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1 •aoc••oiiiCOJI 

2 (Tr&IUioript trollova in sequence fro• 

3 Volwae 1.) 

4 a. COlla NeJCt section are the coat ot the 

~ capital wi tnesses, and the first ia John Hirschleiter 

6 for A'l'iT/MCI. 

7 a . WWLIOJU Malta• Chai~an, 

8 Mr. Hiracllleifer h&IS both direct and rebuttal 

9 taatiao.ny. Ha bait lJ. direct a.xhibits labeled JH-1 

10 through JB-10 and - I ' • aorry - ·- ll Exhibits; 1 

11 through .11, end two rebuttal exhibiu labeled JH-1 and 

U JH-2. There's a d.uplioation ot nu.bere there . I 'd 

13 aak that both the direct and rebutta l exhibits be 

14 identified. 

1 ~ caltaMAM Ja..eo•a They will be identified 

16 aa a ca.poaita e.xhibit, Coapoaite E1Chibit 5. 

17 D. IQLIOIIa Thank you. And that the two 

18 p i e ces of teatiaony be inserted into the record. 

19 aDIRDJf JOIDISOWa The teatiaony will be 

20 inserted into the record ae though read, and the 

21 coapoeita exhibit will be adaitted without objection. 

22 (Exhibit 5 aarked tor identification and 

23 received in eviltence.) 

24 
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l 

I . 

INTRODUCI10N It QUALIFICATIONS 

4 Q. PLEASESTATEYOURNAMEAND BU.SINESS AD'>RES& 

s 

6 A. My ruuno iJ John I. Hinblelfer and my business ad~ iJ FinEcon, IOSn 

7 Wilshin: Blvd., Los Anadcs, Cl'ifomia 90024. 

8 

9 Q. WHATISYOUROCCUPATION? 

10 

1 50 

II A. I lUll Vice President and DircctorofRC#4/'Ch of FinEcon, a fmn which provides 

12 financial economic: COilllllllna ICI'Viocs to corporations, law finns and government 

13 aaencles. 

14 

IS Q. WHAT IS YOUR EDUCATIONAL AND PROfESSIONAL 

16 BACKGROVNDT 

17 

18 A. I gradualed &om the University of California DlloJ Angelca with 1111 B.A. degree in 

19 1976. Subsequently, ! reechoed my M.B.A. in finance in 1980 from UCLA's 

20 Anderson Graduate School of M•n•gemenL I worlcc:d at Price WatcthoUJC from 

21 1980 to 1984 and lam a eertlfic:d public &CCOWitlllll in the State of California. From 

22 198S through 1990 T wulhc due diligence officer ofTnnsamc:rica FilliUICW 

23 Resourccs,lne. (TFR), the brokeNiealer subsidiary ofTransamcriea Corporation. 

24 While o.t Transamcriea I held the qi.ltered representative, seewhica principal and 

2S finmc:lal and opaatlooa princip&lli~ and ultimately bc=nc TFR'a llC8IUrCr 

3 



aod chief llnaDcial officer. At FlnEc:on I hove been raporuible for numerous 

2 copgemcnu involving sec;urides;nlualion and cost of capital l$$\ICS. I have 

3 provided cost of capital testimony in nume'!Ous Slate proceedings reptdlng the 

4 provision of network clemcnu 10 c:om~ng loc:al exchange c:anicrs and the 

5 provision ofunivenal seTYiee. I also eo-authored an lltlcle entitled "Estimating the 

6 Cost of Equity", which wu publlsbed in the Autumn 199'1 issue of Con/emporary 

7 FI~JtZN¥ Dfgtst. Mv I'CIWIIe is an~~:bed u Attachment JH-1 . 

a 
9 

10 

II 

n. 
PURPOSE 

ll Q. WJt •\ T IS THE PURPOSE OF l'OUR TESTIMONY (N THIS CASE? 

13 

14 A. I have been asked 10 e$!imale 11-.e forward-looking economic cost of capiUII !bot 

1 s sbould be used in clctcnnining for the telephone subsidiaries of Bell South and GTE: 

16 and for Central Telephone ("Centel") and United Telephone ("United"), 

17 subsidiaries of Sprint Corporution; the forwurd-looking COlt of capital appropriate 

IS for the proviJ!on ofunivcnal service in Ftorida. As staled below, IJIC midpoint of 

19 my cost of capil&l!'lllgc for the provision of universal service is S.SO% for 

20 BeliSoulh. 8. 74% for GTE. and S.SS% for Centd ll1d United. 

21 

ll 

2J 

:1-4 

lS 

m. 
SUMMARY OF TESTlMONYIRECOMMENDA TIONS 

4 
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l 

Q. PLEASE SUMMAR.lZE THE BASIC APPROACH OF YOUR TESTIMONY. 

2 

) A. My ltt'h"'"!!)'>mwha appl)'ina lbc buk: fonnula for !he weighted a\'Cn.se cost of 

4 Clpital ("WACC"), given as equation (I) btlow, co estimate !he cost of capital. 

s 
6 Q. SUMMARIZE THE WACC FORMULA AND EXPLAIN II OW IT IS 

7 APPUED. 

• 
9 A. 1'be WACC formula b ai•-m by. 

10 WACC •w/lfo +w:k. (I) 

II whtft, 

12 w4 •lbe l'nlc:Uoo of clcbl lollhc capital~. 

13 If. •lbe forward·looklna eost of debt. 

14 w. •lhc !'nlcllon of equity ln !he apitalltl\lc:IUrc, 

IS k. •lhc forward·loolcina eoost of cquicy. 

16 To apply lhc fonnulal estimate the forward·lookina cost of both debt and equity 

17 usina mc1hodoloaieslhat aro well -pled by both fllWICial oconomlsu and 

II rqulalors. In lldditlon. I Clllmatc the appropriate capital suuaw-e mix or debe and 

19 cqwcy capital. With tbctt iopiiS. lbc WACC an bt calculaiCd from equation (I). 

20 

21 Q. WHAT IS THE ESTIMATE FOR COST OF CAPITAL YOU 

22 CALCULATED FROM EQUATION (I)! 

23 

24 A. I C11imato the COli of capital to bo In the range of7.94 to 9.05 pcrca11 for 

2S BeUSoulh. 1'be avaqo of 1hb ranac Ia 8.50 pcrca11. For 0TE I estimate !he cost 

s 
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of capitaiiD be i. ' the range of8.17 ID 9.31 percent, with a midpoint of8.74 pel\lCt\1. 

2 For Ccotcl and United, I eatim••e a t1llliC of7.971D 9.12 perccnt. with a midpoint 

3 of 8..55 percent. 

4 

5 Q. BOW IS THE REMAINDER OF YOUR TESTIMONY ORr:ANJZED? 

6 

7 A. The mnohvlcr of my tc:stimony is divided into six ICCtlons. Section IV dixusscs 

a the lfmdtma!tal ~lltio!llbip betlouo risk and the cost of capital in light of both 

9 finand :J lhoory and wieldy-cited c:owt decisions. Section V add.tuscs the cost of 

10 debt tlw1 Jbould be employ.:d. Section VI develops several approac:hcs to 

II c:stimatina the cost of equity capilat Section Vll addmscs the queation of 

12 dctenninlna the 'P)lloprlatc capital structure to we when calculatlna the W ACC, 

13 IUid ptaen13 my cstlmaics of the WACC. Section Vlll diJCUSSCs why th~ cost of 

14 capital I have calculated for BciiSouth, OTE, CcmciiUid United, based on the 

IS public data available for c:ompe.nlcs 111 the holdins c:ompany level, I• likely t.o 

16 o~~WS~ate the relevant cost of capital for the provision of Wllvcrsal service. Finally, 

17 Scc:Uon IX prcscms IIUIIIIlliU)' of my c:onclusions. 

II 

19 IV. 

20 11IE R£LATIONSBIP BETWEEN RJSK AND TIT£ COST OF CAPITAl. 

21 

22 Q. WHAT ISTRE RELATION BETWEEN THE RJSK OF AN fNV£S J'M£NT 

23 AND THE COST OF CAPJT Al.? 

14 

6 



A. Financial rescan:h bu shown conc:.Juslvcly that investors are risk averse. 

2 Cotuequc:ntly, lbc grea1cr lbc risk of a business lhc higher the expected return !hat 

3 Investors require to Invest In the business. From tbe Slalldpoint of a company, this 

4 means tblt riskier busiJlcsxs will have higher cos'.J of capital . 

s 
6 Q. BA VE THE COURTS R.ECOQIIZED nus RELATION BETWEEN RISK 

7 AND R.ETVRNT 

a 
9 A. Yf/1. The relation betw=l riak and rctwn is a centcrpicc:c In decisions dcallng with 

10 lhc fair rate of return lOr reauJalCd businesses. In Blu~j/tld Wa"r Works v. Public 

II Service Commlssfon, 2~~?. U.S. 679,692 (1923) the Supreme Court Aid; 

12 "A publio utiUty 1$ eolitlod to such rates u will permit it to elllll a 

13 mwo ... ~ 10 II:Jt smmJ,Iy brnlg ~ p~lhc same time and In lhc 

14 same aCilt'tll p111t of the cou.otry on lnvellnlenll in otha business 

IS u.odenakings which an: attended by oorrcspondlnQ rWcJ and 

16 u.oc.crtalntlcs. .. " 

17 The Court went on to aay: 

I a '"l"bo return tlhould be reasonably sufficient to assure c:onfidencc: in 

19 the financi•l soundness of t.be utlUty and should be adequate, u.oder 

20 efficient economical mlll1Jiacment, to maintain and suppon ill credit 

21 and enable It to ralJe lhc mooey ncc:cssary for the proper disclwgc of 

22 ill pubUo duties." ld. at693. 

23 In Federal Powou Commlulon •· Hope NuJUral Gas Company, 320 U.S. S91 .603 

24 (19«), the Supranc Courutat.od; 

7 
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1 s 5 

2 

J 

4 

s 
6 

'1'bo n:IUI'II10 the equity owner should be commensurate with n:lurns 

on invcsuncniJ in other enlefpriJCS having corresponding risks. That 

n:IW'II, moreover, should be sufficient 10 Wllnl confidence in the 

finandal i.nlqpity of the enterprise, so as to maintain its credit and 10 

lllniCt capi!al." 

7 Q. WHAT RISKS ARE ASSOCIATED WITH THE PROVISION OF 

a UNIVERSAL SERVICE? 

9 

10 A. It is my UDCicrstaDding that the purpose of a universal service fund will be to 

II oompcnsale providers for costs incumd 10 provide services to ce11A.in types of 

12 customers wblch me oot COmpmJAted by pa)'TD(nts from those customen.. If this is 

I 3 the caae, tho risk usod.ated with the provision of universal service wi ll be minimal. 

14 A minor risk will then be the possibillty that the compensation struc111nl from the 

IS fund will not in fact wodc properly, resulting in tither undcrcompcnsation or 

16 ovcrcompcnsatlon 10 providers. 

17 

18 Q. WBA T IS THE VlEW OF THE FEDJ.o:RAL.ST ATE JOINT BOARD ON 

19 UNJVERSAL S.ERVIC£ AND THE FCC ORDER ON UNIVERSAL 

20 SERVICE? 

21 A. The Joint Board eoncludcJ that 1Upport should be set at for oro.nl-loolrioa economic 

22 cost leve!J (Joint Board 1276), and that the proxy model should measure the: long· 

23 run cost of providlngtcrvice by inc:ludina a forward-lookina toll of capitnl (Joint 

24 Board t2n(4)), The FCC Order a1 paragraph 26 Dan>C3 thot a forward-looldns 

2S me:thoclology should be IIICd. 

8 
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2 Q. WHAT ARE THE FCC'S CRITERIA FOR THE COST OF CAPITAL PER 

3 ITS MAY 8, 1997 UNIVERSAL SERVICE ORDER? 

4 

S A. The May 8, 1997 Universal Scrvioe Order states a1 ~0.(4) lha!: 

6 

7 

8 

9 

10 

I I 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

2A 

"Tho ra10 of return must be either the authori.ud fedanl ra10 of 

return oo lntcnllale services, Clll'lel1tly 11.25 percent, or the stale's 

prescribed rate of return for lnuasta10 .ervioes. We conclude that the 

cwn:nt federal rate of return ~ a reasonable ra10 of return by whi~b 

10 de1mnJnc forward loolcina casts. We realized that, with the 

pwaac of the 1996 Act, the level of local JerVicc competition may 

it~C~U~C, and that lhiJ competition mlabt me- the I.LECt' cost of 

capital. Tbcrc arc other fiiCiors, bowewr, thai may mltip10 m offset 

any poteollal increase In the cost of capital associated with 

additional competition. For example, until fac:ilities·based 

competition OCCW'I, the impact of competition on the ILEC's riai:J 

IIIIOCillod with the Sllpporled services will be mlnlmaJ because the 

ILEC's facllltics will still be wed by competitors using either resale 

or pun:hasing liCCCS3 10 the ILEC's unbundled network elemenl3. In 

addition, the cost of debe bas decreased since we lasl set the 

authoriud l"'lC of return. The n:duction In the cost of borrowing 

caused the Common Carrier Burca.u to Institute a prclimlrwy 

Inquiry as 10 wbcthcr the eurrmtly authoriud federal 11110 of return 

~ too hiah. aivcn the c:umtt nwke1placc cost of equity and debt. 

9 
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2 

We will .rccvalualc tbc cost of c:apiw as needed 10 ensure that It 

~K:Cwatcly reflectS tbc llllll'kcl slluation for camm." 

3 

4 Q. TO WHAT EXTENT BA V£ INTEREST RATES DECLINED SINCE 11IE 

5 FCC PRESCRIBED THE I 1.15•;. RATE? 

6 

7 A. 30-ycar Treasury bond ra1e1 lulvc £ellen from 9.03% llS of September 1990 10 

8 5.62% as of June 30, 1998. ThiJ is a decline of 341 bam poinu since tbc 11.25% 

9 rate was prescribed. Uslng lhiJ dec;linc as • rough rule of lhumb would imply a 

10 current oos1 of capiiAI of7.84%, before coru~ldcring lhc qucslion of whether lhc risk 

II has incrcucci. 

