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MEMORANDUM 'z 4\O

TO:

Arizona Corporation Commission

DOCKETED
THE COMMISSION

DEC 28 2007
FROM : Utilitie s  Divis ion

DOCKETED BY

DATES December 28,  2007

IN THE MATTER OF THE AP P LICATION OF P AETEC HOLDING CORP .,
MCLE O DUS A INCORP ORATED AND MCLE O DUS A
TELECOMMUNICATIONS S ERVICES , INC . FO R AP P ROVAL TO
TRANS FER INDIRECT CONTROL OF MCLE O DUS A
TE LE C O MMUNIC ATIO NS  S E R VIC E S ,  INC .  AND F O R  MC LE O DUS A
TELECOMMUNICATIONS S ERVICES , INC . TO P ARTICIP ATE IN
CE RTAIN DE BT F INANC ING ARRANGEMENTS . (DOCKET n o .
T-03267A-07-0554)

Introduction

On S e p te mbe r 27 , 2007 , P AETEC Hold ing  Corp . ("P AETEC") a nd  McLe odUS A
Incorpora te d ("McLe odUS A P a re nt") file d a n Applica tion re que s ting e xpe dite d a pprova l unde r

a ny o the r a pplica b le  s ta tue s  or ru le s , fo r the  tra ns fe r o f ind ire ct contro l o f McLe odUS A
Te le communica tions  S e rvice s , Inc. ("McLe odUS A") from McLe odUS A P a re nt to P AETEC a nd
for McLe odUS A to pa rticipa te  in P AETEC's  de bt fina ncing a rra nge me nts . Additiona lly, the
Applicants requested approval to issue guarantee and to pledge or encumber assets.

The  tra ns fe r of control will re sult from P AETEC's  propose d a cquis ition of McLe odUS A
P a re nt through the  me rge r of McLe odUS A P a re nt with a  ne wly fa nne d subs idia ry of P AETEC
("P S  Acquis ition Corp.). Following the  me rge r, McLe odUS A Incorpora te d will be  the  surviving
e ntity. No tra ns fe r of ce rtifica te , a s s e ts , or cus tome rs  will occur a s  a  re s ult of the  tra ns fe r of
control or McLe odUS A's  pa rticipa tion in the  de bt fina ncing. McLe odUS A will continue  to
provide  se rvice  to its  Arizona  cus tomers  under its  exis ting ce rtifica te  with no change  in the  ra te s ,
te rms, or conditions  of se rvice  as  currently provided.

Description of the Parties

McLe odUS A P a re nt a nd P AETEC in the ir Applica tion a nd through da ta  re s pons e s
repre sent/the  following:

McLe odUS A is  a  corpora tion orga nize d unde r the  la ws  of Iowa  with a  principa l pla ce  of
bus iness  loca ted a t One  Martha 's  Way, Hiawa tha , Iowa  52233. McLeodUSA currently provides
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te le communica tions  se rvice s  in 48 S ta te s . McLe odUS A offe rs  loca l s e rvice  in the  following 25
States:

Arizona
Arkansas
Colora do
Ida ho
Illino is

India na
Iowa
Kansas
Louis ia na

Michiga n
Minne s ota
Mis s ouri
Monta na

Nebraska
Ne w Me xico
North Da kota
Ohio

Okla homa
Ore gon
South Dakota
Texas

Uta h
Washington
Wiscons in
Wyoming

In  Arizona , McLe odUS A is  a u thorize d  to  provide  re s o ld  a nd  fa cilitie s -ba s e d  loca l
exchange  and exchange  acce ss  te le communica tions  se rvice s  pursuant to Decis ion No. 62627,
gra nte d J une  9 , 2000. McLe odUS A is  a ls o  a uthorize d  to  provide  re s old  in te re xcha nge
te lecommunica tions services  pursuant to Decis ion No. '61001, granted July 16, 1998.

McLe odUS A is  a  wholly-owne d s ubs idia ry of McLe odUS A Holdings , Inc, which is  a
wholly-owne d s ubs idia ry of McLe odUS A P a re nt. McLe odUS A curre ntly provide s  s e rvice  to
a pproxima te ly 3,142 bus ine s s  a nd re s ide ntia l cus tome rs  in the  S ta te  of Arizona . McLe odUS A
a nd the  othe r Arizona  a ffilia te s  of McLe odUS A P a re nt e mploy a pproxima te ly 18 pe ople  in
Arizona .

McLe odUS A P a re nt is  a  priva te ly-he ld Iowa  compa ny he a dqua rte re d in Ce da r Ra pids ,
Iowa . Through its  ope ra ting s ubs idia rie s , McLe odUS A P a re nt curre ntly owns  a nd ope ra te s  a
high-capacity fibe r ne twork tha t spans  20 Midwes t, Southwes t, Northwes t, and Rocky Mounta in
S ta te s . The  fibe r ne twork conta ins  approxima te ly 13,000 inte rcity route  mile s  and approxima te ly
4,000 me tro route  mile s . McLeodUSA Pa rent provides  te lecommunica tions  se rvice s  primarily to
small and medium-sized ente rprise  and multi-loca tion commercia l cus tomers .

P AETEC is  a  publicly tra de d corpora tion unde r the  la ws  of De la wa re  with a  principa l
pla ce  of bus ine s s  loca te d a t One  P AETEC P la za , 600 Willowbrook Office  P a rk, Fa irport, Ne w
York 14450. Through its ope ra ting subsidia ries , P AETEC curre ntly provide s
te lecommunica tions services  to more  than 45,000 medium and la rge  business  customers  in major
me tropolita n a re a s  in 24 s ta te s . Colle ctive ly, the  12 wholly-owne d s ubs idia rie s  ope ra te  in 48
S ta te s  a nd the  Dis trict of Columbia . P AETEC is  curre ntly ce rtifie d to provide  loca l s e rvice  in
the  following 35 S ta te s  lis ted be low, plus  the  Dis trict of Columbia :

Alabama
Ca lifornia
Colorado
Connecticut
De la wa re
Florida

Georgia
Illino is
India na
Kansas
Ke ntucky
Louis ia na

Ma ryla nd
Massachusetts
Michiga n
Minne s ota
Mis s is s ippi
Mis s ouri

Nevada
Ne w Ha mpshire
New Je rsey
Ne w Me xico
Ne w York
North Ca rolina

Ohio
Oregon
Pennsylvania
Rhode  Is land
South Carolina

Texas
Uta h
Ve nnont
Virginia
Wiscons in

1 The  a dditiona l Arizona  a ffilia te s  of McLe odUS A P a re nt include : McLeodUS A Inform a tion S e rvice s , Inc.,
McLeodUSA Network Services , Inc., and McLeodUSA Purchas ing, LLC.
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In Arizona , P AETEC's  two subs idia rie s , P AETEC Communica tions , Inc. ("P CI") a nd US
LE C  C o m m u n ic a tio n s ,  In c .  ("US  LE C "),  a re  a u th o riz e d  to  p ro vid e  re s o ld  in tra s ta te
inte re xcha nge  te le communica tions  s e rvice s , P CI is  a uthorize d to provide  s e rvice  purs ua nt to
De cis ion No. 62458 gra nte d, April 14, 2000, a nd US  LEC is  a uthorize d to provide  s e rvice  by
Decis ion No. 66740, granted January 20, 2004.

P AETEC inte nds  to volunta rily s urre nde r the  US  LEC Ce rtifica te  of Conve nie nce  a nd
Ne ce s s ity ("CC&N") a nd ha s  tile d  a  s e pa ra te  Applica tion for Commis s ion a pprova l unde r
Docke t No. T-04194A-07-0624.

As of October 31, 2007, PAETEC and its Arizona affiliates are serving 282 customers in
the State of Arizona. This number primarily represents business customers but does include
some residential customers. PAETEC currently has no Arizona employees.

PAETEC curre ntly se rve s  ma jor Me tropolita n S ta tis tica l Are a s  ("MSA") in 24 S ta te s  a nd
e mploys  a pproxima te ly 2,300 pe ople . PAETEC is  he a dqua rte re d in Roche s te r, Ne w York, with
ma jor ope ra tions  ce nte rs  in  Cha rlotte , North Ca rolina , Mt. La ure l, Ne w J e rs e y, a nd Irvine ,
Ca lifornian PAETEC has  been ope ra ting a s  a  compe titive  communica tions  provide r for nea rly a
decade  and presently has  more  than 2.65 million access  line  equiva lents  in se rvice  as  of June  30,
2007.

Description of Proposed Transactions

McLe odUSA Pa re nt a nd PAETEC in the ir Applica tion re pre se nt the  following:

PAETEC a nd McLe odUSA Pa re nt e nte re d into a n Agre e me nt a nd P la n of Me rge r
dated September 17, 2007.

The  Agre e me nt provide s  for a  bus ine s s  combina tion, or me rge r, of P AETEC a nd
McLe odUS A P a re nt by which P AETEC will a cquire  McLe odUS A P a re nt in a n a ll-
s tock me rge r a nd  McLe odUS A P a re n t will be  me rge d  in to  a  who lly-owne d
subs idia ry of PAETEC.

The  P AETEC e ntity in to  which McLe odUS A P a re nt will be  me rge d is  a  ne wly
forme d e ntity na me d P S  Acquis ition Corp., which wa s  cre a te d for the  s pe cific
purpose  of this  transaction.

McLe odUS A will be  the  s urviving e ntity of the  me rge r a nd will be  a n indire ct,
wholly-owne d subs idia ry of PAETEC.

4.

5.

2.

3.

1.

Although the  tra ns a ction will re s ult in a  cha nge  in the  owne rs hip a nd control of
McLeodUSA, no transfe r of ce rtifica te , a sse ts , or cus tomers  will occur a s  a  re sult of
the  trans fe r of control or McLeodUSA's  pa rticipa tion in the  debt financing.
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McLe odUS A will continue  to provide  s e rvice  to its  Arizona  cus tome rs  pursua nt to
its  exis ting ce rtifica te  and cus tomers  will continue  to rece ive  se rvice  under the  same
ra te s , te rns , a nd conditions  of s e rvice . The  tra ns fe r of control a nd McLe odUS A's
p a rtic ip a tio n  in  th e  d e b t fin a n c in g  will b e  tra n s p a re n t to  th e  cu s to me rs  o f
McLe odUS A.

P AETEC will a cquire  McLe odUS A P a re nt in a n a ll-s tock me rge r for a pproxima te ly
$557 million. The  me rge r price  cons is ts  of a pproxima te ly $492 million in P AETEC
common s tock and approximate ly $65 million in ne t debt a ssumption.

Curre nt McLe odUS A P a re nt s ha re holde rs  will re ce ive  1.30 s ha re s  of P AETEC
common s tock for eve ry sha re  of McLeodUSA Parent common s tock tha t they own.

P AETEC will con tinue  to  be  he a dqua rte re d  in  Fa irpo rt,  Ne w York, a nd  will
ma in ta in  McLe odUS A P a re nt's  ope ra tions  in  Ce da r Ra pids , Iowa , a nd  o the r
re giona l ce nte rs , including Tuls a , Okla homa . Afte r clos ing of the  tra ns a ction,
P AETEC's  curre nt boa rd of dire ctors  will a dd one  dire ctor to be  de s igna te d by
ce rta in principa l s tocldiolde rs  of McLeodUSA Pa rent.

