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EXHIBIT 2
AFFILIATED TRANSACTIONS

Pend Oreille Telephone Company and its parent, Rural Telephone Company, have a service
agreement in which Rural Telephone provides management and operational service to Pend
Oreille Telephone Company. These services are direct assigned to Pend Oreille as the expenses
are incurred. Rural provided $ 402,333 and $297,712 of such services in 2015 and 2014,
respectively. (The difference in 2015 is because Pend Oreille Telephone Company utilized Rural
Telephone Company construction employees for Fiber Construction.}

Pend Oreille leased vehicles and equipment from an affiliate, Little Valley Elk Ranch, in the
amount of $ 14,526 in both 2015 and 2014,
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EXHIBIT 3

DEMONSTRATION OF RISK OF RATE INSTABILITY OR SERVICE
INTERRUPTION OR CESSATION

The operating environment in which the Company finds itself has created a climate of great
financial uncertainty, The Company has been working over the past several years to address
growing competition. The Company has taken steps to increase the availability and attributes of
advanced services offered by the Company, including broadband, This has resulted in the
Company making additional investments in regulated plant of approximately $2.729.663 during
the period January 1, 2011 through December 31, 2015. As a result, the Company has a
substantial debt obligation to cover the investment that has been made.

The overall financial condition of the Company is detailed on other Exhibits to this Petition.
What this information demonstrates is that, when adjusted to eliminate the support from the state
Universal Communications Services Program that the Company received or accrued in 2015, the
Company's total regulated revenue decreased by 2 percent from 2011 through 2015. The
Company has looked for ways to lower expenses. However, much of the Company's operating
expenses are fixed obligations, such as debt-related payments.

At the same time, the Company is seeing increased competition. For example, the Company has
seen some migration of customers "cutting the cord” to move to wireless or other service as their
sole method of telecommunications. Since 2011, the Company has lost 332 access lines. A loss
of customers equates to a loss of revenue without a corresponding reduction in expenses or
corresponding increase in rates. This trend of access line loss is exacerbated by the Federal
Communications Commission's requirement that the Company increase its rates to remain
eligible for full federal USF support. Since 2012, the Company has increased its local exchange
service rates in order to be in compliance with the national urban rate floor prescribed by the
Federal Communications Commission. However, those increases have been insufficient to fully
replace the revenues that have been lost due to the reduction in access lines. In addition, those
rate increases have tended to stimulate a surge in disconnection of service by customers.

As another example, some of the financial uncertainty that the Company faces stems from the
USF/ICC Transformation Order issued by the Federal Communications Commission.) The
USF/ICC Transformation Order has built in an automatic decline in the Company's intrastate and
interstate access revenues. The intercarrier compensation portion of the Transformation Order

! In the Matter of Connect America Fund, A National Broadband Plan for Our Future, Establishing Just and
Reasonable Rates for Local Exchange Carriers, High-Cost Universal Service Support, Developing an Unified
Intercarvier Compensation Regime, Federal-State Joint Board on Universal Service, Lifeline and Link-Up,
Universal Service Reform - Mobility Fun, WC Docket No. 10-90, GN Docket No. 09-51, WC Docket No. 07-135,
WC Docket No, 05-337, CC Docket No. 01-92, CC Docket No. 96-45, WC Docket No. 03-109, WT Docket No. 10-
208, Report and Order and Further Notice of Proposed Rulemaking, FCC 11-161 (rel. Nov. 18, 2011)(USF/ACC
Transformation Order).
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introduces a concept of a base line year for calculating terminating access and reciprocal
compensation revenues and provides support from the Connect America Fund ("CAF") based on
the base line year, However, the base line year revenues (from which the level of CAF support is
derived) are reduced iteratively by five percent each year. The CAF support reduction beganin
July 2012. Projecting through the calendar year 2017, including additional reductions that will
occur July 1, 2017, the Company has seen a reduction in support from the base line revenue
amount of approximately $ 245,213 through 2017.

On top of all this, during the four-year period ended December 31, 2014, the Company has seen
its total federal support undergo a significant reduction, declining from § 555.611 in 2011 to

$534.683 in 2015.

These factors, among others, have led to the strained financial condition of the Company as
reflected in the financial reports that are part of the Petition.

The combination of factors noted above creates a situation in which, without support from the
state universal communications services program, the Company may be faced with a choice of
increasing rates further or reducing service in order to be able to match expenses to revenues.
Neither choice presents a viable path for providing continued high quality service to customers.
The dilemma presented by these choices reflects the risk of rate instability or service interruption
or cessation to which the Company is subject.
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State USF Petition Fitling Requirement -WAC 480-123-116 (E}{e}
Prior Year Income Statement

Company Name: {Below)
Pend Oreille Telephone Company

Prior Year Part 64 Prior Year
Line # Description 2014 Adj. to NanReg Adjusted
{A) (B) 2014 {C)
1 Jiocal Network Services Revenues 393,106 393,106
2 |detwork Access Services Reveniues 1,905,132 1,505,132
3 |Long Distance Network Services Revenues 4] 0
4 |carrier Billing and Collection Revenues 0 0
5 |Miscellaneous Revenues 27,027 {13,195} 13,832
6 |Uncollectible Revenues [Normal Balance is debit or in brackets} [9,913) {9,913}
7 |Net Qperating Revenues (1 thru 6} 2,315,353 {13,195} 2,302,158
8 |Plant Specific Operations Expense 673,124 1,644 674,768
9 |Plznt Nonspecific Operations Expense (excluding Depreciation & Amort.} 191,957 (1,980) 189,977
10 |Depreciation Expense 315,948 (633) 315,315
11 [Amortization Expense 0 2
12 [Customer Operations Expense 165,053 (37,612} 122,441
13 |Corporate Operations 797,213 {26,999} 770,212
14 |Total Operations Expenses (8 thru 12 +13b) 2,143,293 {65,580) 2,077,713
15 |[Operating Income er Margins (7 less 14} 172,060 52,385 224,445
16 [Other Operating Income and Expenses { } [\ 0
17 [State and Local Taxes o] 0
18 |Federal incorne Taxes (A1) - [LINE 15 ZERO IF COMPANY 15 5 CORP} 383,585 (343,8686) 39,719
19 |Other Taxes 54,556 {37} 54,519
20 [Total Qperating Taxes {17+18+19) 438,141 (343,903} 54,238
21 |Net Operating Income or Margins (15+16-20} (266,081} 396,288 130,207
22 interest on Funded Debt 67,118 {16,828) 50,290
23 {interest Expense - Capital Leases 1} 0
24 {Other Interest Expense 3,297 3,297
25 |Allowance for Funds Used During Construction (CR} {65} {65}
26 {Total Fixed Charges (22+23+24-25) 70,350 {16,828) £3,522
27 |Nonoperating Net Income 1:,916 {11,916) \]
28 |{Extracrdinary lterms 1] 4]
29 |Jurisdictional Differences 0 ] 1]
30 [Nonregulated Net income {B1) 28,767 | 7 1413,116) (384,348}
31 |Total Net Income or Margins {21+27+28+20430-26) {295,748) {11,916) (307,664}
32 [Total Taxes Based on Income T SRR
33 |Retsined Farning ar Margins Beginning-of-Year {15,828) {15,828)
34 |Miscellaneous Credits Year-to-Date 0 0
35 |Dividends Declared (Common) 0 0
36 |Dividends Declared (Preferved) 0 [1]
37 |Other Debits Year-to-Date 0 0
38 [Transfers to Patronage Capital 0 0
39 |Retained Earnings End-of-Perlod {(31+33+34)-(35+36+37+438)[A2) {311,575) (11,9186) (323,491)
40 |Patronage Capital Beginning-of-Year 0
41 [Transfers to Patronage Capital 0
47 |Patronage Capital Credits Retired 0
43 |Patronage Capltal End-of-Year (40+41-42) 0 1] 0
44 [Annual Debt Service Payments 94,997 | SETLELL 94,997
45 |Cash Ratio {{14+20-10-11)/7] 1L.9785 30.9846 0.8065
46 |Operating Accrual Ratio {{14%20+26)/7) 1.1453 32.3078 0.9667
47 |TIER {{31426)/26) (3.2039) 1,7081 {4.7483)
48 [DSCR ({31+26+10+11}/44) 3.9532 HDIV/OL 0.6440
Footrotes;
{A} As reported on RUS Form 479
{AL) S Corps provide effactive tax rate from Cost study on Page 9, inc, Statement
Summary Schedule Footnote
(A2) Column A, Line 39 must equal Column A, Line 57 of Page 1, Balance Sheet
{B) Part 64 adjustment from regulated te nonregulated
{B1) Column B, automatic offset to Nonregulated Net Income (No impact to

