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I. INTRODUCTION 1 

Q. Please state your name. 2 

A. My name is Daniel McCarthy.  I am Executive Vice President and Chief Operating 3 

Officer of Frontier Communications Corporation (“Frontier”). 4 

Q. Are you the same Daniel McCarthy who caused to be filed Direct Testimony identified 5 

as Joint Applicants’ Exhibit 1 on July 8, 2009, Supplemental Direct Testimony 6 

identified as Joint Applicants’ Exhibit 1 (Supplemental) on August 13, 2009, and 7 

Rebuttal Testimony identified as Frontier Exhibit 5 on November 13, 2009? 8 

A. Yes. 9 

Q. What is the purpose of your testimony? 10 

A. My testimony responds to the rebuttal testimony filed by Staff witnesses Samuel 11 

S. McClerren,1 Mike Ostrander,2 Rochelle Phipps,3 Qin Liu,4 Karen Chang5 and Stacy 12 

Ross6 and addresses the conditions and revisions to those conditions that Staff continues 13 

to advocate for this transaction.  I will also be responding to Randy Barber7 and Susan 14 

                                                 
1 Direct Testimony of Samuel S. McClerren, Telecommunications Division of the Illinois Commerce Commission, 
December 14, 2009, ICC Staff Exhibit 7.0 (hereafter “McClerren Rebuttal”). 
2 Direct Testimony of Mike Ostrander, Financial Analysis Division of the Illinois Commerce Commission , 
December 14, 2009, ICC Staff Exhibit 8.0 (hereafter “Ostrander Rebuttal”). 
3 Direct Testimony of Rochelle Phipps, Finance Department of the Illinois Commerce Commission, October 
December 14, ICC Staff Exhibit 9.0 (hereafter “Phipps Rebuttal”). 
4 Direct Testimony of Qin Liu, Telecommunications Division of the Illinois Commerce Commission (Confidential 
Version)  December 14, 2009, ICC Staff Exhibit 10.0 (hereafter “Liu Rebuttal”). 
5 Direct Testimony of Karen Y. Chang, Telecommunications Division of the Illinois Commerce Commission , 
December 14, 2009, ICC Staff Exhibit 11.0 (hereafter “Chang Rebuttal”). 
6 Direct Testimony of Stacy Ross, Telecommunications Division of the Illinois Commerce Commission , December 
14, 2009, ICC Staff Exhibit 12.0 (hereafter “Ross Rebuttal”). 
7 Rebuttal Testimony of Randy Barber on behalf of the International Brotherhood of Electrical Workers, 
December 14, 2009, IBEW Exhibit 3.0 (hereafter “Barber Rebuttal”) 
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Baldwin8 who each provided testimony on behalf of the International Brotherhood of 15 

Electrical Workers (“IBEW”) and Charles W. King,9 who provided testimony on behalf 16 

of the U.S. Department of Defense and All Other Federal Executive Agencies (“DoD”) 17 

and Lee L. Selwyn,10 who provided testimony on behalf of the Attorney General and the 18 

Citizens Utility Board (“AG/CUB”). 19 

II. FRONTIER HAS REACHED AGREEMENTS TO RESOLVE THE CONCERNS 20 
OF CERTAIN INTERVENORS AND CAN AGREE TO STAFF’S PROPOSED  21 
CONDITIONS, SUBJECT TO MINOR MODIFICATIONS 22 

Q. Have Joint Applicants resolved the issues of any of the intervenors? 23 

A. Yes.  Joint Applicants have entered into settlement agreements with intervenors Comcast 24 

and Level 3, in each case resolving the concerns raised by those parties.  I am attaching 25 

as Joint Applicants’ Exhibits 8.1 and 8.2 to this testimony the respective settlement 26 

agreements we have reached with Comcast (“Comcast Stipulation”) and Level 3 (“Level 27 

3 Stipulation”).11  Not only do the settlement agreements address the concerns articulated 28 

by Comcast, but I believe they also address some of the concerns raised by Staff witness 29 

Qin Liu, which I will discuss below.  We have also reached a stipulation with the IPTA 30 

(“IPTA Stipulation”), which is attached as Frontier Exhibit 8.3, resolving that 31 

intervenor’s concerns. 32 

                                                 
8 Rebuttal Testimony of Susan Baldwin on behalf of the International Brotherhood of Electrical Workers, 
December 14, 2009, IBEW Exhibit 4.0 (hereafter “Baldwin Rebuttal”). 
9 Rebuttal Testimony of Charles W. King on behalf of the U.S. Department of Defense and All Other Federal 
Executive Agencies, December 14, 2009, DoD Exhibit 2.0 (hereafter “King Rebuttal”). 
10 Rebuttal Testimony of Lee L. Selwyn on behalf of the People of the State of Illinois and the Citizens Utility 
Board, including Allegedly Confidential and Allegedly Proprietary Verizon Data, December 14, 2009, AG/CUB 
Exhibit 2.0 (hereafter “Selwyn Rebuttal”). 
11 Because we have reached an agreement with the intervening CLECs, Frontier witness Kim Czak is not submitting 
surrebuttal testimony. 
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Q. Have Joint Applicants reviewed the rebuttal testimony filed by Staff? 33 

A. Yes.  Joint Applicants continue to believe and contend that the proposed transaction 34 

meets all of the requirements of Section 7-204 of the Illinois Public Utility Act (“Public 35 

Utility Act”) without the need for any conditions.  Nevertheless, Staff continues to 36 

recommend that the Commission impose certain conditions as part of approval of the 37 

transaction.  In order to remove any residual concerns of Staff or the Commission, 38 

Frontier is willing to accept these conditions with some minor modifications.  In light of 39 

Frontier’s agreement regarding these conditions, there is no question that the proposed 40 

transaction meets the requirements of the Public Utility Act and is in the public interest. 41 

Q. Have you reviewed the rebuttal testimony filed by Staff witnesses McClerren and 42 

Phipps? 43 

A. Yes, I have.  Mr. McClerren and Ms. Phipps directed most of their testimony toward 44 

criteria (1) and (4) of Section 7-204(b), i.e., that (i) the proposed reorganization will not 45 

diminish the utility's ability to provide adequate, reliable, efficient, safe and least-cost 46 

public utility service; and that (ii) the proposed reorganization will not significantly 47 

impair the utility's ability to raise necessary capital on reasonable terms or to maintain a 48 

reasonable capital structure.  To ensure compliance with those criteria, Mr. McClerren 49 

and Ms. Phipps jointly sponsored two conditions that, in essence, require Frontier to 50 

maintain a specific level of service quality for the Verizon Separate Telephone 51 

Operations (“VSTO”) exchanges in Illinois or risk the imposition of a restriction on the 52 

ability of those operating companies to pay dividends or otherwise transfer cash balances 53 

to Frontier, their corporate parent.  It is my understanding that similar conditions have 54 

been imposed on almost all carriers that have sought reorganization approval from the 55 
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Commission (e.g., Application of CenturyTel, Inc., Docket No. 08-0645, Order dated 56 

March 25, 2009; Application of FairPoint Communications, Inc., Docket No. 07-0191, 57 

Order dated June 27, 2007). 58 

Q. Should the Commission have concerns that the proposed reorganization will 59 

diminish Frontier’s ability to provide quality service or impair Frontier’s ability to 60 

raise necessary capital on reasonable terms? 61 

A. No. Frontier believes that the company’s record of providing quality service meets the 62 

statutory requirement for approval and reiterates that the VSTO Illinois properties are 63 

both well capitalized and self-sustaining with regard to the capital necessary to maintain 64 

them.  Nevertheless, as is explained in more detail below and to remove any residual 65 

concerns, Frontier can agree to most of the conditions as Staff has stated them in 66 

testimony and with respect to the other limited number of conditions, Frontier has 67 

proposed only minor modifications to the conditions included in Staff’s testimony. 68 

Q. Can you respond to Mr. McClerren’s concerns regarding the transition from the 69 

Verizon systems to Frontier’s own existing operations support systems? 70 

A. In his rebuttal testimony, Mr. McClerren12 asserts that Frontier will have a significant 71 

incentive to transition the Illinois and other VSTO operations that Frontier is acquiring to 72 

Frontier’s existing back-office systems because Frontier will be paying $94 million per 73 

year to Verizon in maintenance fees for those systems.  As I explained in my Rebuttal 74 

Testimony,13 following the transaction Frontier will own the systems in question and can 75 

                                                 
12 McClerren Rebuttal, p. 4.  In addition, IBEW witness Ms. Baldwin contends that the $94 million annual systems 
maintenance fee to be paid by Frontier to Verizon will “create a sense of urgency for Frontier to integrate systems.” 
(Baldwin Rebuttal, p. 7, lines 114-116). 
13 McCarthy Rebuttal, p. 21, lines 508-527. 
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therefore continue using them without any payment to Verizon or at some reduced 76 

payment level if Frontier elects.14  The maintenance fee, if it continues at some level, is 77 

payment for services that Frontier would have to obtain in any event, either through an 78 

outsourced third-party or additional internal employees.  The maintenance fee represents 79 

less than $2 per line per month based on over 4 million lines that are part of the proposed 80 

transaction.15  Additionally, after one year Frontier has the option to continue the 81 

maintenance agreement, to reduce the fee, or to avoid it entirely.  Although Frontier 82 

eventually will be able to reduce operating costs by transitioning some or all of its 83 

operations to integrated software and systems platforms, the company will not feel any 84 

undue pressure to engage prematurely in a systems conversion merely to avoid less than 85 

$2 per line per month in maintenance fees. 86 

 In addition, should Frontier decide during a the three years period after closing of the 87 

proposed transaction to transition to different operational support systems, Frontier will 88 

agree to prepare and submit a detailed operations support system integration plan to the 89 

Chief Engineer of the Commission’s Telecommunication’s Division for review and 90 

approval.  Accordingly, Frontier can accept the following condition described in Mr. 91 

McClerren’s Direct Testimony:16 92 

                                                 
14 As I explained in my rebuttal testimony, Verizon will replicate its OSS and then test the systems before they are 
put into operation.  Verizon will then use those replicated systems to serve Illinois customers for at least 60 days 
prior to closing of the proposed transaction.  At closing, Frontier will obtain a replicated system that will have been 
used by Verizon prior to closing and Frontier will continue to use these same systems without interruption at and 
following closing of the proposed transaction. 
15  By contrast, based on FairPoint’s $14.2 million monthly fee (using 1.528 million Verizon access lines acquired), the 
cost for FairPoint of the Transition Services Agreement with Verizon was approximately $9.29 per line per month.  See 
Transition Services Agreement by and among Verizon Information Technologies LLC, et. al and FairPoint 
Communications, Inc. (Form 425) (January 19, 2007) at pp. 7-8, listing the monthly fee as $14.2 million. (available at: 
http://sec.gov/Archives/edgar/data/1062613/000110465907003518/a07-1924_2ex10d1.htm). 
16 McClerren Direct, p. 44. 
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For a period of three years after the date that Frontier Communications 93 
Corporation closes this proposed transaction, before any operations support 94 
system integration between the current Verizon Illinois and Frontier Illinois 95 
territories may occur, Frontier’s management must present an operations 96 
support system integration plan to the Chief Engineer of the ICC’s 97 
Telecommunication’s Division for review and approval, and Frontier will not 98 
proceed with any operations support system integration effort in or for its 99 
Illinois operations until it has received the written approval of the Chief 100 
Engineer of the ICC’s Telecommunication’s Division. Frontier’s integration 101 
plan will describe the operations support system to be replaced, the surviving 102 
operations support system, and why the change is being made. The operations 103 
support system integration plan will describe any previous experience Frontier 104 
has with integrating the operations support systems in other jurisdictions, 105 
specifying any problems that occurred in that integration process and what has 106 
been done to avert those problems in Illinois. Frontier must specify the impact 107 
on personnel levels in Illinois, where the system is currently operated from 108 
and will be operated from, as well as the name of any consulting firm assisting 109 
in the operations support system integration effort. Frontier’s operations 110 
support system integration plan will also contain planned actions in the event 111 
of a “worst case” scenario, such as having to restore the previous operations 112 
support system.  113 

