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Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS

ADDRESS.
My name is Michael Dougherty. | am the Program Manager for the Corporate

Analysis and Water Regulation Section of the Public Utility Commission of

' Oregon (Commission). My business address is 550 Capitol Street NE Suite

215, Salem, Oregon 97301-2551.

. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND WORK

EXPERIENCE. |

My Witness Qualification Statement is found in Exhibit Staff/101.

. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of my testimony is three-fold. First, | am the lead witness for the
Commission Staff (Staff) in this proceeding. Accordingly, | am familiar with
Staff sponsored testimony and recommended ordering conditions. Second, |
will generally discﬁss the structure of this transaction, potential risks of the
transaction, and mitigation of these risks. Third, | will list Staff's recommended |

ordering conditions proposed by Staff ih this docket.

. WHAT IS STAFF’'S RECOMMENDATION CONCERNING THIS DOCKET?

Staff recommends the Commission deny Verizon Communication Inc.’s
(Verizon) and Frontier Communications Corporation’s (Frontier) {jointly the
Applicants) request {o approve this transacﬁon. There are significant risks
posed by this transaction which the Applicants have failed to adequately

address.
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Q. ARE THERE ANY CIRCUMSTANCES UNDER WHICH STAFF WOULD

RECOMMEND THE COMMISSION APPROVE THE TRANSACTION?
Yes. The Commission could approve the transaction subject to the Applicants
voluntarily offering conditions or commitments that either reduce the numerous
risks of the transaction (as outlined later in testimony), or offset the risks.
Although Staff believes its recommended conditions (discussed iater in
testimony) reduce the risks of the transaction, Staff does not believe its
conditions will completely mitigate the risks associated with the transaction. As
explained later in testimbny, the financial risks imposed by the transaction are
difficult to address since “ring fencing” (discussed later in testimony) the
Oregon operating companies {i.e., the two Frontier subsidiaries that will

operate as telecommunications utilities in Oregon) from Frontier is a challenge

due to Frontier's proposed organizational structure. This proposed

organizational structure does not appear to include such matters as the ability
of the Oregon operating companies to issue their own debt, ability to obtain
and maintain stand-alone debt ratings, and have an independent director

whose vote is necessary to allow for voluntary bankruptcy.

. DO YOU FURTHER QUALIFY YOUR RECOMMENDATION?

Yes. Because thére is only one round of testimony for Staff and Intervenors, |
have not been able to review for this testimony any modified or additional
conditions submitted by Intervenors. The Intervenors may identify additional
exposure to risks such that modification or addition to Staff's recommended

ordering conditions is warranted.
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Q. PLEASE PROVIDE A LIST OF STAFF WITNESSES, EXHIBIT NUMBERS,

AND THE SUBJECTS EACH ADDRESSES.

A. Staff witnesses who are providing direct testimony in this docket are as follows:

Table 1 — Staff Assignments

Witness Exhibit Subject(s)
Legal Standard;, Summary of the Transaction;
Verizon Divestitures; Risks and Risk Mitigation;
Douahert 100 Dividends; Ring Fencing and Other Financial
gnerty Conditions; Synergy Savings; Records, Access to
Books, Ratemaking; Affiliated Interest Issues, and
Recommended Approval Conditions
Financial Analysis; Financial Leverage; and Credit
Ordonez 200 Ratings Aspects of the Merger
Phillips 300 Revenue and other Operational Issues
Engineering and Service Assurance; Broadband
White 400 Issues; and Customer Support and Billing
Systems
Birko 500 Service Quality
Marinos 600 Long Distance and Competitive Issues

Q. DID YOU PREPARE EXHIBITS FOR THIS DOCKET?

Yes. | prepared Exhibit Staff 102, consisting of 128 separately numbered

pages.

Q. HOW IS YOUR TESTIMONY ORGANIZED?

My testimony is organized as follows:

Issue 1, Legal Standard ..o
Issue 2, Structure of Transaction, Potential Risks of the Transaction,

and Mitigation of these Risks.........ccccooovini .

[ssue 3, Recommended Conditions Proposed by Staff............................




10
11
12

13

14

15

16
17
18
19

20

Docket UM 1431 Staff/100

Dougherty/4

ISSUE 1 - LEGAL STANDARD

Q. WHAT IS THE LEGAL STANDARD THAT THE COMMISSION SHOULD

APPLY TO THIS TRANSACTION?

A. According to advice given by the Oregon Department of Justice, the

Commission shouid apply an “in the public interest, no harm” standard when
considering whether to approve this transaction. This is the standard the
Commission used in its Order No. 09-169 involving the merger between
CenturyTel and Embarg; and Order No. 95-526 involving a transaction
pursuant to ORS 759.375(1)(c) and 759.380 (sale of 23 exchanges). This is a
lesser standard than the “net benefits” standard employed under ORS 757.511
for energy utility acquisitions. Additionally, the Commission has used the “in
the public interest, no harm” standard for property sales including
telecommunication utility property sales (Commissrion Order No. 08-617

(UP 247) and Commission Order No. 02-466 (UP 195)).

ISSUE 2 - STRUCTURE OF TRANSACTION, POTENTIAL RISKS OF THE

TRANSACTION, AND MITIGATION OF THESE RISKS

. PLEASE PROVIDE A BRIEF CHRONOLOGY OF THIS DOCKET.

On May 29, 2009, the Applicants submitted a joint application {Application)
requesting a Commission order declining to assert jurisdiction over the
transaction, or, in the alternative, approving the indirect transfer of control of

Verizon Northwest Inc. (VNW). A Prehearing Conference was held on
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June 18, 2009, and on June 19, 2008, the Administrative Law Judge (ALJ)
issued his Prehearing Conference Report and Ruling. On July 6, 2009,
Verizon and Frontier submitted testimony to support their application. On
July 17, 2009, the Commission issued an order denying the Applicants’ réquest
for the Commission to decline assertion of jurisdiction. On August 24, 2009,
the ALJ granted the Citizens Utility Board (CUB) and International Brotherhood
of Electrical Workers’ (IBEW) motion to amend the procedural schedule. On
Octobef 14, 2009, the Commission issued Order No. 09-409 that dismissed
IBEW for its improper handling of proprietary information. Setilement
lconferences were conducted on July 27, 2009, September 24, 2009, and
October 15, 2009. |
Q. PLEASE SUMMARIZE FRONTIER AND VERIZON’S OPERATIONS.

According to the Application, Verizon's telephone operating company
subsidiaries serves approximately 35.2 million wireline access lines in

. 25 states and the District of Columbia. VNW is a certified telecommunications
utility in Oregon and is the second largest “incumbent local exchange provider”
(ILEC) with respect to access lines. VNW provides local exchénge services in
forty-four exchanges throughout the state. As of December 31, 2008, VNW
served approximately 310,000 access lines in Oregon.’

Frontier is a full-service Comrﬁunications provider that has approximately

2.8 million voice and broadband connections, including 2.3 miflion access lines.

Frontier controls incumbent local exchange operations in 24 states, including

' Application, dated May 29, 2009, at 4 and 5.
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its Oregon ILEC, Citizens Telecommunications of Orégon (CTCQO). CTCO has
approximately 12,000 access lines in Oregon.”

Q. PLEASE PROVIDE A BRIEF BACKGROUND OF THE TRANSACTION.
The transaction is structured as a Reverse Morris Trust (RMT) transaction.?
Essentially, Verizon will spin-off VNW, certain long distance customers of
Verizon Long Distance, LLC (VLD) and Verizon Enterprise Solutions (VES)
from its current operations. To effectuate this transfer, New Communications
Helding, Inc. (NCH), New Communications ILEC (NCIH), and NewLD were
formed by Verizon. NCH is a direct, wholly-owned subsidiary of Verizon, and
NCIH and New LD are direct, wholly-owned subsidiaries of NCH.* There are
14 states affected by the transaction: Arizona, Idaho, lllinois, indiana, Michigan,
Nevada, North Carolina, Ohio, Oregon, South Carolina, Washington,
Wisconsin, and West Virginia as well as a small number of access lines in
California bordering Arizona, Nevada, and Oregon.” The total number of
access lines being transferred to Frontier, through NCH is approximately
4.8 million,® including the 310,000 lines in Oregon. Thus, the Oregon share of
the transaction with respect to access lines is roughly 6.5 percent.

As explained in the Application, after a series of intra-corporate stdck

transfers, the stock of VNW and other affected ILECs will be transferred to

2 Application, dated May 29, 2009, at 4 and 5.

* A Reverse Morris Trust (RMT) transaction is a merger and acquisition method that allows a
company to complete a sale of a division or divisions without incurring any corperate tax in the
transaction. The RMT fall under section 355 of the Internal Revenue Service (IRS). It is analyzed by
the Internal Revenue Service, Internal Revenue Bulletin 2003-29. hitp:/iwww.irs.gov/irb/2003-
29_IRB/ar09.htmi '

* Application, dated May 29, 2009, at 5.

®Id. at5 and 6.

®id at5.
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NCH. Similarly, VLD and VES will transfer their accounts receivable and
customer relationships related to their long distance operations in Oregon and
other affected states to NewLD.” In addition to acquiring Verizon’s focal
exchange and long distance business in the affected states, Frontier will also
acquire high speed internet, and where provided, wireline vi.deo and broadband
data (Verizon FiOS).2 The stock of NCH will then be distributed to Verizon
shareholders as a spin-off. Immediately following the spin-off, NCH will be
merged into Frontier. Frontier will be the surviving holding company operating
under its existing name and corporate structure, but owning all of the stock of
NCH's subsidiaries, NCIH, and NewlLD.

Once the transaction is completed, NCH will no longer exist énd. VNW will be
a wholly-owned, indirect subsidiary of Frontier providing local exchange service
ih its current service territory.? Frontier will also own and control NewLD, which
will provide long distance services in Oregon. According to the Application,
immediately following the completion of the transaction, VNW will simply
change the name on the tariffs.”®

It is important to note that a requirement of a RMT is that shareholders of the
seller must receive over 50 percent of the vote and value of the surviving
entity’" (Frontier through NCH). In the case of this transaction, Verizon

shareholders will own approximately 68 percent of the post-transaction

:Application, dated May 29, 2009, at 7.
Id.
9 VNW will be a direct subsidiary of NCIH, which will be a direct subsidiary of Frontier.
'° Joint Application, dated May 29, 2008, at 7.
" nternal Revenue Bulletin 2003-29. hitp://www.irs.gov/irb/2003-29_IRB/ar08.html
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Frontier, while current Frontier shareholders will own approximately 32 percent
of the post—trensaction Frontier. The actual perceniage of ownership may vary
as the Agreement and Plan of Merger (Merger Agreement) provides for a total
of $5.247 billion in equity to be issued to Verizon shareholders excluding any
adjustments that may be paid or payable by Verizon to its subsidiaries
pursuant to orders or settlements fo obtain governmental approvals in the
Spinco (NCH) territory that are required in order to complete the merger or
spin-off."> The actual amount of shares will be determined by the price of
Frontiers shares as of the distribution date.” Based on an anticipated price of
$7.75 per share,'® 677,032,258 shares would be distributed to Verizon
shareholders.'® Additionally, according to the Merger Agreement, if the price of
Frontier's stock drops below $7.00, then the Company average price will equal
$7.00. A price of $7.00 would result in 749,571 /429 shares being distributed."
If the stock price exceeds $8.50, then the Company average price will equal
$8.50. A price of $8.50 would resuit in 617,294,118 shares being distributed."”
At the close of the market on October 27, 2009, Frontier’s stock price was
$7.15.

In addition to the $5.247 billion in equity, the transaction includes a special |

cash payment of no greater than $3.3 billion dollars.'® As a result, Frontier will

12 - Applicants’ response to Staff Data Request No. 17. Included in Exhibit Staff 102, page 1.
Agreement and Plan of Merger, Section 1.23, at 6. Included in Exhibit Staff 102, page 2.
Appilcants response to Staff Data Request No. 16. Included in Exhibit Staff 102, page 3.
® Staff's calculated number of shares does not include shares reserved for issuance. See response

to Staff Data Request No. 16.

:‘: Applicants’ response to Staff Data Request No. 17. Included in Exhibit Staff 102, page 1.

id :

1 See Staff/200 for discussions on debt.
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be required to obtain sufficient financing to complete this transaction. As a

comparison, the CenturyTel/Embarq transaction (UM 1416) did not include the

issuance of any incremental debt.

Q. HAVE THE APPLICANTS FILED A SIMILAR APPLICATION IN OTHER

STATES?

A. Yes. As aresult of being under certain regulatory' requirements by federal and

state agencies, the Applicants were required to file for approval in several

jurisdictions. The table below summarizes the status of jurisdictional approvals

as of October 29, 2009 (based on information provided from other states).

Table 2 — Filings with Other Regulatory Agencies

Regulatory Current Status if Scheduled Status
- Agency Approval is Pending | Hearing Date (if (Approved,
applicable) Other)
FCC Application filed -
5/28/09 and 5/29/09,
amendment filed
6/8/09
DOJ The companies’ Hart- Granted request
Scott-Rodino (HSR) .| for early
filings filed.'® termination of
HSR filings
State
Arizona Application filed October 26, 2009 | Testimony filed
5/29/09 October 19,
2009 _
California Application filed N/A Approved -
6/04/09 . October 29,
2009, public
meeting

'® The Hart-Scott-Radina Act established the federal premerger notification program, which provides the FTC
and the Department of Justice with information about large mergers and acquisitions before they occur. The
parties to certain proposed transactions must submit premerger notification to the FTC and DOJ.

hitp:/iwvww ftc.govl/be/hsifindex, shim
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Regulatory Current Status if Scheduled Status
Agency Approval is Pending | Hearing Date (if (Approved,
applicable) Other)
lllinois Application filed January 19-21, Testimony filed
6/04/09 2010 October 20,
2009
Nevada Application filed October 23, 2009 | Joint Stipulation
8/03/09 of Staff/Joint
Applicants
approved
October 28,
_ 2009
Ohio Application filed Three public Testimony filed
5/29/09 hearings October 8, 2009
scheduled, no
Commission
hearing
scheduled

South Carolina

Application filed
5/29/09

August 27, 2009

Joint Proposed

Order approved

5/29/09

| Washington Application filed December 15-18, | Testimony to be
5/29/09 2009 filed November

_ 3, 2009
West Virginia Application filed January 12, 2010 | Testimony to be

filed November

16, 2009

REVERSE MORRIS TRUST AND VERIZON DIVESTITURES

Q. BECAUSE THE RMT TRANSACTION IS A TAX-FREE TRANSACTION,

ARE CUSTOMERS OR THE PUBLIC HARMED BY THIS STRUCTURE

SINCE TAXES WILL NOT BE ASSESSED ON THE DISPOSITION OF THE

PROPERTIES?

A. The structure of the transaction does not, in itself, pose harm to customers. A

RMT transaction is a merger and acquisition method that aliows a company to

complete a sale of a division or divisions without incurring any corporate tax

liability. As previously mentioned, a requirement of a RMT is that shareholders
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of the seller must receive over 50 percent of the vote énd value of the surviving
entity (Frontier through NCH). In the case of this transaction, Verizon
shareholders will own approximately 68 percent of the post-transaction
Frontier, while current Frontier shareholders will own approximately 32 percent

of the post-transaction Frontier.

. HAS VERIZON PERFORMED ANY RECENT DIVESTITURES INCLUDING

A RMT TRANSACTION?

Yes. Verizon has performed three recent divestitures including a RMT
structured transaction to transfer properties. All three of the entities acquiring
Verizon properties, (Hawaiian Telcom, Idearc, and FairPoint) have filed for
bankruptcy. Hawaiian Telecom was purchased by the Carlyle Group in 2005
and filed for bankruptcy on December 1, 2008. Idearc Media LLC was spun-off
as a stand-alone company in October 2006‘and filed for bankruptcy on March
31, 2009. FairPoint, which was structured as a RMT transaction, purchased
the assets of Verizon New England Inc., on March 31, 2008, and filed for
bankruptcy on October 26, 2009.%° Prior to filing bankruptcy, FairPoint was
experiencing numerous difficulties including credit downgrades, operational
and billing system problems, phone service reinstatements, and roll out of new
products and services to lure new customers.?' In addition, a recent article in

the Wall Street Journal highlights the revenue and cash flow difficuliies that

2% EqirPoint Communications Earnings and Press Releases, dated October 26, 2009. Included in
Exhibit Staff 102, pages 4-5. '

2 EzirPoint facing serious credit problems; company downgraded; published May 9, 2009.

www timesargus.com. Included in Exhibit Staff 102, pages 6-7.
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FairPoint and ldearc experienced post—tramsfer.22 In the October 26, 2008,
press release, FairPoint stated:

To féci!itate the impiementation of the Restructuring Plan, the

Company also announced that it and all of its subsidiaries have

filed voluntary petitions for reorganization under Chapter 11 of

the U.S. Bankruptcy Code in the United States Bankruptcy

Court for the Southern District of New York (the "Court"). The

Restructuring Plan must be approved by the Court and the

Company intends to promptly file a plan of reorganization

reflecting the Restructuring Plan with the Court. The Company

and its subsidiaries expect to continue to operate their business

in the ordinary course throughout the Chapter 11 process under

the jurisdiction of the Court while it seeks confirmation of the

Restructuring Plan.?
Because of the unfavorabie results of previous Verizon's divestitures including
the FairPoint RMT transaction, identifying and analyzing the risks of this
transaction is not an academic exercise. Staff has reviewed these other
transactions and has carefully crafted conditions to address the risks posed by
the Application;

Q. BASED ON THE DOCUMENTED DIFFICULTIES CONCERNING THE
POST-TRANSFER FAIRPOINT, HOW DO THE APPLICANTS PROPOSE
TO AVOID SIMILAR PROBLEMS?

A. In FTR/100, McCarthy/33-39, Frontier's witness Daniel McCarthy explains
reasons why the Frontier transaction will not resutt in the difficulties of the

FairPoint transaction. The reasons include:

s Frontier's previous experience in acquisitions that included over
300,000 access lines in Minnesota, lllinois, and Nebraska in

% http-/fonline.wsj.com/articles/SB124994640773620919.htmi?mg=com.wsi. Included in Exhibit Staff
102 pages 8-9.

* FairPoint Communications Earnings and Press Releases, dated October 26, 2009. Included in
Exhibit Staff 102, pages 4-5.
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2000; 1.1 million access lines purchased from Global Crossing
in 2001; and acquisition of over 320,000 ILEC and 100,000
CLEC from Commonwealth Teiephone Company in 2007 .2

« Successful conversion of customer billing and service system in
2008. According to Frontier, the Company converted and
transitioned five different billing systems into one standard
customer service and billing system.?

+ Frontier will not be developing operational, customer support,
and financial systems and then cutting over to the new systems
to operate in Oregon.?® Prior to closing, Verizon will replicate
and physically separate Verizon's customer support systems
from the systems it will continue to use for its own operations
after close. These separate systems will be dedicated to
Frontier operations.?” Additionally, Venzon will provide system
support for at least a year after close.?® '

« The transaction will significantly deleverage Frontier's balance
sheet as the Company’s debt-to-EBITDA ratio will drop from 3.8
t0 2.6.2° Additionally, Frontier on a pro forma basis is
anticipating a free cash flow of $1.4 billion (compared to $500
million on a stand-alone basis) and a reduced dividend per
share of $0.75 (from $1.00), which reduces the dividend payout
ratio from approximately 64.6 percent to 43 percent.*

However these commitments are either non-specific to Oregon or are not
quantified in benchmarks. Although the Applicants highlight the benefits of the
transaction, Frontier's $-4 filing with the SEC points out numerous risks
associated with the transaction on pages 24-36. These risks include:

« The calculation of the merger consideration will not be adjusted
in the event the value of the Spinco business or assets declines

before the merger is completed. The value of the Spinco
business and assets may have an effect on the value of Frontier

2 FTR/100, McCarthy/33-34.

2 FTR/100, McCarthy/35.

% ETR/100, McCarthy/36.

27 - FTR/100, McCarthy/40.

*® FTR/100, McCarthy/41. Please also see Applicant’s responses to Comcast Data Requests No. 23

and 24. Included in Exhibit Staff 102 pages 10-11.

® FTR/100, McCarthy/36.

* FTR/100, McCarthy/27-28.
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common stock following completion of the merger. Frontier will
also not be permitted to terminate the merger agreement
because of any changes in the market price of Frontier common
stock.*’

e Frontier's effort to combine Frontier's business and the Spinco
business may not be successful. The acquisition of the Spinco
business is the largest and most significant acquisition
undertaken by Frontier. Frontier management will be required
to devote a significant amount of time and attention to the
process of integrating the operations of Frontier's business and
the Verizon business, which may decrease the time they will
have to serve existing customers, attract new customers, and
develop new services strategies. The size and complexity of
the Spinco business after the merger, if not managed
successfully by Frontier management, may result in
interruptions of the business activities of the combined company
that could have a material adverse effect on the combined
company’s business, financial condition and results of
operation. ¥

s The combined company may not realize the growth
opportunities and cost synergies that are anticipated from the
merger. The combined company may be unable to eliminate
duplicative costs, or the benefits from the merger may be offset
by costs incurred or delays integrating the companies.*®

» Sales of Frontier common stock may negatively affect its market
price. The market price of Frontier common stock could decline
as a result of sales of a large number of shares of Frontier
common stock in the market after the completion of the merger
or the perception that these sales could occur.