12 

13 Q. WHAT DOES THE DECLINE IN INTEREST RATE IMPLY FOR THE 

14 DETERMINATION OF THE FORWARD-LOOKING COST OF CAPITAL? 

IS 

16 A.. 'I'he decline in intctcst rates implies that tbc 11.25% rate ddermincd in 1990 would 

17 be too hiah an estimate for lhc foi'WMI-1ooking cosl of capital. Therefore, the 

18 Florida Commiuioa should dctcnmine tbc proper forward-looking cost of capital as 

19 part oflhiJ proceco!in& as allowed undCI tbc FCC's criteria. 

20 

21 Q. ARE THE PRINCIPLES YOU flA VE Cl l ED FROM THE SUPREME 

22 COURT DECISIONS CONSJS'I'ENT WJT8 THE PROVISIONS OF TOE 

23 TELECOMMUNICATIONS ACf OF 1996 (tile 1996 Ael) DEALING WITH 

2A UNBUNDLED NETWORK ELEMENTS1 

25 

10 
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A. Yes. Section 2S l(cX3) of the 1996 Act iodicatct lhatlncumbcntlocal exchange 

2 CMien hAve the duty 10 provide 10 any requesting I.Clcc:ommwtications carrier 

3 aa:ess 10 unbundled IICtWOI1c elema~ts at rates, lams and conditions thai arc just, 

4 reasonable and nondiscriminatory. Sccdon 2S2(J) further provides that a State 

S commlssi011 shall detenni!le just md reuonable rates for ot'lwork elema~u based 

6 on the cost (detctmlned without reference to a ntc-af·rctum or other nte-bu:d 

7 proceeding) of providing the lntcrcoMCCtion or networlc clement and may include a 

8 reasonable profiL The provision for a rcasoMble profit a.s an clement of IOta! cost 

9 is consls1ent with the opinlo111 oflhe Supreme Court in both tllC Hope and Bluefield 

10 a~XS. A utility'• rcuotllblc pro61 is euentially a ttuc cconomlc return 

II commeNuratc with the risk Its business. In order to achieve this, the pricing of 

12 utility acrvices &od proclucta must be based on true economic coJIS. 

13 

14 Q. ARE ECONOMIC COSTS FORWARD-LOOKING OR BACKWARD-

IS LOOKING? 

16 

17 A. Economic COSIJ uc forwanl·looking. To better undcnund thiJ, ooe must put 

18 oneself in the abocs of a current investor. For example, if an inveJIOr today were to 

19 consider an invaunent in BellSoulh's common stoclt, wbieb iJ f~Wbmcntally a 

20 claim on the net a.ssct.s BeliSoulh USCJ to conduc1 lu vario:d businesses, IUCh 

21 investor would only be willlng to pay the IIUitkct value of those o.sseu. An a.sS¢1 

22 amounts to a CA~p~City to generate Culw-c cub floWJ. Therefore, an inv_estor today 

23 would not cue wbat hi510rical costs were spent to acquire or build BeliSouth 's 

24 .-u. Tbc awke1 value of any asset is a function of the time paue:n of cash OoWJ 

II 
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t "I" •red to be ck. M:d 6om il aDd lbe riskiness of lbe business endeavor. In 

l r II C I10'l !ben, lhc asset' I awUt value i tjA UClliJ its ccooomic cost. 

3 

4 Q. IS rr YOUR POSmON THAT THE COSTS ASSOClA TED WITlf THE 

S PROVISION OF UNIVERSAL SERVICE ARE ANALOGOUS TO TilE 

6 COSTS OF PROVIDING UNBUNDLED Nt.IWORX ELEMENTS? 

1 

I A. Yes. 

9 

10 Q. DOES THE FCC PROVIDE GVIDANCE AS TO HOW TO IMPLEMENT 

II THE CONCEPT OF ECONOMIC COSTS FOR THE PROVISION OF 

12 tiNDVNDLED NETWORK ELEMENTS? 

IJ 

14 A. Yt1. While lhc Elahlb Cln:ul! Cowt of Appeals hu opined 1biu lbe FCC lr not 

IS empowered to iliiUldalc IIC'IWOrk clemcn! priCCI UDder lbc 1996 Aet. 11 lbc FCC' 1 

16 Fint Repon .t Ordc.t, Doc:ket No. 96-98 (lhe August 8, 1996 FCC Ordc.t), providt1 

17 •lborauab diJcussioo aad lmlyais oflbe mcanina offorwazd.lookina cc:oaomic: 

II COSIS for JlWliCIICI ofimplancntlna lbe provbions oflbe 1996 Act w!tlch ean be 

19 considered by State oornmiaions.' The FCC adopts lhe concept of "low acrvicc 

20 loQa-11111l~n IV'I"' 00111", cldlnes haawlicatioo to ildWOflc clements .-lbet !han 

21 acrviCCI as "tocaJ clcmcn!lona IWIInorcmcnlal costs" (TEI..RJC). and providc:a for 1 

22 fair alloc:alioo or llwod and tomm011 costs 10 network elcmUI!Ji. Slate 

23 commlalions bavc p:acntly ldopled pnctiCCI consiJicnl wl!h !he FCC'• 1Juldance 

14 on economic COlli. 

12 
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"l"lliiiiiCIIlina 01 true economic eos11 according to TELRJC iJ u follows: 

2 the pricin& ofnetwotk elcmen&s mUSl be based on true forward-looking incrcmcoiAI 

3 costa (mcluding the cost of capital) which are nee;• nary to provide the elc:mcou. 

4 not on cosu which bave been expended In lhc past 1111d may not repre$Cntlhc costs 

s that the utility wiii 1C1ually Incur in the fun.trc.' Tuc concept ofnotll1.1! profit is 

6 embodied in forwwd·looldna eos11 bccauso the forward·loolting cost of capital, i.e. 

7 tbc cost of obt•lning clcht 8lld equity fll\llncing, is one of the forward-looking coSIS 

a of providin& the oetwot'lc clements. ConsiJtent with tbc C011"COt analy$is provided in 

9 the AuiQS18, 1996 FCC Order, this Commission should reject the usc of <'ithcr 

10 embedded costa (Auaust 8, 1996 FCC Otdcrt704), which 1eptdCtll historical, 

l t "IUDit" lnYeStmellts. or inlcmal "bwdlc rates" used by local exchAnge operators to 

12 c:valualc projocu which exceed the: marlte1 cost of capital (August 8, 1996 FCC 

13 Ordct1689) u beina lnconslstc:nt with a forward-looking economic costing 

14 me1hodoloi)'. 

IS 

16 Q. WHAT ARE THE FUNDAMENTAL DETERMINANTS OF INVESTMENT 

17 RISK? 

IS 

19 A. There 1110 two fundlunental SOIU\lCII of risk: operating risk and fi1141lCial risk. 

20 Opcnating risk arises from tbc ectual operation of the businc:s• It is affected by 

21 lllctonl auch u competition. ttchnological change, customer accepll!JICe of a 

22 company' s produet.t, variallon in the: eos11 of producing the company's produc&s 

23 tmd the lllcc. • Fi!!l!ld•l risk Is detcnnlnod by the lllllOUDt of debt In a company's 

24 capitalruucllllll. Taking on more l!ebt incTC&Sc:~ fixed financ:ial c:harses, thereby 

13 
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incrcu!na the risk that the fum will not be: able to meet Its fiNIIICial obligations. 

2 The tot.el rislc inves1o11 fllcc is determined by the combination of opcmling risk and 

) financial riJk. 

" 
s Q. ARE OPERATING RISK AND FINANCIAL RJSK RELATED? 

6 

7 A. Yes. In an effort 10 conltOIIhc tot.el rislc that investors face, companies lllllllqC 

I their capital SlruCiurCS in a ma.nner that IC*is 10 a..:lation between opcntlna risk 

9 and llNU:ICial r!Jk. In partl~ar. companin that flee a g..:&l deal of operating risk, 

I 0 Hkc hiah ledmology flnm, limit the debt !bey iuuc to prevent total risk from 

II becomloa 100 large. On the other band. flnm that face llnlc opcnling rUle. like 

12 ~ ulllities, can benefit by using a sood deal of low-cost debt withcutntising 

I 3 tot.el risk 10 an unacceptable level. 

14 

IS Q. HOW DO YOU ACCOUNT FOR COMPANIES' BUSINESS AND 

16 FINANCIAL RISK IN ESTIMATING COST OF CAPITAL? 

17 

II A. I apply lbc WACC formula 10 the close$~ companlblccompanics for which public 

19 ID.Ilkct daa is avallable. The problem is thai public data for key variables, such as 

20 stock prices, arc available only at the bold ins company level. Then: fore, lhc 

21 comparable companies that must be used arc dlvmified firms. ·n,csc firma opcral.c 

22 many busineues. most ofwblch arc riskier than the business in question in thiJ 

2l case. FUrtbc:r diJc:ussioo of lhls risk laue iJ postponed Wltlllbe flD&I section of my 

24 testimony. At this junt:t~R, I proceed by uslna data at tho bold ina comJl'lDY love I. 

2S 

14 
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Q. WHAT COMPARABLES DO YOU USE lN THJS TESTIMONY? 

2 

3 A. The competablc companl~ eclec1Cd were derived from the list of teltphone 

4 opcratioa CXIIQJiml~ in Standard Uld Poor alndiiSuy Swvey. Thcat oomponi~ 

s an: prexniCd Ilona with aome dc:SClriptivc Information at AllacJuncot JH·l, and 

6 lllclude lbc five reaional Bell boldina companl~ ("RBHCs"), and the lqer 

7 independculldepbonc oompanl~. Amona the indepeodcnt.s, Alilnl 

I Comnnmw.ims {formctly Unooln Communications) wu exclL..!cd bocaiiSC h has 

9 lea Ibm SOO,OOO .cccss Unca in aervicc and is an order of rnaanJtude analler than 

10 lbc RBHCs. Tclop-' «and Om Systems wu excluded because a majoriry ofiu 

II opmlioo$ are fOQIIal 011 hl;ber·rillt cndeavon rather than the more tndltlonal 

12 telephone and network opcratlona. Frontier Corp. was excluc!:d bccaiiSC 73% of its 

13 rcvcnuet arc derived from unrcauJatcd lona-dirllllClC operations and only 2S% from 

14 local ecrvico. 

IS 

16 Q. WHY DID YOU NOT INCLUDE SPRJNT IN 11IE SET OF 

17 COMPARABI YS? 

II 

19 A Sprint, lbc ov.ncr ofCaud aod United, is a major loag-disunc:c company which 

20 claiva S?% ofiu I'C\'UI\ICI from lq-distancc operationa aod only 3S% from local 

21 IICI'Vico. My opinion iJ that, for ~timatlna the oost of capill i for Ccntel 'a and 

22 Unltecl'1 prov!Jloo of unbundled network elements and unlvcnal acrvicc, a more 

23 approptialc 11111plc of oomparablc ,eompr~~~iea is one tbatlnclud~ eomp1ullea which 

24 derive a ~ proportloo or their revenue~ from local exchanae ecrvlca. Sl&ndanl 

2$ and Poor'llllelf c:&CJOrized Sprint u a lona-distancc oomp1111y and did not include 

IS 
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illn the group of ~elephonc operalina companies. However, in o.rder to be 

2 coiUCrV&Iivc and for a comparison, I performed a tcs1 calculation in which I 

3 ~luded Sprint In the model sample. The cstlmlltc of Centcl's and United's coS1 of 

4 capital b epptoximaiCiy the aamc in either case, a· diJCIWCd in gn:atcr detail 

S below. 

6 

7 Q. HOW DOES THE M.4IN APPROACH THAT YOU EMPLOYED FOR THE 

8 CALCULATJONOPCE.NTEL'SANDUNlTED'SCOSTOFCAPITAL 

9 DIFFER FROM THE CALCtJLATlON OF THE COST OF CAPITAL FOR 

tO BELLSOUI11ANDGTE? 

II 

12 A. In my testimony which follows I set forth the ~ry and describe in detail the 

1.3 ealc:lllatioJU of the cost of debt; the DCF and CAPM methods for eS1i!Miing the 

14 coS1 of equity; and tho approecb for cstlmatina the approprim capital 5UU<:turc for 

1 s the ~elepbone holdlna companies being analyzed. 

16 Sprint is not ineluded In the sample of comparable telephone holding 

17 companies In my main approecb. llnu, for Centcl's and Uniled's eos1 of capital 

18 calcu!Adool my method UIIIIDCS that the ooS1 of equity for the provlsiun of 

19 univenai!ICrVkc is epptoxlm•u:d by the average coS1 of equity for the whole set of 

20 the ~elepbone holdina companies. For BellSoutb and OTB, I employ a weighting 

21 app~-=b for their cost of equll)' calculation.s. I utill2le Sprin(t actual debt coru 

22 bccattiC most o( ht debt ICC\ItiUC$ were bJucd by Ill telephone subJJdiarics. 

23 

16 
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Q. BOW MUCH WOULD YOUR ESTII't1A T£ OF CENTEL'S AND UNITED'S 

2 COST OF CAPITAL CHANGE IF YOU INCLUDE SPRINT IN THE SET 

3 OF COMPANIES USED FOR THE CALCULATIONS? 

4 

s A. I perfOI'IIIed a test wbere I included Sprint in lhe set of companies used for 

6 estimation of the~ of capital and wed the same ~st of equity avaagina 

1 met.bodolosics ~below whim wen: wed for BellSowh and OTE. The cost 

8 of capital ofCeokl and United in t.hiJ kst model is8.4S%. Thb estimate is 10 

9 basis poinla lovm tiwl my C$1ii'Nit.C of S.SS%. 

