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September 2, 1998 

Hr3. Blanca S. Bayo 
Director, Division ot Record• and Reportino' 
rlodda Public Service Collllai,.ion 
2~40 Shu=ard Oek Boulevar d 

( 
J 

Tallahaasoe, florida 32399 
: J 

U) 
:n~ I ,., 
n .-., ( -o 

I 
(' N 

-o =;. :z 
(;) •, . f:' 

0 0 

RE: Docket No. 980696-TP 

Dear Hrs. Bayo: 
0 

Enclosed t or filino in the above referenced dockets on 
behal f ot AT'T ot the Southern States, I nc.'s IAT,T) and HCI 
Te!Pcommunicationa Corporation is lhe Rebuttal Testimony of 
Catherine Petzin;er, John Hirahleitec, Michael Majoros. Arl 
L~rm~ . And Don Wood/Bria n Pitkin. Please note that tho Rebuttal 
Exhibit C£P-l attached to Catherine Petzinoc r ' s Rebuttal 
Testimony mAy contain proprietary confidential buaineas 
information and ia beino t iled aep•rately in accordance with Rule 
2~·24.006( 5), fl orida Adainiatratlve Code. 

Coptos ot the fore;oino are bein9 served on all parties or record 
1n accordance with the attached Certi!icate o! Service. Thank 
you for your assiatence In thia aalter. 
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~lfteul or IDYla& 
PO(jWf tl06tl·~· 

1 KERESY CER'lllfY tha.t a true and correct copy of the :foregoing 

was furnished vie ~hand deliveryt ••Fedaral Expreaa and u.s. Hail 

to the !Q.l.}.owing parties o~ ncord on this 2°d day of Paptember, 1 998: 

WilliaJII CQK 
Flo~ida !'ub\-ic S.rv~ce 
Coallllisaion 
2540 Shuaard oak Bouleva~ 
Tallahaaaee, rL 32399-0$50 

Richard Mahon._ 
8oppinq t.v rira 
Poet Office 80~ 6526 
Tallabaalee, rL 32314 

J ack Shreve 
Office of Public CQ~ael 
c/o Tbe .florida U.Oialature 
111 Waat Kadieon St~et 
RQQIII 812 
'l'allahaaset, J'L 32399•1400 

Kimberly c-.vall• • 
G'l'E Service ~ncorpora:tec!f 
1 Tampa City Ceter 
201 N. rran~lin street 
T81ftP8, FL 33602 ' 

carolyn Kal'ek 
VP o! ReQUlato~ Atfaira 
Southeast ~eqion 
Time ••rner ~unlcations 
Naabv11le, TN 37221 

Joaepb A. McGlothlin 
Vicki Gordon Ka~n 
McWhirter, Reeve11 
-~othlin,oavidaon, Ria( ' 
'llakaa, P.A. 
117 s . Gadfden Street 
TallahJsaee, J'L 32301 

Floyd R. Self 
Hesaer, Caparello ' Salt, 
P.A. 
215 s. Monroe Street 
Sui te 701 
Tal1ahalaee, FL 32301-1876 

Brian Sulmonetti 
lforldCOII, Inc. 
1515 s. federal Hiqhway 
Suite 400 
Boca Raton, n 33432 

Nancy 8. White 
Robert G. Beatty 
c/o Nancy Sillls 
150 s. Monroe Street 
Suite 400 
Tallahaaeee, PL 32301 

Norman H. Horton, Jr. 
Keaeer, Ceparello ' Self, 
P.A. 
215 S. HOnroe Street 
Suite 701 
Tallahaeeee, rL 32301-1876 

Jaaee C. Falvey 
e.epire Comlllunicationa, 
Inc. 
133 National Busineae 
Parkway 
Suite 200 
Annapolis Junction, MD 
20701 

l 



Laura L. Galla;her 
Vice President-R~;ulatory 
MfeJ.n 
Plorida <:able 
Telec~ieations 
Asaociat:l.on 
310 N. Monroe Street, 
T&ll&ha4see, PL 3~301 

Hard..etEudy 
ALL.ttLL nollida, Inc. 
Poat Office Box 550 
Live Oak, PL 32060 

John P. £one 
J. Je.tfrey tablen 
Au&ley ' Mc:lCullen. 
227 South Calhoun Street 
Tallahassee, rL 32302 

David 8. I:J::win 
127 Riverairik Road 
Crawtordville, PL 32327 

Robert loj . PoiiL, :Jr. 
Poat Office Box 277 
Indiantown, PL 34956 

Mark !llmer, 
l'o.at Office Box 220 
502 Piftb Strlet 
Por~ st. Jo•, PL 32456 

TOll! McCak 
Poat Office &ox 189 
Quincy, FL 32353-0189 

Lynn 8. Hall 
Viata-onited 
Telecommunicationa 
Pos t Office 8ox 10180 
Lake Buena Viata, FL 32830 

Lynne G. Brtwe~ 
Northeast P,l.od<ta Telephone 
co. 
~;:+ Ot:fic:e BoX 48S 
Maflt;lenny, n 32063-o.e.s 

Kelly Gooc:IJU.;ht 
Frontier ~ca~ione 
110 s. Cl1nton Avenue 
Rocheater, NY 14646 

• 
Patrick Knight Wiggins 
Donna :. Canzano 
Wiogins ' Villacorta, P.A. 
Post Office Drawer 1657 
Tallahassee, PL 32302 

Steve Brown 
lntermedia CommunirAtions 
Inc. 
3625 Queen Palm Drive 
Tampa, FL 33619-1309 

Michael A. Gross 
Aasistant Attorney General 
Office ot the Attorney 
C..oneral 
PL-01, the capitol 
Tallabasaee, FL 32399-1050 

Chulee J. Rehwinklll 
Sprint-Florida, Inc. 
1313 Blairstone Rd. 
Ta4lebasaee, PL 32301 

Kenneth A. Hottman 
John R. IIllis 
Rutledge, scen1a, unc1orwo0c1 
Purnell ' Hottman 
Poet Off ice Box 551 
Tallahu .. a, FL 32301 

Paul t<ouroupas 
Michael McRae 
Teleport Com.unicationa 
Group, Inc. 
2 Lafayette Centra 
1133 21•• Street, till 
Suito 400 
Waahin9ton, DC 20036 

Su~anne F. Summerlin 
1311-8 Paul Ruseell Read 
Suite 201 
Tallehaaeee, FL 32301 

Peter K. Dunbar 
Barbe,• D. Auger 
Pennington, Moore, 
Wilkinaon, Bell ' 0Uob4r 
P.O. BoX 1.0095 
Tall&haaaee, PL 32302 
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THE FLORIDA PUBLIC SERVI C~; COMMISSION 

DOCKET NO. 980696-TP 

REBUTTAL TESTIMONY 

OF 

JOHN l. RIRSHLEIFER 

ONB&HALFOF 

ATA1 CQMMUNlCAnONS OF nt£ SOUTRERJ'i ST.~ T£S, INC. 

AND 

Ma tELI:COMMlJNICATIONS CORPO,RA TION 

SEPTEMBER l, 1998 

DOCUHr.ltr HI Mllrfl·OATE 
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9 Q. 

10 A. 

II 

12 

13 

14 

IS Q. 

16 

17 

18 

19 

20 A. 

21 

22 

23 

REBI.JTTAL TESTIMONY OF 

JOHN I. HIRSifLEIFER 

ON' BEHALF OF AT&T C0!\1MUNICA TIONS 

OF THE SOUTHERN ST.\ TF.S. INC 

AND 

MCI TELECOMMVNJCA TIONS CORPORATION 

DOCKET NO. 980696·TP 

PLEASE STATE YOUR FVLL NAME A~D OCCUPATION. 

·MY 111mt is John I. Hlrlhleira 'llld my busln.ess oddn:ss is FinEcoo, 10877 

Wlllblre.81~ Los Anacks. Califomla ~2~. 1 am Vice Pn:sldcnt and 

Oitedar o(Rcsearcb of Fl.n&on. a firm which provides ftnanelal economic 

eoqsultio~fti'Yl~ 10 eorpontions. law fim1s nnd aovmunent aaencies. 

AU YOUTBE SAME JOHN fURSIJLEIFER WliO PREVIOUSLY 

SUBMlTl'ED PREPARED DIRECT TESTIMONY ON BEHALF OF 

AT~T COMM:UNICA.TIONS OF THE SOUTHERN STATES, INC. 

AND Mel TELECOMMUNICATIONS CORPORATION IN TBlS 

PROOEEDINGT 

Y~Jam. 
' 



FJ " • ' CLifL 

l Q. WHAT IS Til£ PUJU'OSE OF YOUR Rt:OUTTAL TEST1MONY1 

2 ~· tbc purpose of my n:butlllltestimony i$to ~.·mmc:nt on Bell South's, and 

3 Sl'f'ni/Unlted and Spr1n11Ccnte1'11
• ptOposalt•• ldopt a 11.2S% cost or capiiiJ 

4 as supl)lmtd by Qt. Randall S. Biltinssle)', BdlSouth Telecommunications' 

s ("BeiiSOlll)t~) cost of capital ex~ witness. I will also pTC\idc: rcbuualto the 

6 testimony ofDr. J11mca Vander Weide. 'Yho .,.ll·ocatc:s an overall 12.6SY, cost 

7 of capital for GTE. , 

8 

9 Q. '\VIIAT lS YOUR VIEW Oi- fHE COST OF CAPITAL ESTtMA TE 

10 Sl18MITTED JN THlS PROCEEDING 0:-i BEHALF OF BELLSOUTH, 

11 SPJtiNT AND GTE? 

12 A. I believe •that the 11.2So/o cost of copital ad' ,•,·nted by Bell South and Sprint, 

13 and the 12.6!1" costofcapltallldvocated by GTE are filr inexllCSSofthe 

14 fotwvd-lookina cost of c:apilal !or the provl.sion of network clements or 

IS univasa! $e~Yice, llld ue incon.slsltllt \\ith publicly-available coat of e49ital 

16 ~by pGJ'Iic:s ouuidc lhe context of this proceodlna. 

17 

18 Q. 18 11IE 11.2!% RATE ADVOCATED BY BELL SOUTH FORWARD-

19 LOOJaNG? 

20 A. No, tl dS dctemilned by the FCC in 1990. l'be FCC stated In Parqnpb 

21 2S0.(4) oflts May 8, 1997 Universal Service Onler that: 

22 " ... the ~of debt lwdec:reucchlnee w~: laJt~tt the authorlud r.te of 

23 ~ 1'lie rcduetioo in tbl cost of bott'Owing cal~Kd the Common Canjer 

2 
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11 

12 
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14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

Q. 

A. 

Q. 

BlftMI to Institute t Jftlimillll)' inquiry u "' whether the CU~"m~tly llllhoriz.ed 

federal r.-e or mum is IDO blah. al vcntbc current marltctplacc cost of equity 

&Dd debt. We will n:evllualt the cost or cariulas needed to cnsun: that it 

ac:cutatcly reflects the markct •huation for ~.arricrs. ·· Pu1'11141lt to P&rap'lpb 

2S0.(4). the Florida Commission is free to u...: 3 st.ttc·p~be<l me whicb an 

be baled 011 ~ (orA'Ifd..Jookina datL 

DR. BIWNGSLEY TESTtF1t:(} Til AT liE ll AD PERFORMED 

INDIUCT TESTS Of RltASONABLE~ F.SS IN SUPPORT OF THE 

ll.l5%COSTOF CAPJT.lL. DO YOU UEIJEV£THATDR. 

