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Summary:  The purpose of Mr. Wheaton’s testimony is to describe the financial and management issues attendant to the proposed transaction.

A.  IDENTIFICATION AND QUALIFICATION OF WITNESS
Q.
What is your name and business address?

A.
My name is Perry L. Wheaton, and my business address is P. O. Box 2390, New London, NH 03257.

Q.
By whom are you employed?
A.
I am a Director in the Utilities Consulting Practice of the Huron Consulting Group (Huron).

Q.
Mr. Wheaton, on whose behalf are you testifying in this proceeding?

A.
My testimony is presented on behalf of The State of Vermont Department of Public Service.

Q.
Please provide your background and experience.
A.
I have worked as a consultant in the public utilities industry for almost 30 years.  As a consultant, I have directed and/or performed numerous financial and management reviews of electric, gas and telecommunications utilities for regulators throughout the United States.  I am a member of both the American Institute of Certified Public Accountants and the Institute of Management Consultants.  I was a co-founder and Co-President of the Barrington-Wellesley Group, Inc. (BWG), a management consulting firm which was acquired by Huron Consulting Group on April, 1 2007.  BWG was founded in 1990 and served clients primarily in the public utilities industry.  Prior to founding BWG, I was a partner, Vice–President and head of the utility practice of Theodore Barry & Associates (TB&A) from 1985 to 1990.  I previously was a partner in TB&A’s utility practice from 1976 to 1981.  In the telecommunications industries, I have played key roles in BWG’s affiliate transactions audit of Southern New England Telephone Company for the Connecticut Department of Utility Control, two investigations of the savings resulting from the SBC/Ameritech merger for the Illinois Commerce Commission, and a customer services audit of Pacific Bell for the California Public Utilities Commission (CPUC).  I have directed a number of financial assessments of utilities including the financial viability assessment of Pacific Gas & Electric in the midst of the California energy crisis for the CPUC.  I am currently directing a revenue requirements review of the Los Angeles Department of Water & Power for the Los Angeles City Council and the Los Angeles City Administrative Officer.  I have testified on management and financial issues in regulatory proceedings in a number of states including Connecticut, Pennsylvania, California, New Jersey, New York, Maine and Arizona.  I have an A.B. from Hamilton College and an MBA in Public Accounting from Rutgers University.  ATTACHMENT DPS-PLW-DIR-1 contains a copy of my Curriculum Vitae.  

B.  PURPOSE OF DIRECT TESTIMONY

Q.
Mr. Wheaton, what is the purpose of your Direct Testimony?

A.
My direct testimony provides the Vermont Public Service Board (Board) with my analysis of the financial and management issues of the proposed acquisition of Verizon’s Vermont properties by FairPoint.

C.  SUMMARY OF TESTIMONY
Q.
Please provide a summary of your Direct Testimony.  

A.
My associates and I performed our analysis by reviewing direct testimony filed by FairPoint and Verizon, reviewing responses to discovery questions, interviewing FairPoint senior management, CapGemini project leaders and representatives from the financial community, and performing independent research.  The objective of my testimony was to analyze specifically the proposed acquisition of Verizon’s Vermont properties.  However, only an aggregated review of the acquisition of the properties in the three states was possible because Vermont-state specific information is not available.  We reviewed the acquisition of all of Verizon's New England properties (Maine, New Hampshire and Vermont).  We also reviewed the financial projections of FairPoint, the parent company.



My associates and/or I conducted interviews with the following:

	Interviewee
	Organization
	Date(s)

	Walter E. Leach, Jr.
	FairPoint
	April 25, 2007

April 26, 2007

May 3, 2007

	Peter Nixon
	FairPoint
	April 26, 2007

	Michael Haga
	FairPoint
	April 25, 2007

	Michael Harrington
	FairPoint
	April 25, 2007

	Michael Brown
	FairPoint
	April 25, 2007 (via telephone)

May 3, 2007

	Lee David Newitt
	FairPoint
	April 26, 2007

	Dee Berger
	CapGemini
	April 25, 2007

April 26, 2007

	Mark Kirby
	CapGemini
	April 25, 2007

	Rich Siderman
	Standard & Poor’s
	April 27, 2007 (via telephone)

	Gerald Grenovsky
	Moody’s
	April 30, 2007

	Adam Shepard
	Morgan Stanley
	April 30, 2007

	Paul Vasilpolous

Dan Birchenough

Johnathon Krissel
	Deutsche Bank
	April 30, 2007



These interviews were conducted in the typical manner used by management auditors who conduct commission-ordered audits for regulators.  I have directed more than 25 such audits and played a key role in numerous other audits for state regulators throughout the country.


