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INTRODUCTION1

2

Qualifications3
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.  Economics and Technology, Inc. is a8

research and consulting firm specializing in telecommunications economics, regulation,9

management and public policy.10

11

Q. Please summarize your educational background and previous experience in the field of12

telecommunications regulation and policy.13

14

A. I have prepared a Statement of Qualifications, which is attached hereto as Schedule LLS-1.15

16

Q. Dr. Selwyn, have you previously testified before the Illinois Commerce Commission?17

18

A. Yes, I have testified before this Commission in a number of rate and policymaking19

proceedings involving AT&T Illinois and its predecessors, SBC Illinois, Ameritech Illinois20

and Illinois Bell Telephone Company, dating back to the mid-1970s.  I testified in a number21

of Illinois Bell general rate cases, Dockets 59666 (September 1975), 76-0409 (January22

1977), 78-0034 (June 1978), 80-0010 (July 1980), and 83-0142 (November 1985 and23
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January 1986), all on behalf of the Illinois Retail Merchants Association.  I also testified in1

Docket 81-0478, also a general rate case (November 1981), on behalf of the Communi-2

cations Users of Illinois.  I testified in Docket No. 76-0200 (October, 1976), involving3

Illinois Bell private line pricing, on behalf of the Illinois Retail Merchants Association, I4

testified in Docket No. 77-0511  (March, 1978) regarding rates for direct inward dialing, on5

behalf of several business user intervenors.6

7

I was a witness for the Attorney General in Docket No. 92-0448 addressing alternative8

regulation and price cap issues; several of my specific recommendations were incorporated9

into the price cap formula that was adopted by the Commission in that proceeding and that10

have remained in effect to the present day.   I have assisted the Attorney General’s office in11

its evaluation and response to each of the annual price cap rate adjustment filings that have12

been made by the Company pursuant to the price cap plan adopted in that proceeding.  In13

May 1996, I appeared on behalf of the Attorney General in Docket 96-0137, a proceeding to14

transfer charges and services between price cap baskets.  I submitted testimony in 1998 and15

1999 in Docket 98-0555, the proceeding examining the merger between Ameritech16

Corporation and SBC Communications, Inc., on behalf of the Government and Consumer17

Intervenors, a coalition consisting of the Citizens Utility Board, the Cook County State’s18

Attorney, and the Attorney General of the State of Illinois.  I also appeared on behalf of the19

Attorney General of the State of Illinois in several cases involving area code and number20

conservation issues – Docket No. 94-0315 (the 708 NPA area code split proceeding),21

Docket Nos. 95-0396/95-0371 (the 312 NPA area code split proceeding) and in Docket Nos.22

97-0192/97-0211 (the 847 NPA area code relief proceeding).23
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I appeared in Docket No. 95-0157, a resale proceeding (June 1995), and in Docket Nos. 95-1

0540 and 95-0531, involving the establishment of Illinois Bell wholesale rates (September2

1995), and in Docket No. 95-0443 (June 1996), the Ameritech Communications, Inc.3

application for interexchange and local exchange service authority, on behalf of AT&T4

Communications of Illinois, Inc.  In March 2000, I testified on behalf of AT&T5

Communications of Illinois, Inc. in Docket No. 98-0396/0569 (consolidated) on the subject6

of nonrecurring charges applicable to Unbundled Network Elements (UNEs) being7

furnished to CLECs by Ameritech Illinois (March 2000).  I appeared on behalf of the  the8

Government and Consumers Intervenors group and the City of Chicago (November 2000) in9

Docket Nos. 98-0252 and 98-0335, addressing alternative regulation issues.  In May 2003 I10

submitted an affidavit on behalf of AT&T Communications of Illinois, Inc. in Voices for11

Choices, et al v. Illinois Bell Telephone Co., Inc., et al, Docket No. 03 C 3290, before the12

United States District Court for the Northern District of Illinois Eastern Division.   I13

appeared in Docket No. 02-0864 (February 2004), on behalf of AT&T Communications of14

Illinois, Inc.  In that proceeding, I testified on cost issues involved in the setting of SBC15

Illinois’ UNE loop and nonrecurring rates charged to competitors.  Most recently, I appeared16

in Docket Nos. 06-0027 and 08-0569, where I testified on behalf of the People of the State17

of Illinois matters pertaining to AT&T Illinois’ reclassification of certain residential services18

as “competitive” in Illinois MSA-1 and in the “Greater Illinois” MSAs, respectively.19

20
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Assignment1
2

Q. On whose behalf is your testimony being offered, and what was your assignment in3

connection with this proceeding?4

5

A. My testimony is being offered on behalf of the People of the State of Illinois and the6

Citizens Utility Board.  I have been asked to review the Joint Application of Verizon7

Communications, Inc. (“Verizon”) and Frontier Communications, Inc. (“Frontier”) seeking8

Commission approval of the proposed sale of Verizon’s Illinois incumbent local exchange9

carrier (“ILEC”) operations to Frontier, to offer an opinion as to whether the proposed10

transaction is in the public interest and whether it satisfies the requirements set out at11

Section 7-204 of the Public Utilities Act, and if appropriate to propose specific requirements12

that the Commission might impose upon the applicants as conditions for its approval of the13

proposed change of control.14

15

Summary16

17

Q. Dr. Selwyn, please summarize your testimony.18

19

A. The core question in this proceeding is whether the public interest will be served by20

permitting Verizon to transfer to Frontier Communications the responsibility for owning,21

managing, and operating the 413 former-GTE exchanges in Illinois.  Whether or not22

Verizon perceives the continued provision of wireline telecommunications service to23
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customers in non-urban markets as having strategic value to its business, the continued1

availability of high quality reliable local wireline telephone service is essential for Illinois2

consumers and for the Illinois economy generally.  Even services (e.g., wireless) sometimes3

perceived as substitutes for traditional local exchange service are themselves highly4

dependent upon the integrity of local wireline facilities and exclusive reliance on them may,5

in many situations, raise serious public safety concerns due to their failure to provide6

adequate E-911 functionality.7

8

The evidence raises serious doubts as to Frontier’s qualifications to step into Verizon’s9

shoes as the second largest ILEC in Illinois.  None of Frontier’s prior acquisitions come10

anywhere close to either the size or scope of the one proposed here.  In fact, Frontier has11

never previously acquired another business equal to its own size, let alone one that is more12

than twice as large or – with respect to Illinois specifically – nearly six times as large. 13

Frontier’s current senior management has little direct ILEC experience and, for the most14

part, had no direct involvement in any of Frontier’s previous acquisitions or with their15

integration into the company’s overall operations.  If this were not a business affected with16

the public interest, no one would care about whether these executives displayed reckless17

overconfidence in their abilities.  However, if Frontier is mistaken about its ability to absorb18

and operate Verizon’s wireline business, it exposes hundreds of thousands of Illinois19

households and businesses to service disruptions and financial risk.   20

21

The hurried nature of the proposed deal also reflects poorly upon the judgment of Frontier’s22

senior management.  Frontier rushed into this transaction with an entity that is far larger and23
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far more sophisticated than itself, and agreed to terms that reflect the immensely lopsided1

bargaining power of the two parties.  Having yet to obtain debt financing and having agreed2

to conditions that could increase the share of its equity to be conveyed to Verizon at closing,3

Frontier does not even know how much it is paying for the Verizon properties.  Frontier also4

agreed that Verizon will retain its most profitable services and enterprise-level business and5

government customers within the exchanges that are otherwise to be turned over to Frontier.6

7

The precarious financial position in which the proposed transaction places Frontier also8

makes it unlikely that the company will be able to fulfill its lofty promises with respect to9

broadband deployment or achieve what Verizon has, thus far, been unable or unwilling to10

accomplish.  Frontier’s existing broadband offerings fall far short of what Verizon already11

offers in many of the affected exchanges, and while it can offer a glowing vision as to its12

“plans” for future broadband deployment, there is no evidence that the specific operational13

or financial details of these plans actually exist, or that Frontier has even correctly assessed14

the full extent of the effort and capital investment that will be required to achieve them.15

16

Recognizing that Verizon’s other recent divestitures of exchanges have been beset by17

massive operational problems, the Joint Applicants insist that this time things will be18

different.  However, being different is not enough.  The size and geographic scope of the19

operations that Verizon proposes to hand off to Frontier far exceed any of Verizon’s prior20

wireline divestitures, and Frontier appears to have seriously underestimated the complexity21

of this undertaking.   If Verizon’s support for the transition expires too soon, or if Frontier22

(in order to extend that support) is forced to incur a large unbudgeted expense, it is23
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Frontier’s customers who will suffer the consequences.  Verizon’s exhortations as to1

Frontier’s qualifications, that  the transfer will go smoothly, and that Illinois consumers will2

be well-served by Frontier, all reflect no more than Verizon’s desire to consummate the sale. 3

Yet whether these assurances turn out to be accurate or far off the mark, Verizon will itself4

bear none of the consequences.  Under the terms of this transaction, Verizon gets to “take5

the money and run,” with no ongoing stake in the ultimate success of the transition or in6

Frontier’s stewardship of the then-former Verizon assets.7

8

All of this compels the conclusion that the proposed transfer is not remotely consistent with9

the public interest and should not be approved.  Under the terms of the parties’ Merger10

Agreement, the financial burden of any conditions and penalties that the Commission or11

other regulators may attempt to impose will be borne entirely by Frontier, serving only to12

further weaken its already precarious financial condition.  Unless the Joint Applicants are13

willing to restructure their deal in a way that requires Verizon to maintain an operational14

and financial stake in Frontier until such time as Frontier has demonstrated actual financial,15

managerial and technical competence, the Commission must just say no.  However, if the16

Commission determines that Frontier’s proposed takeover of Verizon’s Illinois operations17

should go forward, it should prohibit Verizon from spinning-off the shares of Frontier that18

Verizon is to receive in exchange for the assets to be transferred, and require that Verizon19

retain all of the Frontier shares in its own portfolio for not less than five (5) years following20

the close.  In this way, Verizon will retain a strong financial interest in assuring the success21

of the transition, and will have a strong financial incentive to assure that Frontier can and22

will deliver all that has been promised.23
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SALE OF VERIZON ILLINOIS EXCHANGES TO FRONTIER1

2

Continued availability of high quality reliable local wireline telephone service is essential3
for Illinois consumers and for the Illinois economy generally.4

5

Q. Dr. Selwyn, Verizon CEO Ivan Seidenberg recently discussed Verizon’s view of its6

traditional wireline telephone services and indicated that it was redirecting its focus toward7

other products and services.  Are you familiar with his statements on this subject?8

9

A. Yes.  In an investors’ conference call on September 17, 2009 sponsored by Goldman Sachs,10

Mr. Seidenberg essentially dismissed wireline telephone services as archaic and out-of-date,11

not worth pursuing. 12

13
On the wireline side, our view there is it goes something like this.  We wanted to14
take a lot of steps to shed the Company of good assets, but they weren't strategic to15
our long-term vision of the business.  So you have seen us do that over the last five16
years, including directory and all these Rural lines and now the most recent one,17
Frontier, assuming you will ask a question on that.  It is going well.118

19
Once we finish with that, we will be in a position where a vast majority of the lines20
will be covered by what we consider to be the preferred platform, which is FiOS21
and what that enables us to do is develop a business model that has high22
penetration of video, with video being the anchor product in the bundle, and then it23
gives us a chance to take a very different view of the cost structure.  So this is a key24
point I think that separates the way we think about the wireline business and25
probably any other incumbent anywhere on the planet. ...  as we gain scale in FiOS,26
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we can significantly change the architecture of our core wireline business and1
really position that business to be an extremely potent video-centric asset.22

3
... we keep looking for this inflection point for line loss.  So the issue there is4
perhaps it is like the dog chasing the bus a little bit.  So what I need to do is get5
ourselves focused around the following idea, that video is going to be the core6
product in the fixed line business. ...  So given that that is the case, ... I think as we7
move from 2010 and into 2011, our business model for the wireline – I have never8
been more confident that I can see the end of the tunnel on this because once I shed9
myself of the burden of chasing the inflection point in access lines and say I don't10
care about that anymore, I am going to focus on driving FiOS penetration and11
taking costs out.  I feel liberated, Jason. I am actually liberated.312