1 0 . Unde r the  propos e d tra ns a ction, McLe odUS A will gua ra nte e  the  obliga tions  of
PAETEC, a s  borrower, under the  senior secured credit facilitie s  aggrega te  principa l
amount of $550 million and grant a  security inte re s t in a ll of its  a sse ts  to secure  a ll
a mounts  owing unde r the  cre dit fa cilitie s . P AETEC ha s  a  $498 million te rm loa n
fa cility' a nd  a  $50  million  re volving  cre d it fa cility with  fina l ma turity da te s  o f
Fe brua ry 28, 2013 a nd Fe brua ry 28, 2012, re spe ctive ly. Any proce e ds  unde r the
re volving cre dit fa cility will be  us e d for working ca pita l, ca pita l e xpe nditure s , a nd
othe r ge ne ra l corpora te  purpose s . Unde r the  te rms  of the  Cre dit Agre e me nt, e a ch
direct and indirect, current and future  subs idia ry of PAETEC is  required to provide
a n unconditiona l gua ra nte e  of a ll a mounts  owing unde r the  cre dit fa cilitie s  a nd to
gra nt a  s e curity inte re s t in a ll of its  a s se ts  to s e cure  a ll a mounts  owing unde r the
cre dit fa cilitie s .

11. McLe odUS A will a ls o  gua ra n te e  the  ob liga tions  of P AETEC unde r the  $300
million aggrega te  principa l amount of PAETEC's  9.5% Senior Note s  due  in 2015.3
Subje ct to re ce ipt of re quire d gove rnme nta l a pprova ls , e a ch of PAETEC's  curre nt
and future  wholly-owned subsidia ries  is  required to guarantee  the  Notes  on a  senior
unse cure d ba s is . The re  is  no obliga tion for a ny subs idia ry to gua ra nte e  the  Note s
until a lte r such subsidia ry obta ins  such required governmenta l approva ls .

z Under the term loan facility, borrowings were used to refinance substantially all of the senior secured indebtedness
of PAETEC Corp. (the predecessor of PAETEC) and to repurchase all outstanding shares of the US LEC Corp.
preferred stock in connection with the closing of the merger of PAETEC Corp. and US LEC Corp., in addition to
paying the fees and expenses incurred in connection with the refinancing and stock repurchase.
3 The net proceeds of the notes offering, along with cash on hand was used to repay $300 million principal amount
of term loans outstanding under the credit facilities. As a result of the partial term loan repayment, the current credit
facilities consist of the $498 million tern loan and the $50 million revolving credit facility.

9.

8.

7.

6.
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12. In  a ddition, McLe odUS A inte nds  to  incur, gua ra nte e  a nd/or s e cure  a dditiona l
borrowings  up to a  tota l of $500 million of a dditiona l inde bte dne s s  in the  font of
incre me nta l te rm loa ns  a nd a dditiona l note s , which a re  pe rmitte d unde r the  cre dit
a gre e me nt gove rning the  cre dit fa cilitie s  a nd unde r the  inde nture  tha t gove rns  the
te rms  of the  Note s . Any s uch incre a s e d borrowings  ma y be  us e d for ca pita l
expenditures, and genera l corpora te  and working capita l purposes.

13. The  re que s te d e ncumbra nce  of McLe odUS A's  a s s e ts  a nd re la te d gua ra nty will
re p la ce  Me Le odUS A's  e xis ting  e ncumbra nce  a nd  gua ra nty a pprove d  by the
Commiss ion on February 20, 2007 in Decis ion No. 69346.

14. McLe odUS A's  e xis ting $600,000 pe rforma nce  bond, which wa s  obta ine d a s  a
requirement of Decis ion No. 64657, will continue  to rema in in place .

The  Applicants  Reques t

McLe odUS A P a re nt, a nd P AETEC in the ir Applica tion re que s t tha t the  Commis s ion
a pprove  the  following:

The  tra ns fe r of indire ct contro l of McLe odUS A re s ulting  from the  propos e d
merger pursuant to A.A.C. R14-2-803, and

McLe odUS A's  pa rticipa tion in  the  de bt fina ncing a rra nge me nts  purs ua nt to
A.R.S . 40-285 and A.A.C. R14-2-804.

The  Applica nts  a lso re que s t e xpe dite d cons ide ra tion a nd
without hearing no la te r than January 1, 2008.

a pprova l of this  Applica tion

Staff's Analysis and Conclusions

The  Affilia ted Inte re s ts  Rule s

The  P ublic Utility Holding Compa nie s  a nd Affilia te d Inte re s ts  Rule s  a pply to a ll Cla s s
A - inve s to r-owne d  u tilitie s ,  de fine d  a s  te le communica tions  ca n te rs  tha t ha ve  Arizona
jurisdictiona l a nnua l re ve nue s  of more  tha n $1 million. In the  2006 Annua l Re port file d with the
Commis s ion, McLe odUS A ge ne ra te d more  tha n $1 million of Arizona  juris dictiona l re ve nue .
The  p ropos e d  me rge r o f P AETEC a nd  McLe odUS A P a re n t will c re a te  a n  e n tity tha t is
cons ide re d a  Cla s s  A inve s tor-owne d utility. As  a  re s ult, the  Applica tion is  s ubje ct to A.A.C.
R14-2-801 through 805 of the  Public Utility Holding Companie s  and Affilia ted Inte re s ts  Rule s .

In its  Applica tion and in re sponse  to additiona l reques ts  by S ta ff, the  Applicants  provided
the  following infonna tion a s  required by A.A.C. R14-2-803 (A)3

b.

a.
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The  na me s  a nd bus ine s s  a ddre s se s  of the  propose d office rs  a nd dire ctors  of the
holding compa ny,

Informa tion conce rning P AETEC's  dire ctors  a nd office rs  ha s  be e n provide d a s  a n
a tta chme nt to the  Applica tion. Both  P AETEC's  a nd McLe odUS A's  bus ine s s
addresses have  a lso been provided in the  Applica tion.

The  business  purposes  for es tablishing or reorganizing the  holding company;

The  proposed merge r will offe r bus iness  cus tomers  an a lte rna tive  to legacy cante rs
through the  combined footprint of the  Applicants , a long with a  comprehens ive  suite
of bus iness  se rvices , and an extens ive  switching and fibe r ne twork. In addition, the
me rge r s hould pos ition P AETEC to re a lize  s ubs ta ntia l cos t s a vings  a nd a chie ve
s yn e rg ie s  to  e n h a n ce  th e ir s e rvice  o ffe rin g s  a n d  p ro vid e  mo re  a d va n ce d
te lecommunica tions  se rvices  to a  broader customer base . The  combined manageria l
and ope ra tiona l expe rtise  of both PAETEC and McLeodUSA Parent will s trengthen
the  compe titive  pos ition of both companie s  whe reby bene fiting Arizona  consumers
and the  te lecommunica tions  marke tplace  within the  S ta te  of Arizona .

The  propose d me thod of fina ncing the  holding compa ny a nd the  re sulta nt ca pita l
s tructure ,

As  de s cribe d in the  Applica tion, P AETEC is  a  publicly tra de d compa ny with a n
e s ta blishe d ca pita l s tructure  a nd s ignifica nt fina ncia l re source s . The  me thods  it
use s  for fina ncing will not cha nge  a s  a  re sult of this  tra nsa ction. A ne wly cre a te d
s ubs idia ry of P AETEC will me rge  with  McLe odUS A P a re nt, with  McLe odUS A
surviving. P AETEC will is sue  a dditiona l e quity in the  compa ny in conne ction with
this  transaction, but this  will not ma te ria lly impact how the  company is  financed.

The  re sultant e ffect on the  capita l s tructure  of the  public utility,

The  Applicants  have  indica ted tha t a s  a  re sult of the  merge r, PAETEC will become
the  ne w pa re nt of McLe odUS A. The  ca pita l s tructure  of the  Arizona  ope ra ting
s ubs idia rie s  of both P AETEC a nd lVlcLe odUS A P a re nt will be  una ffe cte d by the
merge r.

An orga niza tion cha rt of the  holding compa ny tha t ide ntifie s  a ll a ffilia te s  a nd the ir
re la tionships  within the  holding company,

6.

4.

5.

3.

2.

1.

The  Applicants  have  provided both pre -merger and post-merger organiza tion charts
as  an a ttachment to the  Applica tion.
The  p ropos e d  me thod  fo r a lloca ting  fe de ra l a nd  s ta te  income  ta xe s  to  the
subsidia ries  of the  holding company,
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The  Applica nts  ha ve  s ta te d tha t Fe de ra l a nd S ta te  income  ta x a lloca tions  a mong
P AETEC a nd  its  s ubs id ia rie s  a re  cons is te n t with  the  provis ions  of Tre a s ury
Re gula tion S e ctions  1.1552-l(a ). P AETEC's  a pproa ch to a lloca ting ta x lia bility
will not change  mate ria lly as  a  re sult of this  transaction.

The  a nticipa te d cha nge s  in  the  utility's  cos t of s e rvice  a nd the  cos t of ca pita l
a ttributable  to the  reorganiza tions ,

The  me rge r is  not e xpe cte d to ha ve  a ny a dve rs e  impa ct on the  cos t of s e rvice s
provide d by McLe odUS A a nd the  P AETEC ope ra ting s ubs idia ry. The  me rge r
should improve  a ll of the  opera ting subs idia rie s ' access  to capita l a t favorable  ra te s
through the ir common pa rent, PAETEC.

A description of dive rs ifica tion plans  of a ffilia te s  of the  holding company, and

The  Applica nts  ha ve  no culTe nt pla ns  for dive rs ifica tion or bus ine s s  a ctivitie s
unre la ted to opera tions of the  current subsidiaries .

Copie s  of a ll re le va nt docume nts  a nd filings  with the  Unite d S ta te s  Se curitie s  a nd
Exchange Commission and other federal or sta te  agencies.

The  Applica nts  ha ve  ma de  va rious  filings  for S ta te  a nd Fe de ra l a pprova ls  a s
re quire d to consumma te  P AETEC's  a cquis ition of McLe odUS A P a re nt. Copie s  of
the  docume nts  ha ve  be e n provide d to  S ta ff in  e le ctronic forma t. Docume nts
included filings  made  with the  U.S . Securitie s  and Exchange  Commiss ion, Fede ra l
Communica tions  Commis s ion, a nd ma ny S ta te s , s uch a s  Ca lifornia , Colora do,
Ge orgia , Mis s is s ippi, Ne w York, P e nns ylva nia , Te nne s s e e , Te xa s , De la wa re ,
Indiana , Louis iana , Minnesota , Ohio, Wes t Virginia , and the  Dis trict of Columbia .

1 0 . The  conte mpla te d a nnua l a nd cumula tive  inve s tme nt in e a ch a ffilia te  for the  ne xt
five  ye a rs , in dolla rs  a nd a s  a  pe rce nta ge  of proje cte d ne t utility pla nt, a nd a n
explana tion of the  rea sons  supporting the  leve l of inves tment and the  rea sons  this
leve l will not increa se  the  risks  of inves tment in the  public utility.

9.

8.

7.