My review of FairPoint’s acquisition of the consolidated properties indicates that if this acquisition is to be successful, FairPoint must take appropriate steps to mitigate a number of risks that could jeopardize the transaction.  These risks include:

· Completing the system development and implementation effort on schedule and within budget as projected.

· Minimizing the loss of access lines and increasing revenues as projected.

· Deploying DSL as projected.

· Attaining merger savings as projected.

· Attracting and retaining seasoned and competent senior management team.

· Developing and implementing an effective state regulatory program.

· Obtaining an extension of the alternative regulation (alt reg) plan in Vermont beyond 2010 without a substantial decrease in revenues.

· Negotiating a reasonable union contract in 2008.

· Meeting customer service commitments in Vermont at a time when operating costs are being reduced.

D.  SERVICES

CRITERIA:  Service quality will be adequate.

Q.
Has FairPoint made adequate provisions to fund the system development and conversion process?
A.
Yes.  FairPoint has budgeted $200 million to fund the system development and conversion process for all three states.  [BEGIN PROPRIETARY] 




 









[END PROPRIETARY]            Even


 if FairPoint had to eliminate its dividends, the firm would not be insolvent.  I have defined insolvency as not having sufficient cash flow to cover ongoing expenses and required capital expenditures and debt repayments.

E.  FACILITIES
CRITERIA:  The rate of investment will be adequate to provide the contemplated services.

Q.
Do FairPoint’s estimated capital investment and operating expense levels for Verizon-Vermont for 2008 to 2012 show any significant changes from Verizon’s historical levels?

A.
FairPoint has not yet provided projections of capital expenditures and operating expenses at the state level; therefore, we do not know whether FairPoint’s proposed capital investment and operating expense levels for Vermont show a significant change from Verizon’s historical levels.  However, when we compare Verizon’s aggregate capital expenditures for the three New England states with FairPoint’s aggregate projections, FairPoint will actually be spending less than Verizon spent.  The table below shows Verizon’s combined capital expenditures for Vermont, New Hampshire and Maine for 2003 to 2006, Verizon’s estimated capital expenditure levels for the three states for 2007, and FairPoint’s estimated capital expenditures for the three states for 2008 to 2012.  FairPoint’s capital expenditures for 2008 do not include one-time expenditures related to the transition. 

[BEGIN PROPRIETARY]

Verizon-Northern New England/FairPoint New England

Capital Expenditures (2003 to 2012)

($ million)

	Year
	2003
	2004
	2005
	2006
	2007
	2008
	2009
	2010
	2011
	2012

	Verizon – Actual
	****
	****
	****
	****
	
	
	
	
	
	

	Verizon – Estimated
	
	
	
	
	****
	
	
	
	
	

	FairPoint - Estimated
	
	
	
	
	
	****

	****
	****
	****
	****


SOURCE: 2008 – 2012 projections – Attachment DPS-PWL-DIR-2 (A.DPS:FP.1-86 CONFIDENTIAL) [END PROPRIETARY]

Capital expenditures on an average total access line equivalent basis (including retail DSL) was between $101.18 and $124.43 per year for Verizon NNE for the period 2003 through 2006 (Source: FRP April 2, 2007 S-4 and Huron calculation).  [BEGIN PROPRIETARY] 







[END PROPRIETARY]  We are not sure if this calculation is on a total average access equivalent line basis.  If so, Verizon costs are greater than the capital expenditures per access line for FairPoint calculated by Huron above, not less than FairPoint’s planned capital expenditures on an access line basis as indicated by Mr. Leach.  Vermont specific information is not available. 


[BEGIN PROPRIETARY]  

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	








[END PROPRIETARY]

Q.
Will the union contract’s provision that requires only union employees to install new technology and network facilities act as a cap that will limit, delay or reduce FairPoint’s investment in DSL facilities in Vermont as projected?

A.
It may.  In an interview on May 3, 2007, Michael Brown of FairPoint indicated that at this time, FairPoint did not have sufficient information about the number of technicians in Vermont that will join its work force at the close of the transaction or about their productivity levels and the level of effort that will be required to install the proposed DSL facilities in Vermont.  Consequently, FairPoint is unable to determine if the number of union installers in Vermont will keep it from installing DSL facilities in Vermont as projected.

