














SOUTHERN MONTANA TELEPHONE COMPANY

Balance Sheets
December 31, 2013 and 2012

ASSETS 2013 2012
Current Assets:
Cash and cash equivalents $ 1,264,439 $ 1,078,788
Accounts receivable, less allowance for doubtful
accounts of zero in 2013 and 2012 450,630 611,800
Materials and supplies 97,766 96,530
Prepaid expenses 22,015 24,783
Total Current Assets 1,834,850 1,811,901
Other Investments 362,884 358,411

Property, Plant, and Equipment:

Telecommunications 23,184,153 23,795,395
Nonregulated 175,832 164,864
Under construction 88,125 11,602
23,448,110 23,971,861

Less accumulated depreciation 10,188,537 9,578,236
Property, Plant, and Equipment, net 13,259,573 14,393,625

$ 15,457,307 $ 16,563,937

LIABILITIES AND STOCKHOLDER'S EQUITY
Current Liabilities:

Current portion of long-term debt $ 911,993 § 804,960
Accounts payable 79,448 84,655
Advance billing and customer deposits 22,078 21,524
Accrued expenses 219,812 325,474
Total Current Liabilities 1,233,331 1,236,613
Long-Term Debt 8,337,997 9,965,322

Stockholder's Equity:
Common stock, $10 par value, 2,703 shares authorized and

610 shares issued and outstanding 6,100 6,100
Paid-in capital 3,290 3,290
Retained earnings 5,876,589 5,352,612

Total Stockholder's Equity 5,885,979 5,362,002

$ 15457,307 $ 16,563,937

See accompanying notes to financial statements.



SOUTHERN MONTANA TELEPHONE COMPANY

Statements of Income
Years Ended December 31, 2013 and 2012

Operating Revenues:
Local network
Interstate access
Intrastate access
Nonregulated
Miscellaneous

Total Operating Revenues

Operating Expenses:
Plant specific operations
Plant nonspecific operations
Customer
Corporate
Depreciation and amortization
Other operating taxes
Nonregulated

Total Operating Expenses

Operating Income

Other Income:
Other income
Allowance for funds used during construction

Total Other Income

Income Available for Fixed Charges

Fixed Charges - Interest on Long-Term Debt

Net Income

See accompanying notes to financial statements.

2013 2012
229852 $ 215038
4,075,148 4,475,502
278,772 322,213
573,146 483,241
5,481 6,935
5,162,399 5,502,929
505,978 533,455
407,873 504,249
188,393 185,358
643,835 693,612
1,337,284 1,360,492
183,169 165,907
597,042 497,506
3,863,574 3,940,579
1,208,825 1,562,350
203,661 23,903

- 2,253

203,661 26,156
1,502,486 1,588,506
387,225 405,939
1115261 $__ 1,182,567




SOUTHERN MONTANA TELEPHONE COMPANY
Statements of Changes in Stockholder's Equity
Years Ended December 31, 2013 and 2012

Capital Stock

Shares Paid-in Retained
Issued Amount Capital Earnings Total
Balance, December 31, 2011 610 § 6,100 $ 3290 $ 4,422911 § 4,432,301
Distributions . - (252,866) (252,866)
Net income - - - 1,182,567 1,182,567
Balance, December 31, 2012 610 6,100 3,290 5,352,612 5,362,002
Distributions - - - (591,284) (591,284)
Net income - - - 1,115,261 1,115,261
Balance, December 31, 2013 610 $ 6,100 $ 3,290 $ 5,876,589 $ 5,885,979

See accompanying notes to financial statements.



SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 1 - Organization and Summary of Significant Accounting Policies

Organization
Southern Montana Telephone Company (the Company) is a local exchange carrier (LEC) providing local telephone

service, internet access, long-distance telecommunications services, as well as video services. The Company serves
commercial and residential customers in the southwestern Montana exchanges of Divide, Grant, Jackson, Wisdom,
and Wise River.