¢ [f the assets contributed to Spinco by Verizon are insufficient to
operate the Spinco business, it could adversely affect the
combined company's business, financial condition and results of
operations.*

* Frontier Communications SEC Form S-4 Registration Statement (filed July 24, 2009), at 24.
L:zmluded in Exhibit Staff 102, pages 12-24.
Id.
¥ 1d. at 25.
34 .

35 4.
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The combined company’s business, financial condition and
results of operations may be adversely affected following the
merger if it is not able to obtain consents to assign certain
Verizon contracts to Spinco. Certain wholesale, large business,
[nternet service provider, and other customer contracts that are
required to be assigned to Spinco by Verizon require the
consent of the customer party to the contract to effect this
assignment. Verizon and the combined company may be
unable fo obtain these consents on terms favorable to the
combined company or at all, which could have a material
adverse impact on the combined company’s business, fmanmal
condition and results of operations following the merger. >

Regulatory agencies may delay approval of the spin-off and the
merger, fail to approve them, or approve them in a manner that
may diminish the anticipated benefits of the merger.*’

The merger agreement contains provisions that may discourage
other companies from trying to acquire Frontier. According to

- Applicants, the Merger Agreement contains provisions that may

discourage a third party from submitting a business combination
proposal to Frontier prior to the closing of the merger that might
resuit in greater value to Frontier stockholders than the

merger.

Frontier will be unable to take certain actions after the merger
because such actions may jecopardize the tax-free status of the
spin-off or merger, and such restrictions can be significant.
These restrictions include any fransaction involving the
acquisition, issuance, repurchase or change of ownership of
Frontier capital stock. L

The combined company will likely face further reductions in
access lines, switched access minutes of use, long distance
revenues, federal and state subsidies and related revenues
which could adversely affect it. The businesses that will make
up the combined company have experienced declining access
lines, switched access minutes of use, long distance revenues,
federal and state subsidies and related revenue because of
economic conditions, increasing competition, changing
consumer behavior (such as wireless displacement of wireline

* 14 at 26.

37;_
BBId

®1d. at 28.
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use, e-mail use, instant messaging and increasing use of Voice
over Internet Protocol, referred to as VolP), technology changes
and regulatory constraints *°

The combined company will face intense competition. The
combined company’s competitors will include competitive local
exchange cartiers and other providers of services, such as
Internet service providers (or potential providers) of services,
such as Internet service providers, wireless companies, VolP
providers and cable companies.*’

Some of the combined company’s future competitors will have
superior resources, which may place the combined company at
a cost and price disadvantage. In addition, some of these
future competitors will be able to raise capital at a lower cost

- than the combined company.*?

The combined company may be unable to grow its revenues
and cash flows despite the initiatives Frontier has implemented
and intends to continue after the merger.*?

Weak economic conditions may decrease the demand for the
combined company’s services. The combined company could
be sensitive to the ongoing recession if current economic
conditions or their effects continue following the merger.*

Disruptions in the combined company’s networks and
infrastructure may cause the combined company to lose
customers and incur additional expenses.*”

The combined company’s business will be sensitive to the
creditworthiness of its wholesale customers.*®

Substantial debt and debt service obligations may adversely
affect the combined company. Frontier has a significant
amount of indebtedness, which amounted to approximately
$4.725 billion as of March 31, 2009. The Spinco business will
have indebtedness in the amount of approximately $3.4 billion

“1d at 29.
1id at 30,

21

“d at31.
44

1.
“1d.
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at the closing of the merge.*’ The total amount of indebtedness
is anticipated to be approximately $8 bilfion post-transaction.

» The combined company will require substantial capital to
upgrade and enhance its operations.*®

+ The combined company will be reliant on support funds
provided under federal and state laws.*®

+ |f the combined company does not replace or upgrade

technology and equipment, it will be unable to compete and

meet the needs or expectations of the customers. In addition,

rapidly changing technology in the communications industry

may influence the combined company's customers to consider

other service providers.®®
While some of these risks will be present regardless of whether the transaction
goes forward, many of the risks identified are raised as a result of this
transaction and represent potential harms to customers should they not be
addressed and mitigated through conditions.

Q. ATHOUGH THERE ARE RISKS, HASN’T FRONTIER POINTED OUT
THAT IT HAS A HIGHLY SUCCESSFUL TRACK RECORD OF
ACQUIRING, OPERATING, AND INTEGRATING
TELECOMMUNICATIONS PROPERTIES ACROSS THE COUNTRY?

A. Yes. Frontier Witness McCarthy in FTR/100, McCarthy/33-34 highlights the
acquisitions that Frontier has undertaken since 1993. Based on information

provided by Mr. McCarthy in testimony, the major acquisitions of ILEC lines

(1.85 million) appear to have occurred between 1993 and 2001.5" However in

714 at 33.
8 1d. at 34.
“9Id. at 35.
0 1d. at 36.
*' FTR/100, McCarthy/33-34.
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FTR/100, McCarthy/45-47, Mr. McCarthy identifies the executive leadership
team that will manage Frontier's operations following the close of the
transaction. It is interesting to note that with the exception of Mr. McCarthy and
the Chief Accounting Officer, none of the other six executives in the senior
management team were employed at Frontier at the time of the major
acquisitions. Additionally, Mr. McCarthy and the Chief Accounting Officer are
the only two members of the senior management team that appear to have any
ILEC experience. This lack of experience in ILEC acquisitions and large iLEC
operations may also pose a risk to Oregon. The Company acknowledges this
point in its SEC Form S-4 by stating:

Frontier's effort to combine Frontier's business and the Spinco

business may not be successful. The acquisition of the Spinco

business is the largest and most significant acquisition

undertaken by Frontier. Frontier management will be required

to devote a significant amount of time and attention to the

process of integrating the operations of Frontier's business and

the Verizon business, which may decrease the time they will

have to serve existing customers, attract new customers, and

develop new services sirategies. The size and complexity of

the Spinco business after the merger, if not managed

successfully by Frontier management, may result in

interruptions of the business activities of the combined company

that could have a material adverse effect on the combined

company’s business, financial condition and results of

operation. > '
it is also important to note that none of the previous acquisitions are close to
the size and scope of this transaction that will result in acquiring approximately

4.8 million lines. In Oregon alone, Frontier will increase in size approximately

25 times from 12,000 to over 300,000 access lines.

*2 Frontier Communications SEC Form S-4 Registration Statement (filed July 24, 2009), at 24.
Included in Exhibit Staff 102
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Q. HOW CAN THE COMMISSION REDUCE THE MANY RISKS ASSOCIATED

WITH THE TRANSACTION?

Staff has recomménded numerous conditions that are designed to protect
customers and the public generally. Please note that Staff separated the
conditions into general categories. These categories are:

Records/Rates/Tariffs/Access to Books
Financial

Service Quality

Operational Support Systems

 ong Distance

Wholesale Services

OTAP/Lifeline ,

Affiliated interesis/Non-regulated Operations
Favored State Commitments/\Waivers

« & & o 2 s & 8 @

Many of the recommended conditions are similar to the conditions ordered in
Commission Order No. 09-169 involving the merger between CenturyTel and
V-Embarq. Staff has also prepared numerous additional conditions that address
long distance, service quality, Oregon Telephone Assistance Programs, and
competitive issues. In some cases, Staff's recommended conditions accept
the commitments Frontier offers within its testimony. The recommended
conditions also require increased reporting that will allow Staff, parties, and
interested parties to monitor the transition of VNW's Oregon operations to
Frontier. As previously mentioned, Staff does not believe its conditions will
completely mitigate the risks to meet the statutory requirements due to the
financial risk posed by the change in ownership and the inabifity to effectively
ring fence the Oregon operating companies from the parent, Frontier, under the

proposed organizational structure for the Oregon operating companies.
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Q. DID YOU OR OTHER STAFF PERFORM ANY RESEARCH CONCERNING

THE RECENT FAIRPOINT RMT TRANSACTION?
Yes. Staff Witness Roger White and | engaged in a fact-finding trip to New
England to gather a more detailed knowledge of the FairPoint experience, its
problems and the effect of these problems on the three New England states
(Maine, Vermont, and New Hampshire). The trip included discussions with
staff from the state régu!atory agencies for these three affected states,
discussions with the Maine Office of Public Advocate, discussions with G4 and
Comecast (CLECs) personnel, and attending the September 9, 2009, Joint
Status Conference concerning the Transfer of Assets to FairPoint
Communications, Inc. conducted by the Commissions of these three states.
Staff fully realizes that Frontier is a different company than FairPoint; however;
Mr. White and | were able to take back with us certain key concepts that
reinforce Staff's recommended conditions. These findings are:
» A functional, verified, and tested Operational Support System
(OSS) is crucial to the post-transfer Frontier operations. This
includes both the Verizon replicated system and the eventual
cutover to Frontier's OSS;
« A third-party tester or monitor should be required to ensure an
0SS is ready to perform all functions prior to both cutovers.
Test cases should include coordination with CLECs;
e The Commission should hold the Applicants to their
commitments as stated in both the Application and in testimony.
Notably, this includes commitments concerning broadband

availability to customers and Frontier's commitment to Verizon
employees;




ST o0 ~NDOG AN

—_ -
N

—_
[F%)

14
15
16
17

18

19 |

20
21
22
23
24

25

26

Docket UM 1431 : Staff/100
Dougherty/21

« Conditions are required that are designed to protect Oregon
{LECs from potential negative financial impacts created by
Frontier or its affiliates (referred to as ring fencing conditions);

« Risks to wholesale service reliability and quality need to be
addressed; and

« Enhanced reporting by Frontier post-transaction should be
required.

As previously mentioned, Staff realizes that Frontier is not FairPoint. Staff
recognizes that Frontier has taken positive actions to mitigate the numerous
problems experienced by FairPoint.l As Frontier withess McCarthy claims in
testimony (FTR/100, McCarthy/33-39), Frontier believes the transaction will not
result in the difficulties of the FairPoint transaction because of the Company’s
experience in acquisitions and actions surrounding the replication of Verizon’s
0SS. With that said, Staff is charged to critically examine all pertinent
‘positions and facts presented by the Applicants and other parties; ascertain the
facts: and make recommendations that assure the “no harm” standard is met
and that furtﬁer the public interest.®® As such, Staff's recommended conditions

are reasonable and prudent to address the risks of this specific transaction.

FRONTIER STOCK PRICES AND DIVIDENDS

Q. HOW HAS FRONTIER’S STOCK PRICE CHANGED RECENTLY?
A. The following table provided by the Applicants shows the average price per
share, outstanding shares, and shares reserved for issuances for the years

2007 through 2009; and the anticipated outstanding shares post-transfer at the

%3 pPUC Staff Role, dated January 31, 2003. Included in Exhibit Staff 102, page 25.
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anticipated price of $7.75. At the close of the market on October 27, 2009,

Frontier's stock price was $7.15.

Table 2 ~ Frontier Average Price Per Share™

Outstanding Avg. Price Per Reserved for
: Shares Share Issuance
2007 327,749,000 $14.38 250,544,000
2008 311,314,000 $10.85 250,544,000
2009 312,364,000 $7.10 250,544,000
Post-transfer 989,364,000 $7.75| To be Determined

As can be seen from the table, the 2009 price per share is approximately one-

half of the 2007 price per share. In terms of equity value (outstanding shares

multiplied by stock price), the 2007 equity value of approximately $4.713 billion

was two times the 2009 equity value of approximately $2.218 billion. This

decrease in the equity value of Frontier is a concern for fwo reasons.

First, while it is true that due to the deep recession many stock prices are

lower today than in 2007, with respect to this transaction, a Frontier post-

transfer dividend policy of maintaining a $0.75 per share dividend may be

problematic. Frontier could potentially place a higher priority on paying

dividends to shareholders than maintaining service quality and investing in

business operations. Even though Frontier is reducing its post-merger

dividend by 25 percent, the reduced dividend, if paid pre-transaction would still

be approximately 30 percent greater than Frontier's 2008 earnings per share.

Frontier could, based on a dividend of $0.75 per share and 989 million shares

4 Applicants’ response to Staff Data Request No. 16. Included in Exhibit Staff 102, page 3.
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outstanding, pay dividends of approximately $742 million to shareholders post-
merger at a dividend payout ratio of approximately 52.13 percent.”

Secondly, a declining stock price would result in a lower equity value portion
of the Company's value resulting in increased debt leverage. To ensure the
financial integrity of Frontier and the availability of cash to fund operations,
Staff recommends a condition to restrict the availability of dividends fo
shareholders if Frontier is unable to obtain a “non-consolidation opinion” that
affirms effective separation between the Oregon operating companies and
Frontier. | discuss ring fencing and the non-consolidation opinion later in
testimony.

HAS THE COMMISSION APPROVED RESTRICTION OF DIVIDENDS OR

DISTRIBUTIONS IN PREVIOUS MERGER FILINGS?

“Yes. The Commission has routinely placed restrictions on dividends or

distributions in previous merger/financing applications. These
dockets/restrictions include:®
o UM 814 (PGE/Enron), Commission Order No. 97-196; Condition 6;

» UM 918 (PacifiCorp/ScottishPower), Commission Order No. 99-616,
Condition 6;

» UF 4218/UM 1205 (PGE), Commission Order No. 05-1250, Conditions
5and 11; -

e UM 1209 (PacifiCorp/MEHC), Commission Order No. 06-082,
Conditions 18 and O18;

** In Frontier Presentation, Welcome to the New Frontier, May 13, 2009, page 16, Frontier expects
the dividend payout to be 43% after $500 million in synergies are achieved. Staff Exhibit 102, pages
26-27. o

*® Specific Conditions are included in Staff Exhibit 102, pages 28-89.
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+ UM 1283 (Cascade Natural Gas/MDU Resources), Commission Order
No. 07-221, Conditions 27, 28, and 29; and

* UM 1416 (CenturyTel/Embarqg), Commission Order No. 09-169,
Condition 4.j.

IN THOSE DOCKETS THE DIVIDEND RESTRICTIONS TYPICALLY
REFER TO THE UTILITY’S DIVIDEND TO THE PARENT RATHER THAN
THE PARENT TO SHAREHOLDERS. WHY DOES STAFF’S CONDITION
APPLY TO THE LATTER RESTICTION RATHER THAN THE FORMER?
In the other transactions, the utility was a well-defined subsidiary that had its
own credit rating, access to capital, restrictions on affiliated interest
transactions to prevent cross-subsidies, and ability to obtain a “non-
consolidation opinion” sufficient to ensure the integrity of the subsidiary as a
distinct business from the parent. This is not present in this transaction.
Hence in-order to preserve cash for the Oregon ILECs, Staff recommended
dividend restriction best applies to the pafent; If the dividend restriction
applied to the Frontier subsidiary, the effect would be to deny cash flowing
to the parent when the parent is in financial distress. This couid compound
the financial difficulties of Frontier to meet its debt 6bligations. Without
sufficient financial separation of Frontier from its subsidiaries, if Frontier
were to defauli bn its debt obligations, the default could directly impact its

subsidiaries.
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RING FENCING THE OPERTAING COMPANIES
POST-TRANSACTION

Q. PLEASE DEFINE RING FENCING.

A. Ring fencing refers to the conditions imposed in order to protéct certain asséts
or liabilities within a corporation. The purpose of ring fencing is to isolate the
utility from negative financial impactis created by its parent company or other
affiliates. Ring fencing is used fo:

+ Ensure the utility maintains a strong credit rating and is able to attract
capital;

¢ Prevent the utility from cross-subsidizing non-reguiated utilities; and

+ Ensure regulators’ access to timely, accurate information.

Standard & Poor's (S&P) has previously commented on ring fencing stating:

A weak parent has the ability and the incentive to siphon assets
out of its financially healthy subsidiary and to burden it with
liabilities during times of financial stress. The weak parent
might also have an economic incentive to file the subsidiary into
bankruptcy - - if the parent itself was forced into bankruptcy - -
regardless of the subsidiary’s stand-alone strength.*’

The S&P Commentary aiso states:

The difference between entities that saw their ratings fall to “D” and
those that were able to maintain investment-grade ratings was due to a
combination of factors. These factors (see “Ring-Fencing a
Subsidiary,” published Oct. 19, 1999) include the:

» . "Stand-alone” rating of the subsidiary,

¢ lLegal and structural inhibitors to a filing of the subsidiary by the
parent,

» Provision of so-called “nonpetition” language by the parent, and

« Governmental regulatory apparatus affecting the parent and
subsidiary.® |

*" Protecting Subsidiaries From Parents’ Bankruptcies: “Ring-Fencing” as Practiced During the
gsa!ifornia Power Crisis, February 2, 2001, at 1. Included in Exhibit Staff 102, pages 90-93.
fd. at1.
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S&P in a later Commentary states:

Any action that state regulators take that provides support
(whether legal, regulatory, financial or operational) to the utility
and/or isolates the utility (most importantly financial obligations)
from its parent company will be positive for credit.”®

. BRIEFLY DESCRIBE THE RING FENCING ACTIONS TAKEN BY THE

COMMISSION IN PREVIOUS MERGERS, ACQUISITIONS, AND
TRANSFERS.
The following highlights certain ring fencing actions taken by the Commission

in selected previous mergers, acquisitions, and transfers.

Portland General Electric / Enron (UM 814) - Ring fencing conditions
included:

« Full access to information requirements and review of inter-
corporate transactions involving PGE;

+ Maintain separate long-term debt and preferred stock rating;

» Maintain common equity portion of at least 48%;

» PGE was required to notify the Commission of certain dividends
and distributions to Enron;

+ Prohibition on allocations or direct charges from Enron to PGE
without Commission authorization;

« Restrictions on Enron's access to PGE's power, natural gas
assets, or excess pipeline capacity;

s PGE was not allowed to seek a higher cost of capital than it
would have been authorized absent the merger.

The Commission also approved “The Golden Share” which:

Resulted in the issuance of a $1.00 Par Junior Preferred Stock;
Created an “independent director”;

Prevented Enron from forcing PGE to file for bankruptcy; and
Avoided future downgrades of PGE's bond ratings due to
Enron’s bankrupfcy.

¥ |s State Utility Regutation Coming Back into Vogue — Standard & Poor’s, October 4, 2002.
Included in Exhibit Staff 102, pages 94-95.
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PacifiCorp — MEHC (UM 1209) - Ring fencing adopted in UM 1208

enhanced the ring fencing from the ScottishPower merger (UM 918)
and included:

Minimum Equity Percentage increased to 48.25% (Gives 50%
weighting to existing preferred stock.);

Independent director — analogous to the Golden Share;
Alternative minimum equity percentage of 35% which includes
short-term debt and capital lease obligations;

Non-utility business will not be held by PacifiCorp or its
subsidiaries;

Dividend restriction should PacifiCorp’s unsecured debt rating is
BBB- or lower by two or more ratings agencies; and

Obtaining a non-consolidation opinion.

Cascade Natural Gas— MDU Resources (UM 1283) — Ring fencing

adopted in UM 1209 included:

Cascade maintained separate financial statements and other
financial books from MDU Resources;

Any diversified holdings and investments of MDU Resources
would not be held by Cascade or a subsidiary of Cascade;
Established an independent director,

Cascade’s financial securities excluding comman equity (e.g.,
debt and preferred stock) would be maintained separate from
the financial securities of MDU Resources and its affiliates; and
Alternative minimum equity percentage of 35% which includes
short-term debt and capital lease obllgat:ons and

Obtaining a non-consolidation opinion.®

A complete list of conditions and more in-depth detail of these conditions are

included in Staff Exhibit 102. It is interesting to note S&P stated:

Further supporting the ratings separation is the fact that
Standard & Poor's views the Oregon Public Utility Commission
(OPUC) as being among the most supportive of utility credit
quality in the country.®

&0 > Specific Conditions are included in Staff Exhibit 102, pages 28-89.
& An Enron Subsidiary is Ring-Fenced, Standard & Poor's Utilities & Perspectives, January 20, 2003,
at 15. Included in Exhibit Staff 102, pages 96-97.
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PLLEASE EXPLAIN A “NON-CONSOLIDATION OPINION.”
A non-consolidation opinion (NCO) is a legal opinion that is provided by a
qualified third-party that there is sufficient separation between a company and
an affiliate to ensure the integrity of the subsidiary as a distinct business from |
the parent. As a result of the sufﬁciént separation, the NCO provides an
analysis as to whether a bankruptcy court would cause a substantive
consolidation of the assets and liabilities of the parent and affiliate.”
HAVE PREVIOUS MERGERS AND ACQUISITIONS APPROVED BY THE
COMMISSION INCLUDED NCOS?
Yes. UM 1209 (PacifiCorp/MEHC), Commission Order No. 06-082; and
UM 1283 (Cascade Natural Gas/MDU Resources), Commission Order
No. 07-22, both included a requirement for the parent company to obtain a
NCO. These conditions were listed as 017 and 30 respectively. Financial and
ring fencing conditions applied by the Commission in both the
PacifiCorp/MEHC and Cascade/MDU Resources t.ransactions allowed the
utilities to obtain a favorable NCO.%® As previously mentioned, these ring
fencing conditions included:

» Maintaining separate financial statements and other financial books;

« Diversified holdings and investments of the parent not being held by

the utility:
» Establishment of an independent director; and
« Financial securities excluding common equity (e.g., debt and preferred

stock) of the utility being maintained separate from the financial
securities of the parent and its affiliates.

