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Summary: Mr. Leach's testimony discusses the financial characteristics and soundness of the
proposed transaction, responding to issues raised by the Commission Staff, the Office of
Consumer Advocate and Intervenor witnesses. In particular, Mr. Leach addresses: (i) the
purpose for the FairPoint financial model and why the model was not constructed as a tool for
third parties to easily conduct multiple high-level scenario analyses, (ii) changes that were made
to the projection model between initial testimony and discovery, and why the financial model has
evolved over time which is typical in the execution of mergers and acquisitions; (iii) issues
related to FairPoint's proposed pro forma capital structure, credit quality, and debt covenants,
(iv) questions regarding FairPoint's operating expense projections and ability to generate
expected operating cost savings (including why the cost savings should not be excluded from our
projections and why the Hawaiian Telcom back office integration situation will not be repeated
in this transaction); (v) issues raised regarding projected levels and sufficiency of capital
investment; (vi) why FairPoint's business model and history make it an ideal candidate for the
acquisition ofthe Verizon northern New England business; and (vii) FairPoint's assertion that
any risks from this transaction will be borne primarily by shareholders and not customers,
employees and communities.

TABLE OF CONTENTS

Introduction & Summary of Testimony 1
Overview ofthe FairPoint Financial Model 8
Updates to Financial Projections since Direct Testimony 19
Rationale for Existence of Multiple Versions of Projections 28
Capital Structure, Credit Quality and Covenant Issues 36
Appropriate Use of 2006 Pro Forma Data .41
FairPoint's Ability to Deliver Financial Results it has Projected .43
Understanding Projected Operating Expenses 45
Detailed Explanation of Projected Cost Savings 55
The MAC Case and Liberty's Hawaiian Telcom Case 66
Projected Capital Investment 70
FairPoint's Financial Position if the Transaction is not Approved is not Relevant 76
FairPoint Business Model, Motivations & Management Issues 81
Allocation of Risks from the Transaction 89
Proposed Financial Conditions 94
Conclusion 107

Mr. Leach Supports the Following Exhibits:

Exhibit WL-2
Exhibit WL-3

FairPoint Analyst Presentation, January 16, 2007
New Hampshire Standalone Projections (Highly Confidential)

FairPoint Exh. 9P



1

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jr.
Page 1 of 110

Introduction & Summary of Testimony

2 Q. Please state your name.

3 A. Walter E. Leach, Jr.

4 Q. Are you the same Walter E. Leach, Jr., who previously filed testimony on behalf of

5 FairPoint in this proceeding?

6 A. Yes.

7 Q. What is the purpose of your testimony?

8 A.
9

10

11

12

13

14

15

16

17

18

19

The primary purpose of my testimony is to address issues raised in the direct testimony of

the Staff of the Public Utilities Commission of New Hampshire (Staff) (primarily John

Antonuk and Randall E. Vickroy, together the "Liberty Witnesses"), the Interveners

(primarily Labor witness Randy Barber) and the Office of Consumer Advocate (OCA)

(primarily David Brevitz) regarding the financial characteristics and soundness of the

proposed transaction. Specifically, I will address: (i) the purpose for the FairPoint

financial model and why the model was not constructed as a tool for third party users to

conduct multiple high-level scenario analyses, (ii) changes that were made to the

FairPoint Communications, Inc. (FairPoint) financial model between initial testimony

and discovery, and why FairPoint's model has evolved over time which is typical in the

execution of mergers and acquisitions, (iii) issues related to FairPoint's proposed pro

forma capital structure, credit quality, and debt covenants, (iv) questions regarding
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FairPoint's operating expense projections and ability to generate expected operating cost

savings (including why the cost savings should not be excluded from our projections and

why the Hawaiian Telcom back office integration situation will not be repeated in this

transaction), (v) issues raised regarding projected levels and sufficiency of capital

investment, (vi) why FairPoint's business model and history make it an ideal candidate

for the acquisition of the Verizon northern New England business (Spinco), and (vii) the

misconception that any risks from this transaction will be borne primarily by customers,

employees and communities. Other financial issues suggested by the and OCA will be

addressed by FairPoint witnesses Michael J. Balhoff and William E. King.

Please summarize your testimony.

Contrary to Mr. Barber's contention that FairPoint's financial case supporting the

transaction is "extremely optimistic" (Barber Confidential, p. 42, line 11), I will show (in

conjunction with other FairPoint witnesses) that our financial projections in fact reflect

reasonable assumptions and contain a substantial "margin of error" to accommodate

unforeseen circumstances. In fact, the testimony of Bill King will show the

reasonableness and indeed conservatism of our model relative to cash flow margins of

other comparable companies.

As part of the normal transactional processes, FairPoint's financial projections rationally

have evolved over time as we have gained greater knowledge and insight regarding the

underlying Spinco operations and financial results and as we advance our plans for
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operating the combined company. In addition, most of the recent modifications have

reflected depreciation and amortization accounting adjustments, with our projected

operating results remaining unchanged. The latest iteration of our financial model is the

version delivered during discovery in this proceeding. FairPoint is engaged in an

exhaustive planning effort prior to the closing of the transaction. As a result of the depth

and evolution of our financial projections, FairPoint has provided the Interveners, Staff

and the OCA a more developed and accurate picture of the combined company. Far from

being a cause for concern, it should be seen as standard operating practice and a positive

that FairPoint developed better and better information related to the Spinco operations

and proactively reflected the impact of new information in its model (regardless of

whether the impact was positive or negative).

More specifically, I will demonstrate that FairPoint has a proven track record of

delivering improved operating results that exceed the company's projections related to

acquisitions. I will discuss how FairPoint is indeed projecting reasonable levels of

growth in cash operating expenses, both on an absolute dollar and a per line basis. In a

declining access line environment, our decision to model increasing absolute dollar and

per line cash operating expense is reasonable.

In addition, I will address briefly and other witnesses will address in detail why we

believe our assumptions regarding the duration of Transition Services Agreement (TSA)

with Verizon are reasonable based on the detailed conversion plan we have described in

this proceeding. I will provide a brief explanation of how the conversion planning and
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process FairPoint is executing is materially different from the Hawaiian Telcom

approach, thus making a repeat of the Hawaii experience highly unlikely. Other

FairPoint witnesses provide a detailed explanation differentiating our process from the

Hawaiian Telcom experience.

Also, I will provide greater detail and explanation regarding FairPoint's expected $60

million to $75 million operating expense savings related to its assuming management of

the Spinco operations. This additional detail should provide the Interveners, Staff and the

OCA with greater comfort that these avoided costs are reasonable and achievable. I will

address specifically the opinion of the Liberty Witnesses that these cost savings should

not be included in FairPoint's base case financial projections in this proceeding. Certain

costs will be avoided because the allocation ofVerizon corporate overhead will cease

upon the closing. These avoided costs constitute savings which result in projected cash

flows which create a substantial cushion of available cash flow over and above those

amounts required to meet all projected operating expenses, capital expenditures, tax

payments and debt service requirements. The result is a company which can comfortably

meet all of its commitments even if unexpected events occur in the future.

Next, I will discuss and address issues related to FairPoint's capital investment plans,

demonstrating (even after ignoring the $200 million spent on back office systems and the

$44 million to be spent soon after closing to increase broadband availability) that we are

in fact planning to invest greater amounts on a per line basis than Verizon has in recent

years. In addition, FairPoint is committing to hire additional staff to deal with quality of
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service issues and other recurring items (as described in Mr. Nixon's testimony) which

are of concern to the parties. When the data are analyzed properly, it is clear that

FairPoint intends to invest sufficiently to provide for its broadband build-out plan, while

maintaining and improving the service quality of the Spinco operations.

I will explain why it is incorrect to characterize FairPoint's approach to business as based

on investing as little as possible in our network. As of March 31, 2007, our company

offered broadband to over 92% of its customers and has an industry-leading 26%

broadband penetration rate (of voice access lines).l It is inconceivable that we could

have achieved these successes while serving some of the most rural service territories in

the U.S. by starving our networks of investment.

Next, I will describe how the FairPoint shareholders will first bear any financial risks

from this transaction before any customers, employees and communities, as the

projected but discretionary dividend payment would be made available to cover

unexpected cash requirements. Contrary to misplaced assumptions regarding how the

FairPoint management team would handle any unforeseen financial challenges, it would

be irrational for us to take any actions that would risk our relationship with customers and

employees or to cease making adequate investment in the operations. To do so would

risk the underlying long-term health of the business and value of the assets. In the

unlikely event that we are forced to choose between paying the full near-term dividend

and taking actions to ensure the long-term health and value of the business, our

I The fLEe Advisor, June 2007, produced by JS1 Capital Advisors.
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shareholders will understand and support our rational decision to alter the dividend

payment if necessary to be able to continue to provide high-quality products and

customer service and to maintain investment in our network.

Finally, I will discuss and provide additional background regarding FairPoint's

discontinued CLEC initiative, highlighting the extenuating circumstances surrounding the

decision to no longer pursue that effort. Regardless of what occurred related to the

CLEC operations, the proposed transaction with Verizon builds upon FairPoint's existing

line of business (the incumbent local exchange carrier business) and falls squarely within

FairPoint management's core competency.

Before we get into the specifics of your testimony, is there anything else you would like

to add regarding the transaction in general?

12 A.
13

14

15

16

17

18

19

20

Yes. While much has been made of some of the more minute details regarding financial

and operating plans, all of which we will address, I think that it is important that the

Commission keep in mind the total picture of the benefits this transaction will offer to

numerous constituencies in New Hampshire. As I indicated in my direct testimony, this

is an important transaction not only for the companies and their investors, but also for the

customers, employees and communities of north em New England. This merger will

bring benefits of accelerated and increased broadband availability and other investment to

the economies of Maine, New Hampshire, and Vermont. The network being developed

to provide such broadband services incorporates newer technology than that being
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deployed by Verizon, and will better serve the customers of New Hampshire over the

long term as explained in other witnesses' testimony. The transaction also will provide

stability to existing Verizon employees in the region, with compensation and benefits

commensurate with what they currently enjoy. In addition, new job opportunities will be

created and employees will see additional opportunities for professional development.

The transaction will create a financially stable company with a singular strategic focus in

smaller urban and rural communities of providing high-quality advanced communication

services that meet the needs of consumers at competitive prices. We are committed to

capping existing basic retail rates and CLEC wholesale rates for at least one year and

existing special access rates for at least 18 months following the closing. Finally,

FairPoint will create and staff a department of community development, reporting to the

President and has engaged a nationally recognized leader in connectivity enabled

economic transformation in rural and small urban communities to initiate and launch an

economic development program across the region (as described in Mr. Nixon's

testimony). We believe that it is clear that this transaction is good for our current and

future customers, our employees, our company and our communities. As we delve into

the minutiae of financial metrics and operating plans, I think it is very important that we

not lose sight of all of the tangible benefits the proposed transaction has to offer the

citizens of the region. FairPoint is a company that wants to commit substantial capital

and operating resources to New Hampshire and to whom the state will be a very

important market, whereas the current service provider does not have a strategic plan

which focuses primarily on Maine, New Hampshire or Vermont and has no apparent
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intention to pursue the types of broadband investments and job expansion in New

Hampshire to which FairPoint has committed.

Overview of the FairPoint Financial Model

Could you provide a brief overview of the creation of the FairPoint financial projection

model and its intended use?

The FairPoint financial projection model was created in conjunction with our investment

bankers, Lehman Brothers and Morgan Stanley. It was developed as a tool for capturing

and presenting the financial data provided to us by Verizon, and then projecting forward

our expectations for the operating and financial performance of the combined company

based on the assumptions we believed most appropriate. The underlying template for the

model was produced by Lehman Brothers, but the form and substance of the model

evolved substantially as our work on the transaction progressed over an 18 month period.

The model was intended to produce a detailed view of the expected financial

performance of the combined company based on assumptions that FairPoint's

management deemed reasonable. Quite simply, the purpose was to create a set of

comprehensive financial projections.

OCA witness Brevitz and Labor witness Barber go to great lengths to try to discredit the

reliability and functionality of the financial model. Can you address the issues they

raise?
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Yes. Fundamentally I think that there is a disconnect between what Mr. Brevitz and Mr.

Barber would like the financial model to easily do and what it actually was created to do.

It is apparent that these witnesses would prefer that the model function more like a high-

level acquisition analysis model capable of quickly and easily generating multiple

scenario analyses for a first time user. FairPoint's projection model was not created to

be, nor was it ever intended to be, such a tool for a third party. As I described above, our

projection model evolved over time as we received relevant information from Verizon

and factored that information into the model. The modeling team-the FairPoint analysts

and the analysts from Lehman Brothers and Morgan Stanley-know the model well

enough that they can confidently run different scenarios by assuring all formulas, pages

and tabs are correctly changed as different scenarios are considered. A new third party

attempting to make such changes would find it difficult to get comfortable with their

results because of the lack of familiarity with the model. In fact, in a meeting with OCA

and Labor representatives in Washington, DC, on July li\ we described to Mr. Brevitz

and Mr. Barber the process for creating the model, stated its intended internal use, and

indicated they would find it somewhat difficult to use the model for creating scenario

analyses. So, I think much of the discussion regarding the functionality of our projection

model presented by the OCA and Labor witnesses stems from the fact that they want the

model to be something that it was never intended to be.
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Do you believe that the fact that the projection model was not created to easily perfonn

the functions desired by the OCA and Labor witnesses makes the model and its outputs

unreliable for the purposes of this proceeding as they claim?

No, I do not. In my experience there are numerous, valid types of projection models.

The fact that our financial model evolved in such a way that it is not easy for a third party

to readily perform scenario analyses should in no way discredit the overall outputs. We

are confident that the projections represent a valid and well thought out picture of the

likely future financial performance of the combined company. It is hard to believe that a

financial model created with substantial input and effort by two of the largest, most-

respected global financial institutions would be deemed unreliable and unfit for these

regulatory proceedings.

Beyond their concerns with the functionality of the model, Mr. Barber and Mr. Brevitz

~lso seem concerned that some ofthe specific detail~ assumptions are not what they

might have expected. How do you respond to these concerns?

15 A.
16

17

18

19

20

Below I will provide responses to some of their concerns regarding specific assumptions

in the financial model. However, I think that it is important that the Commission focus

its review on the reasonableness of the overall financial picture presented in the

projections. As with any detailed financial modeling exercise, reasonable people can

disagree on any number of underlying, discrete assumptions and variables. What is most

important is that, regardless of these differences of opinion regarding modeling minutiae,
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the relevant outputs (income statement, balance sheet and cash flow statement) are

reasonable.

In this regard, I believe there is substantial evidence that the projections generated by our

model are reasonable. FairPoint witnesses King and Balhoff provide detailed support

regarding the reasonableness, and in many cases conservative nature, of key projected

financial and operating metrics and ratios relative to other comparable companies in our

industry. The operating cash flow (or EBITDA) margins that we have projected for

Spinco are well below the margins being achieved by a group of comparable or

"guideline" companies. Our operating expense per lin,eprojections are consistent with

what was observed among the guideline companies. However, we are projecting

revenues per line that are well below the guideline companies. Therefore, if we are able

to increase revenue per line to levels consistent with those being achieved by the

comparable company group, there is substantial opportunity for EBITDA margin

improvement. The fact that FairPoint has projected Spinco EBITDA margins

substantially below the margins being achieved by other companies in our industry

should give the Commission confidence that our overall projections are reasonable and

reliable. I might reiterate that while these are management's projections, we developed

them while working closely with our financial advisors Lehman Brothers and Morgan

Stanley. The projections also have been market-tested in the sense that a number of

leading financial institutions have used the projected results in deciding to commit to

provide a very substantial portion of the financing required to complete this transaction
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and operate the business after the merger. The financing commitments are a ringing

endorsement of management's work and are tangible evidence to refute all of the other

testimony critical of our financial projections and model. If the model and projections

are sufficient for these institutions to commit in excess of a billion dollars to this

transaction, I firmly believe that the projections should provide a reliable basis for the

review required in this proceeding.

You indicated that you would address some of the more meaningful concerns raised by

Mr. Brevitz and Mr. Barber regarding specific assumptions in the model. Could you

please do so?

10 A.

11

12

13

14

15

16

17

18

19

20

Yes. Below I will address their more relevant concerns regarding specific model

assumptions. I will not endeavor to explore all of the assumptions on which they

comment, as again I believe that the individual assumptions are not nearly as important

for this proceeding as the overall financial picture presented.

• Cable competition and DSL penetration: Mr. Brevitz indicates in his testimony

that the line loss trends incorporated in FairPoint's projections do not properly

account for what he believes will be an increase in competition in the region from

cable companies (Brevitz, Highly Confidential Levell, p. 121). He also indicates

that he has concerns about the projected rates of assumed growth in DSL

penetration and the impact that delayed availability / up-take of FairPoint's DSL

product could have on the combined company's ability to fend off the cable
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competitors (Brevitz, Highly Confidential Levell, p. 124-125). With regard to

Mr. Brevitz's concern, we are confident that our projections reflect reasonable

line loss assumptions. As can be seen in FairPoint witness King's Table 2.2, in

2005 and 2006, Verizon's decline in average annual access lines in the three-state

region was 5.0% and 5.7%, respectively. In our access line projections,

***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL

INFORMATION*** In total, from 2007 through 2015, we assume a more than

29% decline in average annual access lines. We believe it is reasonable to expect

that access line losses will plateau and moderate as a result of competitive balance

being achieved in the marketplace and our increased focus on providing regional

customers the products they desire. A ***BEGIN CONFIDENTIAL

INFORMATION*** ***END CONFIDENTIAL INFORMATION***

loss of access lines over the projection period is substantial and clearly

incorporates the impact of an anticipated increase in cable competition.

Mr. Brevitz's concerns regarding our ability to deploy and provide broadband

products to our customers in the timeframe we project, and similar concerns

expressed by the Liberty Witnesses, seem to be based primarily on the belief that

our implementation plans are not sufficiently detailed and developed. Other

FairPoint witnesses will address the details and reasonableness of our broadband
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build-out plans. However, Mr. Brevitz goes on to state that any delay in our

execution ofthe broadband build-out will impact our DSL subscriber projections

and our ability to defend against cable competitors. With respect to our projected

growth in DSL subscribers, we are not assuming that "DSL customer additions

happen quicker rather than slower" as Mr. Brevitz contends (Brevitz, Highly

Confidential Levell, p. 122). ***BEGIN CONFIDENTIAL

INFORMATION***

***END

CONFIDENTIAL INFORMATION*** We believe this level of line loss is

sufficient to incorporate any competitive impacts of slight delays in our

broadband roll-out (which we do not expect to occur).

• Cash taxes: Mr. Brevitz discusses how FairPoint has historically benefited from

Net Operating Loss (NOL) carry forwards to reduce its cash tax obligations and

improve cash flows. He indicates that these NOLs will be reduced as a result of

the transaction, causing the combined company to pay cash taxes beginning in

2009 (Brevitz, Highly Confidential Levell, p. 66). Since this relates to

FairPoint's cash flows available to cover its capital and financial obligations and

discretionary dividends, Ithink it is important to be clear that our financial
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projections incorporate the requirement that we begin paying cash taxes.

Therefore, when the cash flows in our projections are analyzed, it should be

understood that these calculations include the cash taxes referenced by Mr.

Brevitz.

Mr. Barber challenges FairPoint's assumptions for employee levels and related labor

costs. Do you maintain that FairPoint's assumptions are reasonable, especially based on

recent Verizon trends?