13

Although these statements were made in September, several months after the May 13, 200914

announcement of Verizon’s intent to sell 4.8-million wireline access lines to Frontier, they15

make clear that this is just the latest in a series of transactions designed to shed wireline16

services in secondary and tertiary (rural) markets that Verizon considers to be17

underperforming and nonstrategic assets.  At the same time, Mr. Seidenberg’s statements18

raise serious doubts as to the potential for the deployment of state-of-the-art broadband19

facilities in the exchanges that Verizon has been and is now shedding.  If Verizon would20

rather offload these communities than provide them with a product it calls FiOS – a bundle21

of voice telephone, Internet access, and video services based upon fiber-to-the-home22

(“FTTH”) technology – it seems rather unlikely that a smaller and financially weaker23

company such as Frontier – a company with no demonstrated track record of providing24

anything more than the most basic level of “broadband” services utilizing technology that is25
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now nearly two decades old – would be capable of accomplishing what Verizon won’t even1

bother to pursue.2

3

Verizon is investing billions of dollars in its larger wireline markets to provide fiber-to-the-4

home last-mile facilities.  Rather than extend FiOS to secondary and rural markets, Verizon5

has now publicly identified its business strategy of divesting these territories to avoid6

committing the investment capital that would be required to bring these areas up to the same7

technological standard that Verizon has established for its highest density metropolitan8

markets.  Of course, if Verizon has concluded that it will not commit capital expenditures9

that would be required to upgrade its plant in these areas to support high-bandwidth10

services, it’s difficult to imagine how a much smaller, less experienced operator whose11

average costs of plant, equipment and capital are almost certainly higher than those12

confronting Verizon would be able to support such investment when Verizon can’t or won’t.13

14

Q. Do you agree that wireline telephony is on the decline and not worth the infusion of large15

amounts of capital investment?16

17

A. No, I do not.  To be sure, new technologies – wireless, VoIP, the Internet – have both18

expanded the overall size and scope of the telecommunications marketplace and, in certain19

respects, carry communications traffic that might have been carried over wireline telephone20

services had these alternative media not been available.  ILECs such as Verizon have been21

experiencing a steady decline in the demand for their wireline telephone services.  Some of22

this demand – particularly for additional residential access lines – has migrated (often with23



Ill. C. C. Docket No. 09-0268 LEE L.  SELWYN AG/CUB Exhibit 1.0 PUBLIC

    4.  When a Verizon wireline phone service customer migrates that service to FiOS, Verizon
apparently treats that event as a net loss of one telephone line – despite the fact that it still
provides basic dialtone service to that customer.

    5.   Verizon’s wireless affiliate has actually embarked upon a marketing program aimed
specifically at encouraging its customers to discontinue their wireline phones altogether.  May
26, 2009 letter to Verizon Wireless customers:

These days, more and more people are looking for ways to cut costs and save money. 
Some are even opting to disconnect their home phone for the convenience and security of
their Wireless phone.  Not to mention the savings. This is a great opportunity for you to
cut down on costs by making your cell phone your only phone 

Simplify and save.

Why pay for a home phone when you already have the convenience of mobility, plus the
reliability of The Network?  Disconnecting your home phone leaves you with one less bill
to pay.  But it won't leave you stranded.  Because with Verizon Wireless, you get
connected and stay connected through America's Largest and Most Reliable Wireless
Network.  You can put the money you'll save on your home phone to better use.

11

ECONOMICS AND 
 TECHNOLOGY, INC.

Verizon’s active encouragement) to Verizon’s own broadband offerings (DSL and FiOS4)1

and also to its own wireless services.5  Verizon has also lost wireline business to competitive2

local exchange carriers, including cable television companies.  That said, wireline telephone3

services remain essential public resources whose importance should not be lightly4

dismissed.  Services provided over wireline infrastructure are vital to public health and5

welfare and to the overall Illinois economy.  6

7

Some believe that wireless will ultimately drive out wireline.  They are wrong.  For one8

thing, alternative providers such as wireless, cable, and VoIP are all dependent, to some9

degree, on the facilities of the local wireline exchange telephone carrier.  Wireless carriers,10

for example, require wireline facilities to interconnect their “cell sites” to their local Mobile11

Telephone Switching Office (“MTSO”), the overwhelming majority of which are provided12
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by the local wireline carrier.6  Moreover, unlike wireless, fixed copper, coax and fiber offer1

literally limitless capacity – if you need more bandwidth, you deploy more facilities or, in2

the case of fiber, add more electronics.  Wireless bandwidth is ultimately constrained by the3

amount of electromagnetic spectrum that can be activated in any given area and, although4

technologies and protocols exist for expanding the aggregate bandwidth of available5

spectrum (by reducing transmitter power and antenna coverage, for example, so that the6

same frequencies can be reused at nearby locations), there are limits that cannot be7

overcome.  Indeed, even the spectrum reuse strategies themselves require additional fixed8

wireline facilities to interconnect transceiver sites with head-ends and switching nodes.9

10

Q. Are there specific services and capabilities for which wireless is still not a good substitute?11

12

A. Yes.  A particularly good example is Enhanced 911 emergency reporting service.  E911 was13

designed and engineered to operate over fixed wireline telephone services, assuring precise14

identification of the location from which the emergency call had been placed.  “Precise” in15

this case means down to the specific dwelling unit, whether a single-family house or a16

specific apartment in a large multi-story building.  Although wireless and so-called17

“nomadic VoIP” services offer their customers the ability to dial ‘911' in the event of an18

emergency, these services cannot provide the same degree of precision as wireline in19

identifying the customer’s exact location.  Wireless relies upon Global Positioning Satellite20
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(GPS) or cell-site based location technology that cannot, for example, identify a specific1

apartment – or even a specific floor – in a multi-unit building.  GPS may not work at all if2

the wireless handset is used indoors, and certain types of building materials – particularly3

those used in high-rise buildings – may interfere with transmissions between the wireless4

handset and the local cell sites, making location identification all but impossible.  Sadly,5

consumers who “cut the cord” and utilize only wireless as their primary residential tele-6

phone service are often unaware that by so doing they cannot receive the same level of E9117

service as they may have come to expect with their wireline phone.  Without precise8

location identification, the emergency assistance may be unable to reach the victim in time9

to be of help.  Additionally, the absence of a precise location may impose additional burdens10

on the emergency services providers – fire, police, ambulance services – as they attempt to11

identify where their assistance is needed or fail to do so.12

13

Wireline telephone services are still the primary form of voice communications used by14

businesses of all sizes.  No medium-to-large business can meet its needs for secure voice15

and data communications using commercial wireless services or cable telephony.  This is16

yet another reason why disruption of wireline services, or any serious degradation in service17

quality, can have broad negative impacts upon the economy generally.  18

19

The local wireline carrier is the only service provider with physical connectivity to virtually20

every residential and business location within its service area.  The local wireline carrier is21

also the “carrier of last resort” by virtue of its ubiquity and legacy position as a government-22

protected regulated public utility.  By law, an existing ILEC cannot abandon a service23
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territory (either by shutting down or by selling off) without regulatory approval – a statutory1

requirement that clearly recognizes the importance of maintaining continuity of such2

services separate and apart from the parochial business interests of the utility company. 3

While Verizon’s dismissive attitude toward wireline telephone services may be in its4

investors’ interests (and I am not even certain that this is the case), Commission approval of5

Verizon’s effort to walk away from its Illinois operations should be based upon what will6

ensure the provision of safe, reliable and fairly priced telecommunications services that7

meet the present and future needs of  Illinois consumers and businesses.  And where8

corporate and public interests deviate, the public interest should clearly be the controlling9

factor.10

11

The proposed sale of 4.8-million Verizon access lines to Frontier raises numerous public12
interest concerns as to Frontier’s ability to succeed where several previous Verizon13
divestitures have proven to be major trainwrecks.14

15

Q. Please summarize your understanding of the proposed transaction.16

17

A. Verizon is proposing to sell its incumbent local exchange carrier (ILEC) operations18

comprising some 4.8-million subscriber lines across 14 states to Frontier Communications,19

Inc., in exchange for $8.6-billion, consisting of $3.3-billion in cash to be paid to Verizon20

and $5.3-billion worth of Frontier stock to be spun-off to Verizon shareholders in proportion21

to their respective holdings of Verizon shares.7  With the exception of its operations in West22
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Virginia, which were part of the legacy Bell Atlantic Regional Bell Operating Company1

(RBOC) service area, most of the territories and subscriber lines included in the proposed2

transaction were former GTE operating areas that became part of Verizon as a result of the3

2000 Bell Atlantic/GTE merger.4

5

Q. Is Verizon proposing to divest all of the former GTE operating areas and customers?6

7

A. No.  Verizon is strategically carving out certain geographic areas and customers, along with8

various lines of business, that it will retain – i.e., that are either not included or expressly9

excluded from the assets that will be transferred to Frontier.  Verizon will retain ownership10

of the three largest blocks of former GTE territory – those in Florida (mainly in the Tampa-11

St. Petersburg metro), Texas (mainly in the Dallas-Ft. Worth and Houston metros), and12

California (mainly in the Los Angeles area, including a large block of territory in Orange13

County south of LA).  Verizon will also retain the former GTE territories in Pennsylvania,14

and Virginia.15

16

In addition, Verizon will retain ownership of a lengthy list of business and government17

customers, primarily consisting of its largest “enterprise” accounts.  This list of “retained18

customer accounts” (included in the Disclosure Letter attached to the Verizon-“Spinco”19

Distribution Agreement) is 74 pages long and contains the names of approximately 350020

customers.8  I have included this list, which Verizon claims to be “confidential and pro21
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prietary,” in Schedule LLS-2.  Each of these customers will continue to be served by1

Verizon following the sale of the underlying ILEC operations to Frontier.  2

3

The deal also excludes assets associated with a broad assortment of Verizon businesses –  4

including, among others, Verizon Business, Verizon Network Integration, Verizon Federal,5

Verizon Global Networks, Verizon Select Services, and Cellco Partnership (Verizon6

Wireless).9 – some of which assets may be located within the geographic areas subject to the7

sale and may have benefitted from GTE/Verizon’s ILEC status.  The business that would8

pass to Frontier via “Spinco” also specifically excludes Verizon’s services to multi-dwelling9

units voice, data, and video services.1010

11

Q. Could there be even more high-revenue business that is excluded from the transaction?12

13

A. Yes.  There are approximately 600 contracts that Verizon is not permitted to assign to14

Frontier without the customer’s consent.  Without such consent, the customer’s business15

would be retained by Verizon rather than being taken over by Frontier.1116

17
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Q. What effect will these exclusions have on Frontier’s financial viability going forward?1

2

A. Traditionally, ILECs have relied upon precisely these types of high margin, high revenue3

services as major sources of contribution toward their fixed costs of operation and to offer4

low-priced basic services.  To the extent that Frontier’s costs decrease less than propor-5

tionately relative to the elimination of these important revenue sources, the company will be6

under significant pressure to raise its rates for the remaining services in order to cover its7

costs of operation, attract capital for investment, and remain financially viable.8

9

Q. How will the proposed transaction affect Frontier?10

11

A. Frontier currently serves roughly 2.25-million access lines, mostly in relatively small12

communities and rural areas.  After the acquisition of the Verizon territories, the expanded13

Frontier will more than triple in size, to just over 7-million access lines.  In the case of14

Illinois, Frontier currently serves some 97,000 access lines spread across 139 exchanges and15

nine separate operating companies.12  The transaction will add some 600,000 access lines,16

creating a seven-fold increase in the size of Frontier’s Illinois operations.17

18

Q. Does Frontier have any experience with acquisitions of this magnitude?19

20



Ill. C. C. Docket No. 09-0268 LEE L.  SELWYN AG/CUB Exhibit 1.0 PUBLIC

    13.  Id., at 1, fn. 1.

    14.  Id., at 19.

18

ECONOMICS AND 
 TECHNOLOGY, INC.