 With that condition in place, not only will Frontier be focused on a smooth transition at 114 

such time as it may move away from the Verizon systems that it acquires with the VSTO 115 

properties, but Staff will have the opportunity to review and approve the Illinois 116 

transition plans before they are implemented.  This condition will ensure that Illinois 117 

consumers are not exposed to a disruption of service at the time Frontier migrates from 118 

the Verizon OSS to Frontier’s existing systems that are already used to service its legacy 119 

customers in Illinois and 23 other states. 120 
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Q. Would Frontier object to Mr. McClerren’s condition requiring the submission of a 121 

future operating system transition plan and its approval by Staff being included in a 122 

Commission Order approving the transaction? 123 

A. Frontier agrees with Mr. McClerren’s condition as quoted above and based upon his 124 

Direct Testimony17 regarding the submission of a system transition plan for review and 125 

approval by the Staff when Frontier elects to migrate from the Verizon support systems to 126 

Frontier systems. For convenience and clarity, I have attached to this testimony Frontier 127 

Exhibit 8.4, which enumerates the conditions that Staff originally proposed and reflecting 128 

Staff’s modifications to its own conditions (from Staff’s rebuttal testimony) and 129 

Frontier’s proposed additional modifications explained in this testimony.  130 

Q. Did you review Mr. McClerren’s statement18 regarding the hiring of a third-party 131 

auditor to review the OSS replication process? 132 

A. Yes, and I agree entirely with Mr. McClerren’s observations regarding the unnecessary 133 

complication and cost of including a third-party auditor for the systems transition.  I also 134 

note that the primary intervenor that previously advocated for an external auditor, 135 

Comcast, has now reached a settlement agreement with Frontier and is no longer 136 

pursuing that position.  In short, no third-party auditor is needed. 137 

Q. Mr. McClerren and Ms. Phipps jointly proposed two other conditions directed 138 

toward ensuring that the VSTO ILECs in Illinois maintain sufficient capital to 139 

continue to provide the quality of service that Verizon currently provides.  Can 140 

                                                 
17 McClerren Direct, p. 44. 
18 McClerren Rebuttal, p. 12-13. 
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Frontier accept the conditions regarding quality of service and capital sufficiency 141 

that Mr. McClerren and Ms. Phipps jointly propose? 142 

A. In this regard, Mr. McClerren and Ms. Phipps proposed two conditions in their direct 143 

testimonies and proposed some modifications in their rebuttal testimonies.19  While we 144 

have stated we do not believe conditions are necessary and that service quality will not be 145 

an issue, particularly given the increased competition, with a few additional 146 

modifications, Frontier can agree to these conditions as part of a transaction approval.  147 

 To be clear, I will set forth here the conditions I understand Mr. McClerren and 148 

Ms. Phipps initially proposed so that I can subsequently identify suggested changes. 149 

Condition 1 150 

(a) Frontier North, Inc. and Frontier Communications of the Carolinas, Inc. (the “New 151 
Frontier ILECs”) will be prohibited from paying dividends or otherwise transferring any 152 
Illinois jurisdictional cash balances to Frontier Communications Corporation or its 153 
affiliates through loans, advances, investment or other means that would divert [to any 154 
purpose] the New Frontier Illinois ILECs’ moneys, property or other resources that is not 155 
essentially or directly connected with the provision of noncompetitive 156 
telecommunications service if the New Frontier Illinois ILECs fail to meet or exceed the 157 
standards set forth below for a majority of the following service quality standards of 83 158 
Illinois Administrative Code Part 730, Standards of Service for Local Exchange 159 
Telecommunications Carriers: 160 

(i) STANDARDS:  161 

Toll & Assistance Answer Time  162 
(Part 730.510(a)(1)(A)): 4.05 seconds  163 

Information Answer Time  164 
(Part 730.510(a)(1)(B)): 4.31 seconds  165 

Repair Office Answer Time:  166 
(Part 730.510(b)(1)): 34 seconds  167 

                                                 
19 McClerren Rebuttal, p. 7-8; Phipps Rebuttal, p. 3-7 
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Business Office Answer Time  168 
(Part 730.510(b)(1)): 60 seconds  169 

Installation Requests over 5 Business Days  170 
(Part 730.540(a)): 92%  171 

Interruptions of Service over 24 Hours  172 
(Part 730.535(a)): 95%  173 

Trouble Reports per 100 Lines  174 
(Part 730.545(a)): 1.03  175 

In the event of failure, Frontier Illinois dividend payments or otherwise transferring cash 176 
to its parent would not be allowed until the next satisfactory annual report or the end of 177 
this condition.  Additionally Frontier Illinois will provide specific plans to restore service 178 
quality levels to previous levels, and identify the incremental monies that will be invested 179 
in Illinois as a result of dividend payments and cash transfers being withheld from the 180 
parent. 181 

(b) MEASUREMENTS: Measurements shall commence on the date that the merger closes, 182 
and recur on an annual calendar year basis.  183 

(c) ANNUAL REPORTS: Each of the New Frontier ILECs shall file an annual report with 184 
the Chief Clerk’s Office and post such annual report in this docket. The annual report will 185 
be filed by February 1 of each year for the preceding year. Within the annual report, each 186 
of the New Frontier ILECs shall list the standard set by the Commission for each service 187 
quality measure and each of the New Frontier ILECs’ actual performance for each annual 188 
period. The annual report shall present the actual performance data for every month after 189 
the date that the merger closes, with the initial month of data presented being the month 190 
in which the merger closes. The annual report shall also include an Illinois jurisdictional 191 
free cash flow calculation for the twelve months ending December 31 of each year this 192 
Condition remains in effect. The Illinois jurisdictional free cash flow calculation shall be 193 
in the same format as Joint Applicants’ supplemental response to ICC Staff data request 194 
RP 3.01 and include Verifications from the financial officers of the New Frontier ILECs. 195 

(d) DURATION OF CONDITION: Condition (1) shall remain in effect until Frontier 196 
Communication Corporation’s issuer credit rating is BBB from Standard & 197 
Poor’s, Baa2 from Moody’s Investors Service and BBB from Fitch Ratings. 198 

Condition 2: 199 

Through a combination of available cash and availability under credit agreements with 200 
external financial institutions, Frontier Communications Corporation shall keep available 201 
exclusively for Illinois operations of Frontier North, Inc. and Frontier Communications of 202 
the Carolinas, Inc. (the “New Frontier ILECs”), an aggregate amount equal to the higher 203 
of $50 million or the currently approved capital expenditure budget for the Illinois 204 
operations of the New Frontier ILECs. Frontier Communications Corporation shall 205 
certify annually to the Commission that the required amount is available for Illinois 206 
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operations of the New Frontier ILECs for the ensuing year. Therefore, on December 1 of 207 
each year, Frontier Communications Corporation shall file a notice with the Commission 208 
certifying that such amount is currently available and the amount of dollar commitment 209 
for the New Frontier ILECs’ Illinois operations for the following year, based on their 210 
capital expenditures budget for the following year, but in no event less than $50 million. 211 

Q. Please describe the modification proposed by Mr. McClerren? 212 

A. Condition 1 establishes seven service performance benchmarks keyed to Verizon’s 213 

current performance averages, several of which are stricter than the Commission’s 214 

existing service quality performance standards.  Generally speaking, Staff recommended 215 

that, if Frontier failed to meet four or more of those benchmarks in a given year, the two 216 

VSTO Illinois operating companies would be restricted from paying dividends or 217 

otherwise transferring cash balances to the corporate parent, Frontier, for the following 218 

year.  In my Rebuttal Testimony I suggested, should those operating companies miss a 219 

majority of those benchmarks, that Frontier be given the opportunity to demonstrate the 220 

necessary service improvement as soon as the next calendar quarter and, if at that time 221 

the operating companies could meet a majority of the benchmarks for the trailing twelve 222 

months, the restriction would be lifted.  Mr. McClerren contends that it would be very 223 

unlikely that Frontier could demonstrate a service performance turnaround within the 224 

space of a calendar quarter, but that Staff would be willing to review Frontier’s 225 

compliance and, if appropriate, lift the restriction as soon as six months following 226 

imposition of the restriction.  Ms. Phipps adds20 that any such filing should include a free 227 

cash flow calculation for the same trailing twelve months as the identified compliance 228 

period.  Accordingly, I propose the following specific language to the end of subsection 229 

(a) to cover Staff’s proposals in this regard. 230 

                                                 
20 Phipps Rebuttal, pp. 3-4. 
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In the event of failure, Frontier Illinois dividend payments or otherwise transferring 231 
cash to its parent would not be allowed until the next satisfactory annual report or the 232 
end of this condition. Frontier may file an interim service quality report showing 233 
updated data for the trailing twelve-month period as soon as six months after an 234 
annual report.  If Frontier meets a majority of the service quality standards for this 235 
trailing twelve-month period, the dividend payment and cash transfer restrictions 236 
above will be lifted.  Any such interim service quality report shall include a free cash 237 
flow calculation for the twelve months ending the same date as the final month of 238 
data reflected in the interim service quality report.  Additionally Frontier Illinois will 239 
provide specific plans to restore service quality levels to previous levels, and identify 240 
the incremental monies that will be invested in Illinois as a result of dividend 241 
payments and cash transfers being withheld from the parent. 242 

 As part of an approval of the proposed transaction, Frontier would be willing to accept 243 

this modified condition language. 244 

Q. Can you describe the other modifications proposed by Ms. Phipps? 245 

A. As initially described by Ms. Phipps, Condition 1 would continue until Frontier, the 246 

corporate parent, obtained an investment-grade issuer credit rating from the three primary 247 

credit rating agencies (Standard & Poor’s, Moody’s Investors Service and Fitch Ratings).  248 

In my Rebuttal Testimony,21 I requested that the condition end either upon Frontier 249 

obtaining those credit ratings or after three years from the date of closing, whichever first 250 

occurred.  In her rebuttal testimony, Ms. Phipps indicates that she is not inclined to 251 

recommend that the condition terminate before Frontier obtains investment-grade credit 252 

ratings.  Nevertheless, Ms. Phipps proposed an alternative.  Pointing out that Frontier has 253 

not yet obtained the financing it will need to close the transaction22 and that the interest 254 

rate attached to that financing will impact Frontier’s ability to obtain an investment-grade 255 

rating, Ms. Phipps suggests23 that the Commission might put a three-year end date on 256 

                                                 
21 McCarthy Rebuttal, p. 35. 
22 I described the reasons that Frontier has not yet obtained that financing in my Rebuttal Testimony, pp. 28-30. 
23 Phipps Rebuttal, pp. 5-6. 
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Condition 1 so long as Frontier’s financing of the transaction did not carry an interest rate 257 

of more than 8.5%. 258 

Q. Can Frontier accept either of Ms. Phipps’ proposals? 259 

A. Frontier does not believe that Ms. Phipps’ proposed alternative would be feasible.  260 

Frontier is concerned that including such a provision in the Commission’s Order would 261 

complicate or even frustrate Frontier’s ability to obtain appropriate financing.  However, 262 

because Frontier understands that Ms. Phipps views three years as too short a time to 263 

terminate this provision in the absence of an indication that Frontier has achieved an 264 

investment-grade rating, Frontier proposes the following alternative modification which 265 

the company could accept as part of an approval of the transaction.  The first condition 266 

would end either when Frontier obtains an investment-grade rating from two of the three 267 

listed credit agencies or five years from closing, whichever shall first occur.  Frontier 268 

would also be willing to have this condition reinstated during that five-year period if any 269 

one of the three credit rating agencies downgrades Frontier’s credit rating below the 270 

current rating, i.e., if Frontier’s issuer credit rating with Standard & Poor’s or Fitch 271 

