conpetition for quality tel econmunications deals for the
sinple reason that a | ot of people have |ost a huge
anount of noney really in historically unprecedented
terms in telecomin the | ast seven or eight years since
the '96 Act.

Q Woul d you agree that overall that the market
for telecomand nedia ventures is less attractive today
than it was three years ago?

A. Again, it depends on what -- how you define
that market. |If you're looking at quality deals that
neet the paraneters of large private equity funds |ike
ourselves, there's a scarcity of deals. And those deals
are defined as deals that are highly | everageabl e, that
have hi gh EBI TDA nargi ns, produce free cash flow, and
are financeable like the Dex Media transaction. That's
why, as | have testified, there was a huge anount of
conpetition for this asset.

Q Wul d you agree that the U S. is currently in
the m dst of a mmjor econonm c downturn?

A Well, I'"'mnot Alan G eenspan, so, you know, |
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hesitate to give you an opinion on that, particularly

gi ven the number of Ph.D. economists that are in the
room but, you know, certainly anecdotally we have seen
-- and | don't knowif | should stick to tel ecom and
medi a. COCbviously we have seen a decrease in investnent
opportunities and the tel ecom bubbl e having burst around
t he niddl e of 2000.

Q Woul d you agree that the duration of the
current bear market in stocks is one of the |ongest in
recent history?

A Anecdotal ly yes, but, you know, you have to
-- econom sts define bear narkets in different ways.

For people |like nyself who may be, you know, casua
readers of the business pages, | nmght agree with you.
An econoni st mght have a different point of view  But
certainly, to answer your question overall, we are in a
di fficult econony now, difficult nacro econonic
conditions, that's pretty apparent | would think.

Q Stayi ng on page 5 of your rebuttal testinony,
and if you could just read or review the paragraph from

line 17 to line 25 at the bottom of the page.

A (Readi ng.)

Q And have you read that?

A Yes, | have.

Q Is the point that you're naking in this
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paragraph that because of the worseni ng narket for debt
capital that existed |ast sunmer when the deal was done
that the price that you finally offered was in essence

t he highest price that could have been supported at that
time given Dex's revenue |evel ?

A Yes.

And also | should add given our return
par anet er s.

Q Now are you famliar with reports in the
financial press recently that we're technically nowin a
bul | market because stock prices have increased by nore
than 20% since their lows of last fall?

A I have heard those reports. | don't believe
them frankly. M personal opinion is that we're
certainly not in a bull market for stocks. | think we
have seen -- we have had, what, four or five weeks of
appreciation in the stock market, but if you | ook at
corporate earnings during that period of tinme, they're
still relatively anemc. So ny own personal opinion
I''mnot an econoni st again, is that we still have a
fairly weak econony today.

Q If over the next several years we see a
significant rebound in investor interest in equities,
one m ght expect that deals |ike the purchase of Dex

woul d conmand a hi gher price than they would today; is
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that correct?

A Well, it's difficult to say, because the
prem se of your question is if the stock market
i ncreases, then the value of the Dex business increases,
and | don't think you can necessarily nake that
connection, because the Yell ow Pages business is a
subsector of the econony obviously, and you woul d have
to really look at the facts and circunstances invol ving
that particular business at that tine. The conpetitive
dynam cs could be quite different fromthe dynam cs of
the economy as a whol e.

Q Do you expect the value of Dex to increase
over the next several years?

A. I'"'m hopeful that it will, yes.

Q Returning to Exhibit 249, that was the
Carlyle web site material, page 2, and under the heading
gl obal strategy, there it states that as of Septenber
2002 the firmhad over $13.9 Billion in capita
committed to 23 private equity funds; do you see that?

A Yes.

Q Now t he Dex purchase is $7 Billion. Wuld
this one deal increase the total size of the Carlyle
G oup by 50%

A No, that's really not the right way to read

t hat .
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Q And that is because?

A That's because $13.9 Billion in comitted
capital refers to the comritnents that we have from our
i nvestors to put noney in the various funds that we
have, the 23 different funds. So the Dex investnent is
just a portion of the equity capital invested out of one
of our funds. Plus even though the Dex business is a
$7.05 Billion transaction, that's not all funded with
equity. A large portion of it is funded with debt, and
so it's conparing apples and oranges the way you stated
t hat .

Q So how nuch equity is the Carlyle G oup
investing in Dex assuming that the Rodney transaction is
ultimately conpl eted?

A Well, we conmitted to a total with our
partner Welsh Carson, the two private equity firns
conmtted to a total of $1.5 Billion in equity. But a
ot of that will be sold down to co-investors, so the
final equity investnent by Carlyle will be roughly $500
MI1Ilion.

Q Who did you say it would be sold off to?

A We have co-investors who -- those are
institutional investors who invest alongside Carlyle as
equity investors.

Q Who wi Il have operational control of Dex



0265

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

after the transaction?

A Well, operational control, that is day-to-day
managenment, will be -- control will be vested in our
seni or managenment team and they will report to the

board of directors. The board of directors is
controlled by the Carlyle Goup and Wl sh Carson, we're

50/ 50 partners.

Q And that will not change after you sell off
that portion to the other investors, you will still be
50/ 50?

A That's right.

Q 50/ 50 --

A As | nmentioned, those are passive

institutional investors. Board control is vested in
Wel sh Carson and the Carlyle G oup as equal partners,
50/ 50.

Q And page 2 of your rebuttal testinony on
Exhi bit 242, you had stated that to raise the necessary
capital, Carlyle partnered with Welsh Carson, WCAS, and
an additional firm Madison Dearborn Partners; what is
the rol e of Madi son Dearborn Partners at this point?

A Wel |, Madi son Dearborn Partners dropped out
during the bidding stage. They decided that they woul d
not proceed before we were awarded the deal

Q And staying on page 2, on line 13 you state
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that Dex represented a quality asset and why do you
consider Dex to be a quality asset?

A Well, it has a lot of attractive
characteristics froman investor standpoint. It is
financeable, and in this market a |lot of telecom and

medi a i nvestnents are not financeabl e because of the

downturn in the -- in that sector. It is -- it has
strong recurring cash flows. It has an excellent
management team It has a terrific sales force. It

a lot of attractive attributes from an investor
st andpoi nt, which nade it a very attractive asset for
financial buyers like the Carlyle G oup.
Q Now on page 3 of your rebuttal testinony,
Exhi bit 242, you have a question starting at page or
line 11, and you say, the question is:
You say that Dex was a quality asset.
Do you nean that you disagree with
M. Brosch's and Dr. Selwn's concl usion
that this was a distress sale of Dex?
Are you saying or inplying that the seller
a quality asset can not itself be in a financially
di stressed condition?
A. No, | disagree with Dr. Selwn and
M. Brosch, because | think they're confusing two

concepts. | think they're confusing the condition of
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the seller and the condition of the asset. | don't

t hi nk anyone woul d di spute the fact that at the tine
that Qnest was -- decided to sell the Dex conpany that
it was having -- Quwest itself was having problens.
That's one of the things that notivated the sale, but
the asset itself is a very high quality asset. And if
you | ook in the marketplace today, a | ot of private
equity investors like the Carlyle G oup seek out quality
assets that are being sold by distressed conpanies. So
if you read the financial pages, |ook at people who are
chasi ng assets out of Vivendi, AOL, Tinme Warner, the
Eur opean telcos that are in trouble, Deutsch Tel com
France Tel com because they have quality assets for
sale. But that doesn't make it a distress sale, it
means that because the asset itself is not distressed,
but the buyer, or the seller rather is distressed.

Q Why does it nmake sense for a conpany that is
in distress to sell off quality assets?

A. Well, typically to raise noney to pay down
debt. A lot of telecom conpanies the past few years
have becone overburdened with debt, they need to del ever
their bal ance sheets, and so they have to sell off
quality assets in order to do that. And I think they do
so reluctantly, though you can ask those questions of

Quest, they will be testifying here as well



0268

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

But the point is that because it was a
quality asset, there was a | ot of conpetition from anong

those private equity conpani es, which collectively

control over $100 Billion of uninvested capital, to win
that deal. It was very conpetitive for that reason
You know, it's -- the analogy is just |like when you're

buyi ng a house, if your neighbor is bankrupt and has to
sell the house, but if it's a good house and a | ot of
buyers are out there, they're going to get a good price
for it even though they're in distress.

Q On page 2 carrying over to page 3 of your
testimony, rebuttal testinmony, you |list a nunber of
private equity firns that you believe submtted bids for
Dex, and you attribute this information to news reports;
is that correct?

A Not entirely. | nean sonme of this was based
on news reports, but some of this was based on just
anecdotal information that we collected in the process.

Q Okay.

A You know, we're in this business, and we know
a lot of people in these firns, and many tines we know
what they're up to, and we knew that these fol ks were
actively |l ooking at this business.

Q So did you have --

A To buy.
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1 Q Ch, I'msorry.
2 A To buy. |'msorry, go ahead.
3 Q So did you have first hand information with

4 respect to any of these purported bidders?
5 A. Not all of them but sonme of them vyes. You

6 know, understand that --

7 Q No, that's all right.

8 A Okay.

9 Q You have answered ny question.

10 A. Al right.

11 Q You indicate also in that sentence that news

12 reports, the sentence on line 20, news reports indicated
13 that, at the time, indicated that numerous bidders had
14 made initial bids. Can you state as a fact that every
15 one of these firms remani ned active in the bidding

16 process up until the final buyer was sel ected?

17 A You know, you would be better off asking

18 Qnest that question quite frankly, because they

19 conducted the sale. | know for a fact that toward the
20 end of the bidding there was at | east one other

21 consortium bi ddi ng agai nst us. That was the Tommy Lee
22 Bl ackst one consortium

23 Q And what's the source of that information?
24 A Well, understand we're -- we were spending a

25 lot of tinme on this transaction. W were in -- we're
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1 out in the marketplace, we're tal king to bankers and

2 | awyers and our colleagues in the private equity

3 business all the tine. W were getting sone limted

4 intelligence from Qnest at the tinme. So we had a good

5 view of the conpetition, at least with that particul ar

6 consortium

7 Because Qwest did a very smart thing when

8 they sold this asset. They basically brought two

9 conpletely negotiated fully financed bids to their

10 board, because Di ck Notebaert, the chairmn and CEO of
11 Qnest, wanted to make sure that his board would have a
12 choice. And so throughout the sumer of '02, we knew we
13 were in a conpetitive process, because they were

14 negotiating a conpletely separate but conpetitive bid.
15 So, for exanple, we would -- our teamin New
16 York woul d be negotiating with Qwest all day, they would
17 di sappear, their negotiating team would di sappear for

18 several hours, call us back at 11:00 p.m and say we're
19 ready to start again. So we knew that they were
20 negotiating with the other team It was quite
21 frustrating, and there were a |l ot of tired people who
22 had to forgo their sunmer vacations.
23 Q Well, how -- | guess this goes also on page 4
24 of your testinony, Exhibit 242, lines 9 to 12, and

25 you're tal king about this sanme natter, and you said:
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Ri ght up until the final mnutes before

we signed the purchase agreenents with

QCl we knew that we were conpeting

agai nst one other bidder, at |east one

ot her bidder, and that Qwmest was

prepared to execute a purchase agreenent

with that conpetitor if our offer were

not superior.

My question is, how did you know that, how
did you know that wasn't sinply a negotiating strategy,
how di d you know t hese things?

A Because Dick Notebaert, the chairman and CEO
of Qmnest, told me. And I have known hima |long tine,
and | know that he was telling me the truth. 1 was the
princi pal negotiator for our consortiumwth
M. Notebaert, and on a nunber of occasions he woul d
tell me that the other consortiumwas ahead of us, and
in some cases that we were behind in sonme respects, and
we knew what we had to do, which was to be conpetitive
if we wanted to win this asset.

Q Turning to Exhibit 247, and this is Staff's
Dat a Request Nunber 10, and the question was whether you
were being offered as a fact witness or an expert
wi t ness, and the response fromyour |egal counsel was

both; is that correct?
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1 A Yes.

2 Q Now up until now we have been primarily

3 di scussing various facts surrounding the transaction, so
4 | assune that you have been responding to those

5 questions in your capacity as a fact witness; is that

6 correct?

7 A I don't frankly remenber every single

8 guestion that you asked ne, but as a general matter

9 yes, | guess that's right.

10 Q What's not particularly clear is the subjects
11 upon which you're offering expert testinony; can you

12 identify those areas?