10 

II v. 
12 THE COST OF DEBT CAPITAL 

13 

14 Q. BOW DO YOU ESTIMATE THE COST OF DEBT? 

IS 

16 A. Because debt paymenla arc fixed, tho cost of debt can be computed directly a.nd 

17 with 11 high d~c of 1WlC11111Cy,' F:or this rea.'ton, I am able to utilile the cosu of 

IS debt on the Ollt5UDdini debt ~tics for each of the companies in this study, 

19 Bell South. OTE and Sprint It Is oot necessary to use a lqc sample of companies 

20 to estimal.C the eost of debt for any of the individual companies because of the small 

21 measurement error. 

22 

23 Q. WHAT IS THE COST OF DEBT THAT YOU USE? 

24 

17 
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A. The best estimaleoflbccoSI of debt is lbc weighted avenge eos1 over all oflhe 

l subject company's OII1SI8Ildina 1-. ~luding 1hc debt of 1hc holding company 

3 and &QY Jltbsldlvlea. Standard & Poor's Bond Ouldc ("'Bond Ouide") provides 

4 infonlllrlon oo the fecc value and CW'I'elll yieldli 10 maturity on individual bonds.' 

S The data &om tbc 8ood Ouldc are pcaeutcd in Attaclunmts JH-3a, 1H-3b 

6 aod JH-Jo. For cadi oflhc companies' major debt issues the Artaelunenl &bows the 

7 bood ra1Jna. the face value and the yield 10 marurity. The yield to maturity Is a 

8 forwanl·looldlla oost of debt that meaures 1hc rase that the company would have to 

9 pay iftbc bonds were issued at !he measurement dale, and reflects investon' 

I o expectations reprding !he future returns on theso publitly·lnlded bonds.' The 

II · Anec:hmcnts Jbow thai !he weighted avcr~~&c cost of debt for BeiiSoulh is 6.65 

12 pcJCCnl; for 01:B Ia 6.85 pm:cnt, and for Sprint it is 6.63 pm:ent. ConJCqucnlly, I 

13 ~ 6.65 pcMe:ot u !he oost of debt of BeliSouth, 6.15 pcree:ol u !he eos1 of debt 

14 of OTE. and 6.63 pcree:ot u the eos1 of debt of Centel and United in my \It AC:C 

IS anai)'Jb.' 

16 

17 VJ. 

18 THE COST OF EQUITV CAPITAL 

19 

20 Q. WHAT MAKES THE COST OF EQUI'rY CAPITAL MORE DIFFICULT 

21 TOF.STIMATETRANTRECOSTOFDEBT? 

22 

23 A. The OOSI of debt WI be eompui.Cd directly because bolh 1he ft..co value of ~bt lllld 

24 the COillr'IC:IUal s-YJilCIIIS a company qrec:a to make are fixed. In 1hc case of 

2S equity, howevc:r,lhctc i1 no face value and dividends sre paid at the cllKrctlon of 

18 
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IJIIIIII&Cil1alt depenaing upon busine3s condidom. ln addition. the dividend o:.-cam 

2 doea not tetmlnllc 11 a kDown point. For these reasons, there iJ 110 simple way t(l 

3 compute tho cost of equity capital and mon~ comr-lex approaehes mUll be 

4 CIJiploycd. 

s 
6 Q. WHAT METHODS DO YOU USE TO ESTIMATE TliE COST OF EQUITY 

7 CAPITAL IN TB1B CASE? 

a 
9 A. I used two basic methods for estimating tho cost of capital. The first iJ the 

10 dbcounted cash flow, or"DCF", method thatlw been widely adopted by the eowt.s 

II and reJIII)alory qaJCies in l'llC of return bcarinp. Second, I usc the capital assel 

12 priciJla model, or "CAPM". In various fornu, the CAPM iJ tho most widely 

13 employed theoretical model, other than DCP, for estimating the cost of capital. 

14 Methods based on the CAPM an: sometimes n:fern:d to u "riJk premium" method$ 

Is because the model provides an estimate of the riJk pmniurn associated with 

16 iuvesting in lpCCific !mlcs of common 11ock. 

17 Q. PLEASE EXPLAIN TOE BASIC DCF METHOD. 

II 

19 A. The DCF method is buod on the !Wlzatlon that the price of a share of stock, P, 

20 equals the pn:acnt value of all future dividends expected to be n~ceived on that 

21 share, disclountcd 11 the cost of common equity. MathcmAtlcally, the DCP model is 

22 wriucn, 

23 (2) 

19 
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where Div1 is the ex~ dividend In year I, Div2 is lhc c:xpc:c:ted dividend in 

2 year 2, etc:. 

3 Tho cost of common oqully is arrived at by solving lhe DCF cqwllion for lhc 

~ cost of Clp[lll, k. There are two obslaclc:slhat make it difficult to solve lhc: 

S cqu.atlon. Pint, the nwnbc:r of l<:rms In !he cq..ation it infWto. Second, dlvidcodo 

6 must be forec:u~ for every fillure yeu. To sunnountlhe$c obrlacles. limplifyina 

7 assumptions must bo made abrut lhc: behavior of future dividends. 

a 
9 Q. WHAT ARE THE 81MPL1FVJNG ASSUMPTIONS THAT ARE 

to EMPLOYED IN THE CONTEXT OF THE DMDEND GROWTH MODELT 

II 

12 A. One oflhe simplest u.sumptions that can be made is that future dividends willl)I"Ow 

13 forever, at a constant rate, a. i.o.lhe growth rato can be maintained in perpetuity. In 

14 thai ease the DCF cqlllllion 1impll6c:sto, 

IS P•Div1/(l+k)+Div1•(1+a)/(l+k)1 +Div1• (J+gj/(l+k)3 + ... 

16 wbieh can be solved fork. Tho tolution it well known 10 be. 

17 k•Div1/P +g . 

II Q. DID YOU USE THE CONSTANT GROwnl DCF EQUATION GIV£N 

19 ABOVE lN ESTIMATING THE COST OF CAPITAL FOR YOUR SAMPLE 

20 OF TELEPHONE COMPANIES? 

21 

22 A. No. Onc.c apin a problem !J rUled by the filet that modem ~<:lephonc: compani.c:s 

23 =composed ora variety of bwinessel, aome of which-such as cellullll'- = 
2• c:xpcQed to arow a1 rates of 30 pc:rccn1 or more In lhe Jhon run. Such high growth 

20 
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1111es arc clearly D015UJI•IMblc inlo pcrpetuily, so that the simple conmnt sroWih 

2 model c::anoot be ipplled unless one modifies the aroWih rate or adopts some 

3 mitiptina asrumpdoa. Stewart Mycn and Lynda Borucld lUIIe that: 

4 "[f}oreca$led srowth rules 1\l'e obviously not constant forever. 

s Vllriable·arowth ocP models, which diJtinauWJ short· and 

6 lq4Crm growth ra1cs, should slve more occumte estimates of 

7 lhe COJt of equity. Usc of such models auuds against nal'Vc 

8 projcalon of short-run eaminas cbanaes into the indefinite 

9 future.". 

10 ln addition, fbbotaon Auodlltes state that: 

II u[t)be reason It is difficult lo estimate the perpetual growth rate 

12 of dividends, eaminas, or ~~~ nows is that these qUIIJititles do 

13 not in filet grow 11 stable rule$ forever. Typically il is easier to 

14 foreo:ut a company-specific or proJea·spccific sroWih rate ovcr 

IS tho short run than ovcr lhe long run. To produce o better 

16 eslimllc of tho equity cost of capitol, one "" usc a two stage 

11 DCF model. ... For tho resultlna cost of capital estimate to be 

18 usefUl, lhe aroWih rate over the latter period should be 

19 sustainable Indefinitely. An example of an inde.llnltely 

20 sustainable arowth rate is the c:xpeeled long-run gsnWih rule of 

21 lheecooomy."" 

22 Slwpc11
, Alexander and Dalley state that: 

21 
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"'ver !he~ 30 yean:, dividend 1lscount models (DDMs) have 

2 w:::IWMd broeld ICCeptiUlCC among pn~feuional common stock 

l in\UIOI'I ••• 

4 Valuin& common illOCk with a DDM tcchnicaUy requires an 

S estimate of future dividends over an infinite time horizon. 

6 Given tht eecuratcly forecasting dividends three YCM! from 

7 today, let alone 20 years in !he future, Is a di.fficuh proposition, 

8 bow do invcstmcnt :firml actually go about implementinp 

9 DDMJ? 

I 0 One approach it to use collJtAnt or two· stage dividend growth, 

II mocleb, as described in !he ICXl HoweYer, although such 

12 modcb arc relatively Cllll)' to apply, institutional investors 

13 typically view !he uswncd dividend growth assumptions as 

14 overly limplistic. !nJu:od,lhcse inveato11 gencrally prefer three· 

IS stage modcl5, bcliovln;g that they provide the best combination 

16 ofrcalimundcucofeppli~on.. 

17 ... [M)ost t.IJree.114&c DDMJ make S1andard assumptions that all 

II c:ompanies in the Dllllllrity stage have the same growth rates, 

19 payout ratios and return on cqulty."'l 

20 Damoclaran SUlCI !hal: 

21 "Wbllo the Oordon growth model Is a simple and powerful 

22 approach to valuing equity, ill use is limited to firms that arc 

2l srowina &I a stable growth rate ... 

22 



2 

3 

4 

s 
6 

7 

• 
9 

10 

ll 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

2J 

1 7 0 

Tu: ICCOnd issue relates to what growth rate i1 reasor.u~blc a.s o 

stab/1 growth rate. Aaain. the assumption in the model !hat this 

BJOwth 1111e will IMt forever establimes rigorous constraints on 

rauonobleneSJ. A firm cannot in the long tenn gtow 01 a rate 

significantly greater tlwl the BJOWih rate in the economy in 

which it opcn.ICI. ThiU, a linn lh4t gtows at I 2% forever In on 

ecooomy growing al 6% will eventually become luger than the 

ccooc.my. In pniCiical tcnns, the stable BJOWih mtc c:annot be 

larser than the nominal (real) gtowth 1111e In the economy in 

which the fum openata:s, if the valuation is done in nominal 

(real) tenDs ... 

.. .If a firm Ia liltcly to malniAin o few ycors of o.bovc-stAble 

growth ra1CS, on approximate value for the fum can be oblained 

by adding a premium to the mblc growth rate, to rteflect the 

abovc.avcmgc growth in the Initial years. Even in this ca.sc, the 

flexibility that the analyst bu is limited. The SC1\$ltivily of the 

model to growth Implies tho.t the stable gtowth rate cannot be 

more than 1% or 2% above the growth rate in the economy. If 

the deviation becomes luger, the o.nalyst will be better served 

by using a two-stage or a thrcc-s!Age modcl to capture the 

aupcmot1llAI 01 abovw\'tflit growth IU1d !Ut'ieting cbc usc of 

the Gordon growth model to when the firm becomes truly 

~table."" 
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Copellll¥1, KoU~ mel Murrin echo 1besc observations, Slating lhat u{f]ew 

2 companies can be ClCJICCted to grow faster 11-M the economy for long periods of 

3 time."" 

5 Q. HOW DO YOU APPLY THE DCF MODEL? 

6 

7 A. I usc a thm>stlg\. venion.11 The fust staae lasts five yean becaus: that is the 

a l.olliesl borbon o~ wblch analysts fom:asts of growth arc available. The scc.>nd 

9 lUge i1 assumed to Jut I 5 years. Durina this stage the growth rate foils fn>m the 

10 high level of the fil'llt five yean to the growth rate of the U.S. cconomy by the end 

II of year 20. From the twentieth yca onWllld the growth rate is se1 equal to the 

12 arowth rate for the economy because rateS srcater than lhat cannot be sustained into 

13 J)CtllCtuity. A perpetUal arowth rate that excocded the growth rate of the economy 

14 would illogically imply that eventually the whole cconomy wuuld be comprised of 

Is nolhlna buttclepbooe companies. 

16 

17 Q. WHAT DATA ARE USED TO ESTfMATE DIVIDEND GROWTH DUJ.UNG 

II THE J1JRST FIVE YEARS? 

19 

20 A. To estimate growth rates during the fll'llt five years I usc the Value Line dividend 

21 forec:asU for 1998 11!ld individual company earnings fore..:ut data from lmtituliorull 

22 Broken' Eltimat.c Sptcm {"IBESj as of J1111wuy 1998. To compile the IBES data. 

13 ov~ 2000 analysiS arc IUI'VC)'Cid cadi month reprclina their estimates of five-year 

24 carnlngl growth rates for a wide variety of m'l.lor American companJcs. Thac 

2S analysts represent ov.:r 100 different scc:urltlca firms. The fon:casts are tAbulated 

24 
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and widely cWuibutcclto subscribcn, includins most hqe Institutional invwon, 

2 auch u pclllion 1\mds, banb, and insurance companies. 

3 By relyins on tho IBBS data, which is for enminsa. I am impli.citly om1ming 

4 that diviclc:ads and caminsa will arow at •pprodm&IA:Iy the smne nue over the five-

S year horizon. There are no arowlh forecasts beyond a five-year horizon. That is 

6 why an tUSUmption m1111 be made about how the srowth rute bel:ulvc3 after that. As 

7 IWcd above, I assume that it converses to the lons·nm agsrcgate growth rate or the 

8 U.S. economy ova- the Juccecding IS yean. 

9 

10 Q. WHAT IS A REASONABLE ESTIMATE FOR LONG-RUN GROWTH IN 

I I THE AGGREGATE ECONOMYt 

12 

13 A. The long-term arowlh forecast \\'Ill> duivcd by avcnaing the long·term ONP 

14 pwth forecasts obtained from the Wharton Eoonometric Forccastins Associates 

IS (~WEFA'') Group and liom Ibbotson Assoc:iiiA:I. The WEFA Group is llll 

16 econometric forocasting organization, formed in 1987 through a meraer of WEFA 

l7 and Chase Economcuic::a. Ibbotson A.uociatcs is widely-known in the fields of 

18 ~and valuation u one of the leading providers of -:cc:uritics retwns data and 

19 publications. As of December 1997, WEFA predicted :u• avcngc nomiiUIJ ONP 

20 srowlh rato ofUO% !rom 1998 through 2020. As of December 1997, Ibbotson 

21 AMocl"ca fom:utloq-trrm lnflAilon to be 3.10% annually. By adding this 

22 inflation forcc:a,t to the hlstorlcallons·tcrm real GNP srowth rate of 3.1 0%. 