BILLINGSLEY'S TWO _,.ESTS OF REASONABLENESS" ARE 

PERSUASIVE! 

No. 1'hey ~ rntubtm..,tieally sclf-fuU111ina;: l.e., they usume chi' dnire<l 

conclusion. lryo~~ tlkc lhe 11.2S% cost or •.1piw nnd assume that it is COO'ClCI 

(~ tbere b DO tcUOO to do).~ ) OU lU>Urm Dr BlllinasJey'a COSI or debt 

Hllmete is~~ you wumc that baftorie&l or prcviously..aiiOMd 

capicaiii'Nc:tutettn ecrm:t, then you luavc 10 act n biib Implied cost of 

equity, However,lhls Commiulon cloc:s 1101 have to assume tlw 11.25% is the 

comet CIOit or Clpital Q P'hwl 

DR. BILLINGSLEY BAS TESTIFIED THAT TELEl'HO~ HOLDING 

CO~AfljfiS ARE NOT ACCURATE PROXIES ..OR DELLSOUTH. 

1'REAEJI'OR£, HE CALCULATES A Of f COST OF EQUITY ON A 

3 
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12 

13 

14 
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16 

17 

18 

19 

20 

21 

22 

2.3 

SA.MJ'LE OF COMPANIES DERIVED DV A hTATISTJCAL CLUSTER 

ANALYSIS. DO YOU AGREE WITH IllS PREMISE AND 

APPROACHY 

No. First, he flU provided no conviocingaf);ument or evidence showlna that 

the telephooe boldina compAnies 11re not th: closest available set of 

competllblcs for tbc: bus.in«s of unbundled n.:twork clement leash,i- M I have 

diseuucd in my direct t~ny. lhl: u:lepl~>•nt holding companies are riskier 

chan th.enetworlt e.lanentleasina busin . .ss b..-.:~ti.IC of their many rislder 

t-uf"tW'' ~fore. usc of te:ephone holding compMics as proxies will 

Yield • colllm'1ltivcly hlgh cost or capillll e:o.tim41c. Althouah Or. Billingsley 

bas pm'onned ~ I.I'CIDe ~tistical Mlllysis. his results do not. in my opinion. 

pass lbe &em of reJ,IOJl and common sense. If one were to IICc:cpl the results of 

bis cluslcr ~yals, then one would lm~" to hclieve th#tlbe rU:k of the network 

element leasing business was more similAr to the risks fa=! by Coca Cola, 

McDonald• and WIII·Manatorea. as exampiM. th110 to the risks faced by 

9cllSoutb'lparent company (which owns LEC's nnd the undtrlying network 

elclmmiJ). It Ia clear on ill fAce. however. th:ttthc risk of the network clement 

leasing busioeu llu vil1ually nothing in common wilb the risks of a 

1 am I\Jither convinced of the inaa:urO!Cy of Dr. Billingsley's approac.b 
. 

by my~ as a wi!DeU in scv.::ral or Ameritech'a state network element 

beerings. In those proc:ecdina.J Amc,ritcch • s own cost of capital expert UJed • 

set COIIIj)ltable companies Which wu almost enctly tbe same as the tet of 

4 
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6 

1 
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10 

J1 

12 Q. 

13 

14 

IS 

16 

17 A. 

18 

19 

20 

21 

22 

23 

telephone.. hold loa compAnies that 1 hllve us.. '<I. I note also that major brokc:rage 

fums andlnv~tmef\l banks which issue an.1lyst reports for Bei!South and other 

telephone holdil!& compMies see no need ttl re-sort to Sllltlstical cluster analysis 

when choosing proxy companies for va l uln~ these comp311ies. They view 

' other telcpho~ holding comp;ulies to beth.: best proxies for the s-..bject 

tetcpbone boklipa company bcini valued. TI1Ls is true even though the 

telephone holding companies do not p:utltip.u.c In exactly the same businesses 

or to the same proportiorwe ~rrtt. Amdtcc:h. for example. is one oftbe 

i.vJcst providers of home seellritv alarm sen ices in the muion. BeiiSoll'dl. in 

cootrul, has DO lnvollltmcntln this businru whntsoc,-cr. 

IN REBtrrr ALS TO YOUR TESTIMO~IES FlLED IN OTHER 

STA'I'ES, DR. BILLINGSLEY CLAIMS THAT HlS STATISTICAL 

MODEL GIVES "0BJEC11VE" RESULTS, IMPLYING THAT YOUR 

CKOlCEOFCOMPARABLES IS INUER£NTLY SUBJECTIVE. IS 

TBJSCO~ 

No. Dr. Billfnpley has aJOStCd over the fact thnttbe formulation of his mode! 

end the cllli be chootes to IIIAlyzc uc subj~ctivc. The factors he has chosen to 

considef in t.b.e mcdei~UC based on his subj~.:tive judgment, and there iJ no 

bWJ to conclude the Cormu!Arlon of his model is necessarily correct or the best 

o~ t'o.r the purposes It waa lrru:ncled. The resllllts of his model- Wb.lch Oy in 

1he .fac!tofcommon-clramatlco.lly highlightlhiJ issue. Moreover, It iJ 

not clea- jlow many differast model formulntloM Dr. Dlllinasley consilkted 

5 



l!cfore teleepna 1be model U$«1 in his tcsti111ony. When nil of these issues are 

2 Wc.en Into eojisidcnil.lon. I do not believe th.•t Or. Billingsley lw offered a 

3 plllis\ble R!&lbo Cor abandoning the h;ssic nvtion that telephone holding 

4 contj)llllies are the best available comp:~tGblcs to use as a swtJna point for 

s estlnlllina the cost ofct!pillll for the network dement leas in& bus~ 

6 

7 Q. ~OM YOUR KNOWLEDGE AND EXI'ERLENCE, DO INVESTORS 

8 US£ CLUS'tl:R ANALYSIS TO DET£11.\UNE COMPARABLE 

9 COMPANttS FOR COST OF C/~PIT ~L ESTIMATION PURPOSES? 

10 A. No. And as PR"iously ruued. th.e SOJ.Itistic-.lttd in\'CStmenlS banb do not 

II ei~. 

12 

13 Q. IN R£BUT[AJ,.S T'O YOUR TESTIMO~I.ES PILED IN OTIIER 

14 STATES, DR. V ~ER WEIDE HAS SArD THAT THE USE OF 

IS MVLTIPLESTAC~ DCF MODELS IS ~OT ~ECESSA.RY. DR. 

16 B~SLEYHASSUCGESTEOTHATTHEPERPETUAL 

17 GROwnt MSUMPTION IN THE DCF MODEL MOST 

18 ACCIJRA1YLVREJLEC'f8 THE EXPECTATIONS OF INVfSTORS, 

19 AND THAT 'fHE TUREE-ST ACE DCF MODEL REFLECI'S SOLELY 

20 "!(Otllt SUBJECTIVE ASSUMPTIONS. IS TillS TRUE? 

21 A. No, Qulte to lbe conlfllr)'. The perpetual growth liSSUmption $)'$tematlcally 
' 

22 ~ aa liulocwaldy blah cot1 of equity estimate incoa.mtent with 

23 jnWtiOr ~~~~. Proml!lent eeonomisu familiar with cumru cost of 

6 
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14 
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17 

II 

19 

20 

21 

22 

Q. 

A. 

~ ren•ch ba\"e recoanUed lhatlbe simple po:rpetWll growth DCf' model 

usl.aa shortof'lllll'oreauts Is~ 10 I!Je if a company'• abort-run 

8"'wth ,_ is c:xpec:ted 10 excteclthe lol'lg·ruo l!l'l>"m rDtc of the eeonomy. or 

tbc c:oSl of oqulty will be ovc:rutl.mated. I h.I\'C cu,-d thne cconoml~ and 

pnctltionm mcmivc:ly in my direct tc:sllroony. 

Neither Dr. Bllllna•ley nor Dr. Vander Weide hD\'C cited MY cn:diblc 

support fotthe natvc appllc:atlon of the perpo:t~r.~l&rol\1h DCF model 11!in11 

sbon·Nn arowth forecutJ In !his tllt'.;mstancc. 

DO YOU BEUEV£ THAT THIS COMMISSION S' lOULD 

NEC!8SA.RJL V tJSE THE PERPETUAL CROWTH OCF MODEL IF 

IT HAS BEEN USED IN l1IE PASn 

No. ;.. blahllahted by the exccrp~J of academics nnd prKtitioncn cited in my 

dinlct Wimony, one must undcmand when •be pctpetualarowth DCf' model 

IJ.- lnCl is aot- suillble. Jo the we of a ~aul4tcd utility In lbe tnlditlonal 

~JU)Idon "1rins, I'V"f'1h bas tnlditionally b«o limited and bu 001 exceeded 

tbc powth 1111e of lbe ecoo<ay. I r tbc ar-th rDte does oot exceed tbc 

c:c:oooczy·widc poW1h rate. ad the powth I'Die is expected 10 be very liable, 

lbo- ofdlc ~ lf0141h model is ~IUORDblc. In this euc, ho~.l 

-a tet of COOlparabl• compriJal of boldina companies which af'e enaqed 

lo nlllnllnMIS busillOtSSc:S lhll arc, In the shon-run. expected to arow at rata 

mud! &JCIIfCt thaD lbo aaarep~a ecooomy. The wireless busloa.s, u an 

7 
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23 

Q. 

A. 

cnmple, has forecasted ;rowth mtea e~itl\: 30% (s.cc exhibit JH-1 ). It iJ 

nbfolutrly c:leaHIIII tbis-bus!ReJS will not ar1m mt such a high rate ltlcklblttly. 

BOTH DR. VANDERWElDE AND DR. ntLLINCSLEY HAVE FILED 

REB01TAL TESTL-.sONlES IN OTHER STATES J~1PLVINO THAT 

DR. DAMODARAN SAYS JN HI'\ BOOK THAT THE BEST USE FOR 

THETIIR'E£.STAOE:DCF MODEL IS ~·on COMPANIES WITH 

GROWTH RATES IN EXCESS OF 15 PERCENT. WHAT ARE YOUR 

COMMENTS? 

Tbat asscnion lndiCIUCS 11 very inaccuru«' anJ incomplete reading of Dr. 

Damodaran'• boOjc. Dr. Damodaran cbcrib..-s in his book nwnerous DCP 

models with varying fonnulations and char...:tcristics. Dr. Oamodaran 

ltti!IIIIPU to dilitiftaulsb \be eirl:wnJtllnea under which each type of model 

miaht be most e.ppropriatt. Ills obvious lhatlhe thrce-stqc model described 

by Dr. Dlu:nodanlll in cornpl~ model which is not the model ! employ,., I 

have 1Wcd In my d~Rellel<dmony. Dr. Damodllnln's thrce-stqe model 

reg\lba ~fk p!IYO!II ntiot, growth r:nea and betas. ln CQDIJ'Ut, the wH 

Model" duaibed by Dr. Damodaran appurs to be moP INlloaous to the 

modldl have used. 

Or. Damoclmu .Wa that: 

"1'be H model Is a ~e model for 81"0'' th. but unli kc the clJWlcal two

,_ model, the arowth rate in the Initial gt\J\\1h phAse is not constanl but 

~!ncs ljncarly over tlmc 10 ruoc:h the slablc·sro"1h rate In ate.dy 11118C.o.~ 

I 
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6 Q. 
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8 A. 
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10 

' n 

12 Q. 

13 

14 A. 

IS 

16 Q. 

17 

18 

19 A. 

20 

21 

22 

2J 

Dr. OIUnodatan iodicaJes thAt the bez.t use for this mock I is for fums 

!hat an: llfOwini fapidly at the J)fCSelll, but f.-r \\ hich the srowth iJ expected to 

decline IJIICiually owr time as thdr difTercntilll achanta8e over their 

Cllmpetiion deelines. 