13 A Sure, let nme be very clear about that. |

14 want to make it very clear that | amnot here as a

15 di sinterested expert witness. | have a financia

16 interest in the outcone of this proceeding. But | have
17 been working with our counsel on the regulatory issues
18 fromthe very beginning of this process when we first

19 decided to pursue this transaction. And | think given
20 nmy background and history in regulation and

21 t el ecomruni cations policy, | mght have sonmething that's
22 useful to the Commission that | mght add on those

23 subjects. So | would say in the areas of

24 t el ecomruni cations regulation and policy | would be

25 of fered as an expert w tness.
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Q Specifically what portions of your testinony
are expert wtness testinony?

A Do you want nme to go through them page by
page? | nean | just described in general terms those
matters that | would be testifying as an expert.

Q So anything involving tel ecompolicy, is that
what you were sayi ng?

A Yeah, as a general matter. |I'mfamliar with
how regul atory conm ssions assess the public interest
havi ng been in policy making positions in ny career, and
I think | have sone -- | certainly have a point of view
on this transaction fromthat perspective.

Q And so | understand that as an expert then
that you are opining that the Qvwest sale of Dex to the

buyer is in the public interest?

A Yes.

Q Is that correct?

A Yes.

Q On page 10 of your rebuttal testinmony at |ine

7, you state that you were, "an active participant in

our ongoi ng eval uation of the value of Dex"; is that
correct?

A Yes.

Q And did that participation include

negoti ati on of the publishing and the non-conpetition
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agreenents?

A No, not really. Those agreenents were
negoti ated principally by our outside counsel, Latham &
WAt ki ns, and al so my partner JimAtwood, who was the
| eader of the skill team and of course his counterpart
at Wel sh Carson.

Q Now don't those agreenents affect the val ue
of the deal ?

A I"'mafraid it's not a -- | don't quite
understand your question, but let ne take a stab at it.
They do in that it was sonething that we wanted and we
negoti ated and we paid for as part of the purchase
price, yes.

Q So the deal would not be worth as much
wi t hout those agreenents; is that correct?

A | think that's probably right, although it
woul d be hard for me to quantify the extent of val ue.

Q Are you generally famliar with the ternms of
t hose agreenents?

A Only very generally.

Q | believe | notified your counsel that |
m ght ask you a few questions about them about the
agreenents.

A Yes.

Q They have been pre-marked, the agreenents, 77
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1 is the publishing agreenent and 79 was the

2 non-conpetition agreenent. They were identified |

3 believe with M. Reynolds, but they -- in fact, they're
4 actual ly portions of Exhibit Nunmber 1, but they have

5 broad applicati on.

6 A. Okay.
7 Q Do you have then? All right.
8 A | have 77, 78, and 79; is that what you're

9 referring to?

10 Q Ri ght now 77 and 79.
11 A Okay, got it.
12 Q Now t he publishing and the non-conpetition

13 agreenents, they're between the buyer, which is Dex
14 Hol di ngs, and QC; is that correct?

15 A. Well, there are a nunber of parties to both
16 of these agreenents beyond those that you just

17 menti oned. You know, if you | ook at the preanble to

18 both, there are multiple parties.

19 Q And those are two of the parties, correct?
20 A Yes.
21 Q And do those agreenents confer certain post

22 sal e obligations upon QC, Qwest Corporation, with
23 respect to its dealings with Dex?
24 A Yes, | believe so.

25 Q For exanple, the non-conpetition agreenent
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prohi bits Qwmest Corporation fromreentering the
di rectory publishing business for 40 years follow ng the

sale of Dex; is that correct?

A As a general matter, yes. | really think
that the agreenent should speak for itself. |'m not
going to characterize what the agreenent says. | nean

the agreenment is right here, you can read it. You can

admit it into evidence | presune.

Q But is that your understanding --

A Yeah, that's --

Q -- your general understanding?

A -- ny general understanding, yeah.

Q And is it also your general understanding

that the publishing agreement requires that Quest
Cor poration designate Dex Holdings as its "officia
publ i sher" for a 50 year period?

A. Yes.

Q Are you famliar with the consequences to QC
that are provided in those agreenents in the event of a

mat eri al breach?

A Yes.

Q O the agreenent by QC?

A Yes.

Q Okay. For exanple, in the event that QC were

to materially breach the non-conpetition agreement or
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t he publishing agreenent by reentering the directory

publ i shi ng busi ness throughout its 14 state operating

area following the sale of Dex, is it correct that these

agreenents woul d obligate QC to pay |iqui dated danages

in the anount of about $2.1 Billion or 30% of the sale
price?

A Yes.

Q And is it correct --

A | don't know if that's $2.1 Billion though.
30% of the sale price would be less than $2.1 Billion.

Q Well, the sale price for both --

A Oh, for both, | thought you were just

referring to West.

Q No, | was referring to --

A. Oh okay.

Q | was referring to all 14 states.

A Okay.

Q Now Washi ngton represents about what
percentage of the total $7.5 Billion purchase price?

A | don't know.

Q Woul d you accept it's roughly 17%to 18%

MR. HARLOW Is that a subject to check,
M. Traut man?
Q Subj ect to check 18%

A I'"'mnot going to corroborate that actually,
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because | don't know.

Q Okay.

MR, HARLOW |I'msorry, so the subject to
check is Washington represents 17 to 187

MR, TRAUTMAN: No, 18.

MR. HARLOW 18%of the total?

MR, TRAUTMAN:  Roughly.
BY MR TRAUTMAN:

Q If that nunmber were correct, then a materia
breach, in a material breach of QC, by QC | should say,
the QC s Washi ngton share of the |iquidated damges,
which is $2.1 Billion, woul d be approximately $378
MIllion. That's sinply a mathematical cal cul ation
subj ect to check

A. Well, those aren't ny nunbers, so | can't

corroborate them

Q Okay.
A I don't know what subject to check neans
really.

CHAl RWOVAN SHOWALTER:  It's one of our |oca
phrases.

JUDGE MOSS: Just to clarify for the witness
who has not testified, a witness can take a nunber here
subj ect to check, and then will have the opportunity

during the ten days following the testinony to inform
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t he Comm ssion that he disagrees with the testinony.

THE W TNESS: Ch, okay.

JUDGE MOSS: (Otherwise it's admitted or taken
to be the fact. So this is a way to cut off having you
have to performa | ot of conplicated cal culations on the
st and.

THE W TNESS: Thank you, Your Honor, |
appreci ate that.

MR. HARLOW Part of the problem and maybe
we can deal with it on the check, but there are
di fferent nmethodol ogies to allocate the purchase price
t oo.

JUDGE MOSS: Sure, and that's one of the
di sadvant ages that counsel who ask witnesses to take
t hi ngs subject to check encounter, they sonetines are
later informed that that could be | ooked at six
di fferent ways.

BY MR. TRAUTMAN:

Q We established, | believe, that the $2.1
Billion was correct. You agreed it was 30% of the --

A | agreed to the 30% nunber, yes.

Q And Washi ngton's percentage is whatever that
nunber --

A What ever it is.

Q -- happens to be?
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A Yeah.
Q Al right. Nowif there were a breach by
(x:__
MR. HARLOW |'m sorry, before we nove on,

M. Canmeron has made a good point, which is M. Kennard
will only be able to check this with reference to
nunbers supplied by other parties, so his testinony
woul d have to be limted to the hearsay. He wouldn't be
able to corroborate it based on his own know edge.

CHAl RMOVAN SHOWALTER:  Counsel, couldn't you
just ask the witness to assune that the sale price --

MR, HARLOW That it's going to be a
hypot heti cal , fine.

CHAIl RWOMAN SHOWALTER: -- and the Washi ngton
share is $378 MIlion, and on that assunption naybe he
coul d answer sonme questi ons.

MR. HARLOW So it's converted to a
hypot heti cal as | understand, thank you.

MR, TRAUTMAN: Yeah, although ny next
guestion does not really pertain directly to that.
didn't anticipate this would be that difficult, |
apol ogi ze.

BY MR TRAUTMAN:
Q If there were a breach by QC, is the receipt

by Dex of the 30%liqui dated damages paynent the only
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1 remedy avail able to Dex Hol di ngs, or does the agreenent
2 permt Dex Holdings to pursue renedi es over and above

3 t hat paynent?

4 A I would have to read the agreenent to answer
5 that question. | will say that the general principle

6 behi nd the agreenent was to include a hefty |iquidated
7 damages provision, so that would be a deterrent for any
8 breach. And that's the whole point of having a 30%

9 i qui dat ed damages cl ause, to be a deterrent but also to
10 be punitive in the event that it ever happens.

11 Q But again you were -- are you sayi ng that

12 you' re not sure whether there are any other renedies

13 that could be -- that Dex Hol dings could avail itself
14 of ?

15 A. I would have to read the agreenent.

16 Typically a |iquidated damges provision is in |lieu of

17 ot her damages, but I'mnot famliar enough with this

18 particul ar agreement to tell you what -- if there are,
19 in fact, other renedies.
20 Q And again, you -- would the |iquidated

21 damages cl ause, for exanple, preclude a claimfor
22 injunctive relief, or do you know?

23 A. I don't know. | would have to, again, |
24 woul d have to | ook at the agreenment. Oftentines

25 i qui dat ed damages provisions do, but | don't know what
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1 this one provides.
2 Q And so when determ ning whether this was a

3 good deal, for exanple, for Dex, you did not consider

4 t hat ?

5 A Well, as | said --

6 Q That remedy?

7 A -- | didn't have responsibility for

8 negotiating this particular agreement, so | can't -- |
9 can't answer that question
10 Q Do you know whet her during the course of the

11 negoti ati on whet her Dex Hol dings at any tine sought a

12 i qui dated damages amount in excess of 30%
13 A I don't know.
14 Q And do you know whet her Qwest at any tine

15 sought a liquidated damages anount that was | ess than

16 309

17 A | don't know.

18 Q Now on page 12 of your rebuttal testinony,
19 Exhibit 242, line 18, no, actually it starts at |ine,

20 hold on a second, it starts at |ine 12.

21 A Yes.

22 Q And you state

23 For financial reporting, accounting, and
24 taxation purposes, Dex Media East, Inc.

25 val ues the non-conpetition and
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publ i shi ng agreenents taken together at

$251 M1 1lion.

CHAI RWOVAN SHOWALTER:  You're not reading a
confidential nunber, are you?

MR, TRAUTMAN:. No, these are no |onger
confidential. | believe counsel put --

MR, HARLOW  Your Honor, yes, we distributed
nonconfidenti al pages today. You should have those in
your book by now.

JUDGE MOSS:  We do.

MR. HARLOW You shoul d have stars on the
page. W put stars in place.

CHAl RMOVAN SHOWALTER: | do, | just didn't
know how to interpret the stars.

MR, HARLOW In order to maintain pagination
and |ine nunbering, where it previously said begin
confidential we put stars in.

BY MR. TRAUTMAN
Q So it stated that those agreenments -- well
let me start over.

For financial reporting, accounting, and

taxati on purposes, Dex Media East, Inc.

val ues the non-conpetition and

publ i shi ng agreenents taken together at

$251 M Ilion out of the total $2.75
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Billion purchase price, or roughly 9% of
the transaction value. Applied to the
Dex Medi a West transaction, this ratio
woul d val ue the non-conpetition and
publ i shing agreenents at roughly $370
MIlion in the Rodney region.

Do you see that?

A Yes.

Q Could you refer now to what's been nmarked a
as Exhibit 243. It was fornerly highly confidential and
now i s not confidential, | believe.

MR. HARLOW That's correct.

Q And when you get that exhibit out, turn to
page 43 of 56.

A Yes, | have it.

Q And do you see that near the top there's a
line that says Dex East purchase price, and this is in
mllions, 2,750,0007?

A Yes.

Q And then below that a line that says
i qui dated danages 30% of purchase price, 825 that would
be million, I'"msorry, 800 -- the first one was
$2, 750, 000, 000, and this one is -- and then the
i qui dated damages, 30% of purchase price, is

$825, 000, 0007
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A Yeah, | see that.

Q Al right. Now going back to page 12 of your
testi mony, you refer to the FAS 141 report in that
par agraph that we read frompreviously. And just to be
clear, that report was prepared solely for financia
reporting, accounting, and taxation purposes; is that
correct?

A Yeah, it was prepared after the cl osing of

the Dex Medi a East transaction.

Q And what intangi ble assets does that report
val ue?
A Well, it values a nunmber of intangible

financials, the trademarks, the non-conpete and the
publ i shi ng agreenent, and custoner rel ationships at the
nati onal and | ocal |evel.

Q Does that report value what is sonetines

called good will?

A No, not specifically.
Q Does it only val ue separabl e i ntangi bl es?
A Correct, yeah. This was to conply with the

new Fi nanci al Accounting Standards rules, Rule 141.

