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Florida Publi<: Service Commission 
2540 Shumard Oak Boulevard 
Tallahassee, Florida 32399 

Subject; Comments Regardin11 StudY. (Fair and Rcnsonnble Ra1cs) 
Reference Docket No 98 JJ-Tl 
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As required by I he r.orida Legislarurc, the Florida Public Service C'ummissiou 
(FPSC) is to repon on four nsp''<=lS of rcsiderHinl busic loc.rllc:leconuuunlcnliuns >c<vicc 
wilh respect to "the firlr and rcnsonnhlc Florida rcsidcrulnl bnsic locnlltlcc .. mmunlcalion$ 
service mlc " The 111ens 111 be consider.-<! Include. I) ntlbr.Jnbilily. 2) value t>l' scrv•cc . .l) 
comp.rrnble rcsideminl basic localaelecommunicalioos roles in olhcr slnlc>. nnd 4) 1hc CO>I 

of providing resldenliol buic locnllel~oconuuunicnlions service '" f1orid .. .... "' 
~ 96 !. 
0 ~ a: 

o N o 
In pr ·pnr.uion for lhc FI'SC workshops. auudu:d nrc commcnl) i>rcpn•~d by 5 o.. :!:; 

Daonne Caldwell, Dr William Taylor, and Dr ltobcn I farris to di~~euu each,,,. 1hc>e ii' ~ a: 
areas I would note that the 1es1imony of Or. Randall Llillingsley and Mr lh•·•d o.D ~ 
Cunnlngham, penaioing to cost ofcapilnl and dcpreciaaion. rt'sp.:c:li~ely. u also aunch<d ;!:; 

u Due to the voluminous nature of a he nllachmmls 10 Mr Cunningham's and Mr ~ ~ o.D •-

llillingsley's ltstimony. I hey ha•-c: not been nunched Buah gentlenu:n r.ubmiued ~ 0 
::; 

rcs1imony on their 1opics as p3n of I he Uni•·enal ScN<Ce Docket '>80<1%·1'1'. ahu'. I he g ~ 
aunchmenls are on file wiah I he Fl'SC in a his Docke1 In add11ion. on hehall' ur lleiiSourh. 
GTE l\Od Spnm. Don Pcrry has prepared cvmrncnrs <e!:ll'rdmg I he vnlue llr '"'"c" '"'d 
niTordabillly Mr l'crry's commcllls will be arunsnull<-d ~~Cpuralcly by GTE .... 

~ Since enctr ufahe~~C subjects ure inacrrelntcd, each plii1<CiJlltrll<~ nm d..-d,.·~r"l "' o 
' one Sttbjcct . However. each lopic is nddre>sed Ms Caldwell 's •·ommcru, n•c hcmg lllctl cr 

in 1hi1 pmccedlng on behalf of BeiiSouth Ms. Cnldwcll will11ddress 1h~ mcahmlology ~nd ~ ~ 
process us~:d by BcliSoulh to develop I he costs included in BdiSouah's comrihuaiun ;;, 
cnalysc.s. Since costs nrc nnlnaewalpnn of a he conaribualun analyses. Ms Caldwell will -
nlso comment on I he process used to calculau: 1ho conaribuaion tbr cuch 11f1hc ~..rvorc> ~ ~ 
a>nlnined In th<: FI'SC Sann·, dol a rcqucs1 llciiSou1h's results (Qr the~ 'jj'lff.•a'li'tl' ~ B 
services oro: all ached toMs Caldwell'• con•nems ~ OOCUHENr HUH [. • A g REC. LED l I 0 6 I IJ SEP 24:! 
FPS~OF RECORDS ~FPSC·II£CORllS/R(POIHING 
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Dr. Willi om Taylor's c:t,mmcnl~ urc filed on behalf or Bell South nnd Sprint Dr 
Taylor wlll respond to the wlue of service issue In addition. Dr Taylor will explain the 
relationship between cost and price and ou1line the appropriate costs to be u~d for pncing 
decisions. Cornmen11 tiled by Dr. Roben Harris on behalf of BeiiSouth. GTE. nnd Spnnl 
wlll corn, :ment Dr. Taylor's present~tiun with actual rcsuhs from u OeiiSouth marlcellng 
perspective in addressing the aiTordability ;ud value of service issues Dr Harris ,.;u abo 
compare BciiSouth 's residential nll..:s with those of other stntes. both within the OcliSouth 
region and on n national basis 

If you have any questions or need nny additional information. please ~all me 

cc W. D • Hacselec:r 
All panics of rccoro 
R. G Beatty 
William J Ellenberg o1 
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BELLSOUTH TELECOMMUNICATIONS. INC. 

REBUTTAL TESTIMONY OF G. DAVID CUNNINGHAM 

BEFORE THE FLORIDA PUBUC SERVICE COMMISSION 

DOCKET NO. ~061,)8.. TP 

SEPTEMBER 2, 19i8 

PLEASE STATE YOUR NAME, ADDRESS A.ND POSITION WITH 

BELLSOUTH TElECOMMUNICATIONS, INC. (~:EREINAFTER 

REFERRED TO AS "SELLSOUTH· OR "THE COMPANY"). 

My rwne II G. David CUI\MgMin and my bullneN addreu is 3535 

ColonN!Ue Plltcwly. Bllmlngham. Alabama 3524=.. My position Ia 

Director if' the Finance Department of BeUSouth. 

ARE YOU THE SAME G. DAVID CUNNINGHAM WHO FILED DIRECT 

TESTIMONY IN THIS DOCKET" 

Yea. 

YVHAT IS THE PURPOSE OF Y( UR REBUTTAL TESTIMONY? 

The purpoee of my tettlmony in this proceeding is to reapol td to the 

direct teatlmony of Michael J . Majoros, rapreaentlng AT&T and MCI. 

regarding t"'- economic: Uvea uaed In BeliSouth'a c:.lculatlon of 

unlverlal aervloe co.ta. 

·1· 

OOCUH(kT~cuarR·OAT( 

I 061 ~ SEP21il 
'PSC·R(C3ROS/R£PORTING 



.. 1 

2 a. PLEASE REVIEW THE LIVES THAT BELLSOUTH USED IN ITS 

3 UNIVERSAL SERVICE COSTS CALCULATIONS. 

4 

5 A. The uaet llvM uted In S.IISouth'a unlverul aervlce costs calculatlona 

I! were provided In Elchlblt GDC-1 of my direct testimony. These lives aro 

7 aupported by BeiiSouth'a t998 Florida Depnlciation Study. which was 

8 au.c:Md to my direct teltlmony aa Exhibit GDC-2. These fOIWard· 

9 looking IMs approprt.~ reflect the imp.a of rapid technological 

10 change~ ~ place In lhe tetecommunlc:atlona Industry. 

11 

12 a. WHAT IS THE BASIS OF THE LIVES THAT MR. t.IAJOROS 

13 RECOMMFNDS FOR UNIVERSAL SERVICE COSTS 

14 CALCULATIONS? 

Hi 

18 A. In general. Mr. ~ recommenda that the projection lives 

17 presai)ed by the FCC in 1995 for booking depreciation exp.."lae on an 

18 lnteratate baala be uled In unlveraal aervice costa calculetiona. 

19 

20 a. DO YOU AGREE THAT LNES PRESCRIBED BY THE FCC ARE 

21 APPROPRIATE FOR THIS APPLICATION? 

22 

23 A. No, I do not All alated In my direct tntimony In lh!s proceeding. the 

24 lives currently prnc:ribed by the FCC. pattlcularty for the technology· 

25 aenaltlve acoounta, are much too long. Mr. Majoroa states In his 

·2· 
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a. 

testimony that the projection lives prescribed by the FCC are forward· 

looking. BeOSouth believes that the FCC hu not properly assessed 

the Impact of tKhnologk:al evolution a.nd increaalng competition to 

detennine ippropriate forward-looking lives. 

/u 111ated In my direct tettimony, BeiiSouth c:umtntly establishes its 

own depreciation ratea for Intrastate purpoaes In Florida, under 

authority granted by Prlc:e Regulallon Implementation. However. whel' 

the Florida PSC did establlah intrastate depreciation rates for 

BeiiSouth, INy were considerably mo19 prograsalve than the FCC In 

determlnetlon of appropriate uaet lives for depreciation purpoaes. The 

Florida PSC hlstorbtly pmctibed Average Remaining lives. not 

"Projectlon", economic lives as used In BeiiSouth's BCPM study. 

However. projection lives c:orreapondlng to the Average Remaining 

Uvea laat prucribed by the Florida PSC for intrastate depreciation 

purpoMt can be determined, and ara shown In Exhibit GDC-4. 

BeiiSouth's l[)eprecialion Study, provided as Exhibit GDC-2 In my direct 

testimony. provides detailed analysis to a.upport forward -touklng lives 

significantly lower than those prescribed by the FCC. particular1y for the 

tadlnotogy-eensitive accounts. 

ON PAGE 8 OF HIS TESTIMONY. MR. MAJOROS REFERENCES A 

STREAMUNEO. SIMPLIFIED DEPRECIATION RATE..SETIING 

PROCESS DEVELOPED BY THE FCC. HE GOES ON TO SAY 



. . . 
1 THAT, Willi lliE SIMPLIFIED APPROACH. "TH;E FCC REAFF:RMED 

2 ITS FORWARD-LOOKING ORIENTATION·. WHAT COMMENTS DO 

3 YOU HAVE? 

.. 
A. N •detetlbed In rrrt dnct tMtlmony, the atrNmllned prooeaa that the 

e FCC Mt up aa part of CC DocQt No. 92·29e ns intended to redu-:.e 

7 unneceuary regulatory bl.llrdena and their auoclated coata. 

8 Slmpllfteltlon waa not dtligned to attn fofwlrd4ooklng lrves. 

II 

10 Q. MR MAJOROS POINTS TO AN INCREASE IN THE DEPRECIATION 

11 RESERVE OVER TIME AS EVIDENCE THAT FCC-PRESCRIBED 

12 LIVES HAVE BEEN FORWARD-LOOKING. HE STATES ON PAGE 9 

13 OF HIS TESTIMONY THAT •A RISING RESE.RVE PERCENT IS 

14 GENERALLY A POSITIVE SIGN THATlliE DEPRECIATION 

15 PROCESS IS WORKING WELL•. HOW DO YOU RESPOND TO HIS 

15 STATEMENTS? 

17 

18 A. /loA .-.clln rrrt dired tea~Xnony In thia ptoceeding. the fee.. ::.at the 

111 reserve hal grown over time ia not an indlc:8tlon that the reserve ia at 

20 the ~te level. The c:ri1lcallaaue here ia not juat that the reserve 

21 haa incrNMd over the past few~. The iaue is whether the 

22 , ... rve haa lncte"ed enough to handle retlrementa that will occur 

23 ~uae of the dramatic paradigm ahlft In the telecommunlcatlona 

24 lnduatry. 

25 



. . 1 a. MR. MAJOROS PRESENTS HISTORICAL RETIREMENT RATES TO 

2 OFFER "CONFIRMAnON OF THE FORWARD-LOOKING NATURE 

3 OF CURRENT FCC PRESCRIPTIONs·. HOW DO YOU RESPOND? 

4 

5 A. Mr. tMjotot ~on historical dlla, ju:at 11 the FCC has d?ne in 

8 prescribing BeiiSouth'a depreclltion lives_ AI alated in my dlrec1 

7 teatlmony, BeHSouth does not believe that simply looking etthe past 

8 can po11lbly lndate wtm will happen In !the tutu,. with equipment that 

9 is Nnsltive to rapid ehengu In technology. 

10 

It a. MR. MAJOROS REFERENCES STATE COMMISSION ORDERS IN 

12 HIS TESTIMONY WHICH HAVE ADOPTED THE :cC'S 

13 PRESCRIBED UVES FOR USE IN TELRIC CALCULATIONS. WHAT 

14 COMMENTS DO YOU HAVE REGARDING HIS STATEMENTS? 

15 

18 A While 10m111t11te cornmluionl MV8 Ofdered thlt FCC-prescribed lives 

17 be used, alate eomn •illiona aueh u Milaouri. California, all\! a.Ak-higan 

18 heve endotMd the use of economic llYn almlllr to thole used in 

111 Be11Sou1h'a BCPM study. 

20 

21 In Jenuary 1~ the Mlchlgen PSC. In [)od(et U11280. modified Ill 

22 Nl1ler c!Qion to approve FCC prescnbed llYn fof use In TELRIC 

23 c:ak:ullltlona. The Commlaalon alated, ·on reconsideration of this 

24 luue, the Commilalon II perauad«t t.'llt the liNt lives proposed by 

25 Arneritech Mlc:tllgan ere more folwlrd-looldng thin those thet the 

.,.. 



.. 
1 CommiNion i!'li!!l!!y l<loptog !n lt!o Jyly u , W~7 order. !U tYch. !ho 

2 Commlaalon concludes that they are mona reasonable than the FCC 

3 preterlption fiVeS, which ITIOfe closely resemble coat-bated regulation 

4 than TSLRJC principles. The Commlulom agrees with Arneritech 

5 Michigan and the Sllltf that, in a more competitive environment. the 

e development of new technologies and a greater sensitivity to 

7 customers' need can be expected to stimulate new Investment and 

8 hasten the obsoletcenoe of existing equlpmenl' 

9 

10 a. MR. MAJOROS A TIEMPTS TO SUPPORT HIS RECOMMENDATION 

11 OF FCC.PRESCRIBED LIVES BY NOTING ON PAGE 1<4 OF HIS 

12 TESTIM?NY THE FOUOWING QUOTE FROM TI1E FCC 

13 REGARDING TOTAl FACTOR PRODUCTIVITY CALCULATIONS: 

14 "WE CAN THINK OF NO REASON WHY INCUMBENT LECs 

15 SHOULD BE PERMITTED TO USE DIFFERENT 

16 DEPRECIATION RATES FOR DIFFERENT REGULATORY 

17 PURPOSES.' 

18 WHAT OBSERVATIONS DO YOU HAVE AS TO THIS STATeMENT? 

19 

20 A. Mr. Majorc» seems to be confuted. BeiiSouth does not propose to use 

21 ton'lllttllng different here than for other regulatocy purpoaea. The lives 

22 used In BeiiSoUth'a BCPM Study are contlatent with those used to 

23 determine the depredation ratea currently being booked In Florida ror 

24 lntraatate and for external reporting purpctet. 

25 
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A. 

Q. 

A. 

PLEASE SUMMARIZE YOUR TESTIMONY. 

Mr. Mlljorol recommends that lives pleiCribed by the FCC in 1liil5 for 

Interstate depreciation purpc1M In Florida be used In BeiiSouth's 

BCPM Study. These llvea are Inappropriately long. particularly for the 

tectmology-seruo!tlve accounts. The llvel provided In my direct 

teatlmony In this proceai11ng In Exhibit GDC-1 were developed by 

performing detailed analyses of each anet account. These lives are 

approprl8te for use In BeiiSouttl'a calculation of unlveraal aervlce coats 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yea . lt~oea. 
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BELLSOUTH TELECOMMUMCATlONS lNC. AND SPRINT .fLORJDAINC. 

BEfORE THE 

PLOIUDA Pl18UC S£RV1C£ COMMISSION 

DOCKET NO. 9tii,,._TP 

R.EBUlT A1. TESTIMONY OF 

DR. kANDALL S. BILLlNGSLEY 

SEPTEMBIJU, lftl 

I . INTRODUCTION 

My rwne is Randall S. Billlnpley. I am a finance professor 11 V1f1ini• Polytechnic lnsurutc 

and Swe Unlversh:y. 1 allo ICI ., a financial consuilllll in lbc &rQS of cost of tapillllll&lysis. 

finaneill 5«\\rity analysis, and valllllion. My bwinesa addrHs is: Depal".mem of Finllllcc. 

Pamplin CoUeac of8111incsa, Viriinia Polytechnic lnstiNtc and State University, Blaclubura. 

v lrilnia 24061-0221 . 

llus rebunaitesrirnooy pmaliS my indtpmcknt professional optniODS &lid IS not presented by 

me u a ~vc ofVirJ!nja Pol)'tc'Chnic lnstiMc and State University 

Have you pnYioully submitted testimony in this pn1 cee dina oo behalf of BcllSoUih 

Tclccommlllllarlool C«porrlloo (BSn and Sprint·Florida.lncorporst~ (Spnnt·FL)? 

Yes. 
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Q. 

A. 

Q. 

A. 

Have you PRPifCd exhibits 10 KCOmpany this testimony? 

Yes, my lalirnocy IDd 12 exhibits "'~ prepared by me or IIIICicr my dim:tion and 

supervision. 

ll. PURPOSE OF R£BVTT AL n:sTtMONY AND SUMMARY OF 

CONCLUSIONS 

A. PURPOSE OF UBVTT AL n:sTtMONY 

Wlw is lhe purpose of yoUl testimony in this proceedina? 

My purpose is 10 .,.but. Mr. John I. Hlnhlclfer's direl:t testi~1ony on behalf of ATctT 

Communlc:alions of •'let Soutbt:m Swes, Inc. (A TA 1) and MCI T elecommunic.tions 

Corporati.on (MCI). He c:noncously estimates lbc ~ of cqwty c.piiAI for SST to be only 

9.35% to 9.96% and BST' s overall averqe cost of c.pilal to be in the ranae of only 7.9'4% to 

9.0S%. Mr. Hirilileifet 11to iocol'l't'etly estimates the tost of equity eap.•al for Sprint•FL 

(c~tcrized u Cmtt'll Telephone and United Telepbone. whlcb meraed toaethcr 10 form 

Spriru·Fiorlda on December 31, 1996) 10 be only 9.74% IUid Sprint·Fl's ovcrallavcraac cost of 

c.piiAIIO be in tbe rmpofonly 7.97%10 9.12%. 1n rebunina Mr. Hirshleifer's testimony I abo 

rebut the COil or capllal uawnptlons made in the testimony of Mr. Don J. Wood. filina on 

behalf of MCI lllld ATatT in lhiJ procecdlna. Mr. Wood presents Rcleuc S.Oa of lbe HAl 

Model sponsored by ATAT aod MCI in an effort 10 deiCml.inc lbc forwvd·looklna economic 

cost of providlna buic: local telecommunications service in Florida. In so cloina. he indicates 

·2· 
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Q 

A. 

that M(t)bc Model bu beal ND uslna tbe proposed lnll'UW.t cost o( e&ptlll descnbed m lhc 

testlmQ!I)' or Jobo HlncblclfcrM (Direct Testimony. p. 16. liDu 4-S). Since my rcbunal showt 

lhat Mr. Hinbldfcr aianificanlly Wlderatimatcs !he capilll c:osu Cor bo<h BST and Sprint-FL. 

Mr. Wood's cost malysis is biased due 10 hU reli.aocc on Mr. Hinhlcifcr's u~eorm:t cost or 

capilll estiroales. 

I alto update my dim:tcadmooy that wu submined 10 d:M. Florida Public Scrvl~ Commiut~ .. 

(Commissloo) oo AIJIUSI l. 1991 In chis proccec!lna. Thus. I determine !he rcasonablcnc•-J of 

the use or an overall cost of a.pilll of 11.2.5% in tbe eost stUdies of BST and Spnnt·ft and 

estinwe tbe companies' forward·loolcina cosu of a.pilll In IIane of updated e&pilll nw1tct and 

company dala. This provides cvlclcncc useful In prepwiDa llllivcnal scrvtcc fwld cost studies 10 

lhc state of Florida. 

B. SUMMAAY OF U/lUTTAL OF ML JOHN I. HUSHLEIFEA 'S 

T£STJMONY ON' BEHALF OF ATAT AN'D MCI 

What issues does your ll!buaal focus on In Mr. Hinhlcifer's clircct testimony concmuns captlll 

cosu of BST llld Sprilll-FL? 

My rebuttal txplainllhe crron and lnconsimncia In Mr. Hinbleifcr's d.lsc:ountcd cash Oow 

(DC F) and QP!tal asxt pricina mode! (CAPM) IIIIIYJCS of SST and Spnnt·FL 's cosu of 
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equity c:.phal. his <:ost of debt estimation. his recoauncnded c:.pil&l struo:ture. and his 

misunc!ent•ndlq of !be 11&1\R and si!Piiticancc of the riskiness of invwina in lhc 

r.eleeomm•mications industty. His erron in estimating 1M costs of equity for BST and Sprint·Fl 

us ina !be OCF lppi'OICh include: I) usc of a highly subjective thtcc·stage model that is not 

representative of lbc investOr's peupective; 2) use of sroWih me forecasts that do not reflect 

<:onse:nsus in~tl'"'IMI c:ommunity expc:cwioos; l) inappropriate and unsupponcd reliance on 

&IISouth. lbc other reaioaal Bdl boldlDa c:ompanies (R8HCs). and selected independent 

telephone compenles as comll~Rble in risk to SST llld Sprilll·f'L; 4) failure to 11djust for 

flotation <:osts, llld 5) failure to use lbc appropriale form of lbc OCF model that recognizes the 

quarterly payment of dividends. 

