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Following is IBEW’s recommended discussion for inclusion in a Proposed Order concerning the

issues IBEW raised in its Main Brief.

In order to approve the proposed merger and reorganization of Verizon Illinois, we are

bound by the requirements of Section 7-204(b) of the Public Utilities Act, 220 ILCS 5/7-204(b),

which states:

[T]he Commission must find that:

(1) the proposed reorganization will not diminish the utility's ability to provide
adequate, reliable, efficient, safe and least-cost public utility service;

(2) the proposed reorganization will not result in the unjustified subsidization of
non-utility activities by the utility or its customers;

(3) costs and facilities are fairly and reasonably allocated between utility and non-
utility activities in such a manner that the Commission may identify those costs
and facilities which are properly included by the utility for ratemaking purposes;

(4) the proposed reorganization will not significantly impair the utility's ability to
raise necessary capital on reasonable terms or to maintain a reasonable capital
structure;

(5) the utility will remain subject to all applicable laws, regulations, rules,
decisions and policies governing the regulation of Illinois public utilities;

(6) the proposed reorganization is not likely to have a significant adverse effect on
competition in those markets over which the Commission has jurisdiction;

(7) the proposed reorganization is not likely to result in any adverse rate impacts
on retail customers.

Importantly, each of these standards applies to “the utility” which is Verizon Illinois.

That is, we must determine whether the proposed transaction would adversely affect the ability

of Verizon Illinois to provide reliable service to its customers, raise capital, operate efficiently,

and so on.
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We begin our review by focusing on the fourth criterion: whether the proposed

transaction would “significantly impair the utility’s ability to raise necessary capital on

reasonable terms or maintain a reasonable capital structure.”

In prior cases, we have evaluated financial soundness based on a comparison of the

proposed new owner with the current owner, with a particular focus on the financial impact on

the Illinois operating utility. For example, in approving the acquisition of Illinois Power (“IP”)

by Ameren Corporation (“Ameren”), we held:

[The transaction] will not significantly impair IP's ability to raise necessary
capital on reasonable terms or to maintain a reasonable capital structure. In fact,
the record shows that Ameren plans to redeem approximately $ 750 million of
higher-cost debt currently outstanding at IP by December 31, 2006. The record
also shows that Ameren anticipates that at least one of the major rating agencies
will raise IP's bond rating to an investment grade level at or shortly after the
closing of the Reorganization. … Accordingly, the Commission finds that the
Reorganization will satisfy the criteria of Section 7-204(b)(4) of the PUA.

Illinois Power Company and Ameren Corporation, Docket No. 04-0294, 2004 Ill. PUC LEXIS

547 (ICC, Sept. 22, 2004), slip op. at 13 (emphasis added).1

That is, in assessing the financial strength of the proposed new owner, there are two

relevant questions. First, will the new owner be financially fit by objective criteria. For

example, will it have an investment-grade bond rating or will it help the Illinois utility achieve an

investment-grade bond rating. Second, how does the proposed new owner’s financial condition

compare to the present owner, again with an emphasis on how it will affect the Illinois utility.

We find and conclude that Frontier fails both tests. Objectively, Verizon Illinois’s

current owner (Verizon) has an investment-grade bond rating while Frontier does not have an

investment-grade bond rating. Rather than bringing lower-cost debt to the Illinois operations,

Frontier’s cost of debt is higher than Verizon’s, and Frontier will be taking on billions of dollars

1 Our order is available at: < http://www.icc.illinois.gov/downloads/public/edocket/126284.pdf >.
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of additional debt in order to finance the proposed transaction. Frontier’s revenues and net

income have been in a steady state of decline. Frontier’s business model calls for using its

operating utilities as cash machines to generate extraordinarily high dividend payments (and

stock buybacks) for shareholders, rather than reinvesting in the communications network.

Second, Frontier’s financial condition – both before and after the proposed transaction –

is significantly weaker than Verizon’s financial condition. Verizon is one of the largest

telecommunications companies in the world with a solid investment-grade bond rating, a

reasonable dividend policy, and a strong history of reinvesting its earnings in its networks. We

find, therefore, that Frontier is a much weaker company and that Frontier is far less able to raise

capital on reasonable terms than is Verizon.