8 A.
9

10

11

12

13

14

15

16

17

18

19

20

Yes, I continue to believe that our assumptions for employee levels and related

compensation expenses are realistic. Following the successful transition off of existing

Verizon systems and beginning in 2009, our financial projections assume that natural

employee attrition will offset pay increases, which is in some cases guaranteed to

employees via a collective bargaining agreement. Assuming that pay increases are in line

with recent Verizon trends of2.4% on average per year, our financial projections imply

an attrition rate of***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL INFORMATION*** As a

point of reference, Verizon' s actual rates of attrition for these properties were reported to

be 4.7% and 4.1% for 2005 and 2006 respectively. Given that our assumed average pay

increases and rate of attrition are in line with actual Verizon results, and considering the

fact that our model assumes continued access line erosion, I am confident our projections

reflect a strong "base case."

FairPoint Exh. 9P



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

Q.

A.

Q.

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jr.
Page 16 of 110

Mr. Barber argues that since FairPoint will be serving the same service area and will be

performing functions in-house that Verizon provides through NNE affiliated companies,

it is "completely unrealistic" to assume the employee levels implied in the financial

projections by 2015. How would you respond to this notion?

While I agree that there must be some "floor" in the level of employees needed to run

these properties, I believe our staffing projections remain comfortably above that

minimum level. It seems clear that to some degree, work levels are related to customers,

or in this case access lines. It is important to note that the percentage decline in

employees is less than the percentage decline in access lines. By 2015, given the level of

access line losses our model assumes, the number of work orders, customer calls, bills

processed, etc. will most certainly be less than it is today. That being said, FairPoint

should expect to require fewer employees in seven years than it does today, which it

expects to realize via natural attrition.

Are there any other issues or clarifications with regard to the financial projections that

you would like to address?

16 A.

17

18

19

20

Yes. Staff witness Vickroy in his testimony provides an overview of FairPoint's

projected free cash flows and dividend payout ratios. (Vickroy Confidential, pages 14-15,

and Exhibit A) While I agree with his conclusion that FairPoint's projected cash flow is

adequate to support our forecasted levels of interest expense, capital expenditures and

dividends, I would like to clarify that his calculations in Exhibit A are not entirely
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accurate., and substantially understate the levels of projected cash flow. The table below

provides the correct calculation of our free cash flows and payout ratios, with a summary

comparison to Mr. Vickroy's Exhibit A for the most relevant metrics.

Year 1 Year 2 Year 3 Year 4 YearS Year 6 Year 7 Year 8
2008 2009 2010 2011 2012 2013 2014 2015

(Dollars in millions)
Pro Forma Combined Cash Flow Projections

Pro Forma Combined EBITDA $ 435 $ 546 $ 541 $ 525 $ 510 $ 497 $ 486 $ 478Pension I OPEB Cash Adjustment 27 29 30 31 33 34 36 37One-time Opex & TSA Expenses 86
Interest Expense (167) (168) (165) (162) (159) (157) (156) (155)Cash Taxes 0 (16) (20) (20) (21) (26) (30) (34)Cap Ex (172) (167) (164) (159) (157) (156) (156) (156)Change in NWC (1) 0 (0) 0 0 0 0 0

Free Cash Flow $ 208 $ 224 $ 222 $ 216 $ 205 $ 191 $ 180 $ 170Dividends (142) (142) (142) (142) (142) (142) (142) (142)
Cash Flow after Dividends $ 66 $ 82 $ 81 $ 74 $ 64 $ 50 $ 38 $ 28

Vickroy Exhibit A "Excess Cash Flow" NA 39 33 26 16 3 (9) (8)Variance - Annual $ 43 $ 48 $ 48 $ 48 $ 47 $ 47 $ 36Variance - Cumulative ('09- '15)
$ 317

Payout Ratio 68% 63% 64% 66% 69% 74% 79% 83%Vickroy Exhibit A "Dividend Payout %" NA 78% 81% 85% 90% 98% 107% 106%Variance - Annual (bps) 1,467 1,731 1,932 2,101 2,402 2,832 2,270

As you can see, Mr. Vickroy's calculations understate our Free Cash Flow and Cash

Flow after Dividends by approximately $317 million over the projection period. As a

result, Mr. Vickroy presents much higher Payout Ratios in his Exhibit. The table

demonstrates that his calculations overstate the Payout Ratio by as much as 2,800 basis

points (28 percentage points), and that in reality our Payout Ratio is expected to remain

well below 100% for the entirety of the projection period. The variance results from the

fact that Mr. Vickroy did not adjust the EBITDA projections in his table to add-back non-

cash pension and OPEB charges, and he used book taxes as opposed to cash taxes in

reducing EBITDA to Free Cash Flow. The table containing the proper calculations

provides even greater support to Mr. Vickroy's conclusion that our projected cash flows

are adequate to fund our cash requirements.
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Are there any other issues regarding the projections that require clarification?

The issue Ijust raised regarding the need to add-back non-cash pension and OPEB

charges to our EBITDA projections to calculate our Adjusted EBITDA also impacts Mr.

Vickroy's discussion of our projected credit ratios. (Vickroy Confidential, page 17, and

Exhibit B) Again, I totally agree with Mr. Vickroy's ultimate conclusion-that FairPoint

remains in compliance with its debt covenant ratios in each year of the forecast, "with

some room to spare." However, Exhibit B understates the degree of "room to spare" we

actually have in complying with our covenants. The table below provides the more

accurate calculation of the ratios, calculated consistent with our loan agreements.

Year 1 Year 2 Year 3 Year 4 YearS Year 6 Year 7 Year 82008 2009 2010 2011 2012 2013 2014 2015
(Dollars In millions)Pro Fonna Credit Ratio Projections

Interest Coverage

Pro Forma Combined EBITDA $ 435 $ 546 $ 541 $ 525 $ 510 $ 497 $ 486 $ 478Pension I OPEB Cash Adjustment 27 29 30 31 33 34 36 37One-time Opex & TSA Expenses 86
Pro Forma Combined Adjusted EBITDA $ 548 $ 575 $ 571 $ 557 $ 543 $ 531 $ 522 $ 515
Interest Expense 167 168 165 162 159 157 156 155
Adjusted EBITDA I Interest Expense 3.28 3.43 3.46 3.43 3.40 3.38 3.35 3.32Covenant 2.25 2.25 2.25 2.25 2.25 2.25 2.25 2.25Compliance Yes Yes Yes Yes Yes Yes Yes Yes

Vickroy Exhibit B "Interest Coverage" 3.08 3.25 3.26 3.22 3.19 3.15 3.12 3.08
Leverage Ratio

Total Debt $ 2,485 $ 2,406 $ 2,328 $ 2,256 $ 2,196 $ 2,149 $ 2,113 $ 2,088Less: Cash 3 3 3 3 3 3 3 3Total Net Debt 2,482 2,403 2,325 2,253 2,193 2,146 2,110 2,085
Pro Forma Combined Adjusted EBITDA 548 575 571 557 543 531 522 515
Total Net Debt I Adjusted EBITDA 4.5 4.2 4.1 4.0 4.0 4.0 4.0 4.1Covenant 5.8 5.5 5.5 5.5 5.5 5.5 5.5 5.5Compliance Yes Yes Yes Yes Yes Yes Yes Yes

Vickroy Exhibit B "Leverage Ratio" 4.8 4.4 4.3 4.3 4.3 4.3 4.4 4.4

The primary difference in the calculations is that Adjusted EBITDA should be used in

calculating these ratios. When that is done, our level of compliance with the covenants is

even stronger than represented by Mr. Vickroy, with interest coverage remaining above
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3.30 times (versus a 2.25 times covenant ratio) and the leverage ratio around 4.1 times by

2015 (versus a 5.5 times covenant ratio). In addition, while Mr. Vickroy states that debt

pay-downs are relatively modest, per my previous table he underestimates our Cash Flow

after Dividends (his "Excess Cash Flow" in Exhibit A and the figure representing funds

available for discretionary debt repayments) by approximately $317 million.

So, while Mr. Vickroy's data in Exhibits A and B confirm that FairPoint is projecting

sufficient cash flows and remains comfortably in compliance with its debt covenant

ratios, the properly calculated data provide even greater support for these conclusions.

Updates to Financial Projections since Direct Testimony

Mr. Barber indicates some concern over the fact that the FairPoint financial model

continues to evolve (Barber Super Confidential, pages 3 and 10-12). Have FairPoint's

projected financial results changed since your direct testimony, and, if so, how?

Yes, as is customary, our financial projections related to the proposed transaction did

change from the time my direct testimony (Testimony Model) was submitted to the time

we submitted our "FairPoint Financial Information" in discovery (Discovery Model).

The Discovery Model is the current complete iteration of our financial projections for the

combined company and reflects the culmination of all relevant information we have

assembled to-date. FairPoint's Discovery Model was provided as a confidential

attachment to FairPoint's responses to several data requests (OCA 1-35, OCA 1-114,

OCA 1-115, Staff 1-95, Staff 1-118 and Staff 1-119).
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The primary changes from the Testimony Model to the Discovery Model relate to an

increase in amortization expense for the existing FairPoint operations and a reduction in

the beginning shareholders' equity balance for the combined company. I will provide

additional detail below highlighting the specific changes to the model and the relevant

impacts. Also, I will describe one additional component in the model which has changed

in a positive fashion but did not merit a complete reproduction of the model.

In general, our approach was to update the financial projection model when meaningful

changes to projected cash flows are identified, positive or negative, and to provide the

"latest and greatest" view to the Commission and parties once the revised version is

available. In this way, we serve the dual purpose of ensuring that our own understanding

of the operations at any given point in time is reflected in the model as accurately as

possible and of providing the Commission and parties with the latest information as our

understanding evolves. It would be the rare case where a company involved in a merger,

acquisition, or other significant financial transaction would be able to generate and rely

upon a single set of financial projections from early in negotiations until the signing of

the transaction. Between signing and closing, some other changes might occur - for

example, as a result of application of GAAP to accounting for aspects of the transaction _

but they do not affect the validity of the overall underlying model. To assume that no

changes will occur reflects either a lack of understanding of transactional work or an

attempt at ill-advised oversimplification. In fact, the Interveners, Staff and the OCA

should be more concerned if FairPoint was so confident and inflexible that it failed to
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reflect new and better information in its projection model as that information became

available to the company.

So, what specific changes were made to the Testimony Model that resulted in the

Discovery Model version?

The table below compares the specific Income Statement line items that changed from

the Testimony Model to the Discovery Model.

***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL INFORMATION***
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As I stated above, in terms of changes to the projected Income Statement, the principal

change was an increase in non-cash Depreciation & Amortization (D&A) expense due to

an increase in amortization expense related to existing FairPoint customer lists. The

customer list asset is an intangible asset that is amortized over time via an expense on the

income statement. Subsequent to submitting my testimony, and as part of the normal S-4

preparation and review process, FairPoint obtained a preliminary valuation of our

customer list from a third-party appraisal firm. The value placed on our customer list

asset was higher than we originally estimated in our Testimony Model. We made a

timely update to the model based on the change and provided the latest version in

discovery. As indicated in the table, this amortization adjustment resulted in an $11

million per year increase in non-cash D&A expense. Most of the other changes to the

projected Income Statement derive from this change in amortization expense. To

summarize, there were no changes in revenue between the Discovery Model and the

Testimony Model, and the Discovery Model shows only modest annual decreases in Net

Income and no change in EBITDA.

Were the changes between the Discovery Model and the Testimony Model limited to

Income Statement impacts?

No, the Income Statement impacts also flowed through to cause modifications to the

projected Balance Sheet and Cash Flow Statement. EBITDA was not materially

impacted because the amortization adjustment of $11 million is a non-cash expense that
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has no cash flow impact.2 The table below compares the specific Balance Sheet items

that changed from the Testimony Model to the Discovery Model.

***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL INFORMATION***

It seems, however, that there were other Balance Sheet changes aside from the

7 adjustments related to the increase in D&A. The 2008 beginning balances for Net PP&E

2 Note in the Vermont testimony the witness indicated this amortization expense would be deductible for tax
purposes but the Company has since determined that in the circumstances of tills transaction such is not the
case. The resulting cash flows in the Discovery Model are still accurate as the Company has determined
certain operating expenses (rents, disaster recovery costs and billing costs) are now lower than originally
projected and more than offset the tax savings no longer expected to occur from the customer list amortization
expense.
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and Total LTD appear to be lower versus the beginning balances reflected in the

Testimony Model. Can you explain these additional modifications?

With regard to Net PP&E, the starting balance was reduced in the Discovery Model

because the continuing work on integration costs with Capgemini revealed approximately

$30 million of capitalized costs will be expensed instead of capitalized. As evidenced by

the constant variance year-over-year between the two models, the only Net PP&E

adjustment related to this reduction is the 2008 starting balance. The 2008 Total LTD

balance is slightly lower in the Discovery Model because work related to the S-4 filing in

April revealed that the opening cash balance would be higher than originally expected as

a result of the working capital true-up obligation which Verizon must meet. The increase

in cash available at closing reduced the need for financing to the levels reflected in the

Discovery Model.

***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL

INFORMATION***

Before answering the question it should be noted (as explained in other witnesses'

testimony) that Shareholders' Equity is not a relevant measure of financial health or of
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the inherent value of the company because in the merger Spinco is considered the

acquirer under generally accepted accounting principles and a merger-related adjustment

results in a low equity number. The change in 2008 Shareholders' Equity relates to

modifications in accounting adjustments that are projected as part of the spin-off of the

northern New England assets by Verizon into Spinco. The changes to these adjustments

and eliminations that are required to create the pro forma balance sheet for the combined

company at closing are the result of continuing work with our accountants and Verizon' s

accountants. These changes specifically came to light as we prepared the S-4 filing for

the SEe.

The principal cause of the reduction in pro forma Shareholders' Equity was a reduction in

the ''jumping off point", or the opening balance sheet for the combined business. Half of

the difference in the Shareholders' Equity account between the Testimony Model and the

Discovery Model is the result of a higher portion of the Employee Benefit Obligation

(EBO) transferring with the business than we initially estimated. I should point out that

our operating projections for the EBO remain unchanged as this was exclusively a

balance sheet item. Of the remaining difference in the Shareholders' Equity account, half

was related to working capital and other asset balance refinements, and the remaining

portion was the cumulative effect of all the changes above on the deferred tax liability of

the merged entity. Again, none of these opening balance sheet changes impacted our

operating projections, as revenue and operating cash flow were unaffected.
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Do you believe that this reduction in book Shareholders' Equity, or a negative book

equity value generally, is cause for significant concern as some of the witnesses in this

proceeding indicate?

I do not, and as demonstrated by other FairPoint witnesses the financial markets do not

5 view it as a major concern. In my opinion, FairPoint's market value of its equity, based

6 on the company's ability to generate and grow cash flows, is much more relevant for our

7 financial future than our book equity. Staff witness Vickroy expresses no concern with

8 this state of facts:

9 While negative equity capital may sound as if a company is insolvent, this is not
10 necessarily the case. Net income and book equity are established and important
11 accounting measures of profitability and net worth, but are not important to
12 investors, bankers, equity analysts and credit analysts. These financial
13 professionals focus on cash flow and cash flow measures, which provide a
14 company's true ability to fund its capital expenditures, interest payments and
15 dividends. A company with negative equity capital can produce very strong
16 operating cash flow that funds capital expenditures, covers interest payments with
17 ample room to spare, and is able to have more than enough cash left over to fund
18 a healthy dividend. (Vickroy, pp. 10-11)

19 In addition, as Vermont Department of Public Service (Vermont DPS) witness Perry

20 Wheaton indicates, "FairPoint's projected cash flows are independent of its book equity

21 position. FairPoint's projected level of free cash flow ensures that it will still have access

22 to equity and debt markets ifneeded .... "3 I agree wholeheartedly with Mr. Vickroy's

23 and Mr. Wheaton's assessments.

3 Prefiled Direct Testimony dated May 24,2007, page 9, lines 15-16.
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In summary, the Shareholders' Equity account has minimal relevance to the true value of

the company. For example, the equity account of FairPoint is higher than the projected

level for Spinco prior to the merger despite the fact that Spinco is much larger. As

another example, when Embarq was spun off from Sprint its opening equity account was

negative despite being a profitable business with several million access lines. Embarq

currently has book equity of around $35 million and a market equity capitalization of

around $9 billion--demonstrating vividly the fundamental disconnect that can exist

between book equity and true intrinsic value.

Finally, has FairPoint developed state specific financial projections for New Hampshire?

Yes, these are attached as highly confidential Exhibit WL-3. To generate the projections,

as well as similar projections for Maine and Vermont, we took our consolidated model

and separated it into three states plus a holding company account. Revenue, expense and

cash flow assumptions were made via allocations from the three-state model, and were

not built up at the New Hampshire level. While we used the best publicly available

information to make such allocations, the model cannot be relied upon for any degree of

accuracy and cannot attempt to be reconciled to any ARMIS reports or other public

filings by Verizon. For example, the ARMIS reports are not in GAAP format while the

model is in such form. Certain expenses such as pension costs and aPEB expenses

cannot be allocated readily among states and also will tend to distort the results. Finally,

there is no similar publicly available information on non-regulated services by state.
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Therefore, while the model represents a good faith effort to provide a New Hampshire-

only view, it is limited in terms of its usefulness and reliability.

Rationale for Existence of Multiple Versions of Projections

Mr. Barber makes much of the fact that he has seen multiple financial projections for the

combined company (Barber Confidential, page 10, line 13 through page 12, line 6, and

Schedules 13-15). Can you help us understand why these multiple versions of

projections exist?

8 A. As I discussed above, FairPoint's modeling of the combined company has evolved as we

9 worked internally with our financial advisors and with our accountants. We believe the

10 Discovery Model reflects an accurate and complete, and therefore the best and most

11 reasonable, view today. Let me first address the FairPoint generated models4, which

12 include from Mr. Barber's Schedule 16: (i) Leach/Balhoff (this is the Testimony Model),

13 (ii) FairPoint Projections: CFPNH 0001-0019 (financial information) (this is the

14 Discovery Model), (iii) Lehman: New Base Case (FairPoint Board Model), and (iv)

15 Lehman MAC (MAC Case). As discussed above, in a transactional environment it is

16 common for projections and assumptions to evolve and become more accurate as more

17 and better information is assimilated into the models. The FairPoint Board Model, the

4 The Lehman models were produced by FairPoint's investment banker, Lehman Brothers, in conjunction with
FairPoint. Therefore, these models are considered to be FairPoint generated.
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Testimony Model and the Discovery Model all reflect this typical evolutionary process.

As indicated in FairPoint's response LAB-FDR 1-2 (also quoted in footnote D on Mr.

Barber's Schedule 16), the MAC Case is a "'worst case' scenario for comparative

purposes" requested by FairPoint's Board of Directors. While the MAC Case represents

a downside sensitivity, it was not intended to reflect normal course of business operating

results as were the other FairPoint generated models. Therefore, in evaluating the

evolution of FairPoint's thinking regarding normal course financial results, it is not

appropriate to include the MAC Case in such an assessment.

So, how do you explain the variances in projected cash flows among the three FairPoint

generated projections for normal course of business operating results (FairPoint Board

Model, the Testimony Model and the Discovery Model) in Mr. Barber's Schedule 16?

First, it is important to recognize that Mr. Barber's table in Schedule 16 does not reflect a

consistent methodology for calculating cash flow after dividends. The after-dividend

cash flow for Leach/Balhoff (the Testimony Model) should be calculated using the

methodology demonstrated in the table below (taken from Leach Direct Testimony

Exhibit A). ***BEGIN CONFIDENTIAL INFORMATION***
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1

2 ***END CONFIDENTIAL INFORMATION***

3 In Mr. Barber's Schedule 16, the data presented for the line labeled FairPoint Projections,

4 CFPNH 0001-0019 (financial information) (the Discovery Model), was taken directly

5 from the Discovery Model cash flow statement, which uses a slightly different

6 methodology. However, the most glaring oversight in terms of the comparability of data

7 in Schedule 16 is the fact that for 2008, one-time capital expenditures are excluded in

8 both the Leach/Balhoff (the Testimony Model) and Lehman New Base Case (FairPoint

9 Board Model) data, but are included in the FairPoint Projections, CFPNH 0001-0019

10 (financial information) (the Discovery Model) data. It is unclear why Mr. Barber chose

11 not to present these data on a comparable basis using a consistent methodology.

