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Major Rating Factors 

Sben@: 

Strong EBITDA margins and solid free operating cash flow from geographically diverse 

operations: 

Rural nature of Windstream's service territory provides some insulation from competition. 

resulting in historically lower access-line erosion than for the regional Bell operating 

companies; and 

Growth potential from digital subscriber lines (DSL) may partially offset declines in local 

service and access revenues. 

Weaknesses: 

Aggressive, shareholder-oriented financial policy with a commitment to a substantial 

common dividend limits debt reduction; 

Accelerating competition for voice and data services from cable operators could lead to 

near-tern pricing and margin pressure; and 

Flat to declining revenues from its mature local telephone business. 

Rationale 

Ratings on Little Rock, Ark.-based Windstream Corp. reflect an aggressive shareholder- 

oriented financial policy with a commitment to a substantial common dividend that limits 

potential debt reduction. The company also faces accelerating competition for voice and data 

services from cable operators, which could lead to pricing and margin pressure. and flat to 

declining revenues from its mature local telephone business. Tempering factors include the 

company's position as the dominant provider of local and long distance telecommunications 

services in secondary and tertiary markets. Those markets may experience less aggressive 
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cable-based voice over Internet protocol (VoIP) deployment and yet benefit from growth in data and 

Internet services, solid operating margins, and moderate capital requirements. 

Windstream is an incumbent local exchange carrier (ILEC), formed through the merger of ALLTEL 

Corp.'s wireline business with Valor Communications Group in July 2006. The company provides 

voice and data communication services to approximately 3.2 million switched access lines in 16 states 

throughout the U.S. Debt outstanding at March 31,2007, was about $5.5 billion. 

Given concerns about increasing competition in the wireliine sector, and the resulting access-line 

losses (which totaled 4.5% annually for the quarter ended March 31.2007), Standard & Poor's 

Ratings Services views Windstream's large common dividend, which consumes about 75% of 

discretionary cash flow, as aggressive. While the company generates substantial free operating cash 

flow due to a solid EBITDA margin of approximately 50%, cash available for debt repayment or 

reinvestment in the business is expected to be only $150 million to $200 million. This level of 

discretionary cash flow also assumes that capital expenditures remain fairly low at about $375 million 

annually, or 11% of total revenues. 

Debt to EBITDA at March 31. 200.7 was aggressive at about 3 . 3 ~ .  Pro forma for the sale of the 

company's directories business and the pending acquisition of CT Communications (announced in 

May 2007) for about $585 million in cash and debt, debt to EBlTDA is expected to weaken to the 

mid-3x area, a parameter that remains consistent with the 'BB+' rating. 

Liquidity . 
Liquidity is adequate with a cash balance of $397.6 million at March 31. 2007. and availability under 

a $500 million revolving credit facility that remains undrawn. In addition, the company expects to 

generate approximately $150 million to $200 million in discretionary cash flow after funding the 

substantial common dividend. Under covenants contained in the company's senior credit facilities, debt 

to latest-12-month EBlTDA cannot exceed 4 . 5 ~  and interest coverage cannot go below 2 .75~ .  

Maturities are minimal until 201 1, when the company's $500 million revolver and $500 million term 

loan A mature. 

Recovery analysis 

The senior secured credit facilities, which consist of a $500 million revolving credit facility, a $500 

million term loan A, and a $1.9 billion term loan B, are rated 'BBB-', one notch above the corporate 

credit rating, and are CreditWatch with positive implications. The recovery ratings of ' 1 ', indicating 

expectations for a very high (90%-100%) recovery in the event of a payment default, are not on 

CreditWatch. (For the complete recovery analysis. see dated Feb. 20. 2007.) 

Outlook 

The outlook is negative. Cable telephony deployment is expected to be a challenge over the near term 

and could result in pricing pressure and subsequent weakening in cash flow margins. Such a trend 

could lead to a downgrade if there is no change in the company's financial policy to reduce or eliminate 

the dividend. Further debt-financed acquisitions could also pressure the rating. Any potential longer- 

term revision of the outlook to stable would only occur if the company is able to reduce leverage while 

maintaining a good competitive position against cable telephony competition. However, consideration 
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of a stable outlook is likely to have a longer-term horizon since it will take at least one to two years to 

determine if Windstream has successfully met the cable telephony challenge. 

Business Description 

Windstream is an ILEC providing local, long distance, and Internet services to approximately 3.2 

million access lines in over 1.000 small to medium markets in 16 states in the southeastern and 

Midwestern U.S. and parts of New York and Pennsylvania. The company also has a small competitive 

local exchange business serving about 1 1 1,000 access lines in markets in Arkansas. North Carolina, 

and Texas. 

Business Risk PmfiIe: Voice Market Share Is Eroding 

Windstream's weak business profde reflects increasing competition for traditional wireline voice and 

data services because of rapid cable telephony deployment and continued wireless substitution. As an 

incumbent local exchange camer, Windstream is the dominant telecommunications provider in its 

markets, but its voice services market share continues to shrink. Although the company's focus on rural 

markets has provided protection from competition in the past, the market is changing because of Vow 

deployment by most large cable operators. Although teledensity is low, with about 25 access lines per 

square mile, almost 80% of Windstream's access lines currently overlap with cable modems. Despite 

the competitive pressures, the company still generates substantial free operating cash flow due to its 

healthy EBITDA margin of about 50%. 