We are also very concerned that Frontier has a business model that is based on generating

cash flows from landline telephone utility operations and paying most of that cash to its

investors. From 2004 through 2008 Frontier paid $2,984,000,000 to its stockholders, but it

earned net income of only $1,017,000,000 during that same time. IBEW Exh. 1.0, Sch. 4. That

is, Frontier paid out almost three times as much to its stockholders as it earned from its

operations. Almost $2 billion left the company – money that was paid to stockholders over and

above what the company earned by using stockholders’ assets.

This trend continued in the first half of 2009 when Frontier paid its stockholders $156

million but earned only $65 million in net income. IBEW Exh. 1.0, 19:353-354. This represents

a payout of 240% of net income. Id.

Moreover, Frontier also pays out far more to stockholders than it reinvests in its

infrastructure. Frontier’s Chief Operating Officer, Mr. McCarthy, acknowledged that during a
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four-year period from 2005 through 2008 Frontier made capital investments of $1.1 billion, but it

paid stockholders more than $2.1 billion during that same time. Tr. 457:15 to 459:9.2

As a consequence of these practices, Frontier’s shareholders’ equity has fallen by more

than 75% since 2001. Specifically, Frontier’s shareholders’ equity was more than $2.1 billion at

year-end 2001, but stood at less than $450 million as of June 30, 2009. IBEW Exh. 1.0, 19:354-

356. Just three months later, at September 30, 2009, Frontier’s equity had fallen still further to

less than $420 million. IBEW Exh. 10.0, p. 2. Frontier is quite literally devouring itself –

returning far more to shareholders than Frontier is able to earn using shareholders’ equity

investment in the company.

In 2007, the Montana Public Service Commission explained why it is critically important

for a public utility not to pay out more in dividends than the business can earn. In NorthWestern

Corp., 2007 Mont. PUC LEXIS 54 (Mont. PSC July 31, 2007)3, that commission rejected a

proposed merger and acquisition because, in its words: “The overriding issue in the docket is

whether the proposed transaction poses a threat to NorthWestern's financial health and, therefore,

harm or risk of harm to Montana customers. The Commission finds that it does and explains its

reasons below.” Id. ¶ 143.

We hold that the Montana commission’s analysis is directly applicable to this case and

we support that commission’s reasoning. The Montana commission found that its primary

financial concern was that the acquiring company (BBIL) was projecting that it would require

the utility (NorthWestern) to pay out more in dividends than the utility earned in net income. As

2 The payments to stockholders consisted of $1.316 billion in dividends and $0.835 billion in stock repurchases.
Tr. 459:1-9.
3 The order also is available on the Montana commission’s web site at:
< http://www.psc.state.mt.us/eDocs/eDocuments/pdfFiles/D2006-6-82_6754e.pdf >. Citations are to the numbered
paragraphs in the order, which are the same in either the Lexis or web site versions of the order.
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the commission stated: “First and foremost, BBIL assumes NorthWestern will consistently pay

out dividends to its new owner in excess of NorthWestern’s net earnings. While U.S. utilities

typically pay out 60 to 70 percent of net earnings in dividends, BBIL’s acquisition model calls

for in excess of 100 percent of net earnings to be paid out annually by NorthWestern through the

year 2023.” Id. ¶ 148.

The commission then explained as follows why this was so problematic for a public

utility: “In normal utility operations, retained earnings provide a vital source of financial

strength for capital investment and as reserves that are available during unexpected financial

strains. Regularly paying out dividends in excess of net earnings by a utility is inappropriate and

risky because having insufficient reserves on hand could adversely affect the utility's ability to

provide adequate service.” Id. ¶ 149.

Based on the acquiring company’s financial projections, as well as its history of

operations elsewhere, the commission concluded: “Given BBIL’s dividend expectations and

practices and the highly leveraged capital structures that BBIL has implemented at its existing

operating subsidiaries, as well as the financial projections in the acquisition model, it is evident

that BBIL’s proposed ownership of NorthWestern presents the likelihood that NorthWestern’s

capital structure will deteriorate and become unacceptably leveraged.” Id. ¶ 156 (emphasis

added).