Retained Earnings)

Page 7 of 12
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State USE Petltion Filing Requirement -WAC 480-123-110 [1}(e)
Current Year Incoma Statement

Company Name: (Below)
Pend Oreille Telephona Company

Cuyrent Year Part 64 Current Year
Line 8 Description 2015 Adj. to NonReg Adjusted
(A) B) 2015 (C)
1 ilocal Network Services Revenues 410,863 3 410,866
2 |Network Access Services Revenues 2,203,921 2,203,921
3 |Long Distance Network Services Revenuas ]
4 Carrter Billing and Collection Revenues ]
5 |Miscellaneous Revenues 26,373 (14,555} 11,818
6 |Uncoliectible Revenues (Normal Balance is debit or in brackats) {18,879} (18,879}
7  |Net Dperating Revenues (1 thru 6) 2,622,278 {14,552) 2,607,726
2  |Plant Specific Operations Expense 676,176 {4,965) 671,211
9 |Plant Nonspacific Operations Expense {exciuding Depreciation & Amart.) 213,547 (17,129) 196,418
10 |Depreciation Expense 318,962 {1,888) 317,074
11 |Amortization Expense o
12 |Custarner Operations Expense 176,809 {7,300 169,502
13 |Corporate Operations 803,756 {9,625) 794,131
14 |Total Operations Expenses {8 thru 12 +13%} 2,189,250 {40,914) 2,148,336
15 |Operating Income or Margins {7 less 14} 433,028 26,362 459,390
16 |Other Operating Income and Expenses ( ) o
17 |State and Local Taxes 0
18 [Federal Income Taxes (A1) - {LINE IS ZERO IF COMPANY 15 S CORP) 117,035 4,850 121,889
19 [Other Taxes 52,621 {110) 52,511
20 |Total Operating Taxes (17+18+19) 169,660 4,740 174,400
21 iNet Operatlng Income or Marglns {15+16-20) 263,368 21,622 284,990
22 jinterest on Funded Debt 63,615 (22,457} 41,158
23 {interest Expense - Capital Leases o
24 |Other Iinterest Expense 2,311 (2,321} V]
25 {Allowance for Funds Used During Construction {CR) {2,362) (2,362}
26 |Tota! Fixed Charges (22+23+24-25) 63,564 (24,768} 38,796
27 {Nonoperating Net Income 9,050 (16,274} (7,224}
28 |Extraordinary Items 4]
29 [lurisdictional Differences o
30 |Nanregulated Net Ircorne (B1) §2,314 :{46,390) 35,924
31 [Total Net Income or Margins {21+27+28+29+30-26} 291,168 (16,274} 274,894
32 |Total Taxes Based on Income e e e
33 [Retained Earning or Margins Beginning-of-Year {311,576} {311,576}
34 |Miscellaneous Credits Year-to-Date 1]
35 |Dividands Declared (Cornmon) 179,311 179,311
36 |Dividends Declared [Preferred} 0
37 |Other Dehits Year-to-Date 1]
38 [Transfers to Patronage Capital 0
39 |Retained Earnlngs End-of-Perlod ({31433+34)-(35+36437+38){A2) {199,712} 116,274) {215,593}
40 |Patronage Capital Beginning-of-Year (1}
41 [Transfers to Patronage Capital 0
42 |Patronage Capital Credits Retired 0
43  |Patranage Capltal End-of-Year {40+41-42) 0 0 0
44 |Annual Debt Service Payments 155,131 R 155,131
45 |Cash Ratio {(14+20-10-11)/7) 0.7779 2.3561 0.7691
46 |Operating Accrual Ratio {{14420+26)/7) 0.9238 4,1879 0.9056
47 |TIER {(31+26)/26} 5.5807 1.657t 8.0856
48 IDSCR {{31+26+10+11)/44) 4,3427 #DIV/0] 4.0660
Footnotes:
[A)  Asreported on RUS Form 479
{A1) 5 Corps provide effective tax rate from Cost study on Page 9, Inc. Statetnent
Summary Schedule Footnote
{A2) Column A, Line 39 must equal Column A, Line 57 of Page 2, Balance Sheet
(B) Part 64 adjustment from regulated to nonreguiated
(B1} Column B, autcmatlc offset to Nonregulated Net ncome {No Impact to

Retained Earnings)

Page 8 of 12
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State USE Petition Filing Requirement -WAC 480-123-110 {1){e}
Prior and Current Year Income Statement

Company Name;
Pend Oreille Telephone Company

Adjusted Adjusted
Line # Description - Prior Year Current Year
2014 2015
1 |Local Network Services Revenues 393,106 450,866
2 |Network Access Services Revenues 1,905,132 2,203,921
3 |Long Distance Network Services Revenues 1] [
4 |Carrier Billing and Coltection Revenues 1] 0
5 [Miscellaneous Revenues 13,832 11,818
6 luncollectible Revenues (Normal Balance is debit or in brackets} (9,913} {18,879)
7 iNet Operating Revenues {1 thru 6) 2,302,158 2,607,726
8 IPlant Specific Operations Expanse 674,768 671,211
9 ]plant Nonspecific Operations Expense (excluding Depreciation & Amort.} 189,977 196,418
10 {Depreciation Expense 315,315 317,074
11 JAmortization Expense 0 0
12 ]Customer Operations Expense 127,441 169,502
13 {Corporate Operations 770,212 794,13%
14 |Total Operations Expenses {8 thru 12 +13b} 2,027,713 2,148,336
15 |Operating Income or Margins (7 less 14} 224,445 456,330
1§ |Other Operating Income and Expenses { } 0 o
i7 |State and Local Taxes 1] o
18 |Federat Income Taxes (A1) - {LINE IS ZERO IF COMPANY IS5 S CORP} 38,719 121,889
19 |Other Taxes 54,519 52,511
20 |Total Operating Takes (17+18+18} 94,238 174,400
21 [Net Operatlng Income or Margins {15+16-20} 130,207 284,930
22 |Interest on Funded Debt 50,250 41,158
23 |Interest Expense - Capital Leases o ¢}
24 |Other Interest Expense 3,297 4]
25 |Alowance for Funds Used During Censtruction {65} (2,362}
26 |Total Fixed Charges (22+23+24-25} 53,522 38,796
27 |Nonoperating Net Income [ (7,224}
28 |Extraordinary ltems o 0
29 |lurisdictional Differences 4] 0
30 |Nonregulated Net income {384,348} 35,924
31 |Total Net income or Margins {21+27+28+29+30-26) {307,664) 274,894
32 |Total Taxes Based on income R o
33 |Retained Earning or Margins Beginning-of-Year {15,828) (311,576)
34  |Miscellaneous Credits Year-to-Date 4] 0
35 |Dividends Declared (Common) 0 179,311
36 |Dividends Declared (Preferred) o 0
37 |Other Debits Year-to-Date 0 0
38 {Transfers to Patronage Capital 0 0
39 |Retained Earnlngs or Margins End-of-Period {(31+33+34)-[35+36+437438) {323,491) {215,993)
40 }Patronage Capital Beginning-of-Year bl 0
4i {Transfers to Patronage Capital o] a
42 |Patronage Capital Credits Retired 1] 0
43 |patronage Capital End-of-Year {40+41-42) 0 0
44 |Annual Debt Service Payments 94,997 155,131
45 |Cash Ratio {{14+20-10-11)/7) 0.8065 0.7691
46 |Operating Accrual Ratio ({14+20+26)/7} 0.9667 0.9056
47 |TIER {{31426)/26) {4.7483) B.0B56
48 |DSCR {{31+26+10+11)/44) 0.64 4.0660
Footnote 2014 2015
{A1) $ Corporation Effective Tax Rate (2 decimal places):
Note:

Adjusted Income Statement reflects Part 64 Adustments (Regulated to
Nonregulated).

Page 9 of 12
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INDEPENDENT AUDITOR'S REPORT

To the Board of Directors
Pend Oreille Telephone Company
Glenns Ferry, Idaho

Report on the Financial Statements

We have audited the accompanying balance sheets of Pend Oreille Telephone Company (an Idaho
corporation) as of December 31, 2015, and the related statements of operations, stockholders' equity and
cash flows for the years then ended, and the related notes to the financial statements.