2 cascade Natural Gas’ non-consolidation opinion at 1. Inciuded in Staff Exhibit 102, pages 98-111.

& 1d.
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It is important to note that MDU Resources and MEHC were both investment
grade when the two acquisitions occurred. The pre-transfer Frontier is
presently non-investment grade. The following table highlights the debt ratings
of the three companies pre-merger. See Stafff200 for more information
concerning debt and debt ratings.

Table 3 — Pre-merger Debt Raﬁngs

S&P Moody’s Fitch
MEHC BBB- Baa3 BBB
MDU Resources BBB+ A3 A-
Frontier BB Baz BB

As a result of the current high Ieiferage of Frontier, the current non-investment

‘grade debt ratings of Frontier, and the large amount of debt ($3.3 billion)

involved in this transaction, it is reasonable for the Commission to require the
Oregon operating companies be ring fenced from Frontier. Additionally as
previously mentioned, all three of the recent Verizon divestitures have resulted

in a bankruptcy filing by the acquiring entity.

. DO YOU BELIEVE THAT THE PROPOSED TRANSACTION WILL

RESULT IN FRONTIER NORTHWEST HAV!NG SUFFICIENT
SEPARATION FROM FRONTIER TO OBTAIN A NCO?

No. The Applicants in both the application and testimony have not offered
conditions that would sufficiently ring fence Frontier Northwest from Frontier.
Unlike previous mergers (UM 814, UM 918, UM 1209 and UM 1283}, Frontier’s
Oregon operating companies will not be well—defined subsidiaries that have
their own credit ratings and access to capital. Because there is not enough

independence between the Oregon operating companies and the parent, the
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projected organizational structure is insufficient to protect the Oregqn operating
companies from any negative financial impacts created by its parent company
or other affiliates. It is important to note that in both the MEHC/PacifiCorp

(UM 1209) and MDU Resources/Cascade Natural Gas (UM 1283) mergers, the
applicants and the parties were able to cooperatively work to structure the

transaction in order to receive a NCO.

. HOW DO YOU PROPOSE TO ADDRESS THIS ISSUE OF FINANCIAL

RISK AND RING FENCING FRONTIER NORTHWEST FROM FRONTIER?

. Although Staff did not place any specific ring fencing conditions on Frontier,

Staff recommended condition 14 requires Frontier to obtain a NCO. This
approach allows Frontier the opportunity to structure Frontier Northwest and
CTCO in a manner that provides distinct integrity and sufficient separation from
Frontier. As a result, the Applicants need to propose additional conditions or
enhance currently offered conditions. |

Without a NCO and in order to preserve cash, Staff recommended ordering

" condition 14 places dividend restrictions on the parent. As previously

. mentioned, if the dividend restriction applied to Frontier Northwest and cTCO,

the effect would be to deny cash flowing to the parent when the parent is in
financial distress thus compounding the financial difficulties of Frontier to meet
its debt obligations. Without sufficient financial separation of Frontier from its
subsidiaries, if Frontier were to default on its debt obligations, the default would

directly impact the Company’s subsidiaries.
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Even with a NCO‘and other financial conditions, all of the financial risk posed
by this transaction will not be mitigated. This is because of the difference in
financial standing of Verizon as compared to Frontier.

Q. TO CLARIFY, SHOULD RING FENCING INCLUDE CTCO?

A. Yes.

Q. IN ADDITION TO THE NCO RECOMMENDED CONDITION, DOES STAFF
RECOMMEND ADDITIONAL FINANCIAL CONDITIONS?

A. Yes. Staff recommends three additioﬁal conditions which require enhanced
reporting Net debt/earnings before interest, tax, depreciation and amortization
(EBITDA), restriction of including any acquisition premium in rates, and a
restriction of requesting approval from the Commission to encumber the assets

of the Operating Companies.

Q. HAS THE COMMISSION APPROVED FINANCIAL CONDITIONS IN

PREVIOUS MERGER FILINGS?
A. Yes. The Commission has routinely placed numerous financial conditions on
previous mergersffinancing applications. These financial conditions include:**

e UM 814 (PGE/Enron), Commission Order No. 97-196; Conditions 5, 6,
7,8, and 9; '

« UMO18 (PacifiCbrplScottishPower), Commission Order No. 89-616,
Conditions 6 and 7;

» UF 4218/UM 1205 (PGE), Commission Order No. 05-1250, Conditions
4,5 6,7, 8, and 11;

® Included in Staff Exhibit 102, pages 28-89.
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o UM 1209 (PacifiCorp/MEHC), Commission Order No. 06-082,
Conditions 11, 12, 15, 17, 18, 19, 20, 21, 013, 014, 015, 016, O17,
and O18;

e UM 1283 (Cascade Natural Gas/MDU Resources), Commission Order
No. 07-221, Conditions 5, 6, 7, 8, 13, 15, 16, 17, 24, 27, 28, and 30;
and

e UM 1416 (CenturyTel/Embarg), Commission Order No. 09-169,
Conditions 4.j., 4.k, 4.1, and 4.m.

Staff's recommended financial conditions are simitar to those previously
adopted by the Com.mission which have succeeded in adequately ring—féncing
prior merger applications.®® These recommended conditions reduce the risks
of the transaction and help ensure that the “in the pub!ic interest, no harm”

standard is achieved.

SYNERGY SAVINGS

Q. DO THE APPLICANTS ADDRESS SYNERGY SAVINGS OF THE
TRANSACTION?

A. Yes. According fo the Applicants, $500 million in synergieé will be achieved as
a result of the transaction. These purported synergies will result from
consaclidations in executive management, legal, information systems, finance

and accounting, and increased purchasing power with vendors.%

% For example, see “Electric Utility Week”, July 3, 2006, at 12, which states, "Oregon deemed by
many to be the “gold standard” when it comes to ring-fencing, was able to protect Portland General
Electric even as parent Enron collapsed.” Staff Exhibit 102, page 112.

%8 Frontier Presentation, Welcome to the New Frontier, May 13, 2009, at 18. Inciuded in Exhibit Staff
102, page 113.
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Q. ARE THESE SYNERGY SAVINGS SIMILAR TO THE SYNERGY SAVINGS
REPORTED IN THE EMBARQ/CENTURYTEL MERGER, DOCKET NO.
UM 14167

A. Yes. However, Frontier's expected synergy savings of $500 million equal
approximately 16 percent of the combined company’s EBITDA of $3.132 biilion
(21 percent of Spinco’s cash operating expenditures).5” The Embarq/
CenturyTel synergy savings were approximately 9.5 percent of consoiidated
EBITDA®® As a resutt, the synergy savings, if achieved, would be significant in
comparison to those projected in the Embarg/CenturyTel merger. It should be
noted that some of Frontier's post-transfer financial projections take into
consideration the synergy savings. As such, if Frontier does not fully achieve
the synergy savings, net income and cash flow will be lower than current
projections. As previously mentioned, Frontier in its SEC Form S-4 points out
that

The combined company may not realize the growth
opportunities and cost synergies that are anticipated from the
merger. The combined company may be unable to eliminate
duplicative costs, or the benefits from the merger may be offset
by costs incurred or delays integrating the companies.®
Additionally, absent adoption of related Staff conditions, Frontier has the option
to pay Verizon $94 million per year for the operations and maintenance (O&M)

of the Verizon replicated operational support system (OSS), if Verizon is

contracted to perform these services. If Frontier cannot successfully cutover to

%7 |d. at 14. Staff Exhibit 102, page 114.

*® Based on data included in Staffs UM 1416 public meeting memo.

*® Frontier Communications SEC Form S-4 Registration Statement (filed July 24, 2009), at 25.
Included in Exhibit Staff 102.
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its own OSS, Frontier may not be able to fully effectuate the anticipated

synergy savings due to potential 0SS O&M payments to Verizon or other third-

parties. The ability of Frontier to reduce its 0SS O&M costs is extremely

important in achieving synergy savings. Frontier Witness McCarthy testified at

a September 30, 2009, Ohio Public Utilities Commission disposition:
Frontier will be relying upon Verizon. And | think you're referring i
to, and correct me if I'm wrong, to the maintenance agreement I
for the operational support platform and systems. And that's
really a five year agreement. We have committed that we would ,
be on that agreement for a minimum of one year, buf it '
certainly -- we will most likely be on that agreement for
several years.”

In Staff Exhibit Dougherty/102 (Page 116), | present numerous scenarios on

the potential decline of Frontier's post-transfer EBITDA (including and

excluding synergies) and the effect on the Company’s leverage. As can be

seen from the Exhibit, if Frontier does not achieve its anticipated synergies, a

10 percent annual decline in EBITDA could result in a leverage ratio of greater

than 3.8x (current level) in approximately 5 years. A higher leverage ratio

could lead to a lower debt rating and subsequent higher cost of debt.

Q. ARE OREGON OPERATIONS INCLUDED IN THE SYNERGY SAVINGS?
No, at least not initially. Frontier withess Mr. McCarthy in FTR/100,
McCarthy/44-50 addresses VNW's employees, Frontier's proposed

organization structure, and integration of VNW’s employees into Frontier. Mr.

McCarthy states:

" The Public Utilities Commission of Ohio, OHIO PUC CASE NO. 09-454-TP-ACO, The Joint
Application of Frontier Communications Corporation, New Communications Holdings Inc. and Verizon
Communications Inc., for Consent and Approval of a Change in Control, at 10 {emphasis added).
Inctuded in Exhibit Staff 102, page 115.
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“...it is clear that the majority of Verizon company employees
who are experienced and dedicated fo the provision of local
services in Oregon will become part of the Frontier team
following the closing of the transaction. Management
employees wiil continue to receive the same levels of
compensation and benefits they receive now from Verizon for at
least one year after the transaction closes. Frontier has also

- committed that during the first 18 months after the transaction
closes, Frontier will not terminate the employment, other than
for cause, of any of the current Verizon employees who are
actively employed as installers or technicians or on a leave of
absence with a right to reinstatement.””’

Mr. McCarthy goes on to state on page FTR/100. McCarthy/49-50:
“The customer service, network and operations functions that
are critical to Frontier's success in providing high quality service
will continue to work and provide service in Oregon after the
transaction is complete.”
To ensure that Frontier keeps it promises concerning Oregon personnel, Staff

recommended conditions 19 and 20 (set forth later in testimony) require

Frontier to fuifilt this commitment.

RECORDSIRATESITARIFFSIACCESS TO BOOKS

Q. ARE THERE CONCERNS ABOUT FRONTIER’S ABILITY TO PROVIDE
ACCESS TO BOOKS AND RECORDS?

A. No. Frontier has previously met all Oregon reporting and tariff requirements.
However, because of the significant change in the scale of Frontier's Oregon
operations, Staff recommends conditions (listed later in testimony) in order to
ensure that:

» Staff has proper access to all books and records of the transaction;

" Frontier/100, McCarthy 49.
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The two current Oregon operating companies are maintained

~ immediately after completion of the transaction;

Existing agreements are maintained,;

Existing tariffs are maintained with the exception of adding a service
performance guarantee to CTCO; ‘
The transaction is transparent to customers;

Customers will not be harmed by higher rates that result from the
transaction; and

The Commission is able to monitor the impacts on Oregon operations
and customers.

Q. HAS THE COMMISSION APPROVED RECORDS, ACCESS TO BOOKS,
RATES, AND TARIFF CONDITIONS IN PREVIOUS MERGER ORDERS?
Yes. The Cemmission has routinely required records, access to books, rates
and tariff conditions in previous mergerffinancing applications. These dockets

include:"®

UM 814 (PGE/Enron), Commission Order No. 97-196; Conditions 2, 3,
4,10, 13, 16;

UM 918 (PacifiCorp/ScottishPower), Commission Order No. 99-616,
Conditions 1, 2, 3, 4, 10, 12, and 19;

UF 4218/UM 1205 (PGE), Commission Order No. 05-1250, Conditions
3,7,and 13;

UM 1209 (PacifiCorp/MEHC), Commission Order No. 06-082,
Conditions 3, 4, 5, 6, 8, 16, 17, 21, 23, 09, 011, and 013;

UM 1283 (Cascade Natural Gas/MDU Resources), Commission Order
No. 07-221, Conditions 1, 2, 3, 4, 10, 14, 15, 21, 23, 24, 26, and 33,
and '

UM 1416 (CenturyTel/Embarqg), Commission Order No. 09-169,
Conditions 1, 2, 3,4.d., 4.e., 41 4.9, 4.h, 4., and 4.0.

The Commission should adopt Staff's recommended conditions concerning,

records, access to books, rates, and tariffs. These recommended conditions

" Included in Staff Exhibit 102, pages 28-89.
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reduce the risks of the transaction and help ensure that the “in the public

interest, no harm” standard is met.
SERVICE QUALITY

Q. ARE THERE CONCERNS ABOUT FRONTIER’S ABILITY TO PROVIDE
ADEQUATE LEVELS OF RETAIL SERVICE QUALITY?

A. Yes. Both Staff Witness White (White/400) and Staff Witnéss Birko (Birko/500)
discuss service quality issues and associated concerns resulting from the
transfer. Recommended ordering conditions 18 through 27 (listed later in
testimony) ensure that adequate service quality is méintained through
enhanced service quality and safety reporting.

Q. HAS THE COMMISSION APPROVED SERVICE QUALITY STANDARDS
IN PREVIOUS MERGER ORDERS?

A. Yes. The Commission has routinely required service quality standards in
previous merger/financing applications. These dockets include:”

« UM 814 (PGE/Enron), Commissfon Order No. 97-196; Condition 11;

« UMO18 (PacifiCorp/ScottishPower), Commission Order No. 99-616,
Condition 16;

o« UF 4218/UM 1205 (PGE), Commission Order No. 05-1250, Conditio.ns 9
and 14;

o« UM 1209 (PacifiCorp/MEHC), Commission Order No. 06-082, Conditions
1,2, 34, 35, 45, and 47,

» UM 1283 (Cascade Natural Gas/MDU Resources), Commissicn Order No.
07-221, Conditions 22 and 32; and

* Included in Staff Exhibit 102, pages 28-89. Because of the “net benefit” standard in energy
mergers and acquisitions, some of these conditions are “net benefit" conditions.
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.« UM 1416 (CenturyTel/Embarg), Commission Order No. 09-169, Condition
4.n.

The Commission should adopt Staff's recommended service quality standards
conditions. These recommended conditions reduce the risks of the transaction

and help ensure that the “in the public interest, no harm” standard is met.

OPERATING SUPPORT SYSTEMS

Q. DOES THE PROPOSED REPLICATION OF VERIZON’S SYSTEMS FULLY |
- MITIGATE THE RISKS THAT FAIRPOINT EXPERIENCED WITH ITS l
OPERATING SUPPORT SYSTEM (OSS)?
A. No. Although the Applicants point out that Frontier will eventually own and
initially use a replicated version of Verizon's current OSS, it is important to note
that FairPoint did not immediately transition or “cut over” to its own system
following the purchase of assets. A July 14, 2009, petition by the Vermont
Department of Public Service™ presents a time line that shows the following:
2. FairPoint purchased the assets of Verizon New England Inc., d/b/a
Verizon Vermont (“Verizon”) on March 31, 2008 pursuant to Public

Service Board Order of February 15, 2008 in Docket 7270.

4. On Eebruary 1, 2009, FairPoint began operating under its own systems
rather than those of Verizon. :

5. Since that date, FairPoint and consequently its Vermont customers
have experienced problems due to systems, customer service and
billing problems of an unprecedented nature.

4 petition of the Department of Public Service for an Investigation and for an Order Directing
Telephone Operating Company of Vermont LLC, d/b/a FairPoint Communications to Show Cause
why its Certificate of Public Good Should not be Revoked, at 1. Included in Exhibit Staff 102, page
7.
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As evident from the above timeline, there was a ten-month period during which
FairPoint used Verizon’s system prior to cutting over to its newly developed
system. The Maine Public Utility Commission highlights the weakness of the
system cutover in a July 24; 2009, filing:

We believe that FairPoint’s deteriorating financial performance

is directly refated to its post-cutover failure to restore itself to

business as usual. We believe that failure is directly related to

the lack of a stable and functional 0SS.”
Tn its August 5, 2009, 10-Q filing with the Securities and Exchange Commission
(SEC), FairPoint on page 50 also attributes financial problems with an
unsuccessful cutover by stating:

Because of cutover issues that have prevented us from

executing fully on our operating plan for 2009, our revenue has

continued to decline. In addition, cash collections have '

remained below pre-cutover levels and we have incurred

significant incremental costs to operate our Northern New

England operations, causing further stress on our liquidity

position.”®
Frontier will be using the replicated Verizon system for a minimum of one year;
however, at some point, it will be transitioning to its own system. Although
Frontier may not experience the same probléms as FairPoint because it will
actually operate the replicated system, the risk of system problems (personnel,
technical, data integration, support) still exist for both the transition of the

replicated systems and eventual cutover to a Frontier OSS. As both the Maine

Public Utility Commission and FairPoint point out, the lack of a stable and

® RE: PUBLIC UTILITIES COMMISSION, Compliance with Commission Order Dated 2/1/08 in
Docket No. 2007-67, Docket No. 2008-108 at 2. Included in Exhibit Staff 102, page 118.

'8 FairPoint Communication SEC Form 10-Q dated August 5, 2009, at 54. Included in Exhibit Staff
102, page 119.
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functional OSS can result in a deteriorating financial performance. Any
problems with the system (billing, order entry, etc.) could potentially result in a
harm to both retail and wholesale customers.
In addition, Frontier may eventually transition from th_e Verizon replicated
systems to its own OSS. Because the transferred Verizon properties are over
two times the size of Frontier's current properties, Staff has no means of being i
assured that Frontier's OSS can handle the increaséd traffic, both retail and 1
wholesale. Staff Witness White further discusses OSS aspects and risks of l

this transaction in Staff/400.

_ DOES STAFF INCLUDE SPECIFIC CONDITIONS TO ADDRESS THE

SURROUNDING THE REPLICATION OF VERIZON’S 0SS AND ITS
EVENTUAL TRANSITION TO FRONTIER’S OSS87?

Yes. Staff recommended conditions 28 and 29 (listed later in testimony) to
address the OSS transitions. As a result of the inherent risks {personnel,
technical, data integration, support) surrounding an unsuccessful cutover to
both the Verizon replicated OSS and Frontier's OSS, the Commission should
adopt Staff's recommended conditions as necessary to meet the statutory

standard for approving the transaction.
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CAPITAL EXPENDITURES

Q. DOES STAFF INCLUDE ANY SPECIFIED AMOUNT OF CAPITAL

EXPENDITURES IN THE RECOMMENDED CONDITIONS?
No. Based on fhe no harm standard, Staff believes that the test of sufficient
capital expenditures will be reflected in Frontier's ability to meet its service
quality requirements pursuant to Commission statutes and rule
(ORS 759.450 — 455; and OAR 860—023—0055). The service quality standards
are effectively the performance measurements in place to ensure adequate
customer service. Staff Withesses White and Birko further discuss the service
quality aspects of this transaction in Staff/400 and Staff/500. With that said,
Staff has concerns about the age of certain Verizon switches and any potential
requirement imposed by the Federal Communications Commission (FCC) to
expand broadband availability. Staff's recommended Condition 22 was
included to partially address these concerns. |

Certain steps taken by Frontier, if achieved (notably the increased free cash-
flow and reduced dividend payout) could allow Frontier to have sufficient funds
to meet the Commission’s prescribed service standards. However, as
described in Staff/400, there could be potentially significant cash requirements
to replace outdated switches and increase broadband accessibility. Staff
Witness White in Staff/400, White/5-6 highlights the risk that NCIH does not
seem 1o have incorporated the need to update its switches sometime over the
next five years as an assumption in its cash flow projections. As Mr. White

points out, having to replace all of its switches could resuit in a $718 million-to-
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$2.4 billion incremental cash requirement between 2010 and 2014. Having to
upgrade the switches could put Frontier at financial risk when it upgrades the '
switches; and could result in a significant deterioration of service if switches are
not replaced in a tirhely manner. Additionally, Mr. White in Staff/400, White/8,

states that Frontier's projected broadband expenditures seem to be very low

relative to Frontier's estimate of what it would cost to provide broadband

service to its own customers. These two cash requirement factors could add to
the financial risks as previously described in this testimony and in Ordonez/200
and Phillips/300.