DOES D~ DAA10DARAN SUGGEST A~Y GROWTH RATE 
' 

LIMJTATIONS FOR THE USE OF TilE "H l\IODEL"? 

No. It appeatTftom Dr. [b.modann's ex1m.ive llll:!lysis dull the "H Modc:l" is 
. ' 

~ 
b1t~ for companies wbic:b will ¥SOW at r.lles lower than those for which his 

fotmullllon of a )•stiiC mockJ wwld be llppropri~te. 

DQES DR. DAMODARAN ALSO DESCIUBE THE CLASSICAL 'IW(). 

STAGE MO~L IN HIS BOOK? 

Yes. 

WHAT DOES DR. DAMODARAN SAY ABOtrr CO~lPANIES ~CD 

MIGHT BE .QIPilOPRIATE FOR THE CU..<~SICAL 'tWO-STAGE 

DCPMODEL? 

Damod:uan SII&£CS1S that OIIC type of com~y for whidl this would be • 

suitable ~II$ a company: 

" ... in 111indu1tly l,b&t is eojoyingsupemonn:tl growth becaUJC llanlficmt 

~mto eni!Y (eltbcr lea;al or u a consequence of In~ 

~)can be~ to keep outn<.'W entr~~~u for sevaal ycers. 
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A. 

Q. 

l'he assutnplloo lha the aroWih ~drops pi\.'Cipitously from Its level in the 

initial phae 10 allabk rate abo implies tha1 this model is more approprial.c for 

llnnJ with lliOdesl pw1h rates in the Initial phase. II is more reuonablc, for 

II\SIMCC, to ~lh-' a fum arowlna ot I~~~ in the high-growth period will 

see hs powth rite drop 1.0 6% after that lhnn h is for. firm arowlng at-40% In 

the hl~Wih pedod.. ~· 

IFVOUASStJMEDTHATTHE C~ICAL TWQ.STACEMODEL 

WAS THE MOST AIPROPR' ATE MOfJEL TO USE, WHAT IMPACT 

WOULD IT RAVI HAD ON YOUR r ;;f COST OF EQutn' 

ESnMAT£7 

Jf I bid ~~Wad utilltied this mock I- wllleh ~nly oppean applil::rl¢ In lhis 

cue bucd on Dr. Dtmodaran'a anolyat.- it -..ou.ld hove rcsu.llcd in aloWCf 

cost of equity than wbal l aeMIIy calculated. This again provides evidence 

lbalmy COli of capital ailinale l .. wn.sc:rvatl' ~ly hil!h. 

DR. BILUNGSLEY HAS CLAIMED lJ\ PRIOR STATE REBIJITAL 

TESTIMONIES TIIAT rr IS SUBJECTIVE OF YOU TO ASSUME 

THAT THE 5-V£AR IJBIEIS GROwn I RATES FOR YOUR CROUP 

OJ COMPARABLE COMPANIES WILL NOT PERSIST 

INDUCNITELYINTHE FUTURE. HE IMPLIES THAT INVESTORS 

WOULD ASSUME PERPETUAL GROWTH AT lliES£ RATES. BOW 

DO \'OU R£SPOND TO THIS ASSERTION? 

10 
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A. I believe t~l ills quill: the opposltt. Dr. Blllinasley &rgi!CS that inveaon take 

2 S~ycnr forctaSts. whl~:b in the c.osc of the klcpbonc holding Gompanlcs ioolude 

3 subsidiarlet wilb &n~wth rates. exceeding 3~., and asaume unerititally that 

4 sueh"£JOWih .-ies .,.,;u lw (01'\\wr. Howe\'ff, tllml i$ no n:oson to believe that 

5 lnve$ton are so linsophlstlcated. lnVi!S"tors T\"CC~ that five-year forecasu 

6 mean <hal they are io1eilded for live year5. TI~ey appreciate tbc fact that even 

7 fille·)'tat fom:uiJ becoii!C less aecume in the later yean oftbc forecut 

8 peri(ld, and lhey undersland !hat hi&h KJ0~1h bu$IDC$RS by ~Stity wiJI slOW 

9 down as their nwlcei.l satutale. The COIJln!tlllS by academics and pntetltloners 

10 dted in my d~ !ffilmony 5UppOft this •·icw. Dr. Billlnasley has himself 

II stated ill previous rebuttal lestlnwny that U.S. financial markeu are "bi&h!Y 

12 efficltnt" (Bllllnp!ey Oeoraflll Rd!utllll Testimony, p. 41'). which also 

13 SUJIIIOIU my belief till! invnt.On ore sophisth:ated l.o cvaluatina information 

14 available in tbc matkc-tplace. 

IS 

16 Q. IS D.R. VANDER WEIDE'S AND DR. BILLINGSLEY'S PERPETUAL 

17 GROWTH ASS\JMPTION BASED ON f iYE·YF.AR ANALYST 

18 fORFCAS.TS SUBIECfrvE? 

19 A. ·ANo!Utely,llldos I have abown above, it is in this ln&tance an lncom:ct 

20 Ultlrtlpdon which would 001 be made by ln\"CStors. 

21 

22 Q. IN PB.LOR STATE REBUTTAL TESTIMONIES, DR. BILLINGSLEY 

23 AN'DOR. VANDER WEIDE HAVE ARGUED THAT SOME 

II 
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6 A. 

7 

8 

9 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

2Q 

21 

22 

23 

CQMl'ANIES HA V£ CROWN AT HlCII RATES FOR LONGER THAN 

FJ.V:£ YEARS. PR. BILLINGS LEV HAl- SPECIFlCALL V REFERRED 

TO MCl'S Hl$TORICAL GROWTH RATES INDICA TED IN V ALtJE 

' LI'NE. OOES THIS INVALIDA T£ YO lilt APPROACH AND MAKE 

nm PERPETUAL GROWTH .MODEL ) lORE SUITABLET 

Not~ ail. l~tlbe real world, indlvidUD! comr:mies pu~icipatlna in 11 partlcular 

liM, of busincu '¥i)J have differing grtl\\111 nucs \\1Uch will occur over different 

time~· Clearly, a few companies wi1l Jo extroordill;lrily well, and may 

arow at biab rates for many years. In fiC!I, in my analysis I assume above 

average sro~ fot moll tclepbone c.~mpcnk' 0\'er the nextt'llo"Cllty years. 

Oiber CNIIplll1ieswUI perform very poorly. ;md may experience low ot 

ncpdve ~w$ (ot ~ Out of business cntirel)'). The greatest proportion of 

Industry partlolpaniS will experience growth wmc:whete bet'h-ecn the highest-

~lively predict which COOlpcanies in an indUSIJ'y will be lhc winners and 

which will be lhe·losm. On average, no m'lwnnble analyst would expect blah 

s;rOwlb lnexccuoftbeeconomy's growth lilrall of the indiiStt)'s' eomp811lc-s 

forever. 

Whal was p!Utlc:ularly intc:n:sting about Dr. BllliniJicy's example In hit 

prior~ lestii"'OI)' is IN!. he pointed out WI MCI's cum:111 S·year growth 

f~ wen: In the 1;2% l'lllgc:, ~ven lhou~,th be 5tntcd WI average eamiDas 

8l'OWth ovet the pest J 0 )'W"S bad been 2Bo/o occordina to Value Line 

(BUlloplty Ocotgfa Rebultal T~rnony, p. 50'). Dr. Billingsley cljd not 

12 
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3 
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6 

7 

8 

9 

10 

II Q. 

12 

13 

14 

IS 

16 A. 

17 

18 

19 

20 

21 

22 

23 

I 

mention that the ame Value Lip:~ illdie~~t~ that MCI's srowth n.te over 

!he past S ywa. wu only S%. Clcatly then. .llllptrinS off' of 1M hiah arowth 

rate is occwrin&, coOtlslent ''itb the use of multiple stase DCF models mel 

inconsistent with the pc:tpet1131 'DCF model. Th<! usc: of a perpctw~l growth 

DCF model when MCI was &roWina .t mrs ~tte~ 28% would have 

dramatically oVelUtimated MCI's llUC cost of equity at that time. Given tMI 

MCJ's forecast sroWih nne-of around 12"~ is significantly In excess of the 

growth rate oftbe econotily, the same error arises • .. y usina a perpetual arowth 

rate DCF mo<iel tocW· 

IN HIS PRIOR UBU'I1'AL :TESTI.MONIES, DR. BlLLINGSLEY 

APPEARS TO ARGliE THAT INVESTORS SUBSUME ALL OF THE 

INFORMA'nON JU!GAilDING THE Dl FFERENTIAL GROWTH 

RATES OF SUBStbiA.RY c0~1PANI£S IJI,'TO ntE PERPETUAL 

GROWJ'BMODEL DOES T8A T MAKE SENSE? 

No. It is cle.r thM it Vlr'OUld bt an CXUIIOJdin:uily difficult analysis to anlvc at a 

• 
lfOWib ofvarlous bllsibesscs. ~me of which are relatively low-arowth. IUCh u 

the .loc:al odllln&c busibcsl, lind other businesses which will grow 

Fwtbcrmore, tbero would not be the OVCI\\iltlmin11 support for multlple-staac 

DCF models as c:lted in my dlrrct testimony If Dr. Biltlnasley's u.enioo wa-c 

IJ\Ie. 

13 
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.,..., 

Q. BOTH Dlt. VANDER W£1DE .\ND DR. IIILLINCSLEV HAVE ALSO 

2 A.RGU£0 IN PRIOR REDUTr AL TESTlMONfF.S THAT THE 

3 PERPETUAL CROW'11f ASSUMl'TJON IS SOMEHOW 

4 ,L'lO()NSEQutrmAL PEC'AUSE LATER CASH YLOWS HAVE 

s Lll'TLE IMPACT ON PRESENT VALl' E. IS THIS CORRECT? 

6 A. Thb i• plainly wrong, li$"CVidcmced by the enormous dlfrc:Rncc between 

7 Bellsou\.!l'J, GTB's InC! my C0$1 of equity ~.timrucsusina lhc DCF model. 

8 Tbdr III'JIIDI'!IIl ove:rlookt the ltR""'cndous itnpild of compoundlna oYer time. 

9 By auu.m1na pcrpctual dMdmd if0Yo1b co:npoundina a1 unreA11sdcally hiah 

10 1111.CJ. buu~ tbuamotiine holdlna the price.' of !he wbject company's stock 

II CODI!&nt Iii lhe:t>C'f model, the d iSCOU.'II nil•'-or cost o( equity-lllliSt gel 

12 muc31 hlaher by ~tical nc:ocuhy in order to equatc the enormous 

13 ~ dlvidebd$ overtime 10 the current price. In contrut, a more loalcaJ 

14 lllm\lt.ive usump!Jon would be thAI--If II~<: market JCIIIulncly believed !hat 

IS hlaJI ~would be reallud fotevcr-thc price oflhe aubjcc:t eompe.ny 

16 woW<I rUe. 