Q.
Will FairPoint’s negative equity position inhibit its ability to fund its capital program?

A.
No.  FairPoint’s projected negative equity position should not inhibit its ability to fund its capital program.  Fairpoint’s negative equity position results from (1) the way the Reverse Morris Trust (RMT) acquisition method which FairPoint is using to acquire the Verizon properties is accounted for, and (2) the payment of dividends which exceed book net income but not free cash flow.  FairPoint’s ability to fund its capital program is based on projected cash flows, which should be sufficient to cover both capital expenditures and dividend payments.  FairPoint’s projected cash flows are independent of its book equity position.  FairPoint’s projected level of free cash flow ensures that it will still have access to equity and debt capital markets if needed to fund capital expenditures. 

[BEGIN PROPRIETARY] 

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	











[END PROPRIETARY]

F. COMPANY STRUCTURE

CRITERIA:  (1) The Company must be financially stable and sound.

      (2) The Company must take satisfactory steps to control affiliate interests.

Q.
Does the RMT approach used by Verizon and FairPoint enable FairPoint to acquire the New England properties at a lower price?

A.
Yes.  Verizon’s objective in structuring this transaction was to maximize the after-tax return for its shareholders. The RMT approach results in a tax-free transaction for the shareholders of Verizon.  As a result, Verizon is willing to accept a lower price for the properties offered for sale than it would if the transaction were not tax-free.  

Raymond James & Associates (Raymond James), a financial services firm and member of the New York Stock exchange, issued a Telecommunications Services Wireline Industry Brief on January 30, 2007 entitled VZ: Analyzing Future Line Sales Under Reverse Morris Trust Scenarios.  In this report, Raymond James states “(h)ad the company sold the properties for cash (presumably at a multiple higher than the 6.3x
 it sold to FairPoint), then paid taxes, we believe Verizon would have netted a multiple below 6x.  We believe the assets are close to if not fully depreciated, thus requiring a multiple higher than 7.5x which does not appear rational or likely for these properties.  Thus, a spin out to FairPoint appears to be the best option for Verizon to maximize values, even if the multiple appears a bit low.” 

Q.
Is the RMT an appropriate method for acquiring and capitalizing a regulated utility?

A.
Yes.  The RMT transaction requires that current Verizon shareholders end up owning more than 50 percent of the shares of the post-merger FairPoint.  Verizon shareholders must maintain this ownership position for at least two years after the closing date for the transaction to remain tax-free.  The use of the RMT approach limited the number of telecommunications firms that could purchase Verizon’s New England properties to smaller entities.  For example, a large telecommunications company like AT&T could not purchase these properties using the RMT because Verizon’s shareholders would not end up owning more than 50 percent of AT&T post-close.  The use of the RMT no doubt eliminated some potential acquirers with deeper pockets than FairPoint.  Larger firms would have had to pay a higher price since they would not have received the tax-free benefits of the RMT.


Consequently, the use of the RMT means that the amount paid for the properties to Verizon is less than would be required in a non-RMT transaction.  Regardless of how deep its pockets, a potential acquirer would still be motivated to receive an adequate return on its investment.  To fund a return on a larger investment, a non-RMT buyer might be more motivated than FairPoint to reduce expenses and / or reduce capital expenditures in order to receive an adequate return on its investment.


Other telecommunications companies have recently completed similar tax-free transactions.  In 2006, Valor Communications and Alltel wireline operations merged to form Windstream Corporation in a RMT Transaction.  In 2006, Sprint Nextel spun off its local communications business and product distribution operations in a tax-free transaction to form Embarq Corporation.   


According to Raymond James, “(i)n our opinion, the use of the Reverse Morris Trust will be  a significant driving factor for ILEC line divestitures going forward…”

An issue with using the RMT vehicle to accomplish the transaction is that the regulated utility could end up with negative book equity thereby causing a conflict with the traditional rate of return ratemaking used in the utility industry.  Rate of return ratemaking is based on earning a return on one’s rate base book value.  In a rate of return environment, FairPoint might become insolvent unless it receives an imputed value for the price paid to acquire the properties.  Currently, the Verizon-Vermont properties are based on an alt reg plan.  The alt reg plan was originally based on a traditional cost of service/revenue requirement rate of return on net book value (original cost less depreciation), taxes and operating expenses.  However, this plan is scheduled to end in 2010 and there is no guarantee that Vermont regulators will extend the plan.  

Q.
Did Verizon conduct the sale of its New England properties in an appropriate fashion?

A.
Yes.  The Wall Street community believes that Verizon conducted the sale of its Northern New England properties in an effective manner so as to maximize its after-tax return for its shareholders.  It was widely known in the investment world that Verizon wished to sell its rural wire line properties.  