Ratings falls below BB or with Moody’s Investor Service falls below Ba2.  I propose to 272 

modify Condition 1 with the following specific language: 273 

d) DURATION OF CONDITION: Condition (1) shall remain in effect until (i) at a 274 
minimum, Frontier Communication Corporation’s issuer credit rating meets two of 275 
the following three credit ratings Grades: is BBB from Standard & Poor’s, Baa2 from 276 
Moody’s Investors Service or BBB from Fitch Ratings, or (ii) five years following the 277 
closing of the proposed transaction, whichever is earlier.  Notwithstanding Frontier’s 278 
ability to meet (d)(i) above, this Condition shall be reinstated for so long as any of the 279 
following occurs: Standard & Poor’s or Fitch Ratings gives Frontier an issuer credit 280 
rating below BB or Moody’s Investor Service gives Frontier an issuer credit rating 281 
below Ba2. 282 

 With the changes included above, Frontier could agree to Staff’s Condition 1. 283 
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Q. Did Ms. Phipps modify any of her other proposed conditions? 284 

A. In response to a request that I raised in my Rebuttal, Ms. Phipps proposed to change her 285 

Condition 2 to have Frontier report the available cash for the former Verizon operating 286 

companies on January 15 of each year rather than December 1 of each year (to conform 287 

with Frontier’s annual budgeting cycle). 288 

Q. Does Frontier have any other concerns about Condition 2 proposed by Ms. Phipps? 289 

A. Frontier has two other concerns about this condition, which relates to Frontier affirming 290 

annually for the Commission that Frontier has dedicated no less than $50 million for 291 

annual capital expenditures in the VSTO Illinois properties.  First, Frontier believes that 292 

each of the conditions suggested by Ms. Phipps should have an end date.  Frontier 293 

understands Staff’s desire to closely monitor the transition of the VSTO Illinois 294 

properties from Verizon to Frontier, but at some date certain, Frontier believes that it 295 

should attain a “business as usual” status with those properties.  At that point, Frontier 296 

should continue to be held to all generally applicable regulatory standards, but it should 297 

no longer be singled out for additional obligations that are not imposed on similarly 298 

situated carriers or on its competitors. 299 

 To that end, Frontier suggests that Ms. Phipps’ Condition 2 end when the Condition 1 300 

ends.  Also, Frontier would like to include in Condition 2 the clarification that Ms. Phipps 301 

recited in her rebuttal,24 i.e., that it would be sufficient for Frontier to rely on lines of 302 

credit that are available for other purposes, provided the credit availability exceeds the 303 

required financial threshold.  The resulting condition would be rendered as follows: 304 

                                                 
24 Phipps Rebuttal, p. 6. 
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Condition 2: 305 

Through a combination of available cash and availability under credit agreements 306 
with external financial institutions, Frontier Communications Corporation shall keep 307 
available exclusively for the Illinois operations of Frontier North, Inc. and Frontier 308 
Communications of the Carolinas, Inc. (the “New Frontier ILECs”), an aggregate 309 
amount equal to the higher of $50 million or the currently approved capital 310 
expenditure budget for the Illinois operations of the New Frontier ILECs. Frontier 311 
Communications Corporation shall certify annually to the Commission that the 312 
required amount is available for Illinois operations of the New Frontier ILECs for the 313 
ensuing year. Therefore, on December 1 January 15 of each year, Frontier 314 
Communications Corporation shall file a notice with the Commission certifying that 315 
such amount is currently available and the amount of dollar commitment for the New 316 
Frontier ILECs’ Illinois operations for the following that year, based on their capital 317 
expenditures budget for the following that year, but in no event less than $50 million.  318 
This requirement regarding the availability of funds may be satisfied with one or 319 
more Frontier Communications Corporation lines of credit that are available for other 320 
purposes provided there is aggregate backup liquidity available to the New Frontier 321 
ILECs in an aggregate amount that equals the higher of $50 million or the currently 322 
approved capital expenditure budget.  Condition 2 will end when Condition 1 ends. 323 

 As part of an approval of the transaction, Frontier can accept Ms. Phipps’ second 324 

condition with these modifications. 325 

 With these conditions in place, Staff and the Commission can be confident that the 326 

quality of service in the VSTO Illinois exchanges will not be negatively impacted by this 327 

transaction and that the Illinois operating companies will each maintain a reasonable 328 

capital structure.  329 

 I have included these conditions as modified in Frontier’s Exhibit 8.4. 330 

Q. Did Ms. Phipps sponsor any other requirements? 331 

 Ms. Phipps also proposed three reporting requirements.  Frontier accepted one (the third 332 

one) through my Rebuttal Testimony,25 which reads as follows: 333 

                                                 
25 McCarthy Rebuttal, p. 32. 
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Reporting Requirement 3 334 

Frontier North, Inc. and Frontier Communications of the Carolinas, Inc. shall file with 335 
the Chief Clerk of the Commission a statement describing the post-merger capital 336 
structure and overall cost of capital of Frontier North, Inc., Frontier Communications 337 
of the Carolinas, Inc. and Frontier Communications Corporation. The statement shall 338 
be posted in this docket. 339 

 For the first and second proposed reporting requirements, I requested a clarification and a 340 

time restriction, respectively.  In response, Ms. Phipps has modified these reporting 341 

requirements.  For the first, she accepted my clarification about when Staff wants 342 

Frontier to file information relating to the financing Frontier will obtain to close the 343 

proposed transaction.  Thus, the first proposed reporting requirement would be modified 344 

as follows: 345 

Reporting Requirement 1 346 

Frontier North, Inc. and Frontier Communications of the Carolinas, Inc. shall file with 347 
the Chief Clerk of the Commission copies of all documents relating to the Special 348 
Payment Financing and any Spinco Securities issued pursuant to the Distribution 349 
Agreement and the Merger Agreement within 10 days of the merger agreement’s 350 
execution after the closing of the proposed transaction. The documents shall be 351 
posted in this docket. 352 

 Second, Ms. Phipps is asking Frontier to file all credit rating reports (which I noted in my 353 

Rebuttal Testimony will have to be done on a confidential basis as a result of restrictions 354 

imposed by the credit agencies) until such time as Frontier obtains an investment-grade 355 

credit rating.  As proposed by Ms. Phipps, that requirement reads as follows: 356 

Reporting Requirement 2 357 

Following the proposed reorganization, Frontier North, Inc. and Frontier 358 
Communications of the Carolinas, Inc. shall file with the Chief Clerk of the 359 
Commission and the manager of the Finance Department all credit rating reports 360 
published by Moody’s Investors Service, Standard & Poor’s and Fitch Ratings 361 
relating to changes in Frontier Communications Corporation’s (and any of its 362 
affiliates’ and subsidiaries’) ratings outlooks or credit ratings within 10 days of their 363 
publication. Such reports shall be posted in this docket. 364 
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Q. Can Frontier agree to these reporting requirements? 365 

A. Frontier can accept Ms. Phipps’ modified first reporting requirement.  However, similar 366 

to our concern about the duration element of the first condition, Frontier requests that the 367 

second reporting requirement end when Frontier obtains an investment-grade credit rating 368 

from two of the three listed credit reporting agencies, rather than from all three.  I 369 

propose the following language be added to Reporting Requirement 2 to address that 370 

request: 371 

This condition shall remain in effect until Frontier Communications Corporation’s 372 
issuer credit rating meets two of the following three credit ratings: BBB from 373 
Standard & Poor’s, Baa2 from Moody’s Investors Service and BBB from Fitch 374 
Ratings. Notwithstanding Frontier’s ability to obtain the issuer credit ratings to 375 
remove this Reporting Requirement, this Reporting Requirement shall be reinstated 376 
for so long as any of the following occurs: Standard & Poor’s or Fitch Ratings gives 377 
Frontier’s issuer credit rating below BB or Moody’s Investor Service gives Frontier’s 378 
issuer credit rating below Ba2. 379 

 I have included this proposal in Frontier Exhibit 8.4. 380 

 Again, with these additional reporting requirements in place, the Commission can be 381 

assured that the VSTO Illinois operating companies will maintain a reasonable capital 382 

structure and that the proposed reorganization will not impair the company's ability to 383 

raise necessary capital on reasonable terms. 384 

Q. Before addressing the other Staff conditions, Mr. McClerren indicates that he does 385 

not “embrace and support a ‘skin in the game’ condition”—does Frontier agree?26 386 

A. Yes.  I responded in my Rebuttal Testimony that proposals such as those suggested by 387 

Mr. Selwyn are efforts to force a renegotiation of the merger agreement so that Verizon is 388 

obligated to contribute some additional financial consideration upon consummation of the 389 

                                                 
26 McClerren Rebuttal, p. 9, line 180 to p. 11, line 223. 
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transaction.  Frontier finds proposals that the transaction should be renegotiated to be 390 

intrusive and unacceptable.27  Frontier contends that two willing and knowledgeable 391 

parties have entered into an arms’ length transaction and the negotiated consideration is 392 

fair.  Verizon clearly wishes to reallocate its capital into other businesses, and Frontier 393 

wishes to purchase the local exchange business.  Frontier believes that it is paying an 394 

attractive price and has the ability to generate superior services that will redound to the 395 

benefit of all its stakeholders, including the customers.  No one has provided any 396 

evidence to the contrary.  In addition, as noted in my Rebuttal Testimony, the Frontier 397 

shareholders overwhelmingly approved this transaction on October 27th, and three states, 398 

South Carolina, Nevada and California, have already issued orders approving the 399 

transaction as documented in the Merger Agreement.28  Even if a renegotiation of the 400 

agreement were somehow feasible, which I do not believe is the case, requiring such a 401 

result would not be in the public interest.  Frontier agrees with Staff that this type of 402 

condition is not appropriate because (i) the VSTO Illinois operations are “operating in a 403 

manner indicative of acceptable service levels,” (ii) this type of condition likely will 404 

“create an opportunity for economic distortion,” and (iii) “there may be legal issues with 405 

the Commission effectively ordering a renegotiation of the sale.”29  Verizon witnesses 406 

will provide specific responses to this and other matters raised by Mr.Selwyn, but 407 

Frontier agrees entirely with the assessment of Staff.  408 

                                                 
27 McCarthy Rebuttal, p. 78, lines 1938-1939. 
28 McCarthy Rebuttal, p. 78, lines 1939-1942. 
29 Id. 
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Q. Staff witness Mike Ostrander included three conditions with his direct testimony30 409 

and reiterated them in his rebuttal testimony.31  Can Frontier accept them? 410 

A. Mr. Ostrander addressed the statutory criteria in 7-204(b)(2) and (3), i.e., that (2) the 411 

proposed reorganization will not result in the unjustified subsidization of non-utility 412 

activities by the utility or its customers; and (3) that costs and facilities are fairly and 413 

reasonably allocated between utility and non-utility activities in such a manner that the 414 

Commission may identify those costs and facilities which are properly included by the 415 

utility for ratemaking purposes. 416 

 As I acknowledged in my Rebuttal Testimony, this transaction will not result in any 417 

unjustified subsidization of non-utility activities by Frontier or its customers and all 418 

allocations will continue to be made according to applicable Illinois regulations.  419 

Consistent with that outcome, Mr. Ostrander’s first two conditions reiterate Illinois 420 

Commission rules of general applicability, i.e., that Staff be given access to books, 421 

accounts and records of Frontier and that Frontier continue to comply with applicable 422 

cost allocation rules.  Frontier certainly has no objection to those conditions.   423 

 The third condition requires Frontier to go a step farther and to file an audit compliance 424 

report with the Commission.  As part of an approval of the transaction, Frontier has no 425 

objection to filing that report to assure the Commission that Frontier is continuing to 426 

properly apply cost allocation principles.  Frontier’s acceptance of this condition in 427 

reflected in Frontier Exhibit 8.4.  However, at some point, after the VSTO properties are 428 