12 However, the table below presents the projected Cash After Dividends for all three

13 FairPoint generated models calculated on the same basis using the same methodology (in

14 chronological order of development with the oldest model on top). ***BEGIN

15 CONFIDENTIAL INFORMATION***
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***END CONFIDENTIAL INFORMATION***

I have already addressed in some detail the adjustments that impacted our cash flow

projections as we moved from the Testimony Model to the Discovery Model. The

changes that occurred between the FairPoint Board Model and the Testimony Model

were of a similar evolutionary nature. Specifically, as more detailed information became

available to us, we determined that the Cash Taxes included in the FairPoint Board

Model were too low and the Interest Expense was too high. Again, although making

these adjustments resulted in a net reduction in the projected cash flows, we made the

changes and provided the updated model to the Commission as part of our direct

testimony.

The net change in projected Cash After Dividends between the FairPoint Board Model

and the most up-to-date Discovery Model is not the result of radical changes in operating
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assumptions. To the contrary, the changes have been driven by our becoming more

informed regarding certain accounting and tax issues that are unrelated to our operating

projections. In fact, the EBITDA projections for the combined company for the years

2009-2015 have not changed in any meaningful way (nothing more than rounding

variances) from the FairPoint Board Model to today.

Are there any other changes which could be made to the latest model based upon

information known to you at this time?

One additional positive development not yet reflected in the model relates to the

Transition Services Agreement (TSA). ***BEGIN CONFIDENTIAL

INFORMATION***

***END

CONFIDENTIAL INFORMATION*** Earlier this year we decided to take advantage

of the Schedule C, D and E Services available in the TSA contract, as part of moving to a

projected four-month TSA schedule. ***BEGIN CONFIDENTIAL

INFORMATION***

***END

CONFIDENTIAL INFORMATION*** We have not altered the model and currently

have a budget sufficient to cover approximately one month beyond our four-month

expectation. Additional refinements have occurred to amortization and depreciation

accounts and certain operating expenses but the net impact, while positive, was not

deemed to be material enough to warrant an additional run of the model.
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In light of the discussion above regarding the natural evolution ofthe FairPoint projection

model, how would you address Mr. Barber's Schedule 17 in which he performs a

sensitivity analysis on projected 2012 cash flow after dividends using various iterations

of the model?

I will limit my comment to the four FairPoint generated models (excluding the Merrill

Lynch models). First of all, I note that Mr. Barber's underlying data for 2012 cash after

dividends are slightly inaccurate because he is using numbers calculated based on

different methodologies (as discussed above). Next, I think it is important to understand

that the MAC Case model was itself an attempt to generate a "worst case" sensitivity.

Therefore, applying a sensitivity analysis to the MAC Case model and comparing the

results to the three iterations of the normal course operating projections (the FairPoint

Board Model, the Testimony Model and the Discovery Model) is comparing apples to

oranges. In effect, you would be comparing a sensitivity analysis to another sensitivity

analysis, which makes no sense.

Finally, as I have described, the three iterations of our normal course projections

represent an ongoing evolution, with the latest version (the Discovery Model)

representing the most up-to-date and accurate information we have at this time. As a

result, and given the explanation above for why changes to the model have occurred, it

makes little sense to analyze any version ofthe model other than the Discovery Model.

To do so is to analyze data that we know at this stage are out-of-date, and there is little to

be gained by debating information that we know has changed. Therefore, rather than
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spending our time focusing on old data, I suggest that if analyses are to be performed

they should focus on the most up-to-date projected financial data, which is found in the

Discovery Model.

In terms of the actual results of Mr. Barber's sensitivity analysis in Schedule 17,

FairPoint Witness Balhoffwill address in detail why the Barber analysis of the relevant

data (2012 cash after dividends and cash operating expense assumptions from the

Discovery Model) is flawed.

Can you address the Merrill Lynch models also represented in Mr. Barber's Schedules

16, 17 and 18 and how we should view the projected results taken from these models?

As Mr. Barber indicates in Footnote E of his Schedule 16, the Merrill Lynch projections

are derived from materials prepared for Verizon's Board of Directors meeting on

January 15,2007 (Verizon, Attachment DPS 101(b)).5 As I have described, the modeling

of this transaction has evolved since the time the Merrill Lynch estimates were prepared.

Therefore, we know that if these projections were prepared today, based on more and

better information, the results would be different from those represented in Schedule 16.

Regardless of the true comparability of the data represented in Mr. Barber's Schedules 16

17 and 17, can you provide any explanation for why the Merrill Lynch - Verizon

18 Management Estimates appear more conservative than FairPoint generated projections

19 and the Merrill Lynch - FairPoint Management Estimates?

5 Prefiled Direct Testimony, dated May 24,2007.
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Simply stated, FairPoint intends to operate the business differently than Verizon in the

future (we will focus on being a broadband company that offers high-quality voice

services, not primarily just a voice provider) which will produce far different results.

More broadband products create more bundling opportunities which reduces chum and

enhances long term revenue prospects. Our newer DSL technology which relies on an

Ethernet based system is more capital efficient than the current system used by Verizon.

In addition, in a continuing business scenario, Verizon would keep the retiree obligations

for all retired employees which represent substantially higher expenses than will exist for

the business operated by FairPoint. FairPoint does not inherit any obligations for

employees who retire before the merger closes.

Mr. Barber attributes most, if not all, of the discrepancy to differences in cost savings

assumptions. How would you address Mr. Barber's contention that Verizon is "in the

best position to assess the likelihood of FairPoint achieving the synergies and other cost

savings" reflected in the projections (Barber Confidential, page 11, lines 12-14).

I disagree. Mr. Barber's statement might have some validity if FairPoint intended to

continue to run the operations in the same manner, with the same vision, and with the

same cost structure as Verizon. However, that fundamentally is not the case. FairPoint

does not intend to operate the Verizon northern New England assets in exactly the same

manner as they have been operated in the past. We intend to trans~tion the operating

model to one based on broadband as compared to the historical Verizon model which is

based primarily on wireline voice services.
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It is noteworthy that the Verizon management assumptions presented by Merrill appear to

calculate operating cost savings with a high-level "percentage of operating expenses"

approach, while FairPoint's cost avoidance assumptions are the result of a detailed, in-

depth, bottoms-up pro forma cost build-up that was then compared to Verizon costs. The

topic is discussed in greater detail below.

The reality is that it is not unusual for buyers in corporate combinations to see

opportunities to improve operating performance and value that sellers either cannot or do

not recognize (for a variety of reasons). Ifthat were not the case, transactions rarely

would occur. Even ifVerizon management could have seen opportunities for improving

the operating efficiency of the northern New England properties in a manner similar to

that proposed by FairPoint, they may not have been able to implement or achieve the

savings given the larger company's operating model and existing infrastructure / cost

model.

Capital Structure, Credit Quality and Covenant Issues

A number of witnesses raise concerns about the pro forma capital structure and credit

quality of the combined company, indicating that the company will be highly leveraged

and below investment grade. Can you address these concerns?

18

19

20

A. FairPoint witness Balhoffwill address the capital structure issues in detail. However, it is

important that the Commission understand that a high yield credit rating is not indicative

of a company that is financially weak, nor is it atypical for our industry or rare among

FairPoint Exh. 9P



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 Q.
16

17 A.

18

19

20

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Waiter E. Leach, Jr.
Page 37 of 110

u.s. companies. The size of the non-investment grade bond market has doubled to $1.2

trillion in five years and the non-investment grade loan market is even larger. As of

March 31, 2007, approximately 50% of U.S. companies issuing debt had non-investment

grade credit ratings. Historically, non-investment grade companies have a strong track

record of NOT defaulting on their debt, with the 15-year average default rate as of

yearend 2006 at approximately 4.6%. Post-closing, FairPoint is expected to be rated in

the BB category, the most conservative part of the high yield market.

In addition, it is typical of the incumbent local exchange carrier industry for companies to

possess non-investment grade credit ratings. Companies such as Citizens

Communications, Windstream Communications, Consolidated Communications, Iowa

Telecom, Alaska Communications Systems, Cincinnati Bell, Qwest and Alltel are all

rated below investment grade. Therefore, it is an oversimplification merely to look at a

non-investment grade credit rating and assume that the company will be in some way

financially unstable.

Mr. Brevitz also indicates a concern that FairPoint is not committing to use excess cash

flow to reduce debt. Can you explain?

It is the Company's expectation that we will use our free cash flow after dividends to pay

down our outstanding debt, as reflected in our financial projections. In fact, given that

we are confident that we can outperform the financial results reflected in the projections,

it is possible that we will have more cash available for debt repayment than we have
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modeled. However, FairPoint has not made a binding commitment to use cash flows

after dividends solely for debt repayments as we believe this sort of commitment would

unnecessarily constrain the flexibility of management and the Board of Directors to

allocate capital to the most productive uses (as conditions might warrant at any given

time). Debt reduction clearly would be considered one ofthe primary potential uses of

free cash as those allocation decisions are made. However, if the company needs

additional capital for important projects or other investment in the business, we believe it

is important that we maintain the flexibility to direct our capital resources appropriately.

As reflected in our projections, if cash flow after dividends is used to repay debt, we

expect that our debt balance will decline by almost $400 million over the course of the

projection period. Given the expected reduction in principal outstanding, the fact that we

should be comfortably in compliance with our debt covenants throughout the projection

period, and our historical ability to access the capital markets as needed, we expect to

have no difficulty refinancing the remaining debt outstanding prior to maturity.

Mr. Brevitz believes that FairPoint will be exposed to significant interest rate risk

because of the floating rate debt in its pro forma capital structure. Do you agree with this

assessment?

No. As Mr. Brevitz notes in his testimony, FairPoint has employed (and expects to

employ further) interest rate swaps to convert some ofthe floating rate debt to a fixed

rate. In fact, swaps in place today will continue following the proposed merger and result
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in a floating rate on only approximately 40%% of the pro forma total debt ofthe merged

company. Additional swaps will be put in place for much of this floating rate debt soon

after closing. Purchasing these interest rate swaps serves to hedge a portion of our

outstanding debt against fluctuations in interest rates. The market for these interest rate

swaps is well-developed and highly liquid, making it quite routine for companies to avail

themselves of the benefits of the swaps to manage the interest rate risk on their balance

sheets. FairPoint is an experienced participant in this market. In addition, it is also

important to note that corporate finance theory generally would not support removing all

variable rate debt from the capital structure. There are trade-offs in employing fixed-rate

capital and, as a result, it is typically viewed as prudent to retain some variable-rate

capital in the capital structure. In doing so, a company is able to benefit from what is

typically lower-cost, shorter-term debt and to maintain some potential to reduce costs in a

declining rate environment. Therefore, while virtually all companies are exposed to

some form of interest rate risk, we feel comfortable that we have the tools and experience

necessary to manage these risks in a responsible manner that optimizes our cost of

capital.

Staff witness Vickroy discusses FairPoint's expected debt covenants in relation to ratios

in Windstream's new debt securities. (Vickroy Confidential, page 9) Do you agree with

his assessment that FairPoint's "more aggressive" covenant levels relative to Windstream

should be perceived as a negative?
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No. In general, as a borrower, you want to obtain the most flexible covenants possible in

order to provide your company with the maximum ability to avoid covenant violations, in

good times and in bad. As a result, more lenient covenant ratios (such as FairPoint's 5.5

to 1 leverage ratio as compared to Windstream's 4.5 to 1 ratio) generally are perceived as

a good thing, as they maximize flexibility in managing through any unanticipated

downturns in business or negative external events. As discussed earlier, FairPoint

remains comfortably in compliance with its covenant ratios throughout the projection

period.

9

10

11

12

13

14

15

16

17

18

19

20

21

Q.

A.

Mr. Vickroy also seems to be very concerned about the potential ramifications of

covenant violations, suggesting that a violation of these ratio tests could cause lenders to

take actions that harm service quality. Do you agree with his assessments?

Not entirely. While Mr. Vickroy is correct that repeated, habitual violations of covenant

ratios likely will result in lenders taking meaningful action, I believe he overstates the

typical consequences of a single technical covenant ratio violation. It is important to

remember that there is a significant difference between a technical violation (typically

running afoul of a reporting requirement or ratio required in the loan agreements) and a

payment default. In the case of a technical violation, it is typical for the lender to notify

the company of the violation and to ask that it be remedied. In the absence of a

consistent pattern of these types of violations, that is usually the extent of the

consequences for the borrower. I believe what Mr. Vickroy describes, with lenders

taking aggressive action to control how a company is run and playing an active
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management role, is much more indicative of a situation in which there has been a

payment default (or more likely multiple payment defaults). Importantly, none of our

projections, including the MAC case, indicate that FairPoint would even be close to a

payment default. Therefore, while the consequences Mr. Vickroy describes are real

under certain circumstances, their relevance with respect to the combined company is

speculative.

Appropriate Use of 2006 Pro Forma Data

A number ofMr. Barber's Schedules (2-5) analyze or depict 2006 pro forma data for the

combined company. Are there qualifications that should be made regarding analyses

based on the 2006 pro forma data from FairPoint's S-4 filing with the SEC?

There are significant issues with using the pro forma 2006 financial data, which are

produced under strict rules imposed by financial accounting standards and SEC practice,

to derive insights on the normal course financial characteristics of the combined company

going forward. These pro forma data do not, and are not intended to, present an accurate

picture of the financial performance of the combined company operating as a single

integrated entity. As a result, no expected cost savings or operating efficiencies are

included in these data. It is clearly stated in text related to the tables in the Form S-4

from which Mr. Barber obtained the pro forma combined company data that he uses in

his Schedules:
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The pro forma amounts in the table below are presented for illustrative purposes
only and do not indicate what the financial position or the results of operations of
the combined company would have been had the merger occurred as of the date or
for the period presented. The pro forma amounts also do not indicate what the
financial position or future results of operations of the combined company will be.
... No adjustment has been included in the pro forma amounts for any anticipated
cost savings or other synergies that FairPoint expects to result from the merger.

In addition, there is a footnote related to the applicable table in our S-4 indicating that the

Spinco results utilized to create the pro forma combined data include allocated costs from

Verizon and its affiliates. The footnote states that after closing and a transition period

FairPoint expects that the combined company will generate $60 million to $75 million in

annual net cost savings from internalizing or obtaining from third-party providers the

functions related to these allocated corporate overhead costs. The 2006 pro forma data

Mr. Barber presents include the existing Verizon allocated overhead costs and make no

provision for the cost savings expected to be generated as a result of the merger.

Therefore, it is clear from the disclaimers in the S-4, the source document for the 2006

pro forma combined data, that pro forma 2006 results are for illustrative purposes and do

not reflect the expected future performance or financial characteristics of the combined

company going forward. I am not sure why Mr. Barber chose to ignore the statements

regarding the limitations of the pro forma 2006 data, but the data are not appropriate for

his intended use.
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FairPoint's Ability to Deliver Financial Results it has Projected

Turning more specifically to the actual consolidated projections, do you agree with Mr.

Barber's contention that FairPoint's financial case supporting the transaction is

"extremely optimistic" (Barber Confidential, p. 42, line 11) with "an extraordinarily

small margin of error" (Barber Confidential, p. 2, line 18)?

6 A.

7

8

9

10

11

12

13

I do not. In this testimony, I will show (in conjunction with other FairPoint witnesses)

that our financial projections in fact reflect reasonable assumptions and contain a

substantial "margin of error" to accommodate unforeseen circumstances. Before I

discuss more specific details related to the projections, I would like to provide some

context for how FairPoint's acquired properties have performed in the past relative to

historical and projected financial results. As the graphic below summarizes, when we

look at our acquisition experience, the transactions for every year have exceeded our

projection for the group's Year 2 adjusted EBITDA.
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Note: No acquisitions were completed during 2002.

Specifically, for the companies we acquired in 1998-2001 and 2003 (no acquisitions were

completed in 2002), the graphic shows adjusted EBITDA the year prior to closing, our

projected 2-year forward adjusted EBITDA estimate at closing, and the actual adjusted

EBITDA achieved two years from closing. As you consider FairPoint's projections for

the proposed transaction, there are two important takeaways: (i) FairPoint always has

increased dramatically (by a minimum of38% for the acquisitions represented in the

graphic) the operating cash flow of its acquired companies versus the historical

performance ofthose companies, and (ii) FairPoint in all cases outperformed its own 2-

year forward projections.

To quote Mr. Barber, "Watch what someone does, not what they say." I believe our

acquisition history speaks for itself. The bottom-line is that, in terms of our acquisition

experience, we have always delivered results in excess of past performance and in excess

of our own expectations. Our ability to outperform reflects not only our operational
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acumen, but also is instructive ofthe way we produce projections for the companies we

evaluate for acquisition. It is not our practice to base transactional decisions on

"extremely optimistic," aggressive assumptions regarding the future performance of the

to-be-acquired property. To the contrary, our philosophy is to make the financial case for

a transaction based on reasonable projections that we are confident we can achieve even

if all does not go exactly as planned. In this way, a meaningful margin for error, not an

"extraordinarily small margin," is built into our projections at their core. Rather than any

theoretical discussion regarding whether the assumptions contained in our projections for

the combined company are conservative or optimistic, I believe that FairPoint's

demonstrated past experience of always outperforming expectations should be the most

influential factor in assessing whether we can deliver the operating results we have

forecast.

Understanding Projected Operating Expenses

In Mr. Barber's Schedule 6, he makes the point that, "FairPoint's absolute costs per

access line are significantly higher than Verizon NNE' s." Is this a surprising revelation?

I think that most knowledgeable observers of the incumbent local exchange carrier

(ILEC) industry would find this observation about FairPoint's current business logical

and predictable. FairPoint's existing operations serve some ofthe most rural, sparsely

populated regions in the U.S. As most industry observers will acknowledge, the more

rural the region and the lower the population density served, the greater the cost per
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access line. As indicated on page 14 of the FairPoint Analyst presentation from

January 16, 2007, attached as Exhibit WL-2, FairPoint's existing operations serve

territories with an average of 13 access lines per square mile, the lowest "teledensity" out

of the companies presented (most of which are considered rural operators). Also on this

slide, we indicated that pro forma FairPoint (the combined company) will have a

"teledensity" of 36 access lines per square mile - significantly higher than FairPoint's

current density metric. The increase in access lines per square mile clearly is due to the

fact that the Verizon northern New England properties, while somewhat more rural

relative to other parts ofVerizon's territory, are still more urban and densely populated

than FairPoint's operations. Therefore, as a result ofthe more rural, sparsely populated

nature of the FairPoint operations relative to the Spinco operations, it is logical and to be

expected that FairPoint would have a higher cost of service reflected in greater per line

costs.

Mr. Barber presents data in his Schedules 6 and 7 indicating that both FairPoint and the

Verizon northern New England operations have experienced growth in operating

expenses in recent years. Why should we believe that similar growth trends in operating

expenses will not continue for the combined company?