Verizon did not prepare a solicitation document related to its wireline operations in Maine, New Hampshire and Vermont. Verizon received an unsolicited expression of interest from one party.  Verizon then provided an Offering Memorandum to parties that expressed interest and signed a nondisclosure letter.

[BEGIN PROPRIETARY] 










[END PROPRIETARY]

Q.
Does the fact that FairPoint will not be an investment grade company at the close of the transaction inhibit its ability to fund its capital program and provide an acceptable level of customer service to its Vermont customers?

A.
No.  FairPoint’s financial projections indicate that it will have sufficient cash flows to fund its capital program and provide an acceptable level of customer service for the period from 2008 to 2015.  In order to become an investment grade company, FairPoint would have to attain a book value of shareholders equity of $1 billion.  [BEGIN PROPRIETARY] 

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


[END PROPRIETARY]


However, the investment community and the rating agencies are more concerned with FairPoint’s free cash flow than with its book value.  The investment community believes that FairPoint’s cash flow projections will ensure that it has sufficient cash flow to fund its capital program and its ongoing operations.

In its February 2007 Industry Snapshot: USA ILEC Industry, Moody’s Investor Service provided a brief profile of the Moody’s rated U.S. Incumbent Local Exchange Carriers (ILECs).  Included in this group are three investment grade ILECs and nine high-yield ILECs.  Ratings on the nine high-yield ILECs range from B1 to Ba2.  FairPoint is included in the high-yield group.  Leverage and dividend payments primarily differentiate rating positions.  The investment grade ILECs - CenturyTel, Embarq and TDS - do not pay out as high a proportion of the available cash to their shareholders as do the non-investment-grade ILECs.  The following table summarizes the ratings for the twelve U.S. ILECs rated by Moody’s.  Moody’s indicates that the overall outlook for the ILECs is stable, as the generally lower tele-density of their markets somewhat isolates them from the competitive pressures of the more urban RBOCs (AT&T, Verizon and Qwest).

	Company
	Corporate Family Rating
	Outlook
	Investment Grade

	CenturyTel
	Baa2
	Stable
	Yes

	Cincinnati Bell
	Ba1
	Stable
	

	Citizens Communications
	Ba2
	Stable
	

	Consolidated Communications Holdings, Inc
	B1
	Stable
	

	D & E Communications
	Ba3
	Stable
	

	Embarq
	Baa3
	Stable
	Yes

	FairPoint Communications
	B1
	Stable
	

	Hawaiian Telecom
	B1
	Ratings under review for downgrade
	

	Iowa Telecom
	Ba3
	Stable
	

	Madison River
	B1
	Ratings under review for upgrade
	

	TDS
	Baa3
	Ratings under review for downgrade
	Yes

	Windstream
	Ba2
	Stable
	


Moody’s ratings scale is as follows, from highest to lowest:  Investment grade - Aaa, Aa, A, Baa; Non-investment grade: - Ba, B, Caa.  Core ratings drivers for ratings of telecommunications companies are:

· Operating Environment

· Strategy and Execution

· Technology

· Financial Strength

· Developed or Emerging Market

· Generic Ratings Factors  

Moody’s comments specific to FairPoint are:

Credit Strengths:  FairPoint announced that it is acquiring about 1.5 million access lines in Maine, New Hampshire and Vermont from Verizon, significantly increasing its size.

Credit Concerns: Pro forma for the acquisition, leverage is expected to decrease to 4.2x from an historical 4.7x.
  However, significant execution risks of integrating a much larger Verizon operation remain.

Ratings Outlook:  Stable.  Reflects belief that FairPoint is successful in integrating VZ-NE’s operations and will continue to minimize the effect of revenue losses from declining access lines by offering higher-margin high speed data product offerings.

What Could Change the Rating – Up: As the company’s financial metrics are in line with a Ba3 rated RLEC, FairPoint’s ratings could improve if the company is successful in integrating VZ-NE’s operations without experiencing significant disruptions in quality of service and customer support.

What Could Change the Rating – Down: If the integration of the acquired VZ-NE systems takes longer than expected and FairPoint is unable to realize the envisioned synergies.  If FairPoint’s number of access lines falls by six percent or more annually, and it is unable to attain revenue growth from complementary products.

Q.
If its Vermont-Verizon properties were subject to rate of return regulation, would FairPoint’s Vermont properties be financially viable?

A.
Unlikely, unless FairPoint’s premium above net book value investment in the properties and a capital structure that included some level of equity were imputed in the rate base.  In its Order dated April 4, 2006 in Docket No. 6959, the Board adopted Verizon’s Amended Vermont Incentive Regulation Plan (Amended Plan).  The term of the Amended Plan runs through December 31, 2010.  The Amended Plan calls for increased expenditures related to DSL and holds off on rate reductions called for in the original plan.  There is no language in the Amended Agreement which allows FairPoint to extend the Amended Plan on its own volition.  