                                                 
30 Ostrander Direct, pp. 6-7. 
31 Ostrander Rebuttal, p. 2. 
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fully-transitioned to Frontier, this additional condition may becomes an ongoing and 429 

unnecessary burden and Frontier may seek to have this filing requirement revised. 430 

 I also note that, through my Rebuttal Testimony,32 Frontier has already agreed to accept 431 

Mr. Ostrander’s recommendation regarding 7-204(c). 432 

 This transaction clearly meets the criteria of 7-204(b)(2) and (3).  With the inclusion of 433 

Mr. Ostrander’s conditions, Staff and the Commission will be able to monitor Frontier’s 434 

continued compliance with the applicable Commission rules. 435 

Q. Staff witness Qin Liu has proposed that Frontier freeze its wholesale pricing to its 436 

CLEC customers for a period of three years and that Frontier agree not to 437 

terminate any interconnection agreements within that same three-year timeframe 438 

following the closing.  How does Frontier respond to this proposal? 439 

A. Dr. Liu provided testimony regarding the 5th and 6th criteria under Section 7-204(b).  440 

After correctly concluding in regard to the 5th criteria that the VSTO Illinois operating 441 

companies will remain subject to all applicable laws, regulations, rules, decisions and 442 

policies governing the regulation of Illinois public utilities, Dr. Liu proposed freezing 443 

wholesale rates and maintaining current interconnection agreements for a period of three 444 

years to ensure that the transaction did not create disruption for the wholesale customers 445 

of the VSTO Illinois operating companies and, by so doing, affect competition as 446 

referenced by the 6th criteria under Section 7-204(b). 447 

 As I noted above, Frontier recently reached settlement agreements with the only two 448 

CLECs that have intervened in this proceeding, Comcast and Level 3.  Those settlement 449 

                                                 
32 McCarthy Rebuttal, p. 37. 
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agreements are attached as Frontier’s Exhibits 8.1 and 8.2.  While those settlements have 450 

more detailed terms, I summarize below the following provisions that could be made 451 

conditions to this transaction and apply generally to all of the VSTO Illinois operating 452 

companies’ wholesale customers. 453 

• Frontier will assume or take assignment of all obligations under Verizon’s current 454 
interconnection agreements, interstate special access tariffs and intrastate tariffs, 455 
commercial agreements, line sharing agreements, and other existing arrangements 456 
with wholesale customers (“Assumed Agreements”).  Frontier shall not terminate or 457 
change the rates, terms or conditions of any effective Assumed Agreements during 458 
the unexpired term of any Assumed Agreement or for a period of twenty-four months 459 
from the closing of the proposed transaction, whichever occurs later unless requested 460 
by the interconnecting party, or required by a change of law.   461 

• Frontier will allow requesting carriers to extend existing interconnection agreements, 462 
whether or not the initial or current term has expired, until at least 30 months from the 463 
closing of the proposed transaction, or the date of expiration, whichever is later.  This 464 
commitment will not affect the scope of Frontier’s negotiation rights where a 465 
wholesale customer seeks to terminate and renegotiate or arbitrate a new agreement. 466 

• Rates for tandem transit service, any special access tariffed offerings or any intrastate 467 
wholesale tariffed offering, reciprocal compensation and TELRIC 252(c)(2), and (d), 468 
rates for 251(c) facilities or arrangements shall not be increased by Frontier for at 469 
least twenty-four months from the closing of the proposed transaction; nor will 470 
Frontier create any new rate elements or charges for distinct facilities or 471 
functionalities that are currently already provided under existing rates. 472 

 With the addition of these conditions, the transaction clearly meets the requirement of 473 

Section 7-204(b)(6) and there is no residual concern about the effects of this transaction 474 

on competition in Illinois. 475 

Q. How does the Comcast Stipulation address wholesale systems transition issues? 476 

A. One threshold aspect of the proposed transaction is Verizon’s replication of its existing 477 

operations support systems (the “Replicated System(s)”) and the order testing necessary 478 

to ensure that, post-closing, ordering under the Replicated System will operate 479 

substantially similar to how it did pre-transaction.  In Section I (“OSS Testing”) of the 480 
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Comcast Stipulation, Frontier, Verizon and Comcast have addressed “Functional Testing 481 

of Replicated Systems,” which will occur prior to the closing of the proposed transaction.  482 

Frontier and Verizon have agreed that Comcast will be able to conduct order testing on 483 

the Replicated System in a testing environment to submit particular types of test orders 484 

during a window from February 15, 2010 through March 12, 2010.  The Comcast 485 

Stipulation also calls for the results from this order testing to be included in a testing 486 

report that will be issued prior to use of the Replicated Systems in a production 487 

environment to serve customers.  Prior to the use of the Replicated Systems in a 488 

production environment, the report will need to show that the functional performance of 489 

the Replicated Systems is at least equal to the functionality of Verizon’s current systems.  490 

The Comcast Stipulation spells out in detail how the order testing will work, and how 491 

Verizon and Comcast will work together to resolve concerns associated with any testing 492 

results. 493 

Q. How does the Level 3 Stipulation address the Level 3 issue related to the extension 494 

of existing interconnection agreements and network arrangements? 495 

A. Level 3 did not file testimony in this proceeding but has communicated to Frontier that it 496 

has one primary issue with respect to the proposed transaction – the extension of the 497 

existing interconnection agreements and network arrangements that are in place with 498 

Verizon and Frontier.33  The Level 3 Stipulation provides for the extension of the existing 499 

interconnection agreements and the network arrangements that Level 3 has in place with 500 

                                                 
33 Because Level 3 and Frontier will file interconnection agreement amendments to implement the terms of the 
Level 3 Stipulation with the Commission, the Commission will have the opportunity to review and approve the 
interconnection agreement amendment.  As a result and because Level 3 did not file testimony in this proceeding, it 
is not clear that the Commission must review and approve the Level 3 Stipulation.  Frontier has however submitted 
the Level 3 Stipulation in the event that the Commission decides to review the Level 3 Stipulation. 



  Docket No. 09-0268 
FRONTIER EXHIBIT 8.0 (Public) 

 

 23

Verizon and Frontier for a period of thirty months after the closing of the proposed 501 

transaction. (Level 3 Stipulation at paragraphs 2 and 3). 502 

Q. Will Level 3 and Frontier file interconnection agreement amendments with the 503 

Commission to effectuate the terms of the Level 3 Stipulation? 504 

A. Yes.  Paragraph 9 of the Level 3 Stipulation expressly contemplates that the Parties will 505 

execute and file interconnection agreement amendments to effectuate the terms of the 506 

Stipulation.  Similarly, paragraph 4 of the Level 3 Stipulation provides that the 507 

interconnection agreement between Frontier and Level 3 will be amended to incorporate 508 

certain other provisions from the Frontier and Level 3 interconnection agreement in West 509 

Virginia that address trunking capacity issues that Frontier and Level 3 have previously 510 

agreed upon. 511 

Q. Will the terms of the Comcast Stipulation and Level 3 Stipulation be available to 512 

other carriers in Illinois? 513 

A. Yes.  The terms of the Comcast Stipulation and Level 3 Stipulation will benefit not just 514 

Comcast and Level 3.  Because these stipulations involve prospective interconnection 515 

obligations governed by Section 251 of the Act, these substantive interconnection terms 516 

in the stipulations will be incorporated into an interconnection agreement amendment 517 

filed with the Commission and will be governed by the non-discrimination protections of 518 

the Act (including section 252(i)).  In other words, other carriers in Illinois will be able to 519 

receive the same benefits. 520 
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Q. Dr. Liu also recommended that the Commission make it a condition of approval 521 

that Frontier commit to bring the former Verizon South exchanges into compliance 522 

with Section 13-517 of the Public Utility Act within 24 months. 523 

A. Frontier has no objection to this condition.  Frontier is committed to expanding 524 

broadband availability in Illinois and will ensure that the Verizon South is in compliance 525 

with the Public Utility Act advanced services deployment requirements within two years 526 

following the closing of the proposed transaction. 527 

Q. In her rebuttal testimony, Staff witness Karen Chang recommended that the 528 

Commission impose a three-year cap on the retail rates that Frontier can charge 529 

under the tariffs in place for the VSTO exchanges in Illinois.  What is Frontier’s 530 

position? 531 

A. Ms. Chang was evaluating the transaction under Section 7-204(b)(7), to determine 532 

whether the proposed reorganization is likely to result in any adverse rates for retail 533 

customers.  Although Ms. Chang acknowledges that retail customers in the VSTO Illinois 534 

exchanges will be buying services under tariffs that are exactly the same after the closing 535 

as before, she is concerned that Frontier could amend those tariffs after acquiring the 536 

VSTO Illinois operating companies.  Therefore, in order to avoid any question under 537 

criteria (7), she recommends a condition capping retail rates for both non-competitive and 538 

competitive services for three years. 539 

 Frontier does not object to the cap with respect to the company’s noncompetitive 540 

services.  Frontier does not believe, however, that it would be appropriate to extend the 541 

cap to its competitive services.  By definition, the pricing for those services is constrained 542 

by competition with other carriers.  In the event that input costs for those services go up, 543 
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Frontier would expect all providers to raise their rates accordingly, albeit still subject to 544 

competitive pricing discipline.  If Frontier’s pricing for the VSTO Illinois exchanges 545 

were capped, Frontier might be forced to sell its services at a price that is below cost or 546 

below an appropriate return on investment, which would distort the market.  Frontier 547 

does not believe this would be a good policy outcome for Frontier or its competitors, and 548 

suggests the following modifications to M.s Chang’s proposal: 549 

Frontier shall cap all regulated noncompetitive retail rates (competitive and 550 
noncompetitive) for the former Verizon operating companies for three years from the 551 
date of closing of the proposed transaction.  After three years, Frontier may to propose 552 
noncompetitive and competitive retail rate increases.  However, in doing so, Frontier 553 
must present a rate case in order to make any noncompetitive rate increases.  554 

 If competitive services are excluded from the rate cap, Frontier can accept the condition 555 

as part of an approval. 556 

 Frontier also notes that Ms. Chang acknowledges that Frontier would be entitled to seek 557 

relief from this condition if Congress or the FCC made material changes to the 558 

intercarrier compensation regime or if there were other such exogenous changes that 559 

affect the market. 560 

 The transaction will not adversely impact the rates paid by Illinois retail customers.  With 561 

the inclusion of the condition proposed by Ms. Chang, as modified by Frontier, the 562 

Commission can further assure no adverse rate impacts. 563 

Q. Has Staff proposed any other conditions? 564 

A. Initially, Staff witness Stacy Ross asked the Joint Applicants to provide certain additional 565 

information so that the Commission could evaluate the impact of the proposed transaction 566 

on the provision of 911 and E911 services by Frontier after the closing of the proposed 567 
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transaction.  With the information that Frontier and Verizon provided to Staff through our 568 

rebuttal testimony, Ms. Ross recommended that the Commission grant New 569 

Communications of the Carolinas, Inc. (which will operate the former Verizon South 570 

exchanges) the necessary 911 authority.  Frontier agrees with this recommendation.  571 

III. FRONTIER IS AND WILL REMAIN FINANCIALLY SOUND 572 

Q. Have you reviewed the financial issues raised by intervenors in their rebuttal 573 

testimonies?34  574 

A. Yes, I have.  As stated in my previously-filed Rebuttal Testimony in this proceeding, 575 

Frontier believes that it will be one of the financially strongest non-Regional Bell 576 

Operating Company (“RBOC”) incumbent local exchange carriers (“ILECs”) in the 577 

country after the consummation of this transaction.  I contend that no rebuttal testimony 578 

by any intervenor has provided proof of any kind that contradicts the detailed evidence 579 

provided by Frontier about its operational, transactional and financial capabilities today 580 

and in the future.  Frontier operates nine incumbent local exchange carriers in Illinois and 581 

has experience in operating and providing service to customers across the state.  In 582 

addition, Frontier has demonstrated that the Verizon customers in Illinois and in the other 583 