Even though the cost of increasing broadband availability could be significant,
Frontier's in FTR/100, McCarthy/15 states that Oregon customers will benefit in
increased broadband availabiiity. The Company’s witness states (emphasis
added):

First, Oregon customers will benefit from greater investment in
broadband and its availability over time. Frontier has a proven
record of achieving significantly higher broadband availability
rates in its service areas, which are even more rural than the
areas to be acquired from Verizon. Nationally, Frontier has
made broadband available to over 90% of the access lines it
serves via network broadband investments made over the last
eight (8) years. In Oregon, Frontier has made broadband
available to 95%. of the households it serves. Once the
transaction is completed, Frontier’s plan is to focus on and
invest in broadband over time in the Verizon Oregon
exchanges and the other areas it is acquiring so as to
approach the levels of broadband availability and
subscribership in these areas that more nearly approximate
those achieved in Frontier's service territories today. In
addition, Frontier plans to offer many of the same innovative
promotions and service offetings that have focused on the
adoption of broadband by consumers.
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Additionally in the Application, the Applicants state on page 15 (emphasis
added):

The stronger financial structure will allow Frontier to make
the greater investments in broadband infrastructure in the
rural portions of the acquired Territory over time that are
beyond the scope of Verizon's current priorities. Frontier
recognizes that broadband is a catalyst for a healthy local
economy and job growth, and increasing broadband
deployment over time will be a business imperative for
Frontier. Indeed, broadband is a key component of
Frontier's business case for serving the areas itis
acquiring from Verizon, both to provide an additional
source of revenues and to limit the rate of line losses
going forward. In its rural areas, Verizon recently has been
averaging over 10% access line loss per year.

in addition, Frontier witness McCarthy emphasized the importance of
broadband during the Ohio PUC Disposition, OHIO PUC CASE NO. 09-454-
TP-ACO (emphasis added).

No. 1think the -- in our opinion, the key to competing in OChio is
expanding broadband. So you will see us start to expand
broadband as quickly as possible post close. In our opinion,
and Verizon may not necessarily agree with this, but not having
broadband in an area is a competitive disadvantage that
potentially leads to higher access line losses. We believe that
we can change the trends in the business by getting aggressive
broadband offers out into the market. And the only way fo do
that is to invest in the infrastructure.””

Mr. McCarthy goes on to state:
Broadband and expanding broadband is our strategy. it's one of

our key ways that we're going to change the business as | said
before.”

" The Public Utifities Commission of Ohio, OHIO PUC CASE NO. 09-454-TP-ACO, The Joint
Application of Frontier Communications Corporation, New Communications Holdings Inc. and Verizon
Communications Inc., for Consent and Approval of a Change in Control, at 20. included in Exhibit
Staff 102, page 120. -

8 1d., at 23. Included in Exhibit Staff 102, page 121.
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Thé statements by the Frontier are substantiated by data inciuded in its SEC
Form S-4. On page 120 of the document, Frontier shows a seven percent
decrease in total access lines from March 31, 2008 fo March 31, 2009, but an
11 percent increase in HSI (high-speed internet) subscribers during the same
time period.”® Revenue from these high capacity Internet and ethernet circuits
increased revenue of $3.4 million in 2008, as compared to 2008, primarily due
to the growth in ther number of these circuits.?” As a result, total revenue only
decreased five percent in 2009, as compared to 2008 for the three month
period.®’

it is reasonable for the Commission to expect Frontier to deliver on its
promises and to put its promises on reasonable Oregon benchmarks. Because
of the threat of line loss and revenue leakage that could potentially resuit from
line loss, and the potential to reduce this line loss (and gain incremental
revenue) by broadband availability, recommended condition 22.b. requires
Frontier to report on broadband deployment. Staff believes this requirement is

consistent with the “in the public interest, no harm” standard.

PATENTS AND LICENSES

Q. WILL ANY RESTRICTIONS CONCERNING PATENTS AND LICENSE
AGREEMENTS AFFECT FRONTIER’S ABILITY TO PROVIDE SERVICES

TO OREGON CUSTOMERS OF VERIZON NORTHWEST?

7 Erontier Comimunications SEC Form S-4 Registration Statement (filed July 24, 2009), page 120.
Included in Exhibit Staff 102, page 122.

8 14 at 118. Included in Exhibit Staff 102, page 123.

31 Erontier Communications SEC Form $-4 Registration Staterment (filed July 24, 2009), page 120.
Included in Exhibit Staff 102, page 122.
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A. No, not initially. According to the Applicants in response to Staff Data Request
No. 4,%% Frontier will be able to maintain all current operations performed by
Verizon with respect to regulated telecommunications services provided in
Oregon. This would include obtaining licenses from third parties or seeking
alternate technological or operational changes to continue the provision of
telephone services. However, Frontier addresses the potential risk of not
obtaining consents and certain Verizon contracts in its SEC Form S-4. As
previously mentioned: |

The combined company’s business, financial condition and results
of operations may be adversely affected following the merger if it is
not able to obtain consents to assign certain Verizon contracts to
Spinco. Certain wholesale, large business, Internet service
provider, and other customer contracts that are required to be
assigned to Spinco by Verizon require the consent of the customer
party to the contract to effect this assignment. Verizon and the
combined company may be unable to obtain these consents on
terms favorable to the combined company or at all, which could
have a material adverse impact on the combined company’s
business, financial condition and results of operations following the
merger. *

AFFILIATED INTERESTS

Q. ARE THERE AFFILIATED INTEREST CONCERNS REGARDING THIS
TRANSACTION?

A. Yes. There are basically two affiliated interest (Al) issues: (1) CTCO has not
been required to file Al contracts as a result of the size (less than 50,000
access lines) exemption in ORS 759.040; and (2) the current status of

numerous Al agreements between VNW and certain Verizon affiliates, most

*2 Included in Staff Exhibit 102, page 124.
* Frontier Communications SEC Form S-4 Registration Statement (filed July 24, 2009), at 26.
Included in Exhibit Staff 102.
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notably, Verizon Network Funding (VNF) concerning foans, investments, and
financial management services. As of September 2008, VNW had a short-term
note balance with VNF of $305,905,551.%* According to Verizon’s response. to
Staff Data Request No. 33:

Frontier will not have any obligation to repay this short-term note.

This obligation will be settled by Verizon prior to the closing of the

transaction.®
According to the Applicant's response to Staff Data Request No. 34:

Frontier will fund ongoing operations and construction programs

with cash from operations and/or available borrowings under its

credit facilities.®
As previously mentioned, Frontier expects its free cash-flow to be
approximately $1.4 billion (compared to $500 million on a stand-alone basis).
Concerning other VNW Al agreements, Frontier in its response to Staff Data
Request No. 30,% expects that VNW will be included in Frontier affiliated
service agreements. Additionally, Frontier recognizes that allocation
adjustments may be required, and it will continue to comply with all applicable
Commission requirements.

Concerning CTCO and Al contracts, Staff recommends that CTCO file Al

contracts since both Frontier Oregon operat-ing companies wilt have the same
parent. This enhanced review will allow Staff to ensure that both operating

companies are paying the same rate for the same services and that there is no

cross-subsidization of services occurring. 1n addition, these filings will aliow

 Included in Staff Exhibit 102, page 125.
% |ncluded in Staff Exhibit 102, page 126.
% Included in Staff Exhibit 102, page 127.
®7 Included in Staff Exhibit 102, page 128.
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Staff the opportunity to verify allocations to both Oregon operating companies.

Staff recommended ordering conditions 51 through 53 address Al issues.

Q. HAS THE COMMISSION APPROVED Al CONDITIONS IN PREVIOUS

MERGER FILINGS?

A. Yes. The Commission has routinely ptaced numerous Al conditions on

previous mergers/financing applications. These Al conditions include:®

UM 814 (PGE/Enron), Commission Order No. 97-196; Conditions 1, 2, 3,
12, 13, 14, 16, and 17,

UM 918 (PacifiCorp/ScottishPower), Commission Order No. 99-616,
Conditions 1, 4, 11, 12, 13, 14, 20, and 22;

UF 4218/UM 1205 (PGE), Commission Order No. 05-1250, Condition 2;

UM 1209 (PacifiCorp/MEHC), Commission Order No. 06-082, Conditions
4,5 6,7,8,9, 13,14, 03, 04, 06, 010, and O11;

UM 1283 (Cascade Natural Gas/MPU Resources), Commission Order No.
07-221, Conditions 9, 10, 16; and

UM 1416 (CenturyTel/Embarg), Commission Order No. 09-169 Conditions
4.p.and 4.q.

The Commission should adopt Staff's recommended Al conditions. These

recommended conditions reduce the risks of the transaction and help ensure

that the “in the public interest, no harm” standard is achieved.

® Included in Staff Exhibit 102, pages 28-89.
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COMPETITIVE ISSUES

Q. WOULD THIS TRANSACTION HAVE ANY NEGATIVE EFFECTS ON
CCMPETITION?

A. Staff Witness Marinos discusses potential problems concerning competition,
wholesale customers, and interconnection aspects of this transaction in

Staff/600.

ISSUE 3 - RECOMMENDED CONDITIONS PROPOSED BY STAFF

Q. PLEASE SUMMARIZE STAFF’'S RECOMMENDED CONDITIONS.

A. A complete listing of the conditions is listed starting on page 51 of this
testimony. Unless otherwise specified each condition will remain in place for
three years following the close of the proposed fransaction. As previously
mentioned Staff separated the conditions into general categories. These
categories are:

Records/Rates/Tariffs/Access to Books
Financial

Service Quality — Retail

Operating Support Systems

Long Distance

Wholesale Services

OTAP/Lifeline

Affiliated interests/Non-regulated Operations
Favored State Commitments/\Waivers

Records/Rates/Tariffs/Access to Books
These conditions are recommended in order to ensure:
« Staff has proper access to all books and records of the transaction;

« The two current Oregon operating companies are maintained
immediately after completion of the transaction:;
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The transaction is transparent to customers;

Existing tariffs are maintained with the exception of adding a service
performance guarantee to CTCO;

Customers will not be harmed by higher rates that result from the
transaction; and

The Commission is able to monitor the impacts on Oregon operations
and customers.

Financial

These conditions are recommended in order to ensure:

A non-consolidation opinion is obtained by Frontier or in its place,
limitations of dividends to shareholders based on certain financial
thresholds;

Prevention of any acquisition premium going into rates; and
Enhanced reporting by Frontier.

Service Quality

These conditions are recommended in order to ensure:

Enhanced service quality and safety reporting;

Current organizational structure is maintained immediately after
completion of the transaction as stated in Frontier testimony:
Employee integration is undertaken as stated in Frontier testimony;
A commitment by Frontier to maintain minimum service quality
standards as being reported in Verizon’s monthly service quality
reports; and

Broadband reporting.

Operating Support Systems

These conditions are recommended in order to ensure;

Continued use of and proper support for Verizon's operational
systems that will be replicated for Frontier;

Third-party testing fo ensure the systems are ready, tested, and
verified prior to cutover. The condition also requires CLEC

“involvement in testing; and

Replacing an annual fee for 0SS maintenance with a time and
material basis for a minimum of ten years.
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Long Distance
These conditions are recommended in order to ensure current customers are

afforded current choices concerning long distance service and the opportunity

to change providers without paying any change charges for 90 days aﬁer

close of the fransaction.

Competitive Issues

" These conditions are designed to ensure that competitors and their

customers are not harmed by the transaction; and that competition continues

to be fostered in Oregon.

OTAPI/Lifeline
These conditions require enhanced repoiting concerning OTAP/Lifeline

programs.

Affiliated Interests/Non-regulated Operations
These conditions require enhanced affiliated interest reporting and timely

filing of affiliated interests contracts that result from the transaction.

Favored State Commitments/Waivers

This condition requires a favored state commitment that is consistent with the
condition included in Commission Order No. 09-169. Additionally, favored
state conditions were also included in the UM 1209 (PacifiCorp/MEHC) and

UM 1283 (Cascade Natural Gas/MDU Resources) stipulations.
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STAFF’'S RECOMMENDED CONDITIONS

Records/Rates/Tariffs/Access to Books

1.

Frontier shall provide the Public Utility Commission of Oregon (Commission)
access fo all books of account; as well as, all documents, data, and records
that pertain to the transfer of the two companies.

. The Commission reserves the right to review, for reasonableness, all financial

aspects of this transaction in any rate proceeding or earnings review under an
alternative form of regulation.

The Applicants shall immediately notify the Commission of any substantive
material changes to the transfer terms and conditions from those set forth in
their Application that: (1) are planned to, or in fact do occur while a
Commission order approving the transfer is pending, or (2) occur before the
transfer is closed, but after the Commission issues its order approving the
transfer. The Applicants must also submit a supplemental application for an
amended Commission order in this docket if the substantive transfer
conditions and terms affecting Oregon change as set forth in this condition.

Except as authorized by this Commission, Frontier (referring to the parent
company at the conclusion of this transaction) will maintain an organizational
structure that includes the two separate ILECs in Oregon (no change from

‘current allocated areas) — Citizens Telecommunications Company of Oregon

(CTCO) and Frontier Northwest Inc., (collectively, Operating Companies).
Frontier (also referred to as "Company”) must file an application with the
Commission should it propose to merge or consolidate the operations of the
Operating Companies.

Subsequent to the transfer, the carrier name on all applicable Verizon
Northwest (VNW) retail customer bills will be timely changed to “Frontier”,
Customer notification will be given to all local exchange and long distance
customers per Oregon and FCC rules and regulations.

No regulated intrastate service or wholesale service offered to competitive
carriers subject to Commission jurisdiction, offered at the time of closing will
be discontinued except as approved by the Commission.

No changes, except for the change in 7.a. below, will be made by Frontier or
its Operating Companies to any rate, rule or regulation currently included in
the Operating Companies’ access tariff (inciuding special access services),
retail tariff or any retail price list without properly filing a rate application.
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a. -CTCO will offer the same Service Performance Guarantee (SPG) as
listed in Verizon Northwest's PUC Oregon No. 18. Section lll, Original
Sheet 16.

8. An Operating Company will not advocate in any general rate case proceeding
for a higher overall cost of capital as compared to what its cost of capital
would have been absent the transaction. '

9. Frontier and its Operating Companies will not seek recovery of one-time
transfer, branding or transaction costs in Oregon intrastate regulated rate
proceedings. Frontier and its Operating Companies will not seek to recover
through wholesale service rates one-time transfer, branding or transaction
costs.

10. Frontier will hold retail and wholesale customers harmless for increases in
overall management costs incurred by the Operating Companies that resuit
from the transaction.

11. Al VNW existing agreements with retail customers, and utility operators and
licensees®® for services provided in Oregon-including, but not limited to
special access discount and/or term plan agreements will be assigned to or
assumed by Frontier or its subsidiary and will be honored by the Company for
the term of the agreement. :

12.Under the current operating structure, financial reporting will remain
unchanged with each Operating Company submitting a Form-O and a Form-.

13.Beginning with the first of the month following 12 months after close of the
transaction, and for fwo subsequent 12-month periods, Frontier shall file with
the Commission a report describing:

a. Substantive activities undertaken relating to integrating VNW
operations with Frontier, as well as achieving synergies made available
as a result of this transaction Frontier synergies will be reported on a
Frontier total company basis;

b. Costs and projected savings of each such respective activity on a
Frontier total company basis;

c. Organizational and staff force changes in Oregon operations; and

d. Impacts on Oregon operations and customers.

% |nciuding, but not limited to, CATV Operators, Special Access Transport, and Facility-Based (FB)
CLEGs; Joint-Use Agreements and Stipulated Corrective Actions.
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The reporting requirement required by Condition 13 shall end with the
submission of the third report unless otherwise directed by the
Commission.

Financial

14 Frontier commits fo obtain a non-consolidation opinion from a qualified entity,
subject to customary limitations and qualifications, that if the ring-fencing
around the Oregon Operating Companies is maintained and the matter is
properly briefed and presented, a bankruptcy court, on its own or upon proper
request of a party in interest in a case under the United States Bankruptcy
Code commenced against Frontier, would not order the substantive
consolidation of the assets and liabilities of the Operating Companies with
those of Frontier. Frontier commits to promptly file such opinion with the
Commission. [f the ring fencing provisions are insufficient to obtain a non-
consolidation opinion, Frontier agrees to promptly undertake the following

actions:

a. Notify the Commission of its inability to obtain a non-consolidation
opinion.

b. Propose and implement, subject to Commission approval, such ring
fencing provisions that are sufficient to obtain such a non-consolidation
opinion.

c. Obtain such a non-consolidation opinion.

d. Until Frontier obtains a non-consolidation opinion as described in
Condition 14, Frontier shall not make dividend payments to
shareholders if:

Frontier's credit rating falls below either Ba2 from Moody's
Investor Services, or BB from Standard & Poor’s Corporation,
or BB from Fitch Ratings for the first two years after close of the
transaction; or Frontier's credit rating falls below BBB-/Baa3
after two years following the close of the transaction and
thereafter.

Whenever Frontier's average market value of common stock
drops below 33% of the “adjusted capital’. As used in this
section, "adjusted capital” means the long- term debt
(excluding the current portion) and short-term debt plus the
average market value of common equity. The average market
value of common equity will be calculated using the average
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stock price and the average number of fully-diluted shares
outstanding during the previous quarter. This paragraph shall
be in force until otherwise removed or modified by the
Commission. :

15.Within 30 days after the close of the transaction, Frontier will notify staff of the
post-transfer Net Debt/EBITDA and the price per share used to determine
transaction shares.

16.For a period of three years after the closing, Frontier will not seek
Commission approval to encumber the assets of the Operating Companies.

17.Frontier agrees that it will not seek to recover in Oregon intrastate regulated
retail: or wholesale rates any acquisition premium paid by Frontier for Verizon
Northwest.

Service Quality

18.Immediately after the close of this transaction, Citizens Telecommunications
Company of Oregon (CTCO) will resume reporting service quality results
monthly. Frontier Northwest will continue to report service quality results
monthly.

19. Frontier Northwest will implement an organizational structure described in
FTR/100, McCarthy/48-49.

20. Frontier Northwest will implement the employee integration described in
FTR/100, McCarthy/49-50.

21 Frontier Northwest will maintain no less than current Commission’s minimum
service quality standards as are currently being reported in the Verizon’s
monthly service quality reports to the Commission. If Frontier fails to maintain
at least the current service quality levels it will be liable for penalties as set
forth in ORS 759.450.

22 No later than one year from the close of the transaction, Frontier will provide
to the Commission the following:

a. A multi-year strategic plan that establishes the end-life of each of the
base units and remote switches currently being deployed in Verizon's
franchise area in Oregon and a proposed replacement for the switch, if
any, that ensures Frontier will be able to meet current service
standards pursuant to Oregon statutes and rules.
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b. Inthe event the FCC has a merger condition that requires the
Company to make additional investment in broadband services, the
Company will develop a multi-year strategic plan. This strategic plan
will establish the timeline for the deployment of broadband services to
each of what are currently Verizon Northwest's 61 wire centers.

¢. The planned Oregon capital expenditures concerning the
_ implementation and actions concerning subsections (a) and (b) above.
included in the report will be a comparison of the amount of planned
Oregon capital expenditures as a percentage of total system
expenditures; and a comparison of the amount of capital expenditure
per Oregon access line with the amount of capital expenditure per
Frontier Northwest system-wide access lines. .

23.The new company will provide in electronic form the detailed, Form-477 data
that Verizon is currently providing to the FCC for its service areas. This will
be done annually for five years beginning with the final approval of the new
company.

Safety

24, By 30 days prior to the close of the transaction, Verizon will provide a full
report of all NESC violations, across the Oregon service territory, as reported
--by pole owners and Verizon’s detailed inspection program. The report will
include the proposed schedule to correct all violations and any proposed
deferral plans and a list of, and contact information for, the affected parties
within those deferral plans.

25.Frontier will acknowledge the Paragraph 30 report and will document and
present its full understanding of its obligation to comply with the safety and
reliability {aws in Oregon per ORS 757.035, OAR 860 Division-024, and
OAR 860 Division-028. The Company wili provide the primary and secondary
safety points of contact within its new organization.

26. Within 7 days after close of the fransaction, Frontier agrees to provide the
Commission a listing of Frontier's primary and secondary points of contact
within its new organization for safety and pole attachment matters.

27.Frontier will honor Verizon Northwest’'s agreement with Commission safety
staff, to place buried facilities on private property at no less than 12 inches
below ground level.
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Operating Support Systems

28.For a period of not less than three years after the close of the transaction,
Frontier will use the Verizon replicated OSS/BSS systems.

a. During the six-month period before the close of the transaction,
Frontier with Verizon's assistance and that of a third party tester will
validate that all of the OSS/BSS systems have been completely
replicated based on a test plan that has been distributed to ali
UM 1431 parties for review and comment. The test plan must be
distributed at least two weeks prior to the beginning of the tests. A
copy of a report detailing the test and results will be promptly provided
to the Commission.

b. During the six-month period before the close of the transaction,
Verizon with a third party reviewer will review and correct data errors in
all data bases being passed to Frontier and ensure that at least
99 percent of the records have all critical fields correctly populated.
Verification resuits will be promptly provided to the Commission.

c. At least two weeks prior to the final cut over, CLECs that have current
interconnection agreements with either Verizon or Frontier, or both, will
be allowed to test the systems using their own data. The replicated
wholesale systems will not be used until a majority of the CLECs
approve the systems. :

29 Prior o the close of the transaction, Frontier and a subsidiary of Verizon shall
have entered into an agreement which obligates Verizon to provide system
support on a time and material basis for a minimum of ten years. The hourly
charge will not exceed the training rate of $125 per hour, adjusted for inflation
and will replace the $94 million per year contract currently in place. No fees
will be charged for entering into this agreement.