Q Can you explain in general what the purpose
of that financial reporting rule is?

A Yeah, in general it was to neet the

requi renents of the Financial Accounting Standards
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board, which wanted a nore precise allocation of val ue

anong i ntangi bl es and good will. And so conpanies |ike
Dex that have conpleted transactions after the

promul gation of Rule 141 have to precisely value their

i ntangi bles for tax and accounti ng purposes.

Q And this applies to the buyer, not to the
seller, correct?

A Correct.

Q Now | ooking to the source of the $370 MI1lion
figure that you have extrapol at ed.

A Yes.

Q As the value of the Rodney agreenents, you
state that the FAS 141 report, which again is Exhibit
243, calculates a value for the publishing and
non-conpetition agreenents. Nowisn't it correct that
this value was cal cul ated based on the probability of QC
breaki ng either agreenent within three to five years?

A Well, that's the -- they play out a nunber of
breached scenarios under the agreenent and conme up with
an apprai sal process, which frankly is -- I'mnot an
appraiser, and it's a fairly technical formulaic way of
val uing these intangibles. | will tell you froman
i nvestor standpoint we |look at these intangibles quite
differently.

Q But could | just point you then to page 20 of
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56 of Exhibit 243.

A 20 of 56, okay.

Q And again, doesn't the table in the center of
the page along with the acconpanyi ng expl anati ons
i ndicate that the value is based upon vari ous
probabilities of breach?

A That's right.

Q Now is the $370 MIlion value that you
cal cul ated based on the Dexter, that is the Dex Media
East, FAS 141 report, is that value |less than the
negoti ated 30% of the purchase price arns | ength val ue
that was included in the publishing and the
non- conpetition agreement?

A. Cbviously it's a | esser nunber, but as |
stated earlier, there's no necessary correlation between
the 30% | i qui dated damages cl ause whi ch was negoti at ed
for one purpose, and the FAS 141 report which was
prepared for another purpose, so |I'mnot quite sure what
you're getting at.

Q | just asked the question.

Well, let me ask, did you not offer this as
an exhibit in part to establish the value of the
non- conpet e agr eenent ?
A Yes.

Q And in the event of a material breach of the
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Rodney agreenent, QC would be obligated to pay the 30%
val ue, not the $370 MIlion, that's correct?

A That would be -- yes, to punish themfor the
breach, that's right.

Q And is it also correct on page, |ooking at
page 20 of 56 again of Exhibit 243, that Miurray Devine,
who conpil ed the study, considered the probability of a
material breach in some or all of the Dex operating

areas to be a total of 50%

A. I"'mnot sure if that's the correct way to
read that.
Q In other words, there's the scenario of no

conpetition, no breach is 50% All of the other
scenari os i nvolve sone breach going fromthe top three
mar kets down to scenario 5, which is a breach
ever ywhere.
A Yes, | see, yeah, | see where you're going.
Q Now agai n, the 30% penalty over Dexter and

Rodney let's say, and we again that was about $2.1

Billion, correct?

A Yes.

Q That woul d be a pretty stiff penalty for QC
correct?

A Yes.

Q Woul d it be reasonable to assune that if QC
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were to breach the agreenent and expose itself to such a
| arge damages obligation that it would be because QC
concluded that the value to it of breaching that
agreenent exceeded the anount that it would have to pay
to Dex Hol di ngs?

A. Frankly, | think it's a pretty renpote
possibility that they would breach an agreenent and
expose thenselves to that extent of liability, but I
guess theoretically yes. | nean these are -- these are
honor abl e people, so | don't think that they woul d nake
a cold hearted calculation like that. | just don't -- |

can't conceive of that.

Q But didn't --
A. But in theoretical terns, | suppose, yes.
Q But didn't the consultant that did this

report consider that the chance of a breach with all the
possi bl e breach scenari os was 50%®

A Yeah, that's -- yeah, obviously that's what
the report says.

Q Now has Dex Hol di ngs done any anal ysis of the
cost that it would incur in order to conply with the
regul atory requirenments of being designhated as QC s
of ficial publisher?

A No, | don't think that was really necessary,

because we have always -- we always knew going into this
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transaction that we would want to fulfill the regulatory
obligations of the seller. And so -- and, in fact,
fulfilling those obligations is good business froma

Yel | ow Pages provider standpoint, and so we didn't do a
cal cul ati on of what conpliance would be. It's really
part of the business.

Q So that -- so therefore, for instance, as
part of the due diligence, Dex Hol dings or Carlyle,
nei ther one of them anal yzed the ongoi ng cost el enents
of the Dex operations such as the cost of printing and
delivering white page directories, the cost of free
busi ness smal| print listings in the Yell ow Pages,
things of that nature?

A. I don't know definitively. You mght want to
ask George Burnett that question, he m ght be nore
fam liar with whether there was a breakout cal cul ation
on that. | suspect not, because | don't think we ever
seriously considered not continuing those business |ines
and fulfilling those obligations. So that being the
case, | don't know why we woul d have done a separate
cal cul ati on.

Q Now George Burnett, did he participate in
your due diligence?

A No, but he would be aware of whether we did a

separate calculation of that | would think. You would
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have to ask him |'mnot sure

JUDGE MOSS: M. Trautman, maybe this would
be a conveni ent nonent then for me to ask how rmuch nore
you have.

MR, TRAUTMAN:. We nmi ght have another, oh, it
m ght be 45 minutes or so.

JUDGE MOSS: Okay, go ahead.

Oh, M. Roseman, |'msorry, go ahead

MR. ROSEMAN:  Your Honor, | know this is
right in the mddle of his cross, we aren't going to
have anythi ng, and depending on Dr. Blacknmon, what his
conments are about our settlement, so | would like to
ask to be excused until next week until, depending on
what Dr. Blacknmon's testinony is, but certainly any
cross-exam nation of our witness, M. Brosch, on the
settl enent.

JUDGE MOSS: Well, surely | don't hesitate to
et you go if that's your decision, M. Roseman, but
counsel woul d always caution that when they're not here,
they may miss sonething, so you |leave with that caution
and with that you certainly nay be excused.

MR. ROSEMAN. Thank you, Your Honor

(Di scussion on the Bench.)

JUDGE MOSS: All right, we seemto be at a

little bit of a pause in the action, so why don't we
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take a ten minute recess and gi ve everybody a chance to
stretch their legs, get a drink of water and what have
you.

(Recess taken.)

JUDGE MOSS: Qur witness is confortably on
the stand, so you nmay resune, M. Trautnmn.

MR, TRAUTMAN: Thank you, Your Honor.
BY MR TRAUTMAN:

Q I wanted to nove on and | ook at two other
agreenents that | believe your counsel has provided you
copies of. One is the trademark |icense agreenent,
which is Exhibit 78, and one is the brandi ng exhibit,
whi ch was Exhibit C to the publishing agreement. It was
mar ked as Exhibit 328. | believe it originally was
confidential, but | believe that confidentiality has now
been renoved.

JUDGE MOSS: | still have it marked
confidential, so | need to know.

MS. ANDERL: Yes, Your Honor, it is
nonconfi denti al .

JUDGE MOSS:  All right, very good, thank you.
BY MR TRAUTMAN:

Q What specific trademarks are covered by the
trademark |icense agreenent?

A Well, M. Trautman, | would have to refer you
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to the agreenent.

Q Okay.

A Rat her than enunerate these, and | probably
woul d | eave sone out.

Q Al right. Wuld you agree on page 21 of the
agreenent, which is Appendix A it shows two tradenarks.
One is Qwest Dex, and one is Qunest Dex advantage.

A | see that, yes.

Q And on page 4 of the agreenment, is it correct
that the trademark license agreement is for five years?

A Yes. Well, M. Trautman, to be nobre precise,
it's five years or a termnation of the agreenent or the
publ i shi ng agreenment, whi chever occurs earlier

Q And is this the agreenent that is valued in
Exhi bit 243, the FAS 141 report?

A Yes.

Q Al right. And do you know how t he FAS 141
report values the trademark agreenment in terms of
percent ages?

A | woul d have to | ook back at the FAS 141
analysis. |If menory serves, it was about $29 MIIion,
sonmething |ike that.

Q Well, turning to --

A I'"'msorry, 311 and 68, yes.

Q In terns of the royalty rate, turning to page
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46 of 56 in Exhibit 243, now under the columm royalty
rate, isn't it true that here it is valued on a
declining percentage basis, so there's a 5% figure for

year 1 declining to 4% in year 2 and so forth down to 1%

in year 5?
A. That's what it seens to suggest, yes.
Q Does Dex Hol dings intend to make use of the

Qnest Dex nanme during the transition away from Qeest Dex
to merely Dex al one?

A. I don't know definitively what the plan is
with respect to the tradenark.

Q Turning to pages if you | ook at page 22 and
carrying over to page 23 of 56 of this exhibit, and is
it correct here that the study notes, |'m quoting:

The trademark agreenent is for a period
of five years, and over this period, the
conmpany will phase out the Qwest marks
and shift the consuners' focus to the
Dex mark, which it acquired, and narks
associated with the Dex nane and away

fromthose associated with Qnest.

A Yes.
Q And is it true that at the end of this
transition period that Dex Holdings will no |onger have

the right to use the Qwest Dex nane?
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A. Well, | would have to go back and read the
trademark agreenent to know what our rights would be at
the termination of the five year period.

Q Now we have been tal ki ng about the tradenmark
i cense agreenent, and we have discussed that that
agreenent covers only two particular marks, Qwest Dex
and Qnest Dex Advantage. Now are you familiar with the
brandi ng exhi bit to the publishing agreenent, which was
mar ked as Exhibit 328?

A No.

Q Okay. Are you aware whet her the branding
exhibit allows Dex Hol dings as the official publisher of
the Qnest directories to continue to use the Qwvest brand
name and mark on its directories for a period of 50
years, assum ng no breach of the publishing agreenent?

A | don't know.

Q If you look at page 1 of that agreement --

JUDGE MOSS: When you say that agreement, do
you nean - -

Q Oh, I'msorry, Exhibit 328, | apol ogize. And
| ooki ng down on definitions, 1.10 Qmest directory
brandi ng, and that's defined to include, the trademark
or service mark including without limtation Qwvest, with
respect to directory products. Do you see that?

A Yes.
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Q So if you | ook at the branding exhibit and
the trademark |icense agreenment together, I'mtrying to
understand what's pernitted and what is not. It appears

that after the end of the five year transition period in
the trademark |icense agreenent that Dex nmay not use the
Qnest Dex mark but that it still may use the Qmest nark
under the branding exhibit, and it may al so use the Dex
mark, which it will, in fact, own; isn't that correct?
A I don't know, |I'mnot going to opine and

interpret agreenents that | haven't negotiated and
haven't read.

MR, HARLOW  Your Honor, | --

A You will have to draw your own concl usi ons.

MR. HARLOW -- we've gone through this about
three or four tines now, and the answer is always |
don't know, the witness hasn't got the foundation to
answer these questions.

JUDGE MOSS: First of all, I"mgoing to
rem nd everyone again that we need to speak only one at
atinme so that the court reporter can record everything
that is said.

Havi ng said that, M. Trautman, we do have
the difficulty of the witness being referred to
docunents with which he expresses no famliarity. The

docunents do, of course, speak for thenmselves. So if
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you wi sh to ask hima question based on sonething that's

in one of the docunents, | suppose we would have the
docunment or will have the docunent as part of our
evi dence, and you can sinply refer toit. |If the

wi t ness doesn't know, he doesn't know, and that's a
perfectly acceptabl e answer.
BY MR. TRAUTMAN

Q Al right, et me turn back to Exhibit 243,
which is the FAS 141 report appended to your testinony,
and I'm 1l ooking at the subject of custoner

rel ati onshi ps, which is about two thirds of the way down

t hat page.
A VWhat page was that?
Q Ch, I'msorry, page 26 of 56.

And that first paragraph reads:

If an entity establishes rel ationships
with its custonmers through contracts,
those customer relationships would arise
fromcontractual rights. Therefore,
customer contracts and the rel ated
custoner rel ationships are intangible
assets that neet the contractual |ega
criterion of FAS 141. The FAS 141
requires that those intangi ble assets be

recogni zed as assets apart from good
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1 will even if confidentiality or other

2 contractual ternms prohibit the sale or

3 transfer of the contract separately from
4 the acquired entity. |If a customer

5 relati onship does not arise froma

6 contract, FAS 141 requires that the

7 rel ati onship be recognized as an

8 i ntangi bl e asset apart fromgood will if
9 it meets the separability criterion

10 Do you see that?

11 A Yes.

12 Q Now i n your testinony on page 12, this is

13 Exhi bit 242-T, your rebuttal testinony.

14 A MM hm

15 Q Your accountant, Miurray Devine, considered
16 that approximately $1.1 Billion of the value of Dex

17 Medi a East to be based on contractual relationships with
18 customers; is that correct?

19 A. Yes. It's actually enployee rel ationships
20 wi th national and |ocal advertisers | think is the

21 preci se category there.