18 A.
19

20

21

Let me point out that Verizon's direct costs for its core business have been declining

steadily in recent years. The expense growth Mr. Barber points to is the result of (1)

increasing cost allocations to the northern New England region from elsewhere in the

vast Verizon organization, none of which FairPoint will inherit, and (2) increases in non-
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1 regulated costs that keep pace with non-regulated revenue growth. It is problematic to

2 compare historical stand-alone data and trends for FairPoint existing operations and the

3 Spinco operations to projected results for the combined company. The existing FairPoint

4 operations will benefit from greater purchasing power and economies of scale when

5 combined with the Spinco operations. The Spinco operations should benefit from greater

6 operating efficiencies, as I will describe in more detail below, and the elimination of

7 retiree benefit obligations for all employees who have retired before closing. As a result,

8 historical standalone results are not a satisfactory indicator of likely operating expense

9 levels and trends going forward. However, I would like to address Mr. Barber's

10 contention that FairPoint has not included adequate growth in operating expenses in its

11 projections for the combined company. The table below provides a summary of

12 historical and projected operating costs for the Spinco operations.

13 ***BEGIN CONFIDENTIAL INFORMATION***

14

15

16

17

***END CONFIDENTIAL INFORMATION***

First I will address the change in absolute dollar operating expense. As the table

demonstrates, while Total Spinco Operating Expense is projected to decline slightly (at a
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-0.6% average annual rate) that decline is driven entirely by reductions in non-cash

Depreciation & Amortization expense. ***BEGIN CONFIDENTIAL

INFORMA TION***

***END CONFIDENTIAL INFORMATION*** Given that we are

assuming no reduction in cash operating costs, and in fact are projecting an increase in

cash costs, in the face of these significant projected line losses, I feel confident that we

are being reasonable in our cash operating cost assumptions.

To further emphasize the point, we agree with Mr. Barber that it is important to observe

per line data (Barber Confidential, page 18, lines 5-7) to understand the more granular

trends that may be masked by only analyzing absolute dollar data. The table below

reflects summary historical and projected operating cost data for the Spinco operations on

a per line basis.

***BEGIN CONFIDENTIAL INFORMATION***
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***END CONFIDENTIAL INFORMATION***

For purposes of calculating per line operating expenses, we have used average annual

switched access lines plus UNE-L lines for the denominator, as Mr. Barber advocated. It

is somewhat debatable what the appropriate denominator should be for these calculations,

switched access lines alone or switched access lines plus UNE- L lines, as operating

expenses for a single UNE element (in this case the actual loop ) are lower versus the cost

of operating a fully-functional switched access line. If we had done the same analysis

depicted in the table above using switched access lines as the denominator, per line

expenses would have been greater (lower number of switched access lines than switched

access lines plus UNE-L lines) and more importantly the growth in per line expenses

reflected in the projections would be greater (switched access lines are declining at a

more rapid rate than switched access lines plus UNE-L lines, while operating expenses

(the numerator) would remain the same). Rather than confuse the issue with any more

detail, I will present the analysis using the methodology Mr. Barber prefers, as the

ultimate findings remain similar.

FairPoint Exh. 9P



1

2

3

4

5

6

7

8

9

10

11 Q.

12

13

14

15

16 A.

17

18

19

20

21

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jf.
Page 50 of 110

On this basis, it is apparent that we are assuming significant growth in per line Spinco

Cash Operating Expense, which generates some more modest growth in per line Total

Spinco Operating Expense. Per line non-cash D&A expense is declining at a 5.1%

CAGR from 2009 to 2015; however, per line cash operating expense is increasing at

approximately a 2% CAGR, a more rapid rate of annual increase than on an absolute

dollar basis. As a result, per line cash expense increases by almost 12% in 2015

compared to 2009, or approximately $59 per line annually. On a per line basis, the

magnitude of the projected cash expense increase is sufficient to overcome the decline in

per line D&A expense, resulting in a $22 annual increase (or almost 3.5%) in Total

Spinco Operating Expense per line in 2015 versus the estimated 2007 figure.

You mentioned that it is problematic to compare stand-alone historical expenses to

projected combined company costs. In addition to the projected growth in absolute dollar

and per line cash operating expense you detailed above, are there other data that give you

comfort that FairPoint's per line expense projections are reasonable and contain a margin

for change?

There are actually three points that give me comfort that our projected operating expenses

are reasonable and that our overall financial projections allow for an acceptable margin

for change. First, and most importantly in my opinion, is FairPoint's demonstrated

history of modeling the financial case for acquisitions in such a way that we have always

outperformed historical results and our projected [mancial targets. Our philosophy is to

model transactions so that we have an acceptable margin for change in order to ensure we
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are making decisions that will enhance shareholder value and provide high-quality

service to all of our customers-existing and prospective. We have been able to do this

in the past and our track record makes me confident we are using the same approach in

modeling the proposed transaction with Verizon.

Second, as I demonstrated in detail above, we are assuming fairly meaningful growth in

cash operating expenses on a per line basis over the course of the 2009 to 2015 projection

period. In a declining access line environment producing stable-to-declining Spinco

revenues over the projection period, our decision to model increasing absolute dollar and

per line cash operating expense growth is reasonable, and certainly not overly aggressive.

Thirdly, as FairPoint witness Bill King will demonstrate in detail, the operating cash flow

(or EBITDA) margins that we have projected for Spinco are well below the margins

being achieved by a group of comparable or "guideline" companies. The table below

provides a brief summary of Mr. King's findings regarding how our projected Spinco

EB ITDA margins compare to the rural ILEe industry in general.

***BEGIN CONFIDENTIAL INFORMATION***
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***END CONFIDENTIAL INFORMATION*** As Mr. King and FairPoint witness

Balhoff discuss, our operating expense per line projections are in line with what was

observed among the guideline companies. However, we are projecting revenues per line

that are well below the guideline companies. Therefore, if we are able to increase

revenue per line to levels consistent with those being achieved by the comparable

company group, there is substantial opportunity for EBITDA margin improvement. The

fact that FairPoint has projected Spinco EBITDA margins substantially below the

margins being achieved by other companies in our industry gives me additional

confidence that our projections are reasonable and contain sufficient margin for change. I

truly believe that FairPoint will once again be able to achieve and outperform the results

we have projected.

Can you provide an explanation for the ongoing decline in non-cash D&A expense?

The ongoing decline is related to (1) the continuing drop in equipment costs and (2) the

expected declines in access lines. Equipment costs continue to drop in the industry as
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items such as soft switches replace the far more expensive digital switches of the past.

Moving to an Ethernet based system versus the old TDMA system also creates savings

opportunities. On the second point, we have explained that FairPoint's capital

expenditure projections are based in part on the number of access lines in service. As our

projected access lines decrease, the related capital expenditures decrease as well. The

projection model assumes 10-year straight-line depreciation for book accounting

purposes. So, as the gross amount of capital expenditures related to access lines declines

year-over-year in conjunction with the expected year-over-year declines in access lines,

our projected depreciation expense also declines as current investment is lower and

certain assets become fully depreciated. As I mentioned above, it is this ongoing decline

in non-cash D&A expense that is responsible for the appearance that our operating

expense projections assume contraction. Once you exclude the declining non-cash D&A,

it is apparent that FairPoint is projecting reasonable growth in cash operating expense.

Before we move on from discussing FairPoint's full operating expense projections, Mr.

Vickroy raises the issue that the company's projection of a five-month cutover to the

replacement back-office and operations support systems is overly optimistic and any

extensions beyond five months become important to the financial case because of the

costs under the TSA. How do you respond to this concern?

19 A.

20

21

FairPoint witnesses Haga and Kurtze address this concern in detail. Specifically, they

explain the substantial difference in the FairPoint approach to the systems

design/integration work and the Hawaiian Telcom approach (upon which Mr. Vickroy
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bases much of his concern). As the other FairPoint witnesses indicate, the FairPoint

transition is being managed very differently from the Hawaiian Telcom transition and, as

a result, has a high probability of success within our projected timeframe. At worst, we

would not expect any delay beyond a month or so (we have projected one additional

month ofTSA expense beyond the four month period by which we expect cutover to

occur).

It should be noted Capgemini was selected as the consultant in the third quarter of 2006,

and began the planning process in the fourth quarter of 2006. The June 1, 2008 projected

cutover date results in over 19 months of planning for such cutover, which we believe to

be a very substantial amount of time for such work.

In addition, Verizon witness Steve Smith also addresses the meaningful differences

between FairPoint's approach and the approach employed in the Hawaii transaction. As

Mr. Smith states, "the difference between working with FairPoint and Capgemini and

working with the Hawaii buyer and its consultant is like the difference between night and

day." (Smith, page 10). By Mr. Smith's account, we are already achieving milestones in

the systems development process that were not achieved in Hawaii until after the close of

the transaction and well into the transition service delivery period. Mr. Smith concludes

that as a result ofVerizon's and FairPoint's greater coordination, communication, and

cooperation, the risk of incompatibility between the Verizon data and the new systems at

cutover is substantially reduced.
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Therefore, there is little risk that the TSA period will extend much beyond FairPoint's

proposed schedule, as we remain on target to achieve and successfully implement all

tasks related to cutover and the initiation of the new systems architecture.

Detailed Explanation of Projected Cost Savings

Before getting into details about expected cost savings, please explain at a very "high

level" why you expect any of the Verizon expenses to go away.

It is important to remember that Verizon allocates a significant amount of corporate

overhead expenses (approximately $270 million in 2006) to the northern New England

operations. These allocations are for costs incurred outside of the three states related to

functions which do not come to FairPoint as part of the merger. In addition these

allocations include the corporate overhead for Verizon from headquarters and regional

locations. Therefore, there is absolute certainty that these costs will go away following

the merger. There is no question these costs will be eliminated. The only question is

how they compare to the new cost structure which FairPoint is putting in place to

replicate such services. Details on that new cost structure are addressed in the following

questions.

There seems to be some confusion or uncertainty regarding the cost savings / operating

efficiencies that FairPoint claims it can achieve and how those savings are reflected in the

financial projections, even to the extent that the Liberty Witnesses contend that the cost

savings should not be included in the financial projections under review in this
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proceeding. Can you provide additional detail and clarity regarding the sources of

operating expense reductions / cost savings and how they are included in the projections

going forward?

I will walk you through how FairPoint determined its published cost savings estimates of

$60 million to $75 million. I believe that once there is better understanding of how we

developed these estimates and projections, there will be greater comfort in our ability to

deliver the projected operating cost efficiencies and agreement that we are not being

unreasonable in including these cost savings in our base case projections for this

proceeding.

Specifically, what are the sources of the $60 million to $75 million in operating cost

savings and how was this estimate developed?

12 A.

13

14

15

16

17

18

19

20

The table below outlines in detail how the estimated operating efficiency estimates were

derived. It is important to know that we did not take the Verizon cost structure and

attempt to reproduce it. Instead, we knew that all the allocated overhead costs would go

away following the closing and our new cost structure would then replace the Verizon

costs. Thus, we merely compared our cost structure to the prior allocated Verizon

corporate overhead, and the difference fell out as the cost savings. It should be noted our

cost structure assumed in the first year of operation that all the direct costs incurred by

the Spinco business in northern New England would continue at pre-merger levels. To

that amount we added a detailed build up of all the new back office costs which would be
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1 put in place to replace the allocated services historically provided by Verizon from out of

2 state facilities. For purposes of presenting the table below, we estimated how some of

3 the Verizon costs could be allocated across different functions to show a comparison to

4 the FairPoint estimates for those same functions.

5 ***BEGIN CONFIDENTIAL INFORMATION***

6
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***END CONFIDENTIAL INFORMATION The estimated cost savings are

primarily the difference between Verizon-allocated costs (for functions performed by

other Verizon entities outside of the northern New England operations) and the

incremental direct cost that FairPoint must incur post-closing to replace these functions.

In creating the estimated cost savings, FairPoint compared Verizon's estimated 2007 cost

structure for the to-be-acquired operations to FairPoint's "bottom-up" cost structure

derived by quantifying expected costs of all functional operations. In many respects

these cost savings are more indicative of avoided costs for the combined company as

opposed to what many people typically think of in terms of merger "synergies" (often

driven by economies of scale or the elimination of redundant operations). The 2007

comparison is reflected in the table above.

Based on this methodology, FairPoint expects to eliminate approximately $118 million of

operating expense from the Verizon cost structure (again, principally corporate cost

allocations as opposed to actual in-region operating costs), while adding approximately

$46 million in incremental costs to replace the functions represented by the Verizon-

allocated costs. Because FairPoint is able to "start with a clean sheet" and tailor its

operating model and cost structure specifically to the northern New England operations,

and avoid the cost related to many legacy functions no longer required, we are able to

reproduce many of the Verizon overhead functions at costs well below the Verizon

allocations. As a large corporation with a wide variety of assets, Verizon's cost structure

is designed for the entire company, and many lines of business which we are not
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purchasing, and is not specific to operating regions or companies. Therefore, as FairPoint

is demonstrating, when certain assets are removed from the larger corporate entity, it is

possible to derive targeted operating cost reductions. This is very typical, as in most

RBOC access line sales in the past the acquiring companies have produced similar

savings. Mr. Balhoff provides more information about this experience in his testimony.

The primary drivers (single category changes in the Verizon cost structure in excess of

$10 million) of expected cost savings and cost increases are highlighted in the table. All

other projected cost savings and cost increases (including the impact on existing

FairPoint operations) taken together result in a net cost decrease ofless than $1 million.

Additional detail on the company's rationale regarding the primary drivers ofthe

estimated avoided costs is provided below.

***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL INFORMATION*** The basis for these

assumed savings is:

• Customer Sales & Service: The Verizon allocation for customer sales and service

expenses is based upon costs for call centers in the three states, some of which

provide service to an area broader than the three states, or for a center providing a

service which does not come with the acquired businesses. Otherwise, the cost
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would be included as a direct expense, not an allocated expense. Verizon has

acknowledged they do not operate the three states as a "financial entity" and,

therefore, much of the allocated cost information comes from an allocation made

to satisfy financial reporting for the three-state market. We believe eliminating

the out of state services will result in savings.

• Network & IT: ***BEGIN CONFIDENTIAL INFORMATION***

***END

CONFIDENTIAL INFORMATION*** The allocations represent costs from

centralized Verizon workgroups and corporate facilities outside of the Spinco

footprint. ***BEGIN CONFIDENTIAL INFORMATION***

***END CONFIDENTIAL INFORMATION*** These cost allocations will

cease at closing. FairPoint has provided for the additional personnel and

infrastructure required to replace the functions represented by the Verizon

allocation in its estimated cost increases for Engineering & Operations and Land

& Building.

• Marketing: Somewhat similar to the allocations for customer sales and service,

the Verizon expenses for marketing also represent national or regional costs

(expenses incurred outside of the three-state area) which are allocated to the three-

state area. We believe that Verizon's national and regional sponsorship programs
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have less value to the customer base in northern New England, but the Spinco

operations historically were charged an allocation for such costs. After the

merger, the three states will be charged only for those expenses related to the

three-state area, and we believe that the cost-benefit relationship will be far more

efficient than it is today. A perfect example is the fact that FiOS with a video

product is advertised in parts of the three-state area, but none of the three states

can offer such video service, and there is no benefit to the three states from such

advertising.

• Shared Assets: ***BEGIN CONFIDENTIAL INFORMATION***
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***END CONFIDENTIAL INFORMATION*** The cost increase for

Engineering & Operations (and Legal & Regulatory) reflects, among other things,

additional personnel required to replace the centralized Verizon functions that will no

longer support the northern New England operations. Other witnesses are attesting to the

level of detail and rigor that are being applied with Capgemini to the development of

back office functions, and we are very confident we have the necessary dollars budgeted

to accomplish all tasks.

Are there any other factors that give you confidence that FairPoint's projected cost

savings are reasonable and achievable?

Yes. As part of the company's ongoing due diligence, we have determined that projected

direct operating expenses should be $15 million lower than previously reflected in our

financial projections. The reduction relates to lower expected rent, disaster recovery and

billing system costs, expenses and other costs. Therefore, today we are even more
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confident in achieving the projected cost reductions as our continuing due diligence has

actually shown more savings are likely than those reflected in the Discovery Modell.

Are there other methodologies for assessing the reasonableness of FairPoint's cost

savings estimate?

I think one of the more straight-forward summary methodologies is by utilizing the

annual TSA cost. For $16.5 million per month, or $198 million per year, Verizon has

agreed to provide the combined company with the services (at Verizon's cost) not

directly performed within the operations of the assets to be transferred. As I indicated

above, Verizon allocated costs in 2006 of approximately $270 million for service

performed outside of the to-be-acquired operations. As a result, the $72 million

difference in the allocated cost and the TSA cost ($270 million minus $198 million) is a

good proxy for the additional overhead inherent in Verizon's corporate structure, most of

which FairPoint will.not incur.

How do you respond to Mr. Vickroy's contention that because FairPoint previously has

not built the types of systems it is currently creating, we cannot be certain that the cost

savings estimates are accurate?

Our Operations witnesses previously have provided significant detail and will provide

substantial additional detail regarding the rigorous and comprehensive development and

implementation processes we are undertaking in conjunction with Capgemini. In the end,

there are uncertainties with any projections. However, I believe that we have undertaken
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a best-in-class process and have spared no expense in making sure that the systems we

are developing are state-of-the-art and will function at least as effectively as we have

projected. In addition, as you have heard from Verizon witnesses, the development and

conversion process for these systems, along with the transition process for the rest of the

operations, is not being pursued by FairPoint and Capgemini in a vacuum. Verizon is a

very active participant in the planning, development and deployment. They know better

than anyone what the existing systems do and what it will take to replace them. They

also know what functions will need to be replaced as part of the transition. All of this

should provide comfort to the Commission that everything possible is being done to

ensure that we understand all angles of the conversion and transition processes, and that

this understanding forms the detailed basis for the cost savings we expect to achieve.

So, in response to the Liberty Witnesses, do you believe that FairPoint's estimated cost

savings are sufficiently likely to occur such that they should be included in the financial

projections being considered by the Commission in assessing the expected financial

condition of the company?

Based on the detail I have provided, and the detailed support provided by other FairPoint

and Verizon witnesses, I do.

How will these expected cost savings benefit New Hampshire consumers?

I can address this issue, generally, while other FairPoint witnesses will demonstrate our

operational plans in more detail. I see three primary ways in which the operating
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1 efficiencies and cost savings I have outlined above will benefit consumers. First, we

2 have indicated that we will not seek increases in Verizon's existing rates for either retail

3 or wholesale customers as a result of the transaction Second, we intend to tailor our

4 operations to provide improved levels of customer service, and moving back-office

5 functions which are currently performed outside the three states into the three state area

6 should help facilitate that objective. Our operations people will provide greater detail on

7 how this will be achieved, but the cost savings will assist in these efforts. Finally, the

8 money we save in terms of operating costs will be an important source of cash flow for

9 investment in our network. It is this network investment that will enable us to bring

10 broadband more rapidly to significantly more of New Hampshire's residents. Greater

11 broadband availability also will allow FairPoint to provide consumers with a wider array

12 of telecommunications products and services. Again, the details of our broadband build-

13 out plans will be provided by other FairPoint witnesses; but, needless to say, the cost

14 savings described above will enhance our ability to expand broadband availability in New

15 Hampshire faster than would otherwise occur if the merger did not close.

16 So, as a result of this transaction and the projected avoided costs, New Hampshire

17 consumers should expect to see improved customer service, no related increase in prices

18 and, most importantly, greater access to broadband and an array of high-quality,

19 advanced services.

20 Q.

21

Finally, how would you address Mr. Brevitz's statement that the driver of FairPoint's

projected cost savings estimates "may be the fact that ***BEGIN CONFIDENTIAL
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INFORMA TION***

***END CONFIDENTIAL INFORMATION*** (Brevitz, Highly

Confidential, p. 82)

First, I would like to clarify that the statements Mr. Brevitz quotes were made in the

context of a review session FairPoint conducted for interested parties to provide

additional detail regarding our financial model (although the quote that analysts "love

synergies" is not found in his notes from the session, so I am not clear where he got this

quote). In any event, while it is true that the vast majority of corporate transactions

include some related savings in terms of costs (thus analysts are indeed conditioned to

look for the potential costs savings related to transactions), we developed our cost savings

estimates using the detailed process I described above. FairPoint did not just pull a cost

savings number out ofthe air to appease investment analysts, as Mr. Brevitz's statement

might suggest.