Management's Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes
the design, implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to fraud or
ertror.

Auditor's Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits. We
conducted our audits in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards
issued by the Comptroller General of the United States. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the financial statements. The procedures selected depend on the auditor’s judgment; including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s
preparation and fair presentation of the financial statements in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the entity’s internal control. Accordingly, we express no such opinion. An audit also includes evaluating
the appropriateness of accounting policies used and the reasonableness of significant estimates made by
management as well as evaluating the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.

-1-
Kiesling Associates LLP | Kiesling Consulting LLC | Kiesling Investment Management LLC



Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Pend Oreille Telephone Company as of December 31, 2015, and the results of its
operations and its cash flows for the years then ended in accordance with accounting principles generally
accepted in the United States of America.

Report on Other Legal and Regulatory Requirements

In accordance with Government Auditing Standards, we have also issued a report dated April 25, 2016,
on our consideration of Pend Oreille Telephone Company's internal control over financial reporting and
our tests of its compliance with certain provisions of laws, regulations, contracts, grant agreements and
other matters, The purpose of that report is to describe the scope of our testing of internal control over
financial reporting and compliance and the results of that testing, and not to provide an opinion on
internal control over financial reporiing or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards in considering Company's internal control
over financial reporting and compliance.

Yok Qe L1

Madison, Wisconsin
April 25, 2016




PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

BALANCE SHEETS
December 31, 2015 and 2014

2015 2014
ASSETS
CURRENT ASSETS
Cash and cash equivalents $ 1,205,652 566,521
Special construction account 865 865
Marketable securities 20,016 67,799
Accounts receivable:
Due from customers 46,076 57,788
Interexchange carriers 177,735 199,843
Affiliates 261,598 374,629
Other 5,490 9,904
Materials and supplies at average cost 185,149 218,892
Inventory at average cost 5,843 9,717
1,908,424 1,505,958
OTHER NONCURRENT ASSETS
Marketable securities 5,923 -
Other investments 291,118 332,265
297,041 332,265
PROPERTY, PLANT AND EQUIPMENT
Telephone plant in service 16,754,231 16,626,705
Other property 26,904 26,904
16,781,135 16,653,609
Less accumulated depreciation 14,603,682 14,341,305
2,177,453 2,312,304
Plant under construction 99,076 40,128
Property held for future use 1,250 1,250
2,277,779 2,353,682
TOTAL ASSETS $ 4483244 $ 4,191,905

The accompanying notes are an integral part of these financial statements.

-3 -



PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

BALANCE SHEETS
December 31, 2015 and 2014
2015 2014
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES
Current portion of long-term debt $ 105,293 § 03,408
Accounts payable;
Interexchange carriers 23,668 25,366
Affiliates 52,873 53,859
Other 93,142 63,435
Advance payments 213,068 -
Customer deposits 4,650 4,910
Other accrued liabilities 52,702 52,379
545,396 293,357
LONG-TERM DEBT, LESS CURRENT PORTION 1,136,111 1,200,832
OTHER NONCURRENT LIABILITIES AND DEFERRED CREDITS
Deferred income taxes 335,110 342,946
STOCKHOLDERS' EQUITY
Common stock - no par value, 25,000 shares authorized, 5,000
shares issued and outstanding 2,666,346 2,066,346
Retained deficit (199,719 (311,576)

2,460,627 2,354,770

TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $_ 4483244 $ 4,191,905

The accompanying notes are an integral part of these financial statements.

4.



PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

STATEMENTS OF OPERATIONS
Years ended December 31, 2015 and 2014

2015 2014
OPERATING REVENUES
Local network services $ 410,863 $§ 393,108
Network access services 2,203,921 1,905,133
Internet services 453,684 419,799
Other nonregulated services 23,448 20,812
Miscellaneous 26,373 27,027
Uncollectible (18,879) {9,913)
3,099,410 2,755,966
OPERATING EXPENSES
Plant specific operations 694,879 693,426
Plant nonspecific operations 213,547 191,957
Cost of internet services 375,277 388,260
Depreciation and amortization 318,962 315,948
Customer operations 176,810 165,053
Corporate operations 803,756 797,211
General taxes 52,621 54,556
2,635,852 2,606,411
OPERATING INCOME 463,558 149,555
OTHER INCOME (EXPENSE)
Interest and dividend income 20,505 17,951
Allowance for funds used during construction 2,362 65
Interest expense ~ (65,926) (70,415)
Other, net (8,061) (6,100)
(51,120) (58,499)
INCOME BEFORE INCOME TAXES 412,438 91,056
INCOME TAXES 121,270 386,804
NET INCOME (LOSS) 3 291,168 §  (295,748)

The accompanying notes are an integral part of these financial statements.

-5



PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

STATEMENTS OF STOCKHOLDERS' EQUITY
Years Ended December 31, 20115 and 2014

Total
Common Stock Retained Stockholders'
Shares Amount Deficit Equity
Balance at December 31, 2013 5000 $ 2,666,346 % (15,828) $ 2,650,518
Net loss {(295,748) {295,748)
Balance at December 31, 2014 5,000 2,666,346 (311,576) 2,354,770
Net income , 291,168 291,168
Dividends paid (179,311 (179,311)
Balance at December 31, 2015 5000 $ 2666346 §  (199,719) $_ 2,466,627

The accompanying notes are an integral part of these financial statements.
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PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

STATEMENTS OF CASH FLOWS
Years ended December 31, 2015 and 2014

2015 2014
CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss) $ 291,168 § (295,748)
Adjustments to reconcile net income (loss})
to net cash provided by operating activities:
Depreciation 318,962 315,948
Deferred income taxes (7,836) 342,946
Patronage in business conducted with cooperatives (8,799) (5,547)
Patronage distributions received from business conducted with
cooperatives 50,050 41,039
Allowance for funds used during construction (2,362) (65)
Changes in assets and liabilities:
(Increase) Decrease in:
Accounts receivable 151,265 (66,517)
Material and supplies and inventory 37,617 (2,221)
Increase (Decrease) in:
Accounts payable 27,023 18,613
Customer deposits (260) 1,240
Advanced payments 213,068 -
Other accrued liabilities 323 {2,392)
Net cash provided by operating activities 1,070,219 347,296
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures (242,697) (8,978)
Purchases of investments (26,042) (576)
Proceeds from sales of investments 67,798 -
Salvage, net of cost of removing plant ‘ 2,000 -
Net cash used in investing activities (198,941) (9,554)
CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from long-term borrowing 46,938 -
Repayment of long-term debt (99,774) (89,024)
Dividends paid (179,311) -
Net cash used in financing activities (232,147) (89,024)
Net Increase in Cash and Cash Equivalents 639,131 248,718
Cash and Cash Equivalents at Beginning of Year 566,521 317,803
Cash and Cash Equivalents at End of Year $__1,205,652 §___ 566,521

The accompanying notes are an integral part of these financial statements.

-7-




NOTE 1.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

Pend Oreille Telephone Company (herein referred to as "the Company") is a provider of
telecommunications exchange, local access, and internet services in a service area located in
northeast Washington. The Company is a wholly-owned subsidiary of Rural Telephone
Company, which is a wholly-owned subsidiary of Martell Enterprises, Inc., both of which
are Idaho corporations.

The accounting policies of the Company conform to accounting principles generally
accepted in the United States of America. Management uses estimates and assumptions in
preparing its financial statements. Those estimates and assumptions affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates. Management has
evaluated subsequent events through April 25, 2016, the date the financial statements were
available for issue. Telephone operations reflect practices appropriate to the telephone
industry. The accounting records of the telephone company are maintained in accordance
with the Uniform System of Accounts for Class A and B Telephone Companies prescribed
by the Federal Communications Commission (FCC) as modified by the state regulatory
authority.

Cash Equivalents

All highly liquid investments with a maturity of three months or less at the time of purchase
are considered cash equivalents.

Accounts Receivable

Receivables are reported at the amounts the Company expects to collect on balances
outstanding at year end. The Company monitors outstanding balances and periodically
writes off balances that are determined to be uncollectible. The Company has concluded
that losses on balances outstanding at year end will be immaterial.

Inventory

Inventory is stated at the lower of cost or market with cost determined by the average cost
method.




