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REBUTTAL TESTIMONY1

2

Introduction3
4

Q. Please state your name, position and business address.5

6

A. My name is Lee L. Selwyn.  I am President of Economics and Technology, Inc. (“ETI”),7

One Washington Mall, Boston, Massachusetts 02108.8

9

Q. Are you the same Lee L. Selwyn who has previously filed direct testimony in this10

proceeding on behalf of the People of the State of Illinois and the Citizens Utility Board on11

October 20, 2009?12

13

A. Yes, I am.14

15

Q. What is the purpose of your testimony at this time?16

17

A. I will respond to certain assurances being advanced in the rebuttal testimony of Verizon18

witnesses Smith and Erhart regarding Frontier’s ability to successfully transition the19

Verizon Illinois operations and to maintain high quality telecommunications services for the20

affected customers.  This response is narrowly focused, and addresses only limited aspects21

of the Verizon and Frontier rebuttal testimony.  Overall, the Verizon and Frontier rebuttal22

case does not resolve any of the serious concerns that I have expressed in my direct23
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testimony as to this transaction and as to Verizon’s effort to extricate itself from any1

ongoing responsibility as the primary local telecommunications service provider in the2

affected areas via its handoff of this task to Frontier.  The fact that I do not specifically3

respond to each and every aspect of the applicants’ rebuttal case should in no way be4

interpreted as suggesting that the overall concerns that I have expressed in my October 205

direct testimony have in any sense been resolved.6

7

Verizon’s reassurances about the proposed transfer are virtually identical to the8
assurances that it made to regulators with respect to the failed Hawaiian Telcom and9
FairPoint transfers, and as such cannot be afforded any credibility here.10

11

Q. Dr. Selwyn, you and others have expressed concerns as to Frontier’s ability to successfully12

transition Verizon’s operations support systems (“OSS”) and other information technology13

(“IT”) platforms to its own data centers following the transfer of Verizon’s Illinois14

exchanges to Frontier.  Have you reviewed Verizon’s responses to these expressed15

concerns?16

17

A. Yes.  Through its witness Mr. Stephen E. Smith, Verizon has sought to assure the18

Commission that the transition will be successful.19

20

Q. Was Mr. Smith involved in any of the recent Verizon transfer proceedings that you had21

discussed in your direct testimony?22

23
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    1.  Direct Testimony of Stephen E. Smith on behalf of Verizon New England Inc., Vermont
Public Service Board Docket 7270, March 23, 2007, at 2.

    2.  Id., at 10.  While Mr. Smith specifically mentions his role in directing the cutover manage-
ment team in the Hawaii transaction, his testimony with regard to differences between the
Carlyle (HI) and FairPoint transfers suggests an even broader involvement with the Hawaii
transaction. 
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A. Yes.  Mr. Smith filed direct and rebuttal testimony on behalf of Verizon in Maine, New1

Hampshire and Vermont with respect to the FairPoint transfer and Verizon’s proposed2

discontinuance of service in those three northern New England states.  He described his role3

as “business team leader” for the transaction, a role that extended from the initial4

negotiation phase, through due diligence and contract negotiation process, and eventually to5

the coordination of Verizon’s transition service preparations, closing-related activities and6

cutover planning.1  Although Mr. Smith does not appear to have submitted testimony in the7

Hawaii transfer, Mr. Smith has acknowledged having played a central role in that8

transaction as well.2  9

10

Q.  Are there similarities between Mr. Smith’s assurances being offered to the Illinois11

Commission with respect to the present transaction and the various assurances that he had12

given to the Maine, New Hampshire and Vermont commissions and that Verizon gave to the13

Hawaii commission with respect to those transfers?14

15
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    3.  Rebuttal Testimony of Stephen E. Smith on behalf of Verizon New England Inc., Vermont
Public Service Board Docket No. 7270, June 27, 2007, at 10.  

4

ECONOMICS AND 
 TECHNOLOGY, INC.