23 lbbolliOn Auoc:ialcl prodlctcd a nominal GNP srowlh rate of 6.20%. Given the 

2A rnaanitudc of the dltrcrcncc, I clccided to lllkc the average of the two foreca.siS, 

2S S.SO%, ruther thAn cboot;c a sillalc GNP foreca.rt. 
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Q. DO YOU APPLY 11m DCP MODEL TO EACH INDIVIDUAL COMPA1"\' 

2 AS YOU DID IN ESTIMA TJNG THE COST OF DEBT? 

3 

.. A. No. Consislent wilh financial practice, I use lh: DCF model to Clltl.mate cost of 

s equity for all of the compalca Jeleetcd u likely compara!Jica, in addition to 

6 estiJnat1na a DCF cost of equity for tho individual companies. 

1 

• Q • WRY IS IT A GOOD IDEA TO APPLY THE DCP MODEL TO A NUMB.E..~ 

9 OF COMPANIFS, NOT JUST THE COMPA1"Y WHOSE COST OF 

10 COMMON EQUITY YOU ARE TRYING TO ESTIMATE? 

II 

12 A. Estimatl.na filtln srowth for 1 company always involves lOme uncertAinty because 

13 no analyst can be expected ID have pcrfcet forcaight. In aomc cases, the growth mte 

14 may be ovcrcstimalecl and in other cases it may be underestimalcd. On ovcraae. 

IS over •IJ'OUP of limilar compalcs, lhesc catlmatioa cnon tend to eauccl out so !hal 

16 the ·~c srowth rate for thc sroup iJ estimated mon: nccunuely than the growth 

17 rate for any individual eompeny." Coruequcnlly, I apply the OCF melhod 10 all 

18 the tdepbone companies in tbc previously·JCICCIDd sample. 

19 

20 Q. HOW IS THE DCF COST OF EQUITY CAPITAL COMPUTED? 

21 

22 A. Given the llllllkt::t price of a company'• SIDdc, the current dividend. and the fot'CCNl 

23 growth l'lllcs during each of the three stasu. equation (2) can be aolvcd itcrAlivcly 

24 fork. lbc IICI'lltivc solution is the estimate or lbe C0$1 of equity C11pilal." 

26 
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Q. WHAT IS YOUR DCF ESTlMA TE OF TifE COST OF EQUITY CAPITAL? 

2 

3 A. AIL-.clunem JH-4 pramu lbc ocr cstimalcl oflhe cost of eqllil)' eapltal derived 

4 from the ducerst.,e model for lbc telephone ~ompany sample. The mimatcs rM8C 

S from a low of7.53 pcrctnt to a hlah of I 0.23 pen:ent. 

6 The cost of equity eapltal for BellSoulh Is cstimated 10 be 9.35 perocnt, 

1 baed 0111 val-wtlahlod avaqe of lbc equity cost of capital for all tclcpbonc 

a boldlna oompanics (c:xdudina BciiSoulh) and the cost of capital for BellSouth 

9 il.ldf. The table below aboWI bow lhJJ ~lahted avcrase cost of equity capitAl was 

I 0 c:omputed; 

II 

WEJGBTED AVERAGE OCF COST OF EQUITY FOR BELLSOUTII 

Welpl lUte WtiJblcd Cost 

A venae ( exclud.ina Bell South) .15 9.53 7.14 

BeiiSoutb .25 8.83 2.21 

WdJlated Cost ofE.qull)' 9.35 

12 

13 FM OTE,Ibc DCF cost ofcqulty is estimated 10 be 9.50 pc:n:cnt. The !Able below 

14 aboWI bow Ibis wtlablcd avaqc cost of cqllil)' eapital was computed: 

IS 

WEIGHTED AVERAGE DCF COST OF EQUITY FOR GTE 

Welpt Rate Wel&btcd Cost 

Avaqc (excludlna OTI!) .7S 9.26 6.9S 

OTE .25 10.23 2.55 

WeJpted Cod of£4ul1)' 9.SO 
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For Cauel and Unlled the DCF c:ost of equity is estimated to be 9.41 pen:ent by 

2 llkina lhc: weiahted averaac of the OC!l cost of equity for all lhc companies in lhc: 

3 sample. 

4 

S Q. WHY DO YOU USE A WEIGHTED AVERAGE TO COMPUTE 

6 BELLSOUTH'S AND GTE'S OCF COST OF EQUITY? 

7 

8 A. There lsalflde,ofl'betwcen two considerations. First, because lhc: DCF approach, 

9 lilcc any approedl, estimates the ~est of equity capital with error, it is wile to usc on 

10 avCfliO. This Is because In the avenging process errors tend to cancel wilh 

I I overeslimal.es olflettina uncXrestimates. Ho__., the DCF melhod dou not have 

12 a mochaniamto adjust for difl'en:nccs in risk caused by dlffi:rlna c:apltalsuuetures 

13 cmp!oyocl by the firmJ in the ample. Therefore, of all !he individual comJ)4!1ies in 

14 the ample, BeliSouth, for example, provides lhc best estimate of BeUSot•th 's own 

1 s cost of capital. In liaht of these two considerations, I feel a weiahted averaae 

16 which assip a% wciabtto lhc: avaagc excluding BcllSoulh and a V. weight to 

17 BcllSoulh is tho best estimate. Usina this procedure, BeiiSoulh l.a given a 

18 sisnlfkanlly laricr wdabllban any of the olhcr companies in lhc san:;>le, but a 

19 miAIIer wdabt than lhc: aaareaate of all tho comparable... 

20 

21 Q . WHAT OTHER METHODS Dr.D YOU USE TO El>TIMATE THE COST OF 

22 EQUITY? 

l3 

24 A. I also used lhe capital asset pricina model ("CAPM'). 
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Q. WHAT ARE CAPITAL ASSET PRICING MODELS? 

2 

3 A. Ca;piUII&SSCI pricing models are nl.'lthematical formulas designed 10 quantify the 

4 trade-oil' between riJk and rei\IIJl. Professor William Sharpe was awarded the 

5 Nobel Prim for dcvdopina the f1111 capital wet pricing. l im I empluy scvcml 

6 upcialed vuianu of Professor Shazpe • s model 

7 

8 Q. HOW DOES THE CAPlT AL ASSET PRICING MODEL (CAJ>M) WORK? 

9 

10 The CAPM !J designed 10 sivc the riJk premium, that is the premium over the rate 

II on Treasury ~ties, required 10 i.aduc:e invC$10.rs 10 hold specific issues of 

12 common stoek. The SWlCian:l CAPM Is aiven by equation (3). 

13 Company riJk premium • Company "beta" • Martel risk pmniwn. (3) 

14 To apply the CAPM for a aJven comp:my. it is ,......,.my to estimate both that 

Is company's beta and the m&rUt riJk premium. 

16 

17 Q. WltA T lS A COMPANY'S BET A? 

18 

19 A. The beta coefficientiDCIIS1UCI the I)'Jiemalic riJk of investing in a company's 

20 eqwty. The CAPM iJ built upon the insiabt thatlnvC$10rs wlll be rewarded for 

21 bcnrina only 1hosc rilb, called l)'llenwic rills, that cannot be elimiiiAicd by 

22 divcnlflcatlon. To Wldmta.od the difference be~n syatematic and non· 

2J systematic risk. coos!dcr a hypothetical investment in Apple Computer. Tbe rlsb 

2A anoela~ with thltlnvcatmenl can be ICCD as aritin8 from two sources. First, 

25 thctc are rUia thai are wtique 10 Apple. Wlll AJ!rlc deslan competitive products? 
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Will computer uscnacccpl Apple's new openlting system? Second, there 111e risks 

2 that affect all common stocks. Will the economy enter a recession? Will war bn:alc 

3 out in the Middle E&st? 

4 The risks tlutt are unique to Apple can be eliminated by diversification. An 

5 inves!Or wbo Invests only in Apple will suffer sianlflcantloaes If Apple' a new 

6 products are a failure, but an Investor who holds Apple alona with hundreds of 

7 other seeurities will hardly notice the impact on the value of his or her portfolio if 

a Apple'• new proclucu fail. lbereforc, risks tlult arc unique to Apple arc said to be 

9 non·syllematic. 

10 On the other band,llllllket·wide risks cannot be eliminated by 

II diversification. If !he economy enten a recession and stock prices fall across the 

12 board, investor~ boldln& hundreds of securities fare no better than investol'l who put 

13 all their money in Apple computer. Thus, economy-wide risks iii'C systematic. 

1 4 The CAPM say1 tb:.t on! y systematic rlJlcs, as measured by beta. iii'C 

1 S associ•led with a risk pmnium. Non·systei'Mlic risks arc not associated with 

16 premiums because they can be elimillllted by cllvmlficalion. 

17 This COO$!! iJ particularly important 1M the detc:rmination of cost of capital 

18 bocat•se the rW: that a COIDI!It!Y will lose customen to competition such as o 

19 network leasina eomJ!!!!Y or a local exchan&• company- is a dlvmlfiable risk 

20 wbicb does not increue the riJit premium accordins to capital market theory." 

21 

22 Q. HOW DO YOUCALCULATEBETA7 

23 

24 A. Beta Ia typically calculoled by A procedwe called rcaresslon analysis. In ~q~TC&tion 

lS analya.ls, the returns on the aubjcct IIOclc (the dependent variAble), arc rcgreuod 
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against !he returnS of a markC1 ponfolio of stocks (f~uently the S&P 500) to 

2 estim•tc lllliltically lbcdcp tbat the inclependent variable movements in the 

3 marke1 por1folio have caused the returnS of the subject r.ompony. Using !.his 

-4 statistical100l, tbercfore,lbc sensitivity of a S!Odc to movemenll in !he markC1 can 

S be es1lmaled. TbU JCo.sltivity is wbat detcnnines beta. ln tJili case, I used Dow 

6 Jones Bet. Analytic:~ software to obtain betas computed on five yean of moDihly 

7 mum d.tla lhrouah December 31, 1997 for BellSoulh, om and !.he comparable 

8 compeniet. Dow Jones Bcca Analytics iJ a common 50W'CC for betas used by 

9 finanoc professio.lllls. Returns on !.he S&P SOO "'-.:rc used as !.he mtltkct proxy. 

10 Because beta is mcuurcd wllh error, !he avenge bela over all the comparables i.s a 

II more accurate indicator of !he true betA than any individual estimAte ofbc:la. 

12 aetas can also be calculalcd over other time: periodJ and usina difTc:rcnt 

11 obscrvntlon lntcrvaiJ. For cxamplc:t, for newer mlllllcr comP4J1ies one year of d.tily 

14 dala arc often used to mc:asurc beta. ThiJ b bec:v•"' the true under! )'ina beta is 

IS likely to be cbanJing for such oompanl.es and because fiV<l yeozs of data arc oflcn 

16 not available. The dtawblclt IJ thallhe shorter sample period and more f~ucnt 

17 observation int.etVIlllnaeasc QleaSW'elllcnt error. In thiJ ease I concludc:d lhatlbc 

18 sample oompanlcJ we-e sufficiently Jarac, c:stablishcd and stable !.hat it was more 

19 approprillc to use fiV<l yean of moothly d.tta. wblch Is consistent wllh lhc: 

20 m~ology used by many instltutlollll providen ofbew,lncluding Merrill 

21 Lynch, s&P Compusw and Wll.lhitc AssociaLCS. 

'2.2 Wbilo t.cchnoloaic:al and lcaithllive ebanac has impocttd !.he 

2J teleeommunicat!OI'IIindustty,lt iJ equally elc:a: from publicly available lnfomuuion 

2A !.hat such change has been Mtleipatcd and considered over time by lndu.!lry 

25 paniclpanlS. financlaliii&IYfi!J and credll•lltin& aac:nclc:s. The telephone holdlna 
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oompa.nie~lnldc 'lery efficiently, so risks that arc anlicipaled are impoWICkd in lhe 

2 telephone holding companie~' stock pri.ces rapidly Dnd fairly." 

3 Before avengina individual betas h Is ncccssary to take acc:ount of the (net 

4 tlllllbe various comparable companle~ have differing amounts of debe in thdr 

S capilal ~ "Ole amount ofa company'' dd>4 levefa8c a1Tcc:1s lhe riaklness of 

6 lu stOCk returns and thereby its beta. To take IIIX'Ount of this, a twa-Slep pcocedw-e 

7 i1 used 10 estimate the average beta. l'irst, the raw betas (I.e. be1AS computed using 

I lbe Dow JOOCI roftwue without ~eeounlins for capital suucrurc diffctcnce~) are 

9 Mtimated for CIICb of lbe sample companies. Second. the raw be1AS are ''unlevcred~ 

10 usina staodMd li.Danlcial economic formulu and based on the market value: 

II debt/equity ratios of each rcspcetive compDny as of December 31, 1997. The 

1'2 

13 

formula for ''unlcvering" a raw, or "levered" beta is, 

B, • Bt, /(1 +(I· TJ x DIE) 

14 whcte, 

IS B., • the "unlevered~ beta, 

16 B, •!he "levered" beta, 

17 E • the value of the sample company's equity; 

(4) 

II T, • the corporate we rate (typically an average rate for the samplr); 

19 D • the value oflbe sample company's debt. 

20 This pull all the be1AS oo comparable tatru so that they can be avcrqed. 

21 ODCC lhe avcrqc bas been e~timated, lhe beta for nny individual compDny 

22 is cmimated by "rc·lcvering" using a simple vorinnt of formul4 (4) which solves for 

2.3 Bv tho "lcvctOd" bela. 
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2 Q. WHAT IS YOUR ESTTMATE OF BETA! 

3 

1 8 0 

4 A. My raw (levered) estimlla of beta.., prc:IC'J1tcd In Arteduneat JH-S. They vary 

s from a high of 1.11 t.o a low ofO.SS on a leYC'I'Cd bull. AJ I diJQIUcd above. 