P AETEC ha s  indica te d tha t its  prima ry bus ine s s  is  providing me dium-s ize d a nd
la rge  bus ine s s  a nd e nte rpris e  orga niza tions  in la rge  me tropolita n a re a s  with a
pa cka ge  of inte gra te d communica tions  se rvice s , including loca l a nd long dis ta nce
voice , da ta , and Inte rne t se rvices . PAETEC's  se rvices  a re  currently provided by 12
wholly-owned subs idia rie s  which, collective ly, ope ra te  in 48 S ta te s  and the  Dis trict
of Columbia . To da te , P AETEC ha s  not conte mpla te d the  a nnua l a nd cumula tive
inves tment in each of the se  a ffilia te s  for the  next five  yea rs  and, the re fore , cannot
provide  the  figure s  reques ted. Howeve r, PAETEC was  able  to provide  confidentia l
two ye a r high le ve l proje cte d ca pita l e xpe nditure s  for the  pos t-me rge r combine d
e ntity.
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11. An explanation of the manner in which the utility can assure that adequate capital
will be ava ilable for  the const ruct ion of necessary new ut ility plant  and for
improvements in existing utility plant at no greater cost than if the utility or its
affiliate did not organize or reorganize a public utility holding company.

The Applicants represent that the Arizona operating subsidiaries of PAETEC and
McLeodUSA Parent will be able to attract capital on terms no less favorable than
prior to the merger. Adequate, and probably increased, capital will be available for
growth and development in Arizona.

The Parties have stated in its Application that McLeodUSA's Arizona customers will
continue to receive service under the same rates, terms, and conditions of service as currently
provided. The proposed merger is not expected to impair the financial status of the Arizona
operat ing subsidiar ies of PAETEC or  McLeodUSA Parent ,  neither  preventing them from
attracting capital at fair and reasonable terms, or impairing the ability to provide safe, reasonable,
and adequate service. Based on the information provided,  Staff believes the Parties have
complied with the requirements of A.A.C. R14-2-803(C) and 804(C).

McLeodUSA requests authorization to pledge its Arizona assets as security for the debt
issuance. A.R.S .  §40-285 requires  public service corpora t ions  to obta in Commiss ion
authorization to encumber certain utility assets. The statute serves to protect captive customers
from a utility's act to dispose of any of its assets that are necessary for the provision of service,
thus, it serves to preempt any service impairment due to disposal of assets essential for providing
service. In this instance, a pledge of lVlcLeodUSA's assets should not impair the availability of
service to customers since McLeodUSA provides competitive services that are available from
alternate service providers. However, customers may still have exposure to losses to the extent
they have prepaid for service or made deposits. Accordingly, Staff finds that any authorization
for encumbrances should provide customer protection for prepayments and deposits.

The Public Interest

McLeodUSA is  in compliance with Decision No.  69346 in which the Commission
approved an encumbrance of McLeodUSA's  assets  and a  guaranty for  cer ta in financing
arrangements of its parent.

On February 20, 2007, in Decision No. 69346, the Commission approved McLeodUSA's
pledge of its Arizona assets as security and for McLeodUSA to act as a co-guarantor for Senior
Second Secured Notes issued by McLeodUSA Parent ,  and to par t icipate in cer ta in other
financing arrangements. This proposed transaction will affect  Decision No.  69346 since
McLeodUSA will participate in the replacement of the 2006/2007 debt, used to issue the Senior
Second Secured Notes, with a new financing arrangement, however, McLeodUSA's assets will
again be encumbered as security for  the loans necessary to refinance the existing debt and
purchase in this proposed Application.
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As  of Nove mbe r 1, 2007, the  combine d PAETEC a nd McLe odUSA compa nie s ' Arizona
workforce  cons is te d of a pproxima te ly 18 e mploye e s . P AETEC ha s  indica te d tha t it doe s  not
fo re s e e  a n y Ariz o n a  wo rkfo rc e  re d u c tio n s  o r Ariz o n a  p la n t o r fa c ility c lo s in g s  fro m
McLe odUS A, P AETEC, or a ny of its  Arizona  a ffilia te s  s hould this  Applica tion be  a pprove d by
the  Commiss ion.

The  propos e d a cquis ition will a llow P AETEC to a dd ne twork a s s e ts  including 17,000
fibe r-route  mile s  a nd incre a se  its  tota l numbe r of switche s  to 116. The  combine d compa ny will
be ne fit bus ine ss  cus tome rs  by a llowing it to offe r a  compre he ns ive  suite  of bus ine ss  se rvice s ,
and an extens ive  switching and fibe r ne twork. The  transaction is  a lso expected to s trengthen the
a bility of the  ope ra ting s ubs idia rie s , including McLe odUS A a nd P CI, by a llowing the m to
e n h a n c e  th e ir s e rvic e  o ffe rin g s  to  Ariz o n a  c o n s u me rs  a n d  p ro vid e  mo re  a d va n c e d
te le communica tions  to a  broa de r cus tome r ba se . The  combine d ma na ge ria l a nd ope ra tiona l
expertise  of both PAETEC and McLeodUSA Parent will a lso benefit the  opera ting subs idia rie s .

In its  Applica tion, the  Pa rtie s  ha ve  indica te d tha t through the  comple me nta ry s tre ngths ,
p roduct s e ts , a nd  ge ogra ph ic  foo tprin ts  o f the  two  compa nie s , P AETEC s hould  re a lize
substantia l cos t savings  and achieve  $30 million in cumula tive  cos t synergies  during the  firs t and
s e cond ye a rs  following clos ing of the  tra ns a ction. P AETEC provide d a dditiona l informa tion
indica ting  tha t the  ma jority of s yne rgy s a vings  will be  re a lize d  through the  e limina tion  of
duplica tive  spe nding on ne twork fa cilitie s . P AETEC e xpe cts  to s tre a mline  its  ne twork through
a dditiona l volume  dis counts  on long dis ta nce  a nd loca l whole s a le  s e rvice s , cons olida tion of
s igna ling ne tworks , a nd consolida tion of duplica tive  switching a nd colloca tion ce nte rs . Due  to
incre a se d volume  commitme nts  through me rge rs  a nd a cquis itions , P AETEC a nticipa te s  lowe r
pe r unit cos ts  from its  whole s a le  ve ndors , s uch a s  Qwe s t, Globa l Cros s ing, a nd AT&T, who
build  the ir ne tworks  tha t s upport to ll fre e  s e rvice s  which  P AETEC offe rs  to  its  bus ine s s
cus tome rs . The  lowe r pe r unit cos ts  will a llow PAETEC to more  compe titive ly price  the  se rvice
to its  re ta il cus tomer base , including its  cus tomers  in Arizona .

The  App lica n ts  ha ve  ind ica te d  tha t McLe odUS A ha s  inve s te d  $40 .52  million  in
te le communica tions  e quipme nt in Arizona , prima rily cons is ting of one  Cla ss  5 switch, one  soft
s witch, 28 colloca tions , a nd a  limite d a mount of inte rcity fibe r. P AETEC, curre ntly, ha s  no
phys ica l pre s e nce  in Arizona  a nd, the re fore , the  va lue  of its  inve s tme nt in Arizona  is  ze ro.
PAETEC provided S ta ff with confidentia l high leve l projected capita l expenditure s  for 2008 and
2009 for the  post-merger combined entity.

In  De c is io n  No .  6 9 3 4 6 ,  th e  Co mmis s io n  a p p ro ve d  Mc Le o d US A's  re q u e s t fo r
authoriza tion to issue  gua rantees  and pledge  its  Arizona  a sse ts  a s  security for ce rta in financing
a rra nge me nts  of its  pa re nt McLe odUS A P a re nt. In a  priva te  offe ring on S e pte mbe r 28, 2006,
McLe odUS A P a re nt is sue d a pproxima te ly $120 million in 10% pe rce nt S e nior S e cure d Note s
due  in 2011. As  pa rt of the  financing a rrangement, McLeodUSA Parent agreed to exchange  the
Se nior Se cure d Note s  for subs ta ntia lly ide ntica l note s , re gis te re d unde r the  Fe de ra l Se curitie s
La ws , within 180 da ys . S ubje ct to ce rta in conditions , McLe odUS A P a re nt a nd its  subs idia rie s
we re  a llowe d to incur a dditiona l de bt a nd gra nt a dditiona l lie ns  on the ir a s s e ts , including
incurring ne w de bt unto $26 million in a ggre ga te  principa l a mount]
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McLe odUS A now se e ks  the  a uthoriza tion to gua ra nte e  the  obliga tions  of P AETEC, a s
borrowe r, unde r S e nior S e cure d Cre dit Fa cilitie s  of $550 million a ggre ga te  principa l a mount,
grant a  security inte res t in a ll of its  a sse ts  to secure  a ll amounts  owing under the  Credit Facilitie s ,
gua ra nte e  the  obliga tions  of P AETEC unde r the  $300 million a ggre ga te  principa l a mount of
P AETEC's  9 .5% S e nior Note s  due  2015, a nd incur, gua ra nte e , a nd/or s e cure  a dditiona l
borrowings  of up to $500 million of a dditiona l inde bte dne s s  in the  form of incre me nta l te rm
loans  and additiona l notes . This  new encumbrance  of McLeodUSA's  asse ts  and re la ted guaranty
will replace  McLeodUSA's  exis ting encumbrance  and gua ranty approved by the  Commiss ion in
Decis ion No. 69346.

The  Applicants  have  indica ted tha t McLeodUSA's  exis ting $600,000 pe rformance  bond,
which wa s  obta ine d a s  a  re quire me nt of De cis ion No. 64657, gra nte d Ma rch 25, 2002, will
continue  to re ma in in pla ce . McLe odUS A curre ntly holds  de pos its  from Arizona  cus tome rs
tota ling $7,346.86 No cus tome r de pos its  a re  be ing he ld in Arizona  by a ny othe r a ffilia te s  of
McLe odUS A P a re nt. P AETEC a nd its  a ffilia te s  a re  not holding a ny de pos its  from Arizona
cus tome rs . PAETEC ha s  indica te d tha t it is  of the  unde rs ta nding tha t McLe odUSA's  $600,000
performance bond, currently in place , cannot be  used in the  encumbrance of asse ts .

In the  Applica tion, P AETEC will a cquire  McLe odUS A P a re nt in a n a ll-s tock me rge r for
a pproxima te ly $557 million. The  me rge r price  cons is ts  of a pproxima te ly $492 million  in
P AETEC common s tock a nd a pproxima te ly $65 million  in  ne t de bt a s s umption. Current
McLe odUSA Pa re nt sha re holde rs  will re ce ive  1.30 sha re s  of PAETEC common s tock for e ve ry
s ha re  of McLe odUS A P a re nt common s tock tha t the y own.4 As  indica te d pre vious ly, the
proposed transaction will have  no impact on the  ra te s , te rms  and conditions  of se rvice  currently
provide d to cus tome rs  of McLe odUS A. As  s upporte d by the  informa tion pre vious ly provide d,
S ta ff be lie ve s  tha t the  propos e d tra ns a ction will not impa ir the  fina ncia l s ta tus  of the  Arizona
ope ra ting subs idia rie s  of PAETEC or McLeodUSA Pa rent, nor prevent the  Applicants ' ability to
attract capita l a t fa ir and reasonable  terms and to provide safe , reasonable , and adequate  service .