22 Q Well, that's the statement in your testinony
23 is that the FAS 141 report values the Dex Medi a East

24 enpl oyee rel ationships with national and | oca

25 advertisers at $1.1 Billion; is that correct?
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A Yes.

Q In other words, the term enpl oyee
rel ati onships is your characterization; is that correct?

A Yes.

Q Now isn't it true that FAS 141 treats
contractual relationships differently than val ue of the
wor k force?

A I don't know. Al | know is the excerpt that
you read fromthe Miurray Devi ne valuation report, which
seens to characterize the FAS 141 rule, but that's not
the rule itself. So | don't know -- I'mreluctant to
adopt this characterization as accurate, because
didn't wite it.

Q If you could turn to Exhibit 245, and these
are excerpts fromthe Financial Accounting Series
St atenent of Financial Accounting Standards 141. And
turn to what's marked as page 16 in the |ower right-hand

corner or nunbered page 78 on the page nunber itself.

A. Did you say page 167

Q 16 on the | ower right-hand corner

A Ch, | see.

Q Al right. And the actual page nunber is 78,

and there's a paragraph, two paragraphs bel ow assenbl ed
work force. Do you see that?

A M1 hm
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Q And at the very bottom of the page, the |ast
sentence, it says:
Consequently, it, the Financia
Accounting Standards board, decided to
meke an exception to the recognition
criteria and require that the fair val ue
of an assenbl ed work force acquired be
included in the anount initially
recorded as good will regardl ess of
whether it nmeets the recognition
criteria in Paragraph 39.
Do you see that?
A Yeah, | see the last sentence. | just want
to glance at what cones before it.
Q Al right.
A Okay.
Q Now t aki ng that in connection with your
testinony, again, when you tal k about the val ue of
enpl oyee rel ationships, are you attributing the val ue of
the contractual custonmer rel ationships to Dex enpl oyees
rather than to the contracts thensel ves?
A Well, again, |'"mreading this excerpt from
FAS 141 for the first time, but it seens to draw a
di stinction between the assenbled work force and how you

val ue that on the one hand with the contractua
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rel ati onshi ps between a conpany and its customers on the
ot her hand. As a non-appraiser, non-accountant, that's
t he best | can do.

Q Do Dex empl oyees handl e national accounts, or
are those handl ed by certified marketing
representatives?

A For the nost part, they're handl ed by
certified marketing representatives, although we are in
the process of bringing on people who will be full tinme
enpl oyees of Dex and have responsibility for nationa
accounts.

Q The enpl oyees that you inherited or that the
conmpany inherited when it bought Dex did not handl e
nati onal accounts; is that correct?

A. For the nost part they did not. There m ght
have been sonme of themwith that responsibility, but I'm
not sure.

Q So if the Dex enpl oyees do not handle
nati onal accounts, then | would assune that you would
agree that the value of those national accounts can not
be ascribed to Dex enployees; is that correct?

A I'"'m not sure exactly what Murray Devine is --
what enpl oyees they're referring toin this, so | don't
know.

Q I would Iike you to turn to page 19 of 56 in
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1 Exhi bit 243.

2 A 19 of 56.

3 Q And |I'm | ooking in particular at sone

4 statements and Murray Devine's perspectives about QC s
5 potential reentry into the directory publishing

6 business. I'mstarting with the sentence bel ow

7 val uation of the agreenents.

8 A Yes.

9 Q And it states:

10 The conpany, that being Dex Medi a East,

11 bel i eves that the non-conpete and

12 publ i shing agreenents are assets due to

13 QC s extensive experience and know edge

14 in the industry. QC has been the

15 dom nant publisher of directories in the
16 region for many years.

17 And ski pping down to the next paragraph, it

18 st at es:

19 If QC was to launch a conpeting product,
20 it would require the conpany to cut

21 prices or increase pronotional expenses
22 to protect its market share. QC al so
23 possesses an insider's know edge of the
24 busi ness's strengths, weaknesses, and

25 | ong-term strategy agai nst which an
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to page 21,

effective conpetitive strategy could be
devel oped. The nore successful a

conpeting business is, the greater the
negative financial inplications to the
conpany, and the nore the inherent val ue

of the non-conpete.

And now with that in mnd, if you would turn

and you | ook down at the second paragraph

fromthe bottom three sentences in, it says:

After 40 years, consuners woul d
recogni ze the conpany, that being Dex
Medi a East, as the provider of Yellow
Pages, and QC woul d essentially be
starting fromscratch to devel op a
conpeting product. In addition, QC
woul d have al so | ost any consuner
recognition it has as a Yel |l ow Page
publi sher. G ven the |evel of

i nvestment that would be required by QC
to conpete at that point in time would
nost |ikely nmake it econonmically

unvi abl e.

Ri ght, do you see those passages?

Yes, | read it

Now do you agree with Murray Devine's
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observation about QC having to start from scratch at the
end of a 40 year ternf

A Well, let ne address your question as an
i nvestor and not an appraiser or an accountant. \When we
| ooked at this business, one of the principal values
that we thought that we were buying was the
rel ati onshi ps that the enpl oyees have with the
advertiser base. Because one of the uniquely val uable
t hi ngs about the Dex business is that they have 1, 000
guota carrying sal es people on the street who have
established long-termrelations with the base of
advertisers, and that differentiates this business from
some of the potential new entrants |ike Google or the
on-1line fol ks, Yahoo, even Verizon Super Pages, because
it has a retail conponent which is val uable.

So to that extent, when | |ook at this Mirray

Devi ne report and | see a high value attributed to the
customer relationships, that certainly is consistent
with nmy view of value as an investor. Although
obviously as an investor, we don't go through the
formul ai c exerci se of breach scenarios and whatnot in
val uing these intangibles. But the value of this
busi ness, a principal conponent of the value, | would
say the principal conponent of the value in this

busi ness inheres in the rel ationships that those
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enpl oyees have at the retail level with the custoners.
Because this business is unique in that it
doesn't -- collectively there are some 400, 000
i ndi vi dual customers who are advertisers of Dex, so it's
not the kind of business where you have a top 10 group
of custoners that account for a mpjority of your
revenues |ike a lot of businesses. It is the average
revenue per user of Yell ow Pages advertising is about
$3, 000, and so that means that those enpl oyees are
uni quely valuable to this business and not easily
replicateable, and | think that that's what Mirray
Devine is getting at when they tal k about the entry
barriers that Qwest would face if they had to start this
busi ness anew in 40 years.

Q Al right. If that's the case, then why is
the non-conpetition agreement so inmportant if the val ue
is conferred by the Dex enpl oyees?

A Well, it's of a |l esser value quite frankly,
because if you have acquired the enployees in effect and
you have acquired their custoner relationships, it gives
you a trenmendous advantage agai nst any new entrant into
the marketplace, and | think that's the relative val ues
that are reflected in this Mirray Devine report.

Q So if the, inline with that, the | esser

val ue of the non-conpetition agreenent and the val ue
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ascribed to the Dex enpl oyees, would that analysis hold
if QC were to reenter the business after 15 years

i nstead of 40 years under the current non-conpetition
agreenent ?

A. I think that if the incunbent provider were
to |l eave this business for 15 years or 40 years, it
woul d face very, very difficult obstacles getting back
in. It would face the equival ent of an independent
directory comng into the marketplace, and as you're
probably fam liar, independent directories typically
don't garner the majority of the market share, because
they just don't have the customer relationships to do
so.

Q Now | et's consider instead of 40 years the
ot her end of the spectrum Suppose that QC decided to
reenter the directory publishing business not after 40
years, but after 40 hours. Let's assune the deal closes
at 5:00 p.m on June 30th, and at 9:00 a.m on July 2nd,
QC announces the new Quwest Spirit of Service directory.
In that case, would QC be starting from scratch?

A You're asking ne to specul ate on sonething
that woul dn't happen. But again, absent those enpl oyees
and those customer relationships, it would be very
difficult to launch a conpeting business.

Q Well, again, first of all, you said this is
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specul ati ng on sonething that woul dn't happen, but isn't
it true that the, again, that the Miurray Devine study

i ndicated a 50% probability of breach of sonme sort?

A Well, that's one way of reading that report.
I mean | think basically -- | nmean first of all it's
highly theoretical, it's based on apprai sal nethodol ogy

that | don't fully understand. But basically as | read
that report, it's saying that if there were no agreenent
in place, what is the probability that Qwmest would come
in and market a conpeting directory. First of all, it's
a conpletely inprobable scenario, because having

negoti ated this agreenent with Qwest, they're not going
to come in in the next 40 hours or the next 15 years.

Q What's to prevent QC from breaching the
various agreenments and rapidly reentering the directory
publ i shing busi ness?

A 30% | i qui dat ed damages provision, which is
t he deterrent.

Q O her than that, if they did not feel that
was a significant deterrent?

A That's a pretty significant deterrent. $2.1
Billion liquidated danages | would say is a pretty
strong deterrent, particularly for a conpany that's
trying to raise cash

Q Well, you have indicated in part of your
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response here that the lack of cash woul d be one of the
barriers, correct, to Qwest breaching the agreenent?

A Well, what |'m saying, just to be clear, is
that that |iquidated damages provision is a hefty one in
my experience, and it was designed to deter a breach of
that agreenent. But it's all hypothetical, because we
know that Qwest is exiting the Yell ow Pages busi ness and

has no interest in getting back in the business.

Q Let me refer you again to page 20 of 56 of
Exhi bit 243.

A Yes.

Q And first of all, there is a scenario 5,

RBOC, 25% and the paragraph two paragraphs down reads:
Scenario 5 assunmes that conpetition were
to occur in all markets led by QC
partnering with an RBOC. This scenario
was neasured based upon the full danmages
of $825 MIlion. The scenario was
assi gned the highest probability behind
the no conpetition, no breach scenario
since it was viewed as the nost likely
to occur if the two agreenents were not
in place.
Now that's a conplete breach throughout the

service territory, and it would be acconplished by
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1 partnering with an RBOC. And the statement continues to

2 say:

3 G ven the lack of capital available to

4 QC due to its poor financial condition

5 it would be nost likely they would

6 partner with an RBOC to conpete agai nst

7 t he conpany.

8 So didn't Murray Devine see that as a 25%

9 chance?

10 A. They obvi ously do based on their report, but
11 it would be really interesting to cross exam ne the

12 author of this report as to how they cane up with a 25%
13 probability, because I, you know, | submit to you as

14 soneone who spends a lot of tinme |ooking at business

15 pl ans of tel ecom conpanies that it's pretty difficult to
16 put a probability on soneone's willingness or ability to
17 conpete like that. This is highly theoretical. You

18 know, clearly it satisfies FAS 141 and the IRS

19 requirenents, but in ternms of trying to translate that
20 i nto business nodels and strategies in the real world,

21 think it's quite theoretical

22 Q Now this is an attachnent to your testinony;
23 is that correct?
24 A. Yes.

25 Q Al right.
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A And it was attached to denonstrate the
rel ative values of customer rel ationships versus the
non- conpeti ng publishing agreenents.

Q Now | assume that Dex Hol di ngs revi ewed
Staff's testinmony when it was fil ed?

A. Coul d you repeat that question?

Q In general, did you review Staff's testinony

after it was filed in this case?

A Staff, what staff?

Q Conmi ssion Staff.

A The staff of the Comm ssion, yes.
Q And so are you aware of the Staff's

recommendati on that the WAshi ngton Commi ssi on not
approve the sal e?

A Yes, |'m aware of that.

Q And did you discuss the various options that
you woul d have shoul d the Washi ngt on Conmm ssi on not
approve the sale?

A No.

Q Is Dex Holdings willing to purchase the
Rodney portion without Washington if a sales price can
be negoti at ed?

A Well, | find that it's difficult for me to
unilaterally answer that question without conferring

with our partner. Qur 50/50 partner in this deal is
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Wel sh Carson, and it wouldn't be appropriate for nme to
speculate. | will say that that's not a scenario that
we have discussed. Let ne anmend that, we haven't
di scussed that in any |level of detail | should say.
There were sonme prelimnary discussions.

Q Now | believe you indicated earlier that part

of your expertise was in telecompolicy; is that

correct?
A Yes.
Q Al right. Now as a telecom policy expert,

what is the benefit to the public interest of having
Quest excluded fromthe directory publishing business
for 40 years?