Mr. Hirshleifer's C.APM erron l.n eal~atina lbc costa of equity for SST and Sprint·Fl 

include: I) slgnllicant UDdc!.stimation oflbc equity risk pmnlum in pan due to the usc of his 

flawed three·stqe model, and 2) arbitnry exclusion of all memben of 1M Standasd and Poor's 

Composite SOO Index (SA.P SOO) from c:.pil&l <:ost analysis that do not Mve a dividend yield of 

a.t least 2'Ve. These erron explain why his C.APM estimatJeS of the <:ostS of eqwty for BST and 

Sprint·FL are so seriously UDdctestimaled. 

My rcbuaallbows that Mr. Hlnhlcifer's <:oS!. of debt lllalysa are flawed by his reliance on 

dated IIWbl ill!onllaioa from Deumber or 1997. He also incomctly inc;ludn debt in hi3 

o.n.alysa that ..-.s not iJ:sued to fiaaoce lona·tmn r.elepbane nefWorlc wcu and that was issued 

by the parent holdllll companies of BST and Sprint·FL. Moreover, Mr. Hlnhlcifer plac:cs too 



·. 

2 

3 

4 

5 

6 

7 

6 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

much relianee on book values In dclermining his recommended tapital structure. Finally. 1 show 

that Mr. Hinhleifer's views on the risk$ that ate relevant to U$C$Sin& capi!al co~IS m the 

telecommUD.ieations industty ate confused IUld inconsiStent. In the same vein, I show !hat his 

argwnent that the busines1 ofleasina network elemeniS is of relatively low risk is wuupponed. 

C. SUMMARY OF UPDATED BST AND SPRINT· FL COST OF CAPITAL 

ANALYSES 

Please descrlbe the approKbes that you use to update your e1timates of the cos!S of .equity 

cnpillll for BST IUld Sprint·FL and slllll.IIW'izc your conclwions. 

I use the Slllle approa.tbes that wm: used in my previously filed tl'rec1 tCSiimony in this 

proceeding. The updated cost of equity for BST is In the range of 14.45% to 14.46% Wling the 

comparable firm aroup orF model approach. Under the same approach. the updatec' cost of 

equity for Sprint· FL is in the ranae of 14.43% to 14.53%. The CAPM approach indic~tcs that 

BSTs updated cost of equity capillll is in the !'lllic of 14.20% 10 14.40% and that Sprint·FL's 

updated c:ost of equity is in the range of 14.30 to 14.50%. llle risk premium •ilrroach indic:ates 

that the cxpec:ted return on the overall equity market. u measured by the S&:P SOC. ts currently 

berween 13.79% aod 14.86%. From these updated analyses, I conclude that the current coSt of 

equity c:tpilll for BST Lt within the ranac of 14.200/o 10 14.46% IUld that the current coSl of 

equity for Sprillt·FL is within the range of 14.30% 10 14.S3%. 

·6-
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Q. 

A. 

Please dacribe bow you cval~ the rcasonablmcs1 of usina 1111 overall cost of upual of 

11.25% ill !be cost lllldles of BST and Sprint·FL us!na updaled dala and siii1UII&Iiu your 

findlnp. 

I usc lhe same approech as that in my previously filtd direct testimony tn this procttdana. Two 

indirect ICSU oflhe reuoaableocss of each company's usc of 1111 11 .25% overall cost of ~apital 

are performed. A direct test of rusonablencss is also used to evaluate this rate. The first andir«t 

test uses each company's reporttd book value capital struo::t11re and cmbeddtd cost of debt as of 

June 30, 1998. SST's I'C'pOf1ed c:apltal S1niCtllrC !1 56.~% equiry and 43.56% debt and iu 

embedded cost of debe is 6.39%. Sprint·FL's reponed book value capital strw:rure is 60.05% 

equity and 39.95¥. debe .and i., embedded cost of debt iJ 7.13%. An overall cost of capital of 

ll.l$% us!na lhese pvametm implies a cost of equity of lS.OCJY, for BST &lid 13.99% for 

Sprint-FL. The secood 1.cst usa 1111 equity ratio fOf BST of 60%, 1111 associattd debt ratio of 

40%, and a curmu forwwd·looldna cost of debt of 6.60%. The second test for Sprint·Fl uses 

an equity ratlo of S9.58%, a debt ratio of 40.42"•· and uses SDrint·FL 's forward-lookins cost of 

debt of7.02%. An overall cost of capital of 11 .25% implies a cost of equity of 14.35% for BST 

and 14.12% for Sprinl·fL, 1bac two ~~ rem logically imply cosu ot "Quary !.hat are 

within or only about 50 buis poinu hi aha !han my estimaled r&n&c for BST' s cost of eqwl)l 

capital of 14.20% to 14.46% aDd that are lower !han my cstimlltd ranae for Sprint·Fl's cost of 

equity of 14.30% to 14.53%. 

1u a diJ.a tat of ret'OO'bleness, I ~ly on my updaUd forward·l.ookina equil)l and debt 

costs aloaa with !be lllllritet value·butd capital strw:cures of each company to estimate an 

overall cost of capital few SST in !be r&n&e of 13.14% to 13.36% and an ovcrall cost of capital 

for Sprint·FL in the r&lll• of 13.10% to 13.29%. This indlt&ICS that lhe use of an 11.2We rate Ill 
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itS c:ost stUdies IIDdcntal.a BST's forwant.Jookina overall cost of tlpil&l by 119 10 211 basis 

pointS and ~ Sprillt·fl 's fOfWUd·looldna overall eott of c:apil&l by liS co 204 

biN poila. l'bcrefoR, lbe usc of an 11.2S% C:OSI of eapil&l in tbe cost SllldJes of BS T and 

Sprint·FL i.J reuoaable Uld qllit.e c:onservativc in liaht of updated apital nwltct data. 

J•L REBUTf AL or MR. HIRSHLE(f[R'S DIR£CT TESTIMONY ON 

11£/lALFOFAT•r ANDMCI 

A. ERRORS IN DCP COST or EQUITY ANALYSIS 

1. F AILUR£ TO REFLECT INVESTORS' PERSPECTIVE 

Is Mr. Hlnhlcifcr's usc of a lhtee·N&c DCF model tepcesc:ntativc of investon' valuation 

penpective and i.J it • common approecllln rcaulatory proeeedlnas7 

No, Mr. Hinblrifcr'1 l.blw~ IJI()dcl is complex. sul>Jer:dve. and uses 1110Wih nue forecasts 

Hinbleitcr's rau1ts do DOC provide lnslaht Into lhe c:unmt or forwud·looluna cqwty ~ap11&1 

c:osu ofBST or Sprim·FL. 

eo~ powth 11110 forecuu. u measured by lnstituuooal 8roku1 Ellunauon Service 
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Q. 

A. 

(IBES). for only the 11m JU&e (five yean) of hit analytls. AJ\cr lhls flvc.ycar pcnocl he 

assumes • sccoad Slap of IS yean dw\ni whlcb the pwlh r&IC falls from the initial IBES 

srowth,.. 10. projected pov.1h I1IIC for lbc ovm.ll u.s. tcODOflly by the end of lbc 20111 year. 

After that time. Mr. Hlnlhlclfcr wuma that the IJ'OW\11 I1IIC rcmain.s at that projected rate for 

lbc ecor 'lilY lndeflni~Jy (l)inc:t Testimony. p. 24.1ine 7 • p. 28, lint 19). 

Mr. Hinblci!er's analysis mistca the mark In the cwrran proctedina. The aoaJ htre " to 

cstinwc: BST and Sprint·FL 's costs of rmctina their equity lnves10n ' rerum Rquircr~tnt.s in 

market ICmiS. Thill. the analyliJ should reflect the invesCibC!Ill analysis process and c~tpccwioru 

of lnveSUirs. Mr. Hirshlci!cr's anal)'1il of the costs of equity for BST and Sprint·FL dcpans 

&om invazon' pcr:JpiXdve by substitudna his expecwlons ror ibose of investors for iwo out of 

the lbtec JU&CS In his analytis. 

How relevant is Mr. Hirshlcifcr's criticism of lbe coiiSWliiJ'Owlb DCF model on the baSIS that 

tdecornmunicariOIIS firms' projected IJ'Owlb r&ICJ arc DOl sustainable "intO pcrpcruiry7" 

Mr. Hinhidfcr's c:ritieism of the eonsunt srowlh version of the DCF modco " pr11CtieaJiy 

lmleV&Ilt and mhfl\lldcd in the eumnt context. He observes that: 

... modcrD ~lcp-""'IX eompulics arc composed of a variety of businesses. some of which • 

such a eeUullr • 1n expected 10 srow 11 rata of 30 pmcnt or more in the sbon Nil. SIKh 

hiflh KJVwlb ma.,. cle&rly DOl JUSI&inablo Into pcrpcruity. so tlw the simple consunt 

KJVwlh model CIMOt be applied ... (Direct Testimony, p. 20. tinct 22 - p. 2l , lint l ). 
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Mt. Hinhldfcr' s ~ appam~t tono:cm 11 that ~cphonc companies are comilQsed or a 

variety or t...;nc:ua" lUI calliiOl be C&p(W'ed by a sinal~ arc~ rak. Hov.~vcr. mvcstors 

routizKiy pu~ tecuritics for fums composed or DWDCfOUS business Wtits by ~~8 lhc nel 

conuibutioo of each uoit co !be o~U arcv.1h of lbe fum. 

Mt. Hinhlriler's rejection of !be cortSWit arcv.'th DCF model because he usumes that 

telephone eompu~y arcwtb rates 1R " 110( IUJUinablc into perpmlity" docs not idcqllltely rel&te 

valllllioo lbcory 10 pncticc in Uaht of realistic tn•'c:IUir contemS. While lbe constant aro~ 

DCF model does lbeomiocally W''"M a cortSWit arov.1h ale f« perpcnlity. lhcrc as no ev~ckncc 

that invacon prxtieally Qoasiclct papctwty in !heir valllllioo dl-::s~ons. Simply put. lbe 

prcscot value of !be cash 'lows projected from an anvtJti'IK'Itt beyond the (orcseublc future is so 

small llw it hu Uttle pnc:tlcaJ effect on lnvcston' decisions. While it Is very difficult to 

forceast the distmt futuR, it is also 110( prKtically relevant 10 11tm1pt 10 do so an a pr~sent value 

sense 

Mr. Hinbkiftr'J lbcomiQJ mticism of the e< DJWit powth DCF model IS tm:le•·ant. His 

decision to replace it wilb a lhrcc-m&e DCF model only introduces a more subJc<tlvc. 

compU~ woec:b dw JUbsUMn hit arc~ forccuu for these of the anvcstors v.'bo are 

a.ctUally puldDa IDODI)' 11110 llOCkJ. 
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Q. 

A. 

Q. 

A. 

Wba1 suppon docs Mr. Hlnhlrifcr offer for llmitina l.be lona·cmn aro'"111 of 

1cl«4mmuaicazions firms to l.be IJ'I)'Nth rate of !he U.S. ccoaomy? 

He olrcn only his opinion !hat ~(a) petpeNal arowtb ra1e !hat exceeded l.be iTO"lh me of !he 

economy wou.ld Wosically Imply llw cvanually !he whole economy would bo: compnscd <"I 

nolhina bul telcpbooe compltllc:s" (Direct Tcslimooy. p. 24. linn I)· IS). Mr. H.inhlc1fcr"s 

observatloa bas no prteliul "IC'VIDCC in aucuina !he UJCfulnons of !he conswu iJO"lh DCF 

model in l.be CWitlll pc~ ceedina. lnvators couiG euily bdicve !hat telecommWiications firms' 

consensus aroWih ra1e projecdons ~ SUSI&lnable beyond !he IIClCI live )UlS to l.be foreseeable 

future bu1 less lhln fol'C'YCI', wblcb is 1101 a m.JIJtlc empbasiJ of lnvestora in l.beir valuation 

efforts anyway. 

Would you provide an example 11w shows bow IIIUUilstic Mr. Hirahlcifcr's consuain1 on !he 

lona·lmn aroWih rate II? 

Yes. Consickr !hat !he IBES and z.cks C\IITCf\1 {AUIIIJI 1991) COOSCIUUS livc·yW aro'"111 rale 

forecuu for MCI are I 1.15% and 12.25%, mpcc1lvcly. Mr. Hir1hleifcr would presumably 

ll1\IC !hat tbae rasa are IIIIJI'stainablc bo:yond live yean and lha! l.be UJC of cuhcr me for a 

loaacr period of lime would Imply dw MCl would cvauually domlnalc !he U.S economy. 

Howwver, ecc:oniUia to Val•• Ll••'• 11\011 rcunl repon on MCI (July 10. 1998). lbe company' s 

avcraac eamlnp &TOWih ra£0 OVCf lhc pelt ten ycara bu been 25'~, whJcb IS more !han twice l.be 

ZKb or lBES COCIJCDPIIIJ'I)'Nth raiC for twice !be time period. 

·10. 
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Q. 

A. 

From a pqctlcal penpc<.1ive. I believe WI most lnvestOn would relalc lbc1e proJections 10 chc 

past perfarmMce of MCl alld theftby u.se lh<tm 10-MCI"s focexcable 1\anac. It d0<t1 no1 

wcm rnr-.llble dill such investors would be tempted 10 conclu:k that .. e,•enrua.lly lhe whole 

ecooc 1 would be compriMd of noUIJna but c.clcpboac compa.n.iesM or MCI i11 paruc:ula: 

Fl.ll\bcr. Mr. Hirsblcifcr olfcrs r~ cvidaa 10 support biJ 11M of a J<tCOnd stqe WI 11 1 S 1nn 

Ioiii. Why oot 10, 2S, or 30 yean? His WH·stqe model is Wlll«~sarily svliJKUve. 

Ulll'q)T'eSentatlve of Investors' arowlh rtU expectations. conuvy to investors' rulisuc cooccms. 

alld putlcularly useleu In lbe d)'!Wilic: c.clecommunlcatlons lndiiSUy. While Mr. llirshleifcr's 

model is admincdly lnvemive, It Is not ln!ortlllllve c:onccmln& chc realistic, lllll1tct·bucd 

tapita1 costs of BST or Sprillt·Ft-

In anemptlna 10 justify Ills use of alhrH·staae ratbef than a COI\Stant arowth version of the DCF 

model, Mr. Hlnhleifer cl~a a book by Professor Alwalh Damodaran as a key reference (sec 

paaes 22-2J and footnoc.cs I) alld IS ofbiJ testimony). Is Mr. Hirshlcifcr's dec1sion 10 u.sc a 

thre-stqe verslOCI of lbe model c:oosistalt with Damod&rM · s staUd condiaoru •lOder wtuch chc 

model LS appropriate? 

No. Mr. Hi.rahJ.I!Cf'l 11M of the thn:c·St&it model Is inconsistent with lhe circumstances 

dcsc:ribed for the bal '* of the model. DamoclaralllndicatcS tlw M •• • this tn&)' be the more 

~ model 10 11M f« a firm wbotc camlnp are lfOWU\1 11 very hiah rates ... M 

_, 1· 
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Q. 

A. 

(Daaaoclaru Oa Valudoa, John Wiley .t Sons, 1994. p. 119). Damod&ran considers a 

arowm rwre 10 be "veey blab" If h exceeds 2S%. 

AlliiChmeal JH-4 sbows lhatnone of tbt compilfties to wbieb Mr. Hinbleifer applies hiJ 'lhree· 

Nat DCf modtl bave aro~'lh n11et over 25%. Thus. his dec:Won 10 usc this form of tbt model 

is iDCO"Sisrertt wUh the coaditiool for iu lfiiX'OPriate uae dacribed in the D~n ~f=-.cc 

cited in his tesdmooy. 

Does this reference cited by Mr. Hinhleifcr dllcuss any limiwions in usina tbt thtce·~t~&c 

version of lbe DCF model? 

Yes. In ~puina lbe threc-s&qe IIIOdll 10 the other versions of lhc DCF model, Damodaran 

observes that: 

... il requites a much IIJier number of lnpuU: yc.v·Jpcclfic payoc! ratios. arowth rates. 

and bew. For firmJ In wbich lbere i.J substanti.aJ noise in the estim..uon process. !he 

mon in lhac inpuu can OVCTWbclm any bmcfiu !hal acauc &\;:::1 the adclitiooal 

flexibility In lbe model (Daaaodaru oa Valutloa, John Wiley .t Sons. 1994, pp. 118 

·1 19). 

Damocllna'a COOOII1I owr !he ctfec1 of "subswldal noise" i.J patticululy rclevlllt 10 Mr. 

H.lrableifcr'' -')'Iii. He applia a lhree-stqe OCF model 10 the RBHCs. GTE. and ulected 

independeot telcpbooe holdlna compuies. The dn.matic effects of daqulation. inausina 

-12-
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Q. 

A. 

compcntion. !he implemcnwion of the Telm~mmllllicatiocu Att oC 1996, and tndU.Ifly 

coa.solldatioo certaialy imroducc much ooi.se into the estimation of tuch firms' equity cosu. 

ThiiS, Mr. Rinhlclfer'a OCF model is panicularfy lnlppopriau for cstimatina the costs of 

equity of BST aDd SpriDI-FL. My mcdlodoloaicallppi'Okb iJ more rdiable because it uses a 

iJ'OUP ~ litms tlw iJ detnollltrably col!lpiBbk io risk to BST and a sroup of farms tthat ., 

demoDSirlbly COIDpll:lble io rh!. to Sprint-FL. Tbae two iJ'Oup! of finns. which capnr.c 

c:ompa;rablc fimu 1a011 iodu.stry lines, are not MriOIISiy aft'ected by such "ooite." Funhoer. my 

IJ'PI't*h dots DOt rtqultc !lie hiahly subjective lnpuu dw Mr. Hlrshlelfer's th=-stqe model 

doea. 

Mr. Hlrshleifer allejcs lha1 IUJ vmion of the tbree-~t~~e OCF mock! is different from t1w 

pmented by Profcuor Dlmodarln but doea DO( explain the ll&lUre ( r the difference or wby it is 

supposedly lisnificant Would you explain Mr. Hlrshlclfer's IWC1Dent and bow it relate$ to the 

sections of Professor Oamod.uln's book conumin& the thRc·suae model? 

Yes. Mr. Hltsblclfer's vacue stat:tmcnt is: 

It should be ootedl t1w wbal he [Damoda.ran) calb the "'hree·suae model" is different 

&om the model I employ and is noc comparable. Damodatan's "H model" is more 

oom~lblc CD the model tba!IIISC {Cirec:.t Tcstlmooy, p. 58, footnote IS). 

M ootod lbow, Mr. H.inblclfcr detcribcs his lhree-suae model as follows: 

The flnt suac lalts five ycara . .. The tecODd 11q.-e iJ uawncd to last IS years Dunna 

!hi$ stqe the sroWih rate Calls from the blab levc I of lhe first five years to the a;rowth 

-13-
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Q. 

A. 

r11e of lbc U.S. ecoaomy by lbc end of year 20. From the ~'Cnde\11 year onward the 

powUli'IIC iJ tel eqliAi Ill lhe aro·wth I'IIC for lhc economy bec•nse I'IIC:S IIJ'Ca!Cr tlwl 

tbll CIIIDOI be IUI'Iincd inlll perpcwiry (Direct Testimony, p. 24, lines 7·ll). 

Professor Dfmoc!arul't desc:riptloo of lhe lhree·N&e model shows that be an<l Mr. Hinhlcifcr 

use : same bask appcoedl: 

Tbe ttne..sraae dlv!O-~ model combines lbc feaNl'eS of lhe IWO-ll.lf' model 

llld lbc H model. It allows for 111 initial period of blah poWih. a tranJitional period ir 

which powth declillet. llld a fuwl stablc·powth phase (Damoclana o D Valuatba. 

Joho WUcy .t Sons. 1994, pp. 111). 

For f\lnha' peupeedw , coaslcler ProCessor Demodai'III 'a cletcriptlon of lhc H model: 

Tbe model iJ baed 011 lhe usumpcioo th.a1 the caminas powth fJIC SIIIU 11 • biah 

initial r11.e ~IJ llld declioa Linearly over the exnonfinary-arowth period (which is 

USIIIl'ICCi Ill 1"1t 2H periods) Ill a stable llfOwUt riiC (8.) (Damodar'ID oa Valuatloa. 

John WUcy .t Sons. 1994. pp. 115). 

Does there appear 10 be any sipifiant diffcmi!CC between the lluu·staac XF model used by 

Mr. Hitsb.leifcr llld the tbree·atqc model dlJcussed by ProfesJOr Damodaran? 

No. Mr. H1nh1ei&r ijipWCillly does DOl realize that thc tMe-suac model discussed by 

ProfesJar J)ee w W WI cloeely fits biJ dacn'bed model. It appears th.a1 Mr. H.inblcifcr does not 

undenwld that bl.l model iJ ~Y an extcDSion of thc multi·Jtlic H model Ill which hr 

re!cn. Thus. Mr. Hlnhlclftr'J SUIIemmt th.a1 bl.l model is ~not companblc" to Professor 
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Q. 

A. 