The MAC Case and Liberty's Hawaiian Telcom Case

The Liberty Witnesses go to great lengths to assert that FairPoint's base case projections

should be disregarded and the company's MAC case projections should become the de

facto base case for the Commission's consideration of the financial prospects for the

combined company. Is the MAC case the most appropriate base case for these

proceedings?
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No it is not. The Liberty Witnesses are advancing the MAC case, which excludes our

projected cost savings because they do not believe the savings should be considered by

the Commission. As I stated above, I fundamentally disagree with this position.

FairPoint, through me and other witnesses, has presented substantial supporting evidence

that the cost savings are reasonable to include in our base case projections for the

combined company. Far from being the "most likely" case, as Mr. Vickroy contends, we

continue to view the MAC case as a "worst case" scenario. The important message in

the MAC case is that it shows all operating expenses, capital expenditures, taxes and debt

service payments can still be covered with the likely result being that a lower dividend

payment would have to occur. It is also important to note that in this "worst case" view

the company is projected to remain in compliance with all its bank agreement covenants.

12

13

14

15

16

17

18

Q.

A.

Is there anything more you would like to add regarding Mr. Vickroy's discussion of the

MAC case?

I would like to point out that his understanding of the MAC case is less favorable than

our actual MAC case projections.

As the table below demonstrates, the actual free cash flows and payout ratios generated

by the MAC case are more positive than those presented in Mr. Vickroy's discussion and

his Exhibit F.
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Year 1 Year 2 Year 3 Year 4 YearS Year 6 Year 7 Year 8
2008 2009 2010 2011 2012 2013 2014 2015

(Dollars in millions)
Pro Forma Combined Cash Flow Projections

Pro Forma Combined Adjusted EBITDA $ 505 $ 528 $ 524 $ 508 $ 494 $ 482 $ 473 $ 466Interest Expense (185) (187) (186) (185) (185) (184) (185) (186)Cash Taxes (2) (2) (2) (3) (3) (2) (2) (2)Cap Ex (173) (167) (163) (157) (154) (152) (150) (149)Change in NWC 1 1
Free Cash Flow $ 145 $ 172 $ 173 $ 164 $ 153 $ 144 $ 136 $ 129Dividends (142) (142) (142) (142) (142) (142) (142) (142)
Cash Flow after Dividends $ 3 $ 30 $ 31 $ 22 $ 11 $ 2 $ (6) $ (13)

Vickroy Exhibit F "Excess Cash Flow" NA 24 19 10 (4) (17) (29) (39)Variance - Annual $ 6 $ 12 $ 12 $ 15 $ 19 $ 23 $ 26Variance - Cumulative ('09- '15)
$ 115

Payout Ratio 98% 82% 82% 86% 93% 98% 104% 110%Vickroy Exhibit F "Dividend Payou1 %" NA 86% 88% 93% 103% 114% 126% 138%1 Variance - Annual (bps) 363 611 661 1,040 1,562 2,183 2,818

2 In addition, as the table below demonstrates, the actual debt levels and credit ratios

3 generated by the MAC case are more positive than those presented in Mr. Vickroy's

4 discussion and his Exhibit G.

Year 1 Year 2 Year 3 Year 4 YearS Year 6 Year 7 Year 8
2008 2009 2010 2011 2012 2013 2014 2015

(Dollars in millions)
Pro Forma Credit Ratio Projections

Interest Coverage

Pro Forma Combined Adjusted EBITDA $ 505 $ 528 $ 524 $ 508 $ 494 $ 482 $ 473 $ 466Interest Expense 185 187 186 185 185 184 185 186
Adjusted EBITDA I Interest Expense 2.73 2.82 2.82 2.75 2.67 2.62 2.56 2.51Covenant 2.25 2.25 2.25 2.25 2.25 2.25 2.25 2.25Compliance Yes Yes Yes Yes Yes Yes Yes Yes

Vickroy Exhibit G "Interest Coverage" 2.63 2.75 2.69 2.59 2.49 2.37 2.261 2.171

leverage Ratio

Total Net Debt $ 2,561 $ 2,530 $ 2.499 $ 2.477 $ 2.467 $ 2,465 $ 2.470 $ 2,482Pro Forma Combined Adjusted EBITDA 505 528 524 508 494 482 473 466
Total Net Debt I Adjusted EBITDA 5.1 4.8 4.8 4.9 5.0 5.1 5.2 5.3Covenant 5.8 5.5 5.5 5.5 5.5 5.5 5.5 5.5Compliance Yes Yes Yes Yes Yes Yes Yes Yes

5 Vickroy Exhibit G "Leverage Ratio· 5.7 5.3 5.3 5.51 5.6 5.9 6.1 6.31

6 As a result, were the MAC case to occur, FairPoint would not be on the "razor's edge of

7 covenant violations" in every year ofthe projections, as Mr. Vickroy represents, and in

8 no year would we be anywhere near a payment default. In fact, FairPoint remains in

9 compliance with its debt covenant ratios for the entire projection period in the MAC case.
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Shifting from the MAC case, the Liberty Witnesses also contend that Hawaiian Telcom's

experience is actually the most appropriate "worst case" scenario for the Commission to

consider. Can you address this contention?

I think it is very important to consider Staff witness Antonuk's own assessment of the

Hawaii experience relative to the proposed transaction-"( w]e do not predict that such

results will occur here." (Antonuk, page 18) I agree with Mr. Antonuk that it is highly

unlikely that we will repeat the mistakes made in Hawaii. As I indicated above, FairPoint

witnesses Haga and Kurtze, and Verizon witness Smith, provide significant detail

differentiating our planning and implementation processes versus the Hawaiian Telcom

process. Based on their testimonies, it is reasonable to conclude that FairPoint and

Verizon are doing everything necessary to ensure that the cutover and transition

processes are efficient and effective. As a result, I do not think it is prudent to consider

Hawaiian Telcom's experience as indicative of a likely worst case for the proposed

transaction.

15 Q.

16

17

Finally, Liberty prepared and presents a Hawaiian Telcom-type case for the proposed

FairPoint-Verizon transaction. Can you address this case, which Liberty claims is a more

appropriate "worst case" scenario?

18

19

A. It is always possible to generate what I would describe as "the perfect storm"-unlikely

scenarios in which everything that could go wrong, does go wrong. I would put Liberty's
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Hawaiian Telcom-based projections for this transaction in that category. We see no

evidence that would indicate that this is a realistic downside scenario,

Projected Capital Investment

Mr. Barber expresses concern that FairPoint is projecting annual capital expenditures that

are less than its annual depreciation. How would you address his concern?

6 A.
7
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The simple answer is that it is typical for ILECs serving rural and small urban

communities at this point in time to have capital expenditures levels that are lower than

depreciation. Depreciation is a function of capital spent in prior years when the number

of access lines was higher and equipment costs were more expensive, while capital

expenditures today are representative of the current needs of the business, and should

logically be lower. FairPoint witnesses King and Balhoffwill address this issue in more

detail, but the reality is that our projected levels of capital expenditures relative to

depreciation reflect the industry norm and are not an indicator of abnormal

underinvestment as Mr. Barber would have you believe. From 2009 to 2015, FairPoint's

median ratio of Spinco capital expenditures to D&A is approximately 65%. As Mr. King

demonstrates, over the period from 2004 to first quarter of 2007 the median percentage of

capital expenditures to D&A is approximately 62% for the group of guideline companies.

Based on this analysis, it seems fair to say that FairPoint's projected level of capital

expenditures as a percentage ofD&A exceeds current industry standards (this is true on

an annual basis for all years except 2009 and 2010). This higher level was deemed
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appropriate given the need to make network investments in certain areas. It seems

inappropriate that it would be counted as a negative factor that our capital investment

practices are consistent with other companies in our industry and exceed the investment

levels of much of the guideline company group.

An interesting side note is that FairPoint's projected Spinco capital expenditures as a

percentage of D&A actually are increasing consistently over the projection period to

more than 77% by 2015. This trend does not appear typical within the industry and

reflects that our capital expenditures and D&A are converging, which should be of some

comfort to Mr. Barber.

Can you address concerns that FairPoint is planning to invest less in the Spinco properties

than Verizon has invested in the past?

12 A.
13

14

15

16

17

18

19

20

On an absolute dollar basis, it is accurate that FairPoint is projecting capital expenditures

at levels below Verizon's absolute dollar level of investment for the last couple of years.

However, in a declining access line environment where revenue growth is difficult to

produce, it is rational to reduce capital expenditures (although at a slower rate than the

decline in access lines). It is noteworthy that Verizon's normal course capital

expenditure budget for 2007 is approximately $138 million, consistent with our 2008 and

2009 projections of $143 million and $138 million, respectively. Finally, as Mr. Barber

has conceded, it is most appropriate to look at cost and investment levels on a per line or

unit basis. This is especially true in a declining line (or unit) environment. As I
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illustrated in my direct testimony (table on page 30), on a per line basis we are projecting

increasing levels of capital expenditures over the entire projection period at levels that

exceed Verizon's per line investment levels (excluding FiGS) from 2004 to 2007.

Can you provide additional detail regarding FairPoint's projected capital expenditures per

line that supports your contention that on a per line basis you expect to invest more than

Verizon has in the recent past?

First let me address the proper basis for calculating per line capital investment,

particularly focusing on the appropriate denominator to use in this calculation. As in my

direct testimony, the per line capital expenditures data that I will present use average

annual Total Switched Access Lines as the denominator for this calculation. I have

excluded UNE-L lines from the calculation because these lines represent only a single

UNE element out of the many elements that make up a complete switched access line.

As such, the capital investment required of FairPoint for a UNE-L line is significantly

lower than it is for a switched access line as the wholesale customer is responsible for

capital investment in the remaining elements that compose a functional access line. To

include UNE-L lines would depress artificially the per line figures.

Likewise, it is not appropriate to use access line equivalents, or ALEs, (that include DSL

connections) as the denominator for a per line capital expenditure calculation. In almost

all cases, except when a customer purchases only a DSL line from a telephone company

and no other voice services (a "naked" DSL line), both telephony and DSL are provided
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over the same access line to the customer's home. Therefore, except in the unusual case

of a "naked" DSL line, it is double counting to include both the access line and the DSL

line in the denominator of the per line capital expenditure calculation. As with the

inclusion ofUNE-L lines, using ALEs (including DSL connections) will depress

artificially the per line investment amount. As such, FairPoint maintains that the proper

basis for these per line calculations is switched access lines,

The table below provides the data supporting my contention that FairPoint intends to

invest more in the Spinco properties than Verizon has in the recent past when capital

expenditures are viewed appropriately on a per line basis.

Total CapitalExpenditures[1] $ 172 $ 145 $ 147 $ 138 $ 143 $ 138 $ 134 $ 130 $ 128 $ 127 $ 127 $ 127
AverageTotalSwitchedAccess Lines 1,739 1,652 1,557 1,453 1,355 1,276 1,213 1,161 1,119 1,083 1,053 1,027
Total Per Une Capital Expenditures $ 99 $ 88 $ 94 $ 95 $ 105 $ 108 $ 111 $ 112 $' 115$ 117 $' 120 $ 123
YOYGrowth -11% 8% 0% L-1.lli 3% 2% 1% 2% 2% 2% 3%

(1] Excludes Verizon FiOS investment for 2004-2006.10

Spinco Capital Expenditures
Discovery Model
(DoItsrs in millions, lines In thousands, per line dats actusl dollsrs)

Verlzon
2004 2005 2006

Per Line Calculations (Switched ALBasis)

FairPoint
Year 1 Year 2 Year 3 Year4 Year5 Year 6 Year7 Year8

2007 2008 2009 2010 2011 2012 2013 2014 2015
'08,'15

CAGR Ch.nCM

-3.9% (328)
2.3% $ 18

11

12

13

14

15

16

17

As you can see, Verizon's annual per line investment (excluding FiGS) for the years

2004 through 2007 (budget) has been in the $88 to $99 range. Going forward, from 2008

to 2015, FairPoint intends to invest on average $114 annually per line (ignoring the $44

million for the DSL build-out expected in the 18 months following the closing), well

above the range ofVerizon per line investment amounts in recent years. In addition,

FairPoint is projecting that per line capital expenditures will grow consistently over the

projection period to $123 annually per line in 2015-representing a 2.3% CAGR and a
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per line increase of approximately $18 in 2015 versus 2008. Therefore, when the data are

analyzed properly, it is clear that FairPoint intends to invest sufficiently to maintain and

improve the Spinco operations.

The Liberty Witnesses (Mr. Vickroy in particular) have raised concerns that FairPoint

may have underestimated the level of capital expenditures required for its planned

broadband build-out and to address the perceived service quality issues for the Verizon

New Hampshire operations. How can the Commission feel confident that the capital

expenditures FairPoint expects to make in New Hampshire will be adequate to maintain

and improve service quality and expand broadband?

10 A.
.1.

12

13

14

15

16

17

18

19

20

21

In my table above, I outlined FairPoint's projected Spinco capital expenditures on an

absolute dollar and a per line basis, indicating that our near-term investment plans are

consistent with the last couple of years (2006-2007) of absolute dollar investment by

Verizon (excluding FiOS) and that we intend to continue to grow our per line investment

every year throughout the projection period. It should also be noted the $244 million we

are spending on back office infrastructure and the upfront broadband build-out is not

included in the referenced numbers. FairPoint operating witnesses will testify to the

effect that our projected expenditures, particularly the near-term estimates where we have

the most visibility, are sufficient to fund our operational plan and our expansion of

broadband availability. These witnesses will explain our due diligence efforts regarding

the Verizon network and the rationale for our confidence that we have appropriately

accounted for the existing state of that network. In addition, they will describe our plans
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to maintain and improve the core network, our strategy to improve service quality, and

the detail behind our broadband build-out plans. Specifically, FairPoint witness Brown,

the company's broadband subject matter expert, has been provided continued access to

Verizon's detailed engineering records. Mr. Brown's ongoing due diligence has enabled

him to achieve a high degree of confidence regarding the budget for our broadband build-

out plan across the three state region. Based on this detailed data, I am confident that we

have a comprehensive plan in place to achieve the Commission's service quality and

broadband goals, and that we have accounted adequately for the investment needed to

execute our plan in our capital budget projections.

Does FairPoint have sufficient capital resources to contend with contingencies that

require additional capital?

12 A.
13

14

15

16

17

18

19

20

21

FairPoint witnesses Balhoff and King address in detail the financial soundness of our

company, the significant cash cushion available after all cash obligations have been paid

each year, and our ability to access the capital markets as needed (or desired). However,

my summary response is that FairPoint is and will continue to be a publicly-traded

company that historically has been able to access the public and private debt and equity

capital markets when it has deemed appropriate. A good example of our ability to secure

capital as needed is the fact that we already have secured commitments for a substantial

majority of the financing required to close the acquisition of the Spinco properties upon

approval of the transaction. In short, I agree with Vermont DPS witness Perry Wheaton

(page 9, lines 15-16) who states, "FairPoint's projected level of free cash flow ensures

FairPoint Exh. 9P



1

2

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jr.
Page 76 of 110

that it will still have access to equity and debt capital markets if needed to fund capital

expenditures."6 Mr. Wheaton goes on to say, "FairPoint has approximately ***BEGIN

3 CONFIDENTIAL INFORMATION*** ***END CONFIDENTIAL

4 INFORMATION*** per year in free cash flow (before dividends) available to fund

5 contingencies" (emphasis added) (Wheaton, page 9, lines 18-19).7 It should also be noted

6 that FairPoint has access to an additional $200 million via its revolving credit facility

7 which is not projected to be used at any time in our model. Finally, later in his testimony

8 Mr. Wheaton assesses our ability to continue to borrow funds if necessary (i.e., in the·

9 case of negative contingencies), concluding that in 2012, "FairPoint will have the

10 capacity to borrow significant additional funds - perhaps as much as $500 million."8

11 (Wheaton, page 20, lines 10-11). I believe Mr. Wheaton's assessment is accurate and

12 directly responds to any concern regarding the sufficiency of our capital resources.

13 FairPoint's Financial Position if the Transaction is not Approved is not

14 Relevant

15 Q. Mr. Brevitz points out that there may be concern in the investment community regarding

16 whether or not FairPoint can sustain its current dividend if the pending transaction is not

17 completed. Is this topic relevant for this proceeding?

6 Prefiled Direct Testimony dated May 24,2007, page 9, lines 15-16.
7 Id., page 9, lines 18-19.
8 Id., page 20, lines 10-11 (confidential version).

FairPoint Exh. 9P



1 A.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jr.
Page 77 of11 0

No, it is not relevant. This proceeding concerns whether or not approving the pending

transaction is in the best interest of New Hampshire and its residents. The sustainability

of FairPoint's current dividend if the transaction is not approved should have no bearing

on the approval decision. The analyst reports cited and referred to by Mr. Brevitz say

nothing about the ability of the proposed merged entity to be a financially successful

company or to pay the proposed dividend. These are the relevant considerations for this

proceeding.

With regard to the recent report from a Morgan Stanley analyst, it should be made clear

that the report purports to be an analysis of FairPoint's financial position if the merger is

not approved-a scenario which is not relevant in considering the approval of the merger.

Further, the report claims to be based on a new FairPoint standalone forecast; however,

no such forecast was ever provided by our company. That being said, nothing the analyst

wrote contradicted evidence from FairPoint that we will be financially stronger as a result

of the proposed transaction.

The discussions regarding how the proposed transaction serves the public interest should

be focused on the financial position of the combined company. These discussions and

deliberations should not be distracted by side conversations about topics that are

irrelevant to the transaction-such as the sustainability ofthe FairPoint dividend if the

transaction is not approved.
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Along these same lines, Mr. Barber and Mr. Brevitz (to a lesser degree) discuss two

projection scenarios, the "Falcon Acquisition Case" and "Falcon Status Quo", as part of

their contention that without the proposed transaction FairPoint is on shaky financial

footing. Please explain these scenarios and their intended purpose.

5 A.
6

7

8

9

10

11

12

13

14

15

16

17

18

To be clear, Falcon was the code name for FairPoint at one point in the transaction

discussions. The Falcon Acquisition Case and Falcon Status Quo case were financial

projection scenarios produced by FairPoint management. The Falcon Acquisition Case

was intended to be indicative, at a high level, of FairPoint's projected financial

performance were it to continue making small acquisitions (as it had done in the recent

past, prior to this transaction) at a similar pace as its historical acquisition activity. The

Falcon Status Quo case was a high level projection of FairPoint's potential financial

performance if it continued to operate its existing operations at that time, without further

acquisitions or any other operational/financial adjustments. The two scenarios were

intended to provide our Board of Directors with some perspective regarding two potential

alternative strategic directions as they considered whether or not to pursue the transaction

with Verizon. We viewed it as "standard operating procedure" that our Board would not

want to consider the Verizon transaction in a vacuum, but would want to have some

perspective on alternative strategic directions.

19

20

Q. Are the scenarios truly indicative of how you think FairPoint would have fared

financially had it not pursued this transaction with Verizon?
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The scenarios served as a framework for discussion with the Board such that various

alternatives could be considered, The Falcon Status Quo case, while instructive to gain

some perspective, was somewhat unrealistic. It assumed no continuing acquisitions, but

made no other assumptions regarding how management might change its operating model

ifthere truly were a cessation of new transactions. In such an event, management would

in all likelihood decide to reduce the operating cost structure of the company and

potentially would pursue new directions in terms of new revenue generation (or

incremental lines of business). The Falcon Status Quo case did not incorporate any of

these fairly predictable actions that likely would accompany any decision for standalone

FairPoint to no longer pursue acquisitions.