A.  Yes, indeed.   As I have discussed in my direct testimony, Mr. Smith characterized the1

FairPoint transfer as being “a good one for consumers.”   Verizon also co-sponsored direct2

and rebuttal filings in Hawaii that claimed on numerous grounds that the transfer was in the3

public interest.4

5

Q. Looking at the transfer of operational control in particular, what do you conclude about the6

reliability of Mr. Smith’s assurances? 7

8

A.  Mr. Smith seems to have much better hindsight than foresight.  When commission staffs and9

intervenors in the northern New England states raised concerns about the operational10

transfer of Verizon’s systems based upon problems that had been experienced in the11

Verizon-Carlyle transfer in Hawaii, Mr. Smith told regulators that “concerns that the12

systems conversion effort at and after cutover may not go smoothly” were “not well-13

founded.”   As in the present case, Mr. Smith reassured the New England regulators that14

circumstances in the FairPoint transfer were sufficiently different from those in the Hawaii15

transfer (“[t]he transferees are different, the consultants are different, the management16

process in this case is far more open and far more controlled”) and insisted that “the17

problems experienced in Hawaii will not arise here.”3  Mr. Smith now claims that Verizon18

had expressed concerns to New England regulators about the readiness of FairPoint’s newly19
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    4.  Rebuttal Testimony of Stephen Edward Smith, Verizon Ex. 7.0, at 3-4.
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developed back office systems4 – but these are reservations that Verizon appears to have1

kept to itself during the time when it was seeking approval for the transfer.  Indeed, if in fact2

any such “concerns” were actually expressed at all, there is no evidence that Verizon3

initiated any measures aimed at addressing or remediating them.  Verizon told the New4

England regulators to pay no attention to the trainwreck in Hawaii, and it is now telling5

Illinois regulators to pay no attention to the trainwrecks in Hawaii, Vermont, New6

Hampshire and Maine.  The Illinois Commission should certainly not ignore this history and7

should certainly not be comforted by the very same Verizon assurances that it will not8

happen here.9

10

Q. In his rebuttal testimony (at 18-19) , Mr. Smith offers assurances that Frontier is highly11

likely to retain Verizon for technical support to maintain the transferred operations support12

systems for long enough to ensure that the systems run smoothly and reliably.  Has he made13

similar assurances with respect to these earlier transfers?14

15

A.  Yes.  In his rebuttal testimony in the FairPoint transfer proceedings, Mr. Smith assured16

regulators that the price that Verizon would be charging FairPoint for Verizon’s17

maintenance and support services was “reasonable” and that there was “ample time to18

complete the new systems development in a responsible, prudent fashion before actual fee19
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increases would commence.”  He now tells this Commission that Verizon had no role or1

responsibility with regard to the post-cutover problems experienced by FairPoint and that2

the circumstances that hobbled that transition are (once again) entirely different from what3

he predicts will occur in Illinois.4

5

Q. Did Verizon suffer any adverse financial consequences from the Hawaii and northern New6

England meltdowns?7

8

A. No.  In all four of those states, Verizon’s financial stake in the divested operations ceased as9

of the closing dates for the transactions.  At worst, Verizon may have sustained some10

diminution in its credibility – something that Mr. Smith would now have this Commission11

ignore altogether.12

13

Q. As presently structured, will Verizon suffer any adverse financial consequences if what14

happened in Hawaii and in New England is repeated here?15

16

A. No.  As with the other transfers, Verizon has no ongoing stake in the success of Frontier’s17

takeover, and accordingly has no incentive to do anything, post-closing, to assure a18

successful transition.19

20
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Q. What do you conclude with respect to the assurances that are now being offered by Mr.1

Smith to the Illinois Commerce Commission?2

3

A. These assurances must be viewed with a great deal of skepticism.  By the time that Mr.4

Smith’s and Verizon’s assurances are proven right or wrong, Verizon’s financial involve-5

ment and stake in the relative success of these transfers will have long since ended.  Verizon6

has everything to gain and virtually nothing to lose if it can succeed in gaining regulatory7

approval for the sale to Frontier and, as the transaction is presently structured, will not be8

held accountable if Mr. Smith’s predictions here are no better than those he offered nearly9

three years ago in the three northern New England states.10

11

A condition that requires Verizon to maintain an ownership stake in Frontier has clear12
advantages as a means of ensuring that the proposed transfer and the release of Verizon13
from its service obligations will be in the public interest.14