Damoc!artn's thlft·stqc model is~ and ~necu a fimdamcnlll maslllllkrstandlna of 1bc 

rnc1bodoloc' tbll be wato tsrinwe lbc eosu of equity for BST and Sprinc·rl. This draws anto 

qucstioo tbe overall ~l.iallillty of his COSt of capilli analyte~ ofBST and Sprint· Ft. 

• INCORRECT RELIANCE ON BELLSOUTB. THE OTHER RBHCS. 

AND SELECTED INPi:PENDENT TELf.PHONE COMPANIES AS 

COMPARABLE IN RJSK TO 8ST AND SPRINT·fL 

Whal jlllliftCIIioo doa Mr. Hinbkifcr aive for applyina &be DCf and &be CAPM llf!PIOKba to 

BcUSouth. the other RBHC.. and sc:leclcd lndcponclcnc telephone c:omp&nies u f11tn.1 

c:ompotable iD risk to BST and Sprim·fL? 

Mr. Hirshldfcr otrm no IUIIitic:auon for the use of the supposedly c:omperable fums lasted an 

Anachmcnt JH-2. He only observes in passina that they arc "sc:leclcd u likely c:omparables~ 

,Oirec:l Testimony, p. 26, lines~) and that they " .,. -~ derived from the li.st of telephone 

opcratina c:ompMia in SI&Ddltd and Poor's lndusuy Swvey" {Direct Testimony p. IS.IUICS l· 

4 ). Thus, Mr. Hirsbldfcr Ullllllet that BST b c:ompltllble in nsk to BcUSouth. the: other 

RBHCs, &Del tclec:ted i.odcpendcnt ~elephooc c:ompulies. He don not demonsii"IIC 

c:ompllfllbWty. Slm!l8ty, for SpriAI·Ft (mmcJ to u Ccntd and Uruted) be ~ .. &U\Il1ln that 

the c:os1 of oqaity for lbc proviJion of llllivmal sc:rvlc:e iJ approltimaud by the a venae c:oJl of 

equity for the whole set of the cclephooe holdina c:omp&nies" {Direct Testimony. p. 16. 1ioeJ 17· 
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20). Mr. Hitsh.lci!cf coadutU DO ,yltCIII&Iic. nnpirical analysis u.sina obj ectiY.: scremina 

criteria 10 identify firms companble in risk 10 BST or comparable In risk 10 Sprint· fl. 

In contruliO Mr. H.' lleif~. 1 identifY compuable firms by mea.surin& risk and sutisticllly 

de1erminlna risk coJili*Sbility. My analysis sboww !hat neither the RBHCs. as a group. nor the 

independcolldepbooe COI1Dpllllin are com!*lble In risk to BST or 10 Sprint·FL. 

J. F AlLURE TO ADJUST FOR FLOTA nON COSTS 

Do you aan;e wilh Mr. Hlnhldfcr's oplnioo that it is ~ 10 iaaorc the i.mpKt of 

flotation cosu In etrimna the cosu of equity upiw Cor IBST and Sprint·FL? 

No. I do not qrcc with b:b opinion. Mr. Hlnblcifcr anempu 10 justify ianorina flotauon costs 

because the prices of the c:ompanica' stock ... ~ has accounted for flotation COS!$ llrcady" 

(Direct Testimony. p. S-4. lines 23·25). While his ltJUIIIlel\1 implicitly assumes !hat flotation 

costs materially aft'CC1 equity c:osu, be present~ oo eviclm<:c that the maritct hu made ,·YCh an 

adjusuneot. Mr. Hlnbleifer's faiLure 10 lldjUS1 for flotation costS bi»a his cost of equity 

estimales dowowvd. 

4. JAD..URl TO ADJUST FOR QUARTERLY DIVIDEND 

PAYMVml 

·111-



' 
: 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

Is Mr. Hirshleifcr's u.se of the moual form of the DCF moclcl coasislcnt with the investor"s 

peupeaive on valuina equity securities? 

No. Mr. Hirshleifer uses the 11111111&1 form of the DCF model even thou;h all of th~ membffl of 

his sample of suppo. cdly eompuable flmu pay dividends on a quatUriy buis. The annual form 

of the DCF model docs 001 KCU~~~Ciy ponray the invc:.scor's peupec:tivc. and consequently. 

sianificantly undcrestimaJ:.es the oom of equity c:lplt:al of 8ST and Sprint-Fl. 

Consider the CXII'IIple of bow the mums on 111 lndlvi4ual Rcdmnent Account (IRA) differ 

when compounded quarterly rather than annually. The oppommity 10 earn a mum quanerly 

rather than annually bas a slpliJicani dfect on the value of iii IRA Ill Ill !nvtflor. lbei SliDe 

economic prineipl.e is at wort: when inves10r1 value the opportunity Ill receive dividends on a 

stock quarterly rather thao moually. 

Suppose thai you Invest $2,000 in 111lRA account today and expect 10 earn 8'Ye per year. If your 

money earns the 8% compounded m~~ually. you will have about Sl3.6'17 before wces in 2S 

yeat"S. Alternatively, if your moocy earns the 8'Ye compounded quartcrly. you v.ill have about 

Sl4,489 before laXa iD 2:5 yean. Thus, your IRA will be wonh about S792 more if your returTU 

~ cor:apoomded quartcdty rather lhan annually. This 5792 dlffermce is present becau.se you 

earn Ill drecUvo ratc of about 8.24'/e under q\111\Crly compollll!li.o& I'IIIKr lhan just 8% 

annually. Obviously, 1Dves10ra would prefer 10 have $792 more in 2S yean lind would 

consequently pntfer thai their av. mum be compounded quartcrly rather than IIIIJlually. 

·11· 
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A. 

When Mr. Hinhltifcr IIJIICS llw it is unne«ssaty in coSt of apiw lnl.ly,is 10 consider that 

dividcuda .-c R!Ceivcd by invc:ston quamrly. he cs;scndally 1J1UCS lbat invmors are indifferent 

to wbether ctivide&dlue p&idlllllt.W.ly orquanerly. Similarly, Mr. Hirshlcifcr essentially uaucs 

chat the IRA inYCSIOf in the above example would not c:ate wbclhcr be or she could wn 1111 CXlra 

S792. Yet the c:ommoo aaue of the investor's peupective in bolh tues convinci.~ly 

demonstrates that If quarterly compoUDC!ina is not consldetec:l In cost of taphal analys~ lht 

implied ra1e of return Is unclcrcs1imated 

Would you provide 111 evttyclay -.101)' that cooc:mcly sboW1 bow Mr. Hirshltifcr's fail~ 10 

adjiiSI his COSt of equity estimeres in liaht of the quanerly payment of d:•icko4s is mi.ssui4c4? 

Yes. Consider wbc1ber w. Hinhlei!cr would likely prefer 10 be paid by AT&T and MCI for IUs 

cost of capll&l consultJna worit jUS! onc:e a year or at the completion of each case. While 11 

would be inappfopriat.e for me 10 speclllate on bb pmonal preferences. it is reasonable to 

believe that Mr. Hinblcifcr miaht price the services llw be provides 10 AT & I a.nd MCI 

d.iffermtly If he WCTt paid Ollly 11 the mel of each yw . ThiJ is bec:aiiSC be.ing paid only at !he 

end of the yar would ldvmely alfect his ability 10 invest or otbcnvise liSe his wrunas. By 

1111101)', iaHitOCI deriw the IJW'ket prices of stoc:lr.J in liaht of lhcil ability 10 reinvest 

dividcocb quanaty ralbcr than jwt lllllt.W.ly. lnvutora' implied return requirements 

consequently reflect the Impact of qua.nerly rather than 1Mual dlvi<Mn4 payments in a miNier 

,, 
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A. 

Q. 

A. 

that is lll&loao111 10 bow Mr. Hinhlcifer mlaht pR(er 10 be p&ld m.Ofe freq~ntly !han Ulllually 

for the • ricla lllll be provld.tt coAT AT and MCl. 

B. ERRORS IN1 CAJ'M COST OF EQUITY ANALYSIS 

ls Mr. Kitsbltiler's nrimlf« oi tbc equity martel rislc premium 111ina chc lhree·s~&&c r~F 

model ~cally ~? 

No. il is DOC ccooomicaiJy maninaful. Mr. Hinhlrifcr IlleS biJ llawed lhrcc-JI&&c DCF modcJ 

10 Cllimatc 111 txpec1Cd. mum on tbe overall equity market. u mcasum! usi.Qa scl«<ed 

mcmbmoflhc SAP SOO indtx. ofoaly 9.1m(aee A!ltchmmt IH-6). 

Wbal ctrcct doq Mr. l..nhlrifer'r aclu.s•on of all mc:mbcn of chc S.tP SOO DOl payina a 

dividend yield of Ill lcut 2% (p. 36. HDC1 11-13 of Mr. Hlrshlcifer's testimony) ha•c on Ius 

esilinatcd martel ~nun of only 9.12%? 

Mr. Hinhlcifer's utlltnty teremlna mlmon biues downward Ius cstunaiCd expected I'CI\Itn OD 

tbc market IDd tbcnby c.auMS all of his CAPM calcula.dons 10 Wldcresumatc equity capital 

cosu. lbll 5*1WIY cxpl•in• wby biJ lllalysu Wldcrestimala tbc overall c:ap1tal cosu of BST 

IDd Sprial-f'L M wtU. 
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Q. 

A. 

Consider lbc type of fitmJ dill ~Y a divicknd yield of less tban ~ •. Such llmu typiwly pay 

lower divided yidd.s bors•se lbcy reinv.:st abov.:-averaae 111\0111111 in th.:ir bwinesscs. Thus. 

lower dividcod yielcb ~ usocialed with bi&OO arowth companies that have biaher equiry 

capital cosu. Mr. Hl.nhlcifct's Kfeeni.aa crilction consequauly excludes !hose members of lb.: 

SAP SOO liKely to bave Idle biahest tapital costs and tbcftby underestimates the expected 

mums compotiDa lbc mubt proX). His CAPM-baed equity co.u that 11M Ibis biased mc:uw-c 

of equiry nwbl cxpecW.ions clearly procluc.: wvea.IIJtically low eapllal coJI .:stimatn. 

C. ERRORS lN COST OF DEBT ESTlMA TION 

What mistakes does Mr. Hinhleiler make in estimatioa lhct eosu of ckbt of 8ST aod Spr\m·tl? 

Mr. Hinhltifct Calls to .oeuwe tho cost of debt that is rel.:vant to delmninina the forward· 

looldna costs of BST aad of Sprint·FL providina universal servic.: in Florida. Fim. he 

inappropriately rdics on tbe coN of debt issued by the pam~t holdina companies of BS T and 

Sprint·FL u well u the COlli of debt issued by subsidiaric.s of those hoi~ rompanies in cues 

where !he proceecb have DOt been used to fin.IDcc tdq>booc netwarlc 1.15C\S. Spoecifi.cally. in 

Anacbmmt JH-la Mr. Hlnblci!er inappropriately uses the costJ of debt issued by B.:IISouth 

Corporl&loo IDd BciiSoulh c.pilll Fundlnj u proxies for BST"s debt com. Similarly. in 

AftiCh!M!!f 1Jl.Je be ir.appcopriauly uses lb.: eosu of debt issued by Sprint Corporation and 

Cent.:l Clpilll u proxics for Sprint·FL's debt coltS. Second. Mr. Hinhlcifer's cost of debt 

.:stlmatcs for both BST IIIII Sprint·FL rdy on daLed debt marlccl informauon from Dc«mbcr of 
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Q. 

A. 

1997. Thus. Mr. Hinhldfcr's cost of debe lllllyslJ Is IWCIIabl~ because It ~lies on 

inappropriare debe l«<lritics &Dd uses luslorie&l debe awkd d&la !hat prod~ blckwvd-

lookina c.Mfm••cs. 

ERRORS IN RECOMMENDED CAl' IT AL STRUCTURE 

Do you aaree wich Mr. Hinblrifer'a bca\y ~lilllu on book valuc capital swctum' 

No. I do not. Mr. Hlrshltlfer lives equal wriahtto book values &Dd marlcct vaiiiCS ill 

pnldudna biJ capil&llltl"llctUre ,....,..,_.,.s,rions for BST &Dd Sprint· FL. He ~lia on boot 

valuc capil&liU\II:t\lra 10 dc1crmiDc the low tad ofbiJ rec:ocJIIDCIIdc cost of upital nmps. 

while market value aooitallll'\ll:tllm produce lhe biah tad of biJ fM8ct. The usc or nwbt 

values iJ thcorcde&lly appropriale llld cau!stcnt with ctllbllshina 1 forwa:d-lookina cost of 

capital for UJC In 1 unlvcn&l service fund proecedlna such u this one. 

Market values daa •-c bipcr \ftiahtl:.ec"tv lhcy arc dynanue&lly ~ 1n tile 

nwitclp!Ke by lDYCSIOrl, wbilc book valucs arc tbc result ofbiltone&l~eeoununa precticcs. 

Ooe·timc ICCOIIIIdDa ewall that do not dwlic ~~ valucs Clll sianlflCIIIIly aha book 

values. E•• JM of au time evaus illc:lude ICSII\Idllrina chuia. tbc adoption of SFAS 106 

for 0\bcr Polt·Emplo)a.at Be:oe6u. &Dd the dlsc:ontinU&DCC of l"fl\llllot"y .c:countina llOdc1 

SF AS 71. Addldon.ally. tbe poim in time ll which I COIIIpuiY lssucd IIOCk In the put Clll 

lnf!IICI:ICc blldcwwd·looldna book valua, while forwa:d·looldna market values arc not 
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affected. 

Over time, llllricet values vtry from boot values u invC:SIOrs challae lbe stOCk price in 

reaction to , w information. If 1 new cvmt or ll\llOIIIlCel1l siplificanlly enhances or 

dcuacu &om sbarcboldcr value, llw cb&ftae iJ immcdlllcly lriiUIIICd in10 a I!WXtt value 

c:lwlae, wbilc there iJ Uk.dy 10 be oo immcdim chanae in boolt value. Mr. Hinblciftt' s ovtt­

reliwe on book values is lllllqftSttllalve of the inVC:SIOr"s paspective and introdutn ye1 

another clownwud blu 10 hit c:ost of aplw ettim11es, 

Mr. Hlnhleifer' • rec:oaiiiiCI'Id ctpital ~for BST llld Sprint·fl are also fl&wed by his 

Inappropriate reliance on da1ed capital marke1 infOI"IDIIion &om Decem~ of 1997. Thus, u is 

the case in his c:ost of debt Cllfimetcs for BST and Sprint-Ft. Mr. Hinbleifu r=lllUilttllls 

bedcward· l'llhtt than forwud·looldna capital structures. 

E. MISUND£RST ANDING Of THE NA TUR.E AND SIGNmCANCE 

OF THE RISKINESS OF INVESTING lN THE 

TELECOMMUNlCATIONS INDUSTRY 

Do you ..,.. wilh Mr. Hlnhleifer' s observations about the supposedly low relative risk of 

wleuiD&" local excbtnp telephone netwOtt tlemcntJ 10 retail providcn and providina univenaJ 

sctvi"? 
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No. Mr. Hlnhleifer only offm lu. ''"-'lllpportcd opinion that "(t)h.ese businesses should h.l~ 

relatively low ri:sk COIIIpii'Cd 10 many of the ri&lty business endeavors beina pursued by the: 

telephone bold.iq companies" (Direct Testimony. p. 49, lines 17·19). Howevtr, he abo 

acknowlecfaa that ~ ... Ibm remainJ 501110 rilk lh&t consumm. particularly business usen. will 

bypus the nctworlc u olbcr alternatives become available" (Direct Testimony. p. S I, lines :!2· 

24). Mr. Hirshleim c:ootcqUCnlly recopizes the sipiticant rilk of conswncrs and bus!nn.scs 

byp....sina the netWOrlcs of BST or Sprint·FL but o.nly olfcn his wuubSWirialed opirur)Q that 

thiJ is a "low risk" eodeavor. Ooc:c apin Mr. Hinhleifcr substituteS his opinion for that of 

investors In appniJlna QPital eostS. 

Why ialcuina lona·tmn telephone DCtworlc aueu particularly rislc)'7 

The leasina of lona4mn aueu c:an be quite risky. especially whe 1 leasina rates are reaulat,ed. 

In order for BST or Sprint·FL 10 earn reuonablc returnS on their netwOrk wets. they must 

obtain revenues over .ne leasina period !hal cover tbc:ir costs &!lid appropriate risk...djusud 

profits. However, BST &!lid Sprint·FL are partially dependent on reauJa.tors ralhcr than solely on 

the rnarltct 10 obWn IIICb rerums. Mr. !ftnhleifer obviously recoania~ that regulators· 

decisions may well not be appeal ina to shareholders' wbt:n be notes: 

Thin Is ltilllhe risk of I'Cjllia.tion itself. The rate of return a nctlo''Orlc is allowed to earn 

de•• c!d• 010 the 0111e0me of proeeedlnas sucb u this and mnains somewbat unecnaio 

(Direct TtsdmoDY, p. 51,1ines 17·19). 
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Q. 

A. 

B«awc sud!~ implic:s risk 10 investors, Mr. HlnhleifCT ecknowl~au thalllwrt ll 

~risk in tbe leasina of SST's or Sprim·FL's nctWOrlt clcmcnu. Thil risk implies 

hiaher requiled taleS of renun and capital cosu. However, Mr. Hlnhlci!CT's comment~ on chc 

supposedly low relative risk of MtWOrk lwina an~ inconJiSitnl whh hit recoanhion ofhla!l 

reaulaJ.orY risk and tbe ll8JIIRonr risk of consumer and b\lsll'ICSI bypus of lhc local Krvicc 

oetWOib of !:SST and Sprint-PL. Moreover, buildina and ownlna ~ fecllhlu 10 leuc 10 

c:ompcti10n is panicu.Larly risky whe.l ooc c:onslden that lht lcua ccnd 10 be tbor1•tcrm in 

nanuc. A competitor that builds up a sufflc:lmt number of cunomcn can aubtcq1141nliy chOOK 

to build its own facllitiu, thus strl.lldina tbe inc:wnbmt local exchana• company'• (ILEC't) 

facilities. 

How does ttebrloloaital chaqe affect tbe risk of investlna in lon&·lctm telephone ~ork 

assets! 

Network fliQUJtles reflect a aivcn technoiOiY that often '*omes obtoicte quickly. DST and 

SpriDI·FL must c:onsi.slc:ntly invest to keep lbcir oetwOrk elemmu up 10 date and ahould have 

the flexibility 10 establish leulna rates acoonlinaly. Howwvcr. u noccd above they do not 1111vc 

thU ability IIDdcr curmu resuJ&tions. This risk of ttchlloloaltal obtolttecncc m""ca lculna 

octwOik eM I" risky, Thus, audl obtolesc:ence impotcS COIU and therefore nsk.l. The lculnt 

of SST' a IDil Sprint·PL 'a ~ uscu poo!CS si.,Uflcant r1ak.l to their lnvcJIOn that JMII 

upward preuure on !belt costa of cqulty. 
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Do you li'ft wilh Mr. Hlnhleifer's views on the risks lhal are reflected in caplw cosu'? 

No. Mr. Hlftblcifer iJ i.ocoaect IDd inconsistent in biJ telti:mony con«mina the risks that affect 

eapiw colla. ForClW!Iple. be empbasiz= that: 

..• lhc risk thai a compMy will lose CUSIOtners to competition • such as a ner:v.-ork 

leuina compG~Y Of a loc:W exdwlae comp&ny • b a diva-sifiable nsk which doe:$ l'k'~ 

incrnse the risk pmniWD IIWlrriina to capital market theory (Direct T cstimony. p. 30. 

lines 17-20). 

Yet, u noted above, in cfucussina what be presumably consickn to be the relevant risks 

associated wilh the buaincss of leuina unbundled oenr.oon 'lletnents be no!CS thai "... there 

remains some risk thai COOSUIIICr1, puticu!Miy bwiness 111Ct1, wtll bypass the netWOrk u other 

alternatives become avall.abh:" (Direct Testimony, p. Sl,lines 22·24) 

On the one hand Mr. Hirshlelfer lllflleS lhal the rilk of loslna CIISIOIIlCn to compclilion should not 

affeci upiw costs aod. on the other haod. he inconsistently asserts that the rilk of bypass. "tlich 

is just one way of losina CII$IOIDCTJ, is relevant a.od lhus atrc~ eapiw coru. 