Lbng Distance

30.For at least 120 days following the close of the proposed transaction, Frontier
Northwest will offer substantially the same intrastate toll calling services, at
the same rates, as provided by Verizon Northwest immediately prior to
closing. This includes the bundied service offerings of local and long distance
at the same rates as set forth in the price lists of Verizon Northwest.

31.Frontier will notify each of its Oregon intrastate long distance customers at
least 30 days in advance of their fransfer to Frontier, consistent with the anti-
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slamming requirements in Section 64.1120 of the FCC rules. The
notifications will include the requirements set forth in those rules.

32.For 90 days following the customer transfers, Frontier will waive any change
charges, e.g., PICs, for any customer choosing to change carriers.

Competition

33. Frontier Northwest will assume or take assignment of all obligations under
Verizon Northwest's existing interconnection agreements and other existing
arrangements with wholesale carriers ("Assumed Agreements”). Frontier
Northwest will not terminate, change the conditions of (with the exception of
those governing termination), or increase the rates in, any effective
interconnection agreement during the unexpired term of the Agreement, or for
a period of three years from the Closing Date, whichever occurs later, unless
requested by the interconnecting party, approved by the Commission, or
required by a change of law. Furthermore, Frontier Northwest will allow
requesting carriers to extend existing Agreements, whether or not the initial or
current term has expired, until at least three years from the Closing Date, or
the date of expiration, whichever is later. Frontier Northwest will similarly
apportion on a pro rata basis any volume thresholds or minimum revenue
commitments relating in part to service outside of Oregon.

34.Frontier Northwest will assume or take assignment of all obligations under
Verizon Northwest's current intrastate tariffs and price lists for wholesale
services. Frontier Northwest will not increase rates for such services or
discontinue any such services currently offered for a period of at least three
years from the Closing Date. '

35. Frontier Northwest will continue to provide transit service subject to the same
rates, terms and conditions that are currently provided by Verizon Northwest
unless directed otherwise by the Commission.

36. Frontier Northwest will comply with statutory obligations applicable to al!
incumbent local exchange carriers (ILECs) under 47 U.S.C Section 251 and
252. Frontier Northwest will not seek to avoid any of its obligations on the
grounds that it is exempt from any of the obligations pursuant to Section
251(F)(1) or Section 252(f)(2) of the Act.

37.Frontier Northwest will maintain OSS functionality, performance and
interfaces (e.g. e-bonding) for wholesale services that is at least equal fo that
which Verizon currently provides.
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38. Frontier Northwest will provide ordering, provisioning and maintenance
processes and infervals consistent with those which Verizon currently
provides.

39. Frontier Northwest will provide timely resolution of wholesale service
problems consistent with Verizon’s existing level of performance.

40. Frontier Northwest will provide and maintain on a going-forward basis
updated escalation procedures, contact lists and account manager
information at least 30 days prior to the transaction close date. The updated
contact list shall identify and assign a single point of contact for each -
wholesale carrier with the authority fo address ordering, provisioning, billing
and OSS systems maintenance issues of that carrier.

41, Frontier Northwest will continue to make available to each wholesale carrier
at no charge to the carriers the types of information and customer
communications avenues that Verizon currently makes available concerning
wholesale operations support systems and wholesale business practices.

42 Frontier Northwest will ensure that the Wholesale and CLEC support centers
are sufficiently staffed by adequately trained personnel so as to provide a
level of service that is comparable to that currently provided by Verizon.

43.The Applicants will submit to the Commission the Joint Partial Settlement
Agreement wholesale data for Verizon's Oregon ILEC for the year leading up
to the transaction closing date.

44 After closing, Frontier will continue to provide the same types of monthly -
reports of wholesale performance metrics that Verizon currently provides to
wholesale customers and will also submit these metrics to Commission Staff.

45.Within 60 days after the closing date, Frontier will participate in a docket to be
opened by the Commission to examine the need for establishing a wholesale
service performance plan for Frontier in Oregon.

OTAP/Lifeline
46. Frontier will process weekly electronic Oregon Telephone Assistance
Program/Lifeline/Link-Up America "Approved/Modified" reports submitted by

the Commission.

47 . Frontier will process monthly electronic Oregon Telephone Assistance
Program/Lifeline “Termination” reports.
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48. After processing the weekly electronic Oregon Telephone Assistance
Program/Lifeline “Approved/Modified” reports, Frontier will submit to the
Commission a weekly “No Match” report that lists any Commission-approved
customers the company was unable to include as eligible for the Oregon
Telephone Assistance/Lifeline credit and provide the reasons for such
omission (e.g. the customer’s name not being on the telephone bill).

49. When Frontier submits its monthly OTAP reimbursement report electronically,
the company will also submit a monthly electronic report containing all active
Oregon Telephone Assistance Program/Lifeline customers including their -
corresponding telephone number and address.

50. Frontier will submit a monthly electronic “Order Activity” report that lists
Oregon Telephone Assistance Program/Lifeline customers by name, in
addition to their telephone number and address, who have permanently
disconnected service, were disconnected as a non-pay disconnect, or were
disconnected per PUC request. Frontier must include in the monthly
electronic “Order Activity” report customers who have changed their
telephone number or address and provide their new telephone number or
address. '

Affiliated Interests/Non-regulated Operations

51:Frontier agrees that its Operating Companies will comply with all applicable
Commission statutes and regulations regarding affiliated interest transactions
including timely filings of applications and reports. To the extent affiliated
interest changes do occur, the Company or its Operating Companies wil!
make the appropriate affiliated interest filings pursuant to ORS 759.390.

52. Within 90 days after the close of this transaction, Frontier will file with the
Commission affiliated interest agreements including an updated Cost
Allocation Manual for services that reflect as charges and credits to operating
accounts in CTCO’s and Frontier Northwest’s Form O.

53. The cettificates of all Frontier and Verizon entities certified as Competitive
Providers in Oregon will remain in effect and unchanged as of the date of
close of the transaction. Thereafter, Frontier and Verizon will report any
changes affecting those certificates in compliance with applicable
Commission statutes and regulations.
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Most Favored State Commitments

54.Frontier agrees that the Conditions may be expanded or modified as a result
of regulatory decisions in other states, including decisions based upon
settlements, that impose conditions or commitments related to this transfer
proposal. Frontier agrees that the Commission may adopt any commitments
or conditions from other states that are adopted after the final order in
UM 1431 is issued that are related to addressing harms of this transaction if:

a. The commitment or condition does not result in the combined company
being required to provide a “net benefit” and either

i. The Commission or Staff had not previously identified the
harm to Oregon ratepayers,; or

i. The commitments or conditions in a final order of another
state are more effective at preventing a harm previously
identified by the Commission or Staff.

Should new commitments or conditions meeting the requirements of
subsections a.i. or a.ii. of this paragraph occur, Frontier will commit to the
following process to facilitate a prompt decision from the Commission under
this section:

b. Within fifteen (15) calendar days after a final order adopting a new
condition or stipulation with new or amended commitments by a
commission in another state jurisdiction, Frontier will send a copy of
the stipulation and commitment to Oregon Commission staff and to all
parties in UM 1431.

¢. Frontier will notify the Commission that they have received the last
such fina! order from other states adopting new conditions, stipulations
or commitments (the “Final Filing") within fifteen (15) calendar days of
receipt and send it to Staff and all UM 1431 parties.

d. Within ten calendar days after the last such filing from the other states
(“Final Filing”), any party to this proceeding may file with the
Commission its response, including its position as to whether any of
the covenants, commitments and conditions from the other jurisdictions
(without modification of the language thereof except such non-
substantive changes as are necessary to make the commitment or
condition applicable to Oregon), meets the three requirements set forth
above, and should be adopted in Oregon. Any party filing such a
response should serve it upon the UM 1431 parties.
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e. Within five calendar days after any such response filing, the
Applicants may file a reply with the Commission. If the 5th calendar
day falls on Saturday, Sunday, or a holiday, the next business day will
be considered as the 5th day. The Applicants shall serve any such
reply upon the UM 1431 parties. :

Q. DO YOU BELIEVE THAT THESE CONDITIONS ARE SUFFICIENT TO

FULLY MITIGATE THE RISKS TO THIS TRANSACTION?

No. As previously mentioned, although Staff’ believes its recommended
conditions reduce the risks of the fransaction, Staff does not believe its
conditions Wil[ completely mitigate the risks to meet the statutory requirements
due to the change in financial risk and the inability to effectively ring fence the
Oregon operating companies from.the parent, Frontier under the proposed
organizational structure. With that said, many of these conditions were
accepted by the Cﬁmmisﬁion in the CenturyTel/Embarg merger .approved in

docket UM 1416.

. ALTHOUGH YOU LIST NUMEROUS RECOMMENDED CONDITIONS,

WEREN'T CONDITIONS IMPEOSED BY THE MAINE, NEW HAMPSHIRE,
AND VERMONT COMMISSIONS CONCERNING THE FAIRPOINT -

VERIZON TRANSACTION?

. Yes. The following is a partial summary of conditions imposed by the New

England commissions on FairPoint.

e A 35 percent reduction in dividends following the merger for up
to 10 years;

» Restriction on the ability to pay dividends if certain financial
ratios are not met; '
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¢ Restriction that the cumulative amount of our dividend does not
exceed the cumulative adjusted free cash flow,

« By December 31, 2011, if the ratio of total indebtedness to
adjusted EBITDA is 3.6 or higher it will be reduced by $150
million the following year. If this doesn’t happen, dividends will
be suspended until the 2.03 billion credit facility is refinanced;

« \Verizon was required to contribute $316.2 million to working
capital,

» Required annual capital expenditures in states by year as
follows:

» Maine: $48 million, $48 million, $47 million;

» New Hampshire: $52 million, $52 milfion, $52 million;
$49 million, $49 million plus an addition $50 million; and

»  Vermont: Average $41 million for the first year, average
$40 million for the three years.

» Vermont required the Verizon group to contribute $31.7 million
for service quality and broadband build out; and

« Pay annually the greater of 90 percent of free cash flow or $45
million to pay down the new credit facility.

As the above indicates, even with extensive conditions imposed on the
FairPoint — Verizon trénsaction, FairPoint still encountered humerous financial
and service problems; and filed for bankruptcy on October 26, 2009. As
previously mentioned, the Maine Public Utility Commission attributes the
problems primarily to the unsuccessful cutover from the Verizon to the
FairPoint systems. As a result, Staff believes that the recommended
conditions should be accepted by the Commission in whole.

Q. DOES THIS CONCLUDE YOUR REPLY TESTIMONY?

A. Yes.
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WITNESS QUALIFICATION STATEMENT

MICHAEL DOUGHERTY
PUBLIC UTILITY COMMISSION OF OREGON

PROGRAM MANAGER, CORPORATE ANALYSIS AND
WATER REGULATION

550 CAPITOL ST. NE, SALEM, OR 97308-2148

Master of Science, Transportation Management, Naval
Postgraduate School, Monterey CA (1987)

Bachelor of Science, Biology and Physical Anthropology,
City College of New York (1980)

Employed with the Oregon Public Utility Commission from
June 2002 to present, currently serving as the Program
Manager, Corporate Analysis and Water Regulation. Also
serve as Lead Auditor for the Commission’s Audit Program.

Performed a five-month job rotation as Deputy Director,
Department of Geology and Mineral Industries, March
through August 2004.

Ern_p[oyed'by the Oregon Employment Department as
Manager - Budget, Communications, and Public Affairs from
September 2000 to June 2002.

Employed by Sony Disc Manufacturing, Springfield, Oregon,
as Manager - Manufacturing, Manager - Quality Assurance,
and Supervisor - Mastering and Manufacturing from April
1995 to September 2000.

Retired as a Lieutenant Corhmander, United States Navy.
Qualified naval engineer.

Member, National Association of Regulatory Commissioners
Staff Sub-Committee on Accounting and Finance.

Team Member in UE 1206, PGE Issuances of Securities;
Team Member in UM 1209, MEHC acquisition of PacifiCorp;
Team Member in UM 1283, MDU Resources acquisition of
Cascade Natural Gas Corporation; and Team Leader in UM
1416, Merger of CenturyTel and Embarg.




CASE: UM 1431
WITNESS: Michael Dougherty

PUBLIC UTILITY COMMISSION
OF
OREGON

STAFF EXHIBIT 102

Exhibits in Support
Of Direct Testimony

November 2, 2009




Stafff102
Dougherty/1

Docket No. UM-1431
Verizon and Frontier Responses to STAFF Data Requests Nos. 1-46
June 25, 2009

DATA REQUEST NO.17:-

- Based on Article TII of the Agreement and Plan of Merger, please provide the amount of
shares that will be transferred if the Company Average Price is $7.00, $7.50, $8.00, and
$8.50. .

Frontier Response:

Without limitation of ifs other General Objections, please see, in particular; Gerieral
‘Objections Nos. 3 and 12, Subject to and without waiver of its general and spetific
objections, Frontier responds as follows:

The Merger Agreement provides for a total of $5,247,000,000 in equity to be issued to
Verizon shareholders (excluding any adjustments that may be paid or payable by Verizon or
its subsidiaries pursuant to orders or seftlements to obtain governmenial approvals. in the
Spinco territory that are required in order to complete the merger or the spin-off). The
number of shares to be issued based on the identified Company Average Price per share are
as follows (before giving effect to any adjustments that may be made as described in the
preceding sentence):

$7.00 749,571 429
$7.50 699,600,000
$2.00 655,875,000
$3.50 617,294,118

Prepared By: Cassandra Guinness
Date: June 25, 2009
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1.23  “Company Average Price” means the average of the volume weighted
averages of the trading prices of the Company Common Stock, as such prices are -
reported on the NYSE Composite Transactions Tape (as reported by Bloomberg
Financial Markets or such other source as the parties shall agree in writing), for the
30 consecutive trading days ending on the third trading day immediately preceding the
Effective Time; provided, however, that (%) if an ex-dividend date is set for the Company
Common Stock during this 30-day period, then the trading price for a share of Company
Common Stock for. each day during the portion of such period that precedes such ex- .
dividend date shall be reduced by the amount of the dividend payable.on a share of —
Company Common Stock, (y) if such average of the volume weighted avérages of the T
trading prices of the Company Cormmion Stock exceeds $8.50, then the Com'pany
Average Price shall equal $8.50 and (z) if such average of the volume weighted averages
of the trading prices of the-Company Common Stock is less than $7.00, then the *
Compaty Average Price shall equal $7.00.

1.24  *Company Benefit Agreements” has the meaning set forth in-
Section 6.12(a). :

1.25 “Company Benefit Plans” has the meaning set forth in Section 6. 12(a).

126 “Company Board Recommendation” has the meaning set forth in Section
7.4(b). ' ‘ '

1.27  “Company Common Stock” means the common stock, par value $0.25 per
share, of the Company. , Lo

. 128 “Company Credit Apreements” means (i) the Credit Agreement, dated as
of March 10, 2008, among the Company, CoBank, ACB, as the administrative agent, the
lead arranger and.a lender, and the other lenders party thereto, (i) the Credit Agresment,
dated as of May 18, 2007, among the Company, the lenders party thereto and Deutsche .
Bank AG New York Branch, as the administrative agent, (iii) the Credit Agreement,
dated as of December 6, 2006, among the Company, CoBanlk,-ACB, as the administrative
agent, the lead arranger and a lender, and the other lenders party thereto and (iv) the Loan
" Agreement, dated as of October 24, 2001, by and between the Company and Rura]
Telephone Finance Cocperative, as amended, in each case as such agreement may be
amended, supplemented or otherwise modified from time to time.

129  “Company Disclosure Letter” has the meaning set forth in the first
- paragraph of Article VI : :

22965528v5
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Verizon and Frontier Responses to STAFF Data Requests Nos. 1-46

June 25, 2009

DATA REQUEST NO. 16:

In the following table format, please provide the amount of Frontier outstanding conmon

stock. :

Outstanding
Shares

Avg. Price
per Share

Reserved for
Issaance

2007

2008 -

2009 -

Post-transfer (based on

anticipated price)

Frontier Response:

“'Without limitation of its other General Objections, please see, in particular, General -
‘Objections Nos. 3 and 12. Subject to and without waiver of its general and specific |
objections, Frontier responds as follows: '

price of 7.75)

Outstanding Avg, Price Reserved for
Shares per Share Issuance
2007 327,749,000 $14.38 250,544,000
2008 311,314,000 $10.85 250,544,000
2009 312,364,000 §7.10 250,544,000
Post-transfer (based on | 989,364,000 $7.75 To be.
o Determined

Prepared By: Cassandra Guinness

Date: June 25, 2009
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FairPoint Reaches Agreement with Bank Lenders -nitiates Voluntary Chapter 11 Proceeding

Chapter 11 Filfng Wiil Not impact the Company's Operations or Customers and Will Reduce Debt by $1.7 billion

CHARLOTTE, N.C., Oct. 26 /PRNewswire-FirstCall/ -- FairPoint Communications, Inc. {NYSE: FRP) (the "Company”), a leading
provider of a fult range of communications services, today announced it has reached agreemnent on a comprehensive financial
restructuring plan (the "Restructuring Plan") with lenders (the "Supporting Lenders") holding more than 50 percent of the
outstanding debt under its secured credit faciiity. The Restructuring Plan is expected to reduce the Company's debt by $.7
billion thereby providing a long-term solution for the Company’s balance sheet.

To facilitate the implementation of the Restructuring Plan, the Company atso announced that it and all of its subsidiaries have
filed voluntary petitions for reorganization under Chapter 11 of the U.S. Bankruptcy Code in the United States Bankruptey Court
for the Southern District of New York {the "Court™). The Restructuring Plan must be approved by the Court and the Company
intends to promptly file a plan of reorganization reflecting the Restructuring Plan with the Court. The Company ard its
subsidiaries expect to continue to operate their business in the erdinary course throughout the Chapter 13 process under the
jurisdiction of the Court while it seeks confirmation of the Restructuring Plan, :

“The day-to-day operations of our business will not be impacted by today's actions,” said David Hauser, Chairman and CEQ of
FairPoint. "We want to assure our customers, employees and vendors that we remain committed to continuing to provide
reliable, uninterrupted service to all of our customers. Today's actions represent a critical and positive step in our efforts to
reduce our indebtedness, strengthen our financial condition and position FairPoint te compete more effectively in a dynamic
marketplace,” concluded Hauser.

In connection with the Restructuring Plan, the Company has received commitments from certain of the Supporting Lenders for a
75 mitlion debtor-in-possession revolying credit facility {the "DIP Facility") to ensure sufficient liquidity during the Chapter 11
process. The Company currently has approximately $46 million of cash on hand and expects to continue to generate positive
operating cash flow. In total, including the DiP Facility, the Company will have available liquidity of approximately $121 million.
In addition, under the terms of the Restructuring Plan, the Company does not expect to pay interest or principal on its
prepetition debt while in Chapter 11.

Upon emergence from Chapter 11, subject to certain conditions, the DIP Facitity will convert into a $75.0 million five-year
revolving credit facility. Pursuant to the Restructuring Plan, the Cormpany’s totat debt would be reduced to approximately $1.0
billion from its current kevel of nearly $2.7 billion which includes accrued interest and amounts owed under its interest rate
swap agreements. In addition, annual interest costs would be reduced from more than $200 million to approximately 565
million. In accordance with the Restructuring Plan, approximately $1.1 billion of debt under the credit facility would be
converted into equity, transferring 98%, and in certain circumstances, 100% of the equity ownership of the Company to the
secured lenders under the credit facility, subject to future dilution for issuances under an equity incentive plan and for
warrants issued under the Restructuring Plan.

The Restructuring Plan also provides for a new 51.0 billion secured term loan. This new term toan will (i) bear interest at LIBOR
plus 4.5%, with a 2.0% LIBOR floor, (ii) have a five-year term and (iii} require mandatory amortization of $10.0 million in each of
the first two years and $50.0.mitlion in the third year following emergence from Chapter 11, with increasing annual
amortization amounts thereafter through maturity.

Other terms of the Restructuring Plan are still being negotiated, but the Restructuring Pan provides that all of the Campany's
outstanding senior notes due 2018, aggregating approximately $570 million (including accrtied interest), as well as other
unsecured creditars will be converted into equity ownership of the Company equal to approximately 2% and will be issued
warrants to purchase up to 5% of the ownership interest in the Company assuming such class accepts the Restructuring Plan.

"We are extremely pleased with the terms of the agreement reached with our secured lenders,” stated Alfred Glamimarino,

Executive Vice President and CFO of FairPoint. "This plan will provide FairPoint with significantly greater financial flexibility
through the reduction of nearly 5170 miltion in minfmum annual debt service requirerments. This enhanced flexibility will enable

hitp://phx.corporate-ir.net/phoenix.zhtml?2c=122010&p=irol-newsArticle&ID=1345992&... 10/26/2009
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us to continue to invest in new technologies and provide advanced services to customers throughout our service territories,”
concluded Giammarino.