P urs ua nt to A.A.C. R14-2-805, McLe odUS A is  up to da te  with filing its  2006 a nnua l
dive rs ifica tion activitie s  and plans . PAETEC and its  Arizona  a ffilia te s  combined Arizona  annua l
ope ra ting revenues  do not exceed $1 million, the re fore  PAETEC is  not subject to A.C.C. Rl4-2-
805. The  Complia nce  Divis ion ha s  s ta te d tha t the re  a re  no de linque ncie s  for P AETEC a nd
McLe odUS A. S ta ff has  ve rified tha t the  2006 annua l reports  of McLeodUSA and PAETEC and
its  Arizona  subs idia rie s  a re  on file  with the  Commiss ion and up to da te . On December 4, 2007,
the  Corpora tions  Divis ion  re ports  tha t McLe odUS A a rid  the  o the r 3  Arizona  a ffilia te s  o f
McLe odUS A P a re nt a re  in good s ta nding. In a ddition, the  2 Arizona  s ubs idia rie s  of P AETEC
are  a lso in good standing.

Both  P AETEC a nd  McLe odUS A ha ve  ind ica te d  tha t the re  a re  no  ou ts ta nd ing  o r
unresolved consumer compla ints  pending with this  Commiss ion. S ta ffs  sea rch of the  Consumer

4 It is noted in the Application, that approximately 40 million shares of PAETEC common stock will be issued to
shareholders of currently outstanding McLeodUSA Parent stock. PAETEC has approximately 102.1 million shares
of common stock currently outstanding. MeLeodUSA Parent's employee stock options, of which 2.7 million are
outstanding, will be converted into options to purchase PAETEC shares, to the extent not exercised before closing.
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Se rvice s  da tabase  for the  pa s t 3 yea rs  through December 4, 2007 for McLeodUSA, indica te s  a
tota l of 20 compla ints , 6 inquirie s , and 1 opinion, and tha t a ll compla ints  have  been re solved and
clos e d. During tha t same time  pe riod, no compla ints , inquirie s , or opinions  ha ve  be e n tile d on
the  othe r McLeod Pa rent Arizona  a ffilia te s  or PAETEC Arizona  subs idia rie s .

On De ce mbe r 12, 2007, the  Applica nts  s ubmitte d a n Affida vit of P ublica tion confining
publica tion of a  le ga l notice  re la tive  to the  propos e d tra ns a ction in The  Arizona  Re public on
December 10, 2007. The  Applicants  have  a lso provided S ta ff with a  dra ft of a  direct ma iling tha t
will be  provide d to the  McLe odUS A cus tome rs  following a  de cis ion in this  ma tte r. S ta ff ha s
re vie we d the  propos e d cus tome r notice  a nd conclude s  tha t it is  cons is te nt with Commis s ion
requirements .

S ta ff is  not a wa re  of a ny conce rns  or obi a ctions  file d by a ny e ntity or individua l. S ta ff
reviewed the  Applica tion and supplementa l filings , and cons ide red a ll re sponses  to S ta ff" s  da ta
requests.

Staff' s Recommendations

S ta ff re comme nds  tha t the  Applica tion  of P AETEC a nd McLe odUS A P a re nt for a
tra ns fe r o f con tro l o f McLe odUS A to  P AETEC, re s u lting  from the  p ropos e d  me rge r, be
approved pursuant to A.A.C. R14-2-803.

S ta ff re comme nds  tha t the  App lica tion  o f P AETEC a nd  McLe odUS A P a re n t fo r
McLeodUSA's  pa rticipa tion in debt financing a rrangements  be  approved pursuant to A.R.S . 40-
285 and A.A.C. R14-2-804.

S ta ff a lso recommends  tha t the  Applica tion be  approved without a  hea ring because  S ta ff
be lieves this  transaction does not:

a.

b .

c .

d .

impa ir the  financia l s ta tus  of the  Applicants ,
prevent the  Applicants ' ability to a ttract capita l a t fa ir and reasonable  te rns ,
prevent the  Applicants ' ability to provide  sa fe , reasonable  and adequate  se rvice ,
adverse ly affect customers.

S ta ff furthe r recommends  tha t approva l be  conditioned on the  following:

Tha t P AETEC provide s  notice  to the  Commis s ion within 30 da ys  following the
acquis ition close  proposed in this  transaction.

b.

a.

Tha t for one  ye a r following a cquis ition clos e  or until P AETEC a nd McLe odUS A
P a re nt informs  the  Commis s ion by filing a n a ffida vit with  Docke t Control tha t
a cquis ition-re la te d a ctivitie s  a re  comple te d, whiche ve r occurs  la s t, P AETEC a nd
McLe odUS A P a re nt provide  writte n  notifica tion to  the  Dire ctor of the  Utilitie s
Divis ion a nd to the  individua l me mbe rs  of the  Commis s ion, a t le a s t 60 da ys  in
advance , of any planned acquis ition-re la ted Arizona  workforce  layoffs , any plamied
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acquisition-related Arizona plant closings,
Arizona facility closings.

and any planned acquisition-related

That PAETEC and McLeodUSA Parent provide the Compliance Section with
updates by April 15, 2008 and April 15, 2009 on the status of plans to increase
employees and investment in Arizona.

That PAETEC and McLeodUSA Parent provide the Compliance Section with
updates by April 15, 2008 and April 15, 2009 of any changes in the status of debt
financing plans.

That PAETEC, McLeodUSA Parent, and McLeodUSA be limited from pledging
any customer deposits, advances, or prepayments currently held by McLeodUSA or
which may be held by McLeodUSA and/or PAETEC in the future, as debt security.

That PAETEC shall tile, as an annual compliance item in this docket, a notarized
attestation from an Officer of the Company stating whether all Arizona customer
deposits, advances, and prepayments are excluded from encumbrance, or whether
they are secured by a performance bond or irrevocable sight draft Letter of Credit
which is not included in the pledged collateral.

That PAETEC notifies the McLeodUSA customers of the proposed acquisition and
financing through a direct mailing to the McLeodUSA customers. Verification of
the notice should be filed with Docket Control within 90 days of a decision in this
matter.

\ r

Priest
Director
Utilities  Divis ion

]ohn'son

EGG:PJG:tdp\MAS

ORIGINATOR: Pamela J. Genung

g.

f.

e.
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19 INTRODUCTION

20 O n  S e p te mb e r 2 7 ,  2 0 0 7 ,  P AE TE C Ho ld in g  Co rp .  ("P AE TE C") a n d  McLe o d US A

21 Incorpora te d ("McLe odUS A P a re nt") file d a n Applica tion re que s ting e xpe dite d a pprova l unde r

22

23 o th e r a p p lic a b le  s ta tu e s  o r m ie s ,  fo r th e  tra n s fe r o f in d ire c t c o n tro l o f Mc Le o d US A

24 Te le communica tions  S e rvice s , Inc. ("McLe odUS A") from McLe odUS A P a re nt to P AETEC a nd

25 for McLe odUS A to pa rticipa te  in P AETEC's  de bt fina ncing a rra nge me nts . Additiona lly, the

Applicants requested approval to issue guarantee and to pledge or encumber assets.

26 The  tra ns fe r of control will re s ult from P AETEC's  propos e d a cquis ition of McLe odUS A

27 P a re nt through the  me rge r of McLe odUS A P a re nt with a  ne wly forme d s ubs idia ry of P AETEC

28 ("P S  Acquis ition Corp.). Following the  me rge r, McLe odUS A Incorpora te d will be  the  s urviving

FINDINGS  OF FACT
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1

2

3

4

5

6

7

8

e ntity. No tra ns fe r of ce rtifica te , a s s e ts , or cus tom e rs  will occur a s  a  re s ult of the  tra ns fe r of

con tro l o r McLe odUS A's  p a rtic ip a tion  in  the  de b t fina nc ing . Mc Le o d US A will c o n tin u e  to

provide  s e rvice  to its  Arizona  cus tome rs  unde r its  e xis ting ce rtifica te  with no cha nge  in the  ra te s ,

te rms , or conditions  of s e rvice  a s  currently provided.

THE P ARTIES

Mc Le o d US A P a re n t a n d  P AE TE C  in  th e ir Ap p lic a tio n  a n d  th ro u g h  d a ta  re s p o n s e s

re pre s e nt the  following:

1. McLe odUS A is  a  corpora tion orga nize d unde r the  la ws  of Iowa  with a  p rinc ipa l

p la ce  of bus ine s s  loca te d a t One  Ma rtha 's  Wa y, Hia wa tha , Iowa  52233. McLe odUS A curre ntly

9 McLe odUS A offe rs  loca l s e rvice  in  the

10

provide s  te le com m unica tions  s e rvice s  in 48 S ta te s .

following 25 S ta te s :

11

13

India na

Iowa

Kans as

Louis ia na

Michiga n

Minne sota

Mis s ouri

Monta na

Ne bra s ka

Ne w Me xico

North Da kota

Ohio

Okla homa

Ore gon

S outh Da kota

Texas

Uta h

Wa s hington

Wis cons in

Wyom ing

Arizona

12 Arkans as

Colora do

14 Ida ho

Illino is

2.
15

16

17

18

19

20

21

22

23

24

25

In Arizona , McLe odUS A is  a uthorize d to provide  re sold a nd fa cilitie s -ba se d loca l

e xcha nge  a nd e xcha nge  a cce s s  te le communica tions  s e rvice s  pursua nt to De cis ion No. 62627,

gra nte d  J une  9 , 2000. McLe odUS A is  a ls o  a u thorize d  to  p rovide  re s o ld  in te re xcha nge

te lecommunica tions services  pursuant to Decis ion No. 61001, granted July 16, 1998.

McLe odUS A is  a  wholly-owne d subs idia ry of McLe odUS A Holdings , Inc, which is

a  wholly-owne d s ubs idia ry of McLe odUS A P a re nt. McLe odUS A curre ntly provide s  s e rvice  to

approximate ly 3,142 bus iness  and re s identia l cus tomers  in the  S ta te  of Arizona . McLeodUSA and

the  othe r Arizona  a ffilia te s  of McLeodUSA Pa rent employ approxima te ly 18 people  in Arizona .

McLe odUS A P a re nt is  a  priva te ly-he ld Iowa  compa ny he a dqua rte re d in Ce da r

Ra pids , Iowa . Through its  ope ra ting s ubs idia rie s , McLe odUS A P a re nt curre ntly owns  a nd

ope ra te s  a  high-capacity fibe r ne twork tha t spans  20 Midwes t, Southwes t, Northwes t, and Rocky
26

27

28 1 The additional Arizona affiliates of McLeodUSA Parent include: McLeodUSA Information Services, Inc,,
McLeodUSA Network Services, Inc., and McLeodUSA Purchasing, LLC.

3.

4.

De cis ion No.
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1

2

3

4

Mounta in S ta te s . The  fibe r ne twork conta ins  a pproxima te ly 13,000 inte rcity route  mile s  a nd

a pproxima te ly 4 ,000 me tro  route  mile s . McLe odUS A P a re nt provide s  te le communica tions

se rvices  primarily to sma ll and medium-s ized ente rprise  and multi-loca tion commercia l cus tomers .

5. P AETEC is  a  public ly tra de d  corpora tion  unde r the  la ws  of De la wa re  with  a

5

6

principa l place  of bus iness  loca ted a t One  PAETEC P laza , 600 Willowbrook Office  Pa rk, Fa irport,

N e w  Yo rk 14450.