Mr. Hirshleifcr aiJo ~lly ques that: 

1n lhla cue, each of the complllics in question is not a diversi.fied telephone boldina 

oooapeoy, but a ~y In the more specializl:d (and less risky) business of provtdlna 

nct'WOitt cletiiCIIII IDd unlvmaiiCfViec (Direct Tcslimony, p. S6,line 14·16). 
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This obscrvllion IJ loaic.llly flawed aod '-lna:u. If we accept Mr. Hi.nhleifc:f1 u11.1mption 

thai divcniftc:alion reduces relevant or priced risk, !hen the fact thai "each of lhc comparu~ tn 

quauoala DOt a divmilied telephone boldlna company- could imply that each is mk.lu. not 

"less ri.slcy" !ban a diveni.fied boldJni eompllly. Mt. Hlrs'hl~ifer's positio:u on rtl~vant risk are 

l ltlaiJIIIftd ~ 

Mr. H.lnblei!er's view 11w iJU1Cf risk of competition islllOt compensated in the cost of c tpttlll 

is DOt prKtically rolevmt. While this is llrictly tNe in, lhc prialine tbtorttlcal world of the 

CAPM. the priC(ical realitl.es of investlnJ IIIQest otbcrwise. IDdeecl. as noted above, the FCC 

has swed thai w ... pot.ctldal com.petltioo coukl loctaM llhe risU f111:ina the incumbent LECs, 

IDd 111111 iDcreue tbcir COil of c.pital" (Notice or Pro:potecS ~tulemaklna. Third RqlOI\ and 

Order. IDd Not!~ of Inquiry, FCC 96-488, Decanber 24. 1996, paae 101. paR&I'IPb 228). 

Consequently, in r . ntrut to Mt. Hinhleifer. the FCC views the ~nb'V~Ced ri.sk posed by 

competition as a PfX!ical, sipilllc:anl inlluencc on c:apil&l costS. While the CAPM provi~s 

useful insipu i.oto capital costa. it must be suwlemen~ wilh other m~~ that r«oantze the 

full amy of prKtical rislu faci.oa investon. Mr. Hinhlcifer's expressed views on nsk are 

il14:ompleu: aod l.oa;ically iiol:oasimnt. 

F. SUMMARY OJ RJ:BUTfAL OF MR.IORSHLEIJI'ER'S COST OF 

CAPITAL ISTIMATES FOR BST AND SPRINT-Fl. 
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Q. 

A. 

Q. 

A. 

Please S\IDIIJWb:e your ewa!IWion of Mr. H!nhlelfcr's cost of cquiry CJtimates for SST and 

Sprint-FL. 

Mr. Hlrshlcifet iDcomdly C$rlm"n SST's c:ost of cquiry 10 be between 9.JS% and 9.96Vo and 

Sprint-FL's cost of equity 10 be 9.7•% due 10 nWDCfOIIJ mon In hil~pplications of the OCF 

and ~APM approec:hes. !Hll DCF model Is flawed due co: I) failurt of his subjecuvc lhrte· 

mac model to ~fleet iinvC$10n' perspective; 2) incorrect and unsupponcd reliance on 

BciiSouth. the other RBHCs, and selected i.odcpeodcnt telephone companies IS companblc an 

risk 10 SST IDd Sprint·FL: l) Callurt 10 ldjust for flo-;&tion cosu: 4) failurt 10 adjust for 

qllllterly dividend paymcntt, and S) IIIUeali.stic: lllldera:limadon of the risks of investi.Qa in 

ll'lcpbooe netWOrk wets in the new, hlahJy competldve cuvitonmmt. Mr. Hinhleirer's CAPM 

cOil of equity lllll)'fCS for BST and Sprint·FL are alao un;nliable >eeau.se they are based on his 

flawed three·staae DCF model. 

Please summariz.e your useumcnt of Mr. Hinhldfer'.s c:ost of debt and upital stnK~ 

estimates for BST IDd Sprint-FL. 

Mr. H1rshlcifet ilwiictly atim&ICS SST' s cost of debt IS 6.6S~ and Sprint-FL's cost as 

6.63% 1111111 cllrecl llllldl&t information from Dccembcf of 1997. He misntim&led each firms' 

COSt of debt 11 tblt dml bcfc~use be incorm;tly ~lict on thc cosu of d~b! IN~ by the parent 

holdlni companies of BST IDd Sprint-FL. Further. be incorrectly include.! debt issues in his 

t.na.lysn t1w were DOC IJiuod 10 fuod telephone necwork wcu. My updaled r.estimony shows 

-27-
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Q 

A. 

1111t Wider c:umnt Clpiw nwbt cooditioAS Bsr a forwatd-looldna con of debt is 6.6<W. and 

Sprint·FL's cost of debt Is 6.9S%. Mt. Hinhlelfer'a usc of eapiw market daUI from December 

of 19971111ka Ilia cost or ddlc ndman blckwvcl·'ooklna 

Mr. Hinhleifer ~.ly pt.ccs siplifieam ~abl oo book value ap11al str\lelllr:J Ill 

dclcnnlnina hiJ ncommalded cost of capllal I'Uip, th111 slpilicantly undercstimatllll \he 

ovenll cost of eapilal. Matket value c:apilal stniCIUIU, such u those shown an Ballinaai':Y 

Exhibit Nos. RSB·II llld RSB-12. IR appopriale for usc ln lhiJ universal suvlce fund 

pro«edina. Funbcf, Mr. Hln.bleifer derives hiJ recomm • 4ed c:apilal ~ 111ina luJlorita.l 

utlormerina from !)ecemhcr of 1997 dial IDikn diem betkwvd-lookina like his cost of debe 

estimeres. 

IV. UPDATED DCF MODEL ESTIMATES OF EQUITY CAPITAL COSTS 

FOR BST AND SPRINT·FL 

How have you u:pdaed your wlysis since you filed direa tntimooy in lhis procccdina on 

Auaust ), 1991? 

Two 1n1111« •'-" - pracnt ln my updakd wlyals. firlt. I usc more recent stoek. tnterc11 

rate, aaoMh .....,11111 beta coclflcicnt da1a ln my IUIJ.stlta.l wlysn. This usum thai my 

capllal COS! ntlmetet for BST llld Sprint·FL arc u timely and forward·looldna u possible. 

Secood, a- fi1lna my ditc1 -imony, 1997 yew-end fiMnc\al dala have become ava~lablc 

·20. 
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on a sufficient nwnbcr of (1111\1 to allow me to updale my tdcnti6ed portfolio of finru 

eotnpaBble ill risk to BST and to update my Identified portfolio of firms comparable m mk to 

Sprint·fl... 

What updaced cost of equity capital do you C1tlmace for BST usina the DCF model rrcscnled m 

your previously filed direct testimony? 

Billinplcy Eltbibit No. RSB·I lisu lbc updaced poct{olio of20 finns that an: complnblc m nsk 

to BST and rqlOIU the averqe cost of equity for the portfolio usJ.oa bolh IBES and l.acb 

powUI ~ roc-. n.. evidnce iftdic:ates th8l the cost of eqwry for BST IS an !he ...... c of 

IUS% to 14 46%. 

Whal updated cost of equity capital do you cstiroalc for Sprim·Ft IISUii the DCF model 

prcK~~tc<l ln your previously flied direct testimony? 

Billlnasley Exhibit No. RSB·2 lisu the portfolio of 20 firms thai u ., C..' mpuablc en ruk to 

Sprint·FL and rqxHU the avcnat cost of eqwry for the ponfolio usma both IBES and Zacks 

ifOwUl rate fo.-u. The evicUnce indicacu that the coJt of eqwry for Sprinc·Fl is 111 the~ 

of 14.43% to 14.53%. 

V. UPDATED CA.I'"ALASSET P~CING MODEL ESTTMATE.S OF EQUITY 

CAPITAL COSTS FOil &STAND SPVNT· FL 



1 Q. What updated C01t of equity eap:·• '!o you eflimate for BST Wider the CAPM appro~h~ 

2 

3 A. UsiD& July, 1991 dar&, I atimatc 111 updaled rislc-&ce rate of retl.lm of 6.14'1' •• an avcraac bela or 
<4 0.13 for firms ~X~mpmblc In rislc 10 SST, and IBES and Z.Ciu IIJOwlh rate eslilll4tcs that imply 

5 111 expected rttl.lm on the S&P SOO or IS.8S% and 16.09%, respectively. These objective. 

8 marlcet-dclmniDcd dala lndiCIIC lh.al BSrs 1:011 of equity cephal is 14.20% usin11 the IBES 

7 arowlh rate and I UO% usina tbc :Z.W powth me fureQst. 

8 

9 Q. What updated cost of equity capital do you cstimalc for Sprint-FL Wider the CAPM appro~~.: 

10 

11 A. 

,~ 

13 

14 

15 

18 

17 

18 

19 

20 

21 

22 

23 

24 

25 

I UK the same rislc·frce me and expected mcs of return on the S&P SOO as above and an 

averqe beta of 0.84 for the aroup of fi.nnJ cocnpuabte In rislc to Sprint-FL. These ISSUZIIpions 

yield a fOI'WIId·look.ina cost of equity estimate for Sprint·fl of 14.30"1. usina the IBES arowth 

rate and 14.50% usina tbc :z.w arowlh rate foree.s~. 

vt. VPDA TED MARKET RISK PREMIUM ANALYSES OF THE COST Of 

EQUITY CAt' IT AL 

A. Au· AND A-RATED PUBLIC UTILITY BOND RF.TURN 

RUERENCE POINT ANALYSIS 

Billl"ii!.wy Exhibit No. RSB-S shows lh&llhc averqc expected rislc premium relati :·: to A.u· 

rated public ulility boodl !rom 1987 to July of 1998 iJ 6.94%. The averqc yield on A.u·rated 

public utility debt over the most recent t11rce months (May to July of 1998) is 6.8SYt. Thus. the 
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Q. 

A. 

avcrqe risk premlum of 6 .9-4% IJ added to the recent a venae Aaa·public utility bond n:turn of 

6 .8S% to yield an ClqiCCted cost of equity return on lbc Sti SOO of 1 ).79'A. 

BilliJiaslcy Exhibit No. RSB-6 shows tlll1 the avcrqc expected rUle premium n:lativc 10 A· 

rated 1blic utility bonds from 1987 10 July of 1998 is 6.76%. The avcrqe yield on A·m:d 

public utillty over lhe most rcc;mt diRe months (May 10 July of 1998) is 7.07V •. Thu•. lhc 

avcrqe rUle premium of 6.76% IJ added 10 ti-e recent averqe A-public utility bond rcllllm of 

7.07%10 yield an ClqiCCted cost of equity retum on !he SaP SOO of 13.83%. 

In SWIUIIII)', risk premiwn analyses usina both AU· and A-rated public utility bond rctum 

reference points indicate dw lhe expected return on lhe br.old equity nwkct, u measured by 

!he S&P SOO, iJ eutrt~~tly bttwern 13.79% and l Ul%. 

8. ADJUSTMENT FOR POTENTIAL CHANGES lN TH.t RJSK 

PREMIUM OVER TIME 

What specific adjustment do you make 10 update your rUle premium analysis in ll&ht of the 

cvidmc:e cited In your previously filed direct tesumony on !he inverse n:latiot~.!;- bctw~n !he 

risk premium and lhe level of int.crcSt rates? 

1u DOled In my dltect tadmooy. durin& ~ period of lhe Harris and Minton study (R. S. 

HarriJ IDd F.C. Manloa, wE.,crimorina Slweboldcr Risk Prcmil Usina Analysts' Growth 

FORCUll," fboeedel M.aupant, Vol. 21. No. 2. 1992, pp. 63-70), tbc avcrqc risk 

premium wu 6.4.,. and tbc avcrqe yield oa lona·tmn U.S. Treasury bonds wu 9.84%. The 

study flnd.J ~:Vidence thallhe equity Qlalt(ct risk pre-alum IJ expected 10 chanic an avcrqc of· 
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e 
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11 
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13 

14 

Q. 

A. 

.651 of c~a in the level of lona·lmll T rcuury bood yields. Oiven that the cumnt avm,ac 

yield on JO.ycar TtaSW)I boodl iJ 5.68% (July of 1991), lhc appropriate cumnt nsk premium 

is 9.11%. TbiJ iJ cakulated by multlplyina the 4.16% decline in races since the time period of 

Harris and Mlntoo'111Udy by ·.6SI and lddina back lhc avmae risk pmnium of 6.47% to the 

incllcaud tbanic ofl.71" ThiJ alleraalive approach coo.scqutDily provides an expected rc1Um 

on tb' )41> 500 of 14.16%, which iJ tbc aarcm averqc level of J().year Treasury yields of 

5.68% lidded to tbe ldjustcd risk pmnium of9.11%. 

What is your conchuion with reprd to tbc equily capilli coltS of BST and Sprint·FL in Uaht of 

the most recent capital market dala? 

Based on my updaled cost of equity w.lyta.l believe tlw SST's east of equity is in the ~~qe 

ofl4.20% to 14.46% and Sprillt·FL 's cost of equity iJ in ltbc ranac of 14.30% and I ~.53%. 

15 VII. VPDA TED DEBT CAPITAL COSTS OF BST AND SPRINT·FL 

16 

17 Q. What are your topd•t«< eJtimllcs of tbc Corwa.rd·lookina c:osu of ckbt for BST and Sprim-FL ~ 

16 

19 A. As in my direct testimony, I uac tbc yields on Ala·rat«< boodl u one bellchm.•.:lc in my wlysiJ 

20 be<:auac this iJ die bood min& on SST's debt and the yields on A·ratcd bonds are used u 

21 anotbct beocbm•rt *"'te this iJ the bo!ld ratJna on Sprint·FL's debt. for the period from 

22 May to July of 1991, )().year U.S. Treasury bonds ylclcllcd an avcraac of 5.7,./o. As shown in 

23 Bllllnpley Exhibit RSS, 7, the Jprud be~Wa:u Ala·rali:d public utility bonds and )().year 

2~ Treasury bonds avenacd 0.10% !rom October of 1917 tbrouah Jwy of 1998. Addina the 

26 
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avnqe spread of 0.10% co lbe above ~ avuqe TIUSIIry bond yield 10 maturity of S. 77'/o 

produces 1 yield of 6S1V •• wblcb cloet not reflect tbe material d[eet of flotation costs. 

As shown iD Billinpley :Exhibit RSB·8, tbc spread bctwecu A·rascd public utility bonds and 

JO.yc Treasury boods avnqcd I.IS% &om OC'Iobcr of 1987 throiiJh July of 1998. A.ddina 

the avuqe sprad of 1.1 S% 10 tbe above--noted recent &VCTqe Treaslll)' bond yield 10 maM1ty 

ofS.779.4 produces 1 yield of6.92~ •. which does r.otrtflect tbe material effect of flot.aticn cotu. 

Based on my •!pde!ed lllllytet. l bcUeve tllll Bsrs forwvd·looldna cost of debl is 6.60"1. and 

!hat Sprlnt·ft • s forwvd·Cooldna c:ost of debl is 6.9S%. 

vm. R£ASONABL£NIESS OF USING AN 11.15% COST or CA.PIT AL 

IN THE COST STlJDIES or 8ST AND SPRJNT·FL 

What are the results of yo111 updated firSt test of lhc reasonableness of each finn's use of an 

11 .25~. overall cost of capital? 

As shown in Billi!lpley Exhibit RSB·9, u of June 30, 1998, SST's reported ~k value 

capiLli SU'UCture wu S6.44% equity and 43.S6% debl and its embedded cost of debt wu 6.39%. 

AJl overall cott of Qf)l'lal of 11.2S% implic.s a cott of equity of I S.O<Wo. As shown in 

Billinplay Exhibit RSB-10, u ol Junc 30, 1998. Spriot·FL's reported book value capital 

struCtUre- 60.0S% equity and 39.9S% debl and its embedded cost of debt wu 7.1Wo. An 

ovcrall cost ofeiplul or 11.25% Implies' cost or equity of 13.99%. 

·33-
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25 

PI cue detcribc lhe raults of lbe updated KCOnd lest of lhe reuonablcness of us ina an 11.25% 

overall COil of elpltal in lbe cost studies of BST an4 Sprint· FL. 

Assuminc tbe capital ltniCI\II'C thai is wed in lbc cost r.udies of both llmu an4 the forward . 

looldna costs of debt for .:h lirm (6.60"• for BST an4 7.02% for Spnnt·FL). an 11 .25~. 

overall cost ofCipital implla a cost of equity or 14.3S% for 8ST an4 14.12%for Sprint·FL 

WhatiRI your updated estimates of tbc overall costs of capital of BST an4 Spnnt·FL ~ 

A$ in my pm'iously filed direct lestimony. lux my esrim"cd costs of equity llld debt aJoaa 

with lbe avcrap rnarb1 val~-baod capital SIZ\IdlnS for .:h of lbe two 1J0UP1 of 20 !inns 

shown 1D be compcablc in risk 1D BST llld Sprint·FL. The lllllysi.J "'.es a cost of debe of 6.60% 

and a cost of equity oftrocn 14.20% 10 14.46% for BST. A$ shown in Bllllnasley Exhibit RSB-

11, the updated averqe Aricet value·bued capital ltniCI\II'C is 86.06% equity an4 13.9W. debe. 

Thctc data indicate lh&IBST's overall forwud·looldng cost of capilli is in the ranac of I 3.14'1, 

.o 13.36%. 

The updated Allllysis of Sprint·FL uses a cost of debe of 6.95% and a cost of ~u1ty of from 

14.30% 1D 14.53%.. As showD in Billlilplcy Exhibit RSB-12. tbc averacc nwkct valuc·bued 

capit&lltniCI\II'C i.J 13.~ oquhy llld 16.21'-debc. Tbesc dill IDdlca~t thai Spnn.t·FL 's overall 

forwwd·lcc*'na COilofa¢&1 is in lbe nnac of 13.10%10 13.29%. 

What conclusloos do you draw cooc:emia& lbe rcuonablcneu of uslna an 11.2S% overal l COst 

of capilli in lbe cost studies of 8ST and Sprint·FL 7 
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A. 

Q. 

A. 

Based oo the above •1¢1trd ICSII. the use of 111 11.25% overall cost of capilli by BST is 

rea.sooable IDd quile c:oasavativc. Specifically, the two lndlrcet leSts indicate that an overal l 

CO$\ of ap:tal of 11.2$% impUes a cost of cquiry bc!WCCO I•US% and IS.OOO/o. TheK implied 

raV" v. widUn or Ollly about So bub poiJW hlabef than my cstimaltd ranac for BST"s con of 

equity of bc~ccn 14.20% IDd 14.46%. My overall cost of capiw tslomatc for SST 11 111 the 

ranae of 13.14% IDd 13.3o%. which Is bctweeo 1891Dd 211 basis points above lhe 11.2~'1• rate 

used io the comptny' s cost studies. 

Similarly, the IIIC of ao 11.25% overall cost of capilli by Sprint·FL is reasonable and quite 

CODJCniU!ve. The two lndlrcet teJU indicate IIIII ID overall cost of capiral of 11.25% implies a 

cost of equity bc:IWCCII 13. m'o IDd I 4.12%. These Implied mes 1n: between 31 IDd 41 bais 

po.i.otl below my estimated ranae for Spriln·Ft's cost of eq>.Jiry " 'ber.o."Cm 14.31We and 14.53%. 

My overall cost of capiw estinwe for Sprint·FL is in the ran11c of 13.1 a-;. and 13.29%. which 

is bc~ccn liS aod 204 buis points above the rile used In the firm's cost studies. 

What 1n: your revised and updated estima~a of the equity capital costs for BST and Sprint-Fl 

a.uumina annual dividend payments and no flotatio11 costs? 

An annual DCF modelllw i100res flotation costs produus a cost of equiry for SST of 14.35% 

usloa IBES po~ l'lle fcnc:astJ and 14.3Wo usina Zada powth forecuu. The same revised 

DCF modd procbaca a c:oa of equiry for Sprint·FL of IU4% usina ISES growth rate forecasts 

IDd 14.43" 111iDc .Z.CU powth forecas11. The rcvbed CAPM approach indicates llw ssr s 

c:ost of equity Is io tbe rllliC of 14.21% 10 14.42% and thai Sprint·FL's cost of equiry is in !be 

ranac of 14.30% and 14.5 Wo. Thus, under the wumption of annual compounding and no 
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A. 

Q. 

A. 

Oowioo cosu the~ estima1e of SST' s cosc of equity is "'i lhin the I'IIIIIC of 14.21"• 10 

14.42% Mid Sprilll·n '1 cost of equity is within the 111111c of 14.300/•and I4.S w.. 

Do you bclleYe dw It would be ru10n&ble for BST and Sprlnt·FL to uu an overall cost of 

"Pita! of 11 .2S% i.D their cc.st INdies if Rotation cosu and quantrly compoWidinald, usunent.s 

...re omiued from your esri m11es? 

Yes. The revised COSt of equity "Phal estinwa for SST are in the I'IIIIIC of 14.: I~. 10 I 1.42% 

and are i.D the rqe of 14.30% and 14 •. 51% for Sprint·n. The JUlie rwo ind.irect usu of 

IUIOIIIIblenc:ss \lied above Imply cosu of equity tbal are within or close to the rauac of these 

revised cost of equity csrimares for both fimll. Funhcr, caladalioo of the ovet'IJJ cosu of capital 

for e.cb firm in the same IJIIIIDCI' u described above but ualDa the above reviJed cost of equity 

111111es yields a rqe from 13.15% 10 ll.l2% for BST and oroduces a rauae from 13.10%10 

13.28% for Spnnt·n. Thus, the usc of an 11.25% cost of capital by BST or Sprint·FL in !heir 

cost '"xlies is qt • .c COIISCTVI!ivc cvtn ill the absetlce of ldjusuncnts for flotation cosu and the 

quarterly payment of dividends. 

Does this conclude your rebt.maltesrimony? 

