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I. INTRODUCTION1

Q. Please state your name, title and business address.2

A. My name is Timothy McCallion.  I am President of the West Region for Verizon 3

Communications.  My business address is 112 Lakeview Canyon Road, Thousand Oaks, 4

California 91362. 5

6

Q. Carl E. Erhart previously filed direct testimony on July 8, 2009, and rebuttal 7

testimony on November 13, 2009, in this proceeding.  Do you adopt that testimony?8

A. Yes.  I am providing surrebuttal testimony today in lieu of my colleague Carl Erhart.  I 9

fully adopt the direct and rebuttal testimony filed by Mr. Erhart in this proceeding.10

11

Q. On whose behalf are you offering surrebuttal testimony?12

A. My surrebuttal testimony is offered on behalf of Verizon Communications Inc., Verizon 13

North Inc., Verizon South Inc. and New Communications of the Carolinas. (collectively 14

Verizon).15

16

Q. Please describe your educational and professional background.17

A. I have a master's degree in business administration and a bachelor's degree in business 18

management from Gannon University. During my 33 year career with Verizon, I have 19

held a variety of management positions located in California, Hawaii, Indiana, 20

Connecticut, Ohio and Pennsylvania.21

22
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Q. Please describe your current duties for Verizon.23

A. I was named West Region President for Verizon in July 2000. My current duties include 24

serving as President of Verizon Northwest, Verizon West Coast, and Verizon California.  25

I am responsible for Verizon's corporate interests including regulatory affairs, community 26

relations, and government affairs in the States of California, Washington, Oregon, 27

Alaska, Arizona, Colorado, Hawaii, Idaho, Iowa, Minnesota, Montana, Nebraska, 28

Nevada, North Dakota, South Dakota, Utah and Wyoming.  In addition to my duties with 29

Verizon, I am actively involved with a number of community-based and business 30

organizations.31

32

Q. Please describe the purpose of your surrebuttal testimony.33

A. My surrebuttal testimony and the surrebuttal testimonies of Verizon witness Stephen 34

Smith and Frontier witnesses Daniel McCarthy and Billy Jack Gregg respond to the 35

issues raised in rebuttal testimony by the Staff of the Illinois Commerce Commission 36

(“Staff”), the Illinois Attorney General and Citizen’s Utility Board (AG-CUB), the 37

International Brotherhood of Electrical Workers, Locals 21, 51 and 702 (IBEW), the 38

Department of Defense and all other Federal Executive Agencies in Illinois (DoD/FEA), 39

and the Illinois Public Telecommunications Association (IPTA) (collectively, 40

“Intervenors”), which were filed December 14, 2009. 41

42

I will address several specific points raised by various witnesses.  The fact that I do not 43

address certain issues, including those that the Intervenors simply restate from their prior 44

testimonies, does not in any way indicate that Verizon concedes those points.45
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46

II. RESPONSES TO ISSUES RAISED BY  INTERVENORS47

Q. Dr. Lee Selwyn, witness for AG-CUB, contends that his proposal to require Verizon 48

to retain stock in Frontier for five years after the close of the transaction would not 49

alter the risk allocation of the parties because it would only involve “risk-shifting” 50

between Verizon and Verizon shareholders.1 How do you respond?  51

A. Dr. Selwyn”s claim is simply incorrect.  Dr. Selwyn proposes to require Verizon to retain 52

Frontier shares for five years after the Transaction’s close.2 No matter how Dr. Selwyn 53

seeks to characterize this alteration, his proposal amounts to a request that the 54

Commission rewrite the basic structure of the Transaction and the risk allocation 55

negotiated at arm’s length by the parties.  56

57

As Staff witness Mr. McClerren has recognized, proposals that the Commission rewrite 58

the transaction are fraught with potential legal and economic difficulties and can have 59

serious, unintended consequences.  As Mr. McClerren notes, such a “skin in the game” 60

condition would threaten to distort the economic underpinnings of the transaction.3 The 61

parties carefully negotiated an arm’s-length agreement that provides both parties with 62

proper incentives to ensure the success of this transaction.  Moreover, as Mr. McClerren 63

observes, “effectively order[ing] a renegotiation of the sale” could create legal issues and 64

uncertainty.4  65

66

  
1 Selwyn Direct at 7, 11.
2 Id. at 10.  
3 McClerren Direct at 10-11.  
4 Id.at 11.
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Q. Would Mr. Selwyn’s five-year stock retention proposal create any other problems?67

A. Yes.  Although I am not an attorney or tax expert, my understanding is that it would 68

cause significant problems. First, it is probable that the transaction would become fully 69

taxable to Verizon for Federal and State income tax purposes. That is, if Verizon were 70

required to retain Spinco and Spinco then merged into Frontier, the Frontier stock issued 71

to Verizon as a result of the merger would be treated as taxable consideration received by 72