7

Through its  ope ra ting  s ubs id ia rie s , P AETEC curre ntly provide s

te lecommunica tions  se rvices  to more  than 45,000 medium and la rge  bus iness  cus tomers  in ma jor

8 me tropolita n a re a s  in 24 s ta te s . Colle ctive ly, the  12 wholly-owne d s ubs idia rie s  ope ra te  in 48

S ta te s  a nd the  Dis trict of Columbia . P AETEC is  curre ntly ce rtifie d to provide  loca l s e rvice  in the

10 following 35 S ta te s  lis ted be low, plus  the  Dis trict of Columbia ,

9

11 Maryland

Massachusetts1 2

1 3
Michiga n

Minne s ota

Ohio Texas

Oregon Uta h

Pennsylvania Ve rmont

Rhode  Is land Virg in ia

South Carolina Wiscons in
1 5

Tennessee

Alabama Georgia Nevada

Ca lifornia Illino is Ne w Ha mpshire

Colorado India na New Je rsey

14 Connecticut Kansas Ne w Me xico

Ke ntucky Mis s is s ippi Ne w York

Louis ia na Mis s ouri North Ca rolina

In Arizona , P AETEC's  two s ubs idia rie s , P AETEC Communica tions , Inc. ("P CI")
1 6

De la wa re

Florida

6.

1 7

1 8

1 9

20

21

a nd Us  LEC Communica tions , Inc. ("US  LEC"), a re  a uthorize d to  provide  re s old  in tra s ta te

inte rexchange  te lecommunica tions  se rvices . P CI is  a uthorize d to provide  s e rvice  purs ua nt to

De cis ion No. 62458 gra nte d, April 14, 2000, a nd US  LEC is  a uthorize d to provide  s e rvice  by

Decision No. 66740, granted January 20, 2004.

P AETEC inte nds  to volunta rily surre nde r the  US  LEC Ce rtifica te  of Conve nie nce

22

23

a nd Ne ce s s ity ("CC&N") a nd ha s  file d a  s e pa ra te  Applica tion for Commis s ion a pprova l unde r

Docke t No. T-04194A-07-0624.

24

25

26

As  of Octobe r 31 , 2007 , P AETEC a nd  its  Arizona  a ffilia te s  a re  s e rving  282

cus tomers  in the  S ta te  of Arizona . This  number primarily represents  bus iness  cus tomers  but does

include  some res identia l cus tomers . PAETEC currently has  no Arizona  employees .

27

28

7.

8.

De cis ion No.
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1

2

3

4

5

9. P AETEC curre ntly s e rve s  ma jor Me tropolita n  S ta tis tica l Are a s  ("MS A") in  24

S ta te s  a nd e mploys  a pproxima te ly 2,300 pe ople . P AETEC is  he a dqua rte re d in Roche s te r, Ne w

York, with ma jor ope ra tions  ce nte rs  in Cha rlotte , North Ca rolina , Mt. La ure l, Ne w J e rs e y, a nd

Irvine , Ca lifornia . P AETEC ha s  be e n ope ra ting a s  a  compe titive  communica tions  provide r for

nea rly a  decade  and pre sently has  more  than 2.65 million access  line  equiva lents  in se rvice  a s  of

6 June 30, 2007.

7 THE TRANS ACTION

8 McLe odUSA Pa re nt a nd PAETEC in the ir Applica tion re pre se nt the  following:

9 10. PAETEC a nd McLe odUSA Pa re nt e nte re d into a n Agre e me nt a nd P la n of Me rge r

10 dated September 17, 2007.

11 11. The  Agre e me nt provide s  for a  bus ine s s  combina tion, or me rge r, of P AETEC a nd

12 McLe odUS A P a re nt by which P AETEC will a cquire  McLe odUS A P a re nt in a n a ll-s tock me rge r

13 and McLeodUSA Pa rent will be  merged into a  wholly-owned subs idia ry of PAETEC.

14 12. The  P AETEC e ntity in to  which McLe odUS A P a re nt will be  me rge d is  a  ne wly

15 forme d e ntity na me d P S  Acquis ition Corp., which wa s  cre a te d for the  s pe cific purpos e  of this

16 transaction.

17 McLe odUS A will be  the  s urviving e ntity of the  me rge r a nd will be  a n indire ct,

1 g wholly-owne d subs idia ry of P AETEC.

19 14. Although the  tra ns a ction will re s ult in a  cha nge  in the  owne rs hip a nd control of

20 McLeodUSA, no transfe r of ce rtifica te , a sse ts , or cus tomers  will occur a s  a  re sult of the  transfe r of

21 control or McLe odUSA's  pa rticipa tion in the  de bt fina ncing.

15. McLe odUS A will continue  to provide  se rvice  to its  Arizona  cus tome rs  pursua nt to

13.

22

23 its  exis ting ce rtifica te  and cus tomers  will continue  to rece ive  se rvice  unde r the  same  ra te s , te rms ,

a nd conditions  of s e rvice . The  tra ns fe r of control a nd McLe odUS A's  pa rticipa tion in the  de bt24

25 financing will be  transpa rent to the  cus tomers  of McLeodUSA.

26 16. PAETEC will a cquire  McLe odUSA Pa re nt in a n a ll-s tock me rge r for a pproxima te ly

27 $557 million. The  me rge r price  cons is ts  of a pproxima te ly $492 million in  P AETEC common

28 stock and approximate ly $65 million in ne t debt a ssumption.
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1 17. Curre nt McLe odUS A P a re nt s ha re holde rs  will re ce ive  1.30 s ha re s  of P AETEC

2

3 18.

4

5

6

7 1 9 .

8

9

1 0

11

1 2

1 3

14

1 5

1 6

1 7 20.

1 8

1 9

20

2 1

22

23

common s tock for every sha re  of McLeodUSA Parent common s tock tha t they own.

P AETEC will con tinue  to  be  he a dqua rte re d  in  Fa irpo rt,  Ne w York, a nd  will

ma inta in McLe odUS A P a re nt's  ope ra tions  in Ce da r Ra pids , Iowa , a nd othe r re giona l ce nte rs ,

including Tulsa , Okla homa . Afte r clos ing of the  tra nsa ction, PAETEC's  curre nt boa rd of dire ctors

will add one  director to be  des igna ted by ce rta in principa l s tockholde rs  of McLeodUSA Parent.

Unde r the  propos e d tra ns a ction, McLe odUS A will gua ra nte e  the  obliga tions  of

P AETEC, a s  borrowe r, unde r the  s e nior s e cure d cre dit fa cilitie s  a ggre ga te  principa l a mount of

$550 million and grant a  security inte re s t in a ll of its  a sse ts  to secure  a ll amounts  owing unde r the

cre dit fa cilitie s . P AETEC ha s  a  $498 million te rm loa n fa cility a nd a  $50 million re volving cre dit

fa cility with fina l ma turity da te s  of Fe brua ry 28, 2013 a nd Fe brua ry 28, 2012, re spe ctive ly. Any

proce e ds  unde r the  re volving cre dit fa cility wil.l be  use d for working ca pita l, ca pita l e xpe nditure s ,

and othe r genera l corpora te  pLu'poses . Under the  te rms of the  Credit Agreement, each direct and

indire ct, curre nt a nd  fu ture  s ubs id ia ry of P AETEC is  re quire d  to  provide  a n  unconditiona l

guarantee  of a ll amounts  owing under the  credit facilitie s  and to grant a  security inte res t in a ll of its

asse ts  to secure  a ll amounts  owing under the  credit facilities .

McLe odUS A will a ls o  gua ra n te e  the  ob liga tions  of P AETEC unde r the  $300

million a ggre ga te  principa l a mount of P AETEC's  9.5% S e nior Note s  due  in 2015.3 S ubje ct to

re ce ipt of re quire d gove rnme nta l a pprova ls , e a ch of PAETEC's  curre nt a nd future  wholly-owne d

subsidia ries  is  required to guarantee  the  Notes  on a  senior unsecured basis . There  is  no obliga tion

for a ny s ubs idia ry to  gua ra nte e  the  Note s  until a fte r s uch s ubs idia ry obta ins  s uch re quire d

governmenta l approvals .

In  a ddition, McLe odUS A inte nds  to  incur, gua ra nte e  a nd/or s e cure  a dditiona l

24 borrowings  up to a  tota l of $500 million of additiona l indebtedness  in the  form of incrementa l te rm

21.

25

26

27

2 8

2 Under the term loan facility, borrowings were used to refinance substantially all of the senior secured indebtedness of
PAETEC Corp. (the predecessor of PAETEC) and to repurchase all outstanding shares of the US LEC Corp. preferred
stock in connection with the closing of the merger of PAETEC Corp. and US LEC Corp., in addition to paying the fees
and expenses incurred in connection with the refinancing and stock repurchase.
3 The net proceeds of the notes offering, along with cash on hand was used to repay $300 million principal amount of
term loans outstanding under the credit facilities, As a result of the partial term loan repayment, the current credit
facilities consist of the $498 million term loan and the $50 million revolving credit facility.
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1

2

loa ns  a nd a dditiona l note s , which a re  pe rmitte d unde r the  cre dit a gre e me nt gove rning the  cre dit

fa c ilitie s  a nd unde r the  inde nture  tha t gove rns  the  te rms  of the  Note s . Any s uch incre a s e d

3 borrowings  ma y be  us e d for ca pita l e xpe nditure s , a nd ge ne ra l corpora te  a nd working ca pita l

4 purposes .

5 22.

6

The  re que s te d e ncumbra nce  of McLe odUS A's  a s s e ts  a nd re la te d gua ra nty will

re pla ce  McLe odUS A's  e xis ting e ncumbra nce  a nd gua ra nty a pprove d by the  Commis s ion on

7 February 20, 2007 in Decision No. 69346.

23.

11

13

14

15

16

8 McLe odUS A's  e xis ting $600,000 pe rforma nce  bond, which wa s  obta ine d a s  a

9 requirement of Decis ion No. 64657, will continue  to rema in in place .

10 THE AP P LICANTS  REOUES T

McLe odUS A P a re nt, a nd P AETEC in  the ir Applica tion re que s t tha t the  Commis s ion

12 a pprove  the  following:

a . The  trans fe r of indirect control of McLeodUSA re sulting from the  proposed merge r

pursuant to A.A.C. R14-2-803, and

McLe odUSA's  pa rticipa tion in the  de bt fina ncing a rra nge me nts  pursua nt to A.R.S .

40-285 and A.A.C. R14-2-804.

The  Applica nts  a ls o re que s t e xpe dite d cons ide ra tion a nd a pprova l of this  Applica tion

17 without hea ring no la te r than January l, 2008.

18 S TAFF'S  ANALYS IS

19 The  Affilia ted Inte re s ts  Rule s

20 24. The  P ublic Utility Holding Compa nie s  a nd Affilia te d Inte re s ts  Rule s  a pply to a ll

21 inve s tor-owne d utilitie s , de fine d a s  te le communica tions  ca rrie rs  tha t ha ve  Arizona

22 jurisdictiona l a nnua l re ve nue s  of more  tha n $1 million. In the  2006 Annua l Re port file d with the

Cla s s  A

23 Commiss ion, McLe odUSA ge ne ra te d more  tha n $1 million of Arizona  jurisdictiona l re ve nue . The

24 propose d me rge r of P AETEC a nd McLe odUS A P a re nt will cre a te  a n e ntity tha t is  cons ide re d a

25 As  a  re s ult, the  Applica tion is  s ubje ct to  A.A.C. R14-2-801

26 through 805 of the  Public Utility Holding Companie s  and Affilia ted Inte re s ts  Rule s .