VSTO areas will realize immediate benefits in terms of investment and the attention of 584 

local management.  Frontier has provided extensive evidence that it is a capable local 585 

exchange carrier, with a track record of investing in the deployment of advanced network 586 

capabilities in its service regions.  Further, Frontier has demonstrated that it is a skilled 587 

acquirer of local telephone properties, and that none of its previous acquisitions—large or 588 

small—have had problems in the transitions or at any time under the management of 589 

                                                 
34 See, Barber Rebuttal, Selwyn Rebuttal and King Rebuttal. 
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Frontier.  Finally, Frontier has demonstrated that its planned levels of capital 590 

expenditures per line will be superior to the historical levels dedicated by Verizon in 591 

serving customers in Illinois.  The rebuttal testimonies of the intervenors have raised 592 

specific issues about which I will respond, but none of those testimonies effectively 593 

contradicts the overwhelming evidence Frontier has filed in this proceeding. 594 

Q. Is IBEW witness Mr. Barber correct when he claims that Frontier has focused its 595 

testimony on how the transaction is financially good for Frontier, but does not focus 596 

on whether the transaction is favorable for the VSTO areas?35 597 

A. No, Mr. Barber is not correct.  Frontier has demonstrated to this Commission that 598 

Frontier has the capacity and intention to provide high-quality telephone and other 599 

advanced services to customers in the VSTO areas.36  Frontier has in fact shown that the 600 

VSTO territories will receive direct and tangible financial benefits in the form of 601 

increased dedicated investment.  As indicated in my Rebuttal Testimony, Frontier’s 602 

planned broadband investment will likely generate financial and economic benefits such 603 

as attracting new businesses, enabling existing businesses to expand, and improving 604 

quality of life, which create positive effects that ripple through local economies.  The 605 

focus on Frontier’s financial profile in the company’s testimonies is directed to assuring 606 

the Commission, Staff, and intervenors that Frontier is capable of fulfilling its promises 607 

to improve services for Illinois customers and, indeed, for all of the VSTO customer 608 

base.  The Commission should understand that diversified carriers, such as Verizon, 609 

direct their capital resources toward strategic growth objectives like wireless, which 610 

                                                 
35 Barber Rebuttal, p. 2, lines 31-41. 
36 See, e.g., McCarthy Rebuttal, p. 3, lines 51-53; p. 4, lines 64-93; p. 5, lines 108-112; p. 54, lines 1353-1356; p. 57, 
lines 1424-1442. 
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generated 69% of Verizon’s third quarter 2009 cash flow, and like FiOS in high density 611 

urban markets.  Other Verizon operations, such as the lower-density local exchange 612 

operations of VSTO in Illinois, must compete with these strategic growth businesses for 613 

capital.  Frontier’s strategic commitment to its markets, including the VSTO Illinois 614 

areas, is clear and without strategic conflict, and the proposed transaction will produce 615 

demonstrable public benefits for Illinois customers as set forth in my previous 616 

testimonies. 617 

Q. Can you respond to Mr. Barber’s assertion that Frontier is using incorrect leverage 618 

ratios in its testimony?37 619 

A. Yes, I can.  Mr. Barber is concerned that Frontier is using a 2008 pro forma basis in 620 

estimating leverage ratios and free cash flow for the combined company instead of ratios 621 

based on estimates from future years.  I respond that Frontier has supplied detailed and 622 

careful analyses so that this Commission can arrive at an informed approval of the 623 

proposed transaction.  The reality is that Frontier is a public company and, like most 624 

public companies, provides only limited forward-looking financial information in its 625 

published reports and press releases.  As such, when discussing the expected financial 626 

profile and performance of the combined company, Frontier uses the most recent 627 

comprehensive historical financial data as the basis for the pro forma analyses—in this 628 

case 2008 data.38  This approach of using historical data is common and standard when a 629 

public company enters into a transaction and creates pro forma analyses to better inform 630 

                                                 
37 Barber Rebuttal, p. 3, lines 58-61; p. 9, lines 170-195. 
38 While Frontier had released its financial results for the first quarter of 2009 at the time of the announcement of the 
proposed transaction (May 13, 2009), the most recent financial data for the VSTO operations at that time was for 
year end 2008.  As such, the pro forma financial data in the announcement materials was based on 2008 financial 
information.  
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the markets and other interested parties about the prospects for the combined entity.39  631 

Therefore, contrary to Mr. Barber’s testimony, there is no attempt by Frontier at 632 

“sleights-of-hand,” as the company is merely adhering to the common practices of 633 

publicly-traded companies involved in transactions. 634 

Q. Can you respond to Mr. Barber’s concern that Frontier is using incorrect leverage 635 

ratios to lead analysts into publishing that the company credit rating will approach 636 

investment-grade levels? 637 

A. Mr. Barber provides no support for his assertion that Frontier is attempting to mislead 638 

analysts and others with respect to the potential for achieving investment-grade status.  639 

Mr. Barber is correct that the pro forma ratios presented in public documents are based on 640 

historical data rather than forward-looking estimates.  However, the use of historical data 641 

in calculating pro forma estimates is well understood by financial analysts who cover the 642 

company’s equity and by credit rating agencies that provide guidance to debt holders.  643 

The commentaries of the financial analysts and credit rating agencies are based on 644 

detailed knowledge of the industry as reflected in Frontier’s various financials and the 645 

results of other comparable companies.  Mr. Barber’s claim that “Frontier is leading 646 

analysts, regulators, elected officials and the public”40 to conclusions they would not 647 

otherwise reach is without foundation.  And, Mr. Barber’s suggestion that Frontier sought 648 

to or was able to mislead Morgan Stanley’s senior telecommunications equity analyst is 649 

ridiculous on its face, as the analyst clearly has a long and distinguished history of 650 
                                                 
39 See, e.g., CenturyTel, Merger of CenturyTel and EMBARQ (October 27, 2008), (hereafter “CenturyTel-Embarq 
Presentation”), p. 8 (available at 
http://www.centurytelembarqmerger.com/pdf/presentations/CenturyTel_EMBARQ_IR_Presentation.pdf).  Note that 
all pro forma data are historical as of September 30, 2008, not forward-looking as Mr. Barber seems to believe 
should be the case.  
40 Barber Rebuttal, p. 4, lines 78-79.  



  Docket No. 09-0268 
FRONTIER EXHIBIT 8.0 (Public) 

 

 30

forming his own independent assessment of companies and transactions.41  In addition, it 651 

is a fact and is part of the record in this proceeding that Moody’s Investors Service and 652 

Fitch Ratings have put the company’s debt on “watch” for upgrade.  Again, I note that the 653 

credit rating agencies have taken that action with the assumed assessments of the relevant 654 

industry circumstances and the conventions of basing pro forma figures on reported 655 

historical financial data.  Also, even the slightly higher leverage ratios cited by Mr. 656 

Barber from the pro forma projection model are exceptionally good relative to other 657 

ratios in the independent ILEC industry.  Specifically, the projected forward-looking 658 

ratios for Frontier are better than the mid-year 2009 leverage ratios of every major carrier 659 

except AT&T, Verizon and CenturyLink.42  The leverage ratios in the pro forma model 660 

clearly move Frontier closer to an investment-grade credit rating (understanding that 661 

numerous factors beyond a company’s leverage ratio are factored into its credit rating).  662 

Finally and importantly, it is significant that Mr. Barber never asserts that the pro forma 663 

leverage ratios in the projection model are indicative of a financially weak operator.   664 

Q. Can you respond to Mr. Barber’s concerns related to Frontier’s calculation of free 665 

cash flow? 666 

A. Yes.  Mr. Barber points to two perceived “problems” with Frontier’s presentation of free 667 

cash flows which he then disputes on the basis of unconventional calculations.  First, he 668 

argues that the free cash flow presentations should not be based on 2008 pro forma 669 

figures.43  As I explained above, Frontier supplied financial information based on 670 

historical data as is common in the industry.  For example, the S-4 Proxy Statement 671 
                                                 
41 Barber Rebuttal, p. 3, lines 52-59.  
42 See, McCarthy Rebuttal, p. 26, Table 2. 
43 Barber Rebuttal, p. 9, lines 174-184. 
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includes a presentation of the full level of cost savings and synergy expectations 672 

compared with 2008 VSTO cash operating expenses.44  In addition, I note that Mr. 673 

Barber chooses to use the combined company’s projected 2013 free cash flow (next to the 674 

last projected year) in his comparison with the published 2008 pro forma figures instead 675 

of the 2014 free cash flow estimate, which is more than $60 million higher.  Mr. Barber’s 676 

selective approach results in more exaggerated comparisons.  Finally, Mr. Barber fails to 677 

inform the Commission that Frontier’s projected free cash flow in the pro forma model 678 

consistently is growing after 2010 and that, as of 2014, the company’s dividend payout 679 

ratio is below 50% as a result of the high level of free cash flow being generated.  Mr. 680 

Barber’s use of data from the pro forma model distorts a view that is otherwise very 681 

positive. 682 

Q. Can you comment on Mr. Barber’s calculation of free cash flow?  683 

A. Yes, I can.  I will not belabor Mr. Barber’s representation of free cash flow after 684 

dividends and share repurchases, which is not the standard or typical free cash flow 685 

calculation.  However, I note that Mr. Barber is trying to argue that Frontier will not have 686 

sufficient cash flows.  Mr. Barber is attempting to establish a conflict between 687 

shareholders and the underlying business in terms of uses of cash flows.  First, Mr. 688 

Barber’s calculation is unusual as free cash flow estimations typically do not include 689 

dividends or share repurchases.  The simple answer is that a free cash flow calculation is 690 

a computation of the discretionary cash available after taking into account all cash uses 691 

required to run the business (operating costs, capital expenditures, cash taxes, cash 692 

                                                 
44 Frontier Exhibit 2.10, Frontier Form 424B, Proxy/Prospectus (September 16, 2009) (hereafter “Frontier Proxy”), 
p. 155. 
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interest expense, and changes in working capital).  While some analysts adjust for 693 

ordinary dividends based on publicly announced dividend policies in their computation of 694 

free cash flows, it is out of the ordinary to reduce free cash flow by deducting share 695 

repurchases since those payments are entirely discretionary.  Share repurchases are not 696 

required to operate and fund the business.  A company like Frontier will assess its free 697 

cash flow and then determine what the best use is for those monies—whether to invest 698 

the excess in securities, to fund new growth opportunities, to repay debt, to raise dividend 699 

levels, or engage in share repurchases.  Mr. Barber’s computation of free cash flow to 700 

include share repurchases is not only unusual, it is also leads to incorrect conclusions in 701 

assessing Frontier’s financial capabilities.45  Frontier is generating significant free cash 702 

flow, even after dividends, to fund share repurchases or to apply to other discretionary 703 

uses, and this capacity indicates that the company will have substantial financial 704 

flexibility. 705 

Q. Can you comment regarding Mr. Barber’s testimony that Frontier is exaggerating 706 

the differences between the Frontier-Verizon transaction and the FairPoint-Verizon 707 

transaction?46 708 

A. Yes, I can.  Mr. Barber continues to assert that the Frontier transaction is similar to the 709 

FairPoint transaction, and therefore, that the FairPoint experience is somehow predictive 710 

of the likely risks or outcome of the proposed transaction.  Mr. Barber points to what he 711 

sees as one similarity between the two combinations, as FairPoint also reported that its 712 

merger would result in lower leverage for the acquirer; in that case, the lower leverage 713 