A. Well, | never stated in ny testinony that
there was a value in Qwest being excluded fromthe
publ i shing busi ness for 40 years. | think you're
readi ng sonething into what | have -- what ny testinony
has said. What | have said is that given the totality
of the circunmstances in this case, in particular the
reasons why Qwest was notivated to sell this asset, and
in particular given the recent devel opnent of the
partial settlement in this case, that, you know, clearly
it'"s in the public interest of consuners and rate payers
for this sale to go through. | find it frankly

remar kabl e that anyone woul d seriously countenance the
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bankruptcy of an RBOC as -- which is the alternative to
this sale not going through

Q Agai n, now the question was what is the
benefit to the public interest of having Qwmest excluded
fromthe directory publishing business for 40 years, are
you saying there is none?

A I'm saying that | have never testified that
there was a benefit to that per se. |'msaying that |
have testified and | amtestifying now that there is a
benefit --

MR, TRAUTMAN: Objection, that is not ny
question, Your Honor

JUDGE MOSS: You don't object to your own
question, M. Trautman. The witness is trying his best
to answer your question.

MR, TRAUTMAN: The answer i s nonresponsive.

JUDGE MOSS: Well, that may be, but wait,
pl ease, until he has finished, and then you can ask a
foll owup question and get the response that you're
| ooki ng for perhaps, but that's the appropriate way to
proceed.

Were you finished, M. Kennard?

A. Just to clarify nmy answer, | was renarking
that there was an inaccurate prem se in your question

that | want to nmke clear | have never testified that
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there was a benefit in excluding Qvest fromthe
directories business for 40 years.
BY MR. TRAUTMAN
Q | did not state that as a prenmise to ny
questi on.
JUDGE MOSS: All right, well, why don't you
state what your question is, and we'll npve on.
MR. TRAUTMAN: | stated it three tines, Your
Honor .
JUDGE MOSS: M. Trautman, if you want to ask
a question, this is your opportunity.
BY MR TRAUTMAN
Q All right, you have stated that the deal was
in the public interest.
A Yes.
Q So is it in the public interest despite the
40 year exclusion of Qwest fromthe directory publishing
busi ness?
A. Yes, absolutely, based on the totality of the
circunstances, it is in the public interest.
Q Is the 40 year exclusion of Qwmest a negative
conmponent of that public interest cal cul ation?
A. What do you nean by a negative conponent?
Q Does it reduce the public benefit?

MR, HARLOW | still think the question is
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vague, Your Honor.

JUDGE MOSS: Well, let's let the witness
deci de whet her he understands. |f he doesn't, he can
say so.

A. If your question, M. Trautman, is whether

that is one of the principal public interest benefits of
the transaction, | would say no. But | would say that
it is a necessary conponent of the overall transaction
which in its totality is in the public interest.

BY MR, TRAUTMAN

Q Are there specific business concerns of the
buyers that justify the 40 year non-conpetition
agreenment ?

A. Yes, the -- and again, it's hard to quantify
what -- how you val ue that non-conpete obligation, but
it was certainly a conponent of the transaction that was
negoti ated and bargained for. And from our perspective
as a buyer, it's an attractive conponent.

Q Woul d t hese busi ness concerns be largely
satisfied by a shorter non-conpetition provision such as
five to ten years?

A No, not at this point. Because the way this
transacti on has been structured, as |I'msure the
Conmi ssion is aware, this is the second phase of a two

phase transaction, and we have gone to the high yield
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bond markets and gone to our co-investors and basically
lined up these two transactions in effect in cookie
cutter fashion. And, you know, | will tell you that we
had some nervous days when we went to the bond market
for the first deal, because the bond markets have been
rather volatile in the past year. At this point, if
those agreenents were to be changed in really any
substantial way but certainly one that would reduce the
term | think it would jeopardize the financeability of
the transacti on.

Q My question was with reference to at the tine
that the deal was made, would the business concerns be
-- would they have been satisfied by a shorter
non- conpetition provision?

MR, HARLOW (Objection, there's no rel evance
to that question. W can't in Washington unwi nd phase
one of the deal in other states.

JUDGE MOSS: Rel evance, M. Trautman.

MR, TRAUTMAN: No, as to phase two, as to
Rodney.

MR. HARLOW Asked and answered, Your Honor

MR. TRAUTMAN: He said at this point in tine.

MR, HARLOW This point intinme is after the
cl osi ng of phase one and before the closing of phase

t wo.



0316

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

MR, TRAUTMAN: We're trying to understand and
-- we're trying to understand the val ue of the
non-conpetition agreenent, and it's relevant to Dex
Hol di ngs.

JUDGE MOSS: Okay, well, go ahead, try your
questi on.
BY MR TRAUTMAN

Q Al right, at the time that you entered into

the transaction, setting aside the jittery bond market,
woul d your business concerns have been satisfied by a

shorter non-conpetition provision such as five to ten

years?
A I don't think so, no.
Q Does it reduce conpetition to have an

ot herwi se capable firmprohibited fromentering a
particul ar market such as directory publishing?

A Well, | suppose that froma consuner welfare
standpoint, there is some public interest benefit in
havi ng robust conpetition in the marketplace. But
gi ven, again, going back to ny testinony here, you know,
| believe that you had a conpany that wanted to exit the
busi ness and really had no intention of getting back in
t he busi ness, which is why they agreed to that
non- conpet e provi sion, which was of sone benefit to us.

And so | think that as a practical matter in
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the context of this transaction, the question really
doesn't have a | ot of neaning. Because clearly we got
sonme value fromthat non-conpete as buyers. It's hard
for me to prescribe a precise value to it. Nowits
val ue is, you know, enhanced by the fact that we got an
agreenent for the first phase of the transaction, to
change it now could very well derail the transaction, so
its value is enhanced, if you wll.

Q You nentioned that, in your testinony, that
Dex was a quality asset. Wuld Dex still be a quality
asset without the non-conpete clause?

A Well, quality obviously is a subjective term
I think I'"ve got to stick with what | have told you
before a few tinmes, which is that that non-conpete has
value to the buyers here. | can't ascribe to you a
preci se value, but it certainly has val ue and enhances
the quality, to use your adjective, of the asset.

Q Well, | believe the adjective was one you

used in your testinmony. You described it as a quality

asset .
MR, HARLOW  Obj ection, argunentative.
If you hadn't finished, |I'msorry.
Q Using your term again, Dex being a quality
asset, would it still be a quality asset with a shorter

term of a non-conpete cl ause?
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A. It would be a less quality asset | guess is
what |'mtrying to nmake clear, from our perspective.

Q Turni ng back to page 6 of your rebutta
testinmony, Exhibit 242, and at |line 4 you state:

I ndeed, we were only to sustain our bid
price of $7.050 Billion after Quest
agreed to grant us the option to obtain
$300 MIlion in financing for the
transaction from Quaest. This seller
commtnent was a critical piece of the
overal | purchase agreenent.

Do you see that?

A Yes.

Q Your testinony suggests that Qaest did not
initially offer to provide the buyers with the option to
use financing. |Is this an accurate interpretation?

A Yes. Again because of the volatility in the
hi gh yield bond market, we were very concerned about our
ability to raise the high yield bonds at that purchase
price. So we went back to Qwest, and we told themthat
in the event that we go to market with these bonds and
we're not able to finance them then at our bank's
request, they are able to require Qnmest to provide $300
MIlion in backstop financing, if you will, in order for

us to sustain that purchase price
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Q Have the buyers made any decision yet on
whet her to exercise the option for seller financing?

A Well, we won't know until we go to narket
with the bonds to assess whether we will be able to sell
these bonds in the market. If we can't, then we wl|l
have to cone back to Qwmest or our banks will cone back
to Qunest.

Q Did you use seller financing with respect to

t he Dexter bonds?

A No.
MR. TRAUTMAN: | believe that's all the
questions | have. | would nove to admt Exhibits 245

t hrough 250 into the record.

JUDGE MOSS: All right, hearing no objection,
those will be admitted.

MR. HARLOW  Your Honor, give ne a nonent
pl ease to confer with co-counsel on those.

JUDGE MOSS: Ch, I'msorry, | didn't know
that you were conferring with co-counsel.

MR, HARLOW  Your Honor, we have no objection
with the caveat that we may wish to in the vein of
conpl eteness as we often do introduce additional
portions of the FAS 141 statenent or possibly even the
entire statenent.

JUDGE MOSS:  All right. If you do, of
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course, we will need the requisite nunber of copies.

MR. HARLOW O course.

JUDGE MOSS: So nmke provision for that.

Al right, | think it's appropriate to ask if
there are questions fromthe Bench before we go to
redirect so that you can have the full ness of the
guestions before you, so are there questions fromthe
Bench?

CHAl RMOVAN SHOWALTER:  Yeah, | have a couple

of follow up questions.

EXAMI NATI ON
BY CHAI RAOVAN SHOWALTER:

Q You gave the anal ogy of a distressed seller
with a nice house, and the seller is distressed, but the
house is nice, and so you posited that you could still
get a pretty good price for the house. But the further
el ement that occurred to ne is, well, is it a hot
mar ket, a hot housing market, or is it a slower one.

And | think of Seattle for exanple with a hot narket two
years ago, it's sort of a slow one now.

A MM hm

Q And in those circunstances, |I'mnot sure that
in a slow market the nice house brings as nuch as in a

hot market. So getting to our issue here, | heard your
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testinony about $120 Billion of investnent chasing
quality projects. At the sane tinme, | heard your
testi mony about sone difficulty with financing, bond
jitters, needing to have seller financing.

A MM hm

Q And t he general poor economy. So | am
wondering, you know, is it a hot market, or is it a
depressed market for this kind of purchase?

A It is a very hot market for these assets. As
ny testinony reflects, there was a |l ot of conpetition in
the private equity comunity for this particular Yell ow
Pages company, and there was al so conpetition for Yell ow
Pages assets that were sold at about the same tine.
Sprint sold its directory business shortly after we
reached an agreenent with Qmest for the Dex business.
Bel | Canada sold their directories business. There is a
process underway in Europe nowto Telecomltalia is
selling their directories business. And in all of these
cases, there is intense conpetition for these assets, so
the assets thenselves are very attractive.

The financing market itself has been
volatile, as | have testified. But, you know, the
financing market in part is a result of timng. Wen we
went to market with the Dex bonds, we were at a |ul

period in the bond narket. It has recovered a little
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bit since then, but you never know what's around the
corner. Wth each announcenment about SARS or the war in
Irag or whatever, the bond narket gets spooked, so you
just don't know what's going to happen

I amvery confident that for these types of
assets there is huge demand for themin the private
equity conmunity. And they are financeabl e, although
financeability is subject to this volatility in the bond
mar ket .

Q But doesn't that volatility or spookiness
operate as sone degree of constraint on the sales price
because the buyers can't get maybe as easy financing as
perhaps a couple of years ago?

A. Yeah, and to be clear, the financeability of
this depends in part on the capital structure of the
asset. And so, you know, all of these private equity
firms have a certain return criteria. Their investors
expert a certain return on their noney. And so there is
a relationship between your returns and the anount of
| everage you put on the deal, the amobunt of bank and
bond debt that you put on the transaction. And so it's
t hose considerations that led us to seek seller
financing from Qvest, because we were not willing to put
nore equity into the deal, because it would have

depressed our return. So we went to Qmest and said, we
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woul d like you to help us out to naintain the |evel of
| everage that we need in order to get the returns that
we expect.

Q All right. Then also maybe for ease you
could turn to page 20 of 56 on Exhibit 243.

A. Okay.

Q I have a few foll owup questions, and they
may not all relate to this page. First, just in termns
of the non-conpete clause or breach of that clause, is
it fair to say just on a qualitative basis that the
earlier years are nore inportant than the |ater years?
That is, the first five years is nore significant in
terms of non-conpete or breach than the last 5 years of
the 40 years agreenent?

A. I think that's probably the case, although
fromthe buyer's perspective, we would not want to have
conpetition at any point in the continuum of tine,
whether it's 5, 10, 15, 40.

Q But woul dn't you be nmore worried about it in
the first 5 years than in year 377

A | think it depends on who the conpetitor was.
Certainly if it was Qmest conpeting against us in year
two or three, that would be a problem |If there was
conpetition from you know, a snall independent who

conmes in in year two or three, it's not as nuch of an
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issue. But in this context, yes, | think the earlier
years are nore inportant.