Class A investor-owned utility.

27
25. In its  Applica tion a nd in re s pons e  to a dditiona l re que s ts  by S ta ff, the  Applica nts

provide d the  following informa tion a s  re quire d by A.A.C.R14-2-803 (A):
28

b.

De cis ion No.
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1 a . The  na me s  a nd bus ine s s  a ddre s s e s  of the  propos e d office rs  a nd dire ctors  of the

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

holding compa ny,

Informa tion conce rning P AETEC's  dire ctors  a nd office rs  ha s  be e n provide d

a s  a n  a tta c hme nt to  the  App lic a tion . Bo th  P AETEC's  a nd  Mc Le odUS A's

bus ine s s  a ddre s s e s  ha ve  a ls o be e n provide d in the  Applica tion.

b. The  bus ine s s  purpos e s  for e s ta blis hing or re orga nizing the  holding compa ny,

The  propos e d me rge r will offe r bus ine s s  cus tome rs  a n a lte rna tive  to le ga cy

c a rrie rs  th ro u g h  th e  c o m b in e d  fo o tp rin t o f th e  Ap p lic a n ts ,  a lo n g  with  a

compre he ns ive  s uite  of bus ine s s  s e rvice s , a nd a n e xte ns ive  s witching a nd

fibe r ne twork. In  a ddition , the  me rge r s hould  pos ition  P AETEC to  re a lize

s ubs ta n tia l cos t s a vings  a nd  a ch ie ve  s yne rg ie s  to  e nha nce  the ir s e rvice

offe rings  a nd  p rovide  more  a dva nc e d  te le c ommunic a tions  s e rvic e s  to  a

broa de r cus tome r ba s e . The  combine d ma na ge ria l a nd ope ra tiona l e xpe rtis e

of bo th  P AETEC a nd  McLe odUS A P a re n t will s tre ngthe n  the  compe titive

pos ition of both compa nie s  whe re by be ne fiting Arizona  cons ume rs  a nd the

te le communica tions  ma rke tpla ce  within the  S ta te  of Arizona .

c . The  propos e d  me thod of fina nc ing  the  hold ing  compa ny a nd the  re s u lta n t ca pita l

s tructure ,

As  de s c ribe d  in  the  App lic a tion ,  P AE TE C is  a  pub lic ly tra de d  c ompa ny

with a n e s ta blis he d ca pita l s tructure  a nd s ignifica nt fina ncia l re s ource s . The

me thods  it us e s  for fina ncing will not cha nge  a s  a  re s ult of this  tra ns a ction.

A n e wly c re a te d  s u b s id ia ry o f P AE TE C  will m e rg e  with  Mc Le o d US A

P a re n t,  with  McLe odUS A s urviving . P AETEC will is s ue  a dd itiona l e qu ity

in  th e  c o m p a n y in  c o n n e c tio n  with  th is  t ra n s a c t io n ,  b u t  th is  will n o t

ma te ria lly impa ct how the  compa ny is  fina nce d.

d. The  re s ulta nt e ffe ct on the  ca pita l s tructure  of the  public  utility,

The  Applica nts  ha ve  indica te d tha t a s  a  re s ult of the  me rge r, P AETEC will

28 be come  the  ne w pa re nt of McLe odUS A. Th e  c a p ita l s tru c tu re  o f th e
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1

2

3

Arizona  ope ra ting s ubs idia rie s  of both P AETEC a nd McLe odUS A P a re nt

will be  una ffected by the  merge r.

e . An orga niza tion cha rt of the  holding compa ny tha t ide ntitie s  a ll a ffilia te s  a nd the ir

4

5

6

re la tions hips  within the  holding compa ny,

The Applica nts have provide d b o th pre-merger and pos t-merger

organiza tion cha rts  a s  an a ttachment to the  Applica tion.

7 f. Th e  p ro p o s e d  m e th o d  fo r  a llo c a tin g  fe d e ra l a n d  s ta te  in c o m e  ta xe s  to  th e

8

9

10

s ubs idia rie s  of the  holding company,

The  Applica nts  ha ve  s ta te d tha t Fe de ra l a nd S ta te  incom e  ta x a lloca tions

a m ong P AETEC a nd its  s ubs idia rie s  a re  cons is te nt with the  provis ions  of

11

12

13

Tre a s ury Re gula tion  S e ctions  1 .1552-l(a ). P AETEC's  a p p ro a ch  to

a llo ca tin g  ta x lia b ility will n o t ch a n g e  ma te ria lly a s  a  re s u lt o f th is

transaction.

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

g . The  a n tic ip a te d  cha ng e s  in  the  u tility's  cos t o f s e rvice  a nd  the  cos t o f c a p ita l

a ttributable  to the  reorganiza tions ,

The  m e rg e r is  no t e xp e c te d  to  ha ve  a ny a dve rs e  im p a c t on  the  cos t of

s e rvice s  provide d by McLe odUS A a nd the  P AETEC ope ra ting  s ubs idia ry.

The  m e rg e r s hould  im p rove  a ll of the  op e ra ting  s ub s idia rie s ' a cce s s  to

capita l a t favorable  ra te s  through the ir common pa rent, PAETEC.

h. A de s cription of dive rs ifica tion pla ns  of a ffilia te s  of the  holding compa ny, a nd

Th e  Ap p lic a n ts  h a ve  n o  c u rre n t p la n s  fo r d ive rs ific a tio n  o r b u s in e s s

activitie s  unre la ted to ope ra tions  of the  current s ubs idia rie s .

i. Copie s  of a ll re le va nt docume nts  a nd filings  with the  Unite d S ta te s  S e curitie s  a nd

Exchange  Commiss ion and other federa l or s ta te  agencies .

The  Applicants  have  made  va rious  filings  for S ta te  and Fede ra l approva ls  a s

re q uire d  to  cons um m a te  P AETEC 's  a cq uis ition  of McLe odUS A P a re nt.

Copie s  of the  docume nts  ha ve  be e n provide d to S ta ff in e le ctronic form a t.

Docum e nts  include d filings  m a de  with the  U.S . S e curitie s  a nd Excha nge

De cis ion No.
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1
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10
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12
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14

15

16

17

18

19

20

21

22

Commis s ion, Fe de ra l Communica tions  Commis s ion, a nd ma ny S ta te s , s uch

a s  Ca lifo rn ia ,  Co lo ra do , Ge org ia ,  Mis s is s ipp i,  Ne w York, P e nns ylva n ia ,

Te nne s s e e , Te xa s , De la wa re , India na , Louis ia na , Minne s ota , Ohio , We s t

Virginia , a nd the  Dis tric t of Columbia .

The  conte mpla te d a nnua l a nd cumula tive  inve s tme nt in  e a ch a ffilia te  for the  ne xt

live  ye a rs ,  in  do lla rs  a nd  a s  a  pe rc e n ta ge  o f p ro je c te d  ne t u tility p la n t,  a nd  a n

e xpla na tion of the  re a s ons  s upporting the  le ve l of inve s tme nt a nd the  re a s ons  this

le ve l will not incre a s e  the  ris ks  of inve s tme nt in the  public  utility.

P AETEC ha s  indica te d tha t its  prima ry bus ine s s  is  providing me dium-s ize d

a nd la rge  bus ine s s  a nd e nte rpris e  orga niza tions  in la rge  me tropolita n a re a s

with a  pa cka ge  of inte gra te d communica tions  s e rvice s , inc luding loca l a nd

long dis ta nce  voice , da ta , a nd Inte rne t s e rvice s . P AETEC's  s e rvice s  a re

c u rre n tly p rovide d  by 12  who lly-owne d  s ubs id ia rie s  wh ic h ,  c o lle c tive ly,

ope ra te  in 48 S ta te s  a nd the  Dis trict of Columbia . To da te , P AETEC ha s  not

c o n te m p la te d  th e  a n n u a l a n d  c u m u la tive  in ve s tm e n t in  e a c h  o f th e s e

a ffilia te s  for the  ne xt five  ye a rs  a nd, the re fore , ca nnot provide  the  figure s

re que s te d . Howe ve r,  P AETEC wa s  a b le  to  p rovide  c onfide n tia l two  ye a r

h igh  le ve l p ro je c te d  c a p ita l e xpe nd itu re s  fo r the  pos t-me rge r c ombine d

e ntity.

k. An e xpla na tion of the  ma nne r in  which the  utility ca n a s s ure  tha t a de qua te  ca pita l

will b e  a va ila b le  fo r th e  c o n s tru c tio n  o f n e c e s s a ry n e w u tility p la n t a n d  fo r

improve me n ts  in  e xis ting  u tility p la n t a t no  g re a te r c os t tha n  if the  u tility o r its

23

24

a ffilia te  did not orga nize  or re orga nize  a  public  utility holding compa ny.

Th e  Ap p lic a n ts  re p re s e n t th a t  th e  Ariz o n a  o p e ra tin g  s u b s id ia rie s  o f

25

26

27

P AETEC a nd McLe odUS A P a re nt will be  a ble  to a ttra c t ca pita l on te rns  no

le s s  fa vora ble  tha n prior to the  me rge r. Ade qua te , a nd proba bly incre a s e d,

ca pita l will be  a va ila ble  for growth a nd de ve lopme nt in Arizona .

28

j.
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1 26.

2

3

4

5

6

The  P a rtie s  ha ve  s ta te d in its  Applica tion tha t McLe odUS A's  Arizona  cus tome rs

will continue  to rece ive  se rvice  under the  same  ra te s , te rms, and conditions  of se rvice  a s  currently

provide d. The  propos e d me rge r is  not e xpe cte d to impa ir the  fina ncia l s ta tus  of the  Arizona

opera ting subs idia rie s  of PAETEC or McLeodUSA Parent, ne ithe r preventing them from a ttracting

ca pita l a t fa ir a nd re a s ona ble  te rms , or impa iring the  a bility to provide  s a fe , re a s ona ble , a nd

a de qua te  s e rvice . Ba se d on the  informa tion provide d, S ta ff be lie ve s  the  P a rtie s  ha ve  complie d

7

8

with the requirements ofA.A.C. R14-2-803(C) and 804(C).

27. McLeodUSA reques ts  authoriza tion to pledge  its  Arizona  a sse ts  a s  security for the

9 debt issuance. A.R.S. §40-285 requires public service corporations to obtain Commission

10

11

13

15

16

17

18

a uthoriza tion to e ncumbe r ce rta in utility a s se ts . The  s ta tute  se rve s  to prote ct ca ptive  cus tome rs

from a  utility's  a ct to dispose  of a ny of its  a s se ts  tha t a re  ne ce s sa ry for the  provis ion of s e rvice ,

12 thus , it se rves  to preempt any se rvice  impa irment due  to disposa l of a sse ts  e ssentia l for providing

s e rvice . In this  ins ta nce , a  ple dge  of McLe odUS A's  a s s e ts  s hould not impa ir the  a va ila bility of

14 s e rvice  to cus tome rs  s ince  McLe odUS A provide s  compe titive  s e rvice s  tha t a re  a va ila ble  from

a lte rna te  se rvice  provide rs . Howe ve r, cus tome rs  ma y s till ha ve  e xposure  to los se s  to the  e xte nt

they have  prepa id for se rvice  or made  depos its . Accordingly, S ta ff finds  tha t any authoriza tion for

encumbrances should provide  customer protection for prepayments and deposits .