The Falcon Acquisition Case is somewhat more indicative of a realistic strategic

direction, but it is still not a likely view of what would have unfolded had we not decided

to pursue the Verizon transaction. The scenario assumed only a modest number and size

of acquisitions versus what likely would have occurred. The perspective of more robust

acquisition opportunities than what was included in the scenario is supported by the

number and size of fLEC transactions announced in the marketplace over the last two

years. For example, Citizens Communications' acquisition of Commonwealth

Communications, CenturyTel's acquisition of Madison River, Quadrangle Group's

acquisition of Hargray Communications, Windstream's acquisition ofCT

Communications, and Consolidated Communications' acquisition of North Pittsburgh, to

name a few. Had FairPoint not chosen to commit to the proposed transaction with
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Verizon, I have no doubt that we would have been an active participant in this robust

transactional environment-an environment with much more substantial opportunities

than those reflected in the Falcon Acquisition Case.

Can you address Mr. Barber's conclusion that "FairPoint management and its Board of

Directors believed that they had little alternative to pursuing the Verizon Northern New

England acquisition, whatever the risks"?

7 A.

8

9

10

11

12

13

14

15

16

17

18

19 Q.

20

Mr. Barber's statement indicates that FairPoint had little alternative but to attempt a

transaction with a low chance of success in order to remain viable. This is simply not

true. FairPoint had and continues to have strategic alternatives beyond the proposed

transaction. As FairPoint witness King has previously stated, he believes that FairPoint

would have been a major participant in the RLEC transaction market over the last year or

so had it not been for the management focus and resources devoted to this transaction.

The size and nature of recent transactions is indicative of the significant alternative

opportunities available to FairPoint. Far from believing we had few alternatives,

FairPoint's management and Board made an informed strategic decision that in spite of

other opportunities that would likely present themselves, the transaction with Verizon

represented a unique opportunity for the company-an opportunity for which, as Mr.

King indicates, FairPoint is uniquely qualified.

Finally, are the scenarios relevant to the current proceeding and to the decision whether

or not to approve the transaction?
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No they are not. As discussed above regarding the sustainability of FairPoint's dividend

ifthe transaction is not approved, alternative scenarios of standalone FairPoint prepared

to provide perspective for our Board deliberations have no bearing or relevance regarding

the financial position of the combined company if the transaction is approved. The

discussion of these scenarios is just another attempt to distract the Commission from its

consideration of the relevant financial issues.

FairPoint Business Model, Motivations & Management Issues

8

9

10

11

Q. Turning to FairPoint's general approach to business, Mr. Barber asserts that FairPoint's

approach to business is "to invest as little as possible in capital plant." (Barber, page 7,

lines 6-7). Would you agree with Mr. Barber that part of FairPoint's strategy in running

telephone companies is to invest as little as possible in capital plant?

12 A.
13

14

15

16

17

18

19

20

I could not disagree with Mr. Barber more, and I believe that the facts paint a very

different picture from his accusation. FairPoint has a proud history of being a leader in

providing advanced communications networks and solutions to its customers. Our

company currently offers broadband to over 92% of our customers, and as of June 30,

2007, we reported an industry-leading broadband penetration rate of 26% of voice access

lines. Our customers understand that we offer high-quality, advanced services over a

state-of-the-art, broadband-based network. It is inconceivable to me how we could

achieve such high levels of broadband availability and penetration, serving (as I have

demonstrated previously in my testimony) some of the most rural service territories in the
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U.S. (recall our "teledensity" of only 13 lines per square mile), by investing "as little as

possible in capital plant." If FairPoint had discovered a means by which broadband could

be provided to high-cost rural areas based on de minimis capital investment, there would

not be such a clamoring in the U.S. Congress by representatives of rural states looking for

ways to offer incentives to carriers to provide these services. I find Mr. Barber's

characterization of our business strategy incorrect, and certainly not supported by the

facts.

Mr. Barber and Mr. Brevitz also go to great lengths to call into question the soundness of

FairPoint's motivations in pursuing this transaction, relying significantly on materials

from the FairPoint and Verizon Hart-Scott-Rodino (HSR) filings. Please address the

issues they raise.

12 A.

13

14

15

16

17

18

19

20

First, I will address Mr. Barber's concerns. In terms of FairPoint's motivations for

pursuing the transaction, he draws the conclusions that FairPoint views this transaction as

a stepping stone and that the transaction was undertaken out of desperation. Citing

''highly confidential" notes from an internal FairPoint conference among top executives

and our CEO to discuss the transaction, Mr. Barber draws the conclusion that "FairPoint

was already well beyond NNE and its communities." (Barber, Confidential, p. 35) As

support for this conclusion, Mr. Barber cites a statement attributed to our CEO that in

planning FairPoint should incorporate "scale and efficiencies so that we truly have an

acquisition platform."
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We have always been up front in stating that we do not view the proposed transaction as

the terminus of our corporate strategy. However, FairPoint executives have also made it

clear that they will not consider additional transactions until they are comfortable that the

northern New England operations are operating smoothly and as planned. There is

nothing in the material cited by Mr. Barber to contradict this or to indicate that our

management team was "looking well beyond NNE and its communities." To the

contrary, we have been and will be laser focused on executing the acquisition and

transition until we are 100% confident that the operations are running efficiently and

providing high-quality service to our customers. However, once we are comfortable that

our plan for the Spinco operations is being executed properly, however long that might

take, we think it is prudent to maintain flexibility to pursue additional strategic

opportunities (transactional and otherwise) as they arise. The fLEe industry is a

consolidating industry. To say we will unequivocally avoid all acquisition activity going

forward would unnecessarily restrict our ability to manage the company and its strategic

direction.

As such, it is important that we build our new systems for the northern New England

operations so that they efficiently provide for the needs of that region, but are capable of

easily scaling to manage a larger entity in the future, if necessary. Taking this approach

in no way harms the combined company and allows it additional flexibility to participate

in ongoing industry consolidation down the road, if that is deemed prudent. Therefore,

while we certainly want to have the capacity to grow efficiently at some point in the
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future, should the right opportunities arise, creating the potential for the combined

company to serve as a platform for future acquisitions should not be interpreted as

diminishing our focus on the northern New England region. Far from serving as a

"stepping stone," we expect the to-be-acquired Verizon operations to form the core of our

company for the foreseeable future.

What about Mr. Barber's concern that the transaction was undertaken out of desperation?

Again Mr. Barber cites "highly confidential" notes from the internal FairPoint conference

among top executives and the CEO to support his conclusion that FairPoint pursued the

transaction out of concern for the sustainability of its dividend and because the

company's business strategy had "hit a dead end." (Barber, Confidential, p. 36) As I

discussed above in the section of my testimony regarding FairPoint's prospects without

the acquisition of the Verizon properties, our management and Board of Directors

considered a number of scenarios / alternatives to gain a better perspective in assessing

whether or not to pursue the transaction. We never believed that our business strategy

had "hit a dead end" (Mr. Barber's interpretation of notes from a meeting he did not

attend, not our words). In fact, as I stated above, FairPoint had and continues to have

strategic alternatives beyond the proposed transaction. This was not a decision made out

of desperation, but an informed strategic decision to pursue what we viewed as a unique

opportunity for the company.
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Turning to Mr. Brevitz, can you address his concerns regarding FairPoint's motivations

and objectives in pursuing the transaction with Verizon?

Mr. Brevitz's concerns are very similar to Mr. Barber's - that without the proposed

transaction, FairPoint's standalone prospects were not attractive. Interestingly, he even

quotes substantially the same passages from the HSR materials that Mr. Barber cites.

(Brevitz, Highly Confidential pp. 24-26) In any event, I believe that my responses above

to Mr. Barber's concerns about our motivations sufficiently address the issues raised by

Mr. Brevitz, given the similarity.

Is there anything that you would like to add regarding the HSR materials?

Briefly, I would like to set the context for the materials quoted by Mr. Barber and Mr.

Brevitz. As stated above, the notes were from a confidential internal meeting of

FairPoint executives. This meeting was designed to allow our executives, as is their duty

to shareholders, to openly debate the strategic merits of pursuing the proposed transaction

with Verizon. We expected the debate to be lively and candid. This type of discussion

also involves identifying numerous potential issues, barriers and other concerns that are

ultimately agreed to be without merit. We did not attempt to limit the discussion of our

options or to stifle any perspectives or opinions. As a result, the notes from this meeting

may seem to be a little "raw", or as Mr. Barber put it "amazingly candid", when taken out

of context by individuals who were not in attendance at the meeting.
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At FairPoint, we believe that the best way to arrive at sound decisions is through vibrant,

candid debate that allows all opinions and perspectives to be considered. The notes

quoted by the Labor and OCA witnesses are a small window into that process. However,

one should not assume that they provide (or were ever intended to provide) the full

picture. What is important is that FairPoint's' Board of Directors made an informed

decision to proceed with the transaction after considering its risk and benefits and the

recommendations of management.

How do you address the claim that significant risks will be created as part of this

transaction because FairPoint is acquiring a much larger entity?

10 A.
11

12

13

14

15

16

17

18

19

20

There are challenges in any corporate combination. To suggest otherwise would be

naIve. However, I believe that the structure of this transaction and how the organization

will function go a long way to mitigating many traditional risks.

When the merger is complete, the combined company will include the existing assets of

Verizon related to the businesses to be transferred. The combined company's products

and services will be provided to customers in northern New England by the same people,

using the same assets they use today. The Verizon employees' institutional knowledge

and experience will become assets of the combined company. In addition, the Verizon

assets and personnel will be augmented by FairPoint's management expertise and

personnel (including new members of the team with extensive industry experience), who

have a proven track record serving smaller urban and rural areas. So, while the post-
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closing company will be larger than FairPoint is today, the operating expertise and assets

of the transferred Verizon business will remain within the combined company.

From an operating perspective, it is more appropriate to view the proposed transaction as

a combination ofthe Spinco and FairPoint businesses, as opposed to FairPoint trying to

absorb Spinco into its own operations (as the characterization that FairPoint is acquiring a

much larger entity implies). In many ways, after the Spinco assets are spun-off from

Verizon they will function as a standalone business, only with the additional benefit of

FairPoint's management experience and expertise. As a result of this complementary

approach to running the combined company, I believe that many traditional transactional

risks are reduced greatly. In addition, New Hampshire and the other two northern New

England states will represent the most important markets for FairPoint (they represent

less than 4% ofVerizon revenues) and, as a result, will receive enhanced attention and

management focus from FairPoint.

Finally, both Mr. Barber (Barber, Confidential, pp. 40-41) and Mr. Brevitz (Brevitz,

Highly Confidential, pp. 139-142) question FairPoint's candor in this proceeding. Do

you agree with their contention that FairPoint has been less than candid or cooperative in

the process of trying to gain approval for the transaction?

18 A.

19

20

To be honest, I find it amazing that Mr. Barber, who states that "[i]n my experience, it is

exceedingly rare for a company to publicly disclose transaction-related financial

projections with the level of detail or over the period of time included in these filings,"
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1 would in any way question our forthrightness in pursuing this transaction. (Barber,

2 Public, p. 26) Our approach from day one has been to be as open as possible with parties

3 to this proceeding, while still keeping in mind that a number of the parties are openly

4 hostile to our efforts. We have made ourselves available for face-to-face meetings,

5 answered thousands upon thousands of discovery requests, and tried to provide as much

6 detail as we feel we responsibly can at any given point in time. Anyone who knows this

7 management team will vouch for the fact that we say what we mean and we mean what

8 we say, regardless of what adversarial parties in a contested proceeding may want the

9 Commission to believe.

10 I also think it is somewhat ironic that Mr. Brevitz is taking us to task for revealing certain

11 confidential information to the public when we believed it was appropriate to do so.

12 (Brevitz, Highly Confidential, p. 139) In my opinion, making more information public is

13 an indication of our intention to be as transparent and forthcoming as possible. In

14 addition, Mr. Brevitz seems to be irritated by the fact that we availed ourselves of our

15 right to object to certain discovery requests. (Brevitz, Highly Confidential, pp. 140-141)

16 It is unclear to me how following proper procedural process should be interpreted as

17 FairPoint not being transparent or forthcoming.

18

19

20

21

In the end, the

commissions in northern New England have had direct experience dealing with FairPoint

on any number of issues over the years we have operated in the region. We believe it is
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more prudent for the Commission to rely on those experiences, over an extended period

oftime and under normal operating conditions, in assessing the likelihood that FairPoint

will be a "good 'regulatory citizen''', rather than rely on Mr. Brevitz's opinion developed

solely as part of this proceeding.

Allocation of Risks from the Transaction

Mr. Barber seems to have a very definite perspective on how he believes FairPoint will

react if operating expenses are higher than the company's current expectations. If that

should occur, he believes that FairPoint will raise prices, reduce service, lower wages and

other operating expenses, outsource operations, and cut capital expenditures in order to

protect its high dividend. He states that FairPoint will "reduce employment, increase

customers' rates, or scale back plans to implement new services before it cuts its

dividend." Do you agree with Mr. Barber's assessment?

13 A.

14

15

16

17

18

19

20

I do not agree. To begin with, Mr. Barber completely ignores the possibility that the

combined company could outperform its expectations regarding revenues (in the absence

of any rate increase). As FairPoint witness King points out, we have projected per line

revenues that are well below the guideline company metrics. If we were to outperform

our revenue projections (as we expect we will), that would provide a margin for change

(or "cushion") for operating expenses to come in higher than we have projected while

cash flows and profits could be equal to or greater than projected. The revenue increases

could come in the form of higher than expected sales of broadband, long distance and
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bundled service offerings, among other things. So, it is important to recognize that in his

assessment of the financial prospects of the combined company, Mr. Barber completely

ignores the possibility that increasing revenues per line (not due to rate hikes) could allow

us to absorb unforeseen cost increases without materially impacting our profits or cash

flows.

In the event that unforeseen financial pressures-beyond the margin for change we have

included in our projections-should unfold (which we do not expect to happen in the

ordinary course of business), FairPoint would act like any other well-run company and

take all reasonable actions to stabilize operations while not harming the long-term

prospects for the business and its access to capital. This means that the company would

look at all options to address the source of the financial stress-be it a drop in revenues, a

sharp rise in costs, or something else-while placing a primary focus on causing no harm

to its core operations (which are the source oflong-term value for its employees,

customers, and financial stakeholders).

15

16

17

18

19

20

21

Q. If, however, unforeseen circumstances result in the need for extraordinary near-term

corrective action, FairPoint's management believes that protecting and maximizing the

long-term health and value of its operations is its primary mission. If the short-term

choice must be made between doing what is right for the long-term health of the business

and paying discretionary, near-term consistent dividend amounts, management would

recommend that our board of directors choose to invest in operations and maintain

quality service to customers. We would not, as Mr. Barber suggests, prioritize actions

FairPoint Exh. 9P



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Q.

Q.

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Ir.
Page 91 of 110

that potentially could sour the company's relationship with critical constituencies (such

as requesting large rate increases from our customers, dramatically reducing employment,

or ceasing to invest in our network).

FairPoint management would assess the situation and formulate a strategy based on

rational and prudent steps, crafted to protect our business, its customers, and employees,

while addressing the root cause of any unexpected financial pressure. We would also

consider measures related to the company's capital structure that could alleviate financial

strain. These sorts of corrective actions could include taking steps to minimize near-term

debt service via the use of our $200 million revolving credit facility and reducing our

discretionary dividends.

I want to be clear, however, that FairPoint's management team believes that if any

actions taken do not place the highest priority on maintaining the quality of operations,

network and service, there will be no business in the future to pay dividends. To

prioritize near-term dividends at the expense of the underlying business (including its

customers, employees and assets) clearly would be foolish.

Ultimately, our management team believes that making the appropriate capital allocation

decisions for the long-term health of the business will serve the long-term best interest of

its shareholders, even if short-term share price fluctuations result. As a result, in the face

of unforeseen financial stress FairPoint will take actions primarily designed to protect its

relationship with customers, employees and the communities it serves, while also taking
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into account the long-term (not short-term) impact on financial stakeholders. Our

dividend will remain important, but not more important than ensuring the health ofthe

business that facilitates the dividend.

Mr. Barber expresses concern related to FairPoint's past experience with its CLEC

operations (Barber Public, pp. 40-42). He states that the CLEC business represents the

"only time that FairPoint has attempted to develop a business on such a large scale." In

addition, he states, "The simple truth is that FairPoint's management was not able to

manage the scope and complexity ofthe operation." Can you address FairPoint's CLEC

experience and Mr. Barber's concerns and assertions?

10 A.
11

12

13

14

15

16

17

18

19

20

21

There are a number of problems with Mr. Barber's understanding and assessment of

FairPoint's past experience with its CLEC operations. First of all, our current ILEC

operations are larger in scale than the CLEC business that we discontinued. As of March

31, 2007, FairPoint currently serves approximately 310,000 access line equivalents

(switched access lines plus high-speed data connections), with full-year 2007 revenues

expected to be $281 million to $284 million. At the time that we discontinued our

previous CLEC business, those operations served less than 100,000 access line

equivalents and were generating approximately $50 million in annual revenues.

Therefore, it is inaccurate to state that the CLEC operations represent the "only time that

FairPoint has attempted to develop a business on such a large scale." We have, in fact,

developed a very successful ILEC business that is substantially larger than the CLEC

initiative.
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1 In addition, I think that it is important to distinguish the CLEC initiative from the

2 . proposed transaction with Verizon. The CLEC initiative was an attempt by our company

3 and management team to enter into a new line of business. While a CLEC business

4 clearly is similar to an ILEC business in many respects, it also has many characteristics in

5 terms of assets and operations that are quite different from running an ILEC business.

6 So, the CLEC opportunity was tangential to our ILEC operations, but was not an

7 expansion of our core operations. In fact, the CLEC business represented going into new

8 markets on a de novo basis with no existing assets or customer base at all. By contrast,

9 the combination with Spinco represents an ILEC transaction that is squarely within

10 FairPoint's core competency and expands upon our successful history of acquiring and

11 running existing ILEC operations. As opposed to an effort to enter a new line of

12 business, the proposed transaction builds upon our existing line of business.

13 FairPoint's CLEC business did not fail or go bankrupt. In fact we were building revenues

14 and cash flows steadily, but determined it would take a considerable amount of time and

15 additional capital to generate a reasonable return on the business. Therefore, we

16 concluded it was not an attractive long-term business.

17 In addition, the "bursting of the Internet bubble" in late 2000-early 2001, signaling the

18 end of the "dot-com boom," had a significant negative impact on all telecom investing at

19 that time. Demand for communications bandwidth contracted, while capital available for

20 investment in telecom networks became scarce. Needless to say, contracting demand and

21 scarcity of capital do not foster the growth of developing businesses, such as our CLEC
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initiative. In fact, the majority of CLECs founded at the same time as our initiative have

since ceased operations, as the regulatory structure at that time, in addition to other

factors, resulted in most CLEC business plans not proving to be viable over the long

term. The fact that FairPoint was able to recover and now operate as the 14th largest

telecom company in the U.S. is a testament to the capabilities of the existing management

team.

So, as you can see, there were numerous external factors for why we ultimately chose to

discontinue the CLEC operations and this was not because management was unable "to

manage the scope and complexity of the operation,"

Proposed Financial Conditions

Before addressing specific recommended conditions for approval, are there any general

comments you would like regarding how this portion of your testimony should be viewed

in light of ongoing settlement negotiations and discussions with Commission staff and

parties to the proceeding?