NOTE 1.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES {(Continued)
Investments

Marketable securities bought and held principally for selling in the near future arc classified
as trading securities and carried at fair value. Unrealized holding gains and losses on
trading securities are reported in earnings. Marketable securities classified as available-for-
sale are carried at fair value with unrealized holding gains and losses recorded as a separate
component of stockholders' equity. Debt securities for which the Company has both the
positive intent and ability to hold to maturity are classified as held-to-maturity and are
carried at amortized cost. The Company uses the specific identification method of
computing realized gains and losses. As of December 31, 2015 and 2014, all marketable
securities have been categorized as held to maturity, and amortized cost approximates fair
value.

Nonmarketable equity investments over which the Company has significant influence are
reflected on the equity method. Other nonmarketable equity investments are stated at cost.

Advance payments

Advance payments represent the 2016 state of Washington Universal Service Fund
payments which were received in 20135,

Property, Plant and Equipment

Telephone plant in service is capitalized at original cost including the capitalized cost of
salaries and wages, materials, certain payroll taxes, employee benefits and interest incurred
during the construction period.

The Company provides for depreciation for financial reporting purposes on the straight-line
method by the application of rates based on the estimated service lives of the various classes
of depreciable property as approved by the state regulatory authority. These estimates are
subject to change in the near term,

Renewals and betterments of units of telephone property are charged to telephone plant in
service. When telephone plant is retired, its cost is removed from the asset account and
charged against accumulated depreciation less any salvage realized. No gains or losses are
recognized in connection with routine retirements of depreciable telephone property.
Repairs and rencwals of minor items of telephone property are included in plant specific
operations expense.

Repairs of other property, as well as renewals of minor items, are charged to plant specific
operations expense. A gain or loss is recognized when other property is sold or retired.

Asset Retirement Obligations




NOTE 1.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Asset Retirement Obligations (Continued)

Generally accepted accounting principles require enfities to record the fair value of a
liability for legal obligations associated with an asset retirement in the period in which the
obligations are incurred. When the liability is initially recorded, the entity capitalizes the
cost of the asset retirement obligation by increasing the carrying amount of the related long-
lived asset. Over time, the liability is accreted to its present value each period, and the
capitalized cost is depreciated over the useful life of the related asset.

The Company has determined it does not have a material legal obligation to remove long-
"tived assets, and accordingly, there have been no liabilities recorded for the years ended
December 31, 2015 and 2014.

Software

The Company capitalizes software costs (including right-to-use fees) associated with
externally acquired software for internal use. Software maintenance and training costs are
expensed as incurred. Capitalized software is generally amortized on a straight-line basis
over its useful life, not to exceed five years.

Long-Lived Assets

The Company would provide for impairment losses on long-lived assets when no longer cost
of service regulated, indicators of impairment are present and the undiscounted cash flows
estimated to be generated by those assets are less than the assets' carrying amount. Based on
current conditions, management does not believe any of its long-lived assets are impaired.

-10-



NOTE 1.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
Income Taxes

The Company was taxed as an S Corporation for federal and state income tax purposes for
the year ending December 31, 2013. The shareholders included their respective shares of
income or loss on their individual tax returns. Accordingly, no provision was made in the
accompanying financial statements. The Company is included in the consolidated return of
Martell Enterprises, Inc, In 2014, Martell Enterprises, Inc. revoked their S Corporation
clection. As a result, the Company recognized into current expense the deferred tax
consequences of all book to tax differences at the time of revocation.

Beginning in 2014, income taxes are accounted for using a liability method and provide for
the tax effects of transactions reported in the financial statements including both taxes
currently due and deferred. Deferred taxes are adjusted to reflect deferred tax consequences
at current enacted tax rates. Deferred income taxes reflect the net tax effects of temporary
differences between the carrying amounts of assets and labilities for financial reporting

purposes and the amounts used for income tax purposes. Significant components of the

Company's deferred taxes arise from the effects of accelerated depreciation on property and
equipment for tax purposes. The deferred tax assets and liabilities represent the future tax
return consequences of those differences, which will either be taxable or deductible, when
the assets and liabilities are recovered or settled.

Revenue Recognition

The Company recognizes revenues when earned regardless of the period in which they are
billed. The Company is required to provide telephone service to subscribers within its
defined service territory.

Local network service and internet revenues are recognized over the period a subscriber is
connected to the network.

Network access revenues are derived from charges for access to the Company's local
exchange network. The interstate portion of access revenues is based on a cost separation
procedure settlement formula administered by the National Exchange Carrier Association
(NECA) which is regulated by the FCC. The intrastate portion of access revenues are billed
based on an individual company tariff access charge structure based on expense and plant
investment of the Company as approved by the state regulatory authority. The tariffs
developed from this structure are used to charge the connecting carrier and recognize
revenues in the period the traffic is transported based on the minutes of traffic
carried.

Reported network access revenues are estimates subject to settlement adjustments in the
near term resulting from changes in expense and plant investment levels and rate of return
¢xperience.

-11-




NOTE 1.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Revenue Recognition (Continued)

Revenues from network access and long distance services were increased/(decreased) by
approximately $54,000 and $(72,000) in 2015 and 2014, respectively, as a result of
adjustments to prior years' estimates,

The Company recognizes internet revenue as the total amount earned from charges to
customers in the statement of operations as internet services. In accordance with tariffs
filed with the FCC by NECA, the Company charges its non-regulated internet operations the
tariffed wholesale DSL rate for the use of the Company’s regulated plant facilities. These
charges in network access services and cost of internet services totaled $107,584 and
$154,455 in 2015 and 2014, respectively.

The Company recognizes taxes charged to customers on a net basis.

Advertising Costs

Advertising costs are expensed as incurred. Advertising expenses were $75,960 and
$75,570 in 2015 and 2014, respectively.

Fair Value Measurements

The Company determined the fair value of its financial assets and liabilities based on the
fair value hicrarchy, which requires an entity to maximize the use of observable inputs and
minimize the use of unobservable inputs when measuring fair value. The following three
levels of inputs may be used to measure fair value:

Level |  Quoted prices in active markets for identical assets or labilities that the
Company has the ability to access at the measurement date.

Level2  Observable inputs other than Level 1 prices, such as quoted prices for similar
assets or liabilities; quoted prices in markets that are not active; or other inputs
that are observable or can be corroborated by observable market data for
substantiaily the full term of the assets or liabilities.

Level 3 Unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets or liabilities.

Reclassifications

Certain reclassifications have been made to the 2014 financial statements to conform with
the 2015 presentation.

-12-




PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

NOTE 2. SECURITIES INVESTMENTS

The amortized cost and fair value of held-to-maturity securitics are:

Gross Gross
Amortized  Unrealized  Unrealized Fair
Cost Gains Losses Value
December 31, 2015:
Held-to-Maturity:
US Government obligations 5___25939 3 - S__ - %2593
Amounts classified as:
Current marketable $ 20016
Marketable securities $ 5923
Total $ 25939
December 31, 2014:
Held-to-Maturity:
US Government obligations $__67799 §____ - S______- $__ 67,799

Amounts classified as:

Marketable securities § 67,799

Investments measured at fair value are valued at Level 1 in the fair value hierarchy.

The amortized cost and fair value of debt sccurities at December 31, 2015, by contractual
maturity are shown below. Expected maturities may differ from contractual maturities
becausc the issuers of the securities may have the right to prepay obligations without
prepayment penalties,

Amortized
Cost Fair Value
Held-to-Maturity:
Due in one year or less $ 20,016 §$ 20,016
Due after one year through three years 5,923 5,923

$ 25939 $_ 25,939

-13-




NOTE 3.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment includes the following:

2015 2014
Telephone plant in service:
Land $ 73,954 §$ 73,954
Buildings 512,429 512,429
Furniture and office equipment 135,951 135,951
Vehicles and work equipment 443,274 454,922
Switching equipment 6,657,944 6,655,361
Outside plant 8,930,679 8,794,088
Subtotal 16,754,231 16,626,705
Other property:
Internet equipment 26,904 26,904

Total property, plant and equipment

$ 16,781,135 $_ 16,653,609

Depreciation on depreciable property resulted in composite rates of 1.92% and 1.91% for

2015 and 2014, respectively.