15

Q. Dr. Selwyn, would you summarize the recommendation you have made concerning the16

proposed transfer and Verizon’s request to discontinue providing the services subject to the17

transfer?18

19

A. Yes.  In my direct testimony, I discussed several reasons why the proposed transfer and20

authorization for Verizon to discontinue service are not in the public interest and should be21

denied.  However, I recognize that in past transactions of this type, parties have been willing22
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to modify their proposals and accept conditions designed to remove or address public1

interest concerns.  Based upon my review of the proposed transaction, I had concluded that2

the most effective condition would be one that required Verizon to retain a direct financial3

interest in the success of Frontier until the transferee had demonstrated its ability to operate4

the Illinois ILEC business consistent with the public interest.  Specifically, I had proposed5

that Verizon be required to retain its financial stake in Frontier for a minimum of five (5)6

years following the close, and potentially longer if at the end of that period Frontier has not7

been successful in completing the transition and in providing stable, high-quality services in8

its acquired Illinois operating territories.  As I stated previously, by keeping Verizon as a9

major stakeholder in the success of Frontier, Verizon will be forced to support Frontier and10

its management so as to protect its investment.11

12

Q.  At page 14 of his rebuttal testimony, Verizon’s witness, Mr. Carl E. Erhart, dismisses the13

condition you propose on the grounds that it would alter the “risk allocation between14

parties” in their negotiated deal.  Is this a valid criticism?15

16

A.  No, and indeed my recommendation would not do that.  Mr. Erhart argues that “risk17

allocation between parties is a standard part of any deal negotiation, and any attempt to alter18

the risk allocation would amount to a renegotiation of the terms to which the parties19
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    5.  Rebuttal Testimony of Carl Erhart (Verizon Ex. 6.0), at 14.

    6.  New Communications Holdings Inc. is the formal name given to the Verizon subsidiary
that was created to receive the assets being transferred to Frontier.  In the Agreement and Plan of
Merger and related documents, this entity is referred to as “Spinco,” reflecting Verizon’s plan to
“spin off” the shares of the entity to Verizon (the parent company)’s shareholders.  The two
names are understood to refer to the same corporate entity and may thus be used
interchangeably.

    7.  Technically, within Spinco, there are two subsidiaries that own the assets – (1) the stock of
the Verizon ILEC subsidiaries for the affected states and (2) the assets associated with the
portions of Verizon’s long distance and other non-ILEC operations that are being transferred to

9

ECONOMICS AND 
 TECHNOLOGY, INC.

agreed.”5  My recommendation does not involve any “reallocation of risk” between the1

parties to this transaction – i.e., between Verizon and Frontier.  The “reallocation of risk” is2

between Verizon Communications, Inc. (the parent company) and the Verizon shareholders3

that would, under the transaction as presently structured, be the recipients of Frontier stock. 4

Mr. Erhart apparently misunderstands and in any event misstates what I have proposed and,5

as such, his criticism is inapposite and certainly without merit.6

7

Q. Please explain.8

9

A. Let’s briefly review the structure of the transaction as contemplated by the joint applicants:10

11

(1) Verizon (the parent company) creates a wholly-owned subsidiary, Spinco, and transfers12

to Spinco6 the assets to be transferred to Frontier – i.e., the former GTE and Bell13

Atlantic West Virginia operations.714
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Frontier.  Direct Testimony of Carl E. Erhart (Joint Applicants’ Ex. 2.0), at 8.

    8.  Erhart direct testimony, at 8-9.  
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(2) At closing, Verizon (the parent company) distributes (“spins off”) the stock it holds in1

Spinco to Verizon common shareholders in direct proportion to their individual Verizon2

holdings. 3

(3) Immediately thereafter, Spinco is merged with Frontier, which dissolves Spinco as a4

Verizon subsidiary while retaining intact the underlying Spinco structure and exchanges5

the Spinco shares that had, moments earlier, been spun-off by Verizon to the Verizon6

shareholders, for newly issued Frontier stock.8  7

8

For all practical purposes, steps (2) and (3) occur simultaneously and thus comprise a single9

transaction.  Thus, while technically it is the Spinco shares that are being spun-off by10