The Company atso filed certain first day motions with the Court to enable it to continue fo conduct business without
interruption. These include motions providing for employees to continue to receive compensation and benefits as usual and to
maintain customer programs, During the reorganization process, suppliers and contractors should expect to be paid for post-
petition purchases of goods and services in the ordinary course of business.

In addition, the Company requested the Court to impose certain restrictions on trading in its common stock in order to preserve
valuable tax assets. Such trading restrictions, if imposed, would apply immediately to investors beneficially owning at teast 4
million shares, or 4.4 percent, of the cutstanding common stock of the Company. For these purposes, beneficial ownership of
stock will be measured in accordance with special LS. tax rules that, among other things, apply constructive ownership
concepts and take into account indirect holdings.

Rothschild Inc. is acting as financial advisor for the Company; AlbxPartrers, LLP as the restructuring advisor; and Paul, Hastings,
Janofsky & Watker LLP is the Company’s counsel.

hitp://phx.corporate-ir.net/phoenix.zhtmi?c=122010&p=irol-newsArticle&ID=1 345992&... 10/26/2009
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" FairPoint facing serious credit problems; company
downgraded

By CLARKE CANFIELD The Assoclated Press - Published: May 9, 2008

PORTLAND, Malne -— FairPolnt Cormmunications' credit rating has been
Print downgraded by three ratings agencles after the company revealed it's considering
hiring a firanslal adviser to explore a possihle restructuring of Bs debt.
Email link ‘
Submit a In a regulatory fillng this waek, North Carclina-based FairPoint said an adviser
Jetter would evaluate the company’s financlat situation, The company also said any cash
fow disruptions could put a strain on its ability to mest its financial obligations.
ShareThis
In response, Filch Ratings, Moody's Investor Services and Slandard & Poor's
_ Ratings Services all downgraded the company's credit ratings. Fitch went so faras
HR55Y {o say the passibilily of bankeuptey was a concam.

"Hiring an adviser sometimes leads to a bankruptey or a restructuring,” John Culver, senior director of ,
Fitch's telecommunications group, said in a telephone Interview.

FairPolnt last year bought Verizon Communizations' landline telephone and Internet business in Mains,
New Hampshire and Vermont for $2.3 biliion. During the process leading up to the acqulsition,
regulators and opponents of the deal questioned FairPoint's financial ability to take on Verizon's
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operations in the reglomn.

Since the acquisition, the company has struggled with the paor economy and operational problems that
have Increased expenses and caused it to delay pushing out new proaducts and services to lure new
customers. !

In its quarterly eamings report filed this wesk, FairPoint sald it 1s "at risk” of not belng able to meetall its
debt obligations as-soon as the end of June. If a default oceurs, lenders could call in loans, foreclose
upon ¢ollateral securing those loans or end their commitments to lend the company money, company
officiats sald. .

The company on Friday sald it had no comment on the credit downgrades.

Credit-mlings are importan! because they Indlcate a cornpany's financlal soundness and fts abifity 4o
repay its debts. A poor credit rating indicates a high risk of defaulting on a loan and Teads fo higher
interest rales.

Wayne Jortner, general counsed with the Maing Public Advarate, the state's utility watchdog agency,
said some people heaar the ward "bankruptoy” when the kea of debt restructuring is brought up.

*But restructuring might mean nothing more than asking some of tha creditors to extend a payment
geadline or restruciure the payments in some way," he sald,

Still, Jortner sald he hasn't been able to get F-airPoint to turn over detailed Information he s sesking on
the company's finanses, ts customer losses and [ts cusiomer service problems. FaliPolnt has filed a
letier with the PUC seeking protection from those questions, he sald.

Joriner sald FairPoint has sald it wants to focus its resources on fixing Its operational problams, not
answetlng questions.

_*That doesn't really inspire confidence when youre the dominant teleehéne utility In Malne — not to
mention two other states — and you're saying you can't operate the utility and answer some questions
at the same fime,” Joriner sald. "Thaf's not something | want fo hear from the dominant telephone
company in the state.”

READER COMMENTS

| would think that Faimpaint would be smart enough to relize that If a blg company ke
varizon Is willing 1o sell all of there landline customners in this area that they are grolly not
very profitable here. | can sée a blg company with big assests buying a smaller comparny,
though having the smaller company 1ry to buy out the big company is usally counter
produdtive.

Verizon profly sold the customers to Falr Point kaowing they wouldnt be able to handle the
volume of data transmittion, ¥nowing they wouldnt be able to service the customers and
woutd have to take serious losses., Now Verzon will prolly end up getting there customers
back at half the price.

Fairpelnt doesnt have the resources that Verizon does, | think they are now figuring that cut
Telephone customers dont like Interrupted services. Anyhow | just go with AT&T and dont
really worry about having a fandline. What do | need It for anyways?

~ Posted by ok then on Sun, May 10, 2008, 4:48 pm EST

report this comment

This, and many other reasans, Is why 1 switched yesterday from Falipoint #o an Internet
based phone service and saved £6%. If you have high speed Intemat, save yourself the
hassle of dealing with Falrpoint. | find thelr eperators and service people rude and
uninformed.

— Posted by keepthechange2042 on Sat, May 9, 2009, 11:08 am EST

report this comment

test - )
— Posiad by keepthechange2012 on Sat, May 8, 2009, 11:07 am EST
report this comment

Pretty amazing the PSB approved the sale. People were screaming very loudly that Fair
Polnt couldn't handle taking on Verizon's land ines. Didn't fake long to find out they were
right, ’

- Posted by news reader on Saf, May 9, 2009, 7:06 am EST

report this comment
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The Two Sides of Verizon's Deal Making

By DENNIS K. BERMAN

Verizon Communications Inc. boss Ivan Seidenberg may be one of the best deal makers of his time, or one of the worst.

Today, three of Verizon's most significant divestitures are gither in bankruptey or near it. As they say on Wall Street, it all
depends on what side of the trade you're on.

Verizon's former ye]ldw—pages wnit, which goes by the ungainly name of Ideare, sought eourt refuge from creditors in May;
Verizon's former Hawaiian telecom franchise, purchased by Carlyle Group, filed for bankruptey in December, and FairPoint
Comminnications, which absorbed landlines from Verizon in a comaplicated divestment, is close to going under, the company
said in a July secuzities 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.

Tf only it were that simple. In the case of Idearc and FairPoint, their buyers happened to include Verizon shareholders
themselves. They received conirolling interests in the newly formed companies.

That is a good thing for those who sold out early. Those who didn't are now sitfing on Idearc and FairPoint stock trading at
three cents and 54 cents a share, down from around $28 and $10, Tespectively, when the spinoffs began.

How did Idearc go from birth to bankruptey in under 900
days? Back in 2006, private-equity firms were scrambling to buy directories companies, reasoning that their steady cash flows
could snpport very high levels of debt. '

Verizon's tax-free spinoff was in essence a do-it-yourself Teveraged buyout, with the company's own shareholders the buyers o
a highly indebted company, eagerly financed by banks and high-yield bond buyers. Verizon was taldng what the market gave
it

It took too much. The incursions of Internet advertising and the decaying U.S. economy soon overwhelmed Ideare, whese

http://on]ine.wsj.comfarticle/SB124994640773 620919 html?mg=com-wsj 4 8/11/2009
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revenue fell nearly 9% over the past year. Once worth $5
billion in equity and. $9.2 billion in debt, its bankruptey
advisers now peg its value at around $3 billion.

Varizon'sharés vs. the perfarmante of two Varlzon spinoffs,

N et "

airPoint Commtinications and ideare

"It was a victim of a time when people's perception of risk
and reward were shaped by the environment," said one
person who worked on the original transaction.

Verizon officials say they are proud of their deals. "These
asset sales made sense for the acquiring companies at the
time they were bought and have proven to add sig;niﬂcant
~ value for Verizon shareholders since then," said Verizon
spokesman Peter Thonis. '

There are nonetheless consequences for a deal-making

machine Jike Verizon - with at least 18 transactions in the

$ 3 past seven years -- to leave a string of busted companies
2007 r0s ‘09 initswake

Mokt Daka Growy -
T These things matter greatly to how state and federal

. regulators perceive the company. Maine, New Hampshire,
Vermont and Hawaii each are in an uproar over the FairPoint divestiture, with much of the ire directed at Verizon. "It was a '
great deal for Verizon," said New Hampshire's public consumer advocate, Meredith Hatfield. "Whether it was a great deal for
New Hampshire consumers is a different question.”

I matiers to market perceptions, too. "Could you be the next FairPoint?" barked CNBC's Jim Cramer in an interview with the
chief executive of Frontier Commaunications Inc., which bought five million rural Jandlines from Verizon in May.

But perhaps being a good deal maker means not worrying about the past. Mr. Seidenberg is today focnsed on Verizon's fiber- .
optic service FiOS, which was funded in part by the three divestitures. He hasn't uttered the word "Idearc” in public in two and
a half years. ) '

White o Dennis K. Berman at dennis.berman@wsj.com

Printed In :The Wall Street Journal, page G1

Copyright 2009 Dow Jones & Company, Inc. All Righis Reserved
This copy s for your persenal, non-commercial use only. Distribution and use of this material are governed by our
Subscriber Agreement and by copyright law. For nor-personal use or to order multiple coples, pleasa contact Dow
Jones Reprints at 1-800-843-0008 or visit
www.dreprints.com
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* Docket No.'~UiVI_-1431 o e T ; :
. Verizon and Frontier Responses to Comeast Data Reqiests Nos. 1-52
Tuly 31, 2009 . T

DATA REQUEST NO. 23:

Please describe all efforts Verizon will take to test, measure, aid ensure that the. Verizon’
Northwest Inc. operatidns support systems (“OSS5”) functionality, performance, and -
electronic bonding will be seamlessly migrated to Frontier and wall remain at least at the.

. same level of quality as Verizon Northwest Inc, currently provides them. Please include in
your response (a) the extent to which any indeperident third parties will be used to oversee . .
testing and certification to ensure that replicated OSS systems are working propetly prior fo -

" close; and (b) whether cutrent billing.account numbers, login IDs or passwords usédin®

'Verizon terrifories will change indny way. =~ - ' .

_ “Response:

Witﬁout']irﬁitaﬁon of its other General Objecﬁbns, blease see, in particiﬂ'a’r, 'i!kpp]ican-ts_’

General Objection Nos. 1,3, 5, 5,7, 8, and 12. Subject to and without waiver of it5 general - o
~ and specific objections, Applicants réspond as follows: - - ' .

"Verizon will take numefous steps to confirm that the Verizon Northwest Inc. operations
support systems (“0SS™) functionality, performance, and electronic bonding will be migrated
to Frontier and will remain at least at the same level of quality as Verizon Nosthwest Inc.
currently provides them. Frontier will also have the opportunity to confirm that such systems’

. arg’in operation prior: 10 closing.,

Verizon will develop system readiness acceptance criteria to ensure that the separate instance -
created for Spinco will perform in'a like manner as it did before close. Systems will not be
transferred unless Frontier is reasonably satisfied that the condition to the.closing of the’
Merger-Agreement has been met. -

No independent third parties will be used to oversee testing and certification td ensure that

replicated O83 systems are working properly priot to close. This is not necessary because:

the separate instance developed for Frontier is not the creation of 2 new system or processes. = -

. Rather, it is the equivalent of basically cloning the existing proven systems which eliminates
new system debugging issues. : .

Current end-user billing account xiumﬁqrs will ren:iain_ the same. However, for seourity
reasons certain, in consultation with Frontier, login IDs and passwords to access the systems
may be changed:

Prépared-By: James Miggaﬁ's
Date: July 31, 2009
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Docket No UM-1431 :
Verizon and Frontier Responses to Comcast Data Requests Nos 1-52
. July 31,2069

DATA REQUEST NO. 24.

Wl]l Fronher mtegrate its current opf:ratlons suppurt systems (“OSS”) Wlth the Venzon '
Northwest Inc. OSS after the Transactions closes?” If iot, please explain why not. If so,
please explam how and ovar what penod of time such integration will take place ' '

_Respnnse

W1thout Inmta’uon of its oTher General Obj ectlons, pledse see, in paxtlcular, Apphcants’
. Gengral Objection Nos: 1,3;4,6,7, and 10. Subject to and without waiver of its general and
. speclﬁc objections, Applicarits respond as follows! C

Following closing, szens Telecommmcatlons Company of Oregon and Venzon o
Northwest will remain-as separate legal entities with different customer record and billing,
systems. At this spec1ﬁc time plans have not been developed to integrate the OSS for
wholesale/interconnection services. :

Prepared By: Cassandra Guinness
- Date:, July 3_1',2Q09
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RISK FACTORS

You should cargfully consider the following risks, together with the other information contained in this proxy
statement/prospectus and the annexes hereto. The risks described below are not the only risks facing Frontier and the ...
combined company. Additional risks and uncertaintjes not currently known or that are currently deemed to be immaterial
may also materialty and adversely affect the combined company’s business operations or the price of the combined
company’s comimon stock following completion of the merger. ST . : 5

Risks Relating to the Spin-Off and the Merger

The calculation of the merger consideration will not be adjusted in the event. the value of the Spinco business or assets
declines before the merger is completed. As a result, at the time Frontier stockholders vote on the merger, they will -
not know the value of the Spinco business or assets which will be acquired in the merger. The value of the Spinco

business and assets may have an effect on flie value of Frontier coramon stock following completion of the mérger.

The calculation of the number of shares of Frontier common stock to be issued to Verizon stockholders pursuant fo the
merger agreement will not be adjusted in the eyent the value of the Spinco business declines, inclnding as a result of the loss
of access lines. If the valve of the Spinco business declines after Frontier stockholders approve the merger proposals, the
market price of the cormeon stock of the, combined company following completion of the merger may be Jess than Frontier
stockholders anticipated when they voted to approve the merger proposals. Conversely, any decline in the Frontier average
price as & result of a decrease in the price of Frontier common stock during the Frontier average pricé calenlation period will,
subject to the collar, increase the aggregate number of shares of Frontier common stock to be issued pursuant to the mexrger
agreement. Further, any amounts paid, payable or forgone by Verizon pursuant to orders or settlements that are issued or
entered into in order {o obtain governmentsl approvals in the Spinco territory that are required to complete the merger or the
spin-off will increase the aggregate number of shares of Frontier common stock to be issued pursuant to the merger -
agreement, all-as described in “The Transactions-—Calculation of Merger Consideration.” While Frontier will not be required
to consummate the merger upon the occurrence of any event or circumstance that has, or wonld reasonably bé expected to
have, individually or in the aggrégate, a material adverse effect on Spinco or the Spinco business, neither Verizon nor
Frontier will be permitted to terminate the merger agreement because of any changes in the value of the Spinco business or
because of an increase in the number of shares of Frontier common stock to be issued to Verizon stockholders due to
amounts paid, paysble or forgone in commection with govermment approvals as described above, in each case that do not rise
to the level of a material adverse effect on Spinco or the Spinco business. Frontier will also not be permitted to terminate the
merper agreement becanse of any changes in the market price of Frontier common stock.

Frontier’s effort to combine Frontier’s business and the Spinco business may not be successful.

The acquisition of the Spinco business is the largest and most significant acquisition Frontier has undertaken. Frontier
management will be required to devote a significant amount of time and attention to the process of infegrating the operations
of Frontier’s business and the Spinco business, which may decrease the time fhey will have to servé existing customers,
attract new customers and develop new services or strategies. Erontier expects that the Spinco business will be operating on
an independent basis, separate from Verizon’s other businesses and operations, immediatety prior to the closing of the merger
{other than with respect to the portion operated in West Virginia, which is expected to be ready for integration into Frontier’s
existing business at the closing of the merger) and will not require significant post-closing integration for Frontier to continue
the operations of the Spinco business immediately after the merger. However, the size and complexity of the Spinco business

* and the process of using Frontier's existing common support fimctions and systems to manage the Spinco business after the
merger, if not managed successfully by Frontier management, may result in interruptions of the business activities of the-
combinéd company that could have a material adverse offect on the combined company’s business, financial condition and
results of operations. In addition, Frontier management

24
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will be required to devote a significant amount of time and atiention before completion of the merger to the process of
migrating the systems and processes supporting the aperations of the Spinco business in West Virginia from systems owned
and operated by Verizon to those owned and operated by Frontier. The size, complexity and timing of this migration, if not
managed successfully by Frontier management, may result in interruptions of Frontier’s business activities.

The combined company may not realize the growth opportunities and cost synergies that are anticipated from the
merger,

The success of the merger will depend, in part, on the ability of the combined company to realize anticipated growth
opportunities and cost synergies. The combined company’s success in realizing these growth opportunities and cost
synergies, and the timing of this realization, depends on the successful integration of Frontier’s business and operations and
the Spinco business and operations. Even if the combined company is able to integrate the Frontier and Spinco businesses

_ and operations successfully, this integration may not result in the realization of the full benefits of the growth opportunities
and cost synergies that Frontier currently expects from this integration within the anticipated time frame or at ail. For
example, the combined company may be unable to eliminate duplicative costs, or the benefits from the merger may be offset
by costs incurred or delays in integrating the companies.

After the close of the transaction, sales of Frontier commnon stock may negatively affect its market price.

The market price of Frontier common stock could decline as a result of sales of a large number of shares of Frontier
common stock in the market after the completion of the merger or the perception that these sales couid occur. To the extent
permitted under the tax sharing agreement, any effort by the combined company to obtain additional capital by selling equity
securities in the future will be made more difficult by such sales, or the possibility that such sales may oceur. See “The
Transaction Agreements—Additional Agreements Between Frontier, Verizon and their Affiliates—The Tax Sharing
Agreement.” - ‘

Depending on the trading prices of Frontier common stock prior to the closing of the merger and before accounting for
the elimination of fractional shares and any number of shares that may be issued as a result of amounts paid, payable or
forgone by Verizon pursuant to orders or setflements that are issued or entered into in order to obtain governmental approvals
in the Spinco territory that are required to complete the merger or the spin-off, Verizon stockholders will collectively own
between approximately 66% and 71% of the combined company’s outstanding equity immediately following the closing of
the merger. Certain Verizon stockholders (such as certain index funds and institutional investors with specific investment
jguidelines that do not cover Frontier common stock) who receive shares of Frontier common stock pursuant to the merger
agreement may, be required to sell their shares of Frontier comman stock immediately afier the merger, which may negatively
affect the price of the combined compary’s common stock.

If the assets contributed to Spinco by Verizon are insufficient to operate the Spinco business, it could advexsely affect
the combined company’s business, financial condition and results of operations.

"Pursuant to the distribution agreement, Verizon will contribute to Spinco defined assets and liabilities of its local
exchange business and related landline activities in the Spinco territory, including Internet access and long distance services
and broadband video provided to designated customets in the Spinco territory. The merger agreement provides that all the
contributions will be made so that the Spinco business {other than the portion conducted in West Virginia) is segregated from
Verizon’s other businesses at least 60 days prior to the closing of the spin-off and merger, See “The Transaction
Agreements—The Distribution Agreement—Preliminary Transactions.” However, the contriboted assets may not be
sufficient to operate all aspects of the Spinco business and the combined company may have to use assets or resources from
Frontier’s existing business or acquire additional assets in order to operate the Spinco business, which could adversely affect
the combined company’s business, financial condition and results of operations. .

2
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Pursnant to the distribution.agreement, the combined cornpany has certain fights to canse Verizon, to transfer to it any -
agsets required to be contributed to Spinco under.that agréement that were not contributed as required. If Verizon were unabl piok
or unwilling to transfer thuse assets fo.the cornbmed ‘company, or if Verizon and the combined company were to disagree
about whether those assets were reqmred to be contributed to Spinco under the distribution agreement, the combined
company nnght not be able to obtain those assets or siinilar assets from others without SIgm_ﬁcant costs or atall. .

ey

The combined company § husmess, fmancial condrtron and resulfs of operatlons may be adversely affeeted fo!lowmg g
the merger. if it is not able to obtam consents to assrgn eertam Venzon contracts to Spmeo

Certain wholesale, large busmess Internet service provrder and other, oustomer gontracts that are requlred to be assrgned
to Spinco by Verizon requrre the. consent of the cugtomer party 1o the, contract 1123 eﬁect this; assrgmnent e

Venzon and the combmed company may be imable to obtain these consents on terms favorable to The eombmed_ L '
company or.at all, whleh could have a matenal adverse iinpact o the combined; company s busmess, ﬁnancral condr on and )
resulis of operatlons followmg the merger - i

Regulatory agencies may delay approval of the spin-off 4nd theé merger, fall to approve theln, or approve thern m a
mananer that may dimpinish the armerpated benefits of the, Jerger .