Windstream primarily competes with cable companies by bundling local and long distance services 

with DSL data. Increasing DSL availability and penetration is a core strategic objective of the company. 

Currently, Windstream offers four broadband packages with speeds ranging from 256K to six 

megabits per second. DSL service is available to over 70% of the company's access lines, although 

speeds will vary depending on a subscriber's proximity to the central office. Capital spending plans call 

for expanding DSL coverage to 80%-85% of its access lines, with the remainder being too far to reach 

under the current technology. At March 31, 2007, penetration of total access lines was about 22%, in 

line with local telephone peers. 

Windstream's video strategy is primarily limited to resale of DISH satellite TV services in a bundled 

package with voice and data services. At March 31. 2007, digital TV subscribers totaled about 

122,000, which represent a 4% penetration of total access lines. While the company may initiate 

limited tests using ADSL2+ technology in certain markets, no significant facilities-based video trials are 

currently under way. 

Prufitability 

First-quarter 2007 revenue from continuing operations, adjusted for the 2006 spin-off from ALLTEL, 

grew 2% from a year earlier, but EBITDA declined 2%, as solid growth in broadband services failed to 

offset a 4.5% decline in access lines. While the company generates substantial free operating cash flow 

due to a solid EBITDA margin of about 50%. increased competition from cable telephony is likely to 

exacerbate flat to declining revenue trends, and, more significantly, pressure EBITDA margins. Cash 

available for debt repayment or investment in the business is estimated at $150 million to $200 million 

annually because of the company's substantial common dividend. 

Reprinted wtpermission for the limited purpose of use in 
NHPUC Docket No. DT 07-01 1 



Windsham Corp. Repod Title 

Financial Risk ProiEle: Dividend Consumes 75% Of Free Cash Flow 

Accounting 

The calculation of depreciation and amortization expense is based on the estimated useful lives of the 

underlying property, plant and equipment (PP&E), and finite-lived assets. From 2004 through 2006. 

Windstream reduced the depreciation rates on PP&E in certain ILEC markets, based on studies of the 

related lives. The company expects to perform similar studies in 2007. An extension of the useful life of 

PP&E and finite-lived intangible assets by one year would increase depreciation and amortization 

expense by about $27.3 million per year, while a one-year reduction in the average life would increase 

depreciation and amortization expense by about $32.8 million per year. 

In accordance with the Statement of Financial Accounting Standard No. 142. Windstream tests its 

goodwill and other indeffite-lived intangible assets for impairment at least annually. 

Corporate governanc&kk tolerandinancia1 policies 

Windstream's financial policy is more aggressive than many other midsize incumbent phone 

companies, given its higher degree of leverage and common dividend that consumes about 75% of free 

operating cash flow. 

Cash flow adequacy 

We expect Windstream to generate sufficient operating cash flow to fund annual capital expenditures 

of about $375 million to $400 million. Most of this spending will go toward building additional 

network facilities and upgrading the network. Nonmaintenance capital spending will be heavily 

focused on expanding and improving DSL service offerings. 

Discretionary cash flow after the payment of a $474 million annual common dividend will total 

$150 million to $200 million, making it dmcult for the company to achieve any significant reduction 

in leverage. Given our expectations for flat to modest revenue declines, Windstream will be reliant on 

access to the capital markets to refinance maturing debt issues. 

capital s b u c t u d k t  protection 

Leverage is aggressive for the rating, in the mid-3x area, pro forma for the pending CT 

Communications acquisition and sale of the Windstream's directories business. Operating leases are 

minimal. Unfunded pension and other postemployment benefit liabilities of approximately $380 

million are relatively small, given total debt of $5.5 billion. There are no material debt maturities until 

the bank facility and term loan A mature in 201 1. 
-Pz 

lable 1 

-fiscal year endedhc. 31,ZlW- 

Windstream Cwp. Embaq Cop. Citizens Conmwnications Co. 

Rating as of July 26,2007 BB+lNegativel- BBB-/Negative/- BB+/Negative/- 
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Table 1 

w. Sl 

Revenues 3.193.3 6.519.0 2.025.4 

EBITDA 1.686.5 2.735.3 1,141.8 
- -  - - 

Net income from cont. oper. 445.6 784.0 254.0 

Funds from operations (FFO) 1,015.4 1.844.8 838.9 

Capital expenditures 399.8 1,053.1 266.7 

Discretionaly cash flow 264.5 694.7 258.6 

Debt 5.701.8 6,932.9 4,654.4 

Common equity 469.8 (468.0) 1.058.0 

Adwed ratios 

EBITDA/sales (%) 52.8 42.0 56.4 

Oow. incornelsales 1%) 53.1 41.4 56.5 
- 

EBlT interest coveraae 1xl 3.2 3.4 2.1 

EBITDA interest coveraae (xl 4.4 5.7 3.3 

Return on ca~ital(%) 20.8 21.5 12.3 

Discretionaly cash flowldebt 1%) 4.6 10.0 5.6 

DebUtotal capital (YO) 92.4 107.2 81.5 

'Fully adjusted (including postretlrmnt obligations). 