Yes, it docs. 
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DIRtCT TESTIMONY OF 

DR. RANDALL S. BILLINGSLEY 

ON BEHALF OF BELLSOUTH TELECOMMUNICA TlONS INC. 

AND SPRJl'(f ·FLORIDA INC • 

BEFORE THE 

FLORIDA PUBLIC SIRVICE COMMISSION 

DOCJCET NO. 91NM-TP 

AUGUST 3,19H 

I. lNTRODUcnON 

Plcuc swe your name, e>«upatlon. and buslneu ICSdras. 

My name IJ Ralldall S. Blllinplcy. I am • finance profeuor at Vlfiinia Polytechnic 

!Jislitutc a.od Slale Univmily. I aiJo act u • fi.oaocial consull.&nt In lbe areas of cost 

of capital w!ysit. llnancill Jttllrity wlysll. and vllllllion. M01· <kwU 011 my 

qwalific:adoas may be fOUDd iD BillJ.n&sley Exhibit No. RSB-17. My busrness 

ld4rcss iJ: Ocpu1mait of Fin&Dce, Pamplin CoUqe of Buslneu. Virainia 

Polytechnic lDitituee a.od S~a~e Univmity, Blacksbufi. Visainia 24061-0221. 

1bla • 7 

• ..., PIIMDU my independent profculoaal opiniODS a.od IJ not presented 

by me u 1 ICJA ~entatlve ofV!rainia Polytoc:hnlc lsutltutc a.od SW4 Llnivmity . 

Haw you pepwed exhibits 10 ~paay t.hllsr"emmt? 



1 A. Y cs, my stmment and 17 cldlibiu wm: prepeml by me or UDdeT my ~on lind 

2 supervilioa. 

J 

• I"' PURPOSE Of STATEMENT AND SUMMARY or CONCLUSIONS 

s A. PURPOSE Of ST ATEMI.NT 

6 

I. 

~ A My purpotoe Is to provide 1M Florida Public Semce Cocnmislbl (COillllliAioa) with a 

10 ~ oftbe reuotllbl- of the use of ID owrall cost of capital of 11.2S% 

11 in the cost ltlldia of BellSoudl TclceommwUcatloaa COipORlion (Bsn and Sprint· 

12 Florida. ~ (Sprint·FL). In to doUia. I nt!mrt• tbz compenlca' (orwatd-

1) looldna COSIS of capital. lbiJ provides evidence UJtiW In prqlllring Wl!vcrsal service 

1• fund cost ttudlca ulthe swe 11f Florida. 

ts B. SUMMARY Or 8ST AND SPRINT·FL COST OF CAPITAL 

16 ANALYSES 

17 

11 Q. Pleuc dctctibe the appro~~Cha thai you use to dc1ctminc the cosu of equlry tapit.al for 

19 BST and Sprint-FL IDd lllllllll&rize your c:ooc:IUJloaa. 

20 

21 A. My~-~ market c1a1a to dc1amlnc eosu of cquiry capital for BST 

n IDd Sprtat..FL li'OID dlw dladnct bul complcmcn111y approKbca. Since BST is a 

2l subsidiary of 9«11SooJib Corponlloa and Sprint·PL it ultlmattly • subsidiary of Sprint 

24 Corponlioa. oeit!Jer 004 lipiD)' bu cquiry trWIJna in tbe JDCUt. TlNa. tbcrc iJ DO direct 

u mutet nidalce oa tbe twO ftnDs' eosu of equlry cap. tal. It iJ comcquml.ly occessary 

2 



l 

J 111 die 6nt appOICh I tpply !be DCF model 10 a aroup of fimu ilknulied u 

4 compll1lhle iD risk 10 BST aDd apply the modcl10 1D0tbcr aroup of rums adcnulied u 

s compvablc in risk 10 Spriol·FL. Ave:rsae CON of equ!ly capital are calculated by 

6 ipp[ylna the DCF ~W>Jc!IO Clltb or lhae two .epc~.~e po~~p~ of compusblc fltr.., Ln 

7 order 10 pt'Ovide objective. matht-dctmnlned COSIS of equity capital for SST and 

a Spriiii·FL. In !be tee:00C1 ippiow;h. I 1111 1111 CAPM 10 estimate 1be cost tr equlrt 

9 capiW !« the aroup or publkly lrlded ftrma lblt is compcsble In rislt 10 BST aDd also 

10 l« the puhlidy ll"llded aroup of 1\rmJ !hat u ~ Ill risk to Sprint-FL. Filially. I 

I I c::oaduct a risk premium IDII)'1ia. 

12 

I J The COSt or equity f« BST u Ill the 1111JC of I S.26% 10 I S.2!% uslna the compualtle 

14 linn 11f0UP "CF model approKh. Under the aamc &pproKh. the cost of equaty for 

U Sprini·FL is In 1be r&lliC of 1<4.88% 10 IS.07%. The CAPM approach indicates th.at 

16 BSrs cost of equity capilal it In the raoae of 14.61% 10 14.64% and that Spnnt·Fl's 

11 cost of equity it In !be ~e of 14.32% 10 14.3SVo. The ri•k pmruwn approach 

11 indleaiCS lbll the nJ«Ied rcu.m oa the ovmll equity m.aitet.. u u......sured by the 

19 s.tP SOO, it f\li'l'elllly bftweal 13.63% aDd 14.16~. BlllinaJiey Exhibu No. RSB-1 

20 ClCpl.liDJ bow my malytical lppi'O«bcs are c:oo•istrnt wilh -11-~cd l'(aulalory 

11 md •-"!:• teedt i.a COfl ot capilal analyJis. From thea analyacs. I conclude 

2l IIIII d. eumat cost of equity capital for BST is within the raoae of 14.61% to 15.28% 

2l md tb11 the eum:at cost or equity for Sprini·Ft is within w raoae of 14 . .32% to 

24 IS.O?%. 

) 



2 

) 

4 

s 

6 

7 

I 

9 

10 

II 

12 

I) 

14 

IS 

16 

17 

II 

19 

lO 

21 

22 

2J 

24 

H 

Q. 

A. 

PIAK lkKribt bow you IYIIua!e !be rasoaabiCDtU of usiD& ID ovt:rall cost of capt I&! 

of 11.2S% i.o die COiliUidies of BST llld Sprint·Fl &Dd summarize yow ft.ndlnes. 

Two lndiRiet tall of !be r.aiOnabiCDtU of each a~mpany'a u.se of an 11 .2S% ove1'411 

cost of capillln pufocmed. A direct lal of IUIODiblc:oesa is &IJo used 10 evalua~e 

lhiJ .-. The tine indltect lal li.ICI C8Cb c:ompu~y'a repol1ed book value capil&l 

SlrUdUrc IDd embedded COil ef debe. SST's reponed eapital SlrUdUrc b SB.SO% equity 

lllld 41.SO% debt IDd ila embedded cost of debita 6.33%. Sprint·Fl'a rqlOfUd book 

value Clpital JINCtute b 60.19% equity IDd 39.11% debt aDd ill embedded colt of debt 

is 7.21%. An ovenll coa ofcapilal of 11.2S% ustna lbaet~ implies a cost of 

equity of 14.74% for BST llld 13.14% for Spriot·FL The leCOIId lal IIICI aa equity 

mio for BST of 60%. ID UIOeialcd debe mio of 40%. aod a current forwanl·lookina 

cost of debe of 6.65%. The sccood lal for Sprint·Fl li.ICI aa equi'Y mio of S9.SB% 

lllld a debt l"llio of 411.42% but uses Sprint·Fl's cumnt focward·looklna cost of d~bt of 

7.02%. Ao ovcnll cr .J of capil&l of I L2S% implies a cost of equity of 14.32% for 

SST IDd 14.12% for Sprint· FL. Thne two indilect lalS losically imply COlli of equity 

t1:at ue lower llwl or wilhin my estJ.Jn&Led ranac for BST s cost of equity uptl&l of 

I 4.6 I% 10 IS 21% aad Iowa- tban my atimaiCd ranac ('It Sprint·FL · s ~ of eqwty of 

14.32% 10 I S.07%. 

AI a direct tat o"--Ncocss. I rely on my cstimaled forwanl·lookina equi~ llld 

debe ~ aJoat with the marU1 valuc·bucd capil&l SU\II:IUIU of C8Cb company 10 

esdmet• m ovcn1l COil of capital for BST in the ranae of 13.13% 10 14.44% aad an 

ovcnll cost of capital (or Spriiii·FL In !be l"lnp of 13.39%10 14.05%. ThiJ indicaus 

that the 11M of an 11.25% reto In Ill cost ltUdla UDdcmala BST's forwanl·looldna 



oven.U cost of ~t.al by 2SI 10 319 basis poinla and undemtimales Sprint·fl ·, 

2 fonwad-!ookina ovcrall cost or capilli by 214 10 210 basis points. Therefore. the usc 

1 of a 11.25% cost ofa¢111 in the cost st\ldles ofBST aod Sprint·fl is IUlOnabk and 

4 quitec:omeMIDve.. 

' 
6 m. ctiRRENT STA TtJS OF COMPITITION IN THE 

1 TELECOMMUNICA nONS INDUSTRY 

• 
9 Q. Wbllb lhc Q.lftllliWUI of c:ompetltloc ill tbe ldeoommllllicaaioaJ lndusuy'l 

10 

II 

12 

u 

14 

" 
16 

17 

u 

19 

20 

21 

22 

2} 

24 

l' 

A. 

Q. 

A. 

Compedtloa ill lbe u )«ommllllicalioaa lnduary ba i.ac:rtucd drmwie&lly in recc:Dt 

yan. The aourca or lllll lnm.ucd competition i!Y.tudc a eruur tbtat or ocw 

enlnlltJ in lbc lndusuy, a Jlpllflcantlnmue in lhc lliiiDber and stmllth of cxirtima 

competilOB, a 1fC11Cr lhRal of lllbslitlltc ~elecommunicatiODJ producu and semces. 

more in~a~JC rivalt:y amona cxiJtina competitors in the industry, and enlwlc:cd 

~risk a1 bo'lh the Slate and the fcdcrallcveb. Thus, bod! ICI1J&I and potn!IHI 

competition ~~~~ iocu ucd and lbc bl&liocas risk of lbc ioi!•L'II)' lw consequently 

ioaeaod.. Whll illvators bdi~ aboullbc fulln ~tioo llllllhe local cxchanac 

cocnpmlia (l.ECa) will IKe iJ critical 10 cost of capilli lllllysiJ. lnvc:slOn· 

~ of ~tioo and its iml*' on risk are reOCC1Cd in the apital cosu 

fac:ecl by Sprila-FL mel BST. 

Speciftcally bow ba competition ~ in rc«nt years? 



co.mpetitive in rec:ent yeus. LaJic businesses have bem able 10 bypass lhc LECs' 

2 private liDc IDd IIXCSS services using fiber optic ~'Orb, microwave 1r1111miuion 

) and very small lpa1ure tennin,W (VSA n, The growth of CO!IlpCtiU ve aec:ess providers 

4 (CAh1 sudl u MdropOUWl Fiber Symm.s (MFS) and the Telepon Communications 

s Group (TCO) bu allowed latie business C'\ISIOmm in major ci1 ics 10 conn«t wilh 

6 lona d~ carriers (lntercubanae ~ or IXCJ) without payina IICCCSS ctwaes 

7 to LECJ. 

• 
9 It iJ clear that lnveston bell.eve that major CAP•. IXCa. IDd e&b!c U~lcvislon (CATV) 

10 compllllies are potitionina themselves 10 compe10 viaorously for customen in lhc local 

11 exclwlac market. BST and Sprint·FL fa~:C heightened potential competition that poses 

12 additional risk l.t' their operations and their ability to recoup r::'.cnsivc infrastructure 

1 l invcstmea11. lnveston sec sudl competition coming from wired, wirc.less. and lnlmlet 

1~ sources. Consider the represcnwivc ~.:nt obtctvallons on competition in Bualaas 

U Week \Zoomiaa Down The !·Way," An6y R.einhatdt. Pe1er Elstrom, and Paul Judge. 

16 April?, 1997, pp. 76-87): 

17 [O)uiSide !be boardrooms of Jclccom's aif.nl$. Innovation is J''.'f'ellin& lhc wired 

11 a.od wireless world • bubblina up from !be bottom. Hundreds oi ..:tcm.ative 

19 carriers IIIII nimble NnUps lltC le~pina he8d·firlt into !he DC'\1/ly deregulated 

lO cnvironmcnt (p. 76). 

21 

ll 

2J 

n. ~ ia liJo aivina rue 10 new produc:&J that could UDdemline tradition.al 

pbooe la'Yices. Tbc one that sc:uds shivers clown !he spines of Jclccom cllcu: 

softwanl that lets you pl8CC pboiiC c:alh over lho net (p. 77). 

6 
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Q. 

A. 

The lncemet Is not the oaJy lhreu 10 the tclcpbonc companies. A stew of swtupS 

are 6ndina ways 10 eat into tnditlonal t.clepbonc u.saae ... PCs are bccom1011 

telepbooe c:ommand tentm for video confcrencma and unified meu&Jlllll !hat 

combines e-mail, fax. and voleemall (p. 78). 

The provisloo of wireless savices 1\ICh u pmooa1 communication systciDJ by CAPs. 

CATV ~ and clec:lric ulililic:s abo enbanc:a the ability of cu.-omen .o 

compl~ly bypua local exc:hanae S«Vic:es. W!Ricss IC1Vices ~ becomma a viaolc 

COIIS\Uillef aliCftlllive 10 LEC ~ n- alternatives will only incruac the 

competitivencu of !hat environment and thus mqnify the business risk of LEC 

opcnlions. Thil arowina ri.slt is ioaalina the c:osu of !Wlna capital for Sprint· FL 

llld BST. 

Has tho business ri.slt of the telecommunications industry inc:reascd in recent yean and 

11 it expected 10 continue inc:rHSina in the funue, especially due to the passaac of and 

uncenainties in implcmcmina the Tclceommunications Act of 1996? 

Yes. The pasaac of the TclccommUIIIcations Aa and respocues 10 11S pusqc 

dramatically indlcarc !hat business risk hu been increasina and will inc:re&.~e even 

more In the fun.n. Tbc Act, wbicll wu sipccl into law by Pmiclent Clinton on 

Fe""-Y I, 1~. euenri•lly allowalocal, lona-diJ1aoc:e. and cable companies 10 act 

!mo oae • .,.,...., 1,1•'• 1 w 1 WhiM martct pn::sll.lr'et have been e:rodina lbeu liauts 

in ~ yan. lbe Ylrious competiton ~ now movina forward rapidly. Ho__., 

opeD competition brinp • sipficantlocn.lu in rUk.. 

' 
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Q 

A. 

The pusaac of lbe Tclceommw:lications Aet Is appvcnU)' vi('W(d as nsky by 

invcsun. COIIIpCtiJII cdCCOO'mllllkatioas finns. &Dd by lbe Fedml Communi-.tions 

Commjnion (FCC). Indeed. the FCC has oi>Krved: 

... [IJIIC\IIIIball LECs face polmtial competition as a result of lhc Act lh11 they 

did not face pmlolllly. 1bb pocenllal competition could tnausc lhe riw 

faciaa cbc lmvnbent LECs. &Dd dwJ inc:Rao lbrir cost or capiw . lhus 

mitlll'inl. to- ~:ll. cbc factors~ chit illtumball LECa' eost of 

Clfllw b.u decteued ~ 1990 (Notice ofPropoaed Rule MaJdna. Third Rcpcxt 

md Order, Alld Notice of lnquiry, FCC ~81. December 24. 1996. p. 101. 

pttqRpb 221). 

The implicalion b chit invaaon tre rcqulrlna hlabcr lila of mum 10 compmsa~e for 

the hiaber invest"""\ risk resultina from !be new competitive mvironmcnt fostered by 

the implementation of lhc Telceommw:li4:atlons Act. 

How have r=1 IDCT'inl and acqulsitlonJ chanacd the ~of compcuuon an the 

telecommunicatioas indusuy? 

Numerous rec:c:ut mcracn Uld ac:qulsitlocs have alanlfi~y incrcucd lb.. !k,.-te of 

competition 11110111 tclocommw:licatioas f111JU md COOJCq\ICIItly have incrcucd the 

rUb fal:ed by ~ inva10n. ThU implies that invmon must incrusc thcu return 

~ to be ldeq.-cly compo, Ned for lhe iDacued riakiDCJa of bold ina 

~~-hi "UDk:adoaiiiOCb. 

I 



indiiJU)': WorldCom I MCI Communications, SBC Communlcatlons I Southern New 

2 EnaJaod Telcpbooe (SNE1), SBC Communications I Ameritcch. Alltcl 1 )60• 

3 COIDIIWIIicadons, end AT&T I Tele.Communiwions (TCI). The planned acqwsitio.n 

4 of TCI by AT.tT is a siplilicant recent sowa: of~ investment nsk. The 

S followlna COIMICllliJ aupport tbc eDOI'IIIOUI pcrcelvcd siplilican« of the deal. u 

6 reponed in Bula- Week (uAI L.ul. Telecom Unbound." Peter EIJtrom. Cathcnne 

7 Armt. LOCI Roatr Crocktu, July 6, 1991, pp. 24-27): 

I ... [l)n Ill iloak lwisl, AT.tT, the comp111y tll&l hu pcrllaps missed the most 

9 opportunities iD the new world of diaital communiwions, hu come up wnb tb: 

to deal that, If It wotb, will lab adYantaae of all tbesc: tmldl - And could be the 

tt catalyst for otbcr deW aod busiDeu plans tbaJ: break tbe bonltneek and linaiJ.y 

12 .deUveron tho promise of diiltal conm-amce. "This ls the deal that' s aolna to act 

ll competition aoina," says former FCC Commissinoer Rffil Hundt. '1'h.is is 

14 exactly what reauJalon cnvisioocd- conswners havlna choice." (p. 24), 

IS 

t6 The lncreuina risk !.hat telecommunications investon face results not only from the 

17 co!llpttitive imp!icatio!IJ of pending m~m and acquisitions but from the Addiuooal 

II IIIICctUinty auoc:i&tcd wilb the often lmathy re;auii!Ory appro·'ll process. For 

19 example, tbe MCI I WorldCom meraer hu been reviewed by European and U.S. 

20 rcp1a1on (Of m•VIIh• lndoed. in July of 1998, the European Commission approved the 

21 ma*" Jllbjeq.co tbe dlvt:Siiture ofMCI's Internet busincsJ while the U.S. Dcpartmcnt 

22 of J.X. ODiy 191J110Yed the IDCrict as MCI qrecd 10 sell its lntemct beckbooe 

lJ fecllldes LOCI wboles&lc and retail lnt.cme~ busineues 10 C&blc & WireiCSI PLC. The 

24 MCI / WorldCom combi.nalioo, lhouah widely expcc1ed. still awaits final approval by 

:u the Fcdcral Communications Commission. S~~~:h reauJI!Ory IIIICCIUillty cnhl!!ces 

9 



l 

l Q. Is lba'c cy capital IDilUt evidence that L£C inves10n b(tievc lhatlhc AT lc T I TC I 

4 deal !Ia inn 1 i compctilioallld invauncnt risk in the &elecommlllllcatlo!IJ 

' ind11St1')'7 

6 

7 A Ya. The 111D011DCa11e11 of the deal wu woclated wllh 1 siJDificaot drop in the stock 

1 prices of tome key L£C.. 1biJ ldvmc racdoa 10 the deal i.J dacribed in a ~pon by 

9 Bloombq's lotni- in!omwloa she oa the lnlcract (bttp'J/www.bloombaJ-com), 

I o ~Baby Bell Shires fall u AT .t T T qcu Local Mut.ct," Juoc 24, 1991): 

II 

12 

I) 

" 
16 

17 

11 

19 

20 

21 

n 

2l 

24 

lS 

Shires or Bell Allantic Corp.. BcllSoulh Cotp. and otbet local telephone 

c:omplllia fr '' &ftcr AT.tT Cocp •• the IAtJcsl U.S. loaa-4iJl&DCC telrpbonc 

c:omJIIIIY, lawx:bed an assault on their m.vkd 

The Standlrd .t Poor'a Telqlbooe Index. which ll'Kks the pcrl'ol'll\&llQe of the 

loe&l pbooc Qllllpally SlOCb. dtoppcd 23.60 poilus, or ).I~Kt"OI. 10 h" -Y, 1M 

binest one-day dccliDI! siDcc Oct. 271ut year ... 

AT.trs move -us live 11 dircci~Ccess 10 TCI's 10 m~Uioo cust~ Ill the 

U.S. llld blat the Baby BcU'a S1ri.Dilcbold on the SIOO billloo·a-year IOC4l 

pboae a.rUt. '1bia buiwty puiS AT.tT on tbcir doorslcp," said Mitchell 

WeiJbcra, 1D in!orautioo r.cchDoiOI)' consul Wit wbo, u an AT .tT employee: in 

the early 1910s. helped put toaelbcf lhc COIDJI&Dy's divestinn plan. "'Tha-c's 

slpliflc:arn I'CWJIUC at risk" (or the Baby Belli. Wrisbcri sald. 