Completwn of the spm-off and the 1 merger is eondmoned upon_the receipt of certam govemrnent consents approvals
orders, and abthorizations, See * Tlre Tiansaction Agreements—'I'he Merger Agreement——Condmons to the Completion of the
Merger » Wbllelfronher and Verizon mtend to pursue, vrgorously all requ1red govemmental approvals and do not know of
any reason why fhey wou.ld not be able to obtam the necessary approvals in a timely manner, the réquirement to receive these :
approvals before the spm—oﬁ‘ and IMETRer ¢ could delay the complenon of the spin-off and merger, possibly fora srgnrﬁcant
period of titie after Frontier stockhiolders have approved the merger proposals. Any delay in the completion of the spin-off
and the merger could diminish the anncrpated benefits of the spin-off and the merger or result in additional transaction costs,
loss of reyenues or other effects associated with uncertainty. about.the transaction: Any uncertainty over the ability of the
companies to complete the spin- -off and the | ‘mérger. could make it more, difficult for Frontier to maintain or to pursue -
particular busmess strategigs. In addition, witil the spin-off and the merger are completed, the, aftention of Frontier .
management may be diverted from ohgoing business concerns and regular business respons1b111t1es to the extent management -
is focused on obtauung regulatory approvals L B Do e -

Further, govermnental agencres may deelme to grant reqnlred approvals, or they may nnpose condlnons on ﬂrerr )
approval of the spin-off, and the merger thaf could, have an adverse effect on. the combined company’s bnsmess, financial
conidition and results of operatxons Any amounts paid, payable or forgone by Versizon pursuant to orders or ‘settlernents that
are issued or entered into in order to obtain governmental approvals in the Spmco territory. that are reqmred to complete the
merger or the spin-off will increase the aggregate pumber of shares of Frontier common stock to be issaed pursnant o the
merger agreement and any such ifcrease could be srgmﬁeant, a]l as descnbed in “The Transacnons—Caleulanon of Merger .
Consideration.” - : -

The merger agreement contams provrsrons that rnay dlscourage other coipanies from trymg to acquire Front]er

The merger agreement contams provisions that may drscourage a thn'd party from submrttrng a business combmanon
proposal fo Frontier prior to the- closing of the merger that might result in greater value to Frontier stockholders than the. |
merpger. Themerger agreement generally prohibits Fromtier from solrertmg any acquisition propossl, and Frontier may not
terminate the merger agreement in order to aceept an alternative business combination proposal that nnght result in greater
vahue to Fronner stockholders than the  merger. Furthes, even if the Frormer board withdraws or modlﬁes its recornmendation
of the mexger, it will still be requared to submit the
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merger fo a vote of its stockholders. In addition, before the Frontier board may withdraw or modify its recommendation,
Verizan has the opportunity to offer to modify the terms of the merger in response to any competing acquisition proposals
that may be made. If the merger agreement is terminated by Frontier or Verizon in certain circumstances, Frontier may be
obligated to pay a termination fee of $80 million to Verizon, which would represent an additional cost for a potential third
party sceking a business combination with Frontier.

Failure to complete the merger could adversely affect the market price of Frontier common stock as well as Frontier’s
business, financial condition and results of operations.

If the merger is not completed for any reason, the price of Frontier common stock may decline to the extent that the
market price of Frontier common stock reflects positive market assumptions that the merger will be completed and the related
benefits will be realized. Frontier may also be subject to additional risks if the merger is not completed, including:

» the requirement in the merger agreement that, under certain circomstances, Frontier pay Verizon a termination fee
of $80 million;

. - substantial costs related to the merger, such as legal, accounting, filing, financial advisory and financial printing
fees, which must be paid regardless of whether the merger is completed; and :

«  potential disruption to the business of Frontier and distraction of its workforce and management team.

If the spin-off does not qualify as a tax-free spin-off under Section 355 of the Internal Revenue Code, referred to as
the Code; including as a result of subsequent acquisitions of stock of Verizon or Frontier, then Verizon or Verizon
stockholders may be required to pay substantial U.S. federal incomne faxes, and Frontier ruay be obligated to
indemnify Verizon for such taxes imposed an Verizon.

The spin-off and merger are conditioned upon Verizon’s receipt of a private letter ruling from the IRS to the effect that
the spin-off and certain related transactions will qualify as tax-fies to Verizon, Spinco and the Verizon stockholders for U.S.
federal income tax purposes, referred to as the IRS ruling, A private letter ruling from the IRS generally is binding on the
IRS. However, the IRS ruling will not rule that the spin-off satisfies every requircment for a tax-free spin-off, and the parties
will rely solely on the opinion of counsel described below for comfort that such additional requirernents are satisfied.

The spin-off and merger are also conditioned upon Verizon's receipt of an opinion of Debevoise & Plimpton LLP,
referred to as Debevoise, counsel to Verizon, to the effect that the spin-off and certain related transactions will quatify as tax-
free to Verizon, Spinco and the stockholders of Verizon. The opinion will rely on the IRS Tuling as to matters covered by it.

Both the IRS mling and the opinion of counsel will be based on, among other things, certain representations and
assumptions as to factual matters made by Verizon, Spinco and Frontier. The failure of any factual representation or
assumption to be true, correct and complete in all material respects could adversely affect the validity of the IRS ruling or the
opinion of counsel. An opinion of counsel represents counsel’s best legal judgment, is not binding on the TRS or the courts,
and the IRS or the courts may not agree with the opinion. In addition, the IRS ruling and the opinion will be based on current
law, and cannot be relied upon if current law changes with retroactive effect.

The spin-off will be taxable to Verizon pursuant to Section 355(e) of the Code if there is a 50% or more change in
ownership of either Verizon or Spinco, directly or indirectly, as part of a plan or series of related transactions that include the
spin-off. Because Verizon stockholders will collectively own more than 50% of the Frontier cominon stock following the
merger, the merger alone will not cause the spin-off to be taxable to Verizon under Section 355(g). However, Section 355(e)
might apply if other acquisitions of stock of Verizon before or after the merger, or of Frontier after the merger, are considered
1o be part of a plan or series of related transactions that include the spin-off, If Section 355(e) applied, Verizon might
recognize a very substantial amount of taxable gain.
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Under the tax sharing agreement, in certain circumstances, and subject to certain limitations, Frontier is required to %
. indemnify Verizon igainst taxes on the spin-off that arise as a result of actions-or failures to act by Frontier, oras atesultof - = 4
changes in ownership of the stock of Frontier afier the merger. See “Risk-Factors—Risks Relating to the Spin-Off and the -
Merger—Frontier will be unable to take certain actions afier the merger-because such actions could jeopardize the tax-fiee . - &

status of the spin-off or the merger, and such restrictions could be significant? snd ¢The Transaction Agreements—
aring Agreement.” In some cases,

Additional Agreements Between Frontier, Verizon and Their Affitiates—The Tax Sh
however, Verizon might recognize gainon the spin-off without being entitled to anindemnification payment under thetax - :
sharing agreement. . : ' . ’ L it e

Seq “Matetial United States Federal Income Tax Consequences of the Spin-Off and tie Merger.”

At

H the merger’ (o qjalify & #'tax-free Feorganization wndér Sectioi 368.0f the Code, Frontier dud'the
stockholders of Verizon may be required to jpay substantial U:S: federal flicome taxes: i i -0 :

The obligations of Verizon and Frontier to consummate the merger are conditioned, respectively, on-Verizon’s receipt of
an opinion of Debevaise,.counsel.to Verizon,:and Frontier's teceipt, ofan opinion of Cravath, Swaine & Moore: LLP, referred
to as Cravath, counsel to Frontier, in each case fo'the effect that't b neigerill: qualify as-a tax:frec reorganization-under
Section 368(a) of the nd that o gain or 108s will be recogrized as & result of the merger by Spinco ar by Spinco
stockholders {ekeépt for cash-inlien of feackional shares). These opinions Will'be baséd apon; amoiig other thidgs, certain
representations and assumptions s to factial matters made by Verizon, Spinco and Frontier, The failure of any factual
repiésentation or assusiption‘to be true, correctard corplete it all rateri] réspects Could adversely:affect the validity of tHe *
opinions; Afi opinidn of counsel represents cioungel’s best legal judginent, is 1ot bihding ofi the IRS orthe courts, and the IRS
or the cousts may hot agree witti the opinian. In addition; the opinions will be tased on current law, and cannot be relied wpo;
if current law changes with retroactive effect. If the merger were taxable, Spinco stackholders would récognize taxable gain'~*
ar loss on their receipt of Frontier stockin the merger, and Spinco would be considered to have madea taxable sale ofits -
agsets to Frontier. . - Yooopeee . R .. ) : .

Frontier wilt be unable to take certain actions after the merger bécause such actions could je pardi‘ze*the tax-free !
status of the spin-off or the.merger, and sich restrictions could be significant. e S
The tax sharing agreement prohibits. Frontier from talu.ng actions that could reasonably be expected to cause the spin-0

to be taxable or to jeopardize the conclusions.of the IRS ruling or opinions of counsel received by Veérizon or Frontier. [n
particular, for two yéars,after the spin-off; Frontier may pot; ' o _ . T
« enter inio aﬁﬁ_r agg_eerﬁent, pndei‘starndiqgvor arrangement OF engage in any substantial negotiations with respect to
_ any trinsaction involving the acquisition, issuance, repurchase or change of ownership of Frontier capital steidk; or
optiong or othef rights in respect of Froitier capital §tock, subject td"certain éxceptions relating to employee |

cbmpbnsaﬁqrf arrangements, stock splits, open market stock repurchases’ and stockholder fights plans; -

»  permit certain wholly owned subsidiaries owned by Spinco at the time of the spin-off to zease the active condut,
the Spinco business to the extent it was conducted immediately prior to the spin-off, or .

« voluntarily dissolve, liquidate, merge or consolidate with any other person, unless Frontier survives and the

transaction otherwise complies with the réstrictions in the tax sharing agresment. _

The tax s].:xa.fing agreernent further restricts Frontier fiom prépaying, or modifying the terms of, the Spinco debt
securities, if any. : : : o . _

Nevertheless, Frontier is permitted to take any of the actions described above if it obtains Verizon's consent, or ifit
obtains a supplemental IRS private letter ruling (or an opinion of counsel that is reasonably acceptable to Verizon) to the.
effect that the action will not affect the tax-free status of the spin-off or the merger. However, the )
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receipt by Frontief of any such consent, opinion orTuting doesnot relieve Frontier of any obhgauon it has to* mdemmt‘y
Venzon for an actlon 1t takes that causes the Spm-oﬁ' tobe taxable to Venzon. BEL . . :
Because of these restnctlons for two. yems aﬁer the merger, Front;er may be. Inmted inthe amomt of capltal stock that
it can issue to make acquiisitions or to riise-additional eap1tzl Also, Frontier’s indenmity ob11gatlon to Verizon may .- B
discourage, delay.or prevent a third party from agquiring control of Frontier, during this two-year period in a transaction that ..
stockholders of Frontier might consider favorable: See “The Transaction Agreements—'lhe Merger Agreement,” “The-
Transaction Agreements—Additional Agreements Between Frontier, Verizon 2nd Their-Affiliates—The Tax Sharmg
Apreement” and “Material Umted States Federal Income Tax.Consequences.of the Spm-Oﬁ' and the Merger -

After the merger 5 complehon, .Frontier. stookholders Wlll, in the. aggregate,
combined. company than they will. oollectwely ‘qwn:of Frontier 1mmedlate1y,pr10rnto the merger; Depemimg on the tradmg SR
prices.of Fronfier-toninioh. stock: prior 10 theclosing-of ‘the mergerandbefore accounting for th 11mmat1on of ﬁ‘aettonal
shares and ad}ustments For dnjramnounts:paid; payable.or. forgone by:Verizon pursnant to. orders gr;
or entered into in ofder to-Obtajn goyeramental appioyalsin the Spinco-tegritory that are: requtred

the spin-off, Frontjer, stockhol deks:will collectively: ownbetweén approximately.29% and. 34%

> complete their
5.0 ,.the combmec]. com ‘___y
outstanding equlty ifimediately following the closing of the merger. Consequently;. Frontier stockholders collectively. wﬂl .-
be able to exercise less influence over the management and policies of the combined company than they would be able to
exercise over-the mahagementand policies of Frontier mmedlately priot: to'the megger, Moreover, the number of shares of
Frontier conmmon stock to-be:issugd to- Verizon-stockholders putsuant to.the.merger agreemeut is subject to increase by any
amourits paid, payable or forgone by Verizon-pursuant to orders ior settlements that 4te fssusd or entéred into in 'order to:-
obrtaiii’ govemment approvals in the Spinco territory that are required. 10 compléte the merger or the spin-off’-and any suchi«.
. increase may | be significant Inaddltlon, Venzon wﬂl have the nght fo nuually clesng:uate three of the twelve members' of the
board of dn‘ectors of ﬂle combmed company. : .

. n}. R R . ..'.:., -; s e P . _

The pendency of the merger could adversely aft‘ect the busmess and operatmns of Fronher and the Spmco husmess.

In- connectlon w1tl1 the pendmg merger, some eustomers of each of Front:er and the Spmco busmess may delay or defer
dec1smns or may: end their relatiop hips with the relevant .company, which eould negatlvely aﬁect the revenues, earmngs angi
cash flows of F rontlerl and the’ Spiico busmess, regardless of whether the’ Merget is completed Smnlarly, current and
prospective employees’ ‘of Frontier and the Spinco business may experience uncertainty about thejr firture roles with the
combined company. following the sherger, which may, materially adversely affect the ability of each of Frontler and the
Spinco busifiess to attract and retain key personnel during the’ penclency of the merger.

Risks Related to the C'om?;med Compargi s Busmess Followmg the Merger "

The combmed company will ltkely face further reductions in access lines, mtched access mmutes ot‘ use, long dlstance .
revenues and federal and state. sub51dy revenues, which could adversely.: affect i,

The busmesses that will make utp the combined company have cxperienced declining access lines; smtehed access -
minutes of iise, long’ distance tevénues, federal and state subsidies and related revenues because of economic conditions,
mcreasmg oompetmon, changmg consumer behavior (such as wireless displacement of wireline use, e-mail uge; instant
messaging and increasing use of Voice over Intemnet Protocol; referred to as VoIP}, technology changes and regulatory :
constraints. For example, Frontier's access lnes declined 7% in 2008, -
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and 6% in 2007 {excluding the access lines added througli Frontier’s acquisitions of Commeonwealth and GVIN). In addition, ..

‘Frontier's switched acoess minutes of use declined 9% i 2008 and 8% in2007 {excluding {the switched access minutes added

through Frontier’s acquisitions of Commopwealth and GVN). The Spince business’s access lines declined 10% in 2008, and
8% in 2007. In addition, e Spinco business’s:switched access minutes of ust:declined:11% im 2008 and 11%:in 2007. These
factors, among others, are likely to cause the Gotnbined compaiy’s 1dcal networik service, switched Hetwork access, long
distznce and subsidy revenues to ‘continve o decling, and these factors may catse the combined tompany’s cath generated by*
operations t0 dscredse,. 4+ w1t 7T B N (L TL R

A P
eould adversely dffect it

efitive and ',b‘o"nip

The combined compaiiy will faté Hitefise competitiofi) ¥

The commupicat
between locil, long
mérgers and various j
and acréss geographic markets. The
othei:'prwid&rs-('of;,pafg’nﬁal-zi:'mv-iaé'rs)'?o'f_sewices-is;uqh 48

etiion js increasing, The traditionsl dividing fines
g it blurred. Through .

1 ate Strving 10 prg grtéd sol
tors will ifichide competitive local exchenge carflers and
Tiiternidt servics providers,-wirdless eoripanies; VolP-providers
-Gommbined coipany will affer-orwill <
il FiontisrCaimotassiive you-that the-

intend to-introdiite. Competitiotwill conitinu 1o be intense fol gothe misrEer
combingd campary yill-be able oomypete effectively. Frontiegal

have increasédtheir pebetratio ‘of various-sefvices i Fronti Tids
company-to continié todose adcess lines atfeastin
services of the qdﬁlbined%pmﬁény-wil Credse

s . L
I

Frontier expects competition to;intensify:as a-tesult of the.eritrance of new-Gompetitdrs; penetration.of existing: . ..
competitors intomew markets; changing consumer behavior and the.develepment of new technologies, products-and services -
that can.be used in substitution for the combined company’'s products. anid services;Erontier ¢annot predict swhich' of the. many
passible future techiiologies, products, or-services:will be jmportant in order to maintain the combined company. §.competitive
position. or what expenditures will be required-to develop and provide these technologies, praducts orseryices. The: gombined

company’s ability, to compete successfully will depend on the snccess and cost of gapital expenditire.investments inthe . -

Spinco territory as well as the cost of marketing efforts and.on the combined company’s ability to anticipate and respond to
various competitive factors affecting fhe industry, ingluding a changing regulatory.enviropment that may, affect the combined
company and its itor ently: new services that may be introduced {including wiréless broadband offerings),
Ty s Siiograplilc rords; econdimic conditions aRd Pricing gies by’ ¢ompetitors. Increasing
bified Goltipany’s révenus agd increase'thie comibined comip iketitig ard other costs
d cofripany to jinctedss its dapital expénditures afid thereby-décreaseits casi flow. - T

b

Some of the comibinéd cempany’s fatire ¢o oitor's will have superiof resources, Which ma piace theé combim
company ata cost-and price disadvantage. - eI e P TR e
Some of the companies that will be. competitors of ﬂl_c_:sqmb@ned_company‘will_ have market presence, engineering, .
technical and marketing capsbilities and financial, personnel and other resources substantially greater than those of the
combified cotnpany. I addition, Some of itiese fiituifé Gomipetitors will bé able 1o Taise capital’dt a lower ¢ost than the ' -~ .
combined company. Consequently, some of ficse competitors sy be abl th develdp arid Xpand thelil commitnications afid
network infrastrisctures more quickly, adapt.more swifify to new: or-emerging technologies and chapges in customer
requirements, take advantage.of acquisition and other opportunities more readily and devote-greater resources to the \
marketing and salg of their products and services than the combined company: Additionally, the greater brand name ..
recognition of some future competitors may require the combined company to price iis services: at lower levels in.order to..4
retain or obtain customers. Finally, the cost advantages of some of these competitors may give them the ability to xeduce the

prices for an extended period of time if they so choase.
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The combined company may be unable to grow its revénues and cash flows despite the initiatives Frontier hias: -~
implemented and intends to’continue after the merger: 1~ " ° S el T

v

Thacombmedcompany must produce adequatercvenues and cash ﬂows that, when corbizied With#funds avatlahle -

under Frontie’s revolving credit facility, which will continue to e the combined compaty’s fevolving tredit facility (sibject.
to any permitted refinancing or replacement thereof by Frontief), will bs sufficient to servide the combined company’s debt,
fund its-capital expenditures, pay itstaxes; fund its pension and other émiployes benefit obligations and-pay dividends
pursuant to its dividend policy Frontier hgs implemented and will' continue to impletnent several growih initiatives that will

affect the combined:soinpany; ingluding increasing mirketing promotioss and related expenditures and launching new -
products and gervices with'a focus on areas that are’ growing or-dsmonstraic ‘mieaningful démand such as'wireline and+ - .-
ced hiternet, referred to as HSJ, satellite video products and the “Brontier Peacé of Mind” suite of products,
of techhi shtier cannof dssiire you thél thesé-iitiatives will if ifove the combiried comipany’s

rt, F
periti

Weak économic

The corbined Goripany could be sémsitive to fhie ohgoing recession-if current cconomic conditions or their effects
continie following the'm st Downtarms;in the: scotioniy-#nd competition irithe-combingd company’s'markets could cafise ?
somie of the combined: company?s-customers to-reduce of ‘eliminate their:purchases of the onibined company’s basic and =
enhanced services; H§Jand video services and make'it difficult for the-coimbined company to ‘obtain mew customers. In % '

addition, if-Giizent econormic conditions continite} they could cause the combitied company’s customersito delay or -
ST G el .. - BN Sl Lo

discontintic fayinet for ifs services. ="t T T

LA

1

Disruption in the coxbined ‘corapany’s networks and infrastrucitire may éause the combined company to lose .k
custoniers and incur-additional expenses.. 4" £ b < A A I T I : | -
i vittraet and téin istorhers, the combined company will need to provide customers with reliable serviee dverits o
networks. Some of the risks.to the combined cormpany '8 networks:anddnfrasiructure inclitde physical damage to access lines,
security breaches, capacity Jimitations, power Surges or-OUtagesy sofiware defects and disruptions:beyond-its wcontrol, such as -~ |
natural disasters and.acts of terrorism. From time:to time in the-vrdinary course 6f business, the’ vombined coripang could . i
experience short disruptions in its service due to factors such as cable damage, inclement weather.and service failures ofthe -
combined company’s third-party ser ice providers: The combined company could experience more significant disruptions in
the futnie. The combined compatly could also face disriiptions duie to capacity Timithtiors if change§-in the combined™ - - -
company’s customers’ usage paitern for its HS] services result'ifi 2 significant increase in-¢apacity utilization, such &

through increased usage of videb o pe¢i-to-peer file sharing applications. Disruptions may caiis interruptionis/in service ar
reduced capacity for customers,‘either of <which could cause the Goxbined compaily fo losé customers and incur additional- -~ ¢
expenses, and thereby adveisely affect its biginess, revenues and cash flo¥s. R s

[E A 1.