A. No, nothing this big, although Frontier has had experience with many much smaller1

acquisitions over an extended period of time.  What is now known as Frontier Communi-2

cations Corporation was operating, up until 2008, under the Citizens Communications3

Company name.13  Citizens grew through a series of ILEC acquisitions, including 320,0004

ILEC and 100,000 CLEC lines from Commonwealth Telephone Company (Pennsylvania)5

and 12,000 lines from Global Valley (California) in 2007; 1.1-million lines from Global6

Crossing in 2001; and 750,000 lines from the former GTE between 1993 and 2000.14  Global7

Crossing had in 1999 previously acquired the former Rochester Telephone Company (then8

also known as Frontier).  Rochester Telephone had entered the long distance business in9

1984 and the wireless business in 1985.  In 1988, it acquired 29 small independent ILECs,10

and in 1995 changed its name to Frontier.  That Frontier company was purchased in 1999 by11

Global Crossing.  When Global Crossing sold its ILEC business to Citizens, it also sold12

Citizens the Frontier name.  Citizens managed these properties under that name until 2008,13

when it reverted to the Frontier name – the name under which it currently operates.14

15

Q. Is this the first time Frontier has undertaken an outright purchase of other ILEC operations?16

17

A. No, but all of Frontier’s previous mergers and acquisitions have been relatively small – the18

largest of which was the June 2001 purchase of Global Crossing’s ILEC operations19
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consisting of approximately 1.1-million subscriber lines in 13 states.15  The proposed1

acquisition of nearly five million access lines from Verizon all at one time is more than2

twice as large as all previous Frontier acquisitions combined, and more than four times the3

size of the largest of these – the 1.1-million access line deal with Global Crossing.4

5

Q. Is this the first time that Verizon has divested or spun off any portions of its operations6

following the 2000 Bell Atlantic/GTE merger?7

8

A. No.  Verizon has undertaken a number of divestitures since its formation in 2000.  Shortly9

after its acquisition of MCI, Verizon began refocusing its main interests toward wireless and10

(primarily in the legacy Bell Atlantic region) at competing with cable for mass market11

broadband, video and Internet services, and commenced the process of dismembering itself12

by divesting operations it no longer cared to pursue.  The Company announced plans to13

divest its wireline operations in Hawaii, upstate New York, and northern New England, as14

well as all of its yellow pages businesses in the legacy Bell Atlantic region.  No buyer was15

ever found for upstate New York, but Verizon did succeed in selling off Hawaii (to The16

Carlyle Group, a private equity firm, in 2005), and its three Northern New England states (to17

FairPoint Communications, a small North Carolina-based ILEC, in 2008).  In 2006, Verizon18

spun off its paper and online yellow pages business, creating Idearc Media.19

20

Q. How have these companies fared after having been divested by Verizon?21
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A. Not well.  Two of these post-Verizon entities – Hawaiian Telcom and Idearc – have since1

gone into Chapter 11 bankruptcy proceedings,16 and the third – FairPoint – is teetering on2

the brink (on July 24, 2009, the New York Stock Exchange threatened to de-list FairPoint if3

the Company did not improve its capital structure17).  FairPoint’s service has deteriorated to4

the point where regulators in all three New England states have expressed concerns about its5

ability to fulfill its public service obligations and regulators in Vermont have actually6

initiated actions that could lead to its disenfranchisement.187

8

Q. Why have these conditions arisen?9

10

A. There are probably any number of explanations.  Hawaiian Telcom was acquired by The11

Carlyle Group, a private equity firm with no practical, hands-on experience in running a12

local telephone company.  The northern New England Verizon territories were swallowed13
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up by a tiny ILEC, roughly one-fifth the size of the areas it was taking over.19  Although1

FairPoint management had experience running small rural ILECs, that experience was2

clearly not remotely scalable to taking over responsibility for three former Bell System3

states.4

5

It also appears that in crafting the specific collection of assets to be divested in each case,6

Verizon included far too few management and other resources, virtually assuring the7

acquiring company’s failure.  In each case, Verizon handed over the equivalent of a8

quitclaim deed, essentially walking away from each transaction with no responsibility to9

assure its success.10

11

Q. Is this track record of recent Verizon divestitures relevant to the Commission’s evaluation of12

the proposed divestiture of Verizon’s Illinois territories to Frontier?13

14

A. Absolutely.  There are numerous parallels between the proposed spin-off and the three15

earlier transactions.  Most importantly, the Commission needs to recognize that the genesis16

of this transaction both for Verizon and for Frontier is their own respective shareholder17

interests – decidedly not the public interest.  As part of their Merger Agreement, both18
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companies commit “to pursue vigorously all required governmental approvals,”20 and the1

testimony and other evidence being proffered here by both firms were crafted in pursuit of2

that commitment   Frontier’s Mr. McCarthy runs through a scorecard of statements as to3

how the proposed transaction will comply with the requirements of Section 7-204 of the4

Public Utilities Act and related law and regulation, but his testimony offers little more than5

broad assertions and assurances and contains almost no detail on how Frontier would6

accomplish these lofty goals.  In view of the troubled outcomes of recent Verizon spin-offs,7

these promises and assurances require particular scrutiny and skepticism on the part of the8

Commission.9

10

Q. Were similar assurances and representations as to the public interest and public benefits of11

the Hawaii and northern New England divestitures offered to the state commissions at the12

time those transactions were being presented for approval?13

14

A. Indeed, yes.  For example, FairPoint’s Chief Operating Officer Peter G. Nixon provided15

assurances to the New Hampshire Public Utilities Commission as to his company’s16

qualifications for taking over Verizon’s operations in that state – assurances that are17

strikingly similar to those being proffered here by Frontier:18

19
Q. What are FairPoint's qualifications to operate the Verizon properties?20

21
A. FairPoint has been in business for 14 years and has acquired more than 3022

companies during that period of time.  We are an experienced operator of23
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wireline facilities and have substantial experience in integrating dispersed1
operations into a cohesive business.  Buying a company is only the first step –2
making the resulting larger operation operate effectively is the key.  We have3
grown through successful acquisitions – through integrating companies into4
FairPoint, through increasing service levels and offerings, and through being5
part of the communities we serve.  Our experience has been extraordinarily6
helpful as we undertake this acquisition.  Our experience helped us to negotiate7
a deal that makes sense for FairPoint, for shareholders, for the employees of8
both companies, and ultimately for customers.  Our experience has also been9
helpful in planning the transition.  Measured in financial terms, our prior10
acquisitions all exceeded our two year forward EBITDA projections (Earnings11
before Interest, Taxes, Depreciation and Amortization).  This is one indication12
our ability to evaluate and execute transactions.  That is part of the experience13
we are applying to this transaction.  As you will hear, we began planning the14
transition months before a contract was signed.  We pulled together a team of15
veterans from within FairPoint, obtained the external resources, and have16
worked closely with Verizon in ways that are uncommon in such17
transactions.2118

19

Mr. Nixon went on to explain to the NH PUC how his own background has affected his20

approach to telecommunications service and to implementing the transaction:21

22
I have a long and significant background understanding needs of communities23
and have a passion for community development and volunteer work. As a24
result, I take a holistic view of my role and of FairPoint's role.  I recognize the25
community as an important stakeholder in its own right, not just the sum of26
individual customer preferences.  Over the next several years, FairPoint will27
invest hundreds of millions of dollars in the information age infrastructure in28
the communities we serve and therefore have a deep interest in understanding29
the telecommunications and information services needs of the customers and30
the communities so that we can deploy technologies to best meet their needs. 31
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In short, our economic well being is directly related to the well being of the1
communities we serve.222

3

Nice words but, as it has turned out, rather empty promises.4

5

Q. Did Verizon also offer assurances as to FairPoint’s ability to take over the ILEC operations6

in New Hampshire?7

8

A. Yes.  Stephen Edward Smith, Vice President of Business Development for the Domestic9

Telecommunications group of Verizon Communications Inc., assured the NH PUC that:10

11
Verizon believes the proposed transaction with FRP [FairPoint] provides a fair12
value for this property to Verizon's shareowners and allows Verizon to focus more13
intently on its operations in other markets.  Verizon also believes that this14
transaction will be a good one for customers.  They will be served by FRP, a15
company that specializes in providing affordable, high-quality, advanced services16
to consumers in midsize and smaller markets, and will focus on northern New17
England as a core market as of the closing. Verizon also believes that the18
transaction agreements ensure fair and equitable treatment of the employees19
continuing with the business by FRP, including the honoring of union labor20
agreements.2321

22

It is instructive to compare Mr. Smith’s assurances as to FairPoint’s capabilities with Mr.23

Erhart’s portrayal of Frontier in his testimony in the instant docket:24

25
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The proposed Transaction with Frontier will allow Verizon to focus on its ILEC,1
global IP, and wireless operations in its remaining states, which consist primarily2
of high density urban and suburban service areas.  Furthermore, this Transaction3
will be a good one for customers.  Frontier is an excellent company that specializes4
in providing high quality telecommunications, broadband and video services to5
rural, suburban and smaller city service areas. ...246

7

Verizon can make such statements, secure in the knowledge that once the transaction is8

completed, Verizon has no ongoing stake in its outcome.  For despite the debacles in these9

four other states, Verizon soldiers on, offering the Illinois Commission virtually the same10

words as to Frontier’s ability to take over its operations  that it had provided to the other11

state commissions with respect to its previous divestitures.12

13

As proposed, the ICC would have limited ability to take remedial action in the event that14
Frontier cannot adequately handle the proposed seven-fold increase in the size of its Illinois15
operations.16

17

Q. As presently structured, what specific recourse does the Commission have in the event that,18

after the transaction closes, the promises and assurance are not fulfilled?19

20

A. Almost none.  Once the deal closes, Verizon’s responsibility comes to an abrupt end, and21

(except for certain minimal transition obligations) Verizon is free to wash its hands of the22

situation, as it has done in both Hawaii and northern New England.  After the transaction23

closes, Verizon will no longer be subject to the Commission’s jurisdiction, and attempts to24
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impose financial penalties upon the surviving Frontier entity will be counterproductive,1

serving only to make matters worse.2

3

Q. Have the parties here disclosed all of the potential risks to the Commission?4

5

A. Not in their application and sworn testimony.  However, the applicants have outlined a6

number of risks in the Registration Statement they distributed to their shareholders.  I shall7

address these in detail later in my testimony.  However, in considering the risks as presented8

to Frontier and Verizon shareholders, the Commission should recognize that the risks being9

disclosed and described therein reflect conditions confronting investors so that they can10

make informed decisions as to whether they should support the transaction, oppose it, or sell11

their Frontier stock before the deal is consummated.  These are investment risks and at worst12

affect the value of shareholder equity.  The disclosures do not address – and are not even13

intended to address – risks to the public, to Illinois consumers, to the economy of the areas14

being served by the proposed-to-be-divested Verizon operating units, or any other matters15

affecting ratepayers and users of Verizon’s services.  Similarly, the disclosures make no16

mention of any risks to the affected areas’ economic stability, to any economic development17

opportunities that might be adversely impacted by an unreliable local telecommunications18

infrastructure, or to national security and public safety if communications networks are not19

reliable.20

21

Put differently, the ultimate risk to Frontier shareholders and to the Verizon shareholders22

who will end up with Frontier stock is the loss of the equity value of that stock – as23
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happened with the Carlyle investment in Hawaiian Telcom and with the FairPoint1

investment in northern New England.  From the perspective of Illinois consumers and the2

communities being served by the Verizon exchanges, the risk is a loss of reliable telephone3

service.4

5

Q. Are there other historical events that bear upon the present Application?6

7

A. Yes.  The proposed transaction also cannot be viewed in isolation from what is by now a8

long string of telecom corporate realignments that began in the months immediately9

following enactment of the federal Telecommunications Act of 1996 and which continues to10

the present day.  The company that is now Verizon was formed by the 2000 merger of Bell11

Atlantic and GTE; Bell Atlantic had previously merged with NYNEX in 1997.  The Bell12

Atlantic/GTE merger had brought some 26-million GTE wireline access lines under13

Verizon’s control, but had also brought under one roof the wireless operations of what had14

originally been NYNEX-Bell Atlantic Mobile and GTE Mobilnet.  Verizon subsequently15

added to its wireless holdings by merging with the North American operations of Vodafone16

Group PLC, which by then had acquired the former wireless operations of two other RBOCs17

– Pacific Telesis (AirTouch) and US West (New Vector).  Verizon Wireless, now the18

nation’s largest wireless service provider, thus represents the wireless holdings originally19

accumulated by four RBOCs plus GTE, and most recently Alltel.  In 2005, Verizon added20

MCI to its portfolio, resulting in a horizontally integrated wireline/wireless/interexchange21

carrier with wireline operations in 28 states and the District of Columbia and with wireless22

and long distance operations nationwide.23
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Q. In submitting each of these earlier mergers, divestitures, and similar realignments for1

regulatory approval, did the applicants in each case assure regulators that their proposed2

transaction was in the public interest and that it would benefit consumers?3

4

A. Indeed they did.  In the case of mergers, the parties in each case assured regulators that5

consumers would benefit in terms of reduced costs due to increased scale, adoption of best6

practices, access to lower vendor prices, and any number of other synergies.  In the case of7

divestitures, the applicants assured regulators that the acquiring entity was strategically8

positioned to provide high quality reliable service in the affected territories, that the9

divesting company (Verizon) had revised its strategic focus and that the new direction did10

not include rural and smaller markets, that the purchasing company was committed to these11

markets and was qualified, both managerially and financially, to best serve the public12

interest.  The various representations and assurances that are being proffered by Verizon and13