10 
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The local pboac eomplllles stllld 10 lose in two ways UDder the AT & T. TCl 

combiDarioa. Cuttomcn 111 rqioas wbae TCI opcraiCt table syncms IN\II ba~e 

tbe opCioo or IISina AT.tT for local calls. whkh means lost ~cnuc for thai 

rqioo's Baby BeU .... Wlw's more, AT.tT now lw 111 pay KCC$5 cbarics 1.0 lbc 

Baby Belb for usitl4 lbeir network 111 eomplel.lona~ u!IJ. That won'1 oc 

the ease for ulll roulOd throuah lbe TCI octwork. Mit's a cerulnty this will slow 

down tbe ctr'lli.np powth" of lbe Baby &lb. said Paul Wriant. a 

tcletcvnmllllieaciocl lllllyst u Loomis, Say~ .t Co .• whlcb owned shatu or 

BeU A11azuic aod lkllSoulh u of tbe cod of Mlrch. ... The (LEC's) SIOdts abo 

dropped aftet Merrill Lynch IDIIyst Olukl fUinaold a~t his ratina oo Bdl 

At.IA.otic, SBC and Ameritech.. AT.trs move -inaeuet !be pm;c-ption tb&l tbe 

(Baby !Ylb) wiU face eompclitlve riJk from locaJ entry on both the business and 

consumer ~idet." Relnaold wrote In a repon. 

16 The fact thai LEC share prices fell in response 1.0 tbe annoWlCCment of the pun:h.uc 

11 of TCI by AT.tT is suona. concmc caphal mute~ cvidmcc 1111• anve$lors bchc•-.: 

11 tb&l LEC riJk bu incrcaxd sipill'IC&!Itly. The above Bloombcra repon ..:.Xumcots 

19 the primary ~ of coocc:rn 1.0 be a si&;nificant lou in both lou! ull and .ccess 

20 cbar-&e revmucs. ~ invesunmt community appu-an!y views lbe deal u the advent 

21 of l{piflca!'ly pascr eompetitioo in the COIISIIII'1CI' and business seaments of the 

22 local telepllooo IIIU'ket. 

2) 

24 IV. DCF MODEL ESTIMATES OF EQUITY CAPITAL COSTS 

lS PORBST ANDSPR.INT·P'L 
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Q. 

A. 

A. FORM OF THE DCF MODEL USED rN T1l£ ANAL VSlS 

What form of the DCF model do you US( to estimate equity capital cosa for SST and 

Sprint·FL? 

I use - : constlllllfOW'h fonn of the DCF model thai_,..... 111 inddirutc or mfi.nstc 

boldina period. Sioce IDOSI U.S. linm pay dlviclaldl ~y. I 111e the qllllt.Crly fonn 

of the DCF model Wider the realisli~ usumptioo thai such dividends are ~bana~ by 

firms ooc:e a year, oo ave:raae in the middle of tbo year. Speci.llcally, the c:ost of equity 

K iJ eakulated u : 

where 0 is the molt rec:cnt ave:raac five-year eaminaJ J1Cf sb&re fiOwth rate proj«t~ 

by analysts. u reponed by either Zacks lnvesunau ~ loc. (Zacks) or by the 

IBES, and P _ iJ the •venae of the three most r~all ruoolhs (April to June 1998) of 

biah and low pri"' for the equity. 0: and 0 1' rc0ca the most ~I annual and the 

anticipated oext year amount of qllllt.Crlydlviclencb. respectively. o,• ts calculat~ u : 

0 1' • d1 ( I + K ) 11 + d1 ( I + K ) 1 + d1 ( I + K ).u + d, , 

wbere ~ IIIII ~ 1re tbe QIW1Ctly dividends paid prior to the USI.IDICd yearly ~ae 

in dlvideada and~ and c1. are the two quanniy diVJdmds paid after the iJVCD chan&c 

in tbe 11110UDt paid by a finn. Thus. diVIdend 0 1' capcurc:s tbc CII*'CrlY pa)'IDCIII of 

dividc31ds tbalpow II ra1e 0 . 
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Q. 

A. 

Q. 

A. 

l.o order to rrllcct lho: sia:nificaot cffcc:t of Oocatioo costs oo lho: eo1t o f cqwty. I 

diredly redoce cbe IDIIket price P.., used in my analysis by a ccnservauvc S pmenL 

Bimoplcy Exhibit No. RSB-2 elaborates on lho: DilUte and applicabtlity of the DCF 

mcx.. . In estimetina cbe cost of capital ill rquW.ory proceedinp. It also di.lawes the 

lmporta~~~:e of ldjustiaa for bocb the ~)'IDall of quutcrly dividends and for Ootalion 

cosu . 

8. SPECIFIC APPUCA TION OF THE OCF MODEL TO ESTJMA TI 

EQvrrY COSTS FOR BST AND SPIUNT·fL 

SpcdJically bow do you apply the above DCF model 10 BST aod Sprint-FL. since 

odthcr COIDJllllY bu equity trldl.oa 1n the ll\ltUtplal:e? 

Because BST is owned by itt parent holdin11 comp&ny. BciiSoulh Corponu ion. and 

Sprint·FL is ultimately owned by iiJ parent holdiaa company. Spnnr Corporauon. 

neither of the companies have equity trldlna in the nwicet. It is consequently 

necessary 10 infer tbe equity cosu of BST aod Spr.nt·FL by apply ina the DCF model 

to e.d! of tbe cwo poups of rums identilied u compll'lble in risk to B!>; .,.! Sprint· 

FL, tespecdvdy. 

W!wl method iJ uaod 10 Identify ftrmJ of ccm~le risk to BST &nd fiiTTIS of 

comparable tiJk 10 Sprint·FL 7 

I) 
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Q . 

A. 

The model iJ applied first to identify firms that are. as a pup. comparable an nsk to 

SST &Dd tba! it iJ applied ~ly to identify fumJ that ~ comparable in nsk. as a 

sroup, to SpriDl·PL. Thus, BST and Sprint·FL may be vie~ as two distanct "target" 

firms in a comparative risk analysis of a lqe sample of !inns. 

•• 0 d.imeosiOIIJ Of risk llC wed to COmpile firms. finl. the fhwlcial ri$lt of ftmU IS 

meuwed llld used u • bw of complriaoo. S«:ood. "'"ibo1t Ot' opmtina risk a• 

compil'cd llllOIIi fitms. These dimensions are, in effect. averqed in a ~ that 

&eneratca a com~benslve ri$lt profile. Thus, fitms are not just compared Olt a 

c.bancleristic·by-cbuxterittlc basis. they are compercdi in lieht of those chosen 

dww:leristics and the rclaiJonship IIDOQi tbose tlww:1cristics. 

A summary measure expra.ses the cfutancc betvoccn ca:~ f.nn and BST and each flilil 

end Sprint· FL. Two sroups of the 20 !inns that are closest to each wact finn. SST or 

Sprint-FL. in tcnns of this SIIII'UJWY diSWK:e mcasun~ are chosen for analysis. A more 

detailed discussion of this cluster analysis is contained in BiUinKJiey Exhibit No. RSB­

.5. 

How do the indlvidual measures of riskiness relate to the comparability oi :!'..: sroup 

of firms in the clusten In t.etms of overall riski.ness? 

It may be rcmptinc to sin&k out ooc company in • clusUT of comparable firms and 

incouec'lly COIDpll'e itJ various risk measures individually 10 those of BST or 

individually to those of Sprin.t-FL. However, none of the individual COt"Dpanies 

identified in the BST -compatibles portfolio are ~iMly Like BST in every rcJpeet nor 

t• 
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16 A. 

17 .. 
19 

20 

21 Q. 

22 

23 A. 

24 

:u 

are lilY of the in.lividual compenies tckntlfled In the Sprint·FL-comparables ponfolio 

euctly like Sprint-FL in~ way. The !inns are alternative invesuncnt oppoltWitllCS 

t!w. in the agrep~e, have overall risk similar 10 lhal of the aJven wtct fllm, BST or 

Sprint·FL . 

in SWDIJIII')', IIOIIC Of the individual flmU ln I clumr are precisely like the aiven lat!le~ 

linn in terms of cacb individual measure of risk. A ctumr should be viewed 11 1 

ponfolio of firms that, u 1 8JOIIP· is companble In risk 10 1 aivcn wtct finn. liST or 

Sprini·FL. 

C. DCF MODEL COST OF EQUITY ESTlMA TES FOR BST AND 

SPRINT-FL 

What cost of equity capilli do you estimate for BST Wlina the DCF model? 

Billinaslcy L.dUbit No. RSB-3 lists the ponfotio of 20 flttnl that are comparable tn 

risk to BST md rcporu tbc avmac cost of equity for the ponfolio uslna both IBES 

and Zaclcs powtb rate forecasts. Tb: evidcoc:c indicaleS that the cost of equaty for BST 

Is in the fllliC of I S.26% to 15.28%. 

wm. c:oR of equity capilli do you estlmale for Sprim-FL USUii the DCF model? 

8jlllnptcy Exhibit No. RSB-4 lisu the ponfolio of 20 fimu IIlii are comparable ln 

riak 10 Sprlnt· FL and reporu the a venae cost of equity for the ponfotio usina both 

IDES aod Zacb poWih rate fORC&SU. The evidence indicues IIlii the cost of equiry 
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for Spruii·FL is in the r~~~&c of 14.88% 10 I S.07%. 

V. CAJI'ITAL ASSET PRlClNG MODEL ESTIMATES OF EQUTTY 

CAPITAL COSTS POR 8ST A.~ SPRINT·FL 

What form of the CAPM do you usc 10 CSiimlle cqlliry ~tal cotU for BST .nd 

Sprint·FL? 

I usc the 4:011111100 form of the model, wbldl cakulala the risk ..adjusted rtlc of mum 

Ku: 

wM1e ~is tbe expcctcd nturn on a risk· li ec MCUriry like a U.S. Trc:uusy bond. 8 as 

the exp«tccl bt' ~ or synrmatic risk of lh • cqul1y sccurily, and R.. Is the Cltp«lcd 

mum oo a broed iodcx or cqwry maritet patormanec . the s.tP soo. 

How and wM1e do you oblain tbe beta c >efficient dala nccdccl 10 c. :: .... ·le c4Ch 

comp~~~y's cost of equlry c.apital usina tbe CAPM? 

Si.Dce SST II a whHi-y o( lkiiSou!b Corpt radoo mel Sprult·FL 11 a subsidiary of 

Sprint Corpondoa, odthcr company bu Its own equity a.dJoa in the maritet and 

tbeTcfon lldlher c:ompu,y hu the beta coeffic ent rcqllired by the CAPM. Thus. u 

clisC\wod above in my DCF aml)'lis. It is IICCCS;liY 10 ldcmify a JII'OIIP of fimu thai iJ 

comparable in risk 10 ad! tataet rum thai cloca have C18ded equily and lhc:Rforc 



1 

) 

4 

5 

6 

1 

• 
9 

10 

II 

12 

ll 

14 Q. 

15 

16 A. 

17 

II 

19 

lO 

21 

ll 

2) 

l 4 Q. 

25 

r:nu.surable bcu ~ffkicniS. Consequently, lbc bcu coefficients for the two lfOUJii of 

limu Uled in my OCF ana1)'1C:S thai are identified in 8 illiqsky Exhibit No. RSB-J foe 

8ST IDd Bimnp.J.ey Exhibit RSB-4 for Spnnl·FL are relied on to ~e eqwty 

capital costs. SpeciBcaUy, lbc avmac bcu of 0.88 for lbc ponfolio of llmu 

comparable in risk to BST llld lbc avtraac bcu of O.IS for lbc portfolio of llnns 

comp~rable in rialc til Sprint·FL a. each lllcd in lbc CAPM eqlllllon pmcnted ~.hove. 

Tbe baa ~ftkicnu IIJCid in my CAPM wi)'ICJ are lbc most m:cnt prospttttvt:: 

IDeiSIIrCS supplied by BARRA. a widely recosnbzd provider of data llld dcctston 

support S}'S1allS for iDstitulioaal invaun Blllinplty Exhibit No. RS 8-6 claborau:t 

on lbc ll&t\ft and sipilllewe of IIS!na PfOSPCCtlve rather th&n ~.JStOncal beta 

How do you es<;mate the rislt-frec rate of rcl\lm needed in the CAPM eqWition? 

ln order to be COD!SISICDI with the expc<Wional emplwis of the CAPM. I u.sc the 

6.13% averaac expected ytcld implied by the pri~ of lbc U.S. Tteas.•ry bond futwn 

contniCU q110tcd durin& JWlC of 1991. The prices oftbcsc contniCU re flect the market' s 

c:oiUCN\IS forecu~ for 20-y«r U.S. Trc&~ury bonds. the lonaest nwumy wtth futwn 

data avlilable. Billinpley Exhibit No. RSB-7 dc:5c:ribcs lbc furw-es oontniCU used 111 

lho malym btmore clctaiJ llld sboW1 the calculations~ to dtnve the tmplicd 

opeded 1\ttun rialc·fiee rate of retwn. 

How do you csdmate the upccted rctUm on a broad Lndcx of equity nwltet 

pcr(OilDIIICe for 11SC in the CAPM? 

17 
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Q . 

A. 

Q. 

A. 

I liM expecwiooal dala to atim&te lbt re111m of lbc S&P SOO as my proxy for overall 

equity lllllkct pafutm•nc.c. Billlnpley Exhibit No. RSB·8 elaborates on how the OCF 

model is appl*lto atimrte the expected mum on the S&P SOO usina both Zacb and 

IBES powUI rate forccuu. The expected return durin& lilt most reeent monlh IIWlC 

1991) for whkh dala is available iJ UJed Ill the CAPM analy•iJ. 

What QISI of equity capital do you estinwe for SST under the CAPM approKb? 

Swnmarizina the results of lbc above lllllysis, I liM a riJit.ffte rate of retum of 6.1 Wo, 

an averqe beta of 0.88 for f111111 compuable In rislt 10 BS t". lnd IBES lnd Zacks 

powUI rate esrima•a that Imply an expecccd return on lbc s.t:P SOO of IS. 77% lnd 

IS.IO%. 1especcively. Tbae obj«tive. lll.llktt-dtlmnioed dala indicak !hat ssrs 

QISI of equity capital is 14.61% usina the IBES poW\h rak lnd 14.64% usmg the 

Zacks poW\h rak forecaat. 

Whal cost of equity capital do you cstima:e for Spnnt·FL under the CAPM approKh'? 

I use the same risk· ~ftc rate lnd cxp«tcd rakS of ~IW'Il on !be S&P SOO as above and 

lUI averqe beta of O.IS for the poup of fumJ c:OMperablc in rislt 10 Sprint·FL. These 

aswmpcicllll )'ickH forwvd·Jooldna cost of equity estimate for Spnnt·FL of 14.32% 

usina the IB.ES powUI raLo lnd 14.3S% .aina lbc Zacks powUI rate forecast. 

vt. MAJUCET RISK PR£MJUM ANALYSIS or THE COST or 

£QVITY CAJ'rfAL 

II 
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A. NATURE OF THE APPROACH 

2 

l Q. Whit ia die m.atet risk premium approach? 

4 
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6 

7 

• 
9 

10 

II 

12 

1) 

14 
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16 
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A 

Q. 

A. 

The market risk premium apptoldl q111111ifles the risk/mum cndc-off disciWCI'I in 

deW! In BI!Hna•ley Exhibit No. RSB-1 oo die eeonomlc JWldardJ used ill cost or 

equity UlalysiJ. The equity m.uitct riak premium is defined as the difference hcrwccn 

die return Oft I brold basket of equlry KCUrities (the ~llllltetj and the rtt\1111 on I lOW • 

risk or "riakleu" bcnl:hmattt ICCUricy or portt'ollo. The return oo lona·tenn U.S. 

Treasury bonds and the return on utili I)' bond.s are common bcncbmatlu. 

B. SP'ECtYIC TYPE OF RISK PR.EMJUM MAl VSIS US£D 

Wbal specifk r~rm of the risk pmnlwn approach do you usc? 

I examine the relationship between expected mums on the S&P SOO. as estimated by 

lhe DCF model usin& IBES arowlh ra~ rorccasu. and the cwm~t r.·vkct ytcld.J on 

public utility bond.s from October o( 1987 to June of 1998. Two public uulity bond 

bcnchmarlcs are used: I) lhe y1clds oa A&a·rated bonds. which are used because this IS 

lbc bood r.zina oo SST' a debe. and 2) lbc yields oo A-tated boods. which are used 

.....,..Ibis i!lbc bood min& oo Sprint·FL' s debt. AddjdooaJ detail on the luues and 

die ~ -=iatec! wilh c:alc:ulatina lhe elq)Cded return on lhe market IS 

prc~C~~ted ill Blllin&:sley Exhibit No. RSB-8. 

Bllllnpley Exhibit No. RSB-9 ahow. thallbc avcraac cxpeo;tcd risk premium rcWive 
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Q. 

A. 

10 Au-rated public utility bonds from 1987 10 mid-1998 is 6.74%. The avtraac y1eld 

on Au-ralcd ~lllility ovu lbt mos1 recent We. mooths (ApnliO JWIC of 1991) is 

6.89%. Thul, the avnqe rUk pmnium of 6. 74% Is ~ to the recent avcraac Au· 

pu' c utility bond retum of 6.89% to yitld an expected c:ost of equity renun on the 

S<lP SOO of 13.63%. 

BilliDplcy Exhibit No. RSB-10 sbows tlw lbt avcrap o;pcc:1Cd rUk pmruum relaD'"e 

10 A·rated public utility boods &om 1917 10 ml4·19911s 6.51%. The avcrqe )'lcld on 

A·rated public utility over the moll re«nt three months (April to JWIC of 1998) is 

7.12%. Thus. lbt avcrqe rUk premium of 6.S7% Is 8ddcd to lbt recent avcrqt A· 

public: utility bond retum of 7.12% 10 yield an cxpec:ICd COst of equity return on lbt 

S<lP 500 of 13.69%. 

In SWillllll')', risk pmnlum analyses IISinll both Au· and A·med public utility bond 

return reference polnulndic:a~e that the expected return on the broad equity mArket. 115 

measured by lbt s.tP SOO, is bc:Noecn 13.6)% and 13.69%. 

C. ADJUSTMENT FOR POT£NTIA.L CHANGES lN Til£ RJSK 

PR£MIUM OVER TIME 

I. £VIDENCE OP CHANGES lN THE RJSK PREMIUM 

Can my • ' au ill !be riJit pranium be adjusted for 10 u . 10 inc:reaJc lbc conJidcncc in 

its iCpttlti'lwivenaa? 

Yes. AI clabofated on ill Billinasley Exhibit No. RSB-1. studies of the h!JtOrical 
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Q. 

A. 

behavior of the equity risk pmnium indica~e lha.t It varies consickrably over u.mc-. 

lmponantly, tbcre is evidence that the cqwty risk pmnium iJ rdaled iLvmcly to the 

retum1 oo low·riak bcnc:lunark <kot sccwitlea. Tb111. when Interest rates decline. the 

equity risk pmnium. tends 10 widen and when Interest ralCS rise. the equity riJk 

"ftlllium teodJIO IIIITOW. 

Raearcb oo lb.IJ ~·-noo by profcuon R. S. Ham. and F.C. Man1on. pub:uhccl 

in flaaadal Maua-• in 1992. fl.ndJ lha.t the equity risk premium mo•·~ ILI1 

avcnac of ·.651 of COOICIIIporllleO\II cbanaea In the mum on a benchmark low·risk 

security (index). In other words, if interest taloiS decllDe by 100 basil points. the cquiry 

risk pmnium will i.Daeue by 111 avcrqc of lboul 6S baiJ polnls. 

l. SP£CIF1C ADJliSTMENT FOR CHANCES I !II THE 

EQUITY RISK PREMIUM OVI:R TIME 

What specific adj usanmt do you make 10 ~our risk premium analysu m li&ht of the 

above cvi~ on tbc covcne rdauocuhlp bctvocm the ruk pmruum and the level of 

inl.=st ra1a1 

Durina the period of Harris and Marston's ltlldy. the avcraac risk premium was 6.47'!1. 

and lhii'ICI'If8 yield oo lona·lcml U.S. Treu1.tt)' booda was 9.S.%. AJ noted above. 

die equity -at rill pmnium is cxpc«ed co cbulao m avcrqc of· 65 I of cbanaes in 

die lnd of loQa..fa'lll Treuury bood yidd.s. OiVCD dill die c:urmlt avcnac yield 00 

30..yec T~ boodl II S.69'K (Jww 1991). U. appropia&c curta~t nslt pmruum IS 

9.1'7%. lbia Ia caiNI8ted by muldplyina the .&.IS% declioc in ralCS siDcc the time 

ll 
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period or Harris and M&rslon's study by •.6S I and oddina back the A venae risk 

premium of 6.47% 10 lbe indlcaled clwlae of 2. 70%. This alltmlllvc approacb 

coDSCquently provides an cxpecled rctum on lhc saP ~ of 14.86%. whieh is the 

cwm11 avcrqe level of 30.year Treasury yields of S.69% lidded 10 the adjUSted risk 

premium of9.17%. 