NOTE 4. OTHER INVESTMENTS
Other investments consist of the following at December 31:
2015 2014

Cobank patronage capital certificates S 110,761 $ 159,178
National Rural Telecommunications Cooperative
patronage capital certificates 163,371 156,204
Independent NECA Services stock 10,000 10,000
Other 6,986 6,883

Total $ 291,118 § 332,265

Because of the lack of quoted market prices and the inability to estimate fair value without
incurring excessive costs, management has determined it is not practical to estimate the fair
value of these investments. However, management believes that the carrying amount of
these investments at December 31, 2015 is not impaired.

-14-
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NOTE 6.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

INCOME TAXES

TIncome taxes reflected in the Statements of Operations consist of the following:

2015 2014
Federal income taxes: '
Current tax expense $ 129,106 % 43,858
Deferred tax expense (7,836) 342,946
Total income tax expense $ 121,270 $_ 386,804

No cash was paid for income taxes during 2015,

Deferred federal and state tax liabilities and assets reflected in the Balance Sheets are
summarized as follows:

2015 2014
Deferred Tax Liabilities
Federal $ 335,110 $ 342,946
Net Deferred Tax Liabilities - Long-Term $ 335110 $ 342,946

The tax provision differs from the expense that would result from applying the federal
statufory rates to operations before income taxes because of a prior period adjustment
related to the Company's conversion from an S Corporation to a C Corporation.

The Company has cvaluated its income tax positions and determined that there are no
uncertain income tax positions that need to be recorded or reported in the consolidated
financial statements at December 31, 2015 and 2014.

The Company's federal income fax returns for years 2012 to present remain subject to
examination.

LONG-TERM DEBT

Long-term debt consists of:

2015 2014
Chrysler Credit - 5.99% $ 40,598 $ -
RDUP mortgage notes - 5% $ 1,200,806 $ 1,294,240
Less current portion 105,293 93,408
$ 1,136,111 $_ 1,200,832
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NOTE 6.

NOTE 7.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

LONG-TERM DEBT (Continued)

The annual requirements for principal payments on long-term debt for the next five years
are as follows:

2016 $ 105,293
2017 110,700
2018 116,500
2019 122,500
2020 128,900

Substantially all assets of the Company are pledged as security for the long-term debt under
certain loan agreements with the Rural Development Utilities Program (RDUP). These
morigage notes are to be repaid in equal monthly and quarterly instaliments covering
principal and interest beginning after date of issue and expiring by 2029.

Cash paid for interest net of amounts capitalized for 2015 and 2014 totaled $62,513 and
$70,350, respectively.

Unadvanced funds at December 31, 2015 and 2014 for long-term notes totaled $0 and
$6,495,000, respectively.

Under the provisions of the loan contract, advances of loan funds shall be deposited in a
special construction account and held in trust for the government until disbursed. The loan
contract restricts disbursements to such expenditures as RDUP may authorize. All payments
from the trust accounts are subject to RDUP approval.

The mortgage to the United States of America, underlying the RDUP notes, contains certain
restrictions on the declaration or payment of cash dividends, redemption of capital stock or
investment in affiliated companies except as might be specifically authorized in writing in
advance by the RDUP noteholders.

EMPLOYEE BENEFITS

The Company participates in a Safe Harbor 401(k) profit sharing plan (Plan) sponsored by
its parent company. The Plan covers all employees who meet certain eligibility requirements
under the Plan. Eligible participants may defer wages to their employee deferral accounts
subject to specific limitations set by the Internal Revenue Service. Pension costs expensed
and capitalized for 2015 and 2014 were $53,540 and $55,422, respectively.

216 -




NOTE 8.

NOTE Y.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

RELATED PARTY TRANSACTIONS

The Company and its parent, Rural Telephone Company (Rural), have a service agreement
in which Rural provides management and operational services to the Company. Rural
provided $245,016 and $237,620 of such services in 2015 and 2014, respectively.

The Company leased equipment from an affiliate, Little Valley Elk Ranch, in the amount of
$14,526 in both 2015 and 2014,

Accounts receivable (payable) affiliates at December 31 consists of the following:

2015 2014
Accounts receivable, stockholders and employees $ 82,376 § 81,522
Accounts receivable, Little Valley Elk Ranch 166,319 161,038
Accounts receivable, Rural Telephone Company 12,903 132,069
Accounts receivable (payable), Nehalem {52,873) (53,859)

Telecommunications, Inc.
‘ $ 208725 % 320,770

CONCENTRATIONS OF CREDIT RISK

The Company grants credit to customers, all of whom are located in the franchised service
area, and telecommunications intrastate and interstate long distance carriers. The Company
is subject to competition for telecommunications services including telecommunications
exchange services offered by other providers in the franchised area.

The Company received 71% of its 2015 revenues from access revenues and assistance
provided by the Federal Universal Service Fund. Asa result of the Telecommunications Act
of 1996, the manner in which access revenues and Universal Service Funds are determined
is currently being modified by regulatory bodies.

Financial instruments that potentially subject the Company to concentrations of credit risk
consist principally of cash equivalents.

The Company maintains its cash in bank deposit accounts which, at times, may exceed
federally insured limits. The Company has not experienced any losses in such accounts.
The Company believes it is not exposed to any significant credit risk on cash and cash
equivalents.
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NOTE 10.

NOTE 11.

PEND OREILLE TELEPHONE COMPANY
GLENNS FERRY, IDAHO

NOTES TO FINANCIAL STATEMENTS
December 31, 2015 and 2014

REGULATORY ACCOUNTING

For its telephone operations, the Company follows generally accepted accounting principles
for regulated enterprises. Accordingly, the Company defers certain cost and obligations and
depreciates plant and equipment over lives approved by regulators. While the Company
continues to believe the current regulatory and competitive environment supports this
accounting treatment, should conditions change the Company would be required to write-off
these deferred cost and obligations and cvaluate the net carrying value of its plant and
equipment for any impairment losses absent the future recovery currently permitted by the
regulators.

REGULATORY MATTERS

The Company receives revenues from access revenues and assistance provided by the
Tederal Universal Service Fund. As a result of the National Broadband Plan the manner in
which access revenues and Universal Service Funds are determined has been modified by
the Federal Communications Commission in an order effective December 29, 2011. Among
other things, this order provides for (1) a requirement to provide broadband services; (2) the
establishment of a Connect America Fund (CAF) to replace current USF and high cost
support mechanisms with a cap on the total fund; (3) modifications to the current rate of
return support model including caps on the recovery of certain expenditures; (4) a reduction
in the terminating access charges billed by the Company over a nine year period with
eventual (ransition to a bill-and-keep framework for the exchange of traffic between
carriers; (5) a new access recovery charge on monthly customer bills; and (6) a national
framework for reporting and oversight.

The order calls for further guidelines to be adopted on implementation and other topics.
Portions of this order applicable to the Company are being challenged. Accordingly, neither
the outcome of these proceedings nor their potential impact on the Company can be
predicted at this time.

On March 30, 2016, the FCC released a Report and Order, Order on Reconsideration, and
Further Notice of Proposed Rulemaking to reform USF. The FCC will give rural local
exchange carriers ninety days from the date of the publication of the Order to determine
whether to opt-in to a new Alternative Connect America Model or to go with a revised
version of rate-of-return. The effective date has not been established nor has the overall
impact on network access service revenues been determined.
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INDEPENDENT AUDITOR'S REPORT ON INTERNAL CONTROL
OVER FINANCIAL REPORTING
AND ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT
OF THE FINANCIAL STATEMENTS PERFORMED IN
ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

To the Board of Directors
Pend Oreille Telephone Company
Glenns Ferry, Idaho

We have audited, in accordance with the auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards
issucd by the Comptroller General of the United States, the financial statements of Pend Oreille

~ Telephone Company as of and for the year ended December 31, 2015, and have issued our report thereon
dated April 25, 2016.

Tnternal Control Over Financial Reporting

In planning and performing our audit of the financial statements, we considered Pend Oreille Telephone
Company's internal control over financial reporting (internal control) to determine the audit procedurcs
that are appropriate in the circumstances for the purpose of expressing our opinion on the financial
statements, but not for the purpose of expressing an opinion on the effectiveness of the Company's
internal control. Accordingly, we do not express an opinion on the effectiveness of the Company's
internal control. '

Our consideration of the internal control was for the limited purpose described in the preceding
paragraph and was not designed to identify all deficiencies in internal control that might be material
weaknesses or significant deficiencies, and therefore, material weaknesses or significant deficiencies may
exist that were not identified, However, as discussed below, we identified certain deficiencies in internal
control over financial reporting that we consider to be significant deficiencies.