The Montana commission concluded, therefore, that the proposed purchaser was not

financially viable and that the transaction was too risky for consumers. The commission decided

that the existing utility’s ownership was preferable to a new owner that was not financially

viable. This was particularly true where that lack of viability would lead to the deterioration of

the utility’s capital structure. Thus, the commission concluded: “The Commission prefers the
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model of a stand-alone NorthWestern continuing to improve its financial outlook to the prospect

of a BBIL-owned NorthWestern that is making excessive equity distributions to its owner,

retaining insufficient earnings at the utility level, and experiencing a deteriorating capital

structure – all to the detriment of the utility and Montana customers.” Id. ¶ 180.

Each of the Montana commission’s findings applies equally to Frontier. We endorse the

reasoning of the Montana commission and reach the same conclusion about Frontier. The

proposed transaction is inconsistent with the public interest and would expose the Illinois utility

and the public to extraordinarily high financial risk, which is likely to lead to the deterioration of

service.

We agree with IBEW that Frontier’s use of its operating companies as cash machines for

shareholders cannot go on indefinitely. Frontier is a Delaware corporation4 and, as such, its

corporate practices are governed by the provisions of Delaware law. Section 170 of Delaware

corporation law prohibits corporations from paying dividends that exceed the greater of the value

of retained earnings or the net profit earned in the current year or the previous year. 8 Del. C.

§ 170. Similarly, Sections 301 and 316 of the Internal Revenue Code limit the favorable income

tax treatment for dividends to payments that are made from a corporation’s accumulated net

income. Payments in excess of that amount are treated as returns of capital which are taxed as

capital gains. 26 U.S.C. §§ 301 and 316. Thus, once Frontier’s retained earnings go negative

Frontier legally would not be able to pay dividends in excess of its current year’s net income.5

4 Joint Applicants’ Exh. 1.0, 3:50.

5 Frontier’s Chief Operating Officer, Mr. McCarthy, could not identify any public company that had negative equity
but paid dividends exceeding net income. Tr. 459:9-14. The telecommunications companies he identified with
negative equity (Qwest and Embarq) paid out significantly less in dividends than their earnings. Tr. 447:1-16 and
448:21 to 449:7.
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Based on its performance in the first half of 2009, Frontier only has two or three more

years before it will have paid out all of its retained earnings to stockholders. Two Wall Street

financial analysts have independently found that Frontier’s shareholders’ equity is likely to

become negative in 2012 or 2013. IBEW Exh. 1.0, 22:410 and Sch. 6. After that, Frontier’s

dividend would have to be reduced to no more than its net income – a likely dividend cut of 60%

or more. We find that without this transaction, Frontier’s business model fails within two or

three years – it will no longer be able to support the extravagant payments to stockholders that

have pumped up its stock price. See also IBEW Exh. 1.0, 24:450-454 where Verizon also

acknowledged the frailty of Frontier’s current financial condition and business model.

Frontier does not plan to change its approach to business; it still plans to pay out more to

shareholders than it earns in net income. See IBEW Exh. 1.0, Sch. HSC-4 for the allegedly

confidential projections under various scenarios. We find that there is no scenario where

Frontier plans to pay out less in dividends than it earns in net income during the 2010 to 2014

period examined.

In contrast to Frontier’s high-risk business model, Verizon has pursued a strategy of

reinvesting in its landline business by upgrading to state-of-the-art fiber optic facilities directly to

the home. This service, known as FiOS, has not yet reached Illinois, but there is no reason to

believe that urban / suburban areas of Verizon Illinois would not be in line to have these new

facilities deployed.

While Frontier spends most of its cash on shareholders, Verizon has been spending its

cash on new technology and facilities that serve customers. Specifically, VSTO has been

reinvesting between 77% and 96% of the cash it receives from depreciation. IBEW Exh. 1.0,
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Sch. 13. This contrasts with Frontier’s reinvestment of just 51% to 58% of its depreciation-

based cash flows into new capital equipment and facilities. Id.

Similarly, while Frontier has been paying dividends greatly in excess of its net income,

Verizon and VSTO conservatively have dividends that range between 76% and 86% of their net

income. IBEW Exh. 1.0, Sch. 12.

There is no doubt, therefore, that Verizon is a financially stronger company than Frontier.