Q And then you were asked the question, what if
Qnest turned around in 48 hours or 40 hours and tried to
get into the business. You pointed to the penalty
cl ause or liquidated danage clause. Isn't it also the
case that it would be next to inpossible for Qvest to
get started up certainly that soon but any tine soon
because it doesn't have the enployees to do it, it would
have to go out and not just pay the noney for the
enpl oyees, but train the enpl oyees, maybe buy them back
from--

A Yes, it's a fantasy, it wouldn't happen.
Because the way this business is structured, the
i ncunbent directories have a trenendous advant age,
because they have that enployee base. And so | just
can't conceive of Qwmest, given its current
ci rcunstances, wanting to nmake that kind of investnment
to conpete against a conpany that it's recently sold.

Q Then on page 20 of 56, these probabilities
are "assigned". Wen | read this, | would not have
taken the word assignnment to be the same or synonynous
with prediction.

A Mm hm

Q And | suppose it depends on the expertise of
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this Murray Devine.

A Yeah.

Q Sounds |ike a person to ne, Mirray Devine,
but it's probably a conpany. But | did not read an
actual prediction here that absent an agreenent there is
50% probability that Qwest would get back into the
business. | read it as a scenario or in the way

forecasts are sonetines done with probabilities

assi gned.
A Mm hm
Q Wth no real predictive value to them and
-- since this is a docunment you used, |I'm just wondering

how you | ooked at it, if you got that fine of a toothed
conmb on it.

A. Well, | tell you when | read it, the first
time | thought, gee, this is interesting, but it's very,
very theoretical. And, you know, perhaps it would have
been interesting to have the author of this report
testify about it rather than ne, because | don't really
understand fully the process that they went through
But it seens to nme that assigning these probabilities is
so theoretical that it, you know, it nmakes it hard to
get a handle on it.

The main reason why | wanted to submit this

with nmy testinony is because it denobnstrates in very
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broad ternms, putting aside the nuances of assignnent or
predictability, that the true value in the conpany or
majority of the value of the conmpany on the intangible
side comes fromthe enpl oyees and what they do for the
business. And that itself is entirely consistent with
the way we | ook at this as investors.

CHAI RWOVAN SHOWALTER:  Thank you.

THE W TNESS: Thank you.

EXAMI NATI ON

BY COWM SSI ONER HEMSTAD:

Q Good afternoon, M. Kennard.
A Good afternoon, Comr ssioner
Q First 1'm |l ooking at page 9 of your direct

testinmony, Exhibit 241, and at |ine 15, the sentence
reads:

In the past three years, we have al

seen how the val ue of non-core assets

can be nmaxim zed and the services

provi ded nore efficiently and in a nore

conpetitively neutral way when those

assets are divested fromlarge |LECs.

Is it your view that the Yell ow Pages first
is not part of the core activities of an RBOC?

A That is ny view. | would define the core
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busi ness of an RBOC as providing tel econmuni cati ons
services. An advertising business or rather a Yell ow
Pages business is really an advertising business, and it
doesn't depend on the core tel ecomruni cati ons network
that in nmy viewis the core business of the RBOC

Q Well, pursuing that, would it be your view
that the RBOCs never shoul d have been in the business in
the first place?

A That's an interesting question. | think the
answer is yes, because, you know, clearly if you | ook at
the histories of Yell ow Pages busi ness, and we all know
how they got into it and what happened at divestiture
and whatnot, | won't repeat that history here. But when
I was at the FCC, we did struggle with some of the
anticonpetitive features of these businesses when they
were enbedded in the RBOC. And, in fact, Congress
passed Section 222 of the Tel ecomruni cati ons Act to dea
directly with that problem And so yes, | think that
these busi nesses for a variety of reasons woul d have
done better if they had never been a part of the Bel
Conpany.

And one of the things that we as buyers are
excited about with this asset is that by taking it out
of the ILEC and operating it as a stand al one busi ness

whose sole goal is to maximze our ability to nmake that
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a successful business, we can do a lot with it which
don't think Qwest was able to do or could have done
given its financial constraints. So, for exanple, we're
i nvesting in Spanish | anguage directories. W have a
very aggressive programto augnent the on-line
directories business. And, of course, as an independent
conpany, we're not burdened with any of the conpetitive
i ssues involving CLECs and others that the business was
burdened with or at |east affected by when it was part
of Qnest.

So ny testinony here which you have focused
on |l ooks at a lot of different businesses that have been
spun out of RBOCs' non-core, and buyers have been able
to create a lot of value by running them as stand al one
busi nesses.

Q Well, would rate payers have done better?

A If we could rewite history and we were able
to have earlier enbraced a fully conpetitive
t el ecommuni cati ons narketpl ace, then the question is
sort of irrelevant. | mean because really what you have
right now is you have an artificial subsidy that's
artificially subsidizing the rate base because of this
asset. And | think it's a real subsidy. | nean this
i mputation of $100 MIlion plus does affect the ability

of conpetitors to offer conpetitive rates to Qwvest. And
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so that's why as, putting on ny policy maker hat,

think there's a huge benefit of taking this asset out of
the RBOC and ending this inmputation, giving fair val ue
to the rate payer, which | think the public counse

settl enment does, and ending that artificial subsidy in
the rate base.

Q Does that nmean that you fundamentally
di sagree with the decision that Judge G een made at the
time of the breakup of AT&T; would you assign this to
the local network as a support for basic service?

A No, its revision is history. | think Judge
Green was a great man. In fact, | don't believe that
Judge Green has gotten his due in history quite frankly.
He and Bill Baxter, who I think were the two guys nost
responsi bl e for breaking up the Bell system and
i ntroduci ng conpetition in | ong distance, which in ny
view created the foundation of the Internet as we know
it, because it spurred investment in |ong haul. And
gi ven the monunental task he was dealing with in 1984,
think he did a wonderful job. |If we could go back in
hi story now and whisper in his ear and say, gee, there's
going to be a lot of problens for the next 20 years if
you put these Yell ow Pages businesses in the ILECs and
the rate base with this inmputation, you know, clearly he

coul d have cone to a better decision. But | can't
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1 second guess Harold Green on this decision
2 Q Well, going on in that sane paragraph at line

3 19, the sentence reads:

4 I also believe that Qunest's | oca

5 exchange custoners are benefiting

6 financially from Quest's decision to

7 retain the directory business until now.
8 The inference | take fromthat is going

9 forward you don't think so?

10 A. Yeah, | nean | think that's right. The |loca
11 exchange custoners have benefited because they have had
12 that inputation. |It's really -- you really have to | ook
13 at what policy goals you're trying to influence here.

14 These Yel |l ow Pages busi nesses have probably done better
15 t han anybody woul d have imgined in 1984 in terns of

16 their ability to generate cash for the RBOCs and the

17 rate payers. So fromthat perspective alone, the rate
18 payers have benefited.

19 But | think there's a broader policy question
20 here, and that is how do we nove this market toward a

21 nore fully conpetitive marketplace w thout these

22 artificial subsidies that are built into the market,

23 which are a | egacy of divestiture and the way this

24 mar ket pl ace evol ved. W have an opportunity here to

25 enhance this business, Yell ow Pages business, provide
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fair value to consunmers and rate payers, and renove this
artificial subsidy fromthe nmarketplace. So for those
princi pal reasons, | can opine confidently that | think
this agreement serves the public interest.

Q Well, is that consistent or not then with
your phrase, continuing the artificial subsidy in the
settl enent proposal for another 15 years?

A Well, you know, it may be better if you can
take the present value of all of those inputation
paynments and get them out of the rate base day one. But
frankly, fromwhat | understand about the settlenent
dynam cs here, | don't think that's going to be
possible. And so, you know, the conprom se, which is
the settlement, the partial settlement that you have
before you, is a reasonabl e phaseout of this subsidy
over tine.

Q In page 5 of your rebuttal testinmony, 242, at
line 18 1/2, as part of that paragraph, the second
sent ence:

We are financing a substantial portion

of the Dex acquisition with high yield

bonds.

You use the termhigh yield bond, | realize
or | assune these are being privately financed. Do |

take it that's an equivalent of what would be in a
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publicly floated bond, a junk bond?

A Sone people have referred to high yield bonds
as junk bonds, yes, and depending on the character of
the instrument. But, you know, the principal notion
here is that it's an instrunment that's subordi nated to
the secured senior debt, and so it has a higher risk
conponent, and as a result, it has higher interest.

Q And what is the secured senior debt?

A I[t's bank debt. I'msorry, | don't
under stand your question, what is it?

Q Well, I"'mtrying to understand the difference
bet ween bonds and the secured senior debt.

A The secured senior debt has a higher position
in the capital structure so that if there is a default,
the senior debt is paid first. So the high yield bonds
have greater risk.

Q Al right, and that's owed to a group of
banks as agai nst individual bond hol ders?

A. Typically they are sold to individual bond
hol ders, big institutional bond hol ders that buy these
bonds in the market.

Q Al right. | apologize for ny |ack of
under st andi ng here. Who will be the hol ders of the
secured senior debt?

A Well, we have a consortium of banks that



0333

1 participated in the Dex East transaction, and we expect
2 that they will participate in the Dex Wst transaction
3 So we had five | ead banks, and sone of that, some of

4 their debt will be sold to other |enders, but it's --

5 it's a group of prem er senior |enders, J.P. Mrgan,

6 Wachovi a, Deutsch Bank, GE

7 Q But those will be bonds too?
8 A No, they will hold sone senior debt as senior
9 | enders, and then you will have a class of bond hol ders

10 separate and apart fromthose senior |enders. They
11 won't be one and the sane people if that's your

12 questi on.

13 Q How wi Il they be secured?

14 A VWo, the senior |enders?

15 Q Yeah.

16 A By the assets of the conpany, the cash flow

17 and the assets of the conpany.

18 Q Again showing ny |lack of famliarity here
19 isn't that the equivalent of a bond?
20 A Well, you're right, it is a debt instrunent

21 broadl y speaking, but it really goes to the amunt of
22 risk that the bond hol der takes on relative to the

23 seni or note hol der. Because the senior lender is fully
24 collateralized. They assune nmuch less risk than the

25 hi gh yi el d bond hol ders.
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Q

Well, what I"'mtrying to get to is a Yellow

Page conpany has a very high | evel of cash flow

A

Q

> O > O

Yes.

By its history.

MM hm

And our records here are replete with that.
Yeah.

And what I"'mtrying to understand is, with

that as its history and its projection apparently, why

you woul d be financing in a corporate interest like that

in the junk bond category. That's apparently because

t he senior

A

i ndebt edness takes nost of the security?

Yeah, they want to be -- | guess the best way

to explain it is that they want to nake sure that under

even the nost disastrous scenarios their security is

noney good,

i nvest nent .

that they will be able to recoup their

And this is a fairly highly levered capita

structure in that, you know, about 20% of the funding of

this is in equity, and the rest is in debt. And so

usual |y,

you know, without getting into the

technicalities of the nmultiples that senior |enders

versus high yield investors will pay, | mean suffice it

to say that there is a limt below which senior |enders

wi Il not accept collateral. | didn't say that very

artfully,

but they want to be higher in the capita
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structure so that they will be assured of repaynent.
Q Well, that was going to be ny next question
From your response on your cross-exam nation, apparently

of the $7.05 Billion of the purchase price, $1 1/2

Billion will be equity, and of that, ultimtely you and
your partner will have $500 MIlion invested here?
A And our co-investors as well. These are

ot her equity hol ders who invest al ongside us,
i nstitutional investors.

Q And so then apparently what you're saying is,
haven't done any arithnmetic, but from your statenent

it's about 20% equity and 80% debt ?

A Correct.

Q Is that conforting?

A. G ven the quality of this asset, yes.

Q Because of its high cash flow?

A Yes.

Q ' m | ooking at page 10 of your rebuttal. |

will skip that.

Moving to page 13 of your rebuttal, I'm
trying to get a better handle on the back and forth
bet ween you on the one hand and Dr. Selwn and
Dr. Bl acknon on the other about risk. On the one hand,
it's your testinony to the effect that this business is

i ncreasingly conpetitive, but you disagree with
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Bl acknmon' s assertion then that if that's true, there

woul d be a decline in the value to the asset.

A MM hm
Q Woul d you el aborate on your position a bit?
A. Well, when | read Dr. Selwn and

Dr. Bl acknon's testinmony, they seemto suggest that
there is not a lot of risk in our ability as a buyer to
nmeet the conpetitive chall enges of this business. And
this is, don't get me wong, this is a quality asset,
and we were able to raise a ot of debt in the market
because it's a quality asset, but the Yell ow Pages

busi ness is being challenged |Iike never before.

And so one of the things that we |ike about
this business is that we think that as an independent
conpany we will be able to neet those chall enges better
than the conpany has as part of incunbent. Because
typically stand al one conpani es that are owned by
financi al buyers can operate nore ninbly. They don't
have conpeting uses of their cash flow, and they can
focus all that on the business.