17 

IS Q. BOTH DR. VANPElt WEIDE AND DR. BILLJNCSLEV DISCUSS THE 

19 Rl$KS OF THE TtL£COMMUNICA TJONS BUSINESS. IS THE 

20 TEU.COMMIJNJCA TIONS DUSlNESS THE stJBJECT OF 11DS 

21 PJtOC&EJ)JNGf 

22 ,._ No. The &dec:omntunlcatloru busllltJJ iso ,·~ry broad car.eaory wtdcb lnchldcs 

23 IUdl Wsioesxt u GiE'• and BcllSouth's wt"less com.munlcatloos 

14 
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6 
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8 

9 

10 A. 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

endeavoei. lt tberetore appe31'S that they han: incomclly blwnd the risks of 

vario!l$~ risky b115inesses \o\ilh that of the low· risk network clement 

leasing business 111-theif llll31 ~ ses. 

ARE1llE RlSlCS OF CO~IPETITION, TECIINOLOCICAL 

JNNOVATlONS. AND REGULA TORY CHANGE DISCUSSED ;;r 

GREAT LtNGTB BY DR. BILt.INGSLEY AND DR. VANDER WElD£ 

SOMUJIJJ(GTHATTHE ~ANClAL :\IAftK£TS ACCOUNT FOR .. 
' . ' 

IN VALUJN . 'I'1DJ COM~ION STOCKS OF COMPANIES? 

Yes. Tbc fin.w;ial. marke~ lu\-.e bftn COIIttnUOU$l)' absorbina and 

ineo~ng inforinat!Qn abOut compcthion. ond toehnological and replatory 

change. This b e\'idem from financ:ialanal)-st rq10tt5 and the public: 

disclosures of the telephone holdl1111 c:ompnnies themselves ovu the past 

ICVel'81 yt~n. AI Dr. Billl~e) has lUted. the U.S. financial marlc.eu are 

hlibJy dliclent. Dr. Vand~f Weide lfmllarl~ testified In his diR~C:t testimony 

!hal "[e)conomistnnd lnvessors consider all !he riw lhala finn mJ&bt loeur 

om-tbc 1Utlare life oCthe company~ (Vanda Weide direct, pa. I 3). If 
·" 

iovestort are aware of new rim which lmp;Kt o company'a value, •bey 

Incorporate it into tho cost of tqulty immedi:nel~ Consequently, Dr. 

BiUiDaal<:y'a and .Dr. VGnekr Wdde'•uguments that the lnl:wnbcnt LEC'a are 

&cina d!ama!it new riab wfliofl require an inc~ to the lllllkc1-deta:mioed 

c:>Jst of eapjtat ue puz:dlng. bot would haw to osswn.e- contrary to their 

own~ thst 1M iD''eltini public iJ 101111ly naiw lllld would DOC 

IS 
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3 

4 

5 

6 

7 

8 

9 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

Q. 

A. 

Q.. 

III:COWll ror that various tisk.S, ~1bou~h die infonnalloo about risks have 

been widely dls~naled and diKUsscd. lllllw rnd mnny of Dr. Vander 

Weide's t~les liled jn ~~ ye#S enJ no to 11\at- both before and after 

the Jl8QiiC oftl)e 1996 Telecommunicnti~>ns Act- ho has described lbcse 

kinds <Jf risk in~ de14ll b;lscd on publitl~··ll\'nllnb!c infonnation. 

ABStiMlNG THAT r.t.ORE COMPETITION ARJSES AT THE RETAIL 

TELEPBONE BUSINESS LEVEL, IS THERS: EVIDENCE TRA T 

INCREASED RETAIL-COMP£TlTlO~ WOULD MAKE THE 

WHOLESALE DOSlNESSOF LEASL'<G UNBUNDLED NETWORK 

ELEMENTS LESS .RISK1't 

Yes. Bell AllaQ&lo Is lllute regloll4l Bell holding company comparable to 

BcJISoU\h. Bell Adaotl~ lw -ently ·~"d I? mn-ac with OTE. Bell Atlantic 

had indicatea in Stn~~.egk Overview pmiously pubUshed on iiS lntemet web 

site (,._bt4 1$ Jtebutlal JB-2) that tho business of lellSing network clements, 

in IDd of !taelt. represented an opporwnity for the company, since n:tail 

compct!doo W9Uid increue util.tation of iu network at lhe wboleale lew! 

without tho need to make ILDY addltlonal inn:stmenL 

IS THE PROSPECT OF INCREASED COMP£11TION IN ntE 

RETAIL PHONE SERVICE RELEVANT FOR PURJIOSES OF 

DETERMINING THE COST OF CAPITAL IN TltlS PROCEEDING? 

16 
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8 Q. 
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10 

II 

12 

13 

14 

IS 

16 

17 

18 A. 

19 

20 

21 

22 

23 

No. T1ie FCC in Ia. ~uaust 8 Order explicitly defined the ~levant riJk as the 

rislc ioe~ In tbt business of leuloa unbundled network elements at 

-wt.olesale [August 8 Ordet at '102}. (lbat tht FCC bas indic.tcd that "lhe rislc 

adjusted eost or capital ntcd POl be unlfonn for all el~nts,. further indlr&tes 

.lbat.tbc relevan! ~art lhoscinbm:nt ln the business of leasi.oa elemems 

I1$Cif,~ tbe risks etllalled whh mail phone service. 11!!: 111 f702.D 

IN PRlO~ REBtriT AL TESTIMONY F! LED IN OTHER ST AYES, DR. 
~ 

BILLINGSLEY CONTENDtD THAT YOUR MENTION OF THE RJSK 

OF PHYSICAL BVPASS, PARTICtJLARLY FOR BUSINESS 

CUSTO~ WAS INCONSISTENT WITII YOUR DISCUSSION OF 

CAPITAL MARKET THEORY, WHICH SHOWS THAT 

COMPETrr.IVE Rl$~ CAN Bt DIVERSIFIED AWAY AND WOULD 

NOT BE COMPENSATED BY THE MARKET WITH A RISK 

PREMtt1M. WOULD 'YOU PLEASE EXPLAIN THE lMPLICA TIONS 

OP CAPITAL MARKET niEOR\' WITH RESPECT TO YOUR 

I dilcuamauy ~ riJboflhe octwork element leasing busiDesl in my 

leStimoDy 10 ~the Commbsion c1111 get All oc:curatc pitturc of lhe ri&b lhh 

iAISineas faus. pllfticularly In relation to other businesses enaaged in by 

telephOne )loldlna aompallles. Some of these riaks could be viewed as 

systematic, meanrna that they could not be diversified away, and othen 

noos~ 5uc:h as tbo risk of competition. Ac:cordlna to capital awkct 

17 



theory, au lnvcstor \>ill not m~u•rc c-ctra compensation in lhc form of a hiahef 

2 cost of equity for rlskJ that he or Jbe can dh·crsify away 1imply by acquiring a 

3 ponfolio of compMics in that busln~. Dr. Billinll$1ey's infcrenee is lhal 

4 beGause I detcribe bo4h types of risks. I am wuming thai BtU South m!!!! be 

S compensated for both in iu cost of cquit)•. I do not make thAt statement. 

6 instead, my p.il.s to elucidate copil41nwl.<t theo.ry regarding divmlfiable 

7 risks. lroniwly. Dr. Billinasley is criticizing m.: for fully discussing the issues 

8 or risk in my testimony ( •. hich he h.u rot done). both from the point of view of 

9 those wbo contlckr COmpc1ttive r ..ks to be significant and from the vi~'J)Oint 

I 0 of tapt141 marlttt theory. 

II Tbe question for thiJ Commission to decide is wbethcr it &eeqllS !be 

12 preml.te of capilli.! mark.t11hcory "ith n:prd to competlth·e risks. If it docs 

13 not, thrn the risk of physical bypass should be consid~. If It is corulderui. 

14 the current reality il that there ase only small in-roads in filcllity bypass and the 

IS Ukdibood of it de\-doplna slsnificantly o\·rr the neas tmn is low. The Auaust 

16 I Order dctcnlle:l tho <:utmlt compc:utive posil!on of the incumbent L£C's 

17 netWOdc clemelll bn•ines• as bein11 nntura1 or bottleoedt monnpolks which do 

18 not now fac:eaignlflcant competition (August 8 Order at 1'• II . 702). 

19 BtiiSolllb'• own tnldc usochnlon nan:cs with thb view. In a brochure which 

20 the United St&tet Telephone Association distributes to public cons\lll\CT1I, It 

21 ~: 

22 "Be a mwt consum« 1M asm yourJClf with Information, especially about 

23 wba& .bla-disWJc:c compmies don't Wllllt you to kno-tueb aa the fact lhal 

II 



they don't own.lnvea in or repair the loe;slnctworks the(ll use to C!!!)' your 

l local c:a,lls. ThOSe networks have been built nnd :u-c maintained by your local 

3 telepi)Cino COIIIpilnies."' [emphasis eddedJ. 

4 ln the same vein, the fmdings of the Floridll Commission's draft rq1011 on local 

S tdecommunic:arlons competition dated September 19. 1997 are mat "local 

7 ' ago." 

8 Ob the ~r hind. ifdte Commission cor,. tudes that capital nwket theory Is 

9 com:et. then competitive rlsksmply are not relevant. 

I 0 Wbile I rec room for dcb:ltt on this subject. my sense is that capital 

11 lllldr.d tbeoly is correct on this issue. The follo\\i ng hypotbeticalltelpsto 

12 analyze OU. qutllio.n. Assume first thaltherc ore only two companies in the 

13 MtWOrkcJ¢tcnt lu.slna bll$incss, BeiiSomh nnd GTE. In addition, assume 

14 that GTE becomes a much betkr competitor. that this is known to the nwket. 

1 S aod that GTE win.!llianificant busiocss aw11y from BeliSouth.' Under such 

16 circulnslanccs, BcUSouth's market has become more competitive and its 

17 mmtet share will cltop. ln wluins the two comp;111les, lnvestofS will fonal:t 

18 ~ ~ tlows for each company. BeiiSoutll' s foreca.sted cash llows will be 

19 redOcecl. while OTE'E will be iDCrcued. BtiiSoutll's stoc:k pri.cc will fall and 

zo QTE'e Will rite. lt competitive risk lllso all'ccu cost of eqllil)', ~ will 

22 price to fall~· GTE's matktt in tum Ius bcco~ relatively less 

23 ~live, 10 ln~ll&od will reduce GTE' a cost of capital and tho price will ao 
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... 

up ev~ f..lrther, Loo~cd at In thilliibl, it is q uesrionablc that Investors woulcl 

2 require the SC((jUd rtdurooo in BcliSoulb • s pri« by additionally illGTtliSina ill 

3 cost of equity, pcticularly Iince the operutin~ ri•ks of the two c:omplllies'" 

4 the same, 

S Finally II5SIIlJle tha11111 .Investor bu>~ ooth GTE tmd Bell South. Thi~ 

6 ln\'CSlOf oow <~"'"Ill 100% of the profitJ front the I)Ctwork ckmentlcallilla 

7 business, and bears no rislc of c:ompetilion "h:n.soevcr. even though BeiiSouth 

8 aDd OTE continue to eompetc ~ilb ~ne nnother. ! ~competition alfects the cost 

9 of equity, this cr.ateu pUzzle for the !nW-610r "ho has just bought all o!thc 

10 compctlrU.s. Before bucql!)red both con,Qtmies, be assigned a highcrrost of 

I I cq~ 10 BttiSouib. What cost of equity does he UJe after the ICqUIJitloo 10 

12 val~~e lib !ntcmt in. Bell South? tkliSouth 's <:ompetitlve risks have not 

13 clwl&c:d at aU, but the Investor doc3 1101 bent any of lbal risk. His Industry· 

14 wiacprofiJSmnaincon~t reprdlcss o{which lodlvidual company wt111 the -
IS competitive war. Similarly, the in\·esiOr re.:ch es no added bene1it (rom the 

16 bet that GTE is !lie be!tet competitor, even thouah he paid an lidded pRmium 

17 for this company by reducing the eost of equity. The most plausible &llSWI:t to 

18 this pltZ%lc iJ that competitive risk does not change the cost of equlty 10 bejiD 

19 wW!. precbeay bccat.~~e &n in\·estor dOC$ not consider unsystematic risks whkh 

20 can bo divemfied away euily. This is "hy <·.:~pil4lnwket theory statcllbat 

21 wbeo delmnininJ the COlt of equity, investOrs lll'C: conccmcd with the 

22 ftulcllmmtll ~risks of a business, not ¢e :.:iosynaxles alJectina the· 
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16 

17 

18 

19 

20 

21 

22 
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A. 