6 however, the betas must be unlevmd filii to adjust Cot the difJ'erentiiJTIOunt of dcllt 

7 leverage employed by the Individual oomplnie~ before caJc:ulatlna an averqe. 

I Attadlmcnt 1H·S abo &bowl the unlevcn:d beW and their average. The averqe 

9 unlevered bela for the entire tamplc iJ 0.64.• The average unlevcred beta iJ re-

ID levered using the formula di.,JACCI abo\c"' t.o take BdiSoulh's 1997 capital 

II IU\ICtllre iDlO ICX'Oimt, urlvfna Ita beta of 0. 7:1 foe BclJSouth. The re·lcvm:d beta 

12 for GTE i.a 0.71." 

13 

14 Q. IS THERE 01 H£~ INFORMATION mAT SUPPORTS THE BET A 

15 ESTlMA TE THAT YOU \JBE IN YOUR ANALYSIS? 

16 

17 A. Yc:s.ln additioo t.o the betu oblalned from Dow Jones Beta Anslytics.l obWned 

II prcdJcled betu &om BARRA BARRA (formerly Rosenbcti A noci•tcs) i.a an 

19 lnlanationally lr:nowD finandiJ coasultina ftnn providina risk measurement 

20 services t.o invesuncnt ~en, COipOt81ioru. consu!Wlts. Jeeuritic:s dealm and 

21 tnden, and IIIIL1ter CUSiodi•M The pmtktcd bew an: developed usfna 

22 IOph.lltic:atcd finaDc:ial modellna tcc:hnlquc:s whlw eccount for fac:ton which Impact 

23 the fUture risk ofa company. Unlln eonvenllonAJ regreuion beW therefore. the 

24 BARRA betu do not rely JOicly on hlat.orical at.oek reiUmJ and expllellly consider 

2S forwanf.Joofdna projcc:llona. Copeland. Koller and Murrin recommend the usc: of 

ll 
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BARRA prcdlcted betas." The prcdlcled BARRA betas are 0.76 for Bell South nnd 

2 0.7S for OTe. These are relatively tlo110 to the relcvered betas ofO.n for 

3 BeJISoulh and 0.78 for OTE that I bal'll C41culoled. !!I were to iruiead use the 

4 BARRA prcdlcted betas for the telephone holding companies in my sample, the 

s valuc.-wciahtccl uni<:Va'CCI bela would be .64, the same as what I c:alcullllcd uslna 

6 hl110rical betu. Therefore, the retevered betas would be the some whether I used 

7 the historical betu or !he BARRA betas. 

8 

9 Q. BOW DOES THE BET A RISK OF THE COttlPANl ES lN YOUR SAMPLE 

10 COMPARE WITH THE BET A RISK OF COMMON STOCK 

11 GENERALLY? 

12 

13 A. By dcfiniti.on, thc beta of aU common Jlock sencrally (in other wonb, tl~e belli of 

14 !he IIIJritel) Is 1.0. l'bcrefore, it appean th:u the beta of telepbooe 110tb I~ less 

Is than tlult of common IIOeb generolly. This m041U tlult investments in telephone 

16 compiDY stoCks are less risky than investmentJ In typical industrial companies. 

17 Consequently, the oost of ~U~plllll for telephone companies should obo be less than 

11 it is Cor thc average lndUSiria!IIOCk. 

19 

20 Q. WHAT DOES YOUR BET A ANALYSIS IMPLY THE COST OF EQUITY 

21 CAPITAL SHOULD BE lN nus CASE? 

22 

23 A. Bela alone II Insufficient f« est I marina the cost of equity caplllll. To apply the 

24 CAPM it is aiJo ncce:JSary to estimate the market risk premium. 

2S 
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Q. WHAT IS THE MARKET RISK PREMJUM? 

2 

3 A. The riak premium on !he market is !he amount of added expected rctwn that 

4 lnvaton require to bold a broad portfolio of common stocks (a pro)()' for !he 

S market u a whole) instead of riJic.fm: Treasury 6CCUI'itlcs. 

6 

7 Q. WHAT TREASURY SECURITJES ARE USED TO MEASURE THE RISK 

I PREMIUMf 

9 

I 0 A. Bc:ce•*lherc arc O'oU I 00 iuucs of Treasury 6CCUI'ities, some convention iJ 

II roquimi. Commooly, lbc riJic pmnlum is meuureo over both sbort·tcrm Treasury 

12 bills wilh a maturity o( one to lhtee months a.nd lona·tcnn Treasury bonds wilh a 

13 maturity of 10 to 30 years. In lhb study, ! usc one·monlh Treasury bills and 20. 

1• year Treasury bonds UJ!n& lbbotaoo Auociatca' and Jeremy Siegel' I data 11oing 

IS back to 1802. 

16 

17 Q. HOW IS THE M.AlUCET RISK PREMIUM ESTIMATED? 

II 

19 A. Tbc market riJic pmnlwn can be estimated two "''Y•· F'U'SI.Ibc OCF approach can 

20 be appUcd to lhc marma a whole. Second. lhe pmnium can be estlmaled by 

21 examining historh:al W. on lhc difference between lhc return on a broad portfolio 

22 of common ltoCb and aaociatcd Treasury ~«Uri ties. 

lJ 

24 Q. trOW CAN THE DCP MODEL DE USED TO ESTIMATE THE MARKET 

15 RJSK PREMJUMf 

3S 
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2 A. Two ltqii!IIC required to "''""IC lbc l1llrilct risk premium usma !be DCF mock I. 

3 The lint 11ep is 10 compute the DCF expec1Cd mum (a.nolha- word for the cost of 

4 equity) for the martclu a wbolo. Deductina lhe risk-free ,..e from lbc ex~ltd 

s return gives !be l1llrilct risk premium. 

6 

7 Q. WHAT IS THE DCF ESTIMATE OF TilE EXP£-CT£0 RETURN ON Til£ 

• MARKET1 

9 

10 A. The IW1ina poiDI for eslirnatlna lbe nf""CCICC mum on !be market iJ the S&P 500 

II index. The sample is then limiiCd to tl1ote S&P 500 companies that pay a dividend 

12 of utleu12 perccu1 oo l.bc (lroWlCis tballbc DCF epproeeb may be less occuratc for 

13 companiq tbal pay 11111111 divldencb.ll The sample Includes larse companltJ for 

14 which the data is conJidcreclto be reliable for purposes of OCF estimates. For the 

IS scloeltd companies, lbc lhroe·rtsac DCP model is oppliod in lbc wnc fuhlon u It 

16 wu ~ppUod 10 lbc sample of tclcpbone companies. Finally, lbc individual DCF 

17 cs:tim••es for l.bc ample companies IIIC IVC11lllcd· Tlu; 3vcraae. which comes out 

II ID be 9.82 perecnl, is used u an atimatc of the exp«ICd return on the market u a 

19 whole. 

20 

21 Q. GIVEN THE EXPECTED RETURN ON TilE MARKET HOW DO YOU 

22 CALC\JLA TE THE MARKET tUSK PR£MJ UM? 

2.3 

24 A. The market risk premium is compuiDd by tubtraetlna the risk-free nne from the 

2S expected rcnun. In l.bc cue of the 20-year Trc:uury bond this iJ stral&htforward. 
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The calc:ulorions arc shown in AuaduncntJH-6. The Auachment shows lhAt u of 

2 Ikccmber 1997,1be 20..year bond yield was 6.02 pc:n:cnL Suhtractin& 6.02 from 

3 9.n puc:cot aha a market ri•lc pmnium over lona·tmn Trusury bonds of 3.80 

4 pcn:ent. 

S In lhe cue of one•month Treasury btliJ the situation is more complicated. 

6 B«autc lbc aoaJ oflbc analyria l.ato estimate the lona·run cost of capital, u.slna a 

7 ooo-month intc:ral rate e&n be mWcadina. A more appropriate choic.e ia the 

a a~c return oo Ol»iDDO!Ih Trcaswy billa that is expected to obtain over tlte Ions· 

9 tcm1. This can be caloulaud u.s~ the foUowina 1\\'0-ltep procedure. Fln1. 

I o compute lbe Jooa-nm biJiorical difl'm:nce between !be return on oac-monlh 

II TI'CUU%)' bills IDCI the return on 20.ycar Trcaswy bonds. Second, subcractlhAt 

12 hisloricaJ diJTcrent:e from !be C\ltrent yield 00 2().ycor bond$. Tbc difTerencc llh~ 

13 a forward-looldna market estimate of the avcnaac expected yidd on one· month 

14 Trcaswy birls over the ncxt20 yean. Attaebment JH·7 shows that the avcruac 

1 s cJqlCCted one-month Tlalwy bill nte over the Ions run iJ 4.53 pen:ent u of 

16 Dcc:anber 31, 1997. Sublnlctlna thla ratcfrom the Cllpeeled mum on lhc morkct 

17 ahu a marllet risk premium over Treasury bills of S.29 pc:n:cnt u shown in 

II Anachmcnt JH -6. 

19 

20 Q. WHAT IS YOUR HISTORICAL E.!)TJMA TE Of TO£ MA.RKET RISK 

21 PREMIUM? 

22 

23 /\. The hlst.orical risk premium Is !kilned u the hlslorical difference bet'WCCn the 

24 return on the llock market and the risk·f- rate. The proper eJtlmate of tho market 

2S risk premium iJ a question lhatl1 dlJputed amooa both acackmlc.s and pniCiltloncrJ 
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with reprd 10 two pri!IW)' issues. First, when lliUI.Iy.ting historical d414, should an 

2 a.ritbmclic or geome1rlc avu.ge be used to calculate the h~orical avcn~ge risk 

3 prcrnlum? Seoond, over what period should the IVCflii!O be computed to ~CC:urately 

4 capcurc the risk premium expected in the futw-e? Spcc;ificdly, should the entire 

s sample period beck 10 1802 be used, should the Ample period be limited 10 post· 

6 1926 when 11101'11 eompkm data became available, should only post-war data be 

7 employed because the role of i()\'CI1UJ\mt in the economy hu changed 

a fundamentally aloce the BJftl cleprcmon, or should even more ruent <1414 be used? 

9 With rcgan!IO the type of avenge, many academic authors favor the arithmetic 

10 over the geometric." Others, however. recommend u.sing the geometric nVCfllge 

II because uilhmctic averaaes aro biiiSCd by the mCIL!I\Uelllent period.".» With regard 

12 to the sample period for computing the ave111ge risk premium, Ibbotson arguct that 

13 a long data series is requiTed so that the equity risk prcmlum Is not unduly 

14 iniiiiCDCod by very BOod or very poor short-term results. The 1996 Yearbook 

IS publlJhcd by Ibbotson Aaoclale5 suggestS that the post-1926 data compiled therein 

16 providca a 1tp1 csenwtive period of rcrums !hat c:an oc:cur under diverse economic 

17 circ:ums1anccs.77 However, Ibbotson has recently cautioned that the long-run stock 

18 merkel rctums cnlculaicd by his firm may not prove predictive. He believes thai 

19 the U.S. b not as rUky as It was in 1925, suggcsdng that lower rctWN will be 

20 experil!ll(:ed in the futuro. lbboiiOn also states that hlt hbtorieal avenses overstate 

21 the forward-loolclng cost of equity bec:ausc of survivorship biu." For eXAmple, 

22 the U.S. atoek m.v1c.et IIIIVivod despite the GreAt Dcprcasion. ~of 192S, however, 

23 tbcre exiJtcd a risk that tbc stocl: masket would be entirely wiped OUI-«5 happened 

24 in Ocrmany, Jap~D, China and RussiA. If these countries"''= included in an 

2S average, historical rctumJ would be much lower." 
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Based oo aa e..alysb of dala aoina bide 10 1802, Siegd pruenu conv;nclna 

2 evidence thlt the risk pre:mlum wu abnormally hiah after the U.S. wmt orr the 

J sold l1aodud raullina £tom =ticipeted innalioo "'tuch reduced the real mumJ 

4 on booda. He oocea tbll the cwm~t equity pre:mium ~ppcar~ 10 be mwnlna 10 the 2 

s • 3 pcrccot ranae that exUied befon: lho accond '.-orld war)O Blanclwd allo 

6 pruenll cvidenco that the risk premium bu declined to 2 to 3 percent in recent 

7 yeu1 and IIJIICI that cilhct the DCF approadllbould be employed In Jll;acc of 

* rei )'ina on ao ~ ?r more n:ca~t dala sbould be IJ3cd.11 Similarly, Rapp.pon 

9 ow em the 111e ofioll&-4Cmi•YCfliCI. He swa tbll the rdative risk ofboods has 

I 0 iDaeaccl over tbe pal two do-wles, lhcn:by lowcrina risk pmnlums 10 a ranae 

II from 3 10 S perc:a11. » 

12 In tiabt ofchetc qiiCitions, An.Khrncnu JH-6 and 8 prncnt both DCF 

IJ efllmatet of the marlcd risk pmnlum and biiiOricalav-ac:s computed using both 

14 arithmeti<: and gcotlldric averages calculated over variOUI periods of time. 