A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to prevent, or
detect and correct misstatements on a timely basis. A material weakness is a deficiency, or combination
of deficiencies, in internal control such that there is a reasonable possibility that a material misstatement
of the entity's financial statements will not be prevented or detected and corrected on a timely basis. We
did not identify any deficiencies in internal control that we consider to be material weaknesses.

. -19 -
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A significant deficiency is a deficiency, or combination of deficiencies, in internal control that is less

severe than
governance.
deficiencies:

a material weakness, yet important enough to merit attention by those charged with
We consider the following deficiencies in the Company's internal control to be significant

Comment: Similar to other companies its size, the Company has a limited number of
personnel, as a result, it had utilized accounting assistance from another party to draft
financial statements and assist with preparation of certain normal annual closing
entries.

Potential Effects: Lack of knowledge and experience in preparing financial statements and
normal closing entries could result in incomplete disclosures and/or incorrect
presentation of information which could have an adverse impact to investors relying on
the financial statements.

Management's Response: The Company reviews and approves the results of these
activities and believes this approach provides a cost effective solution in light of their

limited resources.

Comment: The Company's limited resources and personnel also limits their ability to have
a formal internal control and information technology system, complete segregation of
duties and a formal risk assessment and monitoring systemn.

Potential Effects: Due to the lack of segregation of duties, there is a potential for an
employee to perpetrate and conceal a theft of assets from the Company.

Management's Response: The Company periodically performs an informal risk
assessment and monitors the business risk associated with assignment of persomnel to

various activities,

Compliance and Other Matters

As part of obtaining reasonable assurance about whether Pend Oreille Telephone Company's financial
statements are free of material misstatement, we performed tests of its compliance with certain provisions
of laws, regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of consolidated financial statement amounts. However, providing an
opinion on compliance with those provisions was not an objective of our audit and, accordingly, we do
not express such an opinion. The results of our tests disclosed instances of noncompliance and other
matters that are required to be reported under Government Auditing Standards.

Pend Oreille Telephone Company' Response .to Findines

The Company’s written response to the significant deficiencies identified in our audit has not been

subjected to

the audit procedures applied in the audit of the financial statements and, accordingly, we

express no opinion on it.
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Purpose of This Report

The purpose of this report is solely to describe the scope of our testing of internal control and compliance
and the results of that testing, and not to provide an opinion on the effectivencss of the Company’s
internal control or on compliance. This report is an integral part of an audit performed in accordance
with Government Auditing Standards in considering the Company’s internal conirol and compliance.
Accordingly, this communication is not suitable for any other purpose.

/4‘,‘,27 Orecita LCF

Madison, Wisconsin
April 25, 2016
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INDEPENDENT AUDITOR'S REPORT ON COMPLIANCE WITH ASPECTS
OF CONTRACTUAL AGREEMENTS AND REGULATORY REQUIREMENTS
FOR TELECOMMUNICATIONS BORROWERS

To the Board of Directors
Pend Oreille Telephone Company
Glenns Ferry, Idaho

We have audited, in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards
issued by the Comptroller General of the United States, the financial statements of Pend Oreille
Telephone Company, which comprise the balance sheet as of December 31, 2015, and the related
statements of operations, stockholders' equity and cash flows for the year then ended, and the related
notes to the financial statements, and have issued our report thereon dated April 25, 2016. In accordance
with Government Auditing Standards, we have also issued our report dated April 25, 2016, on our
consideration of Pend Oreille Telophone Company's internal control over financial reporting and on our
tests of its compliance with certain provisions of laws, regulations, confracts and grant agreements and
other matters. No reports other than the reports referred to above and our schedule of findings and
recommendations related to our audit have been furnished to management.

In connection with our audit, nothing came to our attention that caused us to believe that Pend Oreille
Telephone Company failed to comply with the terms, covenants, provisions, or conditions of their loan,
grant, and sccurity instruments as set forth in 7 CFR Part 1773, Policy on Audits of Rural Utilities
Service Borrowers, §1773.33 and the clarified RUS policy memorandum dated February 7, 2014, insofar
as they relate to accounting matters as enumerated below. However, our audit was not directed primarily
toward obtaining knowledge of noncompliance. Accordingly, had we performed additional procedures,
other matters may have come to our attention regarding Pend Oreille Telephone Company's
noncompliance with the above-referenced ferms, covenants, provisions or conditions of the contractual
agreements and regulatory requirements, insofar as they relate to accounting matters, In connection with
our audit, we noted no matters regarding Pend Oreille Telephone Company's accounting and records to
indicate that Pend Oreille Telephone Company did not:

. Maintain adequate and effective accounting procedures;

. Utilize adequate and fair methods for accunmilating and recording labor, material and overhead
costs, and the distribution of these costs to construction, retirement and maintenance or other
expense accounts;

. Reconcile continuing property records to the controlling general ledger plant accounts;
o Clear construction accounts and accrue depreciation on completed construction;
_922 -
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. Record and properly price the retirement of plant;

. Seek the approval of the sale, lease or transfer of capital assets and disposition of proceeds for
the sale or lease of plant, material or scrap,

. Maintain adequate control over materials and supplies;

. Prepare accurate and timely Financial and Operating Reports;

. Obtain written approval to enter into any contract for the management, operation, or maintenance
of the borrower's system if the contract covers substantially all of the telecommunications
system;

. Disclose material related party transactions in the financial statements, in accordance with

requirements for related parties in generally accepted accounting principles;

. Record depreciation in accordance with RUS requirements (See RUS Bulletin 183-1,
Depreciation Rates and Procedures).

This report is intended solely for the information and use of the board of directors and management of
the Company, the Rural Development Utilities Program and supplemental lenders, and is not intended to
be and should not be used by anyone other than these specified parties. However, this report is a matter
of public record and its distribution is not limited.

/M? Owrecits LLF

Madison, Wisconsin
April 25, 2016
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DATE
PART A. BALANCE SHEET
BALANCE BALANCE BALANCE BALANCE
ASSETS PRIOR YEAR ENR OF PERICD LIABILITIES AND STQCKHOLDERS' EQUITY PRIOR YEAR £ND OF PERIOD
GURRENT ASSETS i i [ GURRENT LIABILITIES T
4. Cash and Eguivalenls 565,521 1,15%9,703]26. Accounis Payable 142,660 169,683
2. Cash-RUS Consliuclion Fuad 865 86526, Notes Payablo
3, Afliates: [ IIIJ!HHIIIEiﬂllllﬂlllﬂllili%ﬁﬁ 27, Advance Bfings and Payments 213, 068
a, Telecom, Accounts Recalvable 28. Cuslomer Deposlis 4,910 4,650
b. Other Accounls Raceivable 253,882 179, 221126, Cuirent Mat. LT Dabt 93,408 98,188
. Notes Retaivable a0, 747 82,377]a0. Curent Mat. LT Dabi-Rur, Dav,
4. Non-Affiaies: }f!"ﬂﬁ%ﬂﬁﬂ”ﬂﬂl%ﬂﬂﬂﬂﬂlll]lﬂ!}ﬂﬂ 31. Current Mat.-Capital Leasas
a. Tolacom, Accounts Receivable 57,788 46, 076132, |ncome Taxes Accrued
b, Other Accounis Receivable 209,747 183, 22433, Other Taxes Accrued
¢, Notes Receivable 34, QOlhor Current Liablliliss 52,379 52,702
5. interesl and Dividends Recelvable 36, Tolat Current Liablitfes {25 thru 34) 293,357 538,291
8. Malerial-Regutated 218,892 185, 149§ ONG-TERM DEBT ; il
7. Maleral-Nenreguiated 9,717 5, 84336, Funded Debt-RUS Noles 1,200,832} 1,102,618
§. Prepaymants 37. Funded Debt-RTB Nates
$. Other Current Assels 67,732 71,882 ]38. Funded Debt-FFB Notes
10, Total Gurrent Aseels {1 Thru 9) 1,505,958] 1,914, 346 36. Funded Dabt-Other 40,598
[NONCURRENT ASSETS ' mﬂ “mﬁ@ﬂm‘m ﬂ 140, Funded Debt-Rusal Develop: Loan
11. Investment in Aftliiated Companies 441, Promium (Discount) on LT Deht
a, Rural Doveloprment . 42, Reacoulred Debt
b, Nonnwat Development 43, Obligations Under Capital Lease
12. Olher Investments A L 144, Adv. From Afifiated Gompantes Q
a. Rura) Developiment 45, Other Long-Temi Debt
b. Nonnyrat Development 332,265 291, 11846, Total Long-Term Dobt (36 thru 45} 1,280,832] 1,143,216
13, Nonragulated Invastments OTHER LIAB. & DEF. CREDITS AT
4. Othor Noncurrenl Assels 47. Olher Long-Term Liabilites 342, 546 335,110
15, Defamad Chargos 48, Other Deforred Credils
46. Jurisdictional Diffarences 49, Olher Jurtsdiclional Differonces
17. Totai Noncurrent Assets {11 thre 16) 332, 265 291, 1318{50, Tola) Cther Lichilitias and Dafarred Cradits (47 thru 49}
PLANT, PROPERTY, AND EQUIPMENT ! TR e e qurry
18. Telecom, Plant-in-Bervice 16,626,707] 16,754 ,233]51. Cap. Stock Outstend. & Subscribed 2,666,346] 2,666,346
19. Property Hold for Fuluge Use 1,250 1,250 |52‘ Addltionai Pald-in-Capltal
20. Plant Under Construclion 40,128 99, 076153, Troasury Stock
121, Plant Adj., Nonop. Plant & Goodwill 154. Membership and Cap, Cerlificates
22, Less Accumulated Depreciation 14,314,403| 14,576,779 Iss, Other Capital
|23, Notplant (18 they 21 less 22) 2,353,682| 2,277, 780]56, Palronage Capltal Credis
24. TOTAL ASSETS (10+17+28) f57. Refained Eamings or Margins (311,576)] (9.99,718)
158, Total Equity 51 thru 57) 2 a64,770] 2,466,627
§9. TOTAL LIABILITIES AND EQUITY {35+46+60+68)
4,191, 905] 4,483,244 4,191,905] 4,483,244
Total Equily = 55.02% % of Total Assets Pago 1 06