                                                 
45 Barber Rebuttal, p. 9, line 185 to p. 10, line 195. 
46 Barber Rebuttal, p. 5, lines 86 ff. 
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was projected to be a reduction from 4.5x to 4.1x.47  I respond that there is no similarity 714 

when Frontier is estimating that, on a pro forma basis using 2008 figures, its leverage 715 

ratio is improving from 3.8x to 2.6x without synergies and 2.2x with synergies.  The 716 

FairPoint reduction was expected to be relatively small (from 4.5x to 4.1x) and the 717 

targeted pro forma FairPoint leverage of 4.1x was still fairly high.  By contrast, Frontier 718 

starts with a year end 2008 leverage ratio of 3.8x (below FairPoint’s targeted pro forma 719 

leverage of 4.1x), with the transaction resulting in meaningful reductions in pro forma 720 

leverage as noted above.  Further, the Frontier pro forma leverage ratio declines by 1.2x 721 

EBITDA without synergies and 1.6x EBITDA with synergies—significantly greater than 722 

the 0.4x expected in the FairPoint transaction.  In suggesting that the two transactions are 723 

similar, Mr. Barber’s testimony fails to address the magnitude of the change in leverage 724 

in the Frontier transaction and the benefit of the targeted pro forma leverage ratio, which 725 

approaches investment-grade ratings. 726 

 Mr. Barber goes on to note that both transactions “included significant cutover and 727 

integration risks, as is well documented in the SEC disclosures for both deals.”48  I have 728 

testified, first, that the SEC “risk factors” and other disclosures are general risks that are 729 

listed by companies to protect themselves and fully inform investors of potential negative 730 

events, regardless of how small is the probability that the events actually will occur.  As 731 

such, Mr. Barber is overreaching when he states that the cut-over and integration risks are 732 

“well-documented” in the SEC filing.  Second, as has been well-documented and 733 

discussed at length in the testimonies in this proceeding, the problems in the FairPoint 734 

                                                 
47 Barber Rebuttal, p. 5, lines 92-95. 
48 Barber Rebuttal, p. 5, lines 96-98. 
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transaction arose specifically from the requirement to implement and attempt to use 735 

entirely newly developed and unproven operational support systems.  I know of no 736 

instance where there has been a failure in the transition of back-office systems when the 737 

acquirer already owned functioning systems or existing systems were transferred by the 738 

other party.  The facts are entirely different here as no new systems development or 739 

implementation will occur with respect to customers receiving service in Illinois.   740 

 Mr. Barber also asserts that, similar to the way in which FairPoint “watched helplessly as 741 

cable competitors in particular eroded the Verizon Northern New England landline 742 

business, Frontier is apparently witnessing the same types of erosion in the VSTO 743 

markets.”49  Mr. Barber cites to a December 2, 2009 conference presentation by Mr. 744 

Donald Shassian, Frontier’s CFO.  However, the import of Mr. Shassian’s comments 745 

about the VSTO operations is nothing like what Mr. Barber suggests, as Frontier found 746 

the overall VSTO line losses were less than expected and the only places where 747 

competition was somewhat greater was in Oregon and Washington.50  In addition, in 748 

addressing the reported performance of the VSTO operations, the Morgan Stanley 749 

analyst, previously wrote: “Spinco operational trends are weak, yet 2Q results exceeded 750 

                                                 
49 Barber Rebuttal, p. 5, lines 98-100. 
50 See Barber Rebuttal, footnote 8; see, also, Donald Shassian at the Bank of America-Merrill Lynch Credit 
Conference on December 2, 2009, as reported in Frontier SEC Form 425, filed December 11, 2009, pp. 6 and 7.  
The only quote to cable competition in the Verizon properties is: “And actually because [access line losses in the 
VSTO properties] performed a little bit better in the first quarter than we anticipated. Notwithstanding that, yes, you 
are right. There was a sequential, a little bit of softness.  There are certain markets though where competitors have 
been taking advantage of the situation saying that Verizon is leaving and therefore come back to whoever we are, 
the cable company.  It's difficult for Verizon to do an advertising campaign to talk for us and likewise we can't go 
into the marketplace and advertise because we don't have regulatory approvals yet.  And that is sort of punching a 
regulator in the chest which you don't want to do. You don't want to be presumptuous you are going to get an 
approval, so we are silent in many of these markets.  So there is some competitive forays that are going on in some 
of these markets, specifically in Oregon and Washington. The best that we have been able to tell Verizon is 
continuing to put the marketing activities in place and doing things they can do but they are not being extra 
aggressive as they would be doing otherwise. So I think the softness is coming from some competitive forays.” 
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management’s expectations. . . . Importantly, margins are expected to be stable at +45%. . 751 

. . Revenue synergies have not been laid out, yet low broadband penetration (62% v 92% 752 

at legacy [Frontier]) points to potential revenue upside.”51  Similarly, Frank Louthan at 753 

Raymond James recently explained: 754 

 “The transaction appears to be on track for closing, with management reporting that the 755 
SpinCo properties are performing in-line with its expectations.  Verizon filed an 8-k this 756 
week that outlined some financial information regarding the deal, and it appears to be 757 
more favorable than many investors feared at the outset.  We believe that management 758 
has realistic expectations regarding its ability to effect changes in the revenue and cash 759 
flow characteristics of the Spinco markets, and that it will be successful in the 760 
transaction.”52   761 

 As these analysts are indicating, the recent VSTO results are in the range that the Frontier 762 

management team had assumed and, far from questioning Frontier’s financial potential, 763 

the Morgan Stanley analyst believes there may be an opportunity to improve revenues 764 

further.   765 

 Mr. Barber is incorrect in stating that Frontier has exaggerated the differences between 766 

the proposed transaction and the FairPoint transaction.  The reality is that, for the Frontier 767 

transaction, the leverage is meaningfully lower (both before the transaction and on a pro 768 

forma basis), the back-office systems are fully-functional and proven systems (not newly 769 

developed systems), and the level of competitive impact prior to closing is not out of line 770 

with what Frontier anticipated. 771 

                                                 
51 Frontier Exhibit 8.5, Simon Flannery, “Merger Integration on Track; Flow Back an Overhang”, Morgan Stanley 
Research, August 14, 2009. 
52 Frontier Exhibit 8.9, Frank Louthan, FTR: Notes from the Road, Raymond James U.S. Research, December 4, 
2009. 
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Q. Can you comment on Mr. Barber’s testimony that no analyst has raised his or her 772 

rating on Frontier’s stock and that one firm, D.A. Davidson & Company (“D.A. 773 

Davidson”), downgraded the stock from Neutral to Underperform?”53 774 

A. Yes, I can.  First, Frontier’s stock is unlikely to appreciate significantly in the near term.  775 

The reason is simple.  There are uncertainties and risks surrounding regulatory approvals 776 

of a pending transaction, and there is a collar on the share price that will be used to 777 

determine the final transaction consideration.  The effect is to limit the near-term 778 

potential for the stock.  Investors in the public financial markets understand these facts, as 779 

they choose among a multitude of securities, and in this case recognize that they must 780 

factor the near-term uncertainties.  Second, with respect to the D.A. Davidson 781 

downgrade, it is clear that the analyst is downgrading the stock because she believes it is 782 

likely that, for a variety of reasons, a meaningful percentage of Verizon shareholders will 783 

sell the Frontier shares they receive after the consummation of the transaction.  I point out 784 

that this “selling pressure” is an assumption on the analyst’s part.  While some Verizon 785 

shareholders may sell, it is also likely that many will choose to hold their Frontier stock.  786 

Frontier is confident that there will be demand for its shares and that the selling pressures 787 

will be relatively brief.54  The D.A. Davidson analyst, based on a temporary technical risk 788 

that there will be “selling pressure,” is advising investors to “move to the sidelines and 789 

avoid the stock turbulence” with the potential to buy the stock at lower levels.  It is also 790 

                                                 
53 Barber Rebuttal, p. 6, lines 104-110.  I would like to point out, as Mr. Barber’s citation might be confusing to 
some, that Barron’s did not downgrade the stock, but merely republished the D.A. Davidson report.  Barron’s does 
not issue ratings on stocks. 
54 For perspective, Morgan Stanley reports that in the Embarq spin-off from Sprint (where Sprint shareholders 
received Embarq shares), it took approximately 80 days for Embarq’s stock to rebound to its opening price, and in 
the Windstream spin-off from Alltel (where Alltel shareholders received Windstream shares), Windstream’s shares 
appreciated 13% in its first 20 trading days.  Frontier Exhibit 8.6, Simon Flannery, Frontier 3Q09 Preview: Spinco 
Approval Process in Focus, Morgan Stanley Research, October 30, 2009. 
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noteworthy that the D.A. Davidson analyst covers four ILEC stocks and has 791 

“Underperform” ratings on three of the four.  Therefore, it is clear that the analyst has 792 

concerns that apply more broadly to the industry; macro concerns typically impact an 793 

analyst’s perspective on individual companies within an industry.  Third, by contrast with 794 

the D.A. Davidson analyst selectively chosen by Mr. Barber, multiple other highly-rated 795 

and regarded analysts cover Frontier and have more constructive perspectives on the 796 

company and the transaction.  Of the fifteen analysts that publish equity research on 797 

Frontier, the average price target is $8, almost 30% higher than the target published by 798 

the D.A. Davidson analyst.  For example, on December 15, 2009, Morgan Stanley issued 799 

a favorable research report that showed that Frontier’s stock, pro forma for the Verizon 800 

transaction, could trade at $12.33, a full 65% higher than its current price.55  In fact, as 801 

Mr. Barber admits, “many [analysts and ratings agencies] have indicated a review with 802 

positive implications.”56  Further illustrating the financial community’s generally positive 803 

perception of Frontier and of the transaction, analysts who have followed Frontier’s 804 

shares for nearly a decade, issued notes after third quarter earnings were reported that 805 

included the following observations: 806 

 Simon Flannery of Morgan Stanley (October 30, 2009): 807 

 “…we still believe that Frontier should emerge a stronger company. 808 
Overall, we like the sizeable cost synergy potential and believe that Spinco’s 809 
low broadband penetration (62.5% vs. FTR’s 92%) and relatively less 810 
crowded competitive environment could provide some revenue upside” 811 

 “Dividend, both pre- and post-closing, is well supported.  Post-closing, the 812 
25% dividend cut (which would lead to a payout of FCF below 50%) along 813 
with investment grade credit-like metrics, should be supportive. Furthermore, 814 

                                                 
55 Frontier Exhibit 8.7, Simon Flannery, Telecom High-Yielding Telecom Stocks Revert to Normal Spreads over 
Bonds, Morgan Stanley Research, December 15, 2009. 
56 Barber Rebuttal, p. 6, lines 108-109. 
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strict cost control combined with the $500mn synergies should help FTR 815 
maintain its profitability.” 816 

“Footprint is defensive (industry line loss trends are improving). The 817 
Spinco properties are underserved, leaving opportunity in broadband.”57 818 

 Christopher King of Stifel Nicolaus (October 30, 2009):  819 

“While we have seen union posturing regarding comparisons to Verizon's 820 
divestiture of wireline assets to Fairpoint Communications, we continue to see 821 
a strong case being made in favor of approving this acquisition, from the 822 
healthy delevering at Frontier, to the reduction in the company's dividend 823 
payout, to the capital commitments that Frontier management has laid out 824 
publicly. Frontier expects to spend approximately 12% of revenues on capex 825 
in the newly-acquired properties, plus an additional $100 million per year for 826 
three years after closing for plant upgrades.” 827 

“With the company's shareholders enjoying a 13.8% dividend yield at 828 
current levels, until the deal closes, and even after the deal closes, 829 
shareholders are expected to receive a 10.3% dividend yield with an 830 
investment-grade-like balance sheet and one of the lowest payout ratios in the 831 
industry.  As such, we believe Frontier remains one of the more compelling 832 
opportunities in the RLEC sector. We reiterate our Buy rating on the name, 833 
and our $12.50 target price represents an 8.0% dividend yield.”58 834 

 Frank Louthan of Raymond James (December 4, 2009):  835 

“We continue to view Frontier as a very solid investment, but with 836 
relatively low appreciation over the next few months ahead of the merger with 837 
Verizon’s properties. We expect state regulatory approval announcements to 838 
help boost interest in the name as well. We believe that patient investors will 839 
be rewarded for holding shares of Frontier.” 59 840 

                                                 
57 Frontier Exhibit 8.6, Simon Flannery, 3Q09 Preview: Spinco Approval Process in Focus, Morgan Stanley 
Research, October 30, 2009. 
58 Frontier Exhibit 8.8, Christopher King, Frontier Communications Corporation: Receives 3 of 9 State Approvals 
Needed for VZ Deal, Stifel Nicolaus, October 30, 2009. 
59 Frontier Exhibit 8.9, Frank Louthan, FTR: Notes from the Road, Raymond James U.S. Research, December 4, 
2009. Mr. Louthan also stated:  “We believe that management has realistic expectations regarding its ability to effect 
changes in the revenue and cash flow characteristics of the Spinco markets, and that it will be successful in the 
transaction.” 