IS 

16 Q. GfVEN THE INFORMATION IN A1TACHMENTS JH-6 AND 8, WflA T IS 

17 TOE BEST MEASURE OF TilE MARKET RJSK PREMTUMT 

II 

19 A. TaJdna ICCOUIIt of all t.bc lnfonnatioo in AIIIC.bmcnu nt-6 and 8,1 cooeludc that 

20 the 1 ~»~able estinvtc:s of the martlt~ risk premium an: 7.5 pcrcc:nt over one-

21 mootb Treuury bills aod S.5 percent over 20·ye&r Trcuury bonds. These estimAtes 

12 an: conservative (I.e., on the blah side) in lho sense that they arc above the avcnaac 

2) premiums obsa'vcd In a majority oflho pcrlods,lncludina lho full &ample, and an: 

24 ~than those Implied by lho OCP analysb. Aho, Damodaran UJCS a S.S% risk 

2S pmnlwn over 20-ycarT'rcuuty bondJ, while Copeland. Koller & Murrin 
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RIOOIIUIICDd usl.og aS to 6 pcnlCllt risk pmnium.11 Additional infonnation 

2 iodlc•ting IIIII my choice iJ COfiSCt'Yali"" is provided by the statcmen1 of a 

3 couespoodent for Fortune llllliaDne, who incilcatcd !hat ''(t)o venture into the 

• voladle stoclt markd Instead of cozying up to bonds, investon~ rishtfully ~~ a 

5 superior retum from 1100b. In fact, they expect to beat the bond mwn by four full 

6 perccntaae polnrt-10mething cal.led the risk premium on stocks ... ~.)' Similarly, 

1 1M Ecor1<1mllt statoc1 In Its Octobe:r25, tm 1uuc that •recent studies (rcprdlng 

a risk pmnium) fllUesl a c:urrent figure of one to four pm:enlllge points. "11 

9 Moreover, In its l990 Rate Rc:pracripcioa Order, the FCC asr-J with the position 

10 of tho Consutnc!r Coalition that the risk premiums used by the LllC's experts were 

II unn:allJticaUy hish, plrtleularty when compued to those used by financial analyw. 

12 The FCC ella the CollSWllCl Coalition cxpcrt'1 testimony that w ... the Wall Strcct 

13 analyst rcporu, relied upon by the RHCs to support their positions on other issues, 

1• use much amaller risk premiums, ranging from 2.0% to S.4%."" 

IS 

16 Q. GIVEN YOUR ESTIMATES 0 f BET A AND THE MARKET RJSK 

17 PREMWM WHAT IS THE APPROPRIATE ESTIMATE OF THE C05.T 

IS OF EQUITY CAPITAL? 

19 

20 A. To review, the CAPM says that, 

21 Cost of equity capital• Rls:k-fn:e rate+ Beta • Market risk premium. 

22 Applylna this eqllltloa usina the long•nm, expcctod, one-month Treasury bill ra1c 

23 as tho measure of tho risk free rate gives: 

24 &liSouth's Cost of equity capital• 4.S3% + 0.72 • 7.5% • 9.93%: 
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OTE's Cost ofequil)' capllal• ·4.S3% + 0.78 • 7.S% • 10.38"~. 

2 Notic:o thAt in the preceding equation the expected long nm Treaswy bill rate ova 

3 the next 20 ycus is used, not the clJITC.IIt one> month T mu111)' bill rate. 

4 Applying the CAPM equation using the: 20-ycar Treaswy bond as the: 

S mWW'C of tho risk freo raiC aive~: 

6 BcUSouth't Cost of equity capital• 6.02% + 0.72 • s.w.-9.98%; 

7 OTB's Cost of equity capital• 6.02%+ 0.78 • S.SY. • 10.31%. 

8 Tbcsc estimatet are close to the corn:sponding estimates obtained using Treaswy 

9 bills as the rne&si.R of the risk-Ike rat~. In lisJ!t of these resultS, I use the avenge 

10 of the two as the CAPM c:sllmale of the cost of equil)' capital: 9.96 percent for 

II BdiSouth,llld 10.35 percent for OTt!. Ccntel's and United's CAPM cost of equity 

12 capiw is estimlltOd u the &\U~Be lfor the wbolc sample IJid Is 10.08 pm:cnl. 

13 Q. HOW DO YOUR CAPM RESULTS COMPARE WITH YOUR DCF 

14 ESTIMA TF.S OF 1llE COST 0 F EQUITY CAP IT A1..? 

IS 

16 A. The CAPM-derived cosll of equity an: on ovenge about 6S basis pointS higher thAn 

17 the DCF costs of equity. Given the: difficull)' of estlntQting the: co51 of equil)' 

18 capiw, the diff~ are relatively sm~ll and hence are reassuring (see 

19 Attaclunent1H·9). 

20 

21 Q. COMBINING THE TWO METHODS, WHAT IS THE COST OF EQUITY 

22 CAPITAL FOR THE COMPANIF.S? 

2J 

24 A. The two estimates of the cost of equil)' capital produced a nnge for Bell South of 

25 9.3S to 9.96 penlCIII, for GTE- 9.SO to I 03S pm:cn1. I fed the best o~'Cf'I.!J 
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CSiimatc iJ approximately the avenge of lhe three-stage DCF and CAPM cost of 

2 equity esdmales. The oost of cquil)l capital tlun I usc in t!IC WACC calculatlom is 

3 tbmfo.rc 9.65 pen:ent for BcllSoulh, 93l pen:ent for GTE, and 9.74 pen:a~t for 

4 Centel and United. 

s 
VII. 6 

7 

8 

CAPITAL STRUCTURE AND THE WACC 

9 Q. WHAT IS MEANT BY THE "CAPITAL STRUCTURE" OF A BUSINESS? 

10 

II A. Most Amcricen busine:ncs ate financed by a combination of equity (common 

12 IIOck) and debt (l.llllluding bonds and bank loans). The capital SU'Ik"ture rcfen to 

13 lho fraction of debt and equity used to finance o busi!IC$S, In temu oflhe WACC 

14 forrnu.l.l pn:$attcd at lho outsel, lhe capital strucrun: is cklemlincd by the fUIIUleing 

1 s wclghu. w, and w4• 

16 

17 Q, ISTHECAPITAL STRtJCTUR£ RELATED TO THE RISK OF A 

18 BtJSINESS? 

19 

20 A. Y c:s. As dilcusscd earlier, companies lhat face greoter opc:ratins risk lend 10 tAke 

21 on less debL For elCADlple, m05t computer softwlln: and biotechnoloi)' componi.es 

22 typically have vir111ally no ckbt in their capital suucture. 

23 

24 Q, HOW DO YOO ESTIMATE THE CAPITAL STRUCTURE FOR A 

2S PARTICULAR BUSINU.SS? 
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The goal Is to estimate lhc Ions-run tatgct financins WC"ighttlhAt a mlional, 

lnfonned rnanaacmmt team would employ." lflhm: arc companies participating 

In comparable busi~ activities, the accepted solution iJ to use their ob$cm:d 

capilalsuuciUI'C as the stAJ'tlns point In this case, however,lhc comparables arc G.! I 

riskier than lhc bu.sincM octivity In qUCJtloo (lhc provision of unbundled no<twork 

elements and univmal service) because of the occeasity to use data that ore: only 

available at lhc holdlns compMy level. 

Alan Shcpiro states lhm: 

M(l)n multiproduct fums, the requirement !.hAl pmjectt be of 

homogeneous risk is more likely to be met for divisi.oDJ 

than for lhc oompeny as a whole. This suggcsu that the UJC 

of a divisional cost of capital may be valid in some cases in 

which the usc of a compenywide cost of capital v.'Ould be 

inappropriate. CoosJornetale firms that compete in a 

variety of different product ma.rltett ... oftat estimate 

scplll1ltc divisional costs of capital that reflect both the 

ditr=ntial risks lUid lhe diiTcrcntiaJ debt capacity of each 

division. 

The estimation of lbese divi•ional costt of capiiAI is tricky. 

Alllh~: finn obsetvllS is !LS overal l cost of capll41. which Is a 

wclablcd average of i1.1 divisional costJ of capillll."" 

For oow I ~~~~ UJina lhc holdins company infonnlllion because of the dlta 

llmil41ioo. 
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2 Q. WHAT ARE THE CAPlT AL STRUCTURE WEIGHTS FOR YOUR 

3 SAMPLEOFCOMPANIES? 

4 

S A. The cumnt capital structu:es for my 111111ple of componles is shown in Aunehment 

6 m -10. Notlcc that the comparbon depencb on whether book value or market value 

7 wciahts are IIICld. At thb junetu:e, thm: remains a debate among academies, 

B practitloncn, and forensic experts reaardina the choice between book ond market 

9 weiaht.s. In tnldltlonal r1lte or return hearings, c:apital structun: is typically pteSentcd 

10 in tcnns of book value wd;hts. 

II The avcnae book value debt welaht for the 51101plc companies is 57 percent 

12 as of December 31, 1997. Bei!South's own debt weight b 42 percent, GTF.'s - 69 

13 percent. In terms of market value weight, however, the debt weight is lower. The 

14 avc:raae for the full 111111plc is 20 percent, while Bci!South's debt weiaht is 17 

IS percent and OTE's-26 pcn:ent. However, maricet value debt welghts of the 

16 holding companies probably Wldematc long·run wget debt weights in the canltal 

17 siiUCIUre of the octwork elerncntleasi.ng business as discussed in detAil in Section 

18 VIII below. Consequently, in this case: 11 is inappropriate to rely solely on current 

19 market value upllal sUucture weights of the telephone holding companies when 

20 ealeulatina the WACC for the network clementleasina busincas. Tbctcfon:,l apply 

21 the WACC formula using both book and mArket wciahts to establish a runge. 

22 

23 Q. WHAT CAPlTAL STRUCTtrKES WEIGHTS DO YOU USE IN YOUR 

24 SAMPLEf 
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Olvm !he clbpmioo In capilal structw'c wei &his. I use !he avenge: wdghu in my 

W ACC c:alculallons. Both book and llUiliet ovcrage3 are c:mploycd to estabiWl o 

range . 

GIVEN YOUR PRECEDING TESTIMONY, WiiAT IS THE LOWER 

BOUNDARY OJ THE APPROPRIATE RANGE FOR THE WEIGIITED 

AVERAGE COST OF CAPITAL FOR EACH OF THE TELEPHONE 

COMPAHIES IN CONSIDERATION? 

1bc blblc below compules !he WACC from the C3timAte3 of the cost of debt, the 

cost of equity lllld !he capilalatructurc: clcvclopcd in my preceding testimony using 

book value capital structures. 

&USoutll'a WACC Baed On Ann 1e Book Capital Strntvrc Wdpu 

Equity 

Debt 

Weight 

0.43 

0.57 

Bdi.Soatla'1 WACC 

RAlc 

9.65 

6.65 

Weighted c.ost 

4.15 

3.79 

7.94 

GTE'• WACC Baed On Ann 1e Book Capital Strvctlare W~lgbu 

Equity 

Wclaht 

0.4) 

Rate 

9.92 

4S 

Wclshtcd cost 

4.27 



O.S7 

2 GTE'aWACC 

6.8S 3.90 

8.17 
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3 CcaUI'a ud Ualtcd'• WACC Sued 011 Avuqc Bo<lk Capital Strudllre Wtl&bll 

4 

s 

6 

7 

• 

l!quity 

Debt 

Weisbt 

0.43 

O.S7 

Cadd'• aad Ualttd't W ACC 

~ 

9.74 

6.63 

Weighted cost 

4.19 

3.78 

7.97 

9 Q, WHAT IS THE UPPER BOUNDARY OF THE APPROPRIATE RANGE 

10 FOR THE WEIGHTED AVERAGE COST OF CAPITAL FOR EAClt OF 

II THE TELEPHONE COMPANIES FOR WHICH YOU ARE ESTIMATING 

12 TBECOSTOFCAPlTAL? 

13 

14 A. M tho oeiWOrk elclnentleaslng busine.u iJ less risky than l.bc overall rUk of a 

IS telepbouc boldlna company, estim4ting a cost of eapital using a ltllltket value: 

16 capltalltniCtl.lre (wltlch results in a cost or capital estimAte for the te.lcpbollt' 

17 boldiaa &:Ompany 11$:11) will provide an upper bowxl estimate or the cost or capital 

18 for tho network element leasing business. 

19 The table below computes the WACC from the ~tcs of the cost of debt. 

20 tho coli of equity and the capital structure devolo~ in my prccedlng tetlimony 

21 111ina marlcet value capital suuctures. 
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Bd&Soalll'~ WACC Bucd Oa Avcrap Marktt Capital Stn~cture WclflhtJ 

2 Wei&ht Rate Wci&b!Cd cost 

3 Equity 0.80 9.6S 7.12 

4 Debt 0.20 6.6S 1.33 

S BeiJSoutb't WACC 9.0S 

6 

7 GTE'a WACC Sued Oo Anraac Marktt Capital Stn~cture Welflhll 

a Weig)lt Rate Weighted cost 

9 Equity 0.80 9.92 7.94 

10 

II 

12 

0.20 

CTE'aWACC 

6.8S 1.)7 

9.31 

13 Ctotd'a ud Ualtcd'• WACC Bucd Oa Annae Marktt Capital Stn~cture Weights 

14 Welsh! Ratc Wcig)ltal cost 

ts Equity o.ao 9.74 7.79 

16 Debt 0.20 6.63 1.33 

17 

II 

19 Q 

20 

21 

Cealtl'a aad Unlled' a WACC 9.12 

OVERALL WHAT DO YOU CONCLUDE lS A FAIR EST IMATE OF THE 

COST OF CAPITAL? 

22 A. I believe a fair esdm"e 11 the midpoint of my ""'ae. Avt111ging 7.94 and 9.0S.Ihc 

2) mJdpoint comes to 8.50 percent for BeUSouth; for 011! 8. 74 prn:cnt b the 

2<1 midpoint of tho I1IIJiC from 8.17 to 9.31 percent; Md for Ccntel and United 8.SS 
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Q. BA VE ANY TELEPHONE BOLDING COMPANIES MADE COMMENTS 

2 TO THE PUBLIC REGARDING BENEFITS TO DE DERIVED FROM Till: 

3 PROVISION OF NETWORK ELEMENTS TO COMPETITIVE LOCAL 

4 EXCBANGECOMPANIES? 

s 

6 A. Y e& BdJ Atlantic: has awed In a previous posting at ill intcmel site that the 

7 business of nroviding necwort el.cmcall represents a m'COUC opponwlity for the 

a company, ln lhatlhcto would now be lliAiliY more uscn of ita network wi•hout the 

9 need 10 IDib ldditional capilli cxpcnditun:s. Bell Atlantic's SlalcmcnlltO the 

10 public indiCIIC that tho network element leasing buJinm lssubjce11o much less 

II rbk than l111111All local exclwlge business In the cnvironmcm erc:nted by the 

12 Tclccommunlcalions Acr of 1996. 

13 

14 Q. WHAT RJSK8 ARE ASSOCIATED WJTil THE BtJSlNESS OF ~LEASING~ 

IS OF UNBUNDLED NETWORK ELEMENTS? 