Frontier in this case are remarkably similar to the representations and assurances that14

regulators in Hawaii, Maine, New Hampshire and Vermont had received relative to the15

Carlyle and FairPoint transactions.  The merits of those assurances have clearly been16

demonstrated to have been essentially worthless.17

18

Consideration as to the merits of the proposed divestitures to Frontier – involving much (but19

less than all) of the former GTE territories plus the legacy Bell Atlantic West Virginia – will20

need to be evaluated in the context of this experience. After closing the deal with Frontier,21

the only remnants of the old GTE that Verizon will still retain will be the GTE wireline LEC22

operations in Florida, Texas, southern California, Pennsylvania and Virginia, and GTE’s23
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wireless business.  Additionally, “[t]he transaction does not include the services, offerings1

or assets of Verizon Wireless, Verizon Business (former MCI Inc.), Federal Network2

Systems LLC, Verizon Network Integration Corp., Verizon Global Networks Inc., Verizon3

Federal Inc. or any other Verizon businesses in these states.  Verizon Business is retaining4

contracts with its customers in these states and will purchase local exchange services from5

Frontier in order to serve these customers.”256

7

Q. Should the Commission draw any inferences from the outcomes of these other Verizon8

divestitures as to the potential success or failure of the one being proposed here?9

10

A. Yes.  And, in fact, Verizon’s track record in all of these recent divestitures and spinoffs does11

not bode well for the proposed sale of its Illinois operations to Frontier.  Anticipating such12

concerns, Verizon and Frontier have sought to distinguish this transaction from the others,13

arguing that Frontier is an experienced ILEC, that it will become the second largest ILEC in14

Illinois, that it is highly qualified, financially, managerially, and technically, to manage15

Verizon’s (current) Illinois operations, and that it will succeed where FairPoint and Carlyle16

have failed.  Of course, Verizon and the acquiring companies had all made similar repre-17

sentations as to the financial, managerial, and technical qualifications of Carlyle and18

FairPoint when seeking approval from the Hawaii, Vermont, New Hampshire and Maine19

commissions for those divestitures.  Given the enormous gulf between those ex ante20

promises and the eventual ex post realities, the proposed sale of Verizon’s Illinois operations21
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to Frontier requires careful scrutiny and, if it is to be approved, the implementation of1

specific mechanisms designed to guarantee to Illinois consumers and businesses that the2

joint applicants’ various promises, representations, and assurances will all come to fruition.3

4

Q. Were the companies that today constitute Verizon required to seek state commission5

approval with respect to their various mergers – the Bell Atlantic/NYNEX merger in 19976

and the Bell Atlantic/GTE merger in 2000?7

8

A. Yes, and in their submissions and sworn testimony in those cases, they offered numerous9

arguments as to how the expanded scale and scope of the post-merger entities would benefit10

customers and the economy generally.  This proposed transaction must also be considered in11

the context of the several post-1996 horizontal mergers under which the overall scale and12

scope of Verizon’s (and its predecessor companies’) operations were significantly expanded. 13

In those instances, GTE and Bell Atlantic had assured regulators that the transactions would14

benefit consumers through various scale-related post-merger effects – lower vendor prices15

resulting from increased purchasing power of the larger (post-merger) firm, adoption of best16

practices, and various other scale-driven efficiencies.  To implement the various mergers,17

Verizon and its predecessors incurred extensive merger implementation costs – for example,18

the Bell Atlantic-GTE merger that created what is now Verizon involved over $3-billion in19

merger implementation costs, of which roughly $350-million was devoted specifically to20

rebranding with the Verizon name.26  The transactions and the resulting implementation21
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costs were supposed to produce significant benefits that would ultimately incur to the1

benefit of Verizon’s customers.  2

3

Verizon’s divestiture of its Illinois companies directly reverses this trend, and runs directly4

counter to the former “bigger is better” mantra.  Rather than being an affiliate of the second-5

largest telecommunications company in the US with its 36-million access lines and 86.6-6

million wireless customers, the (proposed to be former) Verizon Illinois companies would7

become affiliated with a parent that, even after acquiring 4.8-million lines from Verizon,8

will be little more than one-fifth the size of Verizon’s wireline business alone and, indeed,9

only one-sixth the size of the (pre-GTE merger) Bell Atlantic.  Frontier’s pre-acquisition10

enterprise value – $6.69-billion – is dwarfed by Verizon’s total enterprise value of $152-11

billion. The Commission will need to carefully – and with some degree of skepticism –12

scrutinize the current “smaller is better” story against the previous “bigger is better”13

representations.14

15

Frontier has failed to demonstrate that its senior management have either the experience16
or the focus to successfully run the proposed Illinois operations.17

18

Q. Dr. Selwyn, Mr. McCarthy testifies that “Frontier has an experienced group of executives,19

which it anticipates will continue to manage the business of the combined company”27 and20

goes on to provide brief biographical information about the top eight Frontier senior21

management executives each of whom “is currently expected to be a member of the22
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combined company's senior management immediately following the merger.”  Do you have1

any observations as to the qualifications and experience of these individuals with respect to2

their ability to successfully run Frontier’s expanded Illinois operations?3

4

A. Yes.  The most striking thing about the members of Frontier’s senior management team is5

their utter lack of experience with operations responsibility at an incumbent local exchange6

carrier.  Only two of the eight individuals appear to have had any telecommunications7

experience at all prior to joining Frontier, and the one who has been with Frontier the8

longest – Mr. McCarthy – appears to have spent most of his career at Frontier working in9

non-ILEC businesses – electric and water utilities and competitive broadband services.  It is10

also apparent that the principal focus of most of Frontier’s senior management has been with11

finance, accounting, deal-making, mergers and acquisitions.  Significantly, while Frontier12

touts its previous acquisitions as demonstrating its ability to successfully absorb and manage13

these types of horizontal expansions, virtually all of these past transactions long pre-date the14

arrival of seven out of the eight senior management people identified by Mr. McCarthy.28  I15

have summarized the biographical information as provided by Mr. McCarthy in the16

following table:17

18
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Table 11
2

FRONTIER SENIOR MANAGEMENT TEAM3

Name/Title4 At
Frontier
since

Years in
ILEC mgt
positions

Previous employment Major focus

Mary Agnes Wilderotter, President5
and Chief Executive Officer,6
Chairman7

11/2004 5 Microsoft, Wink
Communications

Donald R. Shassian, Executive8
Vice President and Chief Financial9
Officer10

4/2006 8.5 Independent consultant;
Health Net, Inc. SNET,
Arthur Andersen

Finance,
Accounting,
M&A

Hilary E. Glassman, Senior Vice11
President,12
General Counsel and Secretary13

7/2005 4.25 Sandler O'Neill &
Partners, L.P., Newview
Technologies, Inc

Law,
investment
banking

Peter B. Hayes, Executive Vice14
President, Sales, Marketing and15
Business Development16

2/2005 4.75 Microsoft Marketing and
Business
Development

Robert J. Larson, Senior Vice17
President and Chief Accounting18
Officer19

7/2000 9+ Century
Communications Corp

Accounting,
finance

Daniel J. Mccarthy, Executive Vice20
President and Chief Operating21
Officer22

12/1990 5 Operations

Cecilia K. Mckenney, executive23
Vice President, Human Resources24
and Call Center Sales &25
Service26

2/2006 3.75 Pepsi Bottling Group HR

Melinda White, Senior Vice27
President and General Manager of28
New Business29
Operations30

1/2005 3.25 Wink Communications Sales,
Marketing

Source: McCarthy direct testimony, at 4-5.31
32

The proposed acquisition of 4.8-million additional access lines – more than tripling the33

current size of Frontier – requires that existing management and operations at Frontier be34

fully scalable.  For Illinois in particular, Frontier’s size would increase by a factor of35
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roughly seven times – from under 100,000 to nearly 700,000.  There is no indication – save1

for an entirely unsupported claim by Mr. McCarthy that the “existing Frontier systems are2

fully scalable” and that “[i]f Frontier decided to migrate the Verizon customers over to3

Frontier's systems, Frontier's existing systems could accommodate and be used to serve the4

Verizon customers”29 – that Frontier has or will acquire the management talent and5

experience needed to deal with the expansion that it proposes to pursue.  This lack of6

experience presents serious concerns as to Frontier’s ability to satisfy the statutory findings7

that the Commission is required to address.8

9

Frontier has failed to demonstrate that its proposed “take over” of Verizon’s Operations10
Support Systems (OSS) and other back-office systems will succeed in overcoming the11
vexing customer service problems that pervaded the earlier Verizon ILEC spinoffs in12
Hawaii and New England.13

14

Q. Dr. Selwyn, Mr. McCarthy concedes that “back office support system transitions [have]15

plagued some other recent Verizon transactions, specifically in New England and in16

Hawaii.”30  How does Frontier propose to avoid the problems that have confounded17

FairPoint and Hawaiian Telcom following their respective divestitures by Verizon?18

19

A. Mr. McCarthy explains that “FairPoint designed and built ... new and different systems for20

billing processes, order flow, and call center response for both retail and wholesale21

operations [and that this strategy] required FairPoint to migrate customer information and22
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data from Verizon's systems to FairPoint's new systems.”31  The approach forced FairPoint1

to migrate its customer data and operations support functions from Verizon's systems to2

FairPoint's new system through what amounted to a flash-cut, concurrent with FairPoint’s3

takeover of direct control of the Verizon operations, some ten months following the date of4

closing of the transaction.32  Mr. McCarthy notes that Hawaiian Telcom adopted a similar5

approach, and ran into similar problems when it transferred the operations support systems6

(OSS) functions to its own information technology (IT) platform.337

8

To avoid these problems, Mr. McCarthy explains that Frontier will not migrate Verizon’s9

OSS functions to its own IT platform, but will instead retain, adopt and operate the same10

Verizon systems as are presently in use in the Verizon Illinois territories.   According to Mr.11

McCarthy, Frontier’s approach will “ensure that it does not experience the same operational12

and systems problems and issues other carriers such as FairPoint Communications and13

Hawaiian Telcom encountered when they purchased access lines and operations from14

Verizon.”3415

16
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Q. Do you agree that this approach will “ensure that [Frontier] does not experience the same1

operational and systems problems and issues [that] FairPoint Communications and2

Hawaiian Telcom encountered”?3

4

A. No, because the approach that Frontier claims to have adopted will bring with it a new and5

different set of problems that Frontier seems to be glossing over.6

7

Q. Please explain.8

9

A. The various operations support systems that are required to process customer orders,10

maintain customer records, manage plant resources, support the provision of wholesale11

services and interconnections with other carriers, and numerous other management and12

operational functions, are highly complex, involve numerous interfaces with activities,13

systems and functions throughout the telephone company’s organization, and are subject to14

constant and ongoing maintenance, modification, and enhancement.  Frontier’s notion that,15

prior to closing, Verizon can simply “replicate and physically separate these systems from16

the systems [Verizon] will continue to use for its own operations after the close” and that17

“Frontier will be able to validate and confirm that the principal operating systems have been18

replicated properly in advance of closing” seems incredibly simplistic and naive.  This is not19

like buying a piece of furniture that you can check to be sure there are no dents or scratches20

before paying for it.  Complex IT systems such as those that Frontier expects will be21

“replicated” are not static objects that can be copied over to different equipment at different22
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locations.  These systems are dynamic organisms that require perpetual maintenance and1

support.2

3

Q. What sort of “validation” does Mr. McCarthy seem to be contemplating?4

5

A. He offers nothing specific, only some vague language about how “the companies will6

coordinate as Verizon undertakes the process of replicating its existing systems” and that7

“Verizon is required to keep Frontier updated, engage in ongoing discussions regarding the8

process, and grant Frontier reasonable rights of access.”359

10

Q. Access to what, exactly?11

12

A. That’s a very good question, and is not specified by Mr. McCarthy.  In the context of a13

complex IT system, “access” implies full access to all source code, documentation, training14

materials, maintenance protocols, testbed systems, help desks and support functions, system15

upgrades and upgrade/update protocols and procedures, and much more.  “Access” in this16

context is not just being allowed into the computer room during normal business hours.17