15 A.

16

17

18

19

The positions outlined below, whether indicating FairPoint's willingness to accept a

condition, our belief that a condition is inappropriate, or that further discussion is

required, must be considered in the context of a global settlement of issues in order to

gain approval for the transaction. Therefore, especially regarding conditions that

currently we believe we could accept, our ultimate position on any individual condition

FairPoint Exh. 9P



1

2

3

4

Q.

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jr.
Page 95 of 110

will be influenced significantly by how that specific requirement fits within the

framework of a comprehensive settlement agreement or approval order.

Mr. Vickroy recommends, as part of a series of conditions, that there be a substantial

reduction in the initial debt financing for the transaction. Is that feasible at this stage?

5 A.

6

7

8

9

10

11

12

13

14

The structure and financing components of the transaction were negotiated over a

substantial period oftime by FairPoint and Verizon, and are documented in the Merger

Agreements. The transaction structure has already been approved by FairPoint's

shareholders and was the basis for the IRS tax opinion requested by Verizon several

months ago. In addition, any change in the debt would likely have a negative

consequence for Verizon and therefore not represent the deal they expected. Thus, while

nothing is impossible, I would think any proposed change in the debt structure would

substantially slow down the process, require a complete renegotiation of the deal

economics and therefore significantly increase the probability that the transaction would

not close.

15

16

17

18

19

20

Q.

A.

Mr. Vickroy also suggests that there be a condition requiring a reduction of or maximum

level ofTSA costs. Can FairPoint agree to this sort of condition?

Again, the TSA is a document that was negotiated as part of the overall transaction

agreement between FairPoint and Verizon. FairPoint cannot unilaterally agree to the type

of condition suggested by Mr. Vickroy. For reasons explained earlier as well as addressed

by other witnesses, there does not appear to be any reason to expect a substantial increase
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in the TSA period. Ifhigher costs related to an extended TSA period did occur, the

company will have a $200 million credit facility available to cover such incremental

costs.

Mr. Brevitz suggests that FairPoint be required to notify the Commission and all parties

in this proceeding of the downgrade of its debt within seven days of such downgrade, and

that the company should report on whether the conditions driving the downgrade are

anticipated to result in short-term or long-term deterioration in credit quality, among

other things?

9 A.

10

11

12

13

14

FairPoint would consider providing such information to the Commission but is

uncomfortable making such a commitment to all other parties in this proceeding given

the changing nature of competition in the telecommunications business. Sufficient

sources of financial information about the company are expected to be available to such

other parties that including them as recipients in such a reporting requirement should not

be required.

15

16

17

18

Q. Mr. Brevitz also recommends that FairPoint be required to provide the Commission and

all parties to this proceeding with copies of all reports regarding the company (issued

after closing) from credit ratings agencies within 15 days of their issuance-is this

necessary?

19 A.

20

FairPoint will agree to this condition for a limited time, such as 12 to 24 months

following closing of the transaction. Any extension of the condition beyond such a time
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period is simply putting an administrative burden on FairPoint that is not justified. As

discussed in my previous answer, there are publicly available resources for monitoring

changes in the company's credit quality. The company would also object to making

these reports available to all parties to this proceeding for the same reasons mentioned in

the prior response.

Regarding the financing of the transaction, Mr. Vickroy proposes that the Commission

have the ability to review and approve the final debt agreements prior to their signing. In

addition, he would require a relaxation of the debt financial covenants until completion of

the conversion project. How do you respond?

FairPoint believes it is unnecessary for the Commission to approve the final debt

agreements prior to their signing. FairPoint will not execute the debt agreement unless

and until the transaction has been approved by the Commission. The Commission has

the opportunity to review the form of those agreements, including the principal terms, as

part of this proceeding. In addition, the impact ofthe expected pricing and terms ofthe

financing is reflected in our financial projections. We negotiated these principal terms

with our bank group and underwriters prior to announcing the transaction. As part of

those negotiations, we were able to achieve a relaxation of the covenants for the first year

after closing. It is our expectation that the conversion project will be completed well

within this time period. Therefore, we believe there is no need for Mr. Vickroy's

proposed condition.
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Will FairPoint be willing to accept Mr. Brevitz's proposed condition that FairPoint's

New England subsidiaries not assume responsibility for the liabilities of FairPoint as

guarantor, endorser, surety, through pledging of assets or stock, or otherwise? Similarly,

is the company comfortable with Mr. Barber's suggestions that the acquisition financing

not be secured by the New England subsidiaries' assets, that those assets not be pledged

in the future and that the subsidiaries will not provide guarantees to facilitate this or any

other acquisition?

FairPoint does not intend to encumber any of the New Hampshire assets to support any

financing agreements, or require the guarantee of parent company liabilities by the New

Hampshire operations. Therefore, a condition to this effect could be acceptable.

In response to Mr. Brevitz's proposed condition that stock pledges be prohibited, it is

important to note providing collateral security is standard practice in the utility industry.

This practice lowers cost of capital by granting lenders priority over other creditors, such

as trade creditors, in the event of severe financial crisis. Prohibiting the stock pledge

would destroy the financial balance provided by the proposed capital structure and

eliminate all of the benefits I describe below. Therefore, we do not believe the stock

pledge should be prohibited, and such prohibition would not be allowed under the

financing commitments already put in place.

Mr. Barber recommends a prohibition on transferring cash from FairPoint's existing

operations in New Hampshire and the to-be-acquired northern New England operations
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to the parent company (or any affiliate) through loans, advances, investments or other

means ifthe operations fail to meet or exceed a majority of certain service quality

measures. Is this sort of condition financially feasible or beneficial?

Any limitation on the ability to transfer funds to the parent from the existing and to-be-

acquired New Hampshire operations (as well as the other to-be-acquired New England

operations) would not be acceptable under the financing agreements already in place nor

in the best interest of New Hampshire customers. The three-state operations provide

operational and regulatory diversity that would cushion the New Hampshire operations

from a disruptive, unexpected event (such as a natural disaster or economic depression).

The scale and scope of the three-state operations also provides economies of scale and

operational efficiencies.

FairPoint's proposed capital structure results in all company debt residing at the parent

company level, not at the operating ILEC level in each state. This corporate structure

avoids the need for the ILEC to either guarantee the debt or pledge any assets to secure

such debt. The ILEC also benefits from a lower cost of capital than it would otherwise

enjoy if it attempted to access capital on its own. Any restriction on the ability to transfer

funds from the New Hampshire operations to the parent to service such debt would not be

acceptable to FairPoint or the company's lenders, and would not support the current

capital structure or any capital structure that incorporates the use of debt at the parent

company. Therefore, the benefits from such a structure would not be available to New

Hampshire.
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The proposed structure provides the "best of all worlds" to New Hampshire, as the

individual state-level ILEC operations benefit from the cost of capital perspective but

pledge none of their assets. In a worst case scenario (bankruptcy for example), the New

Hampshire operations would be lien-free and could not be foreclosed on a piece-meal

basis as they could be, hypothetically, under a general mortgage. Thus, any limitation on

the transfer of funds would be detrimental to the customers in New Hampshire.

Mr. Brevitz suggests that as a condition to approval the Commission require FairPoint to

reduce its dividend payouts. In addition, Mr. Vickroy recommends that FairPoint be

required to reduce or eliminate its dividend in certain financial situations. Are these

types of conditions appropriate?

No. FairPoint intends to be responsive to the needs of its customers, its employees and to

its stockholders. It is the responsibility of management to balance and meet the needs of

all ofthe company's stakeholder groups. FairPoint cannot reasonably balance and meet

the needs of all of its stakeholders if it has artificial limits placed on its ability to pay

dividends. As I have stated previously, we are confident based on our planned operating

model and resulting financial projections that the company will generate sufficient cash

flows to cover all of its capital investment plans, required debt service, and expected

discretionary dividends, with additional cash available after dividends as a "cushion."

Therefore, we do not believe that restricting our flexibility with regard to capital

allocation decisions, which include dividend payments, is appropriate.
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With regard to Mr. Vickroy's suggestion that dividends might be limited in certain

situations, it should be noted that our new Credit Agreement contains covenants which

require FairPoint to cease making dividend payments if debt exceeds predetermined

levels. Thus, there is no need for additional protection at the state level, as the interests

of the lenders generally will be consistent with those of the customers and the states, i.e.,

ensuring the company meets its obligations before paying dividends and maintains a

sound financial condition.

Similarly, Mr. Barber recommends that FairPoint's northern New England operations be

required to maintain a consolidated common equity-to-capitalization ratio of at least 40%

before paying any dividends on common stock and that no dividend can be declared that

would cause this ratio to fall below 40%. Is this condition appropriate?

12 A.

.13

14

15

16

17

18

19

20

FairPoint believes it is inappropriate to restrict the company's flexibility regarding

critical capital allocation decisions. However, FairPoint would consider a limitation on

dividends from the parent corporation if excessive levels of debt were incurred. As

stated above, the Credit Agreement with FairPoint's bank group limits dividends in such

instances. However, we would be willing to discuss a similar condition, if deemed

necessary, as part of a global settlement agreement.

In addition, FairPoint and its lenders focus on a net debt-to-adjusted EBITDA leverage

ratio, not a book equity-based ratio .. To the extent Mr. Barber is suggesting a book

equity-to-capitalization test, we do not believe that is a suitable leverage measure for the
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company. An adjusted EBITDA-based metric is most appropriate and is standard in the

financial markets for telecommunications companies.

Mr. Brevitz believes that prior to approval FairPoint should be required to provide the

Commission with updated financial projections reflecting a "current view" and

incorporating what he might consider more reliable data. As part of the process for

developing this "current view" Mr. Brevitz believes the company should review

additional detailed plant and engineering records (from Verizon), revise its capital

expenditure budgets and projections based on the findings of this review, and incorporate

the revised capex amounts into the new projections. What is FairPoint's position on

these suggestions?

FairPoint would find it reasonable to provide updated financial projections reflecting a

"current view" if more reliable data or information resulted in a material change to the

cash flows in such projections. With regard to additional due diligence on the Verizon

network, we certainly will review and analyze any additional information and data

provided to us by Verizon. However, it is our belief that, as described by FairPoint's

Operations witnesses, the network due diligence processes we employed in assessing this

transaction were sound and comprehensive, and nothing we have learned since the

execution of the Merger Agreement causes us to now believe otherwise. Our prior due

diligence, coupled with the ongoing exchange of information with Verizon regarding the

to-be-acquired assets, gives us comfort that our understanding of the network is sound.

Therefore, we would be surprised if the review suggested by Mr. Brevitz leads to our
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discovering material new information that significantly impacts the company's existing

capital expenditure plans and our overall financial projections.

Mr. Vickroy suggests as a general condition that FairPoint be required to maintain capital

expenditure levels at forecasted amounts or above. In addition, Mr. Barber presents a

very detailed condition that attempts to require the company to make annual capital

investments equal to its annual depreciation for any given year. What are your thoughts

on requiring FairPoint to make some minimum annual level of capital investment?

FairPoint would be willing to agree to a commitment for a reasonable amount of annual

capital expenditures for a period of time until the Commission has evidence that the

company is meeting its service quality criteria. In addition, FairPoint would agree to

keep a specified amount of its credit facilities available for use in New Hampshire, as a

way to assure liquidity would be available for investment at all times. However, I believe

Mr. Barber's suggestion that our annual capital expenditures should equal our annual

depreciation is not suitable for the industry in which we operate. As discussed previously

in this testimony and as demonstrated by FairPoint witness King, over the period from

2004 to first quarter of 2007 the median percentage of capital expenditures to D&A for

the group of guideline companies is approximately 62%. Our median projected capex-to-

depreciation ratio compares favorably to the guideline group median. As such, it would

not be appropriate to require FairPoint to automatically invest at levels not deemed

appropriate by the rest of our industry, in all likelihood harming the way our company is

viewed by the financial markets.
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Mr. Brevitz would require that no additional capital costs resulting from the company's

non-investment grade credit rating be recovered from ratepayers. Is this condition

necessary to protect New Hampshire consumers?

FairPoint sees no need for the proposed condition. In any rate proceeding, all parties are

free to present their positions regarding the cost of capitaL The Commission will have

the authority and discretion at the time of any subsequent rate proceeding to determine

how FairPoint's cost of capital should be calculated. Further, Mr. Brevitz's proposal fails

to reflect the favorable impact of including a lower equity component in FairPoint's

WACC, and is therefore not coherent.

Mr. Brevitz also suggests as a condition to approval that ratepayers not be required to

bear (directly or indirectly) any costs, liabilities or obligations incurred in connection

with the spin-off and merger transactions. OCA witness Susan Baldwin recommends a

similar condition barring FairPoint from seeking recovery of transaction-related

expenses. What is FairPoint's position regarding this type of proposed condition?

FairPoint agrees not to attempt to recover transaction-related expenses in rates, including

all one-time expenses associated with the transaction. FairPoint reserves the right to

attempt to recover costs associated with new systems which are replacing existing

Verizon systems. The transaction will result in the elimination of costs associated with

Verizon's existing systems and the introduction of replacement costs associated with

FairPoint's new systems. These new systems are used and useful in the provision of

FairPoint Exh. 9P



1

2

3

4

5

6 Q.
7

8

9

10 A.

11

12

13

14

15 Q.
16

17 A.
18

19

20

Docket No. DT 07-011
Prefiled Rebuttal Testimony

of Walter E. Leach, Jr.
Page 105 of 110

retail and wholesale services, and FairPoint expects to be able to include these costs in

any future rate proceeding. This is no different than if FairPoint were to replace vehicles

used by installation and repair technicians. In that circumstance the company would

expect to eliminate the cost of the retired vehicles and include the cost of the new

vehicles in any rate-setting proceeding.

OCA witness Baldwin believes that FairPoint should commit to maintaining separate

financial books in order to provide an accounting trail for transaction-related expenses,

and should report on such expenses at six and 18 months after closing. Is this condition

acceptable to FairPoint?

FairPoint would be willing to provide the Commission with updates at reasonable

intervals regarding its transaction related expenditures. However, the company does not

believe it is appropriate to require separate financial books (beyond the reports required

to meet existing state regulatory reporting requirements) for this purpose. The

administrative costs of this obligation are not justified.

More generally, Mr. Vickroy recommends a moratorium on rate increases for a specified

period of time. How would you respond to this potential condition?

It is difficult to address Mr. Vickroy's recommendation given its high level of generality.

However, FairPoint has stated on numerous occasions that it has no intention of raising

rates as a result ofthis transaction. FairPoint has also acknowledged it would consider a

mutual two or three year "stay out" whereby the company commits to making no requests
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for any price increases in conjunction with the NHPUC agreeing to also not require any

rate case activity during the same period. As stated above, FairPoint agrees not to

attempt to recover transaction-related expenses in rates, including all one-time expenses

associated with the transaction. However, we do not believe it is prudent to restrict

indefinitely the company's ability to recover demonstrable costs that are verifiable

components in the provision of retail and wholesale services in future rate proceedings.

Without additional detail on what Mr. Vickroy specifically has in mind, I cannot respond

further.

Mr. Brevitz also believes that FairPoint should agree that the management, billing, and

operational support systems developed as part of this transaction should be owned by the

combined company's New Hampshire, Maine and Vermont subsidiaries, with the

benefits of this ownership flowing to the ratepayers in these states. Does FairPoint agree

with Mr. Brevitz's suggested approach?

No. As the company grows over time the operational support systems developed as part

of this transaction will be utilized to support other operations and the costs will be

allocated accordingly resulting in lower costs automatically accruing to the northern New

England operations. Therefore, there is no reason to create such an agreement.

Finally, Mr. Brevitz recommends that any compensation, remuneration or other payment

to any officer, executive or Board member of FairPoint as a consequence of, or related to

the consummation of, this transaction, should be paid only with stock or stock option
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redeemable no sooner than 2012. What is your opinion ofthis possible requirement for

approval?

FairPoint expects all of its stakeholders (retail and wholesale customers, the Commission,

its employees and its stockholders) to benefit from its flexibility to meet market

conditions for compensation of any sort to its officers, executives and Board members.

As such, we believe it is inappropriate to artificially restrict the company's flexibility and

discretion in determining appropriate forms of compensation and compensation

structures. It should also be noted that at this time the total amount of potential bonuses

based upon the successful completion of the transaction for the entire employee group

approximates only $300,000. FairPoint has no current intention to grant additional

bonuses (except possibly in the context of certain high-level new hires).

Conclusion

13

14

Q. Are there any concluding remarks you would like to make regarding the proposed

transaction?

15 A.
16

17

18

19

20

In conclusion, I think that, while much of the detail discussed in my testimony provides

important insights for the Commission, it is important to remain focused on the bigger

picture of whether or not the proposed transaction is good for New Hampshire and its

citizens. FairPoint believes that there is no question this transaction provides tangible

benefits to the combined company's customers and employees, and the communities it

serves.
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I have demonstrated in my testimony that the financial case for the transaction is sound

and that FairPoint will be financially strong after the transaction. FairPoint's projections

include reasonable assumptions regarding cash operating expenses (at levels comparable

to the guideline companies) and (based on Mr. King's testimony) potentially conservative

assumptions regarding per line revenues. As a result, our projected EBITDA margins fall

well below the margins achieved by the guideline company group, again indicating a

conservative approach to the model. If our per line revenues exceed what we have

modeled (which we intend to be the case and which is reasonable to assume given the

experience of comparable companies), our cash flows and cash "cushion" may increase

significantly. In any event, we believe the FairPoint Discovery Model is reasonable-to-

conservative and contains a sufficient "margin for change" to allow the company to

weather any unforeseen financial or operating pressures. We believe these projections

fully reflect our planned investment in broadband expansion and will permit us to drive

expanded services.

We have provided sufficient detail supporting our expected cost savings in combining

FairPoint with the Verizon operations in New Hampshire, Vermont and Maine. As

demonstrated, these cost savings are not speculative and it is reasonable for them to be

included in assessing the financial case for the transaction. In addition, with regard to the

TSA costs and the Hawaiian Telcom transaction, FairPoint Operations witnesses, along

with Verizon witness Smith, provide substantial detail establishing the clear
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differentiation between this transaction and the prior Hawaii experience. We have

learned from the mistakes made there and will not repeat them.

In addition, our projections provide for capital investment on a per line basis that exceeds

Verizon's investment levels (excluding FiOS) in recent years. More importantly, our

capital budgets were developed through careful due diligence and comprehensive

planning (as detailed by FairPoint's Operations witnesses) on the basis of improving

customer service, enhancing service quality, and, critically, accelerating and expanding

the deployment of broadband. Our plan involves providing tangible benefits to our

customers and the communities we serve, making approval ofthe transaction clearly in

the public interest.

The transaction also will provide stability to existing Verizon employees in the region,

with compensation and benefits commensurate with what they currently enjoy. In

addition, new job opportunities will be created, and employees will see additional

opportunities for professional development. We have committed to adopt Verizon's rates

as of closing and cap those rates for specified periods.

FairPoint is committed to being a leader in economic and community development in the

communities we will serve. We are creating a connectivity-enabled economic

development initiative based upon community, region and state collaboration. This

initiative is designed to work with the existing economic development agencies,

providing resources, expertise and tools to assist them in establishing and meeting
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measurable objectives for economic growth based upon broadband connectivity and

collaboration. FairPoint will create and staff a department of community development,

reporting to the President and has engaged a nationally recognized leader in connectivity

enable economic transformation in rural and small urban communities to initiate and

launch the program.