USDA-RUS BORROWER DESIGNATION
WAD545
OPERATING REPORT FOR
TELECOMMUNICATIONS BORROWERS PERIOD ENDING

" Dadember, 2015

INSTRUCTIONS- See RUS Builalin 1744-2

PART B. STATEMENTS OF INCOME AND RETAINED EARNINGS OR MARGINS

ITEM PRIOR YEAR THIS YEAR
1. Local Network Services Revenues 393,106 410,863
2. Network Access Servlces Revenues 1,905,132 2,203,821
3. Long Distance Network Services Revenues
4. Carrer Biing and Collectioh Revenues 4
5. Miscellaneous Revenues 27,027 26,373
6. Uncolleclible Revenuas 9,913 18,879
7. Net Operating Revenues {1 thru 5 lass 8} 2,315,382 2,622,278
8. Plant Spacific Operations Expense 673,124 676,176
9, Plant Nonspecific Operationg Expense {Excluding Depreciation & Amortization) 191, 857 213,547
10, Depreciation Exponse 315,948 318,962
11. Amortization Expense ¢
12, Customer Opetaticns Expense 165,053 176,808
13. Corporate Operalipas Expense 797,211 803, 756
14, Total Operating Expensos (8 thru 13) 2,143,293 Z,189,250
15. Operating Income or Margins (7 less 14) 172, 059 433,023
16, Other Oparaling Income and Expenses
17. State and Local Taxes
18. Federal Income Taxes 383,588 117,038
19. Other Taxes 54,556 53,621
20, Total Operating Taxes (17+18+19) 438,141 169,660
21. Nel Operating Income or Marging {15+16-20) {266,082} 263,368
22, Interest on Funded Dabt 67,118 63,615
23. interest Expense - Gapiial Leases
24, Other Interest Expense 3,297 2,311
a5, Allowance for Funds Used During Conslruction 65 2,362
26, Total Fixed Charges {22+23+24-25) 70,350 63,564
27. Nonoperating Net Income 11,916 9,050
28. Extraordinary ltems
29, Jurisdictional Differences
30. Nonregulated Net Incoma 28,768 B2,314
41, Total NetIncome or Margins (21+27+28+29+30-26) {295, 748) 291,168
32. Total Taxes Based on Income
33, Retained Earmings or Margine Beginning-of-Year (15,828) {311,578)
34, Miscellanaous Credifs Year-fo-Dale
35. Dividends Dedlared (Common) 179,311
38, Dividends Declared {Preferred)
37. Other Debits Year-to-Date
48. Transfers fo Patranage Capital
49, Retained Eatnings or Margins End-of-Period [(31+33+34) - {35+36+37+36}] {311,576} (159,719}
40. Patronage Capilal Beginning-of-Year
41. Transfers to Paironage Capital
42, Patronage Capiial Credits Retired
43, Patronage Capital End-of-Year (40+41-42) ¢ 0
44, Annual Debt Service Paymenls 94,9897 155,131
45, Cash Ratio [(14+20-10-11}/ 7] 0.9785 0.7779
46. Operafing Accrugl Ratlo [(14+20+26) / 7] 1.1453 0.9238
47. TIER [(31+26) / 26] ~3,2040 5.5807
48, DSCR [(31+26+10+11}/ 44] 0.5532 4.3427

Page 2 of 6




According 10 the Paperwork Reduction Act of 1095, an ngency may not conduel or sponsor, and a person is not requived to ©

OMDB control number for this information coliestion 1s 0572-01131. The lime req i

senrching existing data sourees. gathering and maintgining the data neoded, and completing and roviewing the collection of information.
e e i

espond 1o, 2 callection of informalion unless it disploys avalid OMB control number. The valid
dio tele this infi llection is estimated to averaga  hows per response, including the dme for reviswing Inslmuctions,

Tiig dag will bo deed by KU to rovighy Sor ool siation. JOur rUsponn 1 requtred by 7 USC 91 et sey.