18

Q. You cited Mr. McCarthy as stating that “Frontier will be able to validate and confirm that19

the principal operating systems have been replicated properly in advance of closing.”  What20

exactly does such “validation” entail?21
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A. Another good question.  ILEC operations support systems perform hundreds, even1

thousands of specific functions, involve hardware and software interfaces to every central2

office switch of whatever manufacture and operating system version, to a myriad of other3

network components, billing systems, order entry and order processing systems, plant4

management systems, and more.  In order for Frontier to successfully assume responsibility5

for these systems and the functions they support, Frontier personnel will require extensive6

training, the opportunity to review and gain hands-on familiarity with all pertinent systems7

and software documentation, and have ongoing access to Verizon IT personnel and systems8

maintenance and support for an indefinite period of time.  It appears, however, that Frontier9

has grossly underestimated the scope of this undertaking.  In order to explore Frontier’s10

preparedness to assume these responsibilities, Attorney General Data Request 2.9, Frontier11

was asked “How many person-hours will Verizon make available to Frontier to assist with12

this ‘validation’ process?” and “Will any persons independent of Verizon assist with this13

validation process?”  Frontier’s response was shockingly dismissive:14

15
Frontier and Verizon will be in regular communication regarding the process of16
replicating the Verizon OSS.  Frontier will validate and confirm that the principal17
operating systems have been replicated in accordance with the terms of the Merger18
Agreement before the closing occurs.  The Merger Agreement, including sections19
5.17 and 7.24, speaks for itself.  Applicants decline to speculate on “person-hours”20
associated with the parties’ rights and obligations under those sections.  No persons21
independent of Verizon and Frontier are needed to, or will, assist with this22
validation process.23

24

The referenced sections of the Merger Agreement are no more specific.  For example,25

section 7.24(c) provides that26

27
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Prior to March 31, 2010, Verizon shall create a separate instance in the Fort1
Wayne, Indiana data center (the “Fort Wayne Data Center”) of Verizon proprietary2
software systems that will enable Spinco (and following the Merger, the Surviving3
Corporation) in all states in the Territory (other than West Virginia) to provide4
functionality substantially similar to, but no less favorable to the Spinco Business5
than, that which the Spinco Business received from Verizon and its Affiliates as of6
the date of this Agreement.  As of the Closing Date, the Fort Wayne Data Center (i)7
shall be owned by the Surviving Corporation or an Affiliate thereof and (ii) shall8
have on site a majority of the hardware reasonably required to provide functionality9
to the Spinco Business in accordance with the foregoing (and the balance of such10
hardware, if not held at the Fort Wayne Data Center, shall be available on a11
firewall basis from Verizon or a Verizon Subsidiary for up to one year following12
the Closing to allow for Verizon to transfer such hardware to the Fort Wayne Data13
Center within one year following the Closing).14

15

Adding to these concerns is Mr. McCarthy’s seemingly evasive response to a question16

propounded to him in his prefiled direct testimony concerning the hand-off of OSS by17

Verizon to Frontier:18

19
Q. Will there be any overlap between the systems that remain with Verizon and20

those that serve the areas Frontier is acquiring?21
22

A. After closing, the customer records and information for customers located in23
Illinois will be maintained on Frontier's systems, which will be maintained24
independently from the systems Verizon retains and utilizes to provide service in25
other states.  Also, the parties have agreed that if all the necessary hardware cannot26
be procured and installed in Frontier's data center by closing, it will be made27
available by Verizon or a Verizon subsidiary for up to one year following the28
closing to allow for transition, and such hardware shall thereafter be transferred to29
the Frontier data center.30

31

Note that Mr. McCarthy does not actually respond to the question as propounded, but from32

his description it is apparent that there will not be any overlap.  Upon closing, the Verizon33

systems will be replicated and the records and data pertinent to the acquired Illinois assets34
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will be transferred to the replicated system.  There does not appear to be any provision for1

maintaining any sort of redundancy between the preexisting Verizon systems and the2

replicated Frontier systems.  Once the Frontier customer data is transferred, Verizon’s3

systems will be entirely out of the picture, shifting all of the risk of any systems failures and4

service interruptions entirely to Frontier and its customers.5

6

Q. Is any provision being made for ongoing OSS support following the replication of the7

Verizon systems and their delivery to Frontier?8

9

A. That is also entirely unclear.  Section 7.24(c) of the Merger Agreement and Mr. McCarthy’s10

testimony quoted above speak about the circumstances under which the replicated Frontier11

OSS could continue to utilize Verizon hardware for up to one year if Frontier was not able12

to immediately obtain the necessary hardware to support these systems.  However, there is13

no assurance of any long-term software or systems support by Verizon.  If a problem arises14

that was not identified during the “validation” process – a virtual certainty as anyone15

familiar with complex IT systems can attest – the Merger Agreement does not appear to16

provide for any recourse on Frontier’s part or assistance by Verizon to resolve the problem.17

18

Although I have not located specific language regarding ongoing maintenance support in the19

Merger Agreement itself, the parties’ Registration Statement, SEC Form S-4, describes20

Verizon’s obligations with respect to ongoing software maintenance and support:21

22
Maintenance and Other Support.  During the maintenance term (which will start on the23
closing date of the merger and end on the fifth anniversary thereof, unless earlier24



Ill. C. C. Docket No. 09-0268 LEE L.  SELWYN AG/CUB Exhibit 1.0 PUBLIC

    36.  S-4, at 107.

41

ECONOMICS AND 
 TECHNOLOGY, INC.

terminated), Verizon will offer to provide training services to the combined company, at1
a date and time mutually agreed upon by the parties, at an agreed rate per hour.2

3
Subject to the payment of an annual maintenance fee of $94 million, Verizon will4
provide maintenance services to the licensee during the maintenance term. At any time5
after six months after the closing, the licensee, upon six months’ written notice, may6
terminate all or a portion of such maintenance services.  If a portion of such services are7
terminated, the annual maintenance fee will be reduced by an appropriate amount,8
unless Verizon can reasonably demonstrate that the cost of providing maintenance9
services will not be reduced, in which case the parties will discuss any adjustment to the10
annual maintenance fee.  Beginning on the third anniversary of the closing, Verizon11
may, upon twelve-months’ written notice, inform the licensee that it intends to12
terminate maintenance services.  Further, upon six months’ prior written notice,13
Verizon may notify the combined company that it will no longer provide maintenance14
services for a portion of the licensed software.  Should Verizon (a) terminate the15
provision of maintenance services for all or a portion of the licensed software during the16
maintenance term, (b) terminate the software license agreement with respect to a17
portion of the licensed software, or (c) otherwise stop supporting a portion of the18
licensed software, Verizon will provide to the licensee the source code for such portion19
of the licensed software at no charge.  Maintenance services do not include the service20
of hardware, hardware platforms, or any third-party intellectual property, all of which21
will be obtained by the licensee at its own expense.3622

23

According to this description, Verizon’s ongoing software maintenance and support24

responsibilities are thus extremely limited, and could be terminated entirely – at Verizon’s25

sole discretion – as early as one year following the closing date.  Note also that the scope of26

Verizon’s undertaking is limited to maintenance only; Verizon does not commit to modify,27

enhance, or expand the functionality of these Verizon-developed and maintained systems to28

provide for any additional functionality that Frontier might require.  Moreover, if such29

enhancements were nevertheless undertaken by Frontier, it is not clear that Verizon would30
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have any responsibility to provide further support, the payment of $94-million1

notwithstanding.2

3

A maintenance-only level of support is not sufficient, because the specific demands on an4

ILEC’s OSS are constantly changing and evolving.  If Frontier introduces new services, new5

bundles, new features, these all need to be addressed and incorporated into the OSS6

functionality.  If Frontier acquires a new central office switch whose manufacturer, model,7

operating system software, or feature set was not expressly contemplated in the Verizon8

OSS being “replicated” for Frontier’s use, Frontier will either need to upgrade/expand those9

OSS capabilities or forgo the purchase of the central office switch.   Consider another10

example: In the event of an area code split some time down the road, would the systems and11

data base modifications needed to implement this event have been addressed and tested for12

as part of the “validation” process.  If the FCC were to modify interconnection regulations13

or the scope of network unbundling requirements in the future, after Verizon has washed its14

hands of the Frontier OSS, would Frontier be capable of implementing the new require-15

ments?  Frontier has offered no evidence or assurance that it possesses or will possess any16

such capabilities, or that its “validation” exercise will address any of these issues.17

18

Q. Should the Commission be concerned as to Frontier’s ability to maintain and support its19

OSS and other systems?20

21

A. Yes, definitely.  Virtually every corner of our economy is highly dependent upon22

information technology and the computer systems and software that support their23
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operations.  This is particularly the case with activities that require ongoing, real-time1

monitoring and control, such as a telephone company, an airline, a bank, and any number of2

other such businesses and service providers.3

4

Even highly sophisticated organizations have experienced major service interruptions due to5

unanticipated complications with their computer systems and underlying IT platforms.  Such6

systems are particularly vulnerable during routine software upgrades, as a result of7

accidental misuse of the system, or for completely unknown reasons.  So-called “test beds”8

are maintained precisely to avoid such problems, allowing software modifications and9

enhancements to be installed, tested, and de-bugged before being implemented on any10

“production” systems.  Such service interruptions can be especially severe for companies,11

such as Frontier, that must accurately and effectively respond to real-time demands on their12

systems.13

14

For example, trading at both the New York Stock Exchange and at the NASDAQ stock15

exchange ground to a halt due to computer glitches that arose during otherwise routine16

software upgrades and capacity expansions.37  TD Bank sent customers into a panic recently17

when computer problems prevented transactions from being posted in a timely manner. 18

These issues arose as TD Bank worked to integrate computer systems following its19
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acquisition of Commerce Bank.38  Airline traffic at both O'Hare and Midway airports was1

affected by an unidentified software glitch at the FAA that disrupted communications2

between the FAA's Georgia and Utah facilities.39  And earlier this month, T-Mobile's data3

systems were disabled due to software and systems problems, leaving customers without4

e-mail and web access, and risking the loss of vital customer data.405

6

If a potential system defect or deficiency cannot be anticipated, there is no realistic means7

by which Frontier can “validate” that such problems will not arise at systems it is acquiring8

from Verizon.  And if Frontier does not possess, in-house, the capability to maintain these9

systems, it cannot offer any assurance of uninterrupted operations following the transaction.10

11

Q. Are there any other concerns with respect to the approach that Frontier has adopted with12

respect to OSS for the proposed-to-be former Verizon operations?13

14

A. Indeed, there are.  By relying upon existing Verizon OSS for what will be its former-15

Verizon territories, Frontier will be required to maintain and operate independent disparate16
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and incompatible systems, virtually eliminating any possibility of operational synergies1

arising from this acquisition. Indeed, Frontier almost certainly has a far smaller IT2

organization than Verizon which, together with the fact that it will not be employing any3

significant number of personnel who had actually developed the systems it will be4

acquiring, could be seriously handicapped both with respect to ongoing maintenance and5

periodic enhancements to these systems.416

7

Q. But isn’t this approach still superior to the flash-cut scheme that both FairPoint and Carlyle8

had adopted?9

10

A. Not necessarily.  With a flash-cut, the problems may surface relatively quickly, as they did11

in both Hawaii and in northern New England.  Under the “takeover” approach to be pursued12

by Frontier, the problems may be latent, arising at inopportune moments such as when some13

(even minor) software change is made.  There is simply no basis to expect or to assume that14

this “replication” strategy will produce any better or different results than the “cutover”15

approach that had been adopted by Carlyle and FairPoint.16

17

Q. Although it now contrasts the approach in the FairPoint operational transition with the plans18

for Frontier, did Verizon express any reservations about the cutover to regulators at the19

time?20
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A. No, to the contrary, it expressed the same sort of confidence that it does now.  Responding1

to intervenor testimony that described the very negative experience with the cutover of lines2

from Verizon to Hawaiian Telcom, Verizon’s witness went on at length about the3

differences between that cutover and what was planned for the FairPoint transition. 4

Verizon’s witness testified that the careful planning and communication between the parties5

with regard to the operational transition, FairPoint’s experience, and the superior quality of6

the consultant FairPoint had retained “provide further assurance of a successful Cutover.”427

8

Q. Did the Verizon-FairPoint cutover go successfully, as Verizon had predicted?9

10

A. Not even close.  After some delay, FairPoint began using its own operations support systems11

almost a year after obtaining its operating authority.  The transition did not go smoothly and12

service has still not reached acceptable levels.  Utilities commissions and public advocates13

in all three northern New England states report record complaint levels.43  As of July 2009, 14

FairPoint’s poor wholesale service quality to its Maine CLEC customers exposed it to15