In the words of Frontier’s COO: Verizon is “certainly much larger” than Frontier and has “a

better credit metric” than Frontier. Tr. 407:11-12. He continued: “I would agree that they

[Verizon] are financially stronger.” Tr. 407:15-16. Further, Verizon maintains a solid

investment-grade bond rating, while Frontier’s bond rating has been consistently below

investment grade since the company wrote off $1 billion and restructured its operations several

years ago. Tr. 408:7 to 410:13; see also IBEW Exh. 1.0, 18-19:338-356.

Compounding the problems of Frontier’s dividend policy, general approach to business,

and financial weakness is the tremendous uncertainty associated with Frontier’s financing of the

proposed transaction. Frontier is required to issue approximately $3.1 billion to $3.3 billion in

new debt in order to provide a cash payment (or debt exchange) to Verizon. But Frontier has not

yet obtained this debt, or even a commitment from a lender to provide the necessary financing.

IBEW Exh. 1.0, 28-29:531-547; Tr. 437:7-13. We do not know the interest rate, debt service

requirements, security requirements, restrictions on business operations, or any of the other terms

and conditions that Wall Street bankers will require to provide this financing to Frontier. We

cannot properly evaluate this transaction, let alone approve it, without knowing these critical

terms and conditions of how Frontier will obtain its financing for the proposed transaction.
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We also find that Frontier has not explained how it will provide working capital to

operate Verizon’s business in Illinois and elsewhere. The Distribution Agreement between

Verizon and Frontier provides that Frontier will receive no working capital from Verizon at

closing. Distribution Agreement, p. 21 (“target working capital” is zero).6

Frontier has asserted that its financial projections demonstrate that the proposed

transaction would improve Frontier’s financial condition. See, e.g., Frontier Exh. 5.0, pp. 62-76.

We find at least four significant problems with these projections.

First, none of the projections show Frontier’s financial condition improving to the point

that the company would achieve even a minimal investment-grade bond rating, let alone a

financial condition on par with Verizon’s.

Second, Frontier’s financial projections are not credible. Frontier’s projections are based

on overly optimistic assumptions about both revenues and expenses. Specifically, Frontier

projects an annual decline in VSTO’s revenues of 2.5 percent. Frontier Exh. 5.0, 71:1767. But

for the past two years, VSTO has actually had declines in revenues of 3.1 percent and 3.9 percent

(2007 vs. 2006 and 2008 vs. 2007, respectively). Frontier Exh. 5.10, pp. 148-149. Moreover,

the most recent information available – the change in revenues from the year ending June 30,

2009 as compared to the year ending June 30, 2008, shows that VSTO’s revenues declined by

5.8 percent. Id., p. 146. Frontier has not explained why it is reasonable for it to assume that

VSTO’s revenue losses will be so much less than the company has experienced in recent years –

including during the period of a robust national economy in 2007.

Similarly, Frontier’s projections of revenues from the legacy Frontier service areas (that

is, the areas that Frontier owns today) also are overly optimistic. Frontier projects that revenues

6 The Distribution Agreement was attached to the Application as Exhibit 2. It also can be found in Frontier’s
prospectus, which is Frontier Exh. 5.10, beginning on page 410.
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in those areas will decline by just 1.1 to 1.3 percent. Frontier Exh. 5.0, 71:1766-1767. Yet

Frontier experienced an actual revenue decline of 2.2 percent during 2008. Frontier Exh. 5.10,

p. 16.7 Comparing the first nine months of 2009 with the same period in 2008 shows that

Frontier’s revenues declined by another 5.5 percent. IBEW Exh. 10.0, p. 4.8 Once again,

Frontier has not explained the basis for its overly optimistic projections of revenue declines that

are only one-fifth to one-half as much (on a percentage basis) as the company has experienced

recently.

A similar problem exists with Frontier’s expense projections. Frontier has projected that

it will be able to run Verizon’s VSTO service areas for $500 million less than Verizon spends to

do so. Frontier Exh. 5.1, pp. 16 and 18. This represents more than a 20 percent reduction in

VSTO’s expenses – a level that is unprecedented for a transaction of this magnitude. IBEW Exh.

1.0, 33-37:612-670. Frontier has never explained how such savings are possible without

severely affecting the safety, quality, and reliability of service.

Third, the financial projections Frontier provided in its rebuttal testimony (Frontier Exh.