Q. 

A. 

DOES Tlllt P ACf lliAT THI! NETWORK ELEMENT BUSINESS 

LEASING BUSII'fESS FACES SO.M£ RJSKS TURN IT INTO A HIGH· 

RISK BlJSINESS A8 DR. BILLINGSLEY AND OR. VANDER WE.ID£ 

SUGGF.ST1 

No. All~ face some riskJ, indudlng low· risk bu.silielses. AI 

disats.scd above, both the FCC end Bell 1\tl:uulc view itu a low-risk business 

In thtir public prot10¥11Cr mcntl. 

IN 1li'.BVTTAL TESTIMONlES FILED IN OTHER ST A T£S, DR. 

BILLINCSL£Y HAS QUESTJONED THE \I'PLICABILITY OF 

CAPITAL MARKET TB£0RY WJUCH VOV HA V£ D£SCRI8r;D 

ABOVE. IS DR. BILLrNCSLEV INCO~SISTENT IN HJS USE OP THE 

CAPrl'ALASsET PRJCINC MODEL? 

Yes. Oll lbe oae band. Dr. Blllinaslcy uses the capital assrt prid.na model in 

bls IDily,is. Yet on tbl other, be atmcb iiJ "pristine theory" (BiUlnasley 

OeorJia Pet-mal Testimony, PI- 60') u bc:ing impractical becaute h 

~tly nqatet hit~ llw comnetith-e risks are hlahly 

liiJI1ficaot 10 Bell South.' Howe\fl', the f011ndation of tht model Ia th.l 

dlvmifbble riskl do 1101increar the COS! of atpi1al. AI lbbouon Aaaoclmc. 

•tate~: " ... UIIJ)'&~emalic rille It that ponion oftot:ll risk that c:an be avoided by 

dlvcuifYinl; the CAPM coocludn thatiiiU)StemAtic risk Is not rewaded with 

a If* premlwn. For cumpl!. chi: possibiiU} that a linn wiiiiOJe tnll'bc sbM'C 
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10 a CO!!!pdit.or iJ aiCIW'CC of UI!Sl'SI~tic ris~ for the stock of a patlcula: 

CO!!IJ!!DY·" .. (cmpbaslt added) 

IN R.EBUlTAL1ESI IMONY FILED IS CtTIU:R STATES, DR. 

BIU.INGSlZY HAS ASSERTED THAT 1 HE FCC CONSIDERS 

COMPr:nTIVE RJSKS IMPORTANT TO THE COST OF CAPrT AL. 

HAS T'HE FCC SP£C1ftCALL Y ADDRESSED THE CAPITAL 

MAilKET TBZORY QU£STION1 

Noc 10 Ill)' lcnowl.ldae. Looki111 111 Dr. Bil 'rn~ ley's speci fic ciwioo 10 the 

FCC't Third Reporund Onkr (I CC ·96-IS'l. the FCC stated 11w Mpo«mtltl 

COIIIpdi1loA ~ inercase the risk fxirrs the llCUIIIbcnl LEC.. and thus 

inc:aeue thdr COM ofcaphal, thus mltlpting. to some extent, the (XU)rl 

~u; rtiftJ! that incumbent LECs eost or £?PI Ill I has d«rcasc:d IInce 1990. 

(clllphe•luddedl (BUI{npley Ckofvia Rebun Ll Testimony, p. 1311) However, 

the FCC'• May a Order rqardinll unhcrs:~l K rvu:c at p.1tllltlph 2S0.(4) lUtes 

the: 

"'lbeft ce odlet Clcton ~. that may m•tiple or oiTJct any pocm!iaJ 

inweue In lbe cosc of capital usod3tcd v.itb cadditlonal competltiocL For 

CXIIIlple. unt11 C.Cilities·based eompet1tion occurs, the impact of oompditloo 

on the ILEC' • riJk UIOdated with the wpponed services will be minimal 

"""'*the lLEC'tl'acilltlu will rtill be ~ by eompetlton uaiDa either 

resale or pucbufn& I&XIellto the ILEC'S Wlbwldted networ• elc:mmts." 
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Q. 

A. 

Comeq\l:utly, it docs not tppear dw che FCC bu dtOnlth-cly concluded lhls 

dieM risks \NUl intrease the LEC s • ~~st or c:~riull. but chat they ~~e leavizla 

tbcm open for considcraltoa. 

OOE811USJ'CC STATUIEI'I'T ALSO I~DICATE THAT, EVEN IF 

COMPE'ITfiV£ RISKS DO INCREASE LEC COST OF CAPITAL. 

THAT ON NETTK£ COST ?f CAPITAL HAS DECLINED SINCE 

1'11! 11M! TBATTU£ FCC DETErt.\IINEOTitE I 1.15% ACCESS 

CIIARGE RATE? 

Yes. Wbile I belieYt !bat the FCC iJ le:wing the fU141 decl'lion ID IWe 

~ it is clwty its position lhat. if ;ill of the facton ~~e consldctcd 

inoludiq competl!i~ ri$111, the net CQSt of ~a pi tnt has declined f'rom the time 

&bli, ll~S% wu adopted. One ckur indit•llion or lhi5 iJ Inc 'lsnJtlcanl de:<: II no 

in ~merest ratet ·siac:e the FCC's Rate R.epffscription Order adopted In 

September of 1990 which l have: discussed in my dirccttetllmony. In Its May 

I Order rtprdiJll univenallltt'Vicc at p3111grapb 2S0.(4), the FCC JWod that 

"(t~ Rduetioo in the cost ofborro\\1ng c:lUJcd the Common CArrier Bureau 

ID mstitute a prclinlllwy inquiry as to whether the cwm11ly alllborizcd federal 

11.25 percal11'5le ofn:tum iJ too hlah ai\'en the current nwilctplacc COil of 

equitY and debe." 
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A. 

Q. 

A. 

JNPRIOR REBtn'TAL TESTIMONIES, DR. BILLINGSLEY HAS 

CRITICIZED YOUR ESTIMATIO:-J OF TilE COST OF DEBT. lS DR. 

BDUNGSLEY COR.RECTTIIAT N£T\\ORK ELEMENTS WOULD 

ONLY BE FINANCED WITH LU\G-TF.RM DF.DT:' 

No. The lld'MIItt elements ~~~~ YIUl -d Qpc:c1o:d cronomle lives. not all of 

whlcb arc necetllrily Jona·tmn. In ldditiolf. lhc nccwork clement leaslna 

buefnm like-any cxbu business. ~'OUid be fin:t!ICC'd uslna a vvle1y of IOW'CCS 

end CDIIUiitles. Dr. Billinpley ~ould be ha.rd·pressc:d co name my COI'IIplll!a 

wbidl arc fi""'C'd " i lh 100% lon;·c.-nn «b< 

IN OIIIERST~T& REButTALS, OR. VANDER WElD£ AND DR. 

BILLIJ'(GSLEY HAVE INDICATED THAT YOUR USE OF THE 

~AL DCP MODEF V'1f)ERST 1< TES TlfE COST OF CAJ'JT I<L 

ESTIM,ATE. IS TIUS TRUE? 

No. Wbm cak:ulatin& tbe cosc of equit)' applicable co an invcltOr,the invmor 

llltiiiiCS thai be Of lbc will Jet quancrly dhidmds. ·" invesum normally 

recciw dividmdJ quarterly, lhey will reinvest them and &d the bendlt of 

quancdy OODlpOill)dinc. 111 other "'onls, innston earn cbelr c:ost of equity as 

eelc;ulated by the quiiW!y DCF mocld by rcin\fltina cllcir eub flows 

quancdy. The pwpoiD ofthb proc«dina. however. is co cle'.!mllne tho COlt of 

capital wblch the ldephooe opentin& companies ahould be allowed. lu 

:ooiJUt 10 invalo.ol'l, telcpbone opnatina companies are able 10 mn\UI their 

cub now. on u tpproxlmllc monthl) buU. Con.cqucotly, lflhe 
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Q. 

A. 

Cmmiaioo allows a rate ~1Uch il e>tirtllltrd usin~; an onnu:d DCF model, thai 

die opcratina phone company ~ts :~n .:O'«ti\·.: rotc higher than the allowed rate 

bccll* or IIIOIIlhly compoundins. l h•s eO'.:ctiw rate ,,;11 in fact exceed tbe 

rate calcula!Cd USinJ a quarterly DCF kills. Thus, it \loOUid 1-~ entirely 

lnapproprille to calculotc the DCF cost of equity on a quanerly c:ompowldina 

l:uls for.purpotet <If this proeeedinll. ~~ this would alvc the opentlna 

phone company lhe benefit or both lJU.1ncrly mid monthly cornpoundina. If the 

ConRJ!Iaioo wae to decide th~tlt pr.:l;.-rm!the quancrly DCF model, then a 

dec Nij l)lmcftna adjustment 'I'OUid h.,, c to be made to remove tbe bme1it of 

montbty COOIJ'O'tndiftll. 

DR. VANDER WEIDE BELIEVES THAT TELEPHONE HOLDING 

COMPAl'«ES ARE LESS RJSKY T BAN THE BUSINESS OF 

NETWORK II.EMENT LEASING. IN PRJ OR REB UTI AL 

TESTIMONIES, DR. BILLINGSLEY BELLEV£5 THAT YOU HAVE 

MADE INCONSISTENT ARGUME!'oliS REGARDING 

DIVERSinCATION IN RELATIO:-l TO TELEPHONE BOLDING 

oo-.ANIES. JSTHATTHE CASE'! 

No. lD tbe cuo o( ~elepbooe hold ins romp;~~~ itt, enaoiins In bu.sl.-.ea wblcb 

ae ~y rfJJdet than the network elcmentltuina buaiDCSf will 

llwaysllllb the rille ur the ldephon( holdillfl company areater than m. or tbe 

Det'~¥0~~ '-llla !mlneu OVC'nlll ri~k c11n llt\ cr fill bcauK o(lhe 8Cqllialtlon 

of~y ritber ~. This Cllll be iiiUS!nkd with a almple 
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Q. 

A. 

f'XImpk lf,ou hold 1 onc·U1CI portfolio comprised of 1 productlve local oll 

wrcll wilb ~proven ltiCI'\'n. }'1>11 "ill not make !hat oil w~U k# riJky 

by llllilertakin& wildcat oil dnllina in Iraq. YO\If 0\'Cr.ill boldlnp becx>me 1D0R 

riJky by makina 1 fundamentally m~icr in\e;~.tmrnt. 1,1 the c:ollleXt of lbc: 

ICiepboac ~»~dina c:omp&nlts. the F( c Md the m:Jjor ~tina aacnc~ have 

•o.:oviud ~ investmtniJ in busin~SSIIS oulSide of local exchlnae have INide 

diem r;ikler. 