Basis of Accounting
The Company’s financial statements are prepared on the accrual basis of accounting in conformity with the
accounting principles generally accepted in the United States of America applicable to regulated enterprises.

Regulation
The Company is subject to limited regulation by the Public Service Commission of Montana (PSC) and the Federal

Communications Commission (FCC). The Company maintains its accounting records in accordance with the
Uniform System of Accounts, as prescribed by the Federal Communications Commission and adopted by the PSC.
As a result, the application of accounting principles generally accepted in the United States of America by the
Company differs in certain respects from the application by nonregulated entities. Such differences primarily
concern the time at which certain items enter into the determination of net income.

Regulatory and legislative actions, as well as future regulations, could have a significant impact on the Company’s
future operations and financial condition. See Note 1, National Broadband Plan and FCC Order.

Cash and Cash Equivalents

The Company considers cash investments with an original maturity of 3 months or less to be cash equivalents. The
Company maintains its cash in bank deposit accounts that are insured by the Federal Deposit Insurance Corporation
(FDIC) up to a limit of $250,000 per account holder per bank. At December 31, 2013 the Company’s total uninsured
cash balance was $877,390 (none in 2012). The Company has not experienced any losses in its bank deposit
accounts and believes it is not exposed to any significant credit risk on cash.

Accounts Receivable

The Company extends credit to its customers. Receivables are written off when the Company determines an
account is uncollectible. Past due status is determined based on how recently the payment has been received.
Credit risk associated with receivables is periodically reviewed by management and, if required, an allowance for
doubitful accounts is established.

Materials and Supplies
Materials and supplies are stated at the lower of cost or market. Cost is determined principally by the average cost
method.

Property, Plant, and Equipment

Telecommunications plant in service and under construction is stated at cost, including estimated overhead
expense. Depreciation is calculated on a straight-line basis over the estimated life of the classes of buildings and
equipment in accordance with rates consistent with industry standards. Depreciation rates range from 4.2% to
33.3%. Costs of plant retired are eliminated from telecommunications plant accounts and such costs plus removal
expenses, less salvage, are charged to accumulated depreciation in accordance with industry practice.

Video property and equipment in service and under construction is stated at cost. Depreciation is calculated on
the straight-line basis over the estimated life of the classes of equipment. Depreciation rates range from 10% to
50%. Maintenance, repairs, and replacements are charged to expense as incurred. When property or equipment
is sold or otherwise disposed of, the asset account and the related accumulated depreciation accounts are
relieved, and any gain or loss is included in operations.



SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 1 - Organization and Summary of Significant Accounting Policies, continued

Property, Plant, and Equipment. continued.

The Company follows the policy of capitalizing interest as a component of the cost of property, plant, and
equipment constructed for its own use. In 2013, total interest incurred was $387,225 ($405,939 in 2012), none of
which was capitalized ($2,253 in 2012).

Nonregulated Services
The Company accounts for its nonregulated activities as follows:

Nonregulated activities involving the joint use of regulated assets are accounted for within the prescribed regulated
system of accounts for telephone company operations and are allocated to nonregulated accounts in accordance
with the Company’s Part 64 Allocation manual. These activities include directory services, long distance services,
video, and other income items incidental to the provision of regulated telephone services.

Nonregulated activities not involving the joint use of regulated assets are accounted for separately from regulated
activities. Operating revenues and the related expenses are separately presented as nonregulated revenues and
expenses. These activities include internet, video, and payphone services.

Network Access Revenues

Network access revenue is received under a system of access charges. Access charges represent a methodology
by which local telephone companies, including the Company, charge the long distance carrier for access and
interconnection to local facilities. The Company has elected to file access tariffs through the National Exchange
Carriers Association (NECA) for interstate purposes, which are subject to approval by the FCC. The Company
follows access tariffs filed with the PSC for intrastate charges.