Verizon in exchange for selling its Spinco assets.  The tax cost to Verizon would be 73

substantial, and would dramatically alter the economics of this transaction to Verizon’s 74

detriment.  75

76

Second, for the proposed five-year retention period, Verizon would own more than 65% 77

of the shares of Frontier but less than 80%, so Verizon could not consolidate Frontier for 78

federal income tax purposes.  This structure would not be tax-efficient, as any dividends 79

paid by Frontier to Verizon would be partially taxable, whereas dividends paid by 80

subsidiaries within a consolidated group would not be subject to any tax.81

82

Third, Verizon does not wish to own any portion of Frontier, but if Verizon decided to 83

spin-off its 65% interest after a five year retention period, the spin-off would be a taxable 84

event for both Verizon and its shareholders because Verizon would not have the requisite 85

ownership of Frontier (at least 80%) to undertake a tax-free spin-off.86

87



Docket No. 09-0268 5 Verizon Ex. 11.0C

Fourth, Verizon has not applied to acquire more than 50% of Frontier in any state and to 88

complete the spin-off after five years would require a whole new set of regulatory 89

approvals.90

91

Fifth, Frontier’s shareholders have not approved a transaction with a five year stock 92

retention and my understanding is that they would have to approve Verizon having the 93

right to appoint the entire board of Directors and management of Frontier.94

95

Q. Is Dr. Selwyn correct when he suggests that the structure of the deal negotiated by 96

Frontier and Verizon provides Verizon with an inadequate interest in the 97

Transaction’s ultimate success?  98

A. Absolutely not.  Dr. Selwyn ignores the fact that the Transaction, as structured, provides 99

Verizon with a very real interest in ensuring the success of the transfer.  Verizon has the 100

responsibility to bear all of the costs of delivering, and to ensure that it delivers, a turnkey 101

operation to Frontier at close.  The primary component of that responsibility is that 102

Verizon create, at its own cost, replicated systems in the territory. Frontier will validate 103

and confirm that replication as a condition to closing the transaction.  Thus, Verizon is 104

already responsible for the costs associated with turning over a properly replicated and 105

realigned system as a condition of closing.  This allocation of risk must be viewed as part 106

of the overall transaction.  107

108

The transaction value agreed upon by the parties is based in part on this risk allocation.  109

Thus, the suggestion by Dr. Selwyn that the deal be restructured and this risk allocation 110
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be changed would improperly and unnecessarily interfere with a contract and change the 111

nature of the transaction.112

113

Q. At page 15 of his testimony, Dr. Selwyn suggests that “the Applicants have agreed 114

that the economic costs or burdens of any conditions for approval that may be 115

imposed by regulators are to be absorbed solely and exclusively by Frontier” and 116

that this confirms his assessment that “the transaction has been structured to permit 117

Verizon to shed all ongoing risks.”  Is there any merit to this assessment?  118

A. No.  This criticism oversimplifies and misconstrues the relevant provisions of the Merger 119

Agreement, which essentially would only alter the equity make-up of the new Frontier.  120

Specifically, in the face of a “Required Payment” under which the transaction value is 121

reallocated by a regulatory action imposing a cost on Verizon, Verizon shareholders will 122

own more of the post-transaction Frontier.  Verizon and Frontier were both aware that the 123

transaction would require regulatory review and agreed to allocate the risks of such 124

review in this manner.  Such risk allocation is a standard part of any transaction 125

negotiation, and there is no basis to suggest such an allocation or shift in public 126

ownership of Frontier is improper or for the Commission to seek to alter the fundamental 127

terms of the bargain negotiated by each party.128

129

Moreover, as noted above, the risk allocation must be viewed as part of the overall 130

Transaction.  The Transaction is structured such that Verizon already has the 131

responsibility to bear the costs associated with its realignment, including the systems 132

replication costs, as a condition of closing.  133
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134

Q. Is Dr. Selwyn correct when he suggests that Verizon’s opposition to his proposal to 135

rewrite the structure of the transaction “belies Verizon’s professed confidence in the 136

ultimate outcome”?5137

A. Absolutely not.  The appropriate inference to draw from the structure of the Transaction 138

is simply that Verizon’s business plan does not include continued ownership of the 139

landline operations in Illinois, and that it believes Frontier is better suited to do so.  In 140

contrast to Dr. Selwyn’s unsupported claims, the structure of the Transaction does not 141

support an inference that Verizon believes Frontier will not be able to operate the assets 142

successfully.  To the contrary, because of its fiduciary obligations to shareholders and the 143

potential for the outcome of this deal to influence Verizon’s ability to make deals in the 144

future, Verizon has every incentive to ensure that the Transaction is structured for 145

success.  Moreover, when this Transaction is approved, Verizon shareholders will own a 146

majority of the shares of Frontier.  Thus, Verizon undertook this transaction only after 147

determining that Frontier was a financially sound company with a solid transactional and 148

operational track record.149

150

The structure of the Transaction negotiated by Verizon and Frontier merely reflects the 151

ongoing priorities of the two companies.  Verizon has made explicit in this proceeding 152

that its strategic focus is on priorities such as wireless service and FiOS, while Frontier’s 153

business plan is focused on serving rural areas and smaller cities such as the service 154

territories it will acquire in this Transaction.6 In short, the transition to Frontier, a 155