DR. 81LUNGSLEY'S RISK I'RE\11l'M A~AL\'SlS DIFP£RS FROM 

YOURS, AND LEADS TOA SIG,IfiCANTLY 111GHERC05TOF 

~UITY ESTIMATE. HOW DO YOU VIEW RlS APPROACH' 

~ cqt.lity risk premium Is 1 subject or artnt r~seoucl! nnd debate In fiiiiiiCC. 

and no dcftnilivc conJCnsus lw b«n reache-d. In my nnnlyals. I atttmptcd to 

comMcr Ill o( 11M lft'-.lllna raearch by lend ina academics which I thotouahiY 

dltcua blmy direct tesdtnoay. hi> dear tlult Dr. Billinplcy bas not 

IIJda cd -••eaea~ch. J*ticulltiy tll31 of 3lancllard, Siqd and Rca ct 11. 

which iDdlcattt that lbc: fonwd·lool..lna ~t pmniwn over U.S. Trcaury 

baods is in the 2 to S% rlllet, far lo\\trtluln wh:Jt Dr. Billinplcy Mimatea. 

My direct ~nooy al110 cha to a rwmber of other wurcea reprdlna mertct 

eaimlltCS of the riak prmtium, inclwina tuticlt$ in Fortun1-, 71,. Eccnomln 

IDdthe FCC' a 1990Rite Rcpmcripdon Orlkr. 
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HA V£ YOU ,SEEN OTHER Ot>.JNIONS REGARD.ING THE 

MAGNITUDE OFT~ EQUITY RISK I'R~MlUM NOT 

' 
R.EFE__.RE.N(ID IN YOUR DIRE<..T~TIMONY? 

Yes. Sdlolars at the Americ.t Enu:tprise Institute: Sl41.ed in the Wall Street 

Joumal the followina: 

"Allow us now IO$U~Itsl a hypolht-~is about the huge returns posted by the 

lio<:t maJUI CMr the..- few ycm: As mut~l fu!'Cls have advcrtl.srd the 

reduction bf risk Kqiilred .!~'>' ~na the Jon!! •. aew, tht risk·pmnlwn required 

by ~hoi'*' hat &flldual1y drifted down. Since Sqcl'• raultJ f\Ueal tha1 

tho correct risk pmniwn rrdaht be zero. this drift do" n warO- a'\d, the 

~ trcud •lowuij bi&)ler stock prices- rn&y OOt be OYer. nU 

Tbolc wbo esdmatc the~~ premium as the lollJ•nm avcnae CX(lftl of 

Aock returns ovet aoYelillnerlirbond rel\ltliJ .,,,.i ll typically obtain a fiaure In tbe 

1 to 9 peacmt ranp. This &blorial #Jiproodl ianoret that llllllht rilk 

~111!11 vary ovet'llmc and at t~ present lime can lead to sianlfu:ut 

underval~ ~·._ 

27 
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Q. DO YOU RAVE ANY INFORMATION REGARDING THE MARKET 

2 RISKnlEMIUM USED BV WALL STREET BROKERAGES? 

3 A.. Yu. Myllai'Iwasable .o obca1n tbt July-end 1998 nwkct rUk pmnium 

.. estillllleltby Merrill Lynch. As of llut tuM. Mmill Lynch cstimatt:d the 

s mattec risk premium over the lona·t~nn T=:sury yie.ld to be S.07%. ThiJ b 
< 

6 43 ~ poltttt lowe' than the S.SO% mLVkct risk premlwn over looa-term 

7 T~ wtUch I u.ed In my ltudy 

I 

9 Q. BOW DOES DR. BJLUNGSLE' ARRJ\'E AT SUCH A mGH JUS1C 

10 PRDIIUMt 

II A.. Dr. 8illmplcy urivc. II a WaC ,.;.._ p~mium b) makiqll the 11111C tnlJake 

12 whb ~ ~et dw be made hr illdi,·idual comp31lies. That is, he assumes 

13 poWih for ll!lin&itc period at a rate exceed ina the ll")wW rule of the 

14 ~ eeoaomy. Had he proper!} Ween account of the fact rbal powth 

IS m1111 C\lallllally slow, u J do In m) direct testimony. be would have arrived 11 

16 t-"ec risk pnmlum nx.~ consistnu with IbM tobicb I rec«~ n11• ud.. 

17 

18 Q. DR. VANDER WEIDE INDICATES IN HJS DIRECT TESTIMONY 

19 TRATTB2COSTOF CAPJT,\L IS FORWARD·LOOKING. HE 

20 STATES.ftiR'J;'IU:RTIIAT"FORWARD·LOOKINGECONOMJC 

21 COST STUDIES All& PREDICATED ON THE ASSUMPTION THAT 

22 1'11EMARIC.ET FOR ALL LOCAL EXCHA.~GE SERVICES IS rut.LV 
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COMPBTfTfVE" !VANDER WEJOE DIRF.<T. PC. 38). DOES THE 

FCC AGQ.E£ WITH DR. VANOER WEIOt:'S ASSUMPTION? 

Np. In its A\I&USI8 Order, the FCC stotcs ,·s t•licitly nt parag.raph 702 that, 

"Based '?" the Cllfmll record, we conclude th~l the c:unently aulborized rate of 

return• thc fOderal or state level is a reason:1blc stoning point for TEL RIC 

~eul.UOnt, and incun;'benl I.EC•I>c:ur the 1-u!'<lcn o>f demonstraJins whh 

specif!citl' thanhe business risb : Qttlle\· (J:.: in pro,idlng unbunclled 

' ... 

We ftCOIDil:e that Incumbent LECs nre likd~ t<> face increased riab &IVUJ tbe 

cMn!J ~In eompctltion' in this industry, wblcltaenenally might Wlmnl 

an iJllcniUed COli ol'capillll, but note thnt. eorlk r this yur, we inslitlltld a 

~l!!!ty ingu.!rY as 10 wbet.her the cuncmlv uuthorizcd fcdeniii i.2S 

pCnlcr!t nile of rennn Is tOO hish sivcn the current marketplace cost of equity 

Ind. debt. On the buis of the c:W'l'Cnt l't(:()rd. \\t: decline to cngqc in 1 time· 

C01111W:1Jin8 omrinlrion 10 determine a Re\\ r.11c of return. which may weiJ 

requ= a dnailed proccedJna. S!At.cs nllly adjust the eost of capilallf a paty 

C!pllal is~. Witbouutw commlulon conducting 1 "rate-of-rd\1\111 or 

Olher rate bUed·JllocccdliiJ. • We note th:u the rislc·adj~ coSI of C!pltal 

J*d not bt unlfoml rcir all clements. We int~nd 10 rc·cxamlnc the 1-oflbe 

lp!!! Ol!~ rislt:jdjus;ed coli of capital on :111 ilnsoing baslt, J)ll'lkularly in 
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22 

li&}ltofthe atate commiJaions' experiences in ~ina this isNe in specltit 

sl~ (empb~is adckd) [footnotes omitt,'tf) 

Ills ca,r that ~of !he abo..e pcovisiOilS Sltllcd in p;~r.~arapb 702 whlc.'o I 

' 
have blJbli&bled would be~ if the FCC intended o presumption offul1 

IF THE ILEC'S.tiA.~ A STRJCT BURDE:'i Of.PROOF 

REQlJIIlEMENT (AS STATED IN PAR \GRAPH 701) FOR 

DJMONJ!ltATJNG ni.,_T THE MARKI-."T .FOR NETWORK 

!L!MENTS JSlUSJCIER ~OR JllJ~J'OSC~ OF COST OF CA.PJT AL 

ESTIM:A.1ION~~DR. VANDERWEIDE MERELY ASSUME THAT 

THE NETWORK ELEMENT MARKET- Wmcu IS AT TillS TIME A 

~JifONOri».Y-lS COMP£Tff1Vf.? 

No, be~ Dr. Vaodet Weide has "assumed away" the n:qulsite burden of 

proof. As Dr. V~ Weide provldej no evidtnce thatlhe business of QCtWofk 

claDallletain& ~become tUlly competitive, this i~~appropriale foundational 
"" ~ 

-~on &ppclll$ Ul moot Ilia ~n1irc llllalysi&. 

DJD 11JE FCC IN FACT CONSIDER AND REJEC"!' THE 

ASSr O!" Q:t. fUl..LCOtt~P£TJTIOX1 

Yea. Alpu-arapb ~of the fCC's Aupst S Order, it stated that " •.. USTA's 

~ ~ltally ~ tlult competitive enuy would be 
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lS THill ANY CONN£CTION BETWEEN DR. VANDER WEIDE'S 

IIYP()1'IIm1CA.L ASSUMPTION OF A FULLY COMPETlTIVE 

MAR.lC£1' AND A FORWARI>-LOOI(;(NC COST OF CAPJT AL? 
,J 

Noe!e 8l all ~nomic COSt of c:urit.ll ~by .Jdinlllon forward looking. In 

otba'wonb. when ~ina the cost .,r capi~l of any publlcly·tndcd COinpany 

uoftoclay, the markettiCCO\IIIIS lor :~lllmown risks C1Wtina c:urrectly IDd the 

poaibility ofrialts that could develop or iocrease In the future. lo the conteXt 

of • publk.ly•traded telephone holding c:ompony, which owns loc:al excbanac 

OOfll~CS a.od nei;WOJtt clements. til.! tJliiiUt docs not hypothedc:ally assume 
~:r ;. 
·.~ ' 

}~tihoacrwodt elelllCinlleulns busine.u w'lll immedlntcly become 

c;.ompetith-e ~ tbo rul·world cvide~ indicates that facilities competltlon 

exDu ooly to 1 vuy llml1ed detrec nnd may ltllce yean to develop due to Its 

biah COIL lnsiCid, the mmtet c:onlinUOU$1)' c:vnluates rcal-wodcl intonnalion 

~all rellMIIl risks. inc:ludinll those which may ariM or lnc:tMM In tbc 

ruture, mel lncorpofates the likelihood of those risu occurri.l1a Into tbc cumnt 

cOiiJ ofCliJ)ital o.ftbc telephone holding companies. Consequently, Dr. Vllldu 

Weide-'hu c:alc:nlll{li 1\ hypothetit41 c:oSI of Cllpital, not a forwatd·looklll8 

I'MIIO!pj,c QOSi of capital as req\IIK.J for thb proceeding. 
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Q. DOlS DR. VANDER WEIDE DISAGREE WITH YOUR ASSERnOJ'II 

2 THAT TB! MARKET HAS ALREADY ACCOUNTED JOR THE RISK 

3 or POTEN'TIAL COMPETmo:-<1 

.. A. It doet not tppar 10 (although we lk• dlsa&Re as to the cntnt of c.omp-:Utiaa 

5 lblllbe lllllbtiCtllllly np«&s), At paac 31 ofhiJ di~ct tCitimony, be llt*d 

6 dill "{1'))n 111 Del tre primlriJ)' interested In future npettcd competition wben 