When network access revenues have been received pursuant to the settlement and access agreements above,
they are divided into traffic sensitive, nontraffic sensitive, and billing and collecting portions. The revenues are
then either placed into a common pooling arrangement with other exchange carriers for redistribution or kept by
the Company. The redistributions are made according to formulas established by the governing boards of the
pools and are generally based upon expenses incurred and investment maintained. The Company participates in
pooling arrangements with the National Exchange Carrier Association (NECA).

Settlement, access, and pool distribution revenues are recorded when the amounts become determinable.
Related expenses are recorded when incurred. Subsequent true-ups and retroactive adjustments, which are
generally allowed for a period of 24 months after the close of the related calendar years (NECA only), are recorded
in the year in which such adjustments become determinable, based upon studies by an outside consultant.

In addition to recoveries from NECA, the Company also receives revenues from the Universal Service High Cost
Loop Fund and other support mechanisms administered by the Universal Service Administration Company
(USAC). These universal service support revenues are intended to compensate the Company for the high cost of
providing service in rural areas. Amounts received from the USAC High Cost Loop Fund are based on the number
of customers served and the cost of providing service in that area being in excess of the national average cost per
loop as determined by the FCC, and are included in network access revenues in the accompanying financial
statements.

In 2013, the Company received $1,895,688 from the USAC High Cost Loop Fund ($1,679,233 in 2012) and
$2,179,460 in interstate access revenues administered through the NECA pool ($2,796,269 in 2012).



SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 1 - Organization and Summary of Significant Accounting Policies, continued

National Broadband Plan and FCC Order

In 2010 the FCC issued the National Broadband Plan which outlined a long-term plan to increase broadband
penetrations and services throughout the United States of America. The plan further outlined a proposed long-
term phase-out of access charges (referred to as Intercarrier Compensation) and moved to support mechanisms
based on broadband services rather than the current Universal Service High Cost Loop Fund administered by
USAC.

In response to the plan, the FCC on October 27, 2011, approved Report and Order 11-161 (the Order), that begins
the process of reforming the universal service and intercarrier compensation (ICC) systems and adopts support for
broadband-capable networks as an express universal service principle. The Order further creates the Connect
America Fund which will ultimately replace all existing high-cost support mechanisms as well as help facilitate ICC
reforms.

The key provisions of the order include:
e Capping the federal universal service fund at current levels.
o Placing limitations on capital and operating spending.
o Establishing local rate benchmarks.
e Capping the per-line support amount for the universal service high cost loop fund at $250 per month.

o Phase out of local switching support and the establishment of the CAF for recovery of investment and
expenses related to the provision of switching services.

« Reforming the ICC system by adopting a plan to transition from access charges to a bill and keep framework.
The transition period for rate-of-return carriers such as the Company is approximately 9 years from the date
of the order.

« Adoption of a monthly Access Recovery Charge as a transitional recovery mechanism to mitigate the impact
of reduced intercarrier revenues.

The Order was effective December 29, 2011 and implementation began July 1, 2012. As of the implementation
date CAF recovery is calculated based on the frozen fiscal year 2011 interstate switched access revenue
requirement, plus certain 2011 intrastate access revenues, and will decline annually by 5% during the transition
period.

As of December 31, 2013 the Company is transitioning its local rates and is not subject to the $250 per line
support cap. Furthermore, for the period ended December 31, 2013 the impacts to the Company related to the 5%
annual decline in switched access revenues have not been significant.

The overall reform process will take place in phases and will take several years to implement. Furthermore, the
Order includes a Further Notice of Proposed Rulemaking. The FCC has issued numerous Orders for
Reconsideration and continues to seek comments on various items. As a result, the ultimate outcome of these
proceedings and their impact is uncertain at this time.

Income Taxes
The Company is designated as an S corporation under the Internal Revenue Code. As an S corporation, earnings
and losses are included in the income tax returns of the stockholders and taxed at the stockholder level.

Revenue Recognition
The Company recognizes revenues when earned regardless of the period in which they are billed.