If at the expiration of the Amended Plan, the Board is unwilling to extend the plan, Verizon’s Vermont operations would revert back to rate of return ratemaking.  Without having reviewed Vermont-specific financial statements, it is impossible to know whether FairPoint would remain financially viable in this case.  However, in total for all of the properties being acquired from Verizon, FairPoint is paying $2.7 billion for plant with a net book value of $1.7 billion.  Under rate of return regulation, a utility is typically allowed to earn a return on rate base.  In this case, FairPoint might end up paying a return on a $2.7 billion investment while earning a return on a $1.7 billion rate base.  In this case, the new regulated returns would be insufficient for FairPoint to receive an adequate return on its investment unless it was allowed to impute the Vermont portion of its $1 billion equity investment part of its capital structure.  (This example assumes that all three New England states were moving from an alternative regulation plan to a rate of return environment which they are not.)  This problem is potentially compounded by a difference between the $1.7 billion net utility plant figure mentioned above and the net utility plant amounts reported in ARMIS, both in total and by state.  [BEGIN PROPRIETARY]

 





           [END PROPRIETARY] We have not yet determined the reason for these differences.  


If FairPoint were unable to include its investment in acquiring the properties in its rate base, it would have to look for ways to increase margins, decrease costs, or reduce capital expenditures to remain solvent.  If none of these options were sufficient to create the needed cash flows, then FairPoint would be forced to reduce dividend payments.  While FairPoint management has assured regulators that a dividend reduction would be considered if necessary, this would have the effect of reducing share prices making the sale of equity more problematic.  If unable to sell additional common equity in the future to fund operations and capital expenditures, FairPoint might be forced to issue debt.  FairPoint’s capacity to issue debt is limited by its need to maintain certain coverage ratios.  FairPoint’s new credit facilities require a minimum interest coverage ratio 2.25 to 1.0
 and a maximum total coverage ratio of 5.50 to 1.0
 (after year one).  These ratios do not appear to be significant constraints for FairPoint, however.  
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  [END PROPRIETARY]

Q.
Will FairPoint’s aggressive dividend policy affect its ability to fund its capital program and its operations?

A.
FairPoint’s dividend payout ratio as a percent of free cash flow is expected to decrease from 87 percent pre-merger to 60-70 percent post-merger while keeping the dividend rate per share unchanged.  As a result, FairPoint’s ability to fund its capital program and its operations should improve.  However, there are several significant risks.  Standard & Poor’s (S&P) assigned FairPoint a qualitative risk assessment of “high” in its March 24, 2007 stock report.  S&P’s “risk assessment reflects a balance sheet that we view as relatively weak and the company’s commitment to pay a large quarterly dividend out of what we consider its somewhat limited cash reserves, which we believe is partially offset by the rural nature of its operations.”  

Morningstar adds that they “expect FairPoint to begin paying full taxes in 2010, which may strain its ability to maintain dividend payments and make necessary capital expenditures.”  

Q.
If FairPoint does not attain its projections of increased sales and reduced line losses, will it still have adequate cash flows to fund its operations and its planned capital expenditures?

A.
Most likely.  FairPoint projects revenue streams with increased sales and reduced line losses compared to Verizon.  This projection is largely attributable to FairPoint’s expected investments in additional DSL lines, the bundling and marketing of services offered, and its experience in operating rural land wire operations.  However, to test this projection, we have requested that FairPoint prepare an analysis in which its projected revenue stream is reduced as a result of increased access line loss and lower DSL revenues.  The results of this analysis are not yet known.

Q.
Are FairPoint’s plans to provide support services through a centralized non-operating entity appropriate?

A.
Yes.  For telecommunications holding companies with geographically dispersed operations, it is common practice to provide support services through a centralized non-operating entity or service company so as to attain operating economies.

To protect ratepayer interests, the allocation of support service costs to individual jurisdictions is typically governed by a cost allocation process approved by regulators - including the FCC - and subject to audit.  Cost allocation policies and procedures are documented in a Cost Allocation Manual, or CAM.  In this instance, FairPoint has indicated that it will follow Verizon practices as defined in its CAM.  CAMs are filed with the FCC and updated annually.