LUSDA-RUS
e, swbpoet fo fecdaval fews aned raspdetiions regurding confidenttod informacion, will be ireaied s confidential
BORRQWER NAME
OPERATING REPGRT FOR pend oreille Telephone Company
TELEGCOMMUNICATIONS BORROWERS .
{Prepared with Audited Data)
TNSTRUCTIONS-Submit report o RUS within 36 days afier clase of the perlod. PERIOD ENOING BCRROWER DESIGNATION
For detatied wstrachons, 52¢ RUS Bulletn 17-H-0. Repori whole dolfars onfy, Docembex, 2014 WADB45
GERTIFICATION
We kereby ceriify that the enfrees i this report are i accardanse With the acoouns and sthor records of the systent andd reffect tie srarss of the system
1 the Dest of our knewledge and belie)!
ALL INSURANCE REQUIRED BY 7 CFR PART 1788, CHAPTER XVil, RUS, WAS IN FORCE DURING THE REFORTING PERIOD AND
RENEWALS HAVE BEEN OBTAINED FOR ALL POLICIES,
PURING THE PERKOD COVERED BY THIS REPORT PURSUANT TO PART 1758 OF 7CTFR CHAPTER XVIL
{Check ona of the foifowlng)
All of the obligations undar the RUS lean documents Thete has been a dofaull in the tuifliment of the obiigations
have been fulfillad In all materlal raspacts. under the RUS [oan dosuments. Sald defauli(s) is/are
specifically descrbed In the Telacom Operating Repost
Mark Martell 6/2/2015
DATE
PART A. BALANCE SHEET
BALANCE BALANCE BALANGCE BALANGE
ASSETS PRIOR YEAR END OF PERIOD LIABILITIES AND STOCKHOLDER_S‘ EQUITY PRIOCR YEAR END OF PERIOD
CURRENT AGSETS R CURRENT LIABILITIES R Yok
1. Cash and Equivalents 317,801 566, 521§25. Accounts Payable 124,047 142,660
2. Cash-RUS Construction Fund 865 865128, Notes Payable
3. Alfiiates: B ' 27, Advance Billings and Paymenis
a, 'Telacom, Accounts Recelvable 28, Cuslomer Baposits 3,670 4,510
b, Other Accounts Recalvable 184,464 293, 882128, Gurrent Mat. L/T Dgbt 87,435 93,408
¢, Notes Receivable 78,746 80, 747}30. Current Mat. /T Debi-Rur, Dev.
4. Nor-Afflilates: 31. Current Mat-Capilal Leases
4, Telecom, Accounts Receivable 46,546 57, 78832, ncome Texes Accrued
b, Other Accounts Receivable 265,892 209, 74733, Other Taxes Accrued
¢. Wates Recalvable 34, Other Current Liabilllies 54,771 52,379
. interest and Dividends Recslvable 35. Total Current Liabilities (26 thru 34) 269,923 293,357
6. Material-Regutatad 220,526] 218, 892|L ONG-TERM DEBT SRR PN
7. Matedal-Nonregulated 5, 862 9, 717336, Funded Debt-RUS Notes 1,295,829| 1,200,832
8. Prepayments 37. Funded Dept-RTB Notes
9. Other Cument Assels 67,350 67,799 |38, Funded Nebl-FFB Notes
10, Total Current Agsets {1 Thru 9} 1,188,092 1,505, 95830, Funded Debl-Other
INONCURRENT ASSETS 40. Funded Debi-Rural Develop. Loan
11, Invesimant in Affiliated Campanies ) ) : 41, Pramium {Discount) on LT Dabt
a. Rural Development 42. Reacquired Delt
b, Nonrural Devalopment 43, _Obligations Under Capilal Leaso
12. Other Investments 44, Ady. From Affliiated Cormpanies 0 o
4. Rural Development 45, Other Long-Termm Debl
b, Nenrural Development 367,590 332, 265146, Total Leng-Term Debt {308 thru 45) 1,395,029 1,200,832
13. Nonregulated investments OTHER LIAB. & DEF. CREDITS BT SN
14. Otner Noncurrent Assels 47. Other Long-Tenm Liabilities 342,546
15. Defarred Chargos 48, Other Deferred Credils
16. Jurisdictional Differences 49. Other Jursdiclignek Differences
17. Total Noncurrent Assels {11 thru 16} 367,580 332, 265150, Toial Other Liabillies and Deforred Credits {47 thiu 49) & 342,946
IpLaNT, PROPERTY, AND EQUIPMENT _ ~fequity ‘ A AR
18. Telecom, Plantin-Service 16,617,822| 16,626,707]51. Cap. StockOuQ@'nd.&Subs_c_rihed 2,666,346 2,666,346
19. Proparly Held for Future Use 1,250 1, 25052, Addifional Paid-in-Capial
j20. Plant Under Construction 39,971 40,128]53, Treasury Stock
21, Plant Adj., Nonop. Piant & Goodwitl 54, Membership and Cap. Certificates
22, Less Accumnulated Depreciation 13,998 4551 14,314, 403156, Other Copital
23, NetPlant (18 thru 21 less 22) 2,660,588] 2,353, 532'56, Palronage Capitel Credlts
24, TOTAL ASSETS (10+17+23) 15?. Retained Eamiﬂ_g§ or Marging {15, 828) (311,576}
58. Total Equity (51 thru 57) 2,650,518] 2,354,770
59, TOTAL LIABILITIES AND EQUITY {35+48+560+58)
4,216,270] 4,191,805 4,216,270] 4,151,908
Total Equity = 36.17% % of Total Assets Page 1016




USDA-RUS IBORROWER DESIGNATION
WAD545
OPERATING REPORT FOR
TELECOMMUNICATIONS BORROWERS PERIOD ENDING
INSTRUCTIONS- See RUS Bulletln 1744-2 Decenber, 2014

PART B. STATEMENTS OF INCOME AND RETAINED EARNINGS OR MARGINS

ITEM

PRIOR YEAR THIS YEAR
1. Logal Network Services Revanues 400,950 393,106
2, Neiwork Access Services Revenues 2,146,410 1,805,132
3. Long Distance Network Sefvices Revenues
4. Carrier Billing and Cofiection Revenuas (5,281) 1]
5. Misceilanaous Revenues 21,345 27,027
6. Uncollectible Revenues 5,840 9,913
7. Net Operating Revenues (1 thru & less B} 2,559,584 2,315,352
8. Plant Specific Operatlons Expense 623,800 673,124
9. Plant Nonspecific Operations Expense {Excluding Depreclation & Amortlzation) 192,200 191,957
10, Depreciation Expense 300,876 315,948
11, Amortization Expense 0 Q
12. Customer Operafions Expense 167,108 165,053
13. Carporate Operations Expense 783,978 797,211
44. Total Operating Expenses {8 thru 13) 2,047,962 2,143,293
15, Operating Income or Margins (7 less 14) 511,622 172,059
46. Other Cperating Income and Expenses
17. Stale and Local Taxas
18, Faderal Incomc Taxes 383,588
19. Other Taxes 52,378 54,5356
20. Total Ogerating Taxes {(17+15+18) 82,378 438,141
21, Net Operating tncoma or Margins (1 §+16-20) 459,247 (2¢e, 08:_2)
22. Interest on Funded Debt 69,518 67,118
23, Interest Expense - Capital Leases
24, Othar Interest Expense 1,422 2,297
28 Allowance far Funds Used During Construction 12,054 65
28. Total Flxed Charges (22+23+24-25) 58,286 70,350
27, Nonoperating Net income 32,246 11,918
28, Extraordinary oms
09, Jurisdictional Differences
30. Nonregulated Nst Income 48,877 28,768
31, Total Not Ingeme or Marging (21+27+23+28+30-26) 481, 484 {295,748}
132, Total Taxes Basod on Incoma )
44, Retained Earnings or Margins Beginning-of-Year {a97.312} {15,824}
44. Miscellanecus Credifs Yeardo-Dale
35, Dividends Declared (Commaon}
98. Dividends Declared (Preferred)
37, Other Debits Yearig-Datg
38, Trangfers to Pajronage Capital
39. Retained Earmings or Margins End-of-Pariod [{31+33+34) « (36+36+37+38}] {15,828) (311,576}
40, Patronage Capital Beginning-of-Year
41. Transfors to Patronage Capital
42. Patronage Capital Credits Retired
43, Patronage Capital End-of-Year (40+41-42) 0 o
44, Annual Debt Service Payments 76,614 94,997
45. Cash Ratio [(14+20-10-11) /7] 0.7030 0.9785
48, Operating Acerual Ratio {{14+20+26} / 7] 0.B436 1.1453
47. TIER [(31+26) / 26] 8.1765 -3.2040
48, DSCR [(31+26+10+11) / 44] 10.9803 0.9532
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ALTERNATE EXHIBIT 7

CORPORATE OPERATIONS EXPENSE ADSJUSTMENT CERTIFICATE

l, Michael J. Martell , an officer of _Pend Oreille Telephone
Company with personal knowledge and responsibility, under penalty of perjury,
hereby certify that no corporate operations adjustment to existing high-cost loop and interstate
common line support mechanisms, as required by the Federal Communications Commission,
applied to the Company for 2015 and 2014.

Date this A day of July, 2016.

L s i
Michaei%ﬂ{z/rtell, Vice President

PETITION OF _Pend Oreille Telephone Company TO
RECEIVE SUPPORT FROM THE UNIVERSAL
SERVICE COMMUNICATIONS PROGRAM —
EXHIBIT 7~ 1




EXHIBIT 8

FINANCIAL ACCOUNTING CERTIFICATE

l, Michael ). Martell , an officer of Pend Oreille Telephone
Company with personal knowledge and responsibility, based upon my discussions with
Company staff and outside consultants retained by the Company to handle such matters, under
penalty of perjury, state that the Company complies with state and federal accounting, cost
allocation and cost adjustment rules pertaining to incumbent local exchange companies.

Dated this 27 day of July, 2016.

Michael W’ .

PETITION OF __ Pend Oreille Telephone Company  TO
RECEIVE SUPPORT FROM THE UNIVERSAL
SERVICE COMMUNICATIONS PROGRAM —

EXHIBIT 8 -1




EXHIBIT 9
CONTINUED OPERATIONS CERTIFICATE

I, __Michael J. Martell , an officer of Pend Oreille Telephone Company “the
Company”, under penalty of perjury, hereby certify that if the Company receives Program
support, the Company will continue to provide communications services pursuant to its tariffs
on file with the Commission throughout its service territory in Washington for which the
company is seeking and receives Program support during the entirety of 2017.

Dated this g ") day of July, 2016.

PETITION OF Pend Oreille Telephone Company TO
RECEIVE SUPPORT FROM THE UNIVERSAL
SERVICE COMMUNICATIONS PROGRAM -

EXHIBIT9 -1