  
5 Selwyn Direct at 17.
6 See, e.g., Erhart Direct at 7; Erhart Rebuttal at 15-16.
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company with a strategic focus on providing service in communities like Verizon’s 156

Illinois service areas, will benefit consumers in Illinois and the public interest overall157

without causing any harms.158

159

In addition, Verizon entered into this transaction with Frontier because of Frontier’s160

highly successful track record in acquiring, operating and investing in 161

telecommunications properties nationwide and because Verizon’s Illinois service areas 162

will become a strategic focus for Frontier after the transition.7 These factors give me 163

confidence in the ultimate success of this Transaction and, I believe, should provide the 164

Commission with confidence as well.  Had Verizon intended to continue its involvement 165

in the provision of service in the affected service areas, it would have structured the 166

transaction to maintain a stake in them.  But requiring Verizon now to maintain a stake in 167

the post-transaction properties would fundamentally change the nature of the transaction 168

and raise a host of economic and legal issues, as previously discussed.169

170

Q. IBEW witness Ms. Baldwin argues that Verizon is better positioned than Frontier to 171

provide the data necessary for an Illinois broadband map, and that the public 172

interest would be served by requiring Verizon to provide that data as a condition to 173

the approval of this transaction.8 Please respond.174

A. Ms. Baldwin continues to express concern about the expense of providing such data and 175

about whether the state will be able “to achieve its broadband goals in a timely manner.”9  176

But the Illinois state requirements to provide broadband data have not yet taken effect.  177

  
7 Erhart Direct at 19.
8 See Baldwin Rebuttal at 17-19.
9 Id. at 18-19.
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As Mr. Erhart explained in his rebuttal testimony, Illinois has not yet even appropriated 178

the state funding to create the public-private partnership that will build the broadband 179

map.  Thus, contrary to Ms. Baldwin’s assertions that Frontier could simply “[u]s[e] 180

Verizon’s map as a foundation,”10 there is no physical map upon which Frontier can add 181

or delete relevant data.  The state, not Verizon, has been chartered with building the map, 182

based on information residing in the industry’s various databases. 183

184

When the state data-provision requirements do take effect, the party with access to the 185

data at that time—whether Verizon or Frontier—will have a legal obligation to provide 186

the data in a timely manner and will do so.  But imposing a condition on Verizon to begin 187

preparing those data for later reporting by Frontier makes no sense when there is no 188

process in place for such information to be gathered or reported, and when Frontier’s 189

planned broadband expansion post-closing would change the data to be reported.  And, 190

although Ms. Baldwin asserts that Verizon will be better able to, for instance, “identify 191

and address” challenges to broadband deployment in the future Illinois Spinco territory, 192

that assertion is clearly erroneous.  Because Frontier plans to deploy broadband beyond 193

the areas in which Verizon currently offers it, Frontier will be better positioned to 194

identify and address challenges to that deployment.195

196

Q. Ms. Baldwin asserts on page 11 of her rebuttal testimony that the Joint Applicants 197

have not explained their plans for training employees on Verizon’s replicated 198

systems.  She also states that it is “unclear” to her how many employees may need to 199

  
10 Id. at 18.
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relocate and whether there may be issues with employee attrition prior to close.  200

(Baldwin Rebuttal at 11.)  Please respond.201

A. Verizon’s 250-page realignment plan, which was provided to IBEW along with hundreds 202

of other discovery responses, describes the staffing plan for each functional organization 203

within Spinco.  Verizon will transfer to Frontier a Spinco business that is correctly staffed 204

with appropriately trained employees, and Verizon is complying with its obligations.  205

Ms. Baldwin’s purported concern about attrition is misguided because Verizon’s 206

realignment planners have been taking into account expected attrition.  Similarly, 207

Ms. Baldwin’s purported concern about employee relocations is a red herring because 208

very few (less than one tenth of one percent) of Spinco’s employees are expected to 209

relocate.  That is because the vast majority of Spinco employees are already within the 210

Spinco footprint, and they will transfer to Frontier upon closing and continue to provide 211

high quality service to customers in Illinois.212

213

III. CONCLUSION214

Q. Does this conclude your surrebuttal testimony?215

A. Yes. 216