Q.
Are FairPoint’s plans to transfer cash out of its Vermont properties appropriate?

A.
Probably.  I have not yet seen Vermont specific projections to determine whether FairPoint’s plans to transfer cash out of its Vermont properties are appropriate.  For holding companies such as FairPoint, it is common practice for operating subsidiaries to provide cash dividends to the parent in order to pay shareholder dividends and for other corporate purposes.  Based on my review of FairPoint’s projections for the pending merger with Verizon’s Maine, Vermont and New Hampshire wireline operations, FairPoint intends to transfer cash out of its Vermont properties in an amount in excess of its book net income but less than the amount of its free cash flow before dividends.  

Q.
What measures should the Board take to ensure that FairPoint is conducting its affiliate interests in an appropriate manner?

A.
Verizon does not currently have a separate legal entity for its Vermont properties.  I believe that Vermont’s ability to monitor the financial performance of FairPoint’s Vermont properties would be enhanced by establishing a separate legal entity for these properties and requiring FairPoint to provide certified financial statements for them to the Board on an annual basis.


The Board should also establish safeguards regarding the outflow and transfer of cash including dividends and loans of any form from the separate Vermont Corporation related to Vermont FairPoint regulated operations to FairPoint corporate or other affiliates  These cash flow related safeguards would ensure that adequate funds (cash) were available to meet the needs of providing state-of-the-art telecommunications networks and services throughout FairPoint’s Vermont serving territory.  Such safeguards could include thirty day advanced notification to the DPS and the Board of all planned loans, dividends and cash transfers of any kind from FairPoint - Vermont to FairPoint parent and affiliates.  Suspension of the cash transfers, dividend payments and loans could then be initiated by the Board if it were determined that FairPoint was not consistently meeting its commitments related to:

· Service quality minimum standards.

· Effectively managing its Vermont regulated operations.

· Meeting the broadband build-out commitments established under Verizon’s Alternative Regulation Plan.

In addition, all contracts between FairPoint – Vermont should be competively priced.  The Board should require FairPoint to file copies of all affiliate-related contracts and service agreements over a pre-determined amount between with the DPS and the Board.

G.  PERSONNEL

CRITERIA:



(1) Management must be competent.


(2) The Company must have the technical knowledge, experience and ability to provide the intended services.



(3) The owner must have a good business reputation.

Q.
Does FairPoint have sufficient management strength to operate the Verizon-New England properties effectively?

A.
Not yet.  It is not clear that FairPoint has sufficient management strength at this time.  FairPoint has a designated a full-time chief operating officer for the Verizon-New England properties.  This individual has substantial operating experience in the telecommunications industry, with FairPoint and with rural local exchange carriers.  He has defined a top-level organization chart for the Verizon New England properties and is currently leading effort to fill those positions.  Candidates will be selected from within FairPoint as well as from the outside.  At this time, FairPoint has not filled sufficient management positions in the new organization so that a determination of its management strength can be made.

Q.
Does the current FairPoint management team have the respect of the financial community?

A.
Yes, the financial community believes that FairPoint’ senior management has a proven track record in acquiring properties and operating them effectively.  It believes that FairPoint has the financial acumen, discipline, experience and savvy to acquire the Verizon New England properties and to operate them effectively.

Q.
Is the FairPoint/CapGemini relationship structured in a manner that will ensure the successful development and implementation of the requisite systems?

A.
No.  FairPoint selected CapGemini because it had no other viable alternatives.  The other two firms which have the requisite size, expertise and experience were excluded because of either their ongoing relationship with Verizon (Accenture) or a failure on a similar project (BearingPoint).  FairPoint has executed a sound contract with CapGemini.  However, FairPoint does not have a seasoned expert who has either managed or monitored a systems development and conversion effort of this magnitude and whose prime responsibility is to oversee and manage this relationship.  This deficiency limits FairPoint’s ability to manage this effort effectively.  FairPoint does have a separate organization to manage the system development and implementation effort.  This organization reports to the chief operating officer of the New England Verizon properties.  FairPoint should take immediate steps to retain a third-party to oversee the CapGemini relationship or hire a seasoned expert who has the necessary background to perform that role.  Prior to the cutover, FairPoint appropriately plans to merge the conversion team with the permanent organization.

Q.
Are FairPoint’s organization plans to manage the New England properties appropriate?

A.
Generally, yes.  FairPoint has defined an organization plan for the Verizon New England properties that is typical of the telecommunications industry.  The plan also reflects FairPoint’s experience in providing services to rural communities.  However, it is unclear if FairPoint’s organization plan reflects the regulatory demands that the Company will face when it is the prime provider of telecommunication services in each of the three New England states and is subject to greater scrutiny than it has faced previously in its legacy operations.

Q.
Does the financial community believe that FairPoint has a credible plan to acquire and manage Verizon’s New England properties?