Verizon, those shares will be immediately exchanged for Frontier shares, and no actual11

Spinco stock certificates will ever be physically issued to their temporary owners.12

13

The recommendation that I have made contemplates that the first and third of these steps14

would be completed as contemplated in the parties’ agreement, but that the intermediate step15

– the Spinco spin-off – would not take place. Rather, the Frontier shares issued in exchange16

for the Spinco shares would be held by Verizon for a minimum of five (5) years.  Thus17
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Verizon, rather than its shareholders, would hold the Frontier stock given in exchange for1

the Spinco stock.2

3

Contrary to Mr. Erhart’s contention, requiring that Verizon itself, rather than its4

shareholders individually, bear the risk of Frontier's success in no way alters or affects the5

"risk allocation" as between Verizon and Frontier to which these two parties may have6

agreed.  Frontier should be completely indifferent to whether Verizon's shareholders own7

their interest in Frontier directly or indirectly via their interest in Verizon.  The only8

"risk-shifting" from this condition is that between Verizon and Verizon shareholders.9

10

Suppose, for the sake of discussion, that the spin-off takes place as planned, but that each11

individual Verizon shareholder decides to retain the Frontier stock (distributed pursuant to12

the spin-off plan) for five years.  In that circumstance, the current Verizon shareholders13

would be entirely indifferent as between the proposed immediate spin-off and my14

recommended five-year deferral.  In this hypothetical, the same people would own the same15

proportionate equity interest 1) in Verizon without the divested operations and 2) in the16

divested operations now merged with and under the management control of Frontier as they17

would where the spin-off is deferred.  Of course, that will not be the case to the extent that18

the Verizon shareholders sell, rather than hold, the spun-off Frontier shares.19

20

Q. So what is accomplished by deferring the spin-off as you have recommended?21
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A. If Frontier shares are issued to Verizon-Spinco shareholders, Verizon management ceases to1

have any responsibility for, or stake in, the ultimate success of Frontier in assuming control2

of the transferred operations and in providing high-quality service.  If, on the other hand, the3

Frontier shares are held by Verizon rather than being spun-off, Verizon management has a4

fiduciary obligation to its shareholders to preserve the integrity and enhance the value of5

Verizon’s holdings in Frontier. 6

7

Let me explain further.  With the spin-off, Verizon takes a portion of the corporation and8

creates a separate entity.  The value of the shareholders’ equity in Verizon is diminished, but9

it is replaced by an equivalent amount of equity in the spun-off company (which then10

merges with Frontier).  At the time of the spin-off, these values are equal, but they can11

subsequently diverge, based upon how investors perceive the relative financial performance12

of the two companies.   In the Carlyle and FairPoint transfers, the value of those shares13

plummeted very soon after the transaction was completed.  14

15

Thus, the main financial effect of Verizon’s choice to spin off the business rather than16

retaining the ownership directly is to shift to its shareholders the risk that Frontier may fail17

to manage the business effectively, causing the post-transfer value of its shares to fall. 18

19

Q. Does requiring Verizon to retain a direct ownership interest, rather than spinning off its20

Illinois ILEC business, give Verizon any less capital to invest in other business interests?21
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    9.  See, Frontier Prospectus, SEC Form S-4 (July 24, 2009) at 6, 12; see also, Agreement and
Plan of Merger (May 13, 2009) at 116. 

    10.  Erhart rebuttal testimony, at 15.
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A. No. Under the terms agreed to by Verizon and Frontier, Verizon will end up with approxi-1

mately $3.3-billion as a “special payment” and/or debt reduction,9 but that part of the2

transaction is independent of the distribution of Frontier equity.  Consequently, Verizon3

ends up with exactly the same amount of capital for investment as a result of the spin-off if4

it  retains all of the Frontier shares in its own portfolio.5

6

Q.  Mr. Erhart goes on to suggests that it would be inappropriate for the Commission to alter the 7

risk allocation associated with the “arms-length arrangement” of the parties.10  How do you8

respond?9

10

A.  First, as I have explained, my recommendation does not affect the risk allocation between11

Verizon and Frontier.  Frontier will still issue the same number of shares as a result of the12

agreement between it and Verizon, and Frontier will presumably pay the same dividends,13

although the identity of its shareholders will change to the extent that Verizon retains14

ownership of Frontier stock.  Frontier’s fiduciary duty to its shareholders is not affected. 15