7 they~ 1!1e lnvntmtl'lt riSk of GTE beea:•;e expected fUIUre competition is 

8 a primary des ml•nl oholariJity i" Ole ~d I"CCUnU on !heir lnvcstma~~. • 

9 

10 Q. IF DR. VANDER WEIDE IS CORRECT THAT THE MARKET HAS 

II INCORI'ORAT!D THIS lNFORMAnON ALREADY, lS THERE ANY 

12 NEEDTOIIYPOTBETtCALI..Y ASSUME A FULLY COMPtJIIIVE 

13 MAA.KET AND TUflREB\' USE Sill' INOUSTniALS AS 

14 COMPARABLE CO~fPANlES IT\ STEAD OF TELEPHONE HOLDING 

IS COMPANTES1 

16 A. None Mlaauevct. Tho DCF roemo<1 for estimatina the cost of cqulty It t-1 

17 Oil a.bt pdca wbldl illlcorpolllle all available information in the 

18 ~ 

19 

20 Q. WHATDIDTBEJCCSAY SPECIFICALLY WrTH REGARD TO THE 

21 unci' Of coMr£11TION ON THE PROVISION OF UNIVERSAL 

22 SERVICE1 
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A. Tbe ditc:uaionat Pantpph 150.(4) ofl.be FCC's M11y I, 1997 Unlveral 

2 Service Ordcf It virtuaUy the AIIIC II' llJ'PQStd at JlGli&Jal)h 702 of the FCC's 

3 AQIIISll Order dite11J r ~ abov~. h swes lh3t: 

4 "We rellbled lha1, wilh the pemao of tho 1996 Ad. l.be IC'<tl of locaiiUVice 

s compc;Util)llcuy ID=ue, ond thatthiJ competillon mil}hl inmue the r.LECJ' 

6 coat of c:.pltal. 1bln arc olher lbctorJ. hoWe vet', ll\al may mlllpllr a, OlfXI .. 
1 lliy potcntlal inc:~ In the tosl of ~~pillll associated \\i lh odditional 

8 competkion. For nample. Wllil fadlilln-bascd competltloa O£C:Ur!, l.be im!!!Ct 

9 or c!!!!p!itioa M the JLEC'a risks asaociJI.ni wilh lbe sups?O!!£d aavices will 

10 be mjnimaJ bec-rwlbe ILEC's facilities will still be used by compethon usina 

II ei1ber reale or purd!asiDa acuss to tbc lLEC'a unbundled network clemalll. 

12 In 8dditlon, lhe co.a of debt fillS d~ since we la.st setlhc llllhorll.Cd rate 

13 of rerum. ThoJ'tldiJCtlop In \he cOlt of borrowing c:nuaed the Common Catrler 

14 B...-u to iDid1lllc IJl«~IIII'Y inqlliry IJ to wbetbet tho cum:ntly authorized 

IS fedenl PIC of return It too high. ah'<'n the CUIT'ml marl.;etpllce COf ' of equity 

16 &.ld deb&. Wo will fCII\'IhWe lhc cost of c:apillli!JS nceckd 10 ensure lhat it 

17 ~ rdloc:u lbo t:IIIIUt fiwallon for carriers: (nnpbasls a6Jed] 

II 

19 Q. TO THE &XTZN'T THAT niERE IS Rl5K INVOLVED IN THE 

20 PllOVISION OF UN'IV;E.RSAL SERVICE AS DISCUSSED lN DR. 

21 VANDJ:R WEID&'S TESTfl\fO~\', IS THIS ALSO A RISK WIDCH 

22 TUMAIUCET ANTJCIPAT£S AND ACCOUNTS FOR? 

23 A. Yea. 
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IS THE USE OF A LARGE, DIV£RSE PROXY GROUP UKE THE 

UcP INDU~ TO ESTlMATE COST OF CAPITAL 

CONSlSTENT WITH R.EAlAVOflLD FI:'\A.'"CIAL PRACTICE? 

No. A ~ objecll\-e in cstn~tina the cost oC e4pital is cboosina tbe 

~ ~· The most wid~l) .. :u:c<pted technique for detcnninlna tbe eoc1 .Jf 

c.aplt.al ~fore beQins wilh the Cllpilnl eotts cxptriencel1 by compll1iet with 

bltsl"'"""s OOII)plrable to the line or tlusinc-ss under consideration. ln thll case, 

lhetefore; the liM <Rep iuo identify n group of comr· rable companies (or 

~ ~) with dilrJ,cicristb liS simiW Ol< possible to tbe business of 

providing ~lll:k elcmc;nts 4Dd Wlh maiiCI'\ ice. which is the buslAcu for 

which._ COtl of c.pltalls belna dtlermioed. 

DR. VANDER WEIDETESTIFJED TliA T GTE HAD A VALUE LINE 

BETA O.f .J5, WHlCB HE ARCt:ES JU!>TLFl£5 THE USE OF THE 
;, 

SAP IND'l!STRIALS AS A PRQXY FOR ESTli\1A TINC THE LEe'S 
• 

COST OF ~UJTY. IS THIS POSmON CONSISTENT W1TR PRIOR 

ARGVM'INTS WBIO,U HE KAS MADE REGARDING BET AS? 

No. 1D IIIIIJIUOUS rcbunll k'Jtlmonlc.. filed in other SlJltes, Dr. Vander W~idc 

bas.viaoroualy objedcdto lbe we of historical beiaseompmd ovcu S.)'CIII' 

time ptriod because In hla Ojili:lonthcy were not suffickntly forwatd loo!rina 

Jll7~ies for ri!k. It b •rore ~ordi!wy tMI he now uses a S.yea:r bela to 
• 

support IIICb Alllotepl c)Cfhcnt of his anal )'IIi. M I noted In my direct 

telti.a!otJY, BARRA beWare forwnrd-lookinll Md ClUI be UJed u a chec:k 
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aa-1nst $1JY b¢111 utillt.ed. lfDr. Vi!ndcr Weide hlld instead wed lhe forwmd· 

JoOkiDa'BARRA·~ of. 7S as of o~-cembet J 1, 1997. he would have ptopaly 

coocllldcd lbat OTE b IIC!tullly fl\r Jess risky than cilhcf 1he S&P Industrials or 

the market as a wbole. I Abo note lh:u lhe forward-lookinJ BARRA beta of 

.7S is leu !han the bela of. 78 which I e$111!\3fed for OTE and utillz.ed in my 

[!~[PRIOR 8Dl[ITAL TISTIMOUIES, DR. VANDER WEIDE 

SQ.GGESTS;m.AT TELEPHO~J-; H(.LDlNC COMPANIES CANNOT 

BE USED AS PIWXIES fOR OTHER TELErHONE HOLDING 

COMPANIIS B'EC'AU$£TH£ ASA.L\'STS' FORECASTS DO NOT 

CORllECTL1f ACCOUNT FOR l'OST·MERCER CROwm: 

FOR.EC.ASf&, WHIUST.OCK PRICES DO. JS THIS A SOLID 

ARG~ POll NOT USING TELEPHONE HOLDING 

~Td'ANIES AS THE PRO X\' CROUP? 
·• 

No. Or. Vltlder Wd.dc pn~vida no tvidcnc:c that thla Is lhe c.ue. The lmplct 

of anpc;lp.tod ~ 011 $tllek pri=- is complex. Stock priea can fii.ICWI!e 

up IIDd ~wn overlil1tc in anticipntion of merger bencllts, mcracr detrimcola 

re*tCb IDCficalel'tbli lhe 1CqUirin11 company in nn pcqulsition or mCIJCt 

.ometimea Ovcrpt)'l, 'lll'hicb UUSCS the price of the l!Cquiring CO~ 10 fall. 

'lblt C6Uld -COSt ofequJty esclmlltcl to be too hlah for pequirina 

~JIIIl,ln ~ 10 Or. Vander Weide's prtmlte, whlc:b would have an 
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23 

otrJertk!& ~ In hlJ own SAP Industrial ramplc, Or. Vander Weide b.u 

'notpio'Yidcdananalycts of ,Vhich. If lilly, oflhcsc companies were aoin& 

tbroup. w pcrlllp,. atrccted b>' the OJtticlpation of. a mcrgcr. When all ~ 

briPIII:Iilims are conaldcred, I du '"'' believe: tlutt Dr. Vo.nder Wcido has offered 

a~ tcasoo l'or nottUioa tho: appropriate proxy group. 

WHY IS DR. VANDER WEJDE'S DCF COST OF EQUrTV ESTIMATE 

HfJNDR.t;D&()FBAslSPOJNT$ IIIGHERTIIAN YOUR ESTIMATE? 

As IJw¥0 atre.fy mcntiooeclln re~d to Dr. Billingsley's approach, the most 

liptflcaar ~on which Wl>l.ld CDIJ5CS lhis difference is the incorrec:t uae 
> 

growtb tile$ wbicb CliCecd lhe gro111h rate of the «<nomy will persist forever 

for JhC .ample comparui:ll. The fnl!ncy of such f1S0~>1h usumptions is easily 

~c~ ~-nOrmal aroWII• In CXC!:SS of the tllllrkct-1\idc rate or growth 

!)COnomy, The jm~b!Utyofsuch B result proves that rapidly growing 

companies c:a:n ClllQ1inue IUdl llf0"1h only for 11 relatively finite period of time, 

at wbkb poitq 1J1cit powth must converge with the srowth ra1e of the ovtrall 
•I 

;,;. -~ . 
DA VANDER \\'ElDE TF$11FIED lN PRIOR STATE R£Bt1TI'AL 

TISJ'IMONI£fJTBATVALUE LINE PROVIDED LONG-RUN 
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Q. 

A. 

GROW'I'HUTIMA TES IN EXCF.SS OF 5 VF.ARS WHICH 

SOMIBOW IVmJ'IED HIS Pf.RPETU.,L <:ROWTH ASSUMP110N. 

IS HE CORRECT? 

No. Value UDc doa ~ provid.: long·Nn ~"'wth .:stilllllles, which Ia radily 

lpplmlt !om the Value Line repons th¢11\Selvcs ond which my 11afl' eoaft.rmed 

clilecdy witb Value Llne. Valut U no: ptOvides S Yelll fom:asu, •lmiW to the 

t.cm1 oft.bc WES fOI'CCISIS. 

WRY AU YOU CRJ11CA.L 'lF OR. VANDER WE! DE'S USE OF 111E 

SAP INDVSTIUALS AS A CO~WARISON CROUP FOR ESTIMATING 

TliB COST OP CAl' IT AL FOR THE BUSL!lft:SS OP LEASING 

UNBUNDLED NETWORK ELEMENTS OR FOR THE PROVISION OF 

lJNIVER8.AL SERVICE? 

While Or. Vllldu Wd<Se IPCS with me tlw the cost of equity C*pillll IJ 

Jatady a ~of risk. be do(s notatt.empl to Identify a comparable poup 

I'OO!!i~.,.ofoocnpenla with slnul:u ritk. losuad the IN.Iysla Ia perlOrmcd OQ 

apoupCCJDiis1inaofvtm.lly all the S&P lndusrnals, includina IUCh diwne 

finns u automobile mtll\ulllaun:rs. oil comp.111ies, prvducen of food llld food 

~ publlJhlna and mltMJnmcnt compe.nics lllld pbarmaccutlcal 

aJ,anb. BclcauJe Or. Vmdor Wtldc'JIUUIIysis Is t.sec1 on the per(onnaDOc o! 