16 

17 A. Tbctc is stl.lJ the risk ofregulalion itself. The rate ofmwn a ~-oric is allowed to 

II earn depencb on the outcome of proceedings such u this and remains somewhat 

19 UIIOCI14in. That risk can be substantially reduced if this Commission adopts 

20 compensatory Corwan!-looklng pricing rules thai !ell invcston that telephone 

21 holding complllles will have the opponunity to rcc•wcr all efficiently-Incurred 

22 00111 on a forward-looking bulL In llddll.lon, then= remains aome risk that 

2J OIIII.SIIIDCn, J*tlc:ulady busbcss uscn, will bypass the ncrwork u other ahemati va 

24 become available." These rislu, hoWI'vcr, are subs14ntlally less lhllll tile risks faced 

Sl 
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by telephone holding companies' other businesses. some of which arc (or may soon 

2 be) JUbjcct to competition. 

3 Q, IS 'JliiRE A SIMPLE WAY TO DISTINGUISH TilE BUSINESS OF 

4 LEASING THE NETWORK FROM PROVIDING LOCAL SERVICE? 

s 
6 A. Yes. Think ofln~ telephone holding companies, for example BciiSoulb. as 

7 belna composed of K'JIUa1c ~units. One busiacss unit owns the ne1worlc 

1 and leua oecworlc dementi to all local savic:e providm, lneludlng both 

9 competitors and the tclepbooc companies' other business unill that are involved in 

10 tbc provision oflocaltc:Mce. Whettas lbo!e BdiSouth unlll Involved In providing 

II locaiiiCtV!c:e arc In businesses that (If prices are 8d app10pr.atcly In these 

ll proccedllliiJ) wlU bo faced with new competitors, lhe unit Involved in lca.ting the 

13 networlc which all the competitors lllccd 10 UJe has vinual monopoly power IUld 

14 fiCa much leu risk. The sample of companies used in my IIIUilysis for which the 

1 s cost of ddund equity ce estiiiiAh:d iJ composed of diversitlcc! telephone 

16 companies. As ltlascd earlier, these companies operate a varie1y of businesses, 

17 virtually all of~ fao:e a gn:at dc4l more operating riJk than le.aslng a local 

II cxebanae txtwodt Of providJoa univcnal savice. This hu bocn clcul y m:ognined 

19 by fiMIIC'Ial analysll and tbc bond rating eacneies. 'Tbe company 10 which the 

20 WACC lhould bo ~ppUcd, ho'We\le!r, is one which is involved exclusively in leasing 

21 nc:tworlc &.cilltles and the provision ofunlvcrsaliiCflicc. Under these 

22 clrwmJtance~, using a hl&l~U debt weight than the current marlcct value weights for 

23 the aamplc companies il one way 10 take aceount of tbls problem~. 'Tbe blgbcr debt 

24 weight may bo more repmentative of the IArJICI capltlll stru<:tun: for the low-risk 

2S network clcmcntlc:uing busincu. 

S2 
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2 Q. HAVE YOU SEEN ANY INFORMATION TO THE PUBUC WHICH 

3 CONFIRMS THE REASONABLENESS OF YOUR COST OF CAPITAL 

4 RANGE' 

s 
6 A. Yes. Salomon Brotbcn in ils January 1996 report "Regionallkll Operat!na 

7 Companies-Opportunities Rio& ..• While Dan~ Calls~ suued !hat "(b]ased on 

8 our estimates, the RBOC. currently have an average weisJttc:d eost of capital of 

9 IIPPf"(IXimalcly 8.6%. In order to value the RDOCa on a level playing field, we tned 

t 0 the same diaeount rate in each DCF. Spcc:ilically, we used a discount rato of I 0"1., 

I I w!Uch we believe mould be the minimum return an investor would expect in order 

12 to entice him to invcatln a acc:urity, despite the fact tJrls is alisJttly •bow the cost of 

13 capital." AJ10, as p11t ofits proposed merger with NYNEX. lkll Atlantic 

14 auhmlued to illlhateholden a joint proxy lllatemenllprospcctus on September 18. 

15 1996 in which Bell Allamic's investment advl10r, Merrill Lyndl. performed a DCF 

16 analysis of the two oompenles' relative market values, estimalina a cliJCOunt nne in 

17 the ranae of8 to I 0 percent for the telephone company portion of its portfolio of 

1 a businesses. 

19 

20 Q. SHOULD THE COST OF CAPITAL F.STIMAT£ ACCOUNT FOR 

21 QUARTERLYCOMPOUNDlNG? 

22 

2:3 A. No. Telephone operllins compenlc:s roedve poymenu for the usc of their network 

l4 clements on a monthly buiJ, and consequently, arc able to reinvest their cash nows 

2S on an approximate monthly basis. This l.s a more frequent buiJ than Investors 
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receive their quutcrly dividends from lbc telephone holding companies. Thus. !he 

2 eifoc:tivc me thallbc telephone companies rccdvc is the allowed rate>- CUi 

3 detc::nniocd in this bearing- compounded monthly, regardless of tho fact that a 

4 telephone holcllna company pays dividends co investors quanerly. l flbc 

S CommJQ!on allows a rmc which is estimated usina a quancrly compoundina DCF 

6 model, !be telephone bolcllna companies will aec an efTocrivc raiC compounded both 

1 quart.crly (as allowaf) and monthly (as IC:fUAIIy rccci-t). To be precise, theteforc. 

8 if qlllltcl'ly compoundina It allowed, the 0051 of equiry would also have 10 be 

9 dccompoWldcd to IIC.WW:I1 for tho fxt thai the telephone boldina companies wlll be 

10 able 10 reinvest its ptoc:ecds on a monthly basis. The nee effect would n:sult inn 

II Iowa- allowcd rate than 1hc annual DCF cost of equity proposed by me. 

12 CoDtCqllllntly, tho usc of a OCF cost of equity deccnnlned using the annwtl fonnula 

13 It conservatively high. 

14 

IS Q. SHOULD THE COST OF CAPITAL ESTlMA TE BE INCREASED FOR 

16 EQUITY FLOTATION COSTS! 

17 

II A. No. BellSouth, GTB and Sprint ore larac holding companies whoso stock.l cmde on 

19 the NYSE in an efficient n:uu:kct. As pan of tho process of arriving at the doy·to-

20 day prices for the companies' atoc:k, the rruuU! iJ antieipallna future events whi<:h 

2t affeec the cash tlowsllw the companies wl.ll earn. Tbia process clearly includes the 

22 anticiperlon of fi.11Urc cash cxpenditw-es, includina finanrina eos11 for both debt and 

23 equity which reduce the c:ompenlcs' cash flows. Because the price of the 

24 oompanlea' IIOdt has IIC.WW:I1ed for flotation costs already, an estimation of the cost 

2S of equity uslna the DCF model occuralely rc:Oecll the required return of lnvostol1. 
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Acld.ina a Oowloo CXl't edjUSiment would in effect double count the cost of 

2 financln&. 
3 

4 Q. IF YOUR THEORETICAL ARGUMENT REGARDING FLOTATION 

5 COSTS IS CORRECT, WRY HAS THERE BEEN SO MUCH DISCUSSION 

6 ON THIS ISSUE IN THE TRADITIONAL REGULA TORY RATE 

7 HEARING CONTEX!r? 

a 
9 A. The repla101y cootext is n:ally a different issue. In the regulatory world. a main 

I 0 plll'pOSe is to identify cosu wblcb c:an be charged back to the ratcpayen by the 

II telephone opemtioa company. Equity flotation cost.s have of\en been disallowed 

12 bccauac it would DOl be fair to burden "'rreot ratcpaycn with all of those costs if 

13 the equity capital would be utilm:d indefJnltely. One way that parties have tried to 

14 wamortlz.e" these costs so that they could be rcc:overed by the telephone CWip;lliY is 
' 

1 s to znakc the flollllion cost ldjUSiment to the allo'YCd return. wblcb would in effect 

16 thargc it back to ratepayen perpetually in very amall i.ncn:ments. This is not the 

11 lasue for Ibis proceedi:na. ln Ibis CIS(!, I am intemtcd in the forward·loolcing cost 

18 of c:ap.ital wblcb fairly compensates for the ruldneu of the bluincss. SCCAw.c 

19 telephone boldlna companies' stock tredcs efficiently, the market bas assessed it.s 

20 prospective cash flowa, including fUwJc:ina cosu, to arrive at liS estimate of the fair 

21 price. Consequently, the OCF derived cost of equity eatimate is the proper measure 

22 for det.cmlini.na forwatd-looi:ina ~of capital. 

ss 
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IX. 

2 CONCLUDING SUMMARY 

3 

4 Q. COULD YOU SUMMARIZE THE MAIN CONCLUSIONS OF YOUR 

5 TESTIMONY. 

6 

7 A. Using pubUcly•~'lilable dala and accepted finance proc.cdun:s I have estimated !bat 

8 the weighted avct~ge coJt of capitAl for BciiSouth is in a mngc between 7.94nnd 

9 9.0S with a best point cstimale of 8.50 pm:ent; for GTE it is in a range between 

10 8.17 and 9.31 with a best point estimate of8.74 pcrceru; and for Centcl and United 

11 in a nngc between 7.97 and 9.12 with a best point estimate of8.55 percent 

12 HoW~MZ,I have also S1RS$Cd that these 111: upwanl-biucd estimates of the cost of 

13 capitAl of dl~ficd telephone holding companies !bat should be used in thi~ case. 

14 In this case:, CIICb of tho companlcs in question is not a diversified holding 

IS tdepbooccompany, but a company in the more speeializ.ed (and less riJky) 

16 business of providing network c.lernent.! and universal service. filllllly, I observed 

17 lnfonnation released by independent parties unrelated to this psocecdlng which 

18 confum tho IUSOIIAblcness or my cost of capitAl estimate. 

19 

20 Q. DOES THAT CONCLUDE YOUR TESTIMONY? 

21 

22 A. Yes, 

' On Pcdt!ooa for ~yj!w or.., Order or tho Fcdcnl Communloationl Comm~ Unltt:<l Swes Cowt or 

Appull for tbe I!J&bl CAtcull~ined: JIIJillf')' 17, 1997; Fu.d: July II, 1997). 

S6 
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' ~Inn oflbo ~ Coatp«irioa PnMsJoas In lbe Tt~unlcotlocu Act or 1996, CC Dkl. 

No. 96-91, Finl Rtpad .t Ordor. FCC 96-31.5 (~l A ...... I, 1996) 

' II JboWcl bo noced lhot. ~ lbe principles cit<d Ia !he lbovo-mtntlontd Supmne Court decbloru IIC 

llllloaous 10 TI!UUC. In preo:clco m10 utility rqul11tlon hu r........t OCl the rccovtry of cmbed6ed cosu. 

Tbo trwdiriooal cmboddocl- mclbodoloaY b not corulat.ent with Tl!LRJC. 

' AJ I dltc\IJI lllct In DIY leltimoay, however, opmtill& rbJu which an lnV<StOr..., dlvenl~ 0W1J1 arc 1101 

compm,._, with a tblt Jll'lftllwn -.n., 10 copiW awltct JM«y. Coonpotitlon rbk&, lot example, .,. 

cllvenllioble. lo th.b 1<cmcnt or my lallmccy I apWA all types or opc:nllina rlslu dw a compaDy r...., 

il'lcludilla boCII diWftillablo .... IICIIdivcnillab lilt. 

• Stocb.lbttb. Bllluwll~ 1996 r~ lbboCoon ~lola. Chlcaao, llllnols, PI- 146. 

• Tbo Boad Oulcle 4oa ooc alwa)'l cover all CWWidioa '- If thm .,. many. It _... tho! the 

smaller ...r &borUf 111m obllpdoos aay bo ucludcd. ll<cawco lntcrut ntn oo ron, .. term obliptlons 

on &mm.UY hl&h<f, ucludina tbc omall<r and shorter tmn obllptloru would ba••· the cfftet or 

ovti'IWloa tbo coot or debe siJaht.ly. 

1 ~' the ylt~ on debt Ovm<ala the fotWIIIJ.IOOitin& cost of debt boeouJe of 

defaadt lilt. The problaa raloed by risty debe b thll coly the promb.! ykld II ~lc, ben It Is the 

apeesed I'OIIIt'll thllls reqll)red 10 arlmlu tbe CO-" of dcbt. ~ tbe cxpocted t'<blm and tbe defa~h 

pr<mJam - 10 !he ~lied yltld, ocidl<r tbe upectM1 mmn -the default punlum eat1 bo obocned 

direedy. ll«&1c of ebb dtl'Mlll Nt. the dcbt <0<1 or apltal II actllally tbe yldd-to-malllrity mlmu tbe 

cr.p' :1_, dc!aub Iota. 'Tho dc!aull risll of JLI<pboac holdiaa company bond• b cootldcred 10 bo minimal 

and h<neo b lpond ror purpoaca of tbb aoal)'lb. 

• Sprinl Corp'• boodJ arc bJued prirnorlly by Ita klcphone suboldlari .. , Thtnf~. It b opptOpriatc In my 

opinion 10 11M the wtJah~ avcmco COS! of Sprinrs ICIWll debe JCCllritles, ln>teod of utlll;dns the a venae 

or tile coats of debe of lllJelepbooo holdlna comJ*Iln, 

• Slewln C. M)'Ut IDd L)'lldt S. Boructl, "Discounted l'ash Plow E&Jmates of lho Cos! of Equity 

Capilai-A C... Sludy", FlttMciDI IIDrf>tu, /ratlltlll""" ol /~NI. \'01. 3, oo. 3, New Yort 

0Aivady Saknoa C.OC., 1994, 

S7 



,. ~ &»tdo, BilluiWII"i/«lott. 1996 r-6oc>A, lbboiMxl Au«W ... Chkqo. pp. UJ.IS9. 