  Docket No. 09-0268 
FRONTIER EXHIBIT 8.0 (Public) 

 

 39

Q. Can you respond to Mr. Barber’s discussion regarding certain of the VSTO 841 

operating subsidiaries’ debt being placed on “negative” watch by two credit rating 842 

agencies at the time the transaction was announced in May 2009?60 843 

A. Yes.  Mr. Barber is correct that the rating agencies placed certain direct debt of the VSTO 844 

operating companies on a negative watch in May 2009.  However, Mr. Barber fails to 845 

address the fact that these VSTO operating company ratings, even if downgraded, will 846 

not matter to Illinois customers.  Frontier’s debt is issued at the parent level and the 847 

ratings on the individual operating companies do not affect the pricing of the company’s 848 

debt.  In addition, at this time the VSTO operating companies have debt obligations of 849 

$625 million, as Mr. Barber notes.  However, it is anticipated that $200 million in debt 850 

due February 15, 2010 will mature and be retired prior to the merger closing date.61  As a 851 

result, Frontier and Verizon anticipate that the indebtedness of the VSTO operating 852 

companies will be $425 million at closing.  However, if the closing occurs after June 1, 853 

2010, $175 million in debt will mature and be retired at that time, in which case the 854 

VSTO operating companies’ debt at closing will be $250 million.  As such, the amount of 855 

debt impacted by any subsidiary ratings change, should a change occur, will be relatively 856 

small.  Second, as explained above Frontier is committed to leaving rates for 857 

noncompetitive services in Illinois unchanged, consistent with the conditions proposed 858 

above.  Thus, the fact that debt might be priced at a higher or lower level will have no 859 

effect on Illinois customers, as debt costs will not be used to adjust customer rates.  860 

Third, based on strong cash flows, Frontier expects to have a leverage ratio that is among 861 

                                                 
60 Barber Rebuttal, p. 3, lines 42-50. 
61 Frontier Exhibit 2.10 (accompanying McCarthy Rebuttal testimony dated November 13, 2009) Frontier Form 
424B, Proxy/Prospectus (September 16, 2009) at p. 111 (also available at:  
http://www.sec.gov/Archives/edgar/data/20520/000119312509194390/0001193125-09-194390-index.htm). 
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the best in the industry.  Accordingly, slightly higher debt costs—if they occur—will not 862 

limit the company’s ability to provide good service quality and meet operating and 863 

capital commitments.  Finally, if Mr. Barber is correct that a “negative” watch is the 864 

cause for concern at the operating subsidiary level, then by the same logic a “positive” 865 

watch is a cause for greater optimism at the parent level.  As previously explained, two of 866 

the rating agencies have placed Frontier on “positive” credit watch.  It is also important to 867 

note regarding Frontier’s stock and bond ratings, as Mr. Barber is forced to concede, that 868 

“many [analysts/rating agencies] have indicated a review with positive implications.”62  869 

In summary, the potentially lower credit ratings at the VSTO operating company level are 870 

effectively a non-issue and certainly do not establish any financial harm to the VSTO 871 

Illinois operations. 872 

Q. Can you respond to Mr. Barber’s comments regarding which Verizon leverage ratio 873 

should be used in comparison with the Frontier holding company leverage?  874 

A. Yes.  Mr. Barber attempts to complicate and confuse the analysis of the comparable 875 

leverage ratios.  As I explained in my Rebuttal Testimony, Verizon reported a leverage 876 

ratio of 1.8x at the end of June 2009.63  Mr. Barber has attempted to rebut my testimony 877 

by noting that significant portions of Verizon’s debt are related to its wireless operations, 878 

and therefore he suggests that the wireline operations should be imputed a leverage ratio 879 

that is lower than the consolidated entity.64  My response to Mr. Barber is that 880 

                                                 
62 Id. 
63 McCarthy Rebuttal, p. 26, lines 657-659.   
64 Barber Rebuttal, p. 12, line 227 to p. 13, line 249. 
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imputations of leverage (excluding or including wireless) can always be challenged,65 so 881 

Frontier has used the “reported” leverage ratios of the two parent companies in its 882 

testimony to provide a truly comparable set of figures.  It is beyond dispute that the 883 

Verizon wireline operations must contribute to supporting, directly or indirectly, the 884 

combined debt of Verizon and its subsidiaries.  I note that Frontier provided the 885 

appropriate comparison of parent-company leverage ratios in response to Mr. Barber’s 886 

presentation that compared the leverage ratio of the VSTO operating company with the 887 

Frontier holding company ratio.  I reiterate now that the appropriate leverage ratio 888 

comparison, if such a comparison is even relevant in this proceeding, should be holding 889 

company compared with holding company. 890 

Q. Is Mr. Barber correct that Verizon’s wireline-only leverage ratio, and implicitly its 891 

credit rating, would be better than that of Frontier?66 892 

A. Not necessarily, but neither I nor Mr. Barber are experts on the complexities of Verizon’s 893 

intercompany financial statements or the formulation of credit ratings.  It is speculative to 894 

segregate an integrated carrier’s financial statements as Mr. Barber has attempted.  But, if 895 

such a segregation were to occur, it should be noted that a credit rating agency would 896 

evaluate Verizon’s wireline operations’ pace of access line losses that are higher than 897 

Frontier’s, the elevated risks associated with substantial capital investment in fiber-to-898 

the-home, and the exposure to stricter RBOC regulation.  It may be that the credit rating 899 

of Verizon’s standalone wireline operations, excluding wireless and enterprise services, 900 
                                                 
65 For example, on a proportionate basis, Verizon’s net leverage ratio at June 30, 2009, was 2.0 times.  The 
“proportionate basis” calculation adjusts for the fact that Verizon owns only 55% of Verizon Wireless, while 
reported consolidated financial statements reflect 100% of Verizon Wireless’ results and balance sheet.  The 
adjustment requires reducing Verizon’s reported consolidated EBITDA by 45% of Verizon Wireless’ EBITDA and 
also reducing Verizon’s reported consolidated net debt by 45% of Verizon Wireless’ net debt. 
66 Barber Rebuttal, p. 13, lines 244-249. 
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would be closer to Frontier’s.  The exercise is speculative, but Mr. Barber’s imputation 901 

might result in a comparison that renders Frontier’s ratings as relatively better than even 902 

the current parent-company comparisons.   903 

Q. Can you address Mr. Barber’s further discussion of his limited scenario analyses 904 

using Frontier’s pro forma projection model?67  905 

A. Yes.  Mr. Barber claims, without evidence, that Frontier may be too optimistic about the 906 

revenue/expense outlook, the transition to already-functioning operating systems, or the 907 

condition of the VSTO plant.  Mr. Barber then suggests that the company should be 908 

concerned about a reduction of 50% of cash flows, after dividends, as he has proposed in 909 

a sensitivity analysis that eliminates all assumed synergies in his Rebuttal Testimony.  910 

Initially, I will reiterate my previous testimony that Frontier does not believe Mr. 911 

Barber’s “scenario” is realistic, and the company is comfortable that it can achieve the 912 

results reflected in its Base Case pro forma projections.  The answer to Mr. Barber is that 913 

Frontier and its management would be displeased with any such scenario where the 914 

company underperforms its cash flow goals by this magnitude.  However, Mr. Barber 915 

seeks to have the Commission believe that such a scenario would place Frontier in 916 

significant financial distress.  The data from the pro forma model tell a different story.  917 

Even using Mr. Barber’s scenario—reflecting around a 50% reduction in post-dividend 918 

cash flows—Frontier would still generate over a billion dollars in cumulative free cash 919 

flow after funding operating expenses, taxes, interest expense, dividends and planned 920 

capital expenditures, over the projection period.       921 

            922 

                                                 
67 Barber Rebuttal, p. 14, line 263 to p. 15, line 283. 
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                      923 

but that are well within industry norms and certainly are not indicative of financial 924 

distress.  Frontier asserts that Mr. Barber’s extreme stress testing of the model is itself a 925 

proof that Frontier can operate within its plan and still generate positive cash flows and a 926 

sound financial profile. 927 

 In addition, Mr. Barber raises a concern about the combined companies’ 2011 and 2012 928 

payout ratios using the Wall Street Scenario found in Frontier’s pro forma model.  I note, 929 

as Mr. Barber is not explicit, that in this discussion he is referring to a version of the Wall 930 

Street Scenario that he created with the additional change that he has excluded all 931 

synergies.             932 

            933 

            934 

                        935 

Again, Mr. Barber attempts to stoke fears about potential financial distress, but the data 936 

in his own extreme scenarios are supportive of the opposite conclusion, which is that 937 

Frontier is a strong carrier with the capacity to manage extraordinarily adverse financial 938 

pressures. 939 
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Q. DoD witness Mr. King raises concerns about Frontier’s dividend policy, indicating 940 

that returns of capital to shareholders (dividends and share repurchases) are 941 

excessive and implies the policy might “drive the company into the ground” because 942 

book equity is declining.68  Can you address Mr. King’s claims in this regard?  943 

A. Yes.  Mr. King appears to base his concerns about Frontier’s dividend policy and stock 944 

repurchases on his perception of two primary factors: (i) that Frontier’s book equity has 945 

been declining which drives a “deterioration” in the debt-to-book equity mix, and (ii) that 946 

the cost of Frontier’s debt is “straining [its] cash resources.”  Regarding the first of Mr. 947 

King’s arguments, as I stated in my Rebuttal Testimony, the financial markets value 948 

equity on the basis of cash flows, not on book accounting entries.69  As a result, it is not 949 

uncommon for publicly-traded companies to have negative or declining book 950 

equity/tangible net worth and still have significant market equity values.  My Rebuttal 951 

Testimony also established that independent professional financial analysts do not appear 952 

to be concerned with a trend of declining book equity value.70  However, Mr. King 953 

believes that the trend for the debt-to-book equity ratio is cause for concern.  I will 954 

reiterate in response that, as the markets and independent analysts are indicating, ILECs 955 

are judged and valued on the basis of cash flows.  Therefore, when assessing trends in 956 

leverage, analysts and ratings agencies focus on the ratio of net debt-to-operating cash 957 

flows (EBITDA).  Using the common approach (based on net debt-to-EBITDA) to assess 958 

leverage, one discovers that Frontier’s leverage ratio was approximately 3.6 times at year 959 

end 2005 and was 3.9 times at September 30, 2009.  So, over a period spanning almost 960 

                                                 
68 King Rebuttal, p. 3, line 48 to p. 4, line 74.   
69 McCarthy Rebuttal, p. 65, lines 1601-1602. 
70 McCarthy Rebuttal, p. 65, lines 1603-1615. 