Finally, the transaction will create a company with a singular strategic focus in smaller

urban and rural communities of providing high-quality advanced communication services

that meet the needs of consumers at competitive prices. The company will be run with a

focus on broadband services which will put it on a different growth track than if it

continued to be operated primarily as a voice service provider. We believe that it is clear

that this transaction is good for our current and future customers, all employees, our

communities, and our company and its shareholders. FairPoint is a company that will

commit substantial capital and operating resources to New Hampshire and to whom the

state will be a very important market, whereas the current service provider has a strategic

plan which does not focus on New Hampshire. When viewed in that light, we believe

there is a clear and convincing case for the decision to approve the proposed transaction.

Does this conclude your testimony?

Yes it does.
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1

FairPoint Communications, Inc.
Com billed FilIal/dais
Summary
($ in millions)

\-\:\&H-L\.f

CONFIDENTIAL
lIighly Conjiaeruiaf

1,136
0.0%

168
0.0%

748
0.8%

$257
(/.2%)

$478

$29
0.0%

127
0./%

20/5

1,136
0./%

742
/./%

168
0.0%

$260
(/.2%)

$29
0.0%

ZO/4

Jp
(0.4%)

168
0.2%

734
0,9%

$263
(1,1%)

1,135
(0.2%)

$29
0_0%

$i~98 -' ..SI,j96--.- SI.J93
~4%) ~Z%) ~2%)

20/3

127
(0.9%)

727
O,8~

167
0.2%

$266
(1.2%)

SSJO

1,138
(11.5%)

$1,404
(0.7%)

20/2

$29
(I).(/%)

128
(f.4%)

167
0.2%

721
UPA

$269
(U%)

I.I~"
(0.5%)

2011

$29
(0.0%)

fJO
(3.3%)

1,150
0.4%

167
1.5%

714
0.8%

$272
(0.5%)

SS41 S525

$29
0./%

2010

134
(1.7%)

164
/.6%

$274
(O.5%)

1.145
(tJ.5%)

2009

$29
(0.4%)

709
(N.6%)

138
03.3%)

162

830

$275

$29

1.151

S43S $546

---.... - -- '-' - --- .---- -"'. --- -'.-- .
$J,426 SI,41'1 SI,422 $1,413

(0.5%) 0.2% (O.6%)

2008 "/

---., --' .. --- '-"--- .-.--- -'-- ..-.- .. --

---s.iis- '-'SI67---SI64--'''s'is'9-- ..-- Si·S7-------S'S6----- SI56----SJ56-
(-18.5%) (2.2%) (2.7%) (1.2%) (0_7%) (O_3~) 0.1%

Spineo Revell lies
% Y-o- Y Groll'th

FairPoint Revenues
% Y·o- Y Gr",..,"

Pro form" Revenue
~ Y-o- Y Growth

Spineo Operating EKpcnses
% Y-o-YGrowtfl

Fairroinl Operaling Expel1s~s
% Y-0-Y Groll'lh

Pro forma ED/TD,\

FairPoint Capital Expendilllres
% Y-o.y Growth

Spineo Capilal Expcnditurcs
% Y-o·Y Growlh

Pro Furll1a Capillll E~pendj(lIres
% Y-o-YGrol\'th

J.
ials iI/elude oU(!-/illlc operetillg expellscs 0[$56 millioll. H\GH-LY

CONFIDENTIAL
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FairPoint Communications, Ine.
Combined Financials
Income Statement
($ in millions)

Highly CO/lfidellliai

$69 $69 $69 $69 $68 $68
(11.0%) 0./% (0.0%) (1.5%) 0.0%

119 '12 105 101 96 92
(6./%) (6.5%) (3.4%) (5.4%) (3.5%)

27 28 29 29 29 29
3.1% 2.9% (0.0%) (0.2%) 0.0%

~O 45 50 50 50 50
/l.l% 1/.1% 0.4% (0.4%) 0.4%

21 21 21 21 2~ 25
11.15% 0.7% 0.5% /7.0% 0.3%

--$275 --- $-274- ---S272- --$21;9' ---$266 -$263
(0.5%) (0.5%) (1.2%) (/.2%) (1.1%)

10/5

(181)
1.3%

168
0.0%

748
0.8%

484
(1,4%)

566
3.2%

10
(1S.7%)

89
(0.10'%)

143
(1./%)

25
/J.•V%

SI,136
0.0%

$1,393
(1J.2%)

SI08
(42)

566

o
(1551.

($155)

20/4

168
0.0%

742
/.1%

496
(2.2%)

548
3.2%

11
(7.1%)

90
(0.8%)

144
(0,8%)

22
I,V%
(175)
3.3%

S1,I36
0.1%

SI05
(-II)

S64

SI,396
(0.2%)

$68 $68
(0.0%) (O.Wo)

89 86
(3.5%) 0.3%)

29 29
(0.0"4,) (0.1%)

50 50
(11.0%) (0.1%)

25 24
-~~~ ...,_.~~~-

S260 S257
(1.2%) (/.2%)

1013

(170)
3.3%

168
11.2%
734

0.9%

507
(2.6%)

531
2.9%

12
(7."%)

90
(U.8%)

146
(0.5%)

19
25.7%

$1,135
(0.2%)

$1,398
(U.4%)

SIOO
(39)

..-....-- _ ..
$61

2012

167
0.2%
727

0.8%

$92
(36)
SS6

521
(3.0%)

516
2.6%

13
(7.9%)

91
(0.8U)

146
(O.J%)

15
41.0%

(164)
J.2%

$1,138
(I/.5%)

$1,404
((J.7%)

o 0 0
(160) (158) (156)

($159) "'-(Sij7;" "'('$'156)

20ll

537
(3..5%)

503
2.6%

14
(8.3%)

92
0.4%

147
J./%

167
0.2%
721

1.0%

$93
(36)

SS7

II
87.11%
(159)
J.IJ%

$1,144
(O.S%)

51,413
(0.6%)

o
... n~32.
($162)

ZOIO

167
U%
714

0.8%

594

(J7)
557

o
{1~6)
($/65)

$1,412
O.Z"'{'

557
(4.1%)

490
3.6%

15
(8.7%)

91
/.7%
142

/7.8%

6
276.6%

(151)
IIJA%

.- - .... ----
51,150

0.4%

Z009

$76
(30)

547

580
(4.8%)

473
3.2%

17
(9.1%)

90
1.1%

121
11.2%

1
,vIA

(137)
1l.2%
$1,145
(0.5%)

$1,419
(O.5%i

o
(168)

($168)

164
1.6%

709
(UtS%)

-"--S5-46-' ---$54". --· ..·SS2S·:-"'-hssi90-' ---s497 -. 5486 --'--$478-'
302 282 270 258 239 226 214
o 0 0 0 0 0 0.- .. si.w· 5259 -"$255' .. $2si" ---$257-- "--$260-- S263

o

18

99

89

458

609

(122)

1008 '"

$1,/51

SI,426

830

162

----.-
S435
312

2
-"--~-

SI2I

(S~6)
/8

- ..._--- .-
(528)

I

--- ..- .~1.~~2
($167)

Pro Fnrma Rncnue
% Y-o-YOroll"'"

FlIirPoint Re"cI\ucs
Local

% Y-o- Y GrOl\'th

Aecess
% Y-o- Y Growth

Long Dislanc.:
% Y-c-Y GrO\1',It

Data 1Internet
% Y-c-Y GrO\1'th

Olher
% Y-o-Y GrOIl'[h

Subtotal f~irPoinl
% Y-o-Y Growth

Spineo Rcvenues
Local

% Y-o- Y Gro •••.,/.
Access

% Y-o-Y Growth

Olher
% Y-o-y Grow,h

Long Distance
% Y-c- Y Growth

Data Iinternct
% Y·o· Y Gr011'1h

MYNO
% Y-o- Y Oro".,h

Eliminlltions
% Y-c-YGro\l1h

Subtolal Spineo
% Y-o-Y Oro ••,11

FairPoint Operating Expenses
% Y-o-YGrolVtl,

Spinelt Operating Expenses
% Y-o.YOrowl"

Prlt l-orma EBITDA
Depreciation and Amoni2lUion
Stock·based Camp and Othcr
Ope ••..&ting Inoonlc

Imerestl Dividend InCOlne
Interest Expense
Toull Other Income 1(Expense)

Prc-Tax h,cltnJe 1(Loss)
Income Tax Benefill (Expense)
Net Income 1(Loss)

I. 200,Y financials iltclude olte-lillle opera,illg I!Xpellses0)'556 mif(ilm. H-\&HLY
CONFIDENTIAL
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FairPoint CGmmunicatjon~, Inc.
Combined Fillanciafs
Balance ShCCI

(5 in million,)

rtlG\-t-L'I
CONFIDENTIAL

SI50

53
296

$Z99

SO
I
o
o

SSG I
40
97

S2SJ

1015

51.272

5193

SI,294
o
o

51.294

SISS

53
297

S3OO' ..

so
I
o
o

5861
57
91

o

S2~

10N

51.309

5793

51,319

o
o- .srji!i- '.

SI60

$3
297

5300

so
/
o
o

5861
73
97

o

S254

10lJ

51,35&

S793

SL3~
o
o

sijs:i

S3
19&

5301

so
I
o
o

5167

$86]
89
97

5155

1011

SUI7

5793

SI.~OI

o
o

5L401

$2./96

(5218)

50
I
I
o

SS61
105
97

5117

o

S3
30.
5307

5256

1011

SI.487

5793

$1,462

o
o

$i:~6i

(SI3)}

S2.256

53
JIO
SJIJ

o

SO
I
I
o

5187

SSG 1
121
97

5257

10/0

SU67

S793

(S-/S)

51,533
o
o

SUB

5201

53
31~

5311

51
I
I
G

o

SS6!
138
97

S257

1009

SI.650

S793

536

5USO
o

58
51.608

5216

52
I
I
o

53
320

5323

5861

15~
97

5158

1008

51.149

5793

51,550
o

138
51.68S

$130

52"185

SS61
110
97

o

51
1
I
o

5230

S37
}?B
SJ6S

5263

5!.701

5793

PF
/2/]I/OT

$298

SI,S50
o
o. si;fso

'-'ii,iiii

Rcn'Dining FairPoinl Bonds:
2010 Senio< NOles, 11.875%
Taconic Fi"edlUcrkshir< RTfC .nor 5l1ms
UI·RTFC
Demand NOIe Fa>.• blc

Fairf'oinl Ne, PP&E

LooS'Tcmt !.i.bililies:
Spineo Credil F><:iliry
Rc\"OI\"Cl

O"'~d DrnwTenn Loon
TOI.t Seeur"" Deb<

Debl.for-Dcb. ExchanGe 5..=ritics

Goodwill

OJSlomcr lisl
Olhc:r •.\S:St:IS

CuneO! Assets:

Guh
O{"~rCurrC:RI A$S~/s

TOlal Curr.(nl A.s.s~ts

Tot.IAss.ls

long-Tenn Debt

TOlal Curron, Liabilities

Defem:<! To" Uabili,y
TOlal Other L""G Tcnnli.bilil;«

TOlollont; Term !.i.hililie.

Minoril)'ln~1

TOIa/ SharehDldct's EqaRy I (Defieil)

TDM Li.bitilies &: Sh.reIlDlde", Equily

) of ~

\-tl &H- L'-f
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\--\\&I+L'I

CONFIDENTIALFairPoint Communications, Inc.

/fighly Cunjid<JIfu,(Combif/ed Filtatlcitds
Cash Flow
(S in millioas)

1008 1009 1010 10// 1011 1013 10/.1 1015
C.sh flow. from Opu.tio""

N<I Income I (loss)
(S28) 547 557 557 556 561 564 566Amoniz:uion OfFinW'lciRg fees ~ 4 4 4 4 0 0 0

AmOCliz:uionorCustomer lis<
16 16 16 16 16 16 16 16

Ocpr.:ciation and Amonizouon
291 181 261 249 237 223 210 198

Der.m:d Income Ta,es
(17) II 14 14 13 10 7 5

Pcn.ioD f OPEB CllSI1Adjustmcnt 27 29 30 )f 33 34 36 37
Stock-b.sed compcns,,,ion

2 0 0 0 0 0 0 0
Other

0 0 0 0 0 0 0 0Os in Working C.pital
(I) 0 {OJ 0 0 0 0 0Ner Cash Pro,ided by Openlling Acti'ilies $295 S389 SJ8J S372 S360 SJ45 SJ33 S3lJCash Flows from Inytsling

Acquisi,;on ofPP&:E (Copir.1 E;'p"ndilU"") (325) (167) (164) (159) (157) (J56) (156) (156)Nel C.,h Pr •• ided by Investing AcHvili •• (5325) (S/67) (5/64) (5/59) (5157) (5156) (S/S6) ($/56)Cash Flows from Fia.ncing
Proceeds rrom ISSlIDn~orlong.Tenn Debl 0 0 0 0 0 0 0 0
Mand.lo,>' RepayJllCnrof Long- Tenn Dcl>t 0 (0) (2) (0) (0) (0) (0) 0
Di,idcnds raid 10CommO<1Sloekitolders (141) (142) (142) (142) (142) (142) (142) (142)Nel Co.h PTO"ided b)'ln"eSling Acti,'ilios (5142) (5142) ($144) (5142) (5142) (5142) (5142) (5142)Nel Increase f Decrraseln Cash B.I.nce --,

_",l?~,~: --S6I ----s:»- -$is ---siS(~~7J_t ~, --~!-~- $11--. --'---'. ~._-.=~.~':~'~'''':'''''''=-:-:-:.''---:_-.~.~-:-":- =~~'':;-:';:-.':"';:-=~Cash 801."«, Beginning
537 53 S3 S3 SJ 53 S3 S3

Revolver'DDTL
138 (80) (58) 0 0 0 0 0

OplioRDI Oobl Rqooymcn,
0 0 (17) (71) (61) (47) (35) (25)

Cuh B.'.n«. Ending
53 S3 53 S3 53 S3 53 53

., of 4
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Section II - Standalone SpineD Projections
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CONFIDENTIAL
FairPoint Communkations, Inc.

Jtighl,.ConfidcnlialSlalll/a/o"e SpilleD

Summary Projeclions
(S in 0005 c.'<Cep'p"r line)

2008 ]009 10/0 lOll lOll 2013 2011 2015LEe C~h Oper.ling Exp •• ,(
Recurring Overhead

5600.637 56~4.560 S640.603 5637.905 5635.180 5635,210 5636.239 5638,856
Tr.m,ilion Servic.:s Agr<cmenl ("TSA") 115,200 0 0 0 0 0 0 0
Capgcmini IllI\c",r.uion Expense

32,S65 0 0 0 0 0 0 0
Non-recurring (Sr.mdinglRecruitingtetc.) 23,109 0 0 0 0 0 0 0

TOIUILEe C:osb Expense
$172.1/1 5644,560 5640,603 5637.9OS 5635.780 563S.ll0 S636.139 5638.856

% Change
f5.9"/. -16.5% ..fJ.6% -0.4% ·IU% ·0./% O.l~ 0.4%Non-Reg Cosh Openling Expens<

Isr E'pense
126.475 145.826 16S,24 I 178,On 187.368 196.629 206,047 211,985

LD Exfl"llse
53.814 54.230 54,984 5S.298 S5.18& 55.069 54,940 54,&04

MVNO Expense
0 1.266 4,824 9.166 13,074 16.621 19.X72 22,858

T.tal Non-Reg Openning E'pens< 5180,290 5201,323 Sl25,049 SU2,536 5255.630 5268,319 5280,859 5289,646
%CI/unge

/3.8% 11.7% IUJ% 7.6% U% .s,Ii"/, 4.7% J.mEliminations
{I 22,302) (1J7.Zl0) (151.433) (IS9.054) ( 164.1(6) (169.SG2) (1 7 5,133) 080,851)ConsolidalCd SpineD Cash Elpe.s<
5830,099 S108,663 5714,219 5721,387 5727,245 5734.026 5741,964 5741,651

" Clrungc
l.s."'//' ·14.6% 0.8% I.(JU,,(, O.HY. O.lI'Y. /.1% O.,y%LEC Oper.ting EBITDA

£313.720 542S.4J5 5421,185 S416,289 5414.138 5415,001 5418.790 Sol21.324
Plus: Non-«curr;ng Adju" ••"n" 0 0 0 0 0 0 0 0
Plus< FullY-funded Pension Adjus!me"'

0 0 0 0 0 0 0 0
Plus: AClivc:;-only Adjus,,"en!

0 0 0 0 0 0 0 0
Fully Adjusted LEe EBITDA

S1I3,1211 5~25.4tS 5421,185 54 I1i.289 S./14,lJ8 5415,001 5418,790 5~21,324
%Cr""'gc

-U,O% JJ.~% -urn -1.1% -rJ.5% 0,]% 0.9% (1.6%
Marcin

28.1>",,(, 19••'1% J9.7% J9.5% 3r1.4% J9 •.s% JY.J% 39.7%N•••..Reg Oper~li"g EBITl>A
S7,467 510.972 514,414 56.641 (53,281) (513.564) (524,505) ($32,607)

%CI""'ge
-21.9% 46.9"A. J/.f% -51.9% -U9.4% JI3A% 1111.7% JJ.I%

Margin
'1.0% 5.1:¥. 6.(J% 1.7% ·I.J% .J.J% ·9.6% -11.7%Consolidalcd Splneo Operaling EBITDA 5321,187 5436,387 54J5,s99 SolZl.9JO 5·UO.857 S-roI,./36 5394,285 5388,117

1'1115:Non-rCCUJTingAdjllsl~nlS
0 G 0 I) 0 0 0 0

'111$: FuUy-funded Pension Adjuslmcn'
0 0 0 0 0 0 0 0

Plus: Aelives-only Adjust mellt
0 0 0 I) 0 0 0 0

Full)' Adjusted SI.loe" EBITDA
5321,187 5436.387 5435,599 Sl22.930 SlIO,8S7 SlOI,436 5J94,28S 5388,717

%Clluug.
-)J.7% J5.9% -n,]" -1.9% -2.9",,(, -J.3% ·1.8" ·1.4%

},fu"glll
17.9"//, J/(.I% J7.9"--' 17.1i""" 36.1% Jj,.f% 14,7% H.2%less: His/1cr Cbssie FRP Labor Cost ($3,8001 (53.7241 (53.6501 ($.l,S7i) (53,505) (S3.#1) 153.392) 153.351))

less: FPNE DSlARPU Impact
(I,ll601 (2,1081 (2,336) 12.410) 12.486) (~.S('6) (2.651) (2.143)

IRCl'ementa' EBITOA
$315,5Z7 5430,555 5429.614 5416.943 :s404,865 53'5,427 5388,2.f2 5382,625Plus: Pension 8: OPES Cosh Adjustment S26.91I 528.928 529.923 531.449 512.838 S14.257 535.698 5>1.151

Ineremfntal Cash EBITDA
5342,498 5459,483 S459,537 S448,392 5437.704 5./2\1.683 5423,940 5419,716

% Change
-]],7% )4.1% a.lrA> -lAY. -1.-1'" -1.11% -1..1% -I.I/"A>Capilal Exprndilurel

ReClining
51~2,9J4 SI3X.192 S[J4.463 S130.036 5/28.170 5127.018 5126.593 5116.767

DSL Duildoll'
43.800 0 0 0 0 0 0 0

CoO\'ersion
1()9,045 0 0 0 0 a 0 0

T.l:d Capllal ExpeadilurC!
5195.779 5138,192 5134,463 5130.'36 S128.170 5127.078 5126.S93 S126.767

R<T:lI/1ingper A<'g.S~il,.",'d Lllup
5'05 $IO,y 511I 5/11 $JJ5 $/(i S/211 5113

Tlllal pel' ••h1;'. S"'i'cilt'd ,,,trlp
SU8 SlrI,y S!lJ SJJl SlIj SJJl 50/111 S12.l
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