'The combined company’s business will be sensitive to the creditworthiriéss of its wholesale customers.

" The combined company will have gubstantial business relationships.with other telécommunications carriers for whom it
will provide service. While banlrupteies of these carriers have not had a material adverse efféct-on Frontier or the Spinco " -
business in recent years, future barkrupteies in their industry could result in the Loss of significant customers by the combined
company, as well as more price competition and uncollectible accounts receivable. Such bankruptciessmay be more likely in
the future if current economic conditions continue into 2010 or beyond. As a result, the combined compary’s revedies and -
results of operations could be materially and adversely affected. - C }
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A significant-portion of the combined.cornpany’s workforce will be represented by Iabor unions and will therefo
stbiject to collective bargaining agreements, and if the combined company is unable to enterinto new.agreemen
rencw ex:stmg agreements before they expire, the tcombined conipany workers subject to collective bargammg

agreéments ‘conld engage ji strlkes or, other labor actwns that cou]d materlally dlsrupt the combmed cempany §

ability to provrde services to 1ts customers.

Asof March 31 2009, Frontler had approxlmately 5, 650 aehve employees Approxlmately 2 875 or 5 l%, of thes
emjployees were represented by unions and-were therefore subject to collective bargaining agreements. Of the uniof~: =
represented empldyees, approximately 1,350, or: 47%, were subject to collective bargammg agreements that explre in 200
dnd appmxtmately 950, ot 33%, were: sub_]ect io collectwe bargammg agreements that- expn'e i 20103 P e L

i ‘of December 31, 2003 assummg the contnbunon‘_had takenplace as of that date, §
.app mmately 11,000 active employees Approxmately 8,100, or 74%, of ﬂaese employees
wére. therefore sub_]ect tu collectlve bargammg 2gT menis, 'umon-represente :
than 4%, were subject. to coliectwe ba.rgamm agreements th
to colleetw ‘barpaining agreements that expire’

pargaini ‘g agreements may engage in
_combined company’s .abilitx {0 provide:s i
- 51gu1ﬁcant new costs on the combined company,

in the future. .

LR S . C “ TR F1 E I R ~ DPRE S et i i o :
The eombmed company may complete a srgmﬁcant strategu: transacuon that may not achlevemtended results
could increase the Bumber. of its eutstandmg sha amount of outstamlmg debt or result dna. ch hange of coniro

The combmed | company Fwill: evaluate and may ifi the, future enter mto addmenal strategte ﬁansaetzons Any such

" trafisaction could happen at any time fellowmg the ¢losing of the merger; could be: matérial to-the combined company.s
biisiness and could: take any numbier of: forms mcluclmg, fer example, an acqulsmon -merger ora sale of alLer substanttall
all o thé combmed company sassets '; R L PR L4 S ;

: ] utlal transac ous and mtegratmg completed ones may dwert the attention of the combmed compauyh
management front ofdinary: operatng matters.. The:success; of these potentlal transactions will. depend in part, on the .-
§ dc any s ability to realize: the aunclpated growth epportumhes and cost symergies through the; successful
integration. ¢ of thetbusmesses the, cembmed company acquires with its existing | business. Even,if the. combmed company
.. suceessful in integrating the acquired. businesses, Frontier cannot.assure, yog that these mtegranons wﬂl regultinthe., .-
tealization of the full benefit of any anticipated growth opportunities or cost synergies or that these benefiis will be realized.
w1thm the expeeted tlme frames In addttmn, acqul.red busmesses may have unantlctpated l1ab111t1es or centmgeumes

S ifthe’ cqmbmed company completes an acqmsmen investmient or-other strategzi¢ transattion, the.combined company
may requu'e aditional finatcing that could Tesult in an iricrease in. the nuinber-of ity outstandmg sharag-or the aggregats :;
amourit of its. débt,. although theére ate restnchous on the-abitity. of the combined company:to issue ddditional shares of stod
for thiese’ purposes for twb years:after the merget. See"Risk Factors-—Risks Relating to the Spin-Off and the Merger— -
Frontier will bé unablé to take certain actions‘after the metger because such actions conld jeopardize the tax-free status of th
spm—oﬁ' or thé merger, and suck restrictions could be s1gmﬁcant" and “The Transaction Agreernents—Additional- -
Agréeiients Between Frontier, Verizon and Their Affiliates—Tax Sharing Agreément.” The nunber of shares of the
combined company’s common stock or the aggregate principal ainicunt of its debt that it may issue may be significant. A-

' strategic fransaction may result in a change in control of the combined company or otherwise materially and adversely affe
its business.
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Risks Related to Liguidity, Financial Resources and Capitalization - .
If the recerit severe contrattion in the ‘gipbal finaneidl markets and current economic conditions continue into 2010,
this economic scenario may have an impact on the conibined céimpany’s business and financial condition. .

Ry,

If the diainishad availability of credit and liquidity dbe o the recent severs ontraction iit the global finarcial markets
and current econofnic conditions' continties into 2010, this ecotiomic scenario may 4ffect the financial bealth of the combined
company’s customiéts, vendors dod partners, which in tim'fridy negatively affect the combined company’s reveriues,
operating expenses and cash flows: In addition, althotigh Fiontier believes, based oh informatior available to Frontier, that

the financial institutions that have outstanding commitmients unider Brontier’s tevolying credit Fagility (which will continue to
be the revolving credit facility of the combined ‘company, subject 6 any pormiited tefinancing or replacement thereof by

Frontier) will be able to fylfill their commitments to the combined compatty, if the current ecofiorhic environment and the
chibige in the fature.s” 7

Sy A

recent severé coitraction in the global findncial rkets Contiiue witil 2010, thils ¢

.+ The combined company-will have significant debt maturitiss in 20 11, when approximately, $1.1 billion of the combined
company’s debt, representing & poriion of Frontier's-debt onitstanding prior to the mérger, will mature; Historically, Frontier +
has refinanced its-debt-obligations well in advance of scheduled maturities. Given the gurrent.credit enyironment, the.
combined company’s ability. to access the capital markets may.be restricted and jts gost of boirowing may be materially
higher than Frontier’s financing Gosts have been histort ' e e e

PO FIE R T O T

_ arising froin a:contraction in ‘the global financial wiarkets mid-ongoing =
payment of behefits, Frontier's pension plan assets have déclinied from $822:2 million at Deeember 31,2007, to $346.3
million 5t March 31, 2009, a-decrease of $275.9 million, or 34%. This decréase consisted ofi2'decline in asset vatue of $191.0. - ;
million, or 23%; and benefits paid of $84.9 million,or 11%.-A’s a'resultof the continued-accrual of pension benefits under the - ; |
applicable pension plan and the gontinued négative investment returns-arising fforn the Gontinued contraction of the global ..
financial markets: Frontjer expects that Frontier's pensioh gxperises will increase in 2009. Frontier will be required to make 2 -
cash contribution to its pension plan beginning:in 2011, although pension asset volatility could require Frontier to makea - Lo
cash contribution no earlier than 2010. Once the merger-is consumrmated, the combined company will maintain Fronties’s -
pension plan and will be responsible for contribﬁtions to fund the plan’s liabilities, and may be'requiredl to continue maling
these cash contributions in respect of liabilities under Frontier’s pension plan: The combined company will -also, upon -
consummation of the merger, maintain pension plans that assume the Spinco business’s pension plan labilities foractive "
employees. The applicable Verizon pension plans will transfer assets to'the pénsion plans of the combined company pursuant
to applicable law and fhe terms of the employee matters egreément entersd-into among ‘Verizow, Spinco and Frontier; referred:
1o as.the employee matters agreement. Following the merger, the combined company will be responsible for makingyany
required contributions to the new pension plans to fund liabilities of the plans, and the ongoing pension.expenses of the
Spinco business may require the combined company to make cash contributions in respect of the Spinco business’s pension
plan labilities. . . -

As-a result of negative investmignt teturns

Substantial debt and debt service 'dbliga_'ﬁou‘sr ingy hdi’él.*'.se'ly affect the combined cd’rﬁffaﬁy. ‘

Frontier has'z significant amount of indebtedness, which amounted to approximately $4.725 billion as of March 31,
2009. The Spinco business will have .inde,btgdngssj ‘in the amount of approximately $3.4 billion at the closing of the merger. !
After fhe merger, the combined company may also obiain additional long-term debt and working capital lines of credit to ' !
meet future financing needs, subject to certain restrictions under the terms of Frontier’s existing indebtedness, which would

inereage its total debt.” . -

The potential significant négative consequences on the combined company’s financial condition and results of T :
operations that could result from its substantial debt include: . : h ;

« limitations on the combined company’s ability to obtain additional debt or equity financing;
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!
e mstances i which the combined company is u.nable o meet the financial. covenants confained in its debt T

combméd company 5 debt, thus reducmg the amount of the combmed company 8 cash ﬂow avaﬂable for othor
purposw mcludmg oporaung costs, capital expendlmres and dwldonds that couId xmprove tho com mcd ’
comp_ '_y § competltlve posmon, results of oporahons O, stock pnce o

reqmnng the’combined, company ‘o sell debtior equlty securmes or to sei] some 6f 1ts core assets possﬂ)ly o
uufavorabla tcnns to mest payment Ob]l gatlons, L i } :

i pany bemg put atg oompetmve d adva.ntage W‘lﬂl compe tors who do n
debt as. the comblned gofpany,‘and comipetitors’ who may be i 2 more favorablc‘

:G ] : P
of capital experid1tures Replacmg of upgradmg the! combined company, s infrastriichife will require -,
si gmﬁcant caplta] expenditurts; incloding any expected or uncxpected expenditures heoessary. to.miake feplatements or,
npgtades to the ex:lstmg mﬁ‘astmch.lre of the Spmco busmess If this. capltal is not ava.llable when needed, the combmed

. combing oomﬁany 5. caplta] expondmuos to increase in the future. In additlon, tho combmed company 5 anttc!pated anmy;
dividend: of $0:75-per share will ufilize a mgmﬁcant portion of:the-combined company’s cash {zenerated by: operations and:
therefore coulddimit:the combined eoimpany’s ability to increase: capital oxpondxtu:es significantly.-While Frontier believe:
that the combined ¢oinpany’s anticipated-cash flows will be adequate to maintain this dividend:policy whilé allowing for -

- capitat spénding and other purposes, any material reduction.in cash generated by operations:and.any-inceeases in capital - .

es,i mterest expenso or: cash taxes would rcduoe the amouut of cash avallable for ﬁthhor capltal cxpcndltures and'

“revenuedaid- t]ie other factors dcsonbed above may: reduco the combmed company s cash gcnorated by operatlons and may'
: requa:re the bombmedfcompany 1o increase. oapltal cxpondmncs B T L e

. Changes in federal or state regulatlons may | reduce the acoess charge revenues the combmed company wxli recewe

A si gmfioant portion of Fronher ] revonucs (approx:mateiy $285 ml]llOD or 13% in 2008) anda stgmﬁcant portlon of
ri faf T i Qperatlons revonues (approx ately $212 mllhon“o_r 5%, w 2{)08) arg den' d ﬁ'

ig X
continié o bé défivéd from adcess charges pald by theise carriers for & services that the combined compaty Will provuie m
ongmahng and tarmmatmg this traffic. The amount of access charge révenués that Frontier and the Spinco Tilkiress receive’
{and, aﬂet“the closing, the combinéd company will rocowo) for these semce.s ts regulated by thB Fodoral Commumcatlons
Comn’ussmn refene:d to as the FCC, and state regulitory agencies. o
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" The FCC is cotisidering proposals that may significantly change interstate; intrastate and local intercarrier compensation.
‘When and how thesé proposed changes.will be addressed are-unknown and, accordingly, Frontier cannot predict the impact.
of future changes on the combined company’s results of ‘operations. However; fiiture reductions in the combined company’s.
access reveriues will directly affect the combined company's profitability and cash flows ds those regulatory revenues do not
have substantial associated variable expenses. - - - - ) .

: N LI PO . L Do DRI LT T

Certain states also have open proceedings to address reform'to access charges and other intercarrier compensation,
Frontier cannot predict when or how these matters will be decided or the effect on the combined company’s subsidy or access
revenues, In addition, Frontier has been approached by, and is currently involved in formal state proceedings with, various -
carriers seeking reductions in intrastate access rates in certain states. Certain of those claims have led to formal complaints to
the applicable state Tegulatory agéncies. A matérial reduction in the aécess reveries the'combisied company will receive
would adversely'affect its finahcial fesults. = -7~ 0 T 0 T T E e e

A o AT et

Thie combiied ¢

nipany will be réliait an'suppo - _ R
A portion of Frontier's revenues (approximately $120 million in the aggregate, or 5.4%, in 2008) and a portion of |
Verizon’s Separate Telepbone Operations’ revenues (approximately $235 million in the apgregate, or 5.4%, in 2008) are
derived from federal and state subsidiesforural and high.cost supporty commonly: referred to as universal service fimd -
subsidies, inclnding the Federal High Cost Loop.Fund, federal. interstate. agcess support, federal irterstate common, ling. .. ...
" support, federal local switching support fund, various state.funds and surcharges billed:-to custoraers. . The FCC and state
regulatory agencies are currently considering a mumber of proposals for changing the manner in which eligibility for federal -
and state subsidies is.determined as well as the-amounts of such: subsidies. Although the FCC issued an order on May 1, 2008.
to cap the amounts that competitive eligible telesommunications carriers, referred to as CETCs, may. receive from the high
cost Federal Universal Service Fund, referred to as the USF, this CETC cap may only remain in place until the FCC takes
additiona] steps, In November 2008, the FCC issued a Further Notice of Proposed Rulemaking seeking comment on scveral
different altematives, some of which could significantly reduce the amount of federal high cost universal service support that
the combined company would receive, Frontier cannot predict if or when the FCC will také additional actions or the effect of
any such actions on the combined company’s subsidy revenues.

Federal subsidies representing interstate access support, rural high cost loop support and local switching support
represented epproximately $74 million, or 3%, of Frontier’s revenues in 2008 and approximately $125 million, or 3%, of
_ Verizon's Separate Telephone Operations’ revenues in 2008. Frontier currently expects that as a result of both an increase in
the national average cost per loop and a decrease in Frontier’s and the Spinco business’s cost structure, there will be a
" decrease in the subsidy revenues Frontier and the Spinco business will earn in 2009 through the Federal High Cost Loop
‘Fund. The amount of federal interstate access support funds received may also decline as that fund is also subject to a
national cap and the amounts allocated among carriers within that cap ¢an vary from year fo year: State subsidies represented
approximately $9 million, or less than 1%, of Frontier’s revenues in 2008 and approximately $25 million, or less than 1%, of
Verizon’s Separate Telephone Operations’ revenues in 2008, Approximately $37 million, or 2%, of Frontier’s 2008 revenues,
and approximately $85 million, or 2%, of Verizon’s Separate Telephone Operations’ 2008 revenues, represents a surcharge
to customers {local, long distance and interconnection) to recover universal service fund contribution fees which are remitted
to the FCC and recorded as an expense in “other operating expenses.”

The combined company and its industry will likely remain highly regulated, and the combined company wiH likely

incur substantial compliance costs that could constrain its ability to compete in its target markets,

As =n incurnbent local exchange carrier, the combined company will be subject to significant regulation from federal,
state and local authorities. This regulation will restrict the combined company’s ability to change its rates, especially on its
“basic services and its access rates, and will impose substantial compliance costs on the
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combined company. Regulation will constrain the:combined company's ability to compete and, in some jurisdictions, it.ro
restrict how the combined company is able to expand its service offerings. In addition, changes to the regulations that gov
the combined company may have an adverse effect upon its business by reducing the allowable fees that it may charge, :
imposing additional compliance costs or otherwise clianging the pature. of its operatlons and the compehnou in itg mdusuy :

Pending FCC rulemakings and state. regulatory proceedings, mcludmg those relaung to mtercamer compensatlon and
universal service, could have a substantlai adverse impact on the combined company’s opcrahons

Risks Related to Techno[ogy ; RN

In the future, as compet:tmn mtenmﬁes thhm the comhmed company ’s. markets the cumbmed company may be
unable to meet the technologlcal needs. or expectatlons of § its custorners, and may lose’ custnmers asa result.

The communications mdustty is subject to s1gmﬁcant changes in technology. If the combmcd company does not replac& s
or upgrade technology and ‘equipment; it will be unable to.compete effectively becatse it will not be able to meet the needs o2

expectations of ifs customers Replacmg or upgradmg the combmed mfrasn’ucmre could result in mgmﬁcant capltal
expendltures ' N y

voice services to the combined company’s custome,rs and wireless broadband tachnologles may permit the combined
company ] compchters to offér broadband data se.rwcm to the combmed conipany 5 customers ﬂ:roughout most orallofi its
service areas. . . e -

3.
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PUC Staff Role

The role of the Commission Staff must be viewed in context of the statutory responsibilities of
the Public Utility Commission of Oregon. !

Charge to the. Commission

The Public Utility Commission is chartered as a consumer protection and advocacy bodjr. As
directed by state law {(ORS 756.040), the Commission represents the customers of any public
utility or telecommunications utility and the public generally in all controversies respecting rates, .

valuations, service, and all matters of which the Commission has jurisdiction.

The Commission's responsibility is to protect such customers, and the public generally, from
unjust and unreasonable exactions and practices, and to obtain for them adequate service at fair
and reasonable rates. :

The Commission shall balance the interests of the utility investor and the consumer in
establishing fair and reascnable rates. In catrying out its duty to protect cusiomeszs of utilities
and the public generally, the Commission has broad discretion in setting rates, so long as rates .
provide revenue for prudently incurred operating €xpenses and capital costs of the public utility
“or telecommunications utility.

Rates set by the Commission shall provide a return to the equity holder that is commensurate
with the return on investment in other enterprises having corresponding risks; and sufficient to
ensure confidence in the financial integrity of the utility, allowing the utility to maintain its credit

and attract capital.

Role of the Commission Staff K

The role of the Commission Staff is o assist the Commission in fulfilling its statutory mandates,
as described above. In both public meetings and contested case proceedings, Staff assists in
building a complete public record by providing independent, expert analysis and

.

recommendations on 1S5ues before the Comumission. :
In developing recommendations, Commission Staff shall:

1. Critically examine all pertinent positions and facts presented by the involved utility and
other parties, ' s

5 Ascertain the facts and identify policy 2 #egal Gonsiderations, and

3. Make recommendations that further i

&uiblic's interest.

In carrying out its responsibilities, while considering case precedent, Staff should not anticipate
future Commission actions. Staff must discharge its responsibilities consistent with the
Commission's obligation to conduct fair proceedings. Staff's responsibilities do not change
regardliess of whether there are any intervenors, funded or unfunded, in a case representing
consumer interests. : :

! This document replaces the section of the "Internal Operating Policy Guidelines" entitled "Responsibilities of
Utility Program Staff."
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9.6

WHEREFORE, the Settlement Parties stipulate and agree as follows:
CONDITIONS

The Settlement Parties agree that the following conditions shall be incorporated in a final
Commission order approving the Application:

1. To determine the reasonableness of allocation factors used by Enron to assign costs to
PGE and amounts subject to allocation or direct charges, the Commission or its agents
may audit the accounts of Enron and its unregulated subsidiaries which are the bases for
charges to PGE. Enron agrees to cooperate fully with such Commission audits.

2. Enron and PGE shall provide the Commission access to all books of account, as well as
alt documents, data and records of their affiliated interests, which pertain to
transactions between PGE and all its affiliated interests.

3. PGE shall maintain its own accounting system, separate from Enron’s accounting
system. All PGE financial books and records shall be kept in Portland, Oregorn.

4, Enron and PGE shall exclude all costs of the merger, including merger transition costs,
from PGE's utility accounts. Within 90"days following the merger completion, Enron
will provide 2 preliminary accounting of these costs. Further, Enron agrees to provide
the Commission a final accounting of these costs, within 30 days following the
accounting close of the merger.

5. PGE shall maintain separate debt and, if outstanding, preferred stock ratings.

6. PGE shall not make any distribution to Enron that would cause PGE’s equity capital to
fall below 48 percent of the total PGE capital without Commission approval. The
Commission Staff, PGE and Enron may re-examine this minimum common equity
percentageé as financial conditions change, and may request that it be adjusted.

7. Enron, PGE and Commission Staff agree that the allowed return on common equity
and other costs of capital will not rise as a result of the merger. These capital costs
refer to the costs of capital used for purposes of rate setting, avoided cost calculations,
affiliated interest transactions, least cost planning, and other regulatory purposes.

B. Enron and PGE shall provide the Commission unrestricted access to all written
information provided to common stock, bond, or bond rating analysts, which directly or .
- indirectly pertains to PGE or any affiliate that exercises influence or control over PGE,
Such information includes, but is not mited to, reports provided to, and presentations

made to, common stock analysts and bond rating analysts. For purposes of this
condition, “written” information includes but is not limited to any written and printed
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material, audio and videg tapes, cbmputer disks and electronically-stored information,
Nothing in this condition shal] be deemed to be a waiver of Enron’s or PGE’