Monthly service fees derived from local telephone service, internet and video are billed in advance. Advance
billings are recorded as a liability and subsequently transferred to income in the period earned. Access charges
(see Note 1, Network Access Revenue), long distance and other revenues based on usage are billed in arrears.
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SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 1 - Organization and Summary of Significant Accounting Policies, continued

Estimates

The Company uses estimates and assumptions in preparing financial statements in accordance with accounting
principles generally accepted in the United States of America. Those estimates and assumptions affect the
reported amounts of assets and liabilities, the disclosure of contingent assets and liabilities, and the reported
revenues and expenses.

Fair Value of Financial Instruments

The Company's financial instruments, none of which are held for trading purposes, include cash and cash
equivalents, receivables, accounts payable, mortgage and notes payable. The Company estimates that the fair
value of all of these non-derivative financial instruments at December 31, 2013 and 2012 does not differ materially
from the aggregate carrying value of its financial instruments recorded in the accompanying balance sheets.

Subseguent Events
The Company has evaluated subsequent events through February 25, 2014, which is the date the financial
statements were issued.

Note 2 - Property, Plant, and Equipment

Listed below are the major classes of property, plant, and equipment in service:

2013 2012

Telecommunications

Land and Support $ 1,591,581 $ 1,594,806

Central Office 3,814,704 4,473,735

Cable and Wire Facilities 17,602,868 17,551,854

Capital Lease Assets 175,000 175,000
Total Telecommunications: 23,184,153 23,795,395
Non-regulated 175,832 164,864
Under Construction 88,125 11,602
Total Property, Plant, and Equipment In Service $ 23,448,110 $ 23,971,861

In 2009, the Company entered into a lease for an Indefeasible Right of Use (IRU) for fiber, which will last through
2029. The Company paid the entire amount of the lease at inception and the lease is being amortized over the life
of the asset. Amortization of the lease included in depreciation expense was $8,750 during the years ended
December 31, 2013 and 2012.

Note 3 - Investments in Nonaffiliates
Investments in nonaffiliates consist of the following assets at December 31:

2013 2012
Vision Net, Inc. $ 279,861 $ 279,861
Other Investments 44 858 40,385
RTFC 828 828
Artwork 31,547 31,547
Other Office Décor 5,790 5,790

$ 362,884 3 358,411



SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 3 - Investments in Nonaffiliates, continued

Vision Net, Inc. provides advanced voice, data, and video services, and is owned by Montana's independent
telephone companies allowing them to interconnect a digital fiber network serving urban and rural communities
throughout the state. The investment is maintained on the cost method of accounting.

Note 4 - Long-Term Debt

Long-term debt consists of the following:

2013 2012
2.00% notes payable to Rural Utility Services, in quarterly installments
of $ 16,955, including interest, collateralized by substantially all real
and personal property, due 2016 through 2023. $ 403,070 $ 566,903

2.692-4.88% notes payable to the Rural Utility Services, payable in
monthly instaliments of $83,967, collateralized by substantially all real
and personal property, due in 2026. 9,254,267 9,839,837

Variable interest rate (.0200% in 2013 and .104% in 2012) notes
payable to the Federal Financing Bank, payable in monthly
installments of $13,183, collateralized by substantially all real and

personal property, due in 2030. 2,689,245 1,373,360
Cushion of credit (3,096,592) (1,008,818)
9,249,990 10,770,282

Less Current Portion 911,993 804,960
$ 8,337,997 $ 9,965,322

The Company’s long-term debt agreements contain restrictions on the declaration or payment of cash dividends,
redemption of capital stock, and the maintenance of certain financial ratios, including a minimum times interest
earned ratio (TIER). Management believes the Company to be in compliance with these covenants at December
31, 2013 and 2012.