But even if there were a change in risk allocation, while Verizon and Frontier may have the16

right to arrive at any private deal they so choose, the Commission is not required to accept17
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those private terms, and may do so if and only if it finds that the outcome of the proposed1

arrangement will be in the public interest.2

3

It is important to bear in mind that there are two separate and distinct issues to be addressed4

in this proceeding – (1) the efficacy of the proposed transfer of control of Verizon’s Illinois5

operations to Frontier’s operating affiliates, and (2) the request by Verizon that it be allowed6

to discontinue providing noncompetitive telecommunications services as an incumbent local7

exchange carrier (ILEC) in Illinois.  In approving the exchange of Verizon’s assets for8

Frontier shares, the Commission is not required to let Verizon “off the hook” with respect to9

its ongoing service obligations.  The Commission can approve the financial arrangement10

between Verizon and Frontier while at the same time requiring that Verizon retain a finan-11

cial stake in the ultimate success of the transaction.  The whole point of the Commission12

having a statutory obligation to review the transactions (both as to the transfer and as to13

Verizon’s withdrawal as an ILEC) is for it to make an independent judgment about whether14

each one of the two separate requests is in the public interest.  The imposition of conditions15

is merely an alternative to outright rejection which, given the concerns expressed in my16

direct testimony and in the direct testimony of other parties and Staff, would also be17

completely justified.18

19

Q. Have the Applicants indicated a willingness to proceed with the transaction if conditions are20

imposed?21
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A. To begin with, I should point out that the Applicants have agreed that the economic costs or1

burdens of any conditions for approval that may be imposed by regulators are to be absorbed2

solely and exclusively by Frontier.  This confirms my initial assessment that the transaction3

has been structured to permit Verizon to shed all ongoing risks – including risks associated4

with the approval process itself.  Frontier has indicated that it will accept some, but not all,5

of the conditions proposed by the Commission’s Staff and none of the conditions proposed6

by any of the intervenors.11  7

8

Q. In your opinion, are those conditions sufficient to remedy all of the concerns with the9

proposed transaction and Verizon’s discontinuance of service, and to ensure that they are10

consistent with the public interest?11

12

A. If the Commission decides to approve the proposed transfer and to permit Verizon to13

withdraw, the specific conditions as proposed by Staff will certainly improve the odds of an14

outcome that satisfies at least some of the specific objectives identified in 220 ILCS15

5/13-406.  However, without an effective means to ensure that Frontier remains financially16

and operationally stable and well-managed, there is still a substantial risk that consumers17

will be subjected to the same types of problems that arose in Hawaii and New England.  18

Moreover, certain of the specific conditions proposed by Staff and other intervenors may19

require the Commission to monitor and affirmatively act to remedy any shortcomings.  A20
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    12.  This concern is far from theoretical.  As FairPoint’s operational and financial difficulties
persisted, it has petitioned the New England commissions for waivers of various conditions
imposed on it in the orders approving the Verizon-FairPoint transfer, seeking to avoid the
financial burden that compliance would place on the already struggling company.  See, e.g.,
Northern New England Telephone Operations Inc. d/b/a FairPoint Communications, Request for
Temporary Waiver of Performance Assurance Plan Payments, Maine Public Utilities
Commission, Docket No. 2009-185, 2009 Me. PUC LEXIS 880.
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regulatory body such as the ICC has limited resources to devote to the micromanagement of1

a utility’s ongoing, day-to-day operations; indeed, the experience in Hawaii and in northern2