THE P UBLIC INTERES T

28. McLe odUS A is  in complia nce  with De cis ion No; 69346 in which the  Commis s ion

20 a pprove d  a n  e ncumbra nce  o f McLe odUS A's  a s s e ts  a nd  a  gua ra n ty fo r ce rta in  fina ncing

19

21

22

23

arrangements of its  parent.

29. On  Fe b ru a ry 2 0 ,  2 0 0 7 ,  in  De c is io n  No . 6 9 3 4 6 ,  th e  Co mmis s io n  a p p ro ve d

McLe odUS A's  ple dge  of its  Arizona  a s s e ts  a s  s e curity a nd for McLe odUS A to a ct a s  a co-

25

24 gua ra ntor for Se nior Se cond Se cure d Note s  is sue d by McLe odUSA Pa re nt, a nd to pa rticipa te  in

ce rta in othe r fina ncing a rra nge me nts . This  propose d tra nsa ction will a ffe ct De cis ion No. 69346

26 s ince  McLe odUS A will pa rticipa te  in the  re pla ce me nt of the  2006/2007 de bt, use d to is sue  the

27 Senior Second Secured Notes , with a  new financing a rrangement, however, McLeodUSA's  asse ts

28
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1

3 30.

5

will a ga in be  e ncumbe re d a s  s e curity for the  loa ns  ne ce ssa ry to re fina nce  the  e xis ting de bt a nd

2 purchase  in this  proposed Applica tion.

As  of Nove mbe r 1, 2007, the  combine d P AETEC a nd McLe odUS A compa nie s '

4 Arizona  workforce  cons is ted of approxima te ly 18 employees . PAETEC has  indica ted tha t it doe s

n o t fo re s e e  a n y Arizo n a  wo rkfo rce  re d u c tio n s  o r Arizo n a  p la n t o r fa c ility c lo s in g s  fro m

6 McLeodUSA, PAETEC, or any of its  Arizona  a ffilia te s  should this  Applica tion be  approved by the

Commiss ion.7

8 31.

9

11

1 2

1 3

1 5

1 6 32.

1 7

1 8

19

20

2 1

22

The  propos e d a cquis ition will a llow P AETEC to a dd ne twork a s s e ts  including

17,000 fibe r-route  mile s  and increase  its  tota l number of switches  to 116. The  combined company

10 will bene fit bus iness  cus tomers  by a llowing it to offe r a  comprehens ive  suite  of bus iness  se rvices ,

and an extens ive  switching and fibe r ne twork. The  transaction is  a lso expected to s trengthen the

ability of the  ope ra ting subs idia rie s , including McLeodUSA and PCI, by a llowing them to enhance

the ir se rvice  offe rings  to Arizona  consumers  and provide  more  advanced te lecommunica tions  to a

14 broader cus tomer base . The  combined manageria l and opera tiona l expertise  of both PAETEC and

McLeodUSA Parent will a lso bene fit the  ope ra ting subs idia rie s .

In  its  Applica tion, the  P a rtie s  ha ve  indica te d tha t through the  comple me nta ry

s trengths , product se ts , and geographic footprints  of the  two companie s , PAETEC should rea lize

subs tantia l cos t savings  and achieve  $30 million in cumula tive  cos t syne rgie s  during the  firs t and

s e cond ye a rs  following clos ing of the  tra ns a ction. P AETEC provide d a dditiona l informa tion

ind ica ting  tha t the  ma jority o f s yne rgy s a vings  will be  re a lize d  th rough  the  e limina tion  of

duplica tive  s pe nding on ne twork fa cilitie s . P AETEC e xpe cts  to s tre a mline  its  ne twork through

a dditiona l volume  dis counts  on long dis ta nce  a nd loca l whole s a le  s e rvice s , cons olida tion of

23 s igna ling ne tworks , a nd cons olida tion of duplica tive  s witching a nd colloca tion ce nte rs . Due  to

25

24 increased volume  commitments  through merge rs  and acquis itions , PAETEC anticipa tes  lower pe r

unit cos ts  from its  wholesa le  vendors , such as  Qwest, Globa l Cross ing, and AT&T, who build the ir

26 ne tworks  tha t s upport toll fre e  s e rvice s  which P AETEC offe rs  to its  bus ine s s  cus tome rs . The

27

28

lowe r pe r unit cos ts  will a llow P AETEC to  more  compe titive ly price  the  s e rvice  to  its  re ta il

customer base , including its  customers  in Arizona .

De cis ion No.
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22

The  Applica nts  ha ve  indica te d tha t McLe odUS A ha s  inve s te d $40.52 million in

te le communica tions  e quipme nt in Arizona , prima rily cons is ting of one  Cla s s  5 s witch, one  s oft

s witch, 28 colloca tions , a nd a  limite d a mount of inte rcity fibe r. P AETEC, curre ntly, ha s  no

4 phys ica l pre s e nce  in  Arizona  a nd, the re fore , the  va lue  of its  inve s tme nt in  Arizona  is  ze ro.

P AETEC provide d S ta ff with confide ntia l high le ve l proje cte d ca pita l e xpe nditure s  for 2008 a nd

6 2009 for the  post-merger combined entity.

In  De cis ion  No. 69346, the  Commis s ion a pprove d McLe odUS A's  re que s t for

a uthoriza tion to is sue  gua ra nte e s  a nd ple dge  its  Arizona  a s se ts  a s  se curity for ce rta in fina ncing

a rra nge me nts  of its  pa re nt McLe odUS A P a re nt. in a  priva te  offe ring on S e pte mbe r 28, 2006,

10 McLeodUSA Parent issued approxima te ly $120 million in 10% pe rcent Senior Secured Notes  due

in 201 l. As  pa rt of the  financing a rrangement, McLeodUSA Parent agreed to exchange  the  Senior

S e cure d Note s  for s ubs ta ntia lly ide ntica l note s , re gis te re d unde r the  Fe de ra l S e curitie s  La ws ,

within 180 da ys . S ubje ct to ce rta in conditions , McLe odUS A P a re nt a nd its  s ubs idia rie s  we re

14 a llowed to incur additiona l debt and grant additiona l liens  on the ir a sse ts , including incurring new

debt up to $26 million in aggrega te  principa l amount.

35. McLeodUSA now seeks  the  authoriza tion to gua rantee  the  obliga tions  of PAETEC,

17 a s  borrowe r, unde r S e nior S e cure d Cre dit Fa cilitie s  of $550 million a ggre ga te  principa l a mount,

grant a  security inte re s t in a ll of its  a sse ts  to secure  a ll amounts  owing unde r the  Credit Facilitie s ,

gua ra nte e  the  obliga tions  of P AETEC unde r the  $300 million a ggre ga te  principa l a mount of

20 P AETEC's  9 .5% S e n ior Note s  due  2015 , a nd  incur, gua ra n te e , a nd /or s e cure  a dd itiona l

borrowings  of up to $500 million of additiona l indebtedness  in the  form of incrementa l te rm loans

a nd a dditiona l note s . This  ne w e ncumbra nce  of McLe odUS A's  a s se ts  a nd re la te d gua ra nty will

re pla ce  McLe odUS A's  e xis ting e ncumbra nce  a nd gua ra nty a pprove d by the  Commis s ion in

24 Decis ion No. 69346.

23

25 36. The  Applica nts  ha ve  indica te d tha t McLe odUSA's  e xis ting $600,000 pe rforma nce

26 bond, which was  obta ined a s  a  requirement of Decis ion No. 64657, granted March 25, 2002, will

continue  to re ma in in pla ce . McLe odUS A curre ntly holds  de pos its  from Arizona  cus tome rs

28 tota ling $7,346.86 No cus tome r de pos its  a re  be ing he ld in Arizona  by a ny othe r a ffilia te s  of

27

De cis ion No.



P age  13 Docke t No. T-03267A~07-0_54

1

2

3

4 37.

5

6

8

9

10

11

12

13

14 38.

15

McLe odUS A P a re nt. P AETEC a nd its  a ffilia te s  a re  not holding a ny de pos its  from Arizona

cus tome rs . P AETEC ha s  indica te d tha t it is  of the  unde rs ta nding dirt McLe odUS A's  $600,000

performance bond, currently in place , cannot be  used in the  encumbrance of asse ts .

In  the  Applica tion , P AETEC will a cqu ire  McLe odUS A P a re n t in  a n  a ll-s tock

me rge r for a pproxima te ly $557 million. The  me rge r price  cons is ts  of a pproxima te ly $492 million

in P AETEC common s tock a nd a pproxima te ly $65 million in  ne t de bt a s s umption. Current

7 McLe odUS A P a re nt sha re holde rs  will re ce ive  1.30 sha re s  of P AETEC common s tock for e ve ry

share  of McLeodUSA Parent common s tock tha t they own.4 As indica ted previous ly, the  proposed

transaction will have  no impact on the  ra te s , te rms  and conditions  of se rvice  currently provided to

cus tome rs  of McLe odUS A. As  s upporte d by the  informa tion pre vious ly provide d, S ta ff be lieves

tha t the  propos e d  tra ns a ction  will no t impa ir the  fina ncia l s ta tus  of the  Arizona  ope ra ting

s ubs idia rie s  of P AETEC or McLe odUS A P a re nt, nor pre ve nt the  Applica nts ' a bility to a ttra ct

capita l a t fa ir and reasonable  terms and to provide safe , reasonable , and adequate  service,

P urs ua nt to  A.A.C. R14-2-805, McLe odUS A is  up  to  da te  with  filing  its  2006

a nnua l dive rs ifica tion a ctivitie s  a nd pla ns . P AETEC a nd its  Arizona  a ffilia te s  combine d Arizona

16

17

18

19

21

a nnua l ope ra ting re ve nue s  do not e xce e d$1 million, the re fore  P AETEC is  not subje ct to A.C.C.

R14-2~805. The  Compliance  Divis ion has  s ta ted tha t the re  a re  no de linquencies  for PAETEC and

McLe odUS A. S ta ff ha s  ve rifie d tha t the  2006 a nnua l re ports  of McLe odUS A a nd P AETEC a nd

its  Arizona  subsidia ries  a re  on file  with the  Commiss ion and up to da te . On December 4, 2007, the

20 Corpora tions  Divis ion re ports  tha t McLe odUSA a nd the  othe r 3 Arizona  a ffilia te s  of McLe odUSA

Pa re nt a re  in good s ta nding. In a ddition, the  2 Arizona  subs idia rie s  of PAETEC a re  a lso in good

22

23

standing

39. Both P AETEC a nd McLe odUS A ha ve  indica te d tha t the re  a re  no outs ta nding or

24 unre solve d consume r compla ints  pe nding with this  Commiss ion. S ta ffs  se a rch of the  Consume r

S e rvice s  da ta ba se  for the  pa s t 3 ye a rs  through De ce mbe r 4, 2007 for McLe odUS A, indica te s  a25

26

27

28

4 It is noted in the Application, that approximately 40 million shares of PAETEC common stock will be issued to
shareholders of currently outstanding McLeodUSA Parent stock. PAETEC has approximately 102.1 million shares of
common stock currently outstanding. McLeodUSA Parent's employee stock options, of which 2.7 million are
outstanding, will be converted into options to purchase PAETEC shares, to the extent not exercised before closing.