-=SP 

Table 2 

h&.sOySecm T ~ t i o l l s  

-Fiscal war ended 0s. 31- 

- - - - - 

Rating history BBtlNegativel- N.R. N.R. 

- - 

Revenues 3.193.3 2.923.5 2.933.5 

EBITDA 
- 

Net income from continuina o~erations 445.6 381.7 386.3 

Funds from oowations (FFOI 

Cash flow from owrations 

Capital exoenditures 

Free operatinq cash flow 

Discretionaly cash flow 264.5 373.6 384.4 

Debt 5.701.8 406.3 328.3 

Common equity 469.8 3.373.0 3.693.0 
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Tnhle 7 

Ad&tednhs 

EBlTDNsales (46) 52.8 39.8 41.1 

Oper. income/sales (bef. D&A) (46) 53.1 39.9 41.1 

EBlT interest coverage (x) 3.2 21.6 13.7 

EBITDA interest coverage (x] 4.4 34.8 23.3 

Return on capital 1%) 20.8 15.8 15.1 

FFOldebt (%) 17.8 222.6 304.8 

Free operating cash flowldebt (46) 13.0 149.4 189.9 

Discretionary cash flowldebt (46) 4.6 91.9 117.1 

DebtlEBITDA (x) 3.4 0.3 0.3 

Debtltotal capital (%) 92.4 10.8 8.2 

'Fully adjusted (including postretirement obligations). N.R.-Not rated. 

GP' 

Table 3 

-Fiscal year endedhc. 31, 

Wmdstream Cop. mputed anmmts 

debt Revenues Operating Operating Operating Interest Cash flow Cash flow Dividends Capital 
income illcome income eyens ltom from paid expenditure 
(before (before ( a h  e operation operation s 

D&AI D&AJ D&AJ s s 

Reported 5.488.4 3,033.3 1,397.8 1,397.8 948.2 209.6 1.125.2 1.125.2 2.476.3 373.8 

s1Mdard & Pvln's sdptnnm 

Operating leases 66.3 - 13.7 3.0 3.0 3.0 10.7 10.7 - 62.3 

Postretirement 147.1 - 15.2 15.2 15.2 - 26.8 26.8 - - 
benefit obligations 

- - 

Capitalized - - - - - 2.7 (2.7) . (2.7) - (2.7) 
interest 

Reclassification of - - - - 40.6 - - - - - 
nonoperating 
income (expenses) 

Reclassification of - - - - - - - (123.9) - - 
working-capital 
cash flow changes 

Other - 160.0 270.5 270.5 202.6 165.4 (20.7) (20.7) (2,001.3) (33.6) 

Total 213.4 160.0 299.4 288.7 261.4 171.1 14.1 (109.8) (2,001.3) 26.0 
adjustments 

Slluldard & Pods Nusled amamts 

h b t  Revenues Operating EBITDA EBIT Interest Cash flow Funds Dividemls Capital 
income e x p s  limn limn paid expenditure 
(be /om e opwation operation s 

s s 
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-Fiscal year ended Dec. 31, 

Adiusted 5.701.8 3.193.3 1.697.2 1.686.5 1,209.6 380.7 1.139.3 1,015.4 475.0 399.8 

'Windstream Cwp. repJrted amounts show are taken from Lhe company's financial statements but might include adjustments made by data providers or 
reclassifications made by Standard & Pax's analysts. Please note that two reponed amounts (operatiq income before D&A and cash flow from opwations) 
are used to derive more Ulan one Standard & Poor's-adjusted amount (operatmq incane before D&A and EBITDA, and cash flow from operations and funds 
from operations, respectively). Consequently. the first section in some tables may leature duplicate descriptions and amounts. 

winalrlream Carp, 
- - - -  

Corporate Credit Rating BB+/Negative/- 

Senior Secured 

Local l k m y  BBB-/Watch Pos 

Senior Unsecured 

L ~ d C u r a m y  BB- 

Corpwate W i t  Ratings Histovy 

06-Jun-2006 

Business Risk M l e  

BB+INegativel- 

Weak 

Financial Risk M i l e  Intermediate 

2011 $500 mil. 
2013 $2.3 bil. 
2015 $400 mil. 
2016 $1.7 bil. 
2019 $500 mil. 
2028 $100 mil. 

Related Entr'ties 
- 

Alltel Commniwtims &/dings dthe Midwest Inc. 

Issuer Credit Rating 

Senior Unsecured 

Local Curamy BBB-Match Pos 

All TEL Georgia Cmvnurications Gnp. 

Issuer Credit Rating 

Senior Unsecured 

L d ( Z n e r r y  BBB/Watch Pos 

'Unless otherwise noted, all ratings in this report are global scale ratings. Standard & Poor's credit ratings on the global xale are 
comparable across countries. Standard & Poor's credit ratings on a national scale are relative to obligon w obligations within that specific 
country. 
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