  Docket No. 09-0268 
FRONTIER EXHIBIT 8.0 (Public) 

 

 45

five years, Frontier’s leverage ratio has increased by a total of 0.3 times.  I contend that 961 

this very modest increase in leverage does not reflect the “steady deterioration” in 962 

Frontier’s financial condition that might “drive the company into the ground” as Mr. 963 

King suggests. 964 

Turning to Mr. King’s second argument, I note that his cash flow analysis is flawed.  Mr. 965 

King states that his concern is that Frontier’s cash resources are being strained by debt 966 

costs, dividend payments and share repurchases.  He then proceeds to create on page 4 of 967 

his testimony a table based on selected items from Frontier’s cash flow statements that 968 

purport to generate some sort of hybrid proxy for free cash flow that he labels “Net 969 

Recurring Cash Flow.”  Frontier does not agree that Mr. King’s approach is correct or in 970 

any way calculates a true approximation of free cash flow, as he double counts certain 971 

items and has other misstatements, and then he omits major cash items such as capital 972 

expenditures and other investing activities.  A more appropriate representation of 973 

Frontier’s historical free cash flows can be found in Table 4 in my Rebuttal Testimony.71 974 

These annual free cash flows after dividends, as reflected in Table 4 in my Rebuttal 975 

Testimony, provide meaningful discretionary cash flow for other appropriate uses, such 976 

as share repurchases, debt reduction, or additional capital investment.  977 

I note also that Morgan Stanley’s analyst, Simon Flannery, released a report that 978 

evaluates dividend yields in the ILEC industry, and he provides an analysis and graphic 979 

that illustrates Frontier’s very low pro forma estimated payout ratio relative to those of 980 

                                                 
71 McCarthy Rebuttal, p. 76, 1876-1879. 
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the company’s peers as well as those of Verizon and AT&T.72  Contrary to Mr. King’s 981 

testimony, Frontier’s current financial health is very sound, as the company is generating 982 

annual free cash flows after funding operating expenses, cash taxes, cash interest 983 

expense, and planned capital expenditures that consistently are well in excess of its 984 

dividend payments. 985 

Q. Is Mr. King correct that there has been a strain on Frontier’s cash resources in 986 

recent years? 987 

No.  Mr. King suggests a concern that from 2005 to 2008 there has been some sort of 988 

“strain” on Frontier’s “cash resources.”73  Rather than attempting to respond to the 989 

calculations reflected in Mr. King’s table, the easiest approach is to review Frontier’s 990 

cash balance at the beginning of 2005 compared to its cash at the end of 2008.  If Mr. 991 

King had taken this straightforward approach, he would have noted that Frontier’s cash 992 

balance at the end of 2008 ($163.6 million) was a mere $4.5 million lower than it was at 993 

the beginning of 2005 ($168.1 million).  As such, it is clear that Frontier’s dividends and 994 

share repurchases have in no way been “straining [its] cash resources.”  Moreover, as I 995 

explained in my Rebuttal Testimony, from 2005 through 2008, Frontier generated free 996 

cash flows that ranged from approximately $493 million to $562 million annually.  In 997 

addition, Frontier consistently generated free cash flow after dividends at annual levels 998 

ranging from $175 million to $238 million.  Frontier’s historical data demonstrate a 999 

financially sound business approach that strikes an appropriate balance among funding 1000 

                                                 
72 Exhibit DM-8.7, Simon Flannery, Telecom High-Yielding Telecom Stocks Revert to Normal Spreads over Bonds, 
Morgan Stanley Research, December 15, 2009; Mr. Flannery provides payout ratios for Verizon (70%), AT&T 
(69%), Windstream (60%), CenturyLink (56%), pro forma Frontier (53%), and Qwest (42%). 
73 King Rebuttal, p. 3, line 66. 
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operations, investing in the network (including making broadband available to over 90% 1001 

of its customers), and providing required returns to capital providers.   1002 

Q. Is Mr. King correct in asserting that Frontier’s dividend yield should be used to 1003 

assess company-specific market perspectives on Frontier’s business and financial 1004 

prospects?74  1005 

A. No.  Mr. King asserts that “[t]he message from [the King Attachment A] ranking is that 1006 

of all the [S&P] 500 companies, investors have the least confidence in Frontier’s 1007 

potential for appreciation . . .”75  I respond, first, that Frontier’s dividend yield is distorted 1008 

in Mr. King’s presentation as the market is certainly factoring that Frontier has already 1009 

announced a planned reduction in dividend payments.  Mr. King’s Attachment A lists the 1010 

forward dividend as $0.9375, which assumes one period at the lower quarterly rate per 1011 

share of $0.1875 ($0.75 divided by 4).76  However, the financial markets assume a 1012 

sustainable dividend yield for companies that extends well past the current year, and 1013 

therefore the calculated dividend yield of 11.20% is too high as a comparison with other 1014 

equity yields (because the markets are assuming a forward-looking dividend of $0.75 that 1015 

is lower than $0.9375 used by Mr. King).  Second, it is notable that the table in Mr. 1016 

King’s attachment lists all of the major ILECs in the top 16 dividend yields out of the 500 1017 

stocks in the S&P 500.  AT&T is twelfth and Verizon is sixteenth, in spite of their solid 1018 

credit ratings, strong market position, and wireless growth potential.  In addition, 1019 

Windstream is second on the list, Qwest is third, and CenturyLink is fifth.  That is, four 1020 

                                                 
74 King Rebuttal. P. 4, lines 76-86 and Attachment A. 
75 King Rebuttal, p. 4, lines 82-83. 
76 Note that, in any event, assuming the transaction closes at the end of the second quarter of 2010, the dividend 
should include two quarters at the historical $1.00 annual rate and two quarters at the new $0.75 annual rate, for a 
blended annual rate of $0.8750, not the $0.9375 used in the ranking in Attachment A. 
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of the top five dividend yields are ILECs and the two major RBOCs are included in the 1021 

top sixteen.  The table tells the experienced financial observer that dividends are critical 1022 

for ILECs and that the relatively high yields are industry-wide rather than company-1023 

specific. This chart is instructive, but it is not a reflection on Frontier, as much as it is an 1024 

indication about investors’ concerns regarding the ILEC industry.77  Third, Mr. King fails 1025 

to understand that investors are seeking equities that are likely to appreciate in the near 1026 

term.  Frontier’s potential for price appreciation is significantly constrained in the near 1027 

term by the uncertainty about the approval of the transaction and by the collar imposed 1028 

on the stock price in the acquisition.  Thus, investors are pricing incremental risk in 1029 

Frontier’s stock compared with other ILECs and other companies in the S&P 500.  The 1030 

summary insight is that Mr. King’s “message” that Frontier’s yield is evidence of 1031 

excessive dividends is not correct, as the chart uses the wrong dividend, overlooks the 1032 

industry-specific commentary, and glosses over the transaction-imposed constraints on 1033 

the share price. 1034 

IV. OTHER ISSUES RAISED BY INTERVENORS 1035 

Q. Is Ms. Baldwin correct in her estimation that the absence of federal high cost 1036 

support for the VSTO Illinois service region means that Frontier will be unable 1037 

financially to deploy broadband?78   1038 

A. No.  Frontier has clearly indicated that it will increase non-FiOS capital investment in the 1039 

VSTO properties, including Illinois.  The VSTO territories are typically denser and less 1040 

                                                 
77 Morgan Stanley reinforces the conclusion that the yields are reflective of the industry by indicating that, “Telecom 
is one of only two sectors in the S&P 500 with a dividend yield above 3%.”  Frontier Exhibit 8.7, Simon Flannery, 
Telecom Services: High-Yielding Telecom Stocks Revert to Normal Spreads over Bonds, Morgan Stanley Research, 
December 15, 2009. 
78 Baldwin Rebuttal, pp. 13-15.  Ms. Baldwin also asserts that “Frontier’s pre-transaction interest in deploying 
broadband is not the same as its financial ability to do so post-transaction.” Baldwin, p. 13, lines 263-264. 
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costly to serve than Frontier’s existing operations.  Indeed, the difference in federal high 1041 

cost funding between Frontier and Verizon is directly tied to this fact.  As such, there is 1042 

less need for USF “support” dollars to economically justify incremental broadband 1043 

deployment.  However, the fact is that even in the higher cost areas Frontier currently 1044 

serves, Frontier has made broadband more widely available than Verizon.  As explained 1045 

in my previous testimonies and above, Frontier will have the financial strength to meet 1046 

that plan even if negative unforeseen factors affect its operations.  Also, my testimony 1047 

asserts that Frontier views broadband as the core product for its future business, so it is a 1048 

strategic objective that the company executes on its deployment plans.  1049 

Q. Is the calculation of Verizon’s historical per-line capital expenditures for the VSTO 1050 

areas “misleading” as Ms. Baldwin claims?79   1051 

A. No.  Ms. Baldwin states that she is focused on Verizon’s ability to invest, and she states 1052 

that the data are relevant because the higher capital commitment provides “evidence of 1053 

Verizon’s financial resources and ability to upgrade its network.”80  Ms. Baldwin 1054 

overlooks the fact that Verizon is not spending in Illinois at the per-line rates that she 1055 

cites in her testimony.  Further, Ms. Baldwin cannot assume that Verizon will change its 1056 

current approach and then invest at higher levels in Illinois, with the logic simply based 1057 

on Verizon’s ability to invest.  The evidence is that Verizon has dedicated major FiOS 1058 

capital investment in certain regions where it believed that an appropriate return could be 1059 

generated, and those regions did not include Illinois.  There is no evidence that any 1060 

                                                 
79 Baldwin Rebuttal, p. 16, lines 311-313. 
80 Baldwin Rebuttal, p. 16, lines 314-315. 
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additional capital would be redirected to wireline operations in other regions, including 1061 

Illinois if Verizon were to continue to provide ILEC service in Illinois.   1062 

Q. Can you address Mr. Barber’s contention that if the proposed transaction is 1063 

rejected that Verizon will continue to invest in the VSTO properties?81   1064 

A. Yes.  Mr. Barber is recommending that the Commission should be open to rejecting the 1065 

transaction based on the potential that Verizon might invest more capital.  Mr. Barber 1066 

asserts that some FiOS investment has occurred in Buffalo, New York, years after 1067 

Verizon, according to a news report, considered selling upstate New York ILEC 1068 

operations.  However, this discussion of investments in an urban area in New York is not 1069 

evidence that Verizon will reverse itself in Illinois, nor is such a discussion sufficient 1070 

evidence that this transaction should be denied.  Frontier is willing to make commitments 1071 

to upgrade the network in Illinois and to maintain or improve the level of service 1072 

provided in the state, which is demonstrably in the public interest.  Verizon has not been 1073 

willing to make such commitments, and cannot be compelled to make all of such 1074 

commitments, if I correctly understand the Commission’s authority.  I believe that the 1075 

clear path to affirmative public interest benefits is through approval of the proposed 1076 

transaction.  1077 

                                                 
81 Barber Rebuttal, pp. 15-17. 
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Q. Certain witnesses continue to assert that the proposed transaction is “very similar” 1078 

to the FairPoint transaction and “the risks to likewise be very similar.”82  Do you 1079 

agree?   1080 

A. No.  The similarities between the two transactions are superficial, as I have explained in 1081 

my previous testimony.  That is, both transactions used the Reverse Morris Trust tax-1082 

advantaged structure and both transactions involved Verizon as the transferor.  I have 1083 

already explained that Verizon has successfully sold or transferred control of many other 1084 

properties without any service disruption, including properties purchased by Citizens 1085 

Communications (the predecessor company of Frontier).  In addition, as both Frontier 1086 

and Verizon have previously explained there are meaningful, substantive differences 1087 

between the FairPoint transaction and the pending transaction regarding size, experience, 1088 

capabilities, transaction structure, and importantly systems transition approach.   1089 

Q. Does this conclude your surrebuttal testimony? 1090 

A. Yes. 1091 

                                                 
82 McClerren Rebuttal, p. 3, lines 46-48. 