5.0) are meaningless. Frontier prepared those projections using 2008 actual results for VSTO

and legacy Frontier. It then bootstrapped onto those 2008 results the synergy savings Frontier

hopes to achieve by 2013 – five years later. See, e.g., Frontier Exh. 5.0, 25-26:634-663. But in

its allegedly confidential financial projections Frontier projects that its revenues, expenses, cash

flows, earnings, and other important financial measures will be very different in 2013 than they

were in 2008. For example, between June 30, 2008 and June 30, 2009, VSTO lost more than 11

percent of its access lines, Frontier’s net income declined by 37% and VSTO’s net income

7 The exhibit shows Frontier’s revenues declined from $2.288 billion in 2007 to $2.237 billion in 2008, a decline of
2.22%.
8 The exhibit shows Frontier’s revenues for the first nine months of 2008 were $1.690 billion. For the first nine
months of 2009, revenues fell to $1.597 billion, a decline of 5.50%.
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declined by 29%. IBEW Exh. 1.0, 32-33:588-611. There is no basis in the record for assuming

that 2008’s actual results will be representative of the conditions Frontier will face immediately

after closing, let alone in 2013.

Fourth, as IBEW noted, we find that Frontier has a spotty track record for projecting the

financial effects of a merger. Frontier’s last major acquisition was of Commonwealth Telephone

Co. in Pennsylvania in 2007. Tr. 411:18-21. At the time that transaction was announced,

Frontier projected its leverage ratio9 would temporarily increase from 3.1x to 3.6x, but then

decline to 3.2x within a short time after the transaction closed. IBEW Exh. 1.0, 23:420-426. In

fact, Frontier’s leverage ratio rose and has not fallen. At year-end 2008, it stood at 3.8x and by

June 30, 2009, the ratio had climbed to 4.1x. Id.

We find, therefore, that Frontier does not have a good track record when it comes to

projecting the financial impact of a merger or acquisition on the company. When this is coupled

with the company’s incredibly optimistic revenue and expense projections, we can give no

weight to Frontier’s financial projections.

Based on all of this evidence, we conclude that Frontier is not now, and will not be, a

financially sound entity. Frontier’s financial condition is weak. It is a company built on an

unsustainable business model of consistently paying out far more to shareholders than it earns. If

this transaction occurs, Frontier’s management will not change; its high-risk, unsustainable

approach to business will not change; and its desire to enrich shareholders rather than invest in

new technologies and services will not change.

We also find that Frontier is significantly weaker than Verizon. Verizon is a strong,

financially viable company with a solid investment-grade bond rating. It is difficult to see how

9 Net debt divided by EBITDA (earnings before interest, taxes, depreciation, and amortization).
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the public will be better served by a company that will have difficulty raising capital at a

reasonable cost.

In summary, we find that Frontier is not financially fit to own and operate Verizon

Illinois. Frontier does not have the financial wherewithal to acquire operations that would triple

its size. Frontier cannot safely absorb the additional debt burden that would come with the

proposed transaction. We deny the application because the transaction does not meet the

requirements of Section 7-204(b)(4) of the Act. Frontier is not now, and will not be, financially

sound.

IBEW also raised concerns about Frontier’s ability to meet the requirement of section

7-204(b)(1) of the PUA, which requires that we find “the proposed reorganization will not

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

utility service.” We do not need to address these issues here because we have found that Frontier

does not have the requisite financial fitness to own and operate Verizon’s Illinois operations.

We do find considerable merit, however, in IBEW’s argument concerning this issue. In

particular, we share IBEW’s concern that Frontier’s lack of financial fitness would jeopardize the

company’s ability to provide safe, reliable, efficient, least-cost service to its customers.

We agree with IBEW witness Baldwin who explained why these financial risks have a

direct impact on the provision of reliable service to the public. Specifically, she testified:

The serious financial risks that Mr. Barber describes in detail jeopardize the
quality of service that Frontier would offer consumers for several reasons. The
post-transaction financial constraints on Frontier would limit its ability to follow
through on its promise to expend more on capital investment than Verizon has.
Instead, in its pursuit of synergies, Frontier would face strong economic
incentives to cut costs, particularly where the anticipated cost of such investment
is not offset by the anticipated increase in revenue (or decrease in expenses). As a
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result, for example, consumers may experience long delays for the restoration of
out-of-service troubles.