What Is your eooclusion with rcprciiO the equity capital c:otU of BST and Sprint-Fl? 

Based on my cost of equity uwi)'IQ, I beliC'-e that SST's cot1 of equity it in the ranae 

of 14.61% 10 15.28% Uld Sprint·FL's cost of equity is in the ranac or 14.32"• and 

15.07%. 

VII. DEBT CAPITAL COSTS OP 8ST AND SPRINT -FL 

How do you dctenninc the current debt capital costs faced by BST and Sprint·Fl? 

The costs or debt .:apital a:n: estimaled usina cwm11 forwud·lookina lllllrilet dat4. 

How ean a compa1y's forwad·loolcina cost of debt be cmJi1rically estimaled? 

A finn's fotwud leokilla cost of debt caD be cstlmetcd by llddina the cwm~t yield 10 

awurity oa )().year U.S. Treasury bonds 10 the avaqe spread (diff'cm!CC) ~ 

the yields oa lld1 boods mi cbc yields on bax:brnadt bonds Issued by finns similar in 

risk 10 the t&fict finn. As ~ above In my broider riJk premium mWY'"· two 

bcnclunub are llled 10 gapt~n the different debt martel cimlmstaDca faced by BST 



m:1 Sprint-FL. lb111, lbc yields on Aaa·rated bonds arc used u one bcnchma.rlt bcause 

l this is tbe bood rmaa on aST" s debe llld tbe )'lddll on A ·rated boodJ arc used u 

l lllOiblr bmcbmut bec:a•sse this is the bond ratina oo Sprint-FL's debe.. 

s F« lbc period from April to JUDe of 1991, JO.yar U.S. Treuury bollds yielded 111 

~ avaap of S.ll%. lu lboW11 iD 8Ulinpley Exhibit RSB· ll , lbe spmd between Au· 

7 rated public udlity bood.; md JO.yar Treuury bonds avcnacd 0.10% flOm October nF 

a 19171brou&b Ja of 1991. AddlDa lilt avmp lpMd orO.IO% to tbc above ~enx 

9 avaap Treuury bood yield to matUrity of S.ll% PfOduces a yield of 6.63%. which 

• o doa DOt reflect lbe IIIIIICrial effect of Oow.loo cotts. 

II 

12 As sboW11 iD BU!ln&sley Eldlibit RS8·12, the sprced bel\lfeen A·rated public uuhty 

13 bonds and JO.yearTrasury boodJ aveRCed I. IS% CroCD ClctoM of 19171hrouah June 

1~ of 1998. Addlna tbc &VCRIC sprad of l.IS% to lbc ab.>ve·noted ~em average 

1 s Treuwy bond : . ld to maturity of S.83% producet a yield of 6.98%, which does not 

1 6 reflect the material effect of flotation costs. 

11 

I I Q. W1w arc ypur arim•ta of the forwud·looklna ~of debt for SST •nd Spnnt·Fl? 

19 

zo A. Sued oo my analyxa.l believe lhaiBST"s forward·loolcina eos1 of debt is 6.6S% and 

2!1 that Sprial.ft.; fOfWitd-looki.aa cost of debe is 7.~ 

22 

23 VID. R.I.ASONA.Bl.Df!SS OF USING AN 11.15% COST or CA.!' IT AL 

2~ IN THE COST snJDIES or SST AND Sl'RINT·rL 

2S 

ll 
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How do you lest the reasonableness of using ill overall cost of capild of 11 .2s•;. in the 

coSt stUdies of BST IDd Sprint·FL 7 

I cooduct Indirect tats lllina two diffem11 seiS of assumptions; one us ina the tq)Orted 

book VJ~luc "Pita! Slr\ICtUreS IDd eml:w!ded tcSU of debe, IDd the other u.•ina the 

upitaiiiNC!IIIe aod lbe forwud-lookina tcSU of deb! for 8ST and Sprint·FL used in 

tbdr cost $111dlcs. lD .ddilioo to lbese i.oclircct uvssmm!S of lbe -.sonablencss of 

CICb linn's '*of an 11.25% ovenll cost of capital, I dlrec:tly estlmalc each ftmfs 

ovcrall cost of "Pita! usina the raul IS of my above lllllysa IDd lbe mazkct value of 

equity·bucd upiw SlniCtUreS for CICb of lbe finDs. The eomperison of my estimated 

overall COlli of Clpiw for BST IDd Sprint·FL with lbe 11.2S% rate used in the 

companies· mpec:tivc colt studles sheds U&)lt on the -.sonablencss of duu lUSUIIIed 

rate. 

Please desc:ribc the fir. , test of tt.e IQSOnablencss of each flnn's use of an 11.2Wo 

overal l cost of capital. 

As shown in Billinpley Exhibit RSB-13, as of March 31. 1998, SST's tq)On..-d book 

value capital stniCIUI'e wu S8.SO"It equil)' aod 4 1.50% debt and its embedded colt of 

debt wu 6.33%. All overall cost of capital of 11.25% implies a coli of equity of 

14.74%. Aubowain Billlnpley Exhibit RSB-1 4, as of March ~ I. 1998, Sprint·Fl 's 

reponed book value "Pita! striiCnUe was 60.89"• equity and 39.11% debt and its 

embedded COlt ot debt - 7 .21%. All o~erall coli of capital of 11.2S% implies a colt 

of equity of 13.84%. 

24 
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Q. 

A. 

Q. 

A. 

Q. 

PI- desaibt the second IUt of !he reasonableness of 111ina an 11.25% oven!! cost 

of c:&pital in lbe cost stlldles of BST and Sprint· FL. 

~m.ina lbe capital Sll\lcllln: thai is used in the cost SIUdies of both firms and the 

cum:ot forward·loo!cina cosu of debt for each finn (6.65% for BST and 7.02% for 

Sprint.fL), ID 11.25% OWJlll! cost of capital lmpUes a cost of equity of 14.32% for 

BST and 14.12¥.Cor Sprillt·FL. 

How do you !'Sf! mote BST's and Sprint·FL's ovm.ll cost of capital? 

I U5C my estim•tcd cosu of equity and debt alone with tho avmae marlctt value-based 

capital ~ for eacb of the two ifOUPS of 20 fimu sbown 10 be comparable in 

riJit 10 BST and SJ;lint·FL. Tbc analysis II5CS a cost of debt of 5.65% and a cost of 

equity offiom 14.61 01sl0 15.28% for BST. M sbown in BIUlnasley Exhibit RSB·IS. 

the averaac mark:tl value·based capital Sll\ICIIIn: is 90.24% equity and 9.76% debt. 

These d.tta indic:at.e thai BST's overall forward·looldna con of capital is in the rv~gc of 

13.83°.4 to 14.44%. 

The &nalysis of Sprint·FL uses a cost of debe of 7.00% and a cost of equity of fiom 

14.32% to IS.07%. M sbown in Billin.aslcy Exhibit RSB-16, the averuac matXct 

valiiiO"t nd c:apital~trUC~Un: is 87.31% equity and 12.69% debe. These c1.tta illdicatc 

tlw Spim•FL' s ovcnll forward·looklna cost of capital is in the r&ni\C of I 3.39% to 

14.05% .. 

Wbal I:ODC:Iusioo.s do you draw eooccmlna lbe tc:uooableDCSS of usina an 11.25% 
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A. 

ovetall cost of ca:pltal in tbe cost studies of BST llld Sprint·Ft? 

Based oo lbe above tesU. lbe 111e of an 11.2SYo ovcraJJ COli of capital by BST iJ 

reuo.oable Wld quite c:ollletVItivc, Spo.:ifically, lbe two indirect tes11 inciiUJc t1w an 

overal.l cost of capital of 11.25% lmplieu COli of equity berwecn 14.)2% and 14.74%. 

1bcsc implied raa 1t0 below oc wilhlll my l'lllme!ed rqe foe BST't COli of equity of 

betweeo 14.61% llld U.ll%. My OYa'lll cost of capital nrimw roc BST iJ in lbe 

fllliC of 13.13% IDd 14.44~ ~b il between lSI llld J 19 buit poUIIS above lbe 

ll.lS% 1110 used in tbe COIIIpllly' s COli studies. 

Similarly, tbe life or ID 11.2.5% 0\'Cf&ll cost of Cllpltal by Spriat·FL iJ reuonablc llld 

quile c:olllefVItivc. The two indiRct tcta lndic:ale t1w an ovcraJJ cc st of cap1tal of 

11.25% Implies a cost of equity berwecn 13.14% llld 14.12%. 1bcsc lmphcd raca 1n: 

below my cstimllcd f'IIIIC foe Sprlnt·FL'• COli of equity of between 14.32Yo and 

1 s.o~~- My overall c:ost of capital estimate for Sprint·FL is in !be ranae of I 3.39% 

and 14.05%, wb.icb ls berwccu 214 llld 210 buia polnls above !be r11c used 111 the 

fum's cost studies. 

Arc you awue tlw tbe Commission baa 1101 previously~ the need 10 adjiiSI 

coSI of equity c:ttialllea for Oowion c:osu or the quaner!y payment of dJvidends? 

Y c:s, I - .,._ of t.b11. I bavc nrim•tcd the c:osu of equity for BST and Sprint-~ i. 

wilb adjl•• 1111 for boch flowioo cosu llld !be qi!INrly pa)'l!XDI of dJvidcnds 

boc:a1110 I bcliew IIIII tiMR fll:fOI'I all'ec:t eqwty COlt"- The eco iiiCmie radooalet (or 

tbe1C adjUIQII&IIU 1t0 cllboraed La BUU.natley Exhibit RSB·2. 

26 
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Q. 

A. 

Q. 

A. 

What are your MVised estimates of !he equity capital cosu for BST and Sprint-FL 

assumiDa IDilllll dividend paymmtS &Dd no flotation cosu? 

An annual OCF model that iaoora fiowioo cosu produces a cost of equity for BST o'f 

IS.J9% us1J11 mES pwtb r.ae ~ IOd IS. II% llliAa Z...:lcs poWih fom:a.su.. 

The- reviled OCiF model produc:a a cost of equity for Sprim·FL of 14.79% usina 

mES powth r.ae forocuu IOd 1<4.~ 111iAa Zadcl poWih fo!'CQSU. The revised 

CAPM llppi'OIIC:b indJcaia that BSTs cost of equity Is In the ranae of 14.63% to 

1<4.66% &Dd that Sprint-Ft's cost of equity is In tbl: rqc of 1<4.34% and 14.37"'•. 

Thus, under the assumption of annllll compolllldina aod oo 6owion cosu !he reviled 

cstimale of BST's cost of equity is within the ranae of 14.6.Wo to I S.l CW, &Dd Sprint· 

Ft's cost of equity is w!lhin the raoae of 1<4.34% md 1<4.~. 

Do you beUcvc that it would be reasonable for BST and Sprint-FL to usc an overa.ll 

cost of capital of ll.2SV. in their cost studies if notation costs and qiW'Icrly 

compoundina ldjiiSimClll.l arc ominc.d from your ~1 

Yes. The reviled cost. of equity capital csti.mala for BST arc In the ranac of 14.oJV• to 

IS.l9% &Dd are In the raoac of 14.34% and 1<4.99% for Sprint·"L. The same two 

l.od.ilwc:t taa .ef _.blcoesl uJC:d above imply COSIII of equit) tlw arc below or 

witbiD II» rqe of lbese revised cost of equity estimlles for both firms. Funber. 

c:aiM•Ietir.n oftbe ovc:n11 cosu of capital for CIICb finD In the SUDC llWIIltt as described 

above buluslq tbe above reviled COSI of equity riJlF yields I r&lliC from 13.85% to 

14.36% fOf SST &Dd. produces a rqc from 13.<41% to 13.91% for Sprint-Ft. lbua. 
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the use of 111 11.25% cost of capical by BST or Sprint·FL in their east studies Ia quite 

2 eonservlltiw even in tbe 1bseoce of ldjusanenc.s for Oowion eo1t1 and lbc quanerly 

) pAymalloldivideods. 

6 

1 A. Y ca. It does. 

I 

9 

10 

II 

12 

IJ 

14 

u 

16 

17 

II 

19 

20 

21 

22 

2J 

11 



1 

2 

3 

4 

5 

s 
7 a. 
s 
; 

10 

11 A. 

12 

13 

14 

15 a. 
18 

17 

18 

1e A. 

20 

21 

22 

23 

24 

25 

BEUSOUTH TELECOMMUNICATIONS, INC. 

DIRECT TESTIMONY OF G. DAVID CUNNINGHAM 

BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION 

DOCKET NO. G80e9&-TP 

AUGUST3, 1K8 

PLEASE STATE YOUR NAME, ADDRESS AND POSmON WITH 

BELLSOUTH TELECOMMUNICATIONS, INC. (HEREINAFTER 

REFERRED TO AS "BELLSOUTH" OR "THE COMPANY"). 

My name is G. David Cunningham and my bualneu acldrest is 3!135 

Cotonnede Partcway, Bltmlngham, AlabM!a 35243. My position 11 

Director In tM Finance Department of BeiSoultl. 

PLEASE C:" IE A BRIEF DESCRIPTION OF YOUR EDUCA TlONAL 

BACKGROUND AND BUSINESS EXPERIENCE IN THE 

TELECOMMUNICATIONS INDUSTRY. 

I graduae.d from Mor.heed State Un~. Morehead. Kenl\.:lc'i tn 

11171 wtltla Bachelor of Ml Degree In EconomiC~. I wu employed by 

~ Bell in 1 ;nand held V8lioYa staff and line aulgnmenta 

In tM I<AM'ttucky NetWOitl Operatlonl Depat1ment until mld-1983. In 

July of 1983, IITIOY*! t.o Blmingtwn, Alabama wllh BeiiSoultl 

Selvlcet. Inc .. holding poeltlona In the C~ Altalrl Depal'trntnt 

and llrtef In tM Regulatoly Depertment. My eutrent aulgnment 

·1· 
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includes responsibility for RegulatOI'( and ~tlon c:oncema withm 

the Finance organization. 

~TAREYOURCURRENTJOBDvnESAND 

RESPONSIBILITIES? 

I 1m~ for the pr.pal'ltlon of~ stud lee for the niM 

11a1e1 comprising BeiiSouth to ~ appropriate depreeiltlon 

paramet«alnd depreciation t'ltet for booking purpoaesand to meet 

regulatory rwquirwmenta a. neoeuary. 

HAVE YOU PREVIOUSLY APPEARED IN REGUL/. 1 ORY 

PROCEEDINGS REGARDING DEPRECIATION ISSUES? 

Yes. I have testffled and also partlcipated In workshops before vartoua 

state convniulons regarding depreciation. I have served as 

BeUSouth't chief representative on several occallona in n~~tiations 

with the Federal Communictltlona ComtniHion (FCC) and tho vanoua 

tUite commluiona In depreciation represcttptlon IMetinga. 

WH.U-IS THE PURPOSE OF YOUR TESTIMONY? 

The puf"POM of my testimony In thla proceeding 11 to present the 

economic lives U1ed In BeASouth' t calculation of unlverlal service 

cotta and to PfOYida lnfcmnatlon In responsa to laaua ~ (a). My 

·2· 
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testimony will demonstrate the apprQ9natenesl of the fotward·looklng 

economic liYM de\leloped by BeiSoutn'a Oept.a.tlon Otganiutlon and 

proYided for UN in BeUSoulh'a flrat aiUdy ualng the BCPM 3.1 Model 

(hereinafter refen-ed to 11 'BeiiSouttl'a BCPM Study"). 11 deacnbed by 

MI. Caldwell in her IHtlmony In thla proc II d[ng. 

WHAT LIVES DOES BELLSOUTH CONSIDER TO BE APPROPHIATE 

FOR USE IN UNIVERSAL SERVICE COSTS CALCULATIONS? 

The -' llYn that Wlf'l ~eloped and provided fot UM In 

BeiiSouttl'a BCPM Study art included in Exhibit GOC·1. Theae are 

BeiiSouth'a ·~ ec:onorruc livel for newly s:laced plant. 

WHAT aS THE SOURCE OF THE LIVES USED IN BELLSOUTH'S 

BCPMSTUOY? 

The IOUlOe of the IIYH provided for uae in BeliSouth's BCI-'~A Stuoy •• 

the 1~ e.nSoutn Florid• O.prec:.atJOn Study. atllched 1oth .. 

teatlmony a Exhibit GOC-2.. PtOjectlon (economic) IIYa are defined 11 

the av_,. lh expectancy of new additions to plant. The depreciation 

atudy..tlo cMicribet aver~ge remaining livel and depreciation ratea to 

be UMd for clepfKJ8tlon booking purpoMS. TheM pararnetera. 

BeiiSouth'a BCPM Study. 
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Although this It not a depreciation proc11dlng, the depreciation study 

Included u Exhibit GDC-2 is being p~ to demonstrate the 

appropriaanesa of the data. 

BeiiSouttt prepared the detailed dep,.Qatlon atudy In thlt exhibit 

analyzing the varloua liNt accounta to ~ appropriate 

depreciation param...-wra for each account The depf'eclatlol'l study 

provldea explanation• of methodology, dlta and anatv-lt th.t auppc;~ 

the UMt liYel and other depreciation paremelllrl for aaaet accounts. 

incfudlog thOM KQ)Untl that ere uNd in BeiSoo.Jth'a BCPM Stvdy. 

PLEASE SUMMARIZE BELLSOUTH'S APPROACH IN DETERMINING 

THE ASSET LIVES USED IN BELLSOUTH'S BCPM STUDY 

AI demonat"''ld In the an.ched depreciation atudy. numeroua 

methoda are utlllzed to determine the appropriata economic llvoa of the 

dffferant auet accounta. One r.ctor uNd In determining the 

appropriate llva ol eH IIQCOUnta Ia en en~lt of Company plannong 

data. Thia data Ia UMfl.llln ...... ing the near t.rm portio., ol the ~~ 

cydM of moet uaeta, and Ia particulalty UMful when the technology 11 

neat 1M end of Ill life cycle. 

A aecond f1ldor uNd In a ... u lng the life of an account It normal 

mot1ality, I.e .. wur and tear with uuge, ~with age and 

aeddental namoval, breakage, or damage. The Ndlnlque UMd to 
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atiMI nonnal mortality Ia called Hlttoricall Mortality Analysis. For 

tome accounts, like poles, Company planning ~:ta and nonnal 

mortally alone are the major conlicleratlonaln ~ning the life. In 

thMe ca ... , the Company does not expect that the Mure 

eharecteriltlc:a of this type of plant will differ algnltlcantly from the past 

In caaes where 1 MWif technology ilaubltitutlng fOI' an attablilhed 

embedded technology. uM of Company ~'nnlng data and the 

Hiltorical Mortality Analylil alone to ann the life wtU generally result 

in an lnapproprlalaiy long life. Over the long term. the aubltltutlon of 1 

new ~nology for the old II the primaty fOtce drtvlng the dlaplacement 

of the old technology. Therefore, after Initial deployment of the new 

technology, life anaiylla techniques that take Into account technological 

aubatltutlon muat alto be uaed. TheM technology-sensitive accounts 

(ttla11a. Digital Eledronic Switching, Digital Clreutt. Aerial Metallic 

Cable, Underground Metallic Cable. Burled Metallic Cable) compnse 

approximately 70% of BeiiSovth't total plant Investment. 

HAS THE FCC PRESCRIBED LIVES TO BE USED IN FLORIDA TO 

DETERMINE DEPRECIATION RATES ON AN INTERSTATE BASIS? 

• 
YM. LMt werelaat prncrlbed by the FCC In 19i~ for booking 

depreciation expenM on an lntam.m. bull in Florida. 

·5-
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DO VOU BELIEVE THAT LNES PRESCRIBED BY THE FCC ARE 

APPROPRIATE FOR THIS APPUCATlON? 

.-.o, I do not. -
vvtf'( ARE THE LIVES PRESCRIBED BY THE FCC FOR 

INTERSTATE DEPRECIATION PURPOS£8 NOT APPROPRIATE 

FOR USE IN UNNERSAL SERVICE COST CALCULA TlONS? 

~ wwe last p~ by the FCC In Florida In 1995. These llv ... 

~ for the t.chnology·sensltfw .a:oums . .,. much too tong 

They .,. bned on the old rwgutetoty pat8digm In wtllch plant lrvet 

-re ~lly lengthened beyond thelt true eeo11omlc lrves 10 that the 

Investment In that plant would be reeovenld In ltnlller yetr·to-year 

lncre 'Mfltl over longer perloclt of time. TM ataumptlon under th1• 

pa•.alil<Jm was llwaya that BenSouth w .. entitled to and would recover 

an of ita lnv•atmentt, but over a tong.r l*iod of time. thua reduetng thoa 

amount the CUitOmef paid In the lhott c.rm. 

In tcldqa competltlw environment now.wt. the matketplaolla not 

ll*y.&o dow BaHSouth to reco .. r lm.mnent baed on liVes that are 

lnlpproprtRtly long. Tile rJPid ~In tKtlnology, wtllch 

BeiiSouth muat embrace In onSef to atay ~. ahorlan aaaet 

IMs algniftc::antty ~ wt1at the FCC hal presctlbed. S.USoutn has 

emphaaized to the FCC that IUOIWltlaly mona prog,_.la needed In 
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moving to !Met that IMquatlly ttfltet tnt eunant pace of !Khnology 

and competltiYt chlngfl. 