$845,000 in penalties, prompting FairPoint to ask regulators to waive this liability because16
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of “unprecedented and unforeseen issues” that were “beyond its control.”44    Customer1

service and service quality have been so bad, in fact, as to prompt Vermont’s utility2

consumer advocate, the Department of Public Service, to petition the state’s utilities3

commission for the revocation of FairPoint’s Certificate of Public Good.45  In its petition,4

the DPS states that FairPoint’s customers “have experienced problems due to systems,5

customer service and billing problems of an unprecedented nature.”466

7

Frontier appears to have short-circuited the usual due diligence in evaluating the economic8
merit of the proposed acquisition of 4.8-million access lines from Verizon.9

10

Q. What evidence is there that Frontier exercised due diligence in assessing the condition and11

value of the assets that Verizon proposes to sell to it? 12

13

A. Not much.  Inasmuch as Frontier proposes to take on a new business, spread over 14 states,14

that is more than twice as large as Frontier’s current size, it seems rather to have rushed into15

this transaction.  The Form S-4 Registration Statement filed by Frontier and Verizon with16

the SEC describes the events leading up to the execution of their agreement.47 According to17
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that description, a mere two months elapsed from the first meeting between Frontier and1

Verizon and their execution of the merger agreements.  Given the track record for2

companies that have acquired Verizon’s cast-off properties, proceeding in such haste seems3

very risky.  4

5

Q. Did Frontier actually know what it was buying at that first meeting, or did it take some6

additional time before it could even have had an opportunity to inspect the details of the7

business it proposes to purchase?8

9

A. It wasn’t until several weeks into the process that Verizon sent Frontier a “term sheet” that10

described the non-financial terms of a proposed transaction, including the states involved11

and the details of the included (and excluded) assets.48  Any serious analysis of the business12

could not begin until that point.  It also seems as though after its initial contact, Frontier was13

operating entirely in a reactive mode.  In particular, key documents such as the “term sheet”14

and the initial drafts of the Merger Agreement, the Distribution Agreement and the Tax15

Sharing Agreement were initiated and prepared by Verizon or its outside professionals.49 16

17

Q. Does it appear that Frontier’s management arranged for any physical inspection of the assets18

it was buying?19

20
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A. No, the Registration Statement refers only to a series of meetings and the exchange of1

information.  There is no mention of any physical inspection of the business or any of its2

assets.503

4

Q. One of Frontier’s key “selling points” to consumers and regulators has been its willingness5

to advance the deployment of broadband services.  Prior to committing to this purchase,6

does it appear that Frontier inspected or understood the extent of the broadband7

infrastructure that it will acquire from Verizon in Illinois, or that it had made any effort to8

physically inspect the condition of any of these facilities?  9

10

A. No.  Apparently, that analysis has not yet taken place.   In its response to AG Data Request11

2.20 dated August 17, 2009, Frontier states that “[a]t this time Frontier has not reviewed12

Verizon’s Illinois broadband plans nor has it assessed Verizon’s property to inspect13

infrastructure related to Verizon’s broadband capabilities.”  Frontier has not supplemented14

its response since the August 17, 2009 issuance date to the effect that the status of its15

inspections and assessments of Verizon’s Illinois plant has changed.16

17

Q. Didn’t Frontier engage several investment banking firms as financial advisors as part of its18

due diligence?19

20
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A. Yes.  According to the Registration Statement, Frontier engaged two investment banking1

firms – Evercore Group, LLC and Citigroup Global Markets – to prepare “fairness2

opinions” to be reviewed by the Frontier Board of Directors and for inclusion in the3

Registration Statement.51  Citigroup’s engagement began sometime in May 2009.52  The date4

of Evercore’s engagement is not specified, but appears to have been sometime after April5

16, 2009,53 possibly concurrent with the engagement of Citigroup.  Evercore delivered a 4-6

page written report and made an oral presentation to the Frontier Board on May 12, 2009;547

Citigroup made an oral presentation to the Frontier Board on May 12, 2009 and delivered a8

4-page written report the following day.55  Frontier agreed to pay each of these two firms9

$18-million plus expenses for their services – $4-million to each upon delivery of their10

respective opinion letters, and the balance upon successful completion of the transaction.5611

12

Q. Were the services of the two financial advisers used in negotiating the deal with Verizon?13

14
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A. Apparently not.  According to the Registration Statement and the investment bankers’1

reports, the terms of the deal had been worked out prior to their respective engagements, and2

they relied upon the agreed-upon terms in rendering their respective opinions.57  Their3

responsibilities were limited to providing fairness opinions with respect to the financial4

terms of the deal.  For example, the Evercore report contains the following qualifications5

and limitations as to the scope of its opinion:6

7
We have not made nor assumed any responsibility for making any independent8

valuation or appraisal of the assets or liabilities the Company, Spinco or Verizon,9
nor have we been furnished with any such appraisals, nor have we evaluated the10
solvency or fair value of the Company, Spinco or Verizon under any state or11
federal laws relating to bankruptcy, insolvency or similar matters.  Our opinion is12
necessarily based on economic, market and other conditions as in effect on, and the13
information made available to us as of, the date hereof.  It is understood that14
subsequent developments may affect this opinion and that we do not have any15
obligation to update, revise or reaffirm this opinion.16

17
We have not been asked to pass upon, and express no opinion with respect to,18

any matter other than the fairness to the Company and holders of Company19
Common Stock (solely in their capacity as holders of Company Common Stock),20
from a financial point of view, of the Aggregate Merger Consideration to be21
delivered by the Company in respect of the shares of Spinco Common Stock.  We22
do not express any view on, and our opinion does not address, the fairness of the23
proposed transaction to, or any consideration received in connection therewith by,24
the holders of any other securities, creditors or other constituencies of the25
Company, nor as to the fairness of the amount or nature of any compensation to be26
paid or payable to any of the officers, directors or employees of the Company, or27
any class of such persons, whether relative to the Aggregate Merger Consideration28
or otherwise.  We have assumed that any modification to the structure of the29
transaction will not vary in any respect material to our analysis.  Our opinion does30
not address the relative merits of the Merger as compared to other business or31
financial strategies that might be available to the Company, nor does it address the32
underlying business decision of the Company to engage in the Merger.  This letter,33
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and our opinion, does not constitute a recommendation to the Board of Directors or1
to any other persons in respect of the Merger, including as to how any holder of2
shares of Company Common Stock should vote or act in respect of the Merger. 3
We are not legal, regulatory, accounting or tax experts and have assumed the4
accuracy and completeness of assessments by the Company and its advisors with5
respect to legal, regulatory, accounting and tax matters.586

7

In any event, despite the massive fees that Frontier agreed to pay these firms, they each8

appear to have had something under 12 days to complete their work.  Evercore outlined the9

specific tasks its undertook in the preparation of its fairness opinion:10

11
In connection with rendering our opinion, we have, among other things:12

13
(i) reviewed certain publicly available business and financial information relating14
to the Company and Verizon in respect of Spinco, respectively, that we deemed to15
be relevant;16

17
(ii) reviewed certain non-public historical financial statements and other historical18
non-public financial data relating to the Company and Verizon in respect of19
Spinco, respectively, prepared and furnished to us by the respective managements20
of the Company and Verizon;21

22
(iii) reviewed certain non-public projected financial data relating to the Company23
and Spinco prepared and furnished to us by management of the Company (the24
“Projections”);25

26
(iv) reviewed certain historical and projected non-public operating data relating to27
the Company and Spinco prepared and furnished to us by management of the28
Company;29

30
(v) discussed the past and current operations, financial projections and current31
financial condition of the Company with management of the Company (including32
their views on the risks and uncertainties of achieving such projections);33

34
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(vi) reviewed the amount and timing of the cost savings and operating synergies1
estimated by Company management to result from the Merger (the “Synergies”)2
and the associated integration costs; 3

4
(vii) reviewed the reported prices and the historical trading activity of the Company5
Common Stock;6

7
(viii) compared the financial performance of the Company and its stock market8
trading multiples with those of certain other publicly traded companies that we9
deemed relevant;10

11
(ix) compared the financial performance of the Company and Spinco and the12
valuation multiples relating to the Merger with those of certain other transactions13
that we deemed relevant;14

15
(x) reviewed a draft of the Merger Agreement dated May 12, 2009 and a draft of16
the Distribution Agreement dated May 12, 2009; and17

18
(xi) performed such other analyses and examinations and considered such other19
factors that we deemed appropriate.20

21

Notably, neither Evercore nor Citigroup undertook any on-site inspection of the Verizon22

assets to be included in the transaction in rendering their “opinion” as to whether the23

consideration to be given by Frontier in exchange for these assets was “fair.”  Both firms24

were careful not to offer any opinion as to the efficacy of the proposed transaction, the25

merits of the transaction or any recommendation as to how shareholders should vote or act26

with respect to the Merger proposal.  Clearly, the payment of $36-million or more in27

advisory fees in no way assures a successful outcome for the company or its shareholders,28

and certainly not from the perspective of Illinois consumers.29

30

Q. Did the Registration Statement or any other documentation offer any explanation as to why31

this transaction was being rushed through to completion?32
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A. No, not that I have been able to identify.1

2

While Frontier has disclosed an extensive array of risks arising from the proposed3
transaction to its shareholders, the risks to Illinois consumers from a repeat of the Hawaii4
and northern New England debacles are of far more consequence.5

6

Q. Do the parties acknowledge the existence of risks to consumers in Illinois from their7

proposed transaction?8

9

A. Not directly, but in their disclosure to investors about the merger, they identify a long list of10

risk factors, many of which could translate into significant risks for their retail and11

wholesale customers in Illinois.  While the identification of “risk factors” to the SEC is12

intended to encompass a broad range of possible risks (including some unlikely,”worst-13

case” scenarios), many of the risks identified by Verizon and Frontier are not at all remote –14

as the Carlyle and FairPoint transactions demonstrate.  Each of the statements in bold are15

quotes from the S-4 describing categories of risk.  I discuss each one, in turn, in terms of16

each’s implications for Illinois consumers. 17

18
• The calculation of the merger consideration will not be adjusted in the event the19

value of the Spinco business or assets declines before the merger is completed.5920
21

Roughly translated, this means that Frontier has agreed to issue stock at a set dollar value in22

exchange for assets of an unknown value given the changes that might occur in the23

meantime and any information that Frontier might gather if it did some due diligence before24



Ill. C. C. Docket No. 09-0268 LEE L.  SELWYN AG/CUB Exhibit 1.0 PUBLIC

    60.  Frontier Communications 2Q 2009 Earnings Call, Transcript, August 4, 2009 (accessed at
http://seekingalpha.com/article/153702-frontier-communications-corporation-q2-2009-earnings-
call-transcript?page=9).

    61.  Id., at 24.

55

ECONOMICS AND 
 TECHNOLOGY, INC.

closing.  If Frontier ends up paying more for the acquired assets than they are worth as of1

the date of closing, its financial outlook will worsen and its ability to raise additional debt2

and/or equity capital for operating its business will be diminished.  In addition, although3

Frontier anticipates that in the months leading up to closing (estimated at March or April4

2010) it will succeed in “pre-funding” some of the $3.3-billion it needs to borrow to5

complete this deal, at present Frontier has not obtained any of this debt financing 60 and thus6

does not know what the actual cost will be.  From consumers’ perspective, Frontier’s7

exposure to these twin financial risks could mean a more difficult transition, lower service8

quality, and delayed broadband deployment.  With these and all of the other adverse9

financial risks, there is also the possibility that Frontier will seek rate increases as a means10

of covering its additional costs – and in fact, shortly after the transaction was announced,11

Frontier raised many of its rates in Illinois.12

13
• Frontier’s effort to combine Frontier’s business and the Spinco business may not14

be successful.6115
16

Under this general heading, the disclosure flags two broad subcategories of risk,  17

18
< “Frontier management will be required to devote a significant amount of time and19

attention to the process of integrating the operations of Frontier’s business and the20
Spinco business, which may decrease the time they will have to serve existing21
customers, attract new customers and develop new services or strategies.”22

23
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Not only is there a substantial risk that Frontier will fail to accomplish a smooth transition in1

combining Verizon’s businesses with its own, but the demands on management from2

integrating the two businesses may mean that the preexisting portions of Frontier’s business3

are disrupted.624

5
< “[T]he size and complexity of the Spinco business and the process of using6

Frontier’s existing common support functions and systems to manage the Spinco7
business after the merger, if not managed successfully by Frontier management,8
may result in interruptions of the business activities of the combined company that9
could have a material adverse effect on the combined company’s business,10
financial condition and results of operations.”11

12

This simple statement sums up a broad spectrum of risks to consumers, including13

degradation of service quality, problems with service ordering and billing, and higher rates. 14