Future maturities of long-term debt are as follows:

2014 $ 911,993
2015 938,765
2016 816,509
2017 845,416
2018 872,367
Thereafter 7,961,532
$ 12,346,582

Less: cushion of credit (3,096,592)

$ 9,249,990

The Company has an RUS cushion of credit fund in which it has invested at a return of 5% interest. To recover the
investment, the funds can be applied toward debt payments, but not withdrawn. In 2013, the Company invested
$2,086,774 into its RUS cushion of credit fund ($979,481 in 2012), and none of these funds were applied toward
debt payments in 2013 or 2012. Debt payments include principal and interest.

At December 31, 2013, the Company had $2,716,687 in unadvanced authorized loan funds from the Rural Utilities
Services.
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SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 5 - Retirement Plans

The National Telecommunications Cooperative Association (NTCA) Retirement and Security Program for
Employees of the NTCA and its Member Systems (the Plan) is a defined benefit pension plan covering many of the
full-time employees of NTCA, its affiliates and its members that have adopted the Plan. Pursuant to IRC Section
413(c)(4), the Plan is considered a Multiple Employer (other) Master Plan. The Plan is subject to the provisions of
the Employee Retirement Income Security Act of 1974 (ERISA), as amended. The Plan’s employer identification
number is 52-0741336 and the Plan Number is 333.

A unique characteristic of a multiemployer plan compared to a single employer plan is that all plan assets are
available to pay benefits of any plan participant. Separate asset accounts are not maintained for participating
employers. This means that assets contributed by one employer may be used to provide benefits to employees of
other participating employers.

The Company is a participant in the above described plan. The Company’s contributions to the Plan in 2013 and
2012 represented less than 5 percent of the total contributions made to the Plan by all participating employers. The
Company made contributions to the plan of $124,656 in 2013 and $118,807 in 2012. There have been no
significant changes that affect the comparability of 2013 and 2012 contributions.

In the Plan, a “zone status” determination is not required and therefore, not determined under the Pension
Protection Act (PPA) of 2006. In addition, the accumulated benefit obligations of plan assets are not determined or
allocated separately by individual employer. In total, the Plan was 100 percent funded at January 1, 2012, based
on the PPA funding target and PPA actuarial value of assets on that date. Information for the Plan year beginning
January 1, 2013 is not available at the time of this audit report.

Because the provisions of PPA do not apply to the Plan, funding improvement plans and surcharges are not
applicable and have not been applied. Future contribution requirements are determined each year as part of the
actuarial valuation of the plan and may change as a result of plan experience. There is no collective bargaining
agreement that affects future contribution requirements.

The Company also participates in a contributory, multi-employer, defined contribution plan administered by NTCA,
which covers all full-time employees. Employees are required to contribute a minimum of 2% of their annual salary
to participate in the plan. Employer contributions are 5% of eligible salaries paid. Employer contributions to the
plan were $39,747 in 2013 ($39,598 in 2012).

Note 6 - Workers’ Compensation

The Company is a member of the Montana Electric and Telephone Systems Self-Insured Workers’ Compensation
Pool (the Pool). The Pool covers potential liability for workers’ compensation and occupational disease to
employees and dependents of deceased employees of all members in the Pool. The Company is jointly and
severally liable with the other members for the full amount of all known and unknown claims.
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SOUTHERN MONTANA TELEPHONE COMPANY

Notes to Financial Statements
Years Ended December 31, 2013 and 2012

Note 7 - Related Party Transactions

The Company leases its office building from Robert G. Helming, stockholder, officer, and director of the Company.
The lease calls for monthly payments of $3,100 through April 2014. The lease has been extended through April
2019 at the same monthly payment.

Following is a summary of minimum rental payments under the lease for the years subsequent to December 31,
2013:

2014 $ 37,200
2015 37,200
2016 37,200
2017 - 37,200
2018 37,200
2019 37,200

Total rental expense under the lease listed above was approximately $37,200 for the years ended December 31,
2013 and 2012.

Note 8 - Commitments

The Company has executed several contracts for construction projects. The amounts unpaid against these
commitments at December 31, 2013 were $5,175 ($135,546 at December 31, 2012).
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