IBEW Exh. 2.0, 62-63:1165-1172.

We also agree with IBEW that Frontier’s track record regarding service quality after

other mergers is cause for concern.

As we discussed above, the fundamental financial problems with Frontier cannot be

cured without restructuring the transaction. Verizon and Frontier have rejected any attempt to do

so. While we find interesting some of IBEW’s suggestions for changing the deal, we must rule

on the transaction that is before us; not of some hypothetical transaction that could exist if

Verizon and Frontier were willing to listen to other parties’ concerns.

We conclude, therefore, that the transaction that was presented to the Commission is not

in the public interest. The risks and uncertainties are enormous. Whatever benefits may exist

from Frontier’s promises or intentions to increase broadband penetration are meaningless if

Frontier cannot afford to spend the money or if Frontier does not have enough people to do the

work. The Commission, therefore, rejects the transaction as presented to it. We note with

interest the cases cited by IBEW where other regulatory commissions reached a similar result.

See, e.g., Joint Petition of Verizon New England Inc., d/b/a Verizon Vermont and FairPoint

Communications, Inc., Docket No. 7270 (Vt. PSB, Dec. 21, 2007);10 NorthWestern Corp., 2007

Mont. PUC LEXIS 54 (Mont. PSC July 31, 2007).

Finally, we recognize that our Staff and Frontier agreed to various conditions. None of

those conditions, however, solves the fundamental problem of Frontier’s lack of financial fitness.

10 < http://psb.vermont.gov/sites/psb/files/orders/7270finalorder.pdf >
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While the Staff conditions might be a useful part of a restructured transaction, standing on their

own they do not cure the problems with Frontier’s financial condition.

Thus, while Frontier has promised to spend money in Illinois, the proposed conditions do

not contain any sanctions if Frontier fails to do so. Further, the proposed conditions do not

address what would happen if Frontier finds itself unable to make the investments it has

promised to make. Similarly, proposed condition 2 requires Frontier to have a line of credit

available that is at least equal to the greater of $50 million or the Verizon Illinois annual capital

budget. This condition, however, does not address the cost of providing this capital to the

Illinois operations and, as importantly, it does not require Frontier to actually make any level of

capital expenditures in Illinois. Thus, the proposed financial condition does not resolve the

serious financial concerns raised by IBEW in this case.

We also share IBEW’s concern with proposed condition 6 that would require Frontier to

deploy DSL within Verizon Illinois’s service area such that by December 31, 2013, only 85% of

the households will have access to broadband service at a download speed of at least 1.5 megabit

per second (mbps). If Frontier and Verizon come back to us with a renegotiated deal, we put

Frontier on notice that we expect Frontier to propose a plan that provides all of its customers in

Illinois with broadband access within a reasonable period of time. We do not find it acceptable

to take 3.5 years and still only provide 85% of Verizon Illinois customers with broadband access.

Frontier’s COO, Mr. McCarthy, testified that throughout the country Frontier makes DSL

available to over 90 percent of its customers today. Joint Applicants’ Exh. 1.0, 12:291-292. He

further stated that in Pennsylvania, Frontier is providing 100 percent of its customers with access

to broadband. Tr. 418:16-20. We expect no less in Illinois.
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Findings and Ordering Paragraphs

The Commission, having considered the entire record herein and being fully advised in

the premises, is of the opinion and finds that:

(1) The proposed transaction between and among Frontier Communications
Corporation, Verizon Communications, Inc., Verizon North Inc., Verizon South
Inc., New Communications of the Carolinas, Inc., does not meet the requirements
of Section 7-204(b)(4) of the Act.

(2) Frontier Communications Corporation is not financially fit to own and operate
Verizon North Inc., Verizon South Inc., and/or New Communications of the
Carolinas, Inc.

(3) The recitals of fact and conclusions of law reached in the prefatory portion of this
Order are supported by the evidence of record, and are hereby adopted as findings
of fact and conclusions of law.

IT IS THEREFORE ORDERED by the Illinois Commerce Commission that the Joint

Application for the approval of a Reorganization pursuant to Section 7-204 of the Public Utilities

Act is hereby denied.

By Order of the Commission this ____ day of _______________, 2010.