Operational problems add to financial demands, which can lead to cost-cutting pressures,15

which in turn make it harder to maintain service quality.  16

17
• The combined company may not realize the growth opportunities and cost18

synergies that are anticipated from the merger.19
20

Frontier has made very aggressive – and perhaps unrealistic – assumptions about its21

opportunities for cost reduction and revenue growth.  Frontier projects synergy savings of22

$500-million or approximately 21% of the cash operating expenses of the Spinco business in23

2008.63  By contrast, FairPoint projected cost savings of $60- to $75-million, or roughly24
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7%-8% of operating expenses,64 and even that forecast met with considerable well-deserved1

skepticism.  Once excised from Verizon, Frontier’s Illinois ILECs will no longer have2

access to Verizon’s enormous purchasing power and highly favorable vendor pricing, and3

are likely to experience higher – not lower – capital outlays for otherwise comparable plant4

and equipment.  Frontier will also confront higher costs of debt and equity than Verizon due5

to its smaller size, substantially less diversified business portfolio (i.e., no wireless, minimal6

broadband, minimal enterprise customer base, and disproportionately large share of7

revenues from basic wireline telephone services), and a considerably higher debt ratio.  To8

the extent that Frontier is unable to achieve the cost savings it projects – or worse,9

experiences cost increases upon separation from Verizon – service quality and investment10

will be compromised and/or rates for its core services will be increased. 11

12

• If the assets contributed to Spinco by Verizon are insufficient to operate the Spinco13
business, it could adversely affect the combined company’s business, financial14
condition and results of operations.6515

16

In addition to various customers and contracts, Verizon has carved out several entire 17

business segments to be excluded from the transferred assets, including  “Internet access and18
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long distance services and broadband video provided to designated customers.”66  Frontier1

will thus not have access to these high margin customers and services, forcing it to place2

greater reliance upon revenues from basic residential dialtone and related services.3

4
• The combined company’s business, financial condition and results of operations5

may be adversely affected following the merger if it is not able to obtain consents6
to assign certain Verizon contracts to Spinco.67 7

8

Under the agreement, Verizon has already excluded the business of  hundreds of high-9

revenue  enterprise customers.  The loss of these high margin revenues, which contributed to10

the recovery of joint and common costs of Verizon’s business, already adversely affects the11

value of assets under the proposed transfer.  The fact that hundreds of additional customers12

have the right to refuse to have their contracts assigned to Spinco (ultimately to Frontier)13

potentially compounds this loss. 14

15

Q. Are there any other risks identified in the disclosure statement that would adversely affect16

Frontier and its customers?17

18

A. Yes.  Various circumstances are described in the agreement that would trigger additional19

payments from Frontier to Verizon.  Among others, under the Merger Agreement, Frontier20

essentially indemnifies Verizon for “any amounts paid, payable or forgone by Verizon21

pursuant to orders or settlements that are issued or entered into in order to obtain govern-22
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mental approvals” by agreeing to increase Verizon’s ownership interest in Frontier1

(common stock) by an equivalent amount.  This would appear to be a response to what2

happened in the FairPoint transfer, where regulators only approved the deal when, by3

settlement, Verizon agreed to conditions that resulted in a significant price reduction.68  This4

provision may also constitute a sort of “poison pill” – essentially preventing regulators from5

imposing conditions intended to strengthen Frontier.  Thus, if regulators were to require that6

Verizon contribute additional assets, agree to include additional customers, commit to a7

lengthier and more comprehensive program of OSS support, or other measures that operate8

to raise the ante for Verizon, Frontier would be required to issue more shares to Verizon,9

further diluting its equity and undermining its ongoing ability to attract and raise capital.10

11

Q. If Frontier subsequently finds itself in financial trouble, can it seek to be acquired or attempt12

to sell off parts of the business it proposes to acquire from Verizon?13

14

A. Generally, no, it can’t.  There is a wide range of business transactions that Frontier may not15

pursue because they would jeopardize the tax benefits that Verizon expects to obtain from16

the spin-off/merger.69  Once again, Verizon’s interests are protected at the expense of17

Frontier and, ultimately, at the expense of its customers.18
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Q. Overall, how do the risks imposed by the transaction on Frontier and Frontier’s customers1

compare to Verizon’s risks?2

3

A. Verizon has done a masterful job of ensuring that Frontier will bear virtually all of the risks4

associated with this transaction.  Because the Frontier stock to be issued to Verizon will be5

immediately spun off to Verizon shareholders, Verizon’s shareholders, not Verizon6

management, will bear these risks unless they offload the spun-off Frontier stock, which7

they are free to do.  Once the deal is done and the spin-off is completed, Verizon8

management and post-spin-off Verizon shareholders are almost entirely insulated from9

whatever outcome ultimately emerges from this transaction.10

11

There is no basis to believe that Frontier will be any more effective than Verizon in12
expanding the scope and quality of broadband services in the Illinois service areas it13
proposes to acquire from Verizon.14

15

Q. Dr. Selwyn, 220 ILCS 5/13-517, enacted by the Illinois legislature in 2001, requires that16

“[e]very Incumbent Local Exchange Carrier (telecommunications carrier that offers or17

provides a noncompetitive telecommunications service) shall offer or provide advanced18

telecommunications services to not less than 80% of its customers by January 1, 2005" and19

defines “advanced telecommunications services” as “services capable of supporting, in at20

least one direction, a speed in excess of 200 kilobits per second (kbps) to the network21

demarcation point at the subscriber's premises.”  What does Frontier claim that it will do to22

increase the availability of broadband services compliant with this statute in the to-be-23

acquired Verizon Illinois exchanges?24
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A. Mr. McCarthy devotes a number of pages in his testimony to the subject of broadband and1

Frontier’s “track record” regarding broadband availability within its operating areas. 2

According to Mr. McCarthy:3

4
From Frontier's business perspective, providing broadband service to the unserved5
or underserved customers in the acquired areas is a key driver of this transaction6
and presents a significant business growth opportunity. The provision of broadband7
service to more customers will be an important source of additional revenue and8
key to reducing the average 10% yearly access line loss Verizon has recently been9
experiencing in these areas being acquired by Frontier (significantly higher than the10
approximately 7% loss Frontier experienced in its service areas in 2008).  Custo-11
mers and Frontier will derive significant benefits where Frontier can increase12
broadband availability in the service areas it will acquire from Verizon.  It will13
allow Frontier to increase the services and bundles of services it can make available14
to customers.  Frontier's track record of making broadband service available to over15
90% of its customer households across the country and over 80% of its Illinois16
customer households via network investments over the past eight (8) years reflects17
its commitment to the deployment of broadband in rural areas and its core belief18
that such deployment is fundamental to its business model and its ability to retain19
customers. ...20

21
In its 24 states, Frontier owns and operates 330 host and 695 remote switches. 22
Digital Subscriber Line (DSL) service (referred to as High-speed Internet or “HSI”23
in the Frontier product set) has been deployed in 1017 (99.3%) of the 1025 Frontier24
host and remote switches.  Based on network investments made over the last eight25
(8) years, Frontier is currently able to serve over 90% of our local exchange26
customers with High-speed Internet broadband capacity nationally.27

28
In Illinois, 100% of Frontier's 44 host and 94 remote wire centers are equipped and29
offer High-speed Internet. Over time, Frontier has also achieved availability to over30
80% of households in its Illinois service areas despite the more rural nature of its31
existing service territory, as noted later in my testimony. ...32

33
Our goal over time is to increase broadband availability in the areas we are34
acquiring from Verizon.7035

36
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This certainly sounds good.  But it is instructive to look a little deeper.  Specifically, the1

type of broadband service that Frontier offers across its 24 state service area is, by current2

standards, decidedly inadequate and out-of-date.3

4

First, all of the broadband services (which Frontier refers to as “High Speed Internet” or5

“HSI”) that Frontier currently offers in its existing Illinois territories are based solely upon6

ADSL technology.71  Frontier offers two varieties of ADSL – HSI Lite, providing data rates7

of 768 kbps download/128 kbps upload, and HSI Max, providing data rates of “up to” 38

mbps download/384kpbs upload.72  Importantly, and notwithstanding Mr. McCarthy’s lofty9

rhetoric about the importance to Frontier of expanding broadband availability generally, the10

Company has nothing specific to offer the Commission as to its actual plans for broadband11

in the acquired Illinois service areas:12

13
Frontier response to Illinois Attorney General Data Request no. 2-20(d): Does14
Frontier have any specific plans to introduce higher bandwidth services within15
Illinois following its acquisition of the Verizon operating areas?  Please describe16
any such plans, including availability, time frame, and investment level that17
Frontier is prepared to commit for this purpose.18

19
Response:  Frontier currently has no detailed plans at this time to increase speed20
offerings in the existing Illinois service areas, focusing instead on deploying21
additional High-Speed to unserved customers.  Frontier has not prepared plans for22
the expansion of High-Speed Internet in the new Illinois markets and has not23
developed a timeline for incrementally increasing broadband availability in the24
acquired properties.  It will take several months to analyze the current Verizon25
properties’ capabilities and finalize plans for improving the service offering in the26
Illinois markets.  At this time Frontier has not reviewed Verizon’s Illinois27
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broadband plans nor has it assessed Verizon’s property to inspect infrastructure1
related to Verizon’s broadband capabilities.2

3

In other words, while committing to increase broadband availability in the Verizon Illinois4

areas, Frontier apparently does not know what the current level of broadband availability is5

within the exchanges it proposes to acquire, or the current condition of the plant in those6

exchanges relative to the effort and investment that will be required to provide ADSL where7

it is not presently available.8

9

Q. What is the current level of DSL availability within the Verizon Illinois exchanges?10

11

A. It varies by exchange.  According to Verizon’s response to IBEW Data Request 3.79, DSL12

is currently available at only [CONFIDENTIAL DESIGNATION WITHDRAWN]13

405,723, i.e., about 58.7%, of the total 691,739 14

Verizon Illinois “Residence Locations.”73  This document, which provides DSL availability15

separately for each Verizon Illinois exchange, is attached hereto as Schedule LLS-3.  As I16

have noted earlier, according to Frontier’s Response to AG Data Request 2-20, “[a]t this17

time Frontier has not reviewed Verizon's Illinois broadband plans nor has it assessed18

Verizon's property to inspect infrastructure related to Verizon's broadband capabilities.” 19

The investment required for Frontier to achieve 100% DSL availability may well be20
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significantly greater than the Company has assumed when making the 100% availability1

commitment as expressed by Mr. McCarthy.742

3

Q. What types of broadband services does Verizon presently offer in its Illinois operating4

areas?5

6

A. According to Verizon’s website, three levels of ADSL-based broadband service are offered7

at this time: A “Starter Plan,” with download speeds of up to 1 Mbps and upload speeds of8

up to 384 Kbps; a “Power Plan,” providing download speeds of up to 3 Mbps and upload9

speeds of up to 768 Kbps, and including free access to thousands of Verizon Wi-Fi hotspots,10

including coffee shops, bookstores, airports and more; and a “Turbo Plan,” with download11

speeds of up to 7.1 Mbps and upload speeds of up to 768 Kbps, also with free Verizon Wi-12

Fi hotspot access.13

14

Verizon’s ADSL high-speed Internet access services offer considerably faster data rates than15

Frontier’s HSI services.  In addition, they are also considerably less expensive:16

17
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Table 21
2

VERIZON AND FRONTIER DSL-BASED3
RESIDENTIAL HIGH SPEED INTERNET SERVICES4

Verizon5 Frontier

Service – download/upload6 Monthly Service – download/upload Monthly

Starter Plan: 1 mbps/384 kpbs7 $19.99 HSI Lite: 768 kpbs/128 kbps $39.99

Power Plan: 3 mbps/768 kpbs8 $29.99 HSI Max:  3 mbps/384 kpbs $49.99

Turbo Plan: 7.1 mbps/768 kpbs9 $39.99

Prices based on 1-year term agreement,10
Verizon home phone required; Wi-Fi hotspot11
access included in Power and Turbo plans.12

http://www22.verizon.com/Residential/HighSpee13
dInternet/Plans/Plans.htm (visited 10/17/09)14

Frontier response to Illinois Attorney General
Data Request no. 2-20(a).