A.
Yes.  The investment community points to FairPoint’s use of the RMT, how it managed its negotiations with Verizon, its experience in successfully completing numerous acquisitions in the past, its selection of CapGemini as a partner, and its use of lessons learned both from its own experience as well as others, as evidence it will be successful in completing this transaction and managing the newly acquired properties successfully.  The investment community also believes that Verizon will provide the necessary assistance and cooperation to FairPoint since it is important to Verizon that this sale and the system conversion be successfully completed.  It is commonly known that Verizon would like to dispose of its other rural properties and needs to demonstrate that such a sale and transition can be successfully executed financially and operationally. 

H.  ECONOMIC EFFECT

CRITERIA:



Transaction should produce efficiencies.

Q.
Are the synergy savings identified by FairPoint reasonable and attainable?

A.
[BEGIN PROPRIETARY] 










[END PROPRIETARY]

Morningstar, in its report dated March 9, 2007, states “we are skeptical of management’s claim that it can eke out annual cost savings of $60-75 million following the integration, equaling a 7%-8% reduction in operating expenses.  Remarkably, FairPoint is not planning any job reductions, as are typical in deals of this nature.  In fact, the combined company plans to grow its employee head count by 20% to accommodate bringing previously outsourced work in-house.”  

The complexity and scale of this transaction makes projecting costs difficult, including the projection of synergies.  We have requested that FairPoint run analyses to show the effect on the transaction of no synergy savings and cost increases of ten percent.  We have not yet received the results of these analyses.  

Q.
Has FairPoint identified and quantified synergies and savings that it is likely to attain when it coverts to the new system platform?

A.
No.  If FairPoint successfully completes its system development and implementation, I believe that FairPoint will have additional opportunities to reduce costs.  To my knowledge, FairPoint has not made any attempts to quantify such savings at this time.

I.  OTHER CONSIDERATIONS

Q.
Do you have any other considerations to mention?

A.
Yes.  Steps should be taken to assure that Vermont has representation on FairPoint’s Board of Directors and that FairPoint provide separate certified financial statements for the Verizon Vermont properties on an annual basis.

After closing, FairPoint will have the following access lines:

· Legacy 



311,150

· Maine-Verizon


581,082

· New Hampshire-Verizon

581,097

· Vermont-Verizon


317,645

Total




         1,790,974


Since Vermont will have about 17.7 percent of FairPoint’s total access lines, it should have at least one representative included in the nine members on FairPoint’s Board of Directors.  It is common practice in the utilities industry to have Boards of Directors whose membership reflects the geographical mix of its customer base.

J.  SUMMARY OF RECOMMENDATIONS


I recommend that the proposed transaction be approved subject to the establishment of a suitable monitoring effort to ensure that FairPoint is taking the appropriate steps to mitigate the risks related to the transaction as follows:

· Completing the system development and implementation effort on schedule and within budget.

· Minimizing the loss of access lines and increasing revenues as projected.

· Attaining merger saving synergies as projected.

· Attracting a seasoned and competent senior management team.

· Developing and implementing an effective state regulatory program.

· Negotiating a reasonable union contract in 2008.

· Meeting customer service commitments in Vermont at a time when operating costs are being reduced.


The Board should require that FairPoint establish a separate legal entity within the State of Vermont to segment all Vermont related assets and liabilities, if any, from the assets and liabilities of other FairPoint regulated, non-regulated and classic operations.  


The Board should also establish safeguards regarding the outflow and transfer of cash including dividends and loans of any form from the separate Vermont Corporation related to Vermont FairPoint regulated operations to FairPoint corporate or other affiliates  These cash flow related safeguards would ensure that adequate funds (cash) were available to meet the needs of providing state-of-the-art telecommunications networks and services throughout FairPoint’s Vermont serving territory.  Such safeguards could include thirty day advanced notification to the DPS and the Board of all planned loans, dividends and cash transfers of any kind from FairPoint - Vermont too FairPoint parent and affiliates.  Suspension of the cash transfers, dividend payments and loans could then be initiated by the Board if it were determined that FairPoint was not consistently meeting its commitments related to:

· Service quality minimum standards.

· Effectively managing its Vermont regulated operations.

· Meeting the broadband build-out commitments established under Verizon’s Alternative Regulation Plan.

In addition, all contracts between FairPoint – Vermont should be competively priced.  The Board should require FairPoint to file copies of all affiliate-related contracts and service agreements over a pre-determined amount between with the DPS and the Board.