" Dr. Sllllpe Ia • Nobtl-pria 1riaalaa fln111d&l_.lal. 
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u Sb1rpo, WUU.. F. 0on1oa J. AJrnndcr ond k1fiJy V. Bailey (,.....-.Fifth Edltlon.l'rcnlloo tW~ 

Enp-..dcutr., Nnr.lorlq, 1995, pp. S90-S91 . 

II DlmodMu, A1wW1, O...Uiktron on VIJIIIDilort: &t.:vrlJy Anoi)•Lr /01" /nvcst~tt<nt ond Corporou 

F/lorinc¥1 l<lba Wiley & SoDs, New Yarlc. 199C. PI'· 99-10 I. 

" Cop>lllld, T0111, 1'1111 Kollct, and Jock Mwrin, VoiiiUiior!: u-., ond M<t~tt~~/trg tlw Vtllw of 

~.lclul Wiley A Soos, New Yen, 199C. f'l.. 295. 

11 n...e ... - fonmlladoas o{ die OCF model ot Vlf)'lna ccmplalcy. o.modlrm, for cumplc, 

clcocribef llfwnl ~~ DCP moclala In hb boolc. It tbould be nOitd dull whol he calla the "three-ttl&< 

mod<!" b dllfercot IJool die model I ca~ploy ond b DOt CCJmj>ltlblc. DomoclatVa "H Moclal" b mono 

<Oil1pc:ible 10 die mocltl tblll - · 

t• l rclu ~ tllltlm.adoo aTOt .ad mo dootlntbllity o( WitiJ •YCfti.C.t In MYCnd dliCWiiLDN ln M)' tadmony. 

~followfaaGDCrJ)C o-.4 Grit1610&CM ofo, (l• Edltlaa, ~MIT Praa, Cambriclce, MA, 1992) 

11y """"~CA:uocty...........,.. the purpoM ror u1inJ llracr &amplcs: 

"The amplb:ll distribulloft or m0111 '*lmalon cbanJcs u the wnple 1lze chanJ... The Ample mcsn 

llltilllo, (ot "Mple. bu.~ dilltlbudolllhat b..,..,..., -the popola!lon- but

........ b : 1101 aall<r 11 tt.o umple 1lze b<cctnes laracr· lA mmy ..... It hlppcns •hal a bi-.1 

dtlmllor boooiDC!IIcu ond lcsa bi-.!Mibe umple size becom<OiarJ<r and Lvacr- u the umple alze 

t ,., lorJa Ill ...,pllaa dls:riballon cbanpl, - lhlllllo .,.., of lu umpll"' dlslribudo11 thi1b 

dooc:r 10 tb<o lniC value oflbt portmC1Cr bola& "'ln'"lod • (pt. II) 

"llllilb.a 011 IIIIIIU&I DCP model beeawo ltlcpllcoo opcrllllna compe~~lcs I'OCC'I .. !'O)'IIlcnU for tho .,. or 

Cbdr Dd'Waft •'m=r1'r oa a .-.Jy b11Jt. lad c r qtJ 1a•ty, .,.. eWe 10 rdovct~C 1kir cam now. oa an 

appaxlmlc.l'LIODIIIly belli. TIIUI, lbt o!Yicdn ,.. chit tho tclcpboot ccmpe~~lcs I'OCC'Ivc b tho al.lowod 

r11< - 11 dcu:rmloed Ia ""'* ""C'Ioa ot unlvcnal acMcc pooooocllnp-· compouodod m011thly • 

._..u.. oflbt fi<t ._ • ...._ ccm,.U. ooly pey dlvidlondo qiMWICfty. CoG~. tho- or • 

DCP eotc or cqv11y delcnllbwd 111laa lho .... ~~a~ fotnlllla if ............u .. tr hiP. 
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RM:w (NOV'allbor 1996, p. 211) dill 1J>)onlal!y offtculna tile oolld pot.ltJon or Ito local adJ&nat 

compoale:s b me blaJ>er-rislt proftlo of OTE's dlvenlrlod octlvltlc:s, lndlldlna ha win leu and lntomadonal -· 
" AI PRYiously dloC>!M ·d Ia my ..,~,wmy, bo .. •a. IIDIIu capkalmartd tb<oty competitive riaka 11"1 no< 

~lcvu>t fot compullna lho "*or eapilal.......,..lhoy c.an be dlvm~lned .,..y, 
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ON BEHALF OF AT&T COMMUNICATIONS 

OF THE SOtmU:RN STATES, INC 

AND 

MCI TELECOMMUNICATIONS CORPORATION 

&OCKET NO. 980696-TP 

PL.EASE STATE YOUR FULL NAME MID OCCUPATION. 
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My OILDIC: iJ John I. Rlnhlcifcr and my business DddresJ iJ FinEcon .• 10877 

W"rbhire Blvd., Los AnJelea. Califonilil 90024. I run Vice President And 

Di-'Or of Resca«h of FinEcon. a lim1 which provides finnnc !Ill economic 

consulting services to C01J10111tlons, law fimiS and government Agencies. 

ARE YOU THE SAME JOHN 1flRSIJ LE IPER WIIO PREVIOUSLY 

SlJBMJTI'ED PREPARED DIRECT TESTIMONY ON BEHALF OF 

AT&T COMMt.INlCATIONS OF TilE SOUTHERN STATES, INC. 

AND MCI TELECOMMUNICATIONS CORPORATION IN TillS 

PROCEEDING? 

Yes. I am. 
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WHAT IS THE PU'U'OSE OF YOU It ltF.DU1T AL TESTIMONY? 

1bc purpose of my n:butlal testimony is to comment on BeiiSouth's. and 

Sprint/United and Sprini/Centcol's'. proposnl to adopt B 11.25% oost of capital 

as supponed by Dr. Randall S. Billinplcy, DeiiSoulh Telecommunications' 

racllSouth") cost of c:apit4l expen wilnc:ss. I will ~lso provide rebuttal to the 

testimony of Dr. James Vander Weide. who ndVOClttes Ill> ovc:J'II.Ii 12.65% cost 

of capital for GTE. 

WHAT IS YOUR VIEW OF TilE COST OF CAPITAL ESTIMATE 

SUBMITTED IN TH1S PROCEEDING ON DEHALF OF BELLSOUTH, 

SPRINT AND GTE? 

I believe thallhe 11.25% cost o f e<~pltnl od•·•x-ntcd by BeiiSoulh Mel Sprint. 

and the 12.6S% cost of capil41 advocated by GTE ore for In c:xeess of the 

forwvd·looldng cost of enpitnl for the provision of ru:tworlc clements or 

universall5a'Vice, and arc incoll!istcnt with publicly·nvo.ilable cost of capital 

estimates by parties out'lide the conto:xt oftlus proceeding. 

IS THE ll.lSV• RATE ADVOCATEI> D\' UF.LL SOUTH FORWARD· 

LOOKJNC? 

No. It was dc:tmnincd by the .FCC in I '.190. 1 he FCC S14tcd in P11mgraph 

250.(4) oflll May 8, 1997 Universal Scrvic~ Order tluu: 

" ... the coJI of debt hns dcc:n:ascd since we l.ISt set the nulhoriud rate of 

rcw.m. 1bc roduction In lho cost of borrowin~: c:auscd the Common Carrier 
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Bureau to lnstitUic a pn:limillAI')' inquiry os to whether the cUJTmtly authorized 

fcdcral rate of lt'lllm iltoo high. Qivcn the cum:nt llllltketplace cost of equhy 

and debt. We will rceYllluate lhe co~t or cnpitnl GS needed tO ensure that it 

ICCW'IItcly refied.S the market situation for curriers." t'ursunot to Paragraph 

2S0.(4),1he Florida Commission is lh:c to usc u sUite-prescribed rate wtuch can 

be based on more fOIWIU'd·looking dllUI. 

DR. BfLLlNGSLEV TESTIIFJED THAT II£ HAD PERFORJI.-IED 

INDIRECT TESTS OF R.EASOSAUU:~ESS IN SUPPORT OF THE 

11.25% COST OF CAPITAL. DO YOU IJELIEVE T HAT DR. 

Bn.LINGSLEY'S TWO "TESTS OF REASONABLENESS" AR£ 

PERSUASIVE? 

No. They arc ltulthcmnticall) self-fulfilling: i.e., the>• uswne the desired 

conclusion. lf you take the II .25% cost of c3piml nrulassume !hat it is corTCCt 

(~hich there is no rea.10n to do), and you li>>UIIIC Or. Oilllngsley's cost or debt 

estimate iJ correct, and you ossumc that historical or previously-allo"''1:1C! 

capital strw:tun:s are cotnlCt, then you have U> get n high implied cost of 

equiiy. However, !his Commission doc' nlll hn'"' to ossume thAt 11.25% is the 

con-cct cost of capital u priori. 

DR. Bn.LINGSLEY HAS TESTIFIED TI IAT TELEPHONE HOLDING 

COMPANIES ARE NOT ACCURATE PROXIES f OR BELLSOUTFt 

THEREJ!ORE, HE CALCUILATP.S A J)('F COST OF EQUlTY ON A 
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SAMPLE OF COMPANIES DERIVED II\' A STATISTICAL CLUSTER 

ANALYSIS. D<l YOU AGREE WlTH IllS J'REMISE AND 

APPROACH? 

No. First, he bas provided no ·convincing argument or evidence showing that 

the ldepbooe bo1dlns compani..s Die not the closest nvnilnble set of 

compan~bles for the business of unbundled network clcmmtlcasing. lu I hllve 

discussed in my direct testimony, the telephone holding companies arc riskier 

than the network dc:mcntlc:uing business tx:cJJusc of !heir mnny riskier 

b~. 'fbcrefore, usc of telephone holding comp.1nies 111 proxies will 

yield a conservatively high cost of cnpillll cstimJJtc. Although Dr. Billingsley 

bas perl'onnecl an llalliC mtiJ'tical lll1lllysis, his resuiiS do not. In my opinion, 

pass the tell!! of reason and common sense. If one were to ncecpt the results of 

his cluJu:r lllllllysls, then one would bzlve to bc:lic"c thnt the risk of the network 

cleroentlcasina business was more similar to the risks faced by Cocn Cola, 

McDotiAidJ and Wal-Man stores, :1.1 cxampks, thnn lO the risks faced by 

BeUSouth's pcrent company (which owns I.I:C'slllld the underlyina octwork 

clemen!S). II is clear on iiS face, hO\\'l.'\'cr, th.lt the risk of the network clement 

ICIISing business bas virtually nothing in common with the ri.sks of D 

MeDoriAidJ or Wal-MDrt. 

I am further convinced of the imtccu•"~>' ofD:. Billingsley's approDCh 

by my experience as e witnesS in scvt:ml of Amcntech's state nc:IWOric clemcnt 

heerinp. In tho$c proeccdlnp Amcritceh '• uwn c4Jt of c:apit4l expert used a 

set comparable companlca which wu 11lmo•t c:nctly the same as the set of 
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~kpbooc holding companies lhntl hnvc W<'\1. I n<'lc 11lso that major brokerage 

firms and inYeSUnent blob "hich iuue o.nnlyst rcpoJU for BciiSo.r.h and other 

tdcpbonc boldi.a& com panic! sec no need to rcson to Stlltistic:a! cluster analysis 

wbeo eboosi.ng proxy compor ics for vnluinll tltcsc companies. Tiley , lew 

other telephone holding con f 11nie.s to be \he best proxie<~ for the subject 

telephone boldina company I eing vnlued. Tt.is is true c•'m thouah the 

telephone boldina comp:mies do not pnrticip.uc in exactly lhc wne busineues 

or to the same proponioootc degree. Ameritech. for cx~tmple. Is one of the 

lllfliCII providers of home security alnrmscr' Ices in the nntion. lkiiSouth, In 

conii'IS1, lw no involvement in thi.s buslocs.s whru.socver. 

I'N REBUTTALS TO YOUR TESTIMONIES ~ILED IN OTHER 

STATES, DR. BILLINGSLEY Cl.AIMS T IIAT H IS STATISTICAL 

MODEL GIVF..S "OBJF..cTlVE" RF..SUI.TS, IMl'L YJNG THAT YOUR 

CHOICE OF COMPARABLES IS IN II EIU:NTLY SUBJECTIVE. IS 

TUJS CORRECT? 

No. Dr. BUJ!nplcy bas glossed over lhe fnct thnt the formulation or his model 

and the daUI he chooses to analyze lin' subj<-cth·c. 11>e fuctors he lw chosen to 

consider in the mockl are b4sed on his subj~,·tiv~ j udgment. mel then: ls no 

buis to conclude the formulation of his mood is r~<.-ccS5luily correct or lhc best 

one fo.r the Jliii'POICIIt was intended. The results of hiJ model- which Oy in 

the face of common .KnSO- dn!mntieally hiyhlight this issue. Morecwcr. his 

not clear bow IIWIY different model formulntions Dr. Oillingslc:y conl!idc:ted 
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beforo selecting the model used in his tmirnony. When all of these issues an: 

taken into consideration, I do not believe tlw Dr. Billingsley lw offered a 

plAusible reuon for ahervlonlna the ba.sie notion that telephone: holdina 

companies arc the best available eompnroblcs to usc CIS D Stoning point for 

estimating the COSt of capital for the oct work element l=lna business. 

FROM YOUR KNOWLEDGE AND EXI'ERJt:NCE, DO INVESTORS 

USE CLUSTERANALYSIS TO DETEitMINE COMPARABLE 

COMPANIES FOR COST OF CAPITAl. f-STIMATION PURPOSES? 

No. And as pn:vi011.11ly llated. the aophilticated investment.a banb do not 

either. 

IN REBUJTALS TO YOUR TESTIMONIES FILED IN OTH£R 