15

Q. Do you consider the level of ADSL-based broadband service that Frontier currently offers to16

be adequate to meet consumer needs?17

18

A. No.  While the Frontier offerings appear to minimally satisfy the statutory requirement, they19

are certainly inadequate by current standards.  Bear in mind that 220 ILCS 5/13-517 was20

enacted in 2001, and that the minimum speed requirement established therein – 200 kpbs in21

one direction – was reasonable at that time.  But ADSL technology is by now nearly two22

decades old, and Internet applications – and the demand for increased bandwidth – have23

mushroomed since 2001, far beyond anything that ADSL is capable of supporting. 24

Frontier’s HSI Lite is probably not capable of adequately supporting VoIP or most video25

content.  Users are routinely required to download updates for many software applications,26

sometimes involving file sizes of 50, 100, 150 megabytes, or even larger.  For example,27

using Frontier’s HSI Lite service, it would take more than an hour to download the latest28
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update to Apple’s iTunes software.75  By contrast, with typical cable Internet access or1

Verizon’s FiOS, that same file could be downloaded in about a minute.  Frontier’s2

broadband offerings – which it misnames as “High Speed” Internet – will barely meet3

consumer needs today, and with respect to meeting future consumer needs, these services4

will be only slightly better than dial-up.765

6

Q. But to the extent that less than 100% of Verizon’s Illinois customers can get even minimal7

DSL services today, won’t Frontier’s commitment to provide 100% DSL availability be8

worth something?9

10

A. That’s hard to say, in part because it is less than clear that Frontier will actually have the11

capital necessary to provide 100% DSL availability in the Verizon Illinois areas.  Verizon12

has for the past several years been pursuing an ambitious fiber-to-the-home (“FTTH”)13

investment program to bring its “FiOS” infrastructure to mass market residential customers14

across its operating territories.  Frontier’s broadband initiative is limited to ADSL, a nearly15

twenty-year-old technology providing considerably lower overall bandwidth than current16

fiber deployments or cable-based Internet services.  However, Verizon has apparently not17
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deployed any FiOS in Illinois and has no plans to do so, and Frontier has indicated that the1

current extent of its high speed Internet service deployment plan will be limited to DSL2

infrastructure and existing DSL bandwidths.  It certainly seems unlikely that Frontier will3

itself extend FiOS or any other post-DSL broadband service to any of the former Verizon4

Illinois exchanges.  Put it this way – there is nothing about Frontier’s announced plans and5

representations that suggests that it will do anything more to bring state-of-the-art6

broadband to the current Verizon Illinois areas than Verizon has done up to now. 7

Approving the proposed transaction offers no assurance that broadband availability in these8

areas will improve.9

10

The transfer of Verizon’s Illinois exchanges to Frontier is not in the public interest and11
should not be approved.12

13

Q. Should the Illinois Commerce Commission approve the transfer of Verizon’s Illinois service14

areas to Frontier, as the joint applicants have requested?15

16

A. No, it should not.  While there may well be merit in turning over the responsibility for17

providing basic wireline telephone service in those areas that are currently being served by18

Verizon to another entity, the risks attendant to this particular transaction as proposed – and19

the insufficiency of the joint applicants’ demonstration that Frontier is qualified to assume20

this responsibility – argue strongly against its approval.  Given the enormous problems and21

disruptions that resulted from the two recent Verizon ILEC divestitures, the minimal22

benefits – if any – that would inure to Illinois consumers and to the Illinois economy are23

simply not worth the substantial risks to which customers would be exposed.24
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    77.  As The Wall Street Journal observed (“The Two Sides of Verizon's Deal Making” by
Dennis K. Berman, August 11, 2009) “Verizon's former yellow-pages unit, which goes by the
ungainly name of Idearc, sought court refuge from creditors in May; Verizon's former Hawaiian
telecom franchise, purchased by Carlyle Group, filed for bankruptcy in December, and FairPoint
Communications, which absorbed landlines from Verizon in a complicated divestment, is close
to going under, the company said in a July securities filing.  In all, these companies have lost
upward of $13 billion in value and counting.  This should make Mr. Seidenberg a hero to
Verizon investors.  Not only did he bail out of the assets at the right moment, he extracted prices
that literally sucked the life out of the buyers.  If only it were that simple.  In the case of Idearc
and FairPoint, their buyers happened to include Verizon shareholders themselves.  They received
controlling interests in the newly formed companies.  That is a good thing for those who sold out
early.  Those who didn't are now sitting on Idearc and FairPoint stock trading at three cents and
54 cents a share, down from around $28 and $10, respectively, when the spinoffs began.”  
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Q. Notwithstanding your overall recommendation that the transaction not be approved, in the1

event that the Commission determines that the transaction should go forward, are there any2

specific measures that the Commission should consider imposing as conditions for its3

approval so as to mitigate the risks that you have identified?4

5

A. Possibly.  In each of the three other divestitures (Hawaii, Northern New England, and6

yellow pages), Verizon provided the rough equivalent of a “quitclaim deed,” relieving itself7

of any “skin in the game,” taking no post-transaction responsibility for its successful imple-8

mentation once all papers had been passed and all payments have been made – despite the9

fact that, with respect to Idearc and northern New England, its own shareholders were the10

recipients of the divestees’ stock.77  In the case of northern New England, for example,11

Verizon retained operational responsibility from the date of the closing (March 31, 2008)12

only through January 2009, after which it essentially walked away, leaving FairPoint in the13

wind, to fend for itself long before it was prepared to do so.14

15
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Some means needs to be developed under which Verizon remains at risk if the transition to1

Frontier and to Frontier’s management and systems fail to achieve the level and quality of2

service that has been promised.  There is a problem, however, with the imposition of any3

specific conditions for approval.  As I have noted earlier, the Merger Agreement includes4

what I have described as a sort of “poison pill,” such that any additional costs or burdens5

that are imposed upon Verizon as conditions for approval will be shifted back onto Frontier,6

effectively neutralizing whatever improvement in Frontier’s operational and financial7

preparedness that the condition may have been intended to achieve.  In that respect, Verizon8

seems to have attempted to draw a line in the sand that it will not cross.9

10

Yet the experience with the other recent Verizon divestitures and spinoffs suggests that11

more scrutiny is required so as to assure the economic and financial soundness of Frontier’s12

plans for acquiring and operating Verizon’s Illinois and other telecommunications13

businesses.  Here, the acquiring company is not only vastly smaller than Verizon; it is even14

a small fraction of the size of the piece of Verizon it proposes to acquire.15

16

It is important that the Commission bear in mind that corporate mergers are not always17

successful – many end up as financial and operational disasters for the post-merger entity. 18

One need not look very far for examples – MCI/WorldCom, AOL/Time Warner,19

Sprint/Nextel, Daimler/Chrysler, to name a few.  Not to mention the real-world experience20

with the three recent Verizon divestitures – each one of which has failed miserably.  The21

risks that the joint applicants have enumerated in their S-4 Registration Statement are not22

mere boilerplate drafted by their attorneys to protect them from lawsuits: They are real, and23
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the conditions they contemplate have occurred in a number of real-world situations.  The1

importance of the problems that have been identified and their relevance to the Commis-2

sion’s consideration of this application must not be lightly dismissed:3

4

• Frontier’s ability to finance the acquisition5

• Frontier’s ability to manage the business it is acquiring6

• Frontier’s ability to obtain capital to support the ongoing operation of the business7

• Frontier’s ability to finance the expansion of broadband services within all of the8

communities it will serve post-transaction9

• Frontier’s ability to assure reasonable stability of its rate base and expenses, relative to10

revenues, so as to maintain rates at just and reasonable levels going forward11

• Frontier’s ability to make investments in new technology platforms (so that  consumers12

residing and doing business in Illinois do not fall behind those in the states that will13

continue to be served by Verizon)14

• Frontier’s commitment to retain Verizon employees in Illinois and to assure continuity15

of all benefits to present and former Verizon employees in Illinois16

17

The proposed sale is further complicated by recent management initiatives on the part of18

Verizon to develop and implement centralized operations support systems, customer records19

and billing systems, customer service, directory assistance and operator services functions,20

centralized maintenance systems, and various other management functions.  Verizon and its21

predecessors have invested literally billions of dollars in these activities, and it is not at all22

clear how these centralized functions will be supported by Frontier once the Illinois23
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operations are amputated from the Verizon operation.  To whatever extent these functions1

will be transferred to Frontier either immediately or following some transition period,2

Frontier’s ability to replicate the functions that will become its responsibility will be critical3

to its ongoing ability to provide high quality service to Illinois customers.4

5

Q. Is there any sort of solution that might overcome these concerns and risks?6

7

A. At the very least, if the transaction is to be approved, Verizon must be required to retain its8

financial stake in Frontier for a sufficiently long period of time following the close of the9

transaction so as to give Verizon the “skin in the game” that it is seeking to shed.  There10

does not seem to be any urgency or justification for the immediate spin-off to Verizon’s11

existing shareholders of the Frontier shares that are to be issued to Verizon.  Instead,12

Verizon should be required, as a condition for Commission approval, to retain the Frontier13

stock and, in so doing, maintain its stake in Frontier and in Frontier’s ultimate success for a14

minimum of five (5) years following the close, and potentially longer if at the end of that15

period Frontier has not been successful in completing the transition and in providing stable,16

high-quality services in its operating territories.  By keeping Verizon as a major stakeholder17

in the success of Frontier, Verizon will be forced to support Frontier and its management so18

as to protect its investment.19

20

Q. Would a requirement that Verizon retain ownership of the Frontier stock rather than21

spinning it off to Verizon’s shareholders affect the tax-free character of this transaction?22

23
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A. I don’t believe that it would.  As I understand it, the tax-free treatment arises by virtue of the1

exchange of Spinco stock for Frontier stock; the spin-off as proposed takes place after that2

exchange has been completed.  In any event, the tax treatment should not be the driving3

force here – the public interest must clearly take priority.  If by not pursuing the spin-off4

there would be some tax effects that are avoided if the spin-off takes place, there may be5

another means for structuring the transaction so as to overcome that concern or, if it is to6

proceed in a manner that keeps Verizon at risk as I have suggested, Verizon may just have7

to accept those additional tax consequences, if indeed there are any.8

9

Q. Is there anything else that you believe the Commission should consider if Verizon agrees to10

retain all of its Frontier shares as a condition for approval? 11

12

A. Yes.  It is important for Illinois to monitor Frontier’s post-transaction financial performance. 13

The risks to Illinois consumers are substantial, and regular reporting to the Commission will14

keep the Commission and interested parties such as the Attorney General informed about15

Frontier’s progress or the problems it is facing.16

17

Q. What kind of reporting do you recommend?18

19

A. I recommend that Frontier report the following information for all of its service areas in20

Illinois – both its existing service areas and any service areas it acquires:21

22

• Total Company and Illinois jurisdictional rate base for the preceding calendar year;23
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• Total Company and Illinois jurisdictional operating revenue and expenses for the1

preceding calendar year;2

• Other income and deductions, interest charges, and extraordinary items for the3

preceding calendar year;4

• Preceding calendar end-of-year capital structure;5

• Calculated total Company and Illinois jurisdictional return on net utility rate base and6

total Company return on common equity;7

• When and how much was paid to shareholders in dividends in the preceding calendar8

year;9

• Total number of lines that are DSL capable as of December 31 of the preceding10

calendar year, and the maximum speeds available; and a11

• Summary of all rate changes in all of Frontier’s Illinois service areas. 12

13

Q.    How do you expect the Commission to use this information?14

15

A.  This information will assist the Commission in its ongoing monitoring of Frontier’s16

performance following its acquisition of the Verizon exchanges.  Additionally, if and when17

Verizon wants to transfer its interest to shareholders following the required 5-year holding18

period, this information will enable the Commission and other interested parties like the19

Attorney General to assess whether Frontier’s operations are sufficiently stable to approve20

Verizon’s final divestiture of its Frontier stock.21

22
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Q. Would the requirement that Verizon retain the Frontier stock and as such bear the risks1

associated with the Frontier takeover overcome the various concerns you have expressed2

about this transaction?3

4

A. No.  Clearly, Verizon wants to extricate itself from Illinois and from the requirement to5

provide wireline telephone service in Illinois.  A requirement that Verizon retain its stake in6

Frontier for an extended period of time would seem at odds with Verizon’s stated goals, and7

would still provide no assurance that Verizon would do more than the absolute minimum8

necessary to keep Frontier afloat until Verizon is permitted to proceed with the spin-off. 9

Even if Verizon were to agree to this condition, the fundamental structural defects in this10

transaction afford no assurance that the outcome would be materially better than if the11

transaction is rejected altogether.  Were the Commission to adopt that course and Verizon12

still wanted to leave Illinois, Verizon would be forced to improve the offer, to find a more13

qualified buyer, and to commit to providing the full scope of post-transaction support that14

will be needed to assure a successful outcome.15

16

Q. Does that conclude your direct testimony at this time?17

18

A. Yes, it does.19