K.  CONCLUSION

Q.
Does this conclude your Direct Testimony?

A.
Yes.

Exhibit DPS-PLW-DIR-1

PERRY L. WHEATON

Mr. Wheaton, a Huron Consulting Group Director (Huron), was a co- founder and Co-President of the Barrington-Wellesley Group, Inc. (BWG) which was acquired by Huron on April 1, 2007.  Mr. Wheaton, a member of the American Institute of Certified Public Accountants and the Institute of Management Consultants, has over forty years of diversified management consulting experience and has served as either the Project Manager or Engagement Manager for over twenty-five projects on behalf of regulatory agencies.  An expert on telecommunications and utility management, corporate governance and financial issues, he has directed high visibility assignments for a number of commissions throughout the country.  He was a lead Consultant for BWG’s review of AT&T Connecticut’s (formerly SBC Connecticut / Southern New England Telephone Company) affiliate transactions for the Connecticut Department of Public Utility Control, for BWG’s two reviews of the savings from the SBC/Ameritech Merger for the Illinois Commerce Commission and the customer service review of Pacific Bell for the California Public Utility Commission (CPUC).  He directed BWG’s review of Pacific Gas & Electric’s financial viability for the CPUC in the midst of the California energy crisis.
Selected Telecommunciations and Utility Management Consulting Experience
· Assessed the strategic planning process for a gas utility and its affiliates.  (2006)

· Lead Consultant for royalty and dividend payments and development of roadmap for regulation in the audit of AT&T Connecticut’s (formerly SBC Connecticut / Southern New England Telephone Company) affiliate transactions for the CT DPUC.  SNET is a wholly-owned subsidiary of AT&T, formerly SBC. (2005)

· Project Manager of the comprehensive management audit of Philadelphia Gas Works for the PA PUC. (2001)

· Lead Consultant in determining net merger-related savings in two investigations of the merger of SBC and Ameritech for the Illinois Commerce Commission. (2001)

· Engagement Manager for the revenue requirements reviews of the Los Angeles Department of Water & Power to determine the need for rate increases for both the power and water divisions due to the volatility of natural gas markets and escalating environmental compliance requirements for fiscal years ending June 30, 2007 and 2007. The reviews were performed for the City Council and the Chief Administrative Office of Los Angeles. (2006 - 2007)

· Served as lead consultant for corporate governance, corporate planning and shareholder proposals in the audit of FirstEnergy’s Pennsylvania operations for the PA PUC. (2006)

· Engagement Manager for a review of a gas company to help prepare for a commission-ordered management audit.  Major review areas include affiliate relations and transactions, cost allocation manual, gas procurement and corporate governance. (2004)

· Directed the review of Pacific Gas & Electric’s financial condition for the California PUC in the midst of the California energy crisis.  The audit addressed holding company, power purchases, and non-regulated subsidiary activities in the California energy markets.  (2001)

· Directed a management audit of the affiliate relations of Southern Connecticut Gas Company for the CT DPUC.  A major focus of this audit was to assess questionable activities performed by the utility’s non-regulated affiliates.  (2000)

· Lead consultnat in the customer service audit of Pacific Bell for the CPUC.  (1994) i

· Lead Consultant for the power division in the management audit of the Los Angeles Department of Water & Power for the City of Los Angeles. (2002)

· Directed a prudence review of the Maine Yankee Atomic Power Company for the Maine PUC.  Subsequently reviewed the prudence of the decision to shut down the plant prematurely.  (1997)

· Directed the financial/management audit of Southern California Edison's Research, Demonstration and Development Department's $300 million of expenditures from 1988 to 1992 for the CPUC.  (1993)

· Directed the review of the financial effects of the Three Mile Island accident on its owners, Metropolitan Edison and Penelec, for the Pennsylvania PUC.  Served as a lead witness before both the PUC and a US congressional committee.  (1980)
Education

· AB  -  Hamilton College

· MBA, Public Accounting - Rutgers University.

Work Experience
· Director, Huron Consulting Group  (2007 – present)

· Co-President and Co-Founder, Barrington-Wellesley Group, Inc.  (1990 - 2007)

· Vice President and Board Member, Theodore Barry & Associates. (1976 - 1981, 1985 - 1990)

· Senior Vice President, Putnam Investor Services, Inc.  (1982 - 1985)

· Manager, Management Consulting.  Coopers & Lybrand.  (1964 - 1976)
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� 	Refers to a multiple of EBITDA


� 	Calculated as Long-term Debt divided by EBITDA


� 	Calculated as Adjusted EBITDA divided by Interest Expense 


� 	Calculated as Net Long-term Debt divided by Adjusted EBITDA
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