De cis ion No.
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1

2

3

4

tota l of 20 compla ints , 6 inquirie s , and 1 opinion, a rid tha t a ll compla ints  have  been re solved and

closed. During tha t same  time  pe riod, no compla ints , inquirie s , or opinions  have  been filed on the

othe r McLeod Pa rent Arizona  a ffilia te s  or PAETEC Arizona  subs idia rie s .

40. On De ce mbe r 12 , 2007, the  Applica nts  s ubmitte d  a n  Affida vit of P ublica tion

5 confirming publica tion of a  le ga l notice  re la tive  to  the  propos e d tra ns a ction in The  Arizona

6 Republic on De ce mbe r 10, 2007. The  Applica nts  ha ve  a lso provide d S ta ff with a  dra ft of a  dire ct

7 ma iling tha t will be  provide d to the  McLe odUS A cus tome rs  following a  de cis ion in this  ma tte r.

8 S ta ff ha s  re vie we d the  propos e d  cus tome r notice  a nd  conclude s  tha t it is  cons is te n t with

9 Commiss ion requirements .

10 41. S ta ff is  not aware of a ny concerns  or obje ctions  tile d by a ny e ntity or individua l.

l l S ta ff re vie we d the  Applica tion a nd supple me nta l filings , a nd cons ide re d a ll re sponse s  to S ta ffs

12 data requests.

13 S TAFF'S  RECOMMENDATIONS

42. S ta ff re comme nds  tha t the  Applica tion of P AETEC a nd McLe odUS A P a re nt for a

15 tra ns fe r of control of McLe odUSA to PAETEC, re sulting from the  propose d me rge r, be  a pprove d

1 4

16 pursuant to A.A.C. R14-2-803 .

21

22 a .

b .

c .

23

24

25

26
45.

27

28

17 43. S ta ff re comme nds  tha t the  Applica tion of P AETEC a nd McLe odUS A P a re nt for

18 McLe odUS A's  pa rticipa tion in de bt fina ncing a rra nge me nts  be  a pprove d pursua nt to A.R.S . 40-

19 285 and A.A.C. R14-2-804.

20 44. S ta ff a lso recommends tha t the  Applica tion be  approved without a  hearing because

S ta ff be lieves this  transaction does not:

impa ir the  financia l s ta tus  of the  Applicants ,

prevent the  Applicants ' ability to a ttract capita l a t fa ir and reasonable  te rms,

pre ve nt the  Applica nts ' a bility to provide  s a fe , re a s ona ble  a nd a de qua te

se rvice ,

d. adverse ly affect customers.

S ta ff furthe r recommends tha t approva l be  conditioned on the  following:

Tha t P AETEC provide s  notice  to the  Commiss ion within 30 da ys  following

the  acquis ition close  proposed in this  transaction.

v

a.
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Th a t fo r o n e  ye a r fo llo win g  a cq u is itio n  c lo s e  o r u n til P AE TE C a n d

McLe odUS A P a re nt informs  the  Commis s ion by filing  a n  a ffida vit with

Docke t Control tha t a cquis ition-re la te d a ctivitie s  a re  comple te d, whiche ve r

occurs  la s t, P AETEC a nd McLe odUS A P a re nt provide  writte n notifica tion

to the  Dire ctor of the  Utilitie s  Divis ion a nd to the  individua l me mbe rs  of the

Commiss ion, a t leas t 60 days  in advance , of any planned acquis ition-re la ted

Arizona  workforce  la yoffs , a ny pla nne d a cquis ition-re la te d Arizona  pla nt

clos ings , and any planned acquis ition-re la ted Arizona  facility clos ings .

Tha t McLe odUS A P a re nt a nd P AETEC provide  the  Complia nce  S e ction

with upda te s  by April 15, 2008 a nd April 15, 2009 on the  s ta tus  of pla ns  to

increase  employees and investment in Arizona .

Tha t McLe odUS A P a re nt a nd P AETEC provide  the  Complia nce  S e ction

with upda te s  by April 15, 2008 a nd April 15, 2009 of a ny cha nge s  in the

sta tus  of debt financing plans.

Tha t PAETEC be  limited from pledging any customer deposits , advances , or

pre pa yme nts  curre n tly he ld  by McLe odUS A or which  ma y be  he ld  by

McLeodUSA and/or PAETEC in the  future , a s  debt security.

Tha t P AETEC s ha ll file , a s  a n a nnua l complia nce  ite m in this  docke t, a

nota rize d a tte s ta tion from a n Office r s ta ting whe the r a ll Arizona  cus tome r

depos its , advances , and prepayments  a re  excluded from encumbrance , or

whe the r they a re  secured by a  pe rformance  bond or irrevocable  s ight dra ft

Le tte r of Credit which is  not included in the  pledged colla te ra l.

Tha t P AETEC no tifie s  the  McLe odUS A cus tome rs  o f the  a cqu is ition

through a  dire ct ma iling to the  McLe odUS A cus tome rs . Ve rifica tion of the

notice  s hould be  file d with Docke t Control within 90 da ys  of a  de cis ion in

this  ma tte r.

24

27

CONCLUS IONS  OF LAW

25 1. P AETEC, McLe odUS A P a re nt, a nd McLe odUS A a re  public s e rvice  corpora tions

26 within the  me a ning of Article  XV of the  Arizona  Cons titution.

The  Commiss ion ha s  jurisdiction ove r McLe odUS A a nd the  subje ct ma tte r in this

28 filing .

2.

g.

f.

e.

d.

c.

b .

De cis ion No.
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The  Commis s ion , ha ving  re vie we d the  filing  a nd  S ta ffs  Me mora ndum da te d

December 19, 2007, concludes  tha t it is  in the  public inte re s t to grant the  Applica tion of PAETEC

Holding Corp. a nd McLe odUS A Incorpora te d purs ua nt to the  P ublic Utility Holding Compa nie s

and Affilia ted Inte res ts  Rules , A.A.C. R14-2-801 e t seq., in connection with a  proposed transaction

whe re by P ABTEC will a cquire  control of McLe odUS A a nd to a pprove  the  tra ns a ction unde r

7

8

11

13

15

ORDER

IT IS  THE R E F O R E  O R DE R E D th a t th e  Ap p lic a tio n  o f P AE TE C  Ho ld in g  C o rp .  a n d

9 McLe odUS A Incorpora te d for a pprova l unde r the  P ublic Utility Holding Compa nie s  a nd Affilia te d

10 Inte re s ts  Rule s , A.A.C. R14-2-801 e t s e q ., in conne ction with a  p ropos e d tra ns a ction whe re by

P AETEC  will a cq uire  contro l o f McLe odUS A a nd  for a p p rova l unde r A.A.C . R 14-2-803  a nd

12

IT IS  FURTHER ORDERED tha t the  re que s t for a uthority for McLe odUS A's  pa rticipa tion

14 in de bt fina ncing a rra nge me nts  propos e d in this  tra ns a ction unde r A.R.S . 40-285 a nd A.A.C. R14-

2-804 is  approved.

IT IS  FURTHER ORDERED tha t P AETEC p rovide  notice  to  the  Com m is s ion within 30

17 days  following the  acquis ition clos e  propos ed in this  trans action.

18 IT IS  FUR THER  OR DER ED tha t fo r one  ye a r fo llowing  the  a cq uis ition  c los e  or un til

19 P AETEC  a nd  McLe odUS A P a re n t in form  the  C om m is s ion  b y tiling  a n  a ffida vit with  Docke t

20 Control tha t a cquis ition-re la te d a c tivitie s  a re  com ple te d, whiche ve r occurs  la s t, P AETEC a nd

21 McLe odUS A P a re nt provide  writte n notifica tion to the  Dire ctor of the  Utilitie s  Divis ion a nd to the

22 individua l me mbe rs  of the  Commis s ion, a t le a s t 60 da ys  in a dva nce , of a ny pla nne d a cquis ition-

23 re la te d Arizona  workforce  la yoffs , a ny pla nne d a cquis ition-re la te d Arizona  pla nt clos ings , a nd a ny

24 pla nne d a cquis ition-re la te d Arizona  fa cility clos ings .

25 IT IS  F UR THE R  O R DE R E D th a t  P AE TE C  a n d  Mc Le o d US A P a re n t  p ro v id e  th e

26 Complia nce  S e ction with upda te s  by April 15, 2008 a nd April 15, 2009 on the  s ta tus  of p la ns  to

27 increase  employees  and inves tment in Arizona .

28 4 . o

16

3.
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IT IS  FURTHER ORDERED tha t P AETEC a nd  McLe odUS A P a re n t p rovide  the

Complia nce  Se ction with upda te s  by April 15, 2008 a nd April 15, 2009 of a ny cha nge s  in the

status of debt financing plans.

IT IS  FURTHER ORDERED tha t P AETEC, McLe odUS A P a re nt, a nd McLe odUS A be

limite d from ple dging a ny cus tome r de pos its , a dva nce s , or pre pa yme nts  curre ntly he ld by

McLe odUS A or which ma y be  he ld by McLe odUS A a nd/or P AETEC in the  iiuture , a s  de bt

11

7 s e curity.

8 IT IS  FURTHER ORDERED tha t P AETEC s ha ll file , a s  a n a nnua l complia nce  ite m in this

9 docke t,  a  no ta rize d  a tte s ta tion  from  a n  Office r o f the  C om p a ny s ta ting  whe the r a ll Arizona

10 cus tome r de pos its , a dva nce s , a nd pre pa yme nts  a re  e xclude d from e ncumbra nce , or whe the r the y

a re  s ecured by a  pe rformance  bond or irrevocable  s ight dra ft Le tte r of Credit which is  not included

12 in the  pledged colla te ra l.

IT IS  FURTHER ORDERED tha t P AETEC com p le te s  the  re com m e nde d notice  to  the

14 McLe odUS A cus tome rs  of the  propos e d a cquis ition a nd fina ncing through a  dire ct ma iling to the

13

15 McLeodUSA customers.

16

17

18

19
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COMMISSIONERCOMMISSIONERCOMMISSIONER

IN WITNESS WHEREOF, I BRIAN c. McNEIL, Executive
Dire ctor of the  Arizona  Corpora tion Commis s ion, ha ve
hereunto, se t my hand and caused the  officia l sea l of this
Commis s ion to be  a ffixe d a t the  Ca pitol, in the  City of
Phoenix, this day of , 2008.

BRIAN C. McNEIL
Executive Director

DIS S ENT:

DISSENT:

EGJ:PJG:tdp/MAS

Decision No.

P a ge  18 Docke t No. T-03267A_07-05541

1 IT IS  FURTHER ORDERED tha t P AETEC file  ve rifica tion  tha t the  no tice  ha s  be e n

2 comple ted with Docke t Control within 90 days  of a  decis ion in this  ma tte r.

3 IT IS  FURTHER ORDERED tha t this  De cis ion sha ll be come  e ffe ctive  imme dia te ly.

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

BY THE ORDER OF THE ARIZONA CORPORATION COMMISSION
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