With implementltiOn of Pric:e R~gulltlon. e.IISou1h waa grven authonty 

to ntabllah ita own deprec:iltion m. In Floridl blglnning J1nu1ty 

18ill fot intrutlte pvrpoMS, M I MUll, BtiiSouth UMI 1M livn ttlr. 

,,. supported oy the OeprKiatlon Study to detennlne deprlciltJon 

ratM booked In Florida for lntr•tMt pui'PQI• and for external 

~ purpoees. TheM lives .,. algnlflcantty lhorter thin thoae 

prMCribed by the FCC. partlcularty for the t.chnology-aenaltlve 

ICCOUntl. 

HAS THE FCC GIVEN AH'f INDICATION THAT :HANGES MAY 

NEED , 0 BE MADE TO ITS PRACTICES CONCERNING 

OETERP':NATION OF PLANT LIVES? 

Yn. The FCC haa ec:knowlldged the Mold to examine rll depreoabon 

practice~ In todey's environment. On ....,.,., OCCNiona. the ~cc hea 

atl*f thlt It hat plana to lnitlete • aeperate prooM<IIng to underuke • 

~review of Itt deprec:iltlon N .... A Flbndty 5. 19118. 

FCC QIWS report lilting propo1ed 19118 ~ proc:u~inga mcluded 

the follow'ng lttm: ·eep~ation. Conlidef atrumllnlng Of eliminating 

Convnhalon'a method• for pretcriblng depredation ratea." 
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In .cldition, attleh«< 10 ln. Januvt 30, 19i8, Memol'andum Op1n10n 

and Order (FCC ~ 11) revising d~tlon rat8S for !hoM ;:ompantea 

tMt flied for~ In 19i7. wu 1 eepat'IW statement of FCC 

~ H1rold Furchtgott-Roth. Hllttawnent included the 

folloW;."'Q: "The Convnllalon'a authority to pi'IISCriblo depreciation ratea 

II merely 1 veatlge of outdated m.ot-retum ~Wgu_!atlon .... ln today'a 

lncrualngly competii!Ye environment. there ahould be no need for the 

Commilllon to continue to d ld.IC.. ev.n through rwviaed atreamllned 

procedUI'II, depreciation retea or the tactor. 1Mt may be uled to 

c:ompuW ludl rat81 .• 

WHAT OTHER OBSERVATIONS DO YOU HAVE AS TO THE 

INAPPROPRIATENESS OF USING LIVES PRESCWBEO BY THE 

FCC IN B£'-LSOUTH'S UNIVERSAL SERVICE COSTS 

CAlCULATIONS? 

The FCC haa emphaalled htttorlcll dati "then presenbtng BeiiSoutll's 

depreciation lives BenSovth don not believe that limply loci>."~ 'lt 

the pAtt can poaaibly indicate wtllt will happen in the fuMe With 

equipment tMt Ia Mnaltive t~ rapid c:hangea in technology Thil rear· 

vt.w ..unot 111>9roaeh 11 elearty not appropriate tor proieeting the future 

of thil equipment. EmphaaJa on hlltorbl retirement pattema Ia an 

Indication that one doea not eKJ)ICt the fut\lre to vary algnllleantty for 

the pat Even 1 c:aaual ob aervrion of the tela communicatlona 
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induttty today leavea no doubt that the,. Ia an evolution taking pleca 

that cannot help but have a major effte1 on teleeommunicationa aaaeta. 

It Ia ciMr that folward-looking W.. should be uaed for depreciatlOn 

purpcJM and for univerul aervlce COlt calculatlont. Howevef. 

BeiSouth belli\ .. tMt the FCC hM not p~opeliy HIM led the mpv, 

of technological evolution and Increasing competition to ~rmlne 

appropriate fOIWird·looklng llv... BeUSovth'e deprecletlon etudy. ua 

demonstrllild In Exhibit GDC-2, proyldel detailed analysllto aupPQf1 

folwani4ooklng liYM elgniftc8ntly below ltiOM ~ by the FCC. 

~rtlcularty for the te<:hnology·aenaltlve accounta. 

ARE THE LIVES USED IN BEU.SOUTH'S BCFM STUDY 

REASONABLE WHEN COMPARED TO LIVES PROPOSED BY 

OTHER TELECOMMUNICATIONS COMPANIES? 

Yn. One comparilon of livn can be found in Exhibit GDC-3, whiCh 

llets the llvee uead In 8et1South'e BCPM Study for the maiof 

te<:hnology-Mntlt!ve acx:ounta "~ the llvet tMt the FCC prescnbed in 

19fM for AT&T. Alehown ln thla comparison. AT&ra depreciation lifo 

for Digital Eledronlo SwltchL-,g ll8.7 yeare. The hie that BeiiSouth 

UMe In Ita BCPM Study tor lhil account IS 1 0 yura. The life pmcrtbed 

by the FCC In 1885 f« a.JSouttlln Florida wu an unraaliatlc:ally long 

17 yeare. The oompar1aon In lhil exhibit demonatratee that. for all the 

maJor te<:hnology·Mnlltlvt acx:ounta. the 11vet uaed In BeiiSouth'a 
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BCPM Study 1re comp1r1ble or conHrvltlve when comptred to the 

llvH tatt prescribed by the FCC fot AT&T u ahown In Exhibit GDC-3. 

IN THE FLORIDA COST PROCEEDINGS, REFERE.NCE WAS MADE 

TO A STREAMUNED DEPRECIATION RATE.SETTlNG PROCESS 

DEVELOPED BY THE FCC. PLEASE DESCRIBE THIS PROCESS 

AI part of CC [)oel(et No. 92·296. the FCC luued • Notk:e of Proposed 

Rulemakfng In which It stated It at It wn continuing Ita •efforta to reduce 

unnecent!)' regulatOty bllfdens and thelt MU elated co.ts by 

undettaklng simplification of our deprwdltlon pneeerlptlon proc:eu.' 

The FCC'e approleh to aimplifleatlon was to set up renges of projllctlon 

rrfe and Mvre net Hlvage estimates for most of the naet accounts 

Under this procedure. If 1 comp1ny ta meeting certain predetermined 

prerequlaltH 1nd proposes to use projec:tlon llvea or Mure net salva9e 

estimates from Within these ranges. the company need not submit the 

voluminous, detailed supporting dltl othetwiM required. 

DOES BEllSOUTH BEUEVE THAT THE LIVES SPECIFIED IN THE 

FCC'S RANGES ARE FORWARQ.LOOKING AND APPROPRIATE TO 

BE UiED IN BEU.SOUTH'S BCPM ST\JDY? 

No. AI ata1lld above. the main pufJ>OM of lhlllirnpllftcalion effort was 

merely to Jeuen papetWOI'k and the coet of unneceaaary regulation. 

Slmpllfteatlon wn not dnlgnecl to uaure folwatd..looldn llvft. In hlct. 
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·. 
1 the FCC has prescribed lives lower than these ranges in Alabama. 

2 ~. Georgia, Louisiana, Miu iulppl. North c.to11n1 and South 

3 Cwolnl for some of the m1J0f ac:c:ountl. In Florida. this indudes the 

4 Aeri11 Metdle Cable. Unde~ground Metallic Cable, Buned Metallic 

5 Cable and Circuit DigitiiJCCOUma. 

& 

7 a. WHAT WAS THE BASIS FOR THE PROJECTION LIVES AND 

8 FUTURE NET SALVAGE PERCENTAGES THAT WERE USED TO 

9 ESTABUSH THESE FCC RANGES? 

10 

11 A. The FCC's ranga were generally developed by nothing mo:: !Mn 

12 taking one standard deviation around the mean of the lives and u Jvage 

13 values that the FCC had prescribed moat recently lor the vanous 

14 accounts for the local exchenge camera. For the firat set of •ccounts 

15 for which the FCC ordered rangea. the ranges were baaed on 1990· 

1& 1992 represcriptlona, and have not been updated since. Uvea 

17 prescribed In 1990-1992 could hardly be conaidared lorward-looklog 

18 tod.y. 

19 

20 a. HOW DO THE ECONOMIC LIVES USED IN BELLSOUTH'S BCPM 

21 STUDY COMPARE TO THE LIVES USED TO DETERMINE THE 

22 DEPRECIATION RATES BOOKED BY BEUSOUTH IN FLORIDA? 

23 

24 

25 
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The ec:otiOI'IIIc lives used 1n BeUSouth'a BCPM Study are cona11tent 

with thoM UMd to deteiTTline the deprec:iatlon rates currently t>emg 

booked In Florida for intrutata and for alrtemal ~ng purposes. 

IS THERE /.NV MERIT TO A CONCERN RAISED IN OTHER 

JURISOICATIONS TW~T LIVES USED FOR EXTERNAL REPORTING . 
PURPOSES ARE INAPPROPRIATE FOR USE IN THESE STUDIES 

DUE TO THE ·cONSERVATISM. PRINCIPLE OF GAAP? 

No. The •conMIV8tiam• pr1nclpfe of GAAP doea not deWrmlne 

BeUSouth't tivet. BefiSouth'a economic liYM. UMd for lnttaatate and 

external reporting purpoMt and In BeUSouth'a BCPM Stu<ly, were 

detennined by the approac:hlt deacribed in thil tellin.ony and det11fed 

In Exhibit GOC-2. Theta livn ~re used to determine dlpreclatJon ratM 

that appropriately allocate the coat of BeltSouth'a 111111 over their 

estimated ua.eful fives tn 1 ayttematle and ratlonll manner 

SOME CONCERN HAS BEEN EXPRESSED IN OTHER 

JURISDICTIONS AS TO THE APPROPRIATENESS OF THE LIVES 

USED IN STUDIES FOR A NARROWBAND NElWORK. DO YOU 

HA~COMMENTS REGAR.DING THESE CONCERNS? 

Yn . The IYn UHd In 8efl$outh"a8CPM Study era beNd on the 

economtc:. o1 proyldlng tnldltlonaf talecommunlcetioM MNQs, and 

would be appropriate even If the only Mrvk:el BetiSouth ever provided 
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1 in lht Min wert Ill~. trlditionll t1 llp.'lony MMcel Our 

2 exll1lng netwoft( can be descnbed u natr'OWtland, and fiber 

3 depio>fment in the fMdef ia alrwedy It a t'Vnlftcant penetration ltvtl 

• Thll II due 10 the advantages of flber'l high capacity, loW nlalnttnance 

5 and relabillly. Deployment of ftbef In the dlstrt>utlon will allo be drtven 

e by these W~tm.get. Fiber deployment In the ~ II greater lh•n 

7 that In the distribution ~UM tr8fllc in ttw fMder can be ~gr~.•ted 

a and carried mora eflldlfit!y In fatVer ·~·. lncreaalngty, the 

~ ICOI'IOI 1 lice ot ftblf d1910Ymtnt make it delhbll further and further out 

10 In the netwoftt (c:follf end c:follf to the euttomar prernillt). 

11 

12 It ehould be pointed out thet meny cuat~ ut.a modeme thet operatA~ 

13 It 28.800 bits per MCOnd (bpe) and greater over our narrowl)and. vatee 

1• grade networ1<. Oata tranami11lon at thiN ratH meet the euNent 

15 needa of moet retidlntial cuatomera. However. cuatomer needs are 

18 expanding, and BeliSouth II dHigning IOday'a networ1< to meet 

17 customer'~' grow'.flg needl. Todr(l CUJ10merl are req~'ttlng IIMCH 

18 that requlrw higher bandwidth, but thia II along way from broadband, 

11l cable TV capability R~t of today'a illtWOftt Will oc:cur due 10 

20 nonnaJ mortality end technological obsolelcence. that II, ¥~Mn the 

21 OIJITWCillilchnology II not the moet efficient muns of providing 

22 narrowband~ aervloe In the Mura. 

23 

2• Two other ctla..-ctariltlca of ftber wtlk:h ara cloMiy rtlatad are reliability 

25 and rnalntU\abllily. Cu.tomer needl for re' .._. which are 
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lnc:teaalng, can be met throlJih the uM of ftber In our networtc. 

Melntanance expenae, which the Company is always Meklng ways to 

reduce. can allo be improYed through the UM of ftb«. Both factors 

add to the economic ltbi!CINeneta of fiber for 1 narrowt>and, voice 

grllde neiWol1c. 

AA atMid .OOV., the llv .. UMd In BeiiSouth'a BCPM Study are biMJ 

on the economlc:l of proylding IT8dillonal t111communatlona Mrvbol 

They do not ~ Mure demanda for emetglng digital and 

multi'nedla aervtcn, 1'10( do they Include the lmp.a of 1 par.dlgm aMI 

to a totdy competitive marbtptaca. lnc:IWing theM impacts would 

likelY ratult In a redudlon of llvn below the Company'a current 

re<:OITll1'endal. 

OTHER PARTIES IN FLORIDA'S COST PROCEEDINGS POINTED 

TO AN INCREASE IN THE DEPRECIA TlON RESERVE OVER TIME 

AS EVIDENCE THAT FCC-PRESCRIBED LIVES HAVE BEEN 

FORWARD-lOOKING. HOW 00 YOU RESPOND? 

The fact 1tl8t the riMfW hal grown owr lima ia not an •ndicdon that 

the r.atw Ia at the appropn.te ~. The depnldltlon reMrvl II the 

accumulation of all peat depraelatlon ac:cruall. red'UOid by plant 

retnmenta. In an envltonmlnt In which one technology il rapidly 

dllplac:lng another technology. It II obvlou8 that the depredation 

reaetw must be built up by appropnda accrue~~ to a ...,.. high enough 
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to handle the inevitable auet retnmenta. Today. we have two 

situations in which a major teehnology displacement II occumng: 

apeciflc:aly, digital II raplac:ing analog. and ftbef il r.p1a<:1ng copper 

Never In the hlato.y of thle lnduttry 11M l*:l'lnology dilplac:emenl been 

10 pronounced. Huge ~ of theM old Wc:hnologiel ara 

expected In bulk at the and of the Wc:hnologlaa' 11M apan. Dap~atlon 

acctuall over the yea,.. have not bean high enough, due to 

Inappropriately long preaetlbed llv" fOf copper and analog related 

....ca. to position the depreciation I'll 1M fOf the avalanche of 

tetillltllntl that wil 1001'1 coma. 

1M ~I ilaua '*- it not just that the reMtVe has incraued over 

the past few decad". The uuo 11 that the reserve hal not tnctea&ed 

enough to handle retirements cauMd by the dr.:natlc paradigm shift 

that hal occurred In the tele<:ommunk:atlona lndultJy. 

PLEASE SUMMARIZE YOUR TESTIMONY. 

BeiSouth'a ~ «ganlulloo' hal proYid«< econom ... ~~.e• for 

11M In BaiiSouth'l BCPM Study that- de'oeloped by pelformlng 

dmlld analyMa of each a ... t account. The 1G88 BeiiSouth Flor\da 

DaprKIMion Study. which dc><:Urr.enta thle aNtlyala, Ia atlllchad to this 

t..tlmony aa Exhibit GDC·2. Thall liwll are awropriate for uae In 

BaiiSouth'a BCPM Study. The llv'll preecr1bed by the FCC for 
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A. 

depreclltlon purpons are inappropriltety long. particularly for the 

technology....,sitive accounts. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yta. ltWA. 

• 
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Fax (404) 649·5174 

Richard D. Mal1on, E1qul re 
Hopp1ng, Green. Sams & Sm1th, P A 
Post Office Box 6526 
Tallahassee. Flor1da .J231 4 
Ph ( 850)425·231 J 
Fax (850) 224·8551 

Charles Rehwlnkel 
Spnnt·Fionda, Inc 
1313 Blair Stone Road MC f-L THOO 
107 
Tallahassee. Flonda 32301 
Ph (650J 847.0244 
Fax (650) 878.0777 

Doc Horton, Esquire 
Messer, Caparello & Self P A 
Post Olf1ce Box 1876 
Tallahassee, Flor•da 32302 
Ph (850)222.0720 
Fax (850) 224-4359 

Joe McGlo thlin, Esquire 
McWh1rter, Reeves. McGlothlin 
Davidson, R1ef & Bokas P A 
117 S. Gadsden Street 
Tallahas~ee, Flonda 32301 
Ph (850) 222·2525 
Fax (850) 222·5606 



, • • 

Donna Canz.ano, Esquire 
Wiggins & Vlllacorta 
Post Office Drawer 1657 
Tallahassee. Florida 32302 
Ph.. (850) 385-6007 
Fax. (850) 385.0008 

John Fons, Esquire 
Ausley & MacMullen 
227 5. Calhoun Street 
Tallahassee, Florida 32301 
Ph.: (850)425-5431 
Fax· (850) 222-7560 

David B. E.rwln, Esquire 
Atiorney-at-Law 
127 Rlverstnk. Road 
Crawfordvtllt. . Flonda 32327 
Ph . (850)926-9331 
Fax (850) 926-8448 

Kimberly Caswell , Esquire 
GTE Flonda lncorporaled 
Post Office Box 11 0 
FLTC0007 
Tampa. Florida 33601 
Ph (813) 4183-2617 
Fax (81 3) 204-8870 

David Swafford 
Penmngton. Moore Wilkinson. 
& Dunbar . P A 
Post Office Box 10095 
Tallahassee, FL 32302 
Ph (850) 22.2-3533 
Fax (850) 222-2126 

Tom McCab• 
TDS Telecom 
Post Office Box 189 
Qu1ncy, FL 32353-0189 
Ph (850) 875-5207 
Fax: (850) 875·5225 

Ed Paschall 
AARP 
1923 Atapha Nene 
Tallahassee. FL 32301-5850 
Ph. (850) 877-1630 

or 877-7664 

Ben Ochshom 
Flonda Legal Servtces 
2121 Della Boulevard 
Tallahassee. Flonda 32 303 
Ph (850)385-7900 
Fax: (850) 385-9998 

Kelly Goodnight 
Fronller Commun1ca11oos 
180 5. Clinton Avenue 
Rocneator, New York 14646 
Ph (716)777 -7793 
Fax (716)325-1355 

Mike Lacour 
GTC Inc 
Post Office Bo.x 220 
P0t1 St Joe. Flonda 32457 
Ph (850)2.29-7236 
Fax (850) 229-8724 

Laura Gallagher 
Flonda Cable Telecommunications 
ASSOCiatiOn, Inc 
310 N Monroe Street 
Tallahassee. Flonda 32301 
Ph (850)681-1990 
Fax (850)681 -9676 

Oebroa K. Mink, R.P.A., President 
Leg1slatwe Cha1r BOMA Flonda 
M1nk & M1nk. Inc 

Sunnyvale Bu1ld1ng 
3081 East Commerc•al Boulevard 
Fort Lauderdale. Flonda 33308 
Ph (9S4)771-21 81 



l 

Suun langaton 
FTIA 
Post Office Box 1776 
Tallahassee. Florida 32302·1776 
Ph . (850)877·5141 
Fac (850) 878-3471 

Bill HU1 •. nhower 
Vista-United 
Post Office Box 10180 
Lake Buena Vlsla, Flor1da 32830 
Ph: (407)827·2182 
Fax. (407) 827·2424 

Don Hartafleld 
ITS Telecommumcat1ons System& Inc 
Pos1 Office Box 277 
lnd1antown. Flonda 34956 
Ph : (561) 597·2827 
Fax (561) 597·21 15 

Chris Keena 
Property Operation• Manager 
Compass Management & Leas1ng. Inc 
1801 Hermitage Boulevara 
SUI!& 130 
Tallahassee. Florida 32308 
Ph: (850) 385·9668 
Fax: (850) 385-7439 

Steven Brown 
lntemtedia Communications. Inc 
3625 Queen Palm Onve 
Tampa, Florida 33619·1309 
Ph.: (813)829·2231 
Fax: (813) 829-4923 

Harriet Eudy 
ALL TEL 
206 White Avenue 

L1ve Oak. Floroda 32060 
Ph (904)364·2517 
Fax (904) 364·2'174 

Lynne G. Brewer 
Northeast Flonda Tale phone Company 
Post Office Box 485 
Macclamy. Flor1da 32063 
Ph.: (904) 259-0639 
Fax. (904) 259·7722 

John L. Brewerton, Ill, P. A. 
250 N Orange Avenue SUite 1700 
Orlando. Flonaa 32801 
Ph (407)649·9500 
Fax (407) 843-4946 

Julie S. Myers 
Sm1th. Bryan & Myers 
311 E Park Avenue 
Tallahassee. FIJnda 32301 
Ph (850) 224·5081 
Fax {850) 222-0800 

Richard {Dick) l . Spears 
Leg•slattve Chanman 
Community Assoc•ahons Institute 
Flonda Leg•slauva Alliance 
9132 R1dge P1ne Tra11 
Orlando. Flonda 32819 
Ph (407) 876·2958 
Fax (407) 876·2958 

Na~~ b.v/J; 
Nancy ~White (pJ' 
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