So what | was trying to point out here is
that there are conpetitive threats to these incunbent
Yel | ow Pages busi nesses |i ke never before. Actually in
the | ast year we have seen declining revenue from anong

the i ncunbent Yell ow Pages books nationwi de. And these
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busi nesses have been able to continue to grow their

EBI TDA because t hey have been able to increase the
anount of advertising, the advertising rates that they
charge their custoners.

But we have got to keep a really close eye on
technology. |'ve got, in my briefcase there, |'ve got a
little wireless data device which is also a phone, and
can click on the numbers in ny address book once, find a
nane, and then click again and it nakes a call for nme to
that person. Well, it won't be |ong before people use
those devices to access a wireless portal that has a
Yel | ow Page directory init. And if you want to buy a
pi zza, for exanple, you click on pizza and click three
or four times and you' ve got the call. And when the
wireless industry is required by the FCC in the next
coupl e of years to have |ocation based technol ogy, then
it's going to be that much nmore chal | engi ng, because you
will be able to find the pizza location within a mle.

And so these are things that we worry about
as owners of this business, and the days when this
busi ness did not -- these businesses did not have to
adapt to new technol ogi es and new platforns is over.

So, you know, ny testinmony is to -- | didn't think
Dr. Selwyn or Dr. Blacknon made any of those -- really

appreci ated any of those risks in this business. W do,
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we have to, because we're the owners of the business.

Q Well, as a hypothetical, and you as an expert
in the field, you know, assum ng you were the CEO of an
RBOC, a stable RBOC, without the kind of financia
difficulties that Qwest International is facing, would
it be your viewthat with the cash flow conmi ng from
Yel | ow Pages that it should be sol d?

A No, no. Because if you |look at the
conpl i ment of assets that the RBOCs own today, the
Yel | ow Pages business is anong the nore stable of the
assets that they own, because they're seeing decline in
their core business with access lines. So, you know, it
is a good business. That's why you don't see Verizon or
Bel | South or SPC selling their Yell ow Pages busi nesses,
but you do see distressed telcos selling, Qwmest, Sprint,
Telecom Italia, Bell Canada.

Q So do | take it that the bottomline
justification that you would assert for this sale being
in the public interest is the risk of bankruptcy of
Qnest | nternational ?

A That's correct.

Q But for that, it would not be an asset that a
prudent RBOC should be selling?

A Well, but for that, | wouldn't be here, and,

you know, but for that, | don't think Qwmest would have
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sol d the asset.

Q Just two or three sort of technical issues or
guestions without any trend to these questions. Staff
is recomrendi ng that the sale not be approved. Are
there any contractual renedies of the buyers if the
Conmi ssion were to di sapprove the sal e?

A Contractual renmedies in what respect, |'m not
sure?

Q Well, of being able to proceed with the sale
wi t hout Washi ngton, or would that have to be then
renegoti at ed?

A That woul d have to be renegotiated if that
were to take place.

Q Your testinony being pursued on cross and in
your witten testinony was that Qwmest has agreed to
provide $300 MIlion in, your phrase, backstop
financing. What does that nean, that Qemest would end up
with then itself becom ng a bond hol der and taking $300
MIllion | ess cash?

A Yeah, they would provide $300 MIlion in
seller financing, so we would give thema note, you
know, an interest bearing note, and it would actually
be, you know, higher interest than we woul d probably get
in the bond market in order for us to close the deal

Q And to that extent, that would reduce the
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cash that you woul d have avail able to reduce the debt?

A Correct.

Q The di scussi on about the tradenmark agreemnent,
whi ch agai n paraphrasi ng, apparently requires over a
five year period to phase out the use of the term Quest
in conjunction with the branding agreenent. |'mtrying
to understand, what is the purpose behi nd phasi ng out
the use of the term Qwest?

A Well, I think that over tine we would like to
have our own brand identity, and | really would prefer
to defer to George Burnett, who is our CEO and will be
testifying, who can give you nore i nformation about, you
know, how that will be inplenmented and what the tine
frame is.

Q But is the point of that to reduce the
residual value in the operating conpany of the Yell ow
Page regul atory asset?

A No, | think it has to do with marketing, to
have a separate identity for the conmpany so that it has

an identity in the marketplace that's associated with

Dex al one.
Q I ndependent of Qwest?
A Yes.
Q But isn't the net result of that then to

reduce at |east the potentially returnable value to
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Qnest of the regulatory asset in view of your coments
about over tinme the difficulty of the operating conpany
to conme back into the business?

A Yeah, that's -- that may be the case. But,
you know, |I'm-- my operative assunption here is that
Quwest has no interest in being in the Yell ow Pages
busi ness an a conpetitor against Dex. | nean that's the
spirit and letter of our agreement, so.

COW SSI ONER HEMSTAD: That's all | have.

THE W TNESS: Ckay.

EXAMI NATI ON
BY COW SSI ONER OSHI E:

Q I just have |I think one area that | woul d
like to follow up on, M. Kennard, fromthe questioning
by Comnmi ssi oner Henstad, and that is assuming that the
provi sioning of the directory is an essential service to
the customers of Qaest, why is it in the public interest
under those circunstances to turn control over the

provi sioning of the service to a third party?

A Well, a couple of reasons, Conm ssioner
First of all, the publishing agreenent makes cl ear that
we have to fulfill Qmest's obligations to publish the

agreenent consistent with your rules and regul ati ons.

And as a practical matter, we have every interest in
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doi ng that, because that's the core of our Yell ow Pages

busi ness, so we would have no interest in not fulfilling
t hat .

Second, as | testified before, you know, | do
believe that this business will have great value to

consuners as a stand al one busi ness focused excl usively
on Yell ow Pages and being able to develop all sorts of
new products and plow revenues fromthose new products
back into new products and create a virtuous cycle for
this conmpany that it hasn't been able to fully exploit
as part of the RBOC

Q Well, you think then that the control over
the provisioning of the directory to the customers has
no -- really isn't -- | guess has no value then to Quest
as the tel ephone provider?

A. I think it has sonme value to Qnest, because
Qnest is the regulated entity and it has to make sure

that it fulfills its regulatory obligations to you, and

that agreenent will ensure that those obligations are
fulfilled.

Q Does Qmest have any control other than the
contract over your obligation, if you will, to provide

the directories to the customers?
A No. Although as | understand it, based on

the laws of this jurisdiction we becone an affiliate of
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Qnest for purposes of fulfilling that obligation. So we
are in effect responsible to this Conmm ssion to nmeke
sure that those obligations are fulfilled. So Qwest,
you know, does not need to have an ongoi ng control or
oversight of that function. W wll be directly
accountable to this Comm ssion to make sure that those
obligations are fulfilled. | hope that's responsive to
your question.

Q No, it is, and | guess the -- so you'll --
it's your then opinion that you would, the Carlyle G oup
and your partner, then would be directly accountable to
the Comnmi ssion for the provisioning of the directories
to custonmers in the state of Washi ngton?

A. Wel |, Dex Hol di ngs woul d be, not the owners,
not Carlyle or Wl sh Carson, but Dex Hol di ngs would be
responsi ble for fulfilling those obligations, yes.

COWM SSI ONER OSHI E: Thank you very mnuch
THE W TNESS: Thank you.
CHAl RMOVAN SHOWALTER: | have a follow up on

t hat .

EXAMI NATI ON
BY CHAI RWOVAN SHOWALTER
Q You said Dex Hol dings would be directly

accountable to us. | take that to nmean what you said,
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direct, and can you point in the -- | nean where is that
in the docunents?

A Yeah, | may have m sspoken. | think that the
way the | aw works, and |I'm not an expert on the | aw of
your jurisdiction obviously, but the way the | aw works
is that we becone an affiliate of Qmest for purposes of
fulfilling these obligations. And you have, if for sone
reason those obligations are not fulfilled, | think your

recourse is to Qmaest directly, over whom which you have

jurisdiction. |'mnot suggesting that you have
jurisdiction over Dex Holdings. |'msuggesting that
Qnwest remmins accountable for fulfilling those

obl i gati ons.

Q Yes, and so then if it's the regul ated
conpany's responsibility to acconplish a phone book and
Dex Holdings is the one that is doing it, if Dex isn't
doing a good job or falls through in some way, then it
woul d be the obligation of the regul ated conpany, |
woul d think, to pursue Dex for breach of contract.

A Yes.

Q And that our only role would be to insist
that the regul ated conpany do that.

A Correct.

Q O hold the regul ated conpany responsi ble for

having failed to do it.
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A. That's right.

CHAI RMOVAN SHOWALTER:  Thank you.

EXAMI NATI ON
BY COMM SSI ONER HEMSTAD:

Q After the 15 year period when these future
credits will be paid, you realize 15 years is a |long
proj ection, but assum ng everything el se bei ng equal
which it probably won't, | would assume you woul d agree
that local rates would then have to rise; isn't that
true?

A Well, not necessarily. | nmean in 15 years
you could have a very different marketplace from what we
have today.

Q | understand.

A And hopefully you woul d have conpetition that
woul d be a check on nonopoly rents or any single actors
ability to raise rates. That's the hope.

Q Do you have a view about the situation that
Qnest International will find itself in, it will |ose
the revenue stream here even as it now has the
opportunity to reduce its debt, howw Il it be better
off or howw Il it on a longer termbasis be able
thereby to avoid the bankruptcy scenario in any event?

A Well, Conmi ssioner, | really think it would
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be nore appropriate for me to defer to the Quest
Wi tnesses to answer that question, because they are nuch
nore famliar than | amwith the inpact of this
transaction on their own finances and bal ance sheet. |
really don't feel it would be appropriate for ne to
opi ne on that.

COW SSI ONER HEMSTAD:  All right, thank you.

JUDGE MOSS: Okay, well, | think that
conpl etes our questions fromthe Bench, so we're ready
for redirect, if any, M. Harl ow.

MR. HARLOW G ve ne a noment, Your Honor.

M. Kennard, you will be happy to know t hat
the redirect won't take you past your flight this
eveni ng.

THE W TNESS: Thank you.

JUDGE MOSS: What tine is his flight?

MR, HARLOW 10: 00.

JUDGE MOSS: |'m not encouraged.

MR, HARLOW The Bench will be happy to know
it won't take us anywhere close to that.

CHAl RWOVAN SHOWALTER:  How about our di nner

time?
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REDI RECT EXAMI NATI ON
BY MR HARLOW
Q Fairly early on, a nunber of hours ago,
M. Trautmn asked you about Exhibit 242 at page 4, and
| believe it was your discussion on line 9, right up to

the final mnutes.

A MM hm

Q Do you have that in mnd, that question?

A Yes.

Q Do you have the question in m nd? | wonder

if you could tell us whether or not there were any | ast
mnute or up to the final mnutes concessions that the
buyer was forced to make because of the perceived
conpetitiveness of this auction process?

A | wote that because | was -- it sort of took
me back to the hours really leading up to the tinme that
we knew we were going to be selected by Qmest's board of
directors to be able to buy this asset. And as |
menti oned before, M. Notebaert was very straight with
all of us but made it very clear that there was a
conpeti ng bi dder.

And there was a -- | recall distinctly, it
was a Monday afternoon in August, and Qwest was havi ng
its board neeting the next day, and | was on a business

trip, | was in a little town in Louisiana, and all | had
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was an anal og cellul ar phone, terrible service. Dick
Not ebaert called ne, and he said, |'ve got to get these
two deals before ny board by tonorrow, and if you want
to be conpetitive, you' ve got to put an additional --
and then the phone went dead. And so | called him
again, and | couldn't get service. And so we were -- SO

we're in the mddl e of nowhere and we found an

Appl ebee's restaurant in a little strip mall, and
rushed in, and | said, I've got to find a tel ephone.
And so | literally stood behind the bar in this

Appl ebee's restaurant in the mddle of Louisiana, and
call ed Dick Notebaert back and stayed there for about an
hour and a half to negotiate the final offer of our bid.
And we had to, back and forth, we had to put the fina
$50 M Ilion on the table in order for Dick to finally
say, okay, your bid is in an acceptable range to take to
ny board. And I will never forget |ooking up fromthis
bar in Louisiana and yelling into the phone, you've got
your $50 M1 lion, you've got your $50 MIlion. | think
they thought | was noving drugs out of the Gulf or
sonet hi ng.