New England, even with the substantial level of regulatory involvement that has been3

required in the wake of these divestees’ failures, clearly bears this out.  With the4

requirement that Verizon maintain its financial stake in the success of the transfer,  fewer5

specific conditions that involve direct monitoring and enforcement by the Commission will6

be needed.  Even those conditions proposed by Staff and other intervenors that do not7

require active monitoring and enforcement will be of little value to consumers if Frontier8

goes into a state of financial distress and cannot fulfill such conditions.12  9

10

It is important to keep in mind that absent any ongoing Verizon stake or involvement, any11

post-closing conditions that the Commission may impose or require will necessarily have to12

be fulfilled by Frontier.  If Frontier were to follow in FairPoint’s and Carlyle’s footsteps and13

ultimately take the acquired entities into bankruptcy, its ability to fulfill the Commission-14

imposed conditions will be limited or nonexistent.  And if problems that were not15

specifically contemplated or addressed by the detail conditions were to arise, the public16

interest could be entirely unprotected.17
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I believe that the single condition that I am recommending is actually the least regulatory of1

the various measures being suggested by Staff and intervenors.  It keeps Verizon in the2

game, and reduces the need for the Commission to be intimately involved in the monitoring3

and management of Frontier’s operations.4

5

Verizon’s stated resistance to a requirement that it retain a financial stake in the success of6
Frontier’s takeover belies Verizon’s professed confidence in the ultimate outcome.7

8

Q. Should the Commission draw any inferences from Verizon’s apparent resistance to the9

specific approach that you are recommending?10

11

A. Yes.  If the outcome of Frontier’s assumption of the ownership and management of12

Verizon’s Illinois operations is as predicted and promised by Verizon, there is no reason13

why Verizon (the parent company) should not be willing to maintain its stake in Frontier as14

a viable, high-quality investment.  The immediate spin-off of the Verizon shares does not15

free up or provide Verizon with capital for other uses; all it does is afford Verizon’s existing16

shareholders the opportunity to run away from Frontier as fast as they can.  As The Wall17

Street Journal observed with respect to the other recent Verizon divestitures, “Verizon's18

former yellow-pages unit, which goes by the ungainly name of Idearc, ... Verizon's former19

Hawaiian telecom franchise, purchased by Carlyle Group, ... and FairPoint Communi-20

cations, which absorbed landlines from Verizon in a complicated divestment, ... have lost21

upward of $13 billion in value and counting.  This should make [Verizon’s CEO] Mr.22
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    13.   “The Two Sides of Verizon's Deal Making” by Dennis K. Berman, The Wall Street
Journal, August 11, 2009.  The complete quote appears at footnote 77 at p. 68 in AG/CUB
Exhibit 1.0.
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Seidenberg a hero to Verizon investors.  Not only did he bail out of the assets at the right1

moment, he extracted prices that literally sucked the life out of the buyers.  If only it were2

that simple.  In the case of Idearc and FairPoint, their buyers happened to include Verizon3

shareholders themselves.  They received controlling interests in the newly formed4

companies.  That is a good thing for those who sold out early.  Those who didn't are now5

sitting on Idearc and FairPoint stock trading at three cents and 54 cents a share, down from6

around $28 and $10, respectively, when the spinoffs began.”137

8

Given this track record, one cannot help but interpret Verizon’s reluctance to retain9

ownership of the Frontier shares as an indication that Verizon does not expect those shares10

to appreciate or even to retain their as-of-the-date-of-closing value.  If Verizon views those11

Frontier shares as a “hot potato,” there is clearly a legitimate basis for the Commission to12

view Verizon’s motives with extreme skepticism.  The fact that Verizon once again seems13

eager to throw its shareholders “under the bus” is itself a matter between Verizon and those14

shareholders and is not, per se, at issue here.  But at the same time, Verizon’s apparent15

refusal to retain its ownership interest in Frontier speaks volumes as to its true level of16

confidence in Frontier’s ultimate success.17

18
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In contrast, the specific approach that I am recommending – one that requires Verizon to1

maintain its ownership stake in Frontier until the ownership and management transitions2

have been completed and Frontier has demonstrated that it has established a robust and3

stable stewardship of the newly-acquired Illinois territories – aligns the interests of all of the4

parties affected by this transfer – Verizon Communications, Inc., Verizon shareholders,5

Frontier Communications, Inc., Frontier shareholders, and – of greatest importance to the6

Illinois Commerce Commission – the consumers in the affected Illinois communities.7

8

Q. Does this conclude your reply testimony at this time?9

10

A. Yes, it does.11