!up illdUIIrial compo.nlet ammlll) rothcr thon •11roop of comparable 

comP"'ft'a, bi.l raultlm of no n:lt>vancc ro thc v.11olealc tdephooo bUIIDea 

ot the provbioo of unlYaal amite. It simply makts no ICNC to aelec1a 
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A. 

proif poop lhll bu QOihina in common with futns P"'vidlna local mall 

pboclc ~~~Viet, matCh lea a COIIlpilllY K't up solc:ly for lbr: purpose of leuiaa 

Weide must strain 10 idCadfy similaritlo:$ anR>ns a dlvene group of companies 

-~between c:Ompaniet in tho td~pbone business aod Jar&c busineues in 

gencrll-out ph .a or dlft'mne.J. 

It mlkt1 far mote~ to belin whh a group of companies- J.:!:, telephone 

boldiQa COftll*lles- dlat bal-e some simil:uity 10 the fmn thai willldiiCCal 

10 tcles«« fr.ilities at wbolesaJe \t th.>t; point. \\'C "" discuss intelllaCnlly 

11'1)' dUfcraloa iD risk between a tcl~pbo.>oc holding company wbicb owns 

mmy risky buaJI'I'" - Jl1Cb as wireless o.Dd lnlmlat.ional vcn!UIQ- and 

the lowcMisk bl$11tU or p-ovldlnl! Wlbundled network elementJ and 

univeQal ~icc. 

ARE YOU AWARE OF ANY MAJOR COMPANIES nlAT USE THE 

SAP JNJ>VSTRIALS TO I'STlMA T£ TH£1R COST OF CAPITAL 

INSTEAD OF A PROXY CROUP OF COMP AMES PARTICIPA11NG 

IN THE SAME LINE O.f BUSINESS? 

No. And a I have previou.ly noted. Ammteth' sown cost of ctpltal expert 

wi!Dell used a • comparable comp1111ies "hlcb was Almost euctly the ume 

as the.et oflekpbonc boldlna tOmp.lllies which I have~ 

Jl 
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A. 

Q. 

A. 

DO INYESTMENT BANKS lJ~E Tlf£ S&P INDUSTRIALS AS TUE 

COMPAJUBIE$ FOR TELEPHONE COMPANJES? 

No. ~ 1JirC1ka1ae llnnt and Investment blinks which iuue 11111)'11 tqiOIU 

for GTE view other teltpbonc hold in; comp:lllies to be Lbe best proxles for tbc 

Albjoc;t ICicpbQoc boldlna comJ*l> belna \'aluc:d. 

Dlt. VANDER WElDE f'Pi'liCA n:s THAT T.HE THEOR£T1CALLY 

CORR.EC.T CAPn'AL STRUC'I'tl!l.E TO 8£ USED IN COST OF 

CAPJTAL£STIMAnON SHUULD B£ BASED ON I'>IARK.ET 

WEIGHTS. WOULD MARJ\£T.\VElCHT£D WACC 

CALCVLAnONS FOR EITHER THE S&P INDUSTRIALS OR FOR 

CTE PROVIDE AN ACCtiRA TE ESTLMA TE OF THE COST OF 

CUfiAL l'OR Tlf£ NE'J'WORK £UM£NT LEASING BUSINESS? 

No. Such etfim...., WOIIId be too hisb- h is critkalto anpbaslze that tbc 

11J1U 1JIIrhot valllt capitalllt\l(l~ should be used to dctenninc the cost of 

capital Cor tbt '-incu in question. 14'hich is cktrly Wldctstood by all 

... ~ wW. In lhll pee c [' $'nJ, the business iJ the provi.Jioo of oetwoTt 

eloaJmu. llllivaul JetVIee. This is 1 distincdy differmt, and fat 1aa rbky 

businea than the ovmll COlllbincd busincgn oftbc pubUely·1111dcd GTE 

boldlDa eotl)pcly, or of the S&P lnliwi.IWs.. 'Thcnfonc, I have utlUzecl tbc 

t'lla'bt·welabted WACC estimate h>r the rbl.i~r GTE hold loa eomJ*)y a the 

upper bound of my WACC ~e ()tlma~e for the network clemc:at leasin& 

bwlnrv 
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A. 

WRY po YOU USE A BOOK V ALU£ CAPITAL STRUCTURE TO 

ISTABLJSH THE LOWER UOl'ND Of YOUR WACC ESTIMATE 

WGE1 

f believe that GTE o.nd olber ttlcphl'no: holding rompcmlcs have not issued 

more~ duo ltr&ely to lnmiiS<!d risks entailed in other lineJ of business sucll 

u cclluiN,I.olla-dl.stance, alrphone. im~tionnl ventures and paging. IU 

,thete lito 119 publlcly-maded com~· .. nies lnv<>lved solely In 1be bus!neu of 

QCIW!Rk el&ment lwlna.lbo: true m.utd-wcighted capital sltUCtW'e Cor this 

bdsh r Is not obstrvable tnd ean only be c:sllmcted. 1he purpose for u.sina a 

boolt vtlue ~structure (whiclllw ~~~ common!)· used In uedilioual ra1e 

of retunt bcarinp) is 10 appnlximatc a eaplllll ~ wblcb may better 

~Oa:t the"* oftbe nttwork elemtntlcasing business. rather lhan the risk of 

IA)Iepbooe lloldlna (Ompanies CJ'IIlll).:d In mnny risicitt businesses. At tbe time 

~ U. equity pcoceeds were rrcordcd o.n their books 111 what was 1heo market 

value, the U:lephooe boldlna compani~ v.-en: much more focused on the 

trldilloaallocal excbanp ·bwlness. This is m~r:!; doter to the bualneas or 

provldl.na wbundled nclWOlt elements and univmal service wben compiRICI 

to tho~ eDC!nwrt undc:rnlkcn by telephone hold ina companies today. 

~,!he book value is used to provide lhe lowtr·bouod of IllY rqe 

~im~J~e 1U ~ISscd to my dlrttt testimony,! bcliC\-c that the midpoint or 

the raJlie Is \be mOll ~le WACC cstimllte. 
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Q. 

A. 

It\& lttRER DR. BILLINCSLF.V OR DR. \'ANDER WEIDE 

PllOVIJ)D) ANYREAL-WOHLD EVIDEI\CE THAT THE COST OF 

CAPff ~ A.PPLICUIL£ TO Til f. PROVISION OF NETWORK 

lLIMENTS AND UNIVERSAL SERVICE IS AS HIGH AS THEY 

SUGCES1'? 

No. ID pattlcular. neither bavt been uble 1(\ ~~'lilly address !he real·wortd, 

~~ailed evidence dc:sc• liN m m} dim:ttcstimony lo\hldl pnwkb 

ln4 p n41al UIW'IIIICO thr.r my tStimnte ia in the co~t l'lll&c. For cx.ar:nplc, In 

ta8dl Atlc1dciNYNEX :QCfStt proxy Sl~ltmenl ~led Scpkmber9, 1996 

(aftct tbe PQ1111C oftbo 1996Tcl...:ooununleati,mJ Ad and the rc!cue of the 

FCC's Alll\lltl Or<kr), Merrill L) nch as piU1 of its faii'DCIS opinion pafonoecl 

a OCF llllllysis of the companies W.lllllllll8to ~~~ ditcowlt me few tbclr 

telepbonc com~*~)' operllions. It as notable tholtthi• was disclotecllo a 

IIICUriticl ft!Jna -kina i!Mstor approval of. multi-bl.IUon dollar meraer 

wbich subjoeted Menilll..ynch and the ofliecrs :ll1d dlttc1ors of both NYNEX 

llld 8dl Atla.neic 10 fedm.l llld $Wo: JCCuritics laws with oocrous dl~l~n 

,.mnCilts. I abo t10tec1 in my dir«ttcstimony lhlt • Salomon Brothers 

lllllylt repoct cl.tteel JIIIUII')' 1996 estimated the c031 or C11FitaJ for !he rqiooal 

BeO boldllla oor:npGnles co be 8.6%. S41omoo dlscla.ed In dull rcpon thallt 

bad been ~ ~liter for BeliSouth. Bdl Atbntic and ~"fffl other 

RBHC'•· 

Morcvw, Interest rate~ ha\'c dropped dranwlcally tincc tho FCC 

........ 111~ tile ll:lS~accc.~c rate ln1990. UJ!oa tbiJ 304 bubpoiat 

41 



decliDe &om September 1990 to December I 997 liS a rolljh auide impUe3 a 

2 c.urrCnt ~ ofcaplllll of8.21% 0 1.2!% mlnu.s 3.04~~). 

3 C91).1Cquently, 1 #e no rtal-world .:vidence indicatina lhat a 

4 bypoUietieal cost of capilli poslllld to be: hundrtds of'-~s poiniS hlahet by Or. 

S BilliDpJey or Or. Vander Wdde is t~nythi"i close to the true CO$l of capital for 

6 either .the busineu of unbundled 111!11\'ori: el~nt leasing or the proviJioa of 

8 

9 Q. · DOES THAT CONCLUDE YOUR PRESENT TESTIMONY! 

10 A. -v~~,ltdoea. 

1 Far.,.. of · ad ll"d;q,.l wlllllcn:bl&r ~fff 10 Sprlnll\/nhtcl and S~tlllal collilcdYCly u 
~. 

I ~ ~~~~~~. m:rt!Y ,.. ... ,~js rill' lnvn:lmtnt •nd Comar!l!• fl!'!!!!<:;e, John Wiley lllld s-. 
Hftr York, 199', V. 'I $. 

'IMii, W. Ull-109 • 

• la ~ ~ ol ~Sftld~~ lind Co!·Battd llMa far 11118 w rrlc. lllld 
t'nw'&sm;; ~enw1'~§~ won The Occqla N>Uc c-...._ 
DacblNo. 1\0iti·U, ~•••ITatlmaDyort)r. RMid&l1 S. 811tlnpley.Allpll29. 1997, p. 41,• 16. 

j lb#d..p. 50.•11-20. 

'•C#IJ:V.. 0.. II! I~''-C.,..~ Clil!lpanla Don~ IY- Y011 To .uk", U.alled ill-. 
T., 1 .. A.ujlclllloe. 

' Tllt:"I»>IC~ Of llljr bypodlrib! WOIIJd torllinlle IO boW lf OM allmlatlwly -laNd dill 
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• ,.;!Pt .. a..Y111c"*YoftntPI--.po:~llor$. 

· ~=Sif3 ~e. ~;rt::s..:::zr1bc ~ :::c c rt:;:. 
Docka~;M atTc:llilnoayofDr. Rudall S.. 8Wlopy, Allpa29, 1991,p.fO,• t3<" 
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Rebulll Elclllllt JK-• 

Com,.rt.on-ot Etrnlngt OroWth,Foreoatta 
for Telephone Holdln~ Compan'""' and Wlr.l ... CompanJea . . 

AIT 

ea 
Eij.S 

sec 
usw 
AT 

CSN 
GTE 
SNG 

Ail 
MTEL 

NXTl 
USM 

1$ES 5-yr eamlnga 
growth for.cast 

Jan·91 

Dftpholl! Hofdlpq Compf!J/f,t 

~-

w~ 
BeiiSoUth 

SBCComm. 

US Welt 

AU. tEL 
~Bel 

GTE 
So. New 'England 

Alrioudt 
MObile Telecom 

Ne-1~11$ 

uscaltuw 

8.14% 

7.89% 

8.11% 

9.64% 

4.62".4 

9.86% 

17.00% 

8.93% 

6.50% 

8.41% 

34.88% 

24.33% 

3~.50% 

26.63% 

33.28% 

(1) ,.~~COli..-oe•lli1IIY O'WII t4ii~~,W, peg~~~g enc1 . Oilier~,.,..., loc*ll..,._ ope'"lflons, 
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