But | mean, you know, | tell that story to
i npress on you that this was high stakes for us fromthe
-- to the very last mnute, we believed that we were not

going to get this deal unless we put nore noney on the
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table. And, in fact, we had heard that weekend,

remenber this was a Monday, we had heard from one of ny
partners was on Cape Cod with one of the partners of the
conpeting bidder, and he came up to himand said, it's
too bad, you guys put up a big fight, but you lost. And

so Sunday ni ght was pretty depressing, and then | got

the call from Notebaert, and | thought that, well, maybe
we're back in the gane. So it was -- that's why |
wanted to inpart that, because that -- it was a

conpetitive process, believe ne.

Q Thank you, M. Kennard. M. Trautman al so
asked you whether or not Exhibit 78 is what was val ued
in the Murray Devine appraisal, Exhibit 243; do you
recall that?

A. You' re asking ne whether Exhibit 78 was
valued in the, what was that, the trademark |icense
agreenent ?

Q Yes. And ny recollection was M. Trautnman

asked you if that was what was val ued; do you recal

t hat ?
A Yes.
Q And | understood you to say yes.
A Yes.
Q | just wanted to clarify, was that the only

trademark that was valued in Exhibit 2437
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A I want to be careful on this.

Q Perhaps it would be helpful to turn to
summary page 3 of 56.

A Yes. The summary of conclusions in the
Murray Devi ne report values the Dex trademark and the
Qnest and the Qmest Dex trademark.

Q And so the Qnest Dex tradenmark agreenment and
the Dex trademark, can you tell us which one is
associ ated -- which one val ued Exhibit 78?

A Well, Exhibit 78, | have to |l ook at the
appendi x here, which listed the trademarks. Exhibit 78,
the trademark |icense agreenent, val ues Qwest Dex and
Qnest Dex Advantage. There's a separate valuation in

Murray Devine for the Dex trademarKk.

Q And the Dex trademark is valued at $311
M1lion?

A Correct.

Q Thank you for that clarification. You were

al so asked about whether the buyer m ght be interested
in splitting off Washi ngton and buying 13 states rather

than all 14 states. Do you recall that?

A Yes.
Q And sone people would call it the go it al one
strategy, if you will. Do you have any opinion as to

what stand al one costs, what kind of inpact that m ght
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have in a business such as Dex on Qwmest Corporation if
they were put in a situation where they had to publish
Washi ngton Yel |l ow Pages but didn't have the other, the
busi ness of the other 13 states?

A. Well, it would be a pretty unattractive
busi ness, because they would -- they would be denied al
of the corporate support that they would need to run the
busi ness, I T services, legal, accounting, finance, you
know, all of the functions that they would need to be a
functioni ng busi ness woul d have to be replicated at, you
know, great cost, and | think it would nmake them
vul nerabl e as a stand al one busi ness.

Q Woul d - -

A. I mean put it this way, would we buy a stand
al one Washi ngton business with no infrastructure?
don't think it would be very val uabl e.

Q Agai n speaki ng hypothetically because | know
this isn't the deal before the Comm ssion, but would Dex
Hol di ngs potentially be able to cone into Washi ngton
Wi t hout a purchase agreenent, particularly with the
assets of all the other 13 states?

A Yeah, WAshington as a stand al one conpany
with no infrastructure would be a sitting duck for
conpetitors, because they would be a weakened conpany

wi thout the infrastructure, and it would not be a very
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attractive business to own.

Q And what inpact could that potentially have
on the Washington rate payers as far as either revenues
that go directly to Qwmest Corporation operations or
i mput ati on?

A. Well, certainly if the revenues woul d
pl umret, then the value of that conpany from an
i mput ati on standpoint woul d pl ummet accordingly.

Q And then finally in questioning by
Conmi ssi oner Henstad, | think you agreed that he kind of
boil ed down to the justification for this sale being
that the rate payers would be better off than they would
be in Qnest bankruptcy. Do you recall those few
questions?

A Yes.

Q I wonder if you could again just clarify for
the record, what would be the risk to the rate payers
that you as a policy maker would fear if Quwest
Corporation were allowed or forced to go into bankruptcy
because this sale was sonehow bl ocked; what scenario
woul d you be worried about?

A Well, the --

MR, TRAUTMAN: Objection, Your Honor, he
i ndicated earlier that he could not speak for Quwest on

these matters and on these risks.
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1 MR, HARLOW [|'m not asking, Your Honor, for
2 himto give the bankruptcy scenario, which is what he
3 has deferred to Quest. |'masking himin his expert

4 capacity what his concerns would be as a regul ator

5 JUDGE MOSS: | think the question is
6 appropriate, we'll allowit.
7 A Wel |, when | was chairman of the FCC, | |ived

8 t hrough sone bankruptcies of tel ecom conpanies, and it
9 is pretty devastating froma regul atory standpoint,

10 because you | ose control, and the jurisdiction is

11 transferred to the bankruptcy court. We had a | ot of
12 experience during that era with a conpany cal | ed Next
13 Wave, which was a large wireless carrier that went

14 bankrupt, and we had to convert about a third, as |

15 recall, of our Staff in the general counsel's office
16 becanme bankruptcy experts, and it was a huge diversion

17 of our staff resources to dealing with the bankruptcy

18 | aw.
19 In discussions | have had with ny successor
20 M chael Powel |, he frequently benpans the fact that

21 running the FCC in an environment where a | ot of the

22 conmpani es that you regulate are in Chapter 11 mekes it
23 difficult to do your job, because you've got quality of
24 service issues, you' ve got governnent contracting issues

25 that are at stake when a conpany goes into bankruptcy.
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So it is not -- it's just not a healthy scenari o.
That's why | was -- | thought it was renarkabl e that
Staff in this proceedi ng suggested that bankruptcy woul d
be a viable alternative and, in fact, a preferable
alternative to allowing Qvest to solve its financia
probl ems through this transaction

MR, HARLOW Thank you, M. Kennard, that's
all the questions |I have.

CHAl RMOVAN SHOWALTER: | have a follow up on

t hat question.

EXAMI NATI ON

BY CHAI RWOVAN SHOWALTER:

Q If the sale is approved and Qwest
I nternational avoi ds bankruptcy for some period of tine
but then | ater for whatever reason it encounters a
bankruptcy, would you agree that this Comm ssion shoul d
do what it can at this stage to protect the regul ated
conpany and the rate payers of the regul ated conpany at
| east without adversely affecting the overall prospect
of bankruptcy for the conpany? 1In other words, what |I'm
saying, in the -- let's say we approve the sale, and
we're just -- and we distribute the assets in sone way.
What happens if five years fromnow or two years from

now Qnest goes bankrupt anyway, and are there ways to
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protect the sale proceeds in sone manner that insulates
the rate payers or at |least gets themthat benefit even
if the parent conpany goes bankrupt?

A Yeah, | understand your question. | nean
first of all, | think it becones very renote that Quest
goes into bankruptcy if this deal is approved, because
think that they're basically out of the woods. They
have been -- they had a unique situation, sort of a
perfect storm of accounting probl ens, governnent
i nvestigations, and a terrible market, financing market.
I think it would be unusual that that appeared again,
and | think they have a very conpetent nanagenent team
now that's going to do everything they can to avert
t hat .

But just, you know, assumi ng that that
scenario could replicate itself, sure, | think the
responsible thing to do would be to find every avail abl e
met hod you can do to protect rate payers. |'m not
prepared to suggest what those mi ght be, but certainly
if there's a way to, you know, protect rate payers
agai nst a future bankruptcy, you should try to do it.

Q Well, | neant with respect to this
transaction and either the proposed settlenment or, well
let's leave it there, how does the settlenent, we are

asking this witness about the settlement | believe, how
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does the settlenment protect the regul ated conpany's rate
payers with respect to the proceeds of the settlenent?

A M1 hm

Q If the parent conpany happens to go bankrupt
say five years from now, what woul d happen to those,
t hat proceeds; what woul d happen to the $100 Billion or
so that's assuned to be still subsidizing the rates?

A I don't know. You know, presumably -- |
don't know what mechani sns are in the settlenment
agreenent to protect against that bankruptcy
eventuality, and | don't know just searching ny nind,
don't know what you would do to nodify the settl enent
Wi t hout underm ning the deal and its ability to get
financed and cl osed.

Q Okay. And | didn't nean a way to protect
agai nst eventual bankruptcy. | neant a way to protect
the regul ated conpany vis a vis the proceeds of this
very sale should a | ater bankruptcy occur

A. Yeah, | think it's probably a better question
for Qwvest, because it really has to do with, you know,
what the use of those proceeds is going to be. You
know, based on what | know about their capital structure
is that the funds that go into that conpany, the banks
are going to require that they be used to pay down debt,

which is, you know, has the collateral benefit to rate
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payers, because if those proceeds assist the conpany
either today or in the future fromgoing into
bankruptcy, then you have averted the disaster scenario
t hat you suggest.

CHAI RWOVAN SHOWALTER:  Thanks.

JUDGE MOSS: Anything else fromthe Bench?

Apparently not.

M. Trautman, did you have some brief follow
up? | hear munbling fromthat part of the room

MR. TRAUTMAN: We do, brief.

JUDGE MOSS:  All right.

RECROSS- EXAMI NATI ON
BY MR. TRAUTMAN:

Q Followi ng up to your response to a question
fromthe Bench about the level of return you would be
| ooking for, what is the level of return that your
equity investors expect or demand fromthis type of
deal ?

A That's really a proprietary nunber. It's
internal to that. | would want to consult with ny
counsel before answering that on a public record.

MR, HARLOW It sounds as though we m ght
need to designate this as confidential and clear the

room
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CHAl RMOVAN SHOWALTER:  Well, could it be
handled in witing, or do you need that?

MR. TRAUTMAN: No, we could take it in
writing.

MR, HARLOW As a record requisition.

MR TRAUTMAN:  Yes.

MR, HARLOW All right, do you want to
restate that.

MR. TRAUTMAN: What is the |evel of return
that your equity investors expect or demand fromthis
type of sale, investnent, fromthis type of investnent?

JUDGE MOSS: All right, and the response can
bear Nunber 251, and then obviously it sounds |like you

may be designating it highly confidential.

MR. HARLOW | think we have used 251, Your
Honor .

JUDGE MOSS: Oh, you're right, we did.

MR. HARLOW It would be 252 | believe.

JUDGE MOSS: That was the suppl enent al
testimony was 251, you're quite right, so it will be
252,

MR. HARLOW And | don't know at this point
whet her it will be confidential or highly confidential.

JUDGE MOSS: Right, you will let us know.

M. HARLON We will et you know.
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JUDGE MOSS:  All right, does that wap us up,
M . Traut man?

MR. TRAUTMAN: No, we have a few additiona
guesti ons.
BY MR. TRAUTMAN

Q You had indicated in response to a question

that QC woul d never reenter the business because of its
need to acquire enployees, and | believe you also said
that woul d be especially true if Washi ngton were not
included in the deal, and | believe you said that would

| eave QC Corporation Washington a stand al one entity,

correct?
A Yes.
Q Now coul d that, could the problenms associated

with that not be avoided if QC were to partner with
Verizon, which has a staff of enployees, systens, and
brand identity; if that were done, would that not
alleviate the problens of QC as a stand alone entity?

A. I can't inmagi ne why the Washi ngton operation
as a stand alone entity would partner with Verizon. |
guess it's conceivable. | suppose anything is possible.

Q You also | believe in the response to sone
questions from Comm ssi oner Oshie were tal ki ng about the
extent of Dex's responsibilities. |s Dex also accepting

responsibility for QC s conpliance with the Section 251
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and 271 obligations with respect to CLEC |istings?

A Well, we will certainly, as a conpany, we
will continue to provide those listings. And again, you
know, we have an obligation to fulfill whatever
regul atory obligations Qwest has under the -- to this

Commi ssion. And if we don't, then the Conmi ssion wll
seek enforcenent against Qwmest, and they will seek to
enforce the agreement.

Q And with respect to the final negotiations
that you spoke of, to your know edge, did the conpeting
bi dder require Qmnest seller financing?

A | don't know.

MR. TRAUTMAN: That's all | have.

JUDGE MOSS: Okay, thank you.

| believe then, am| correct, that this
conpl etes the exam nation?

MR. HARLOW Yes, Your Honor.

JUDGE MOSS: Okay, thank you very much,
M. Kennard, we appreciate you being here to testify.
And it looks like we are going to get you out in tine
for your plane, although we could, of course, encourage
you to enjoy sone of our beautiful Pacific Northwest
weat her while you're out here.

THE W TNESS: Thank you. | nust say it was

nore fun being on that side than over here.
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JUDGE MOSS: All right, well, thank you all
very much, and we will be in recess until Wdnesday
norning at 9:00, and we will | ook forward to receiving
the suppl enental testinony we discussed earlier in the
meantime. So with that, we will be in recess.

(Hearing adjourned at 6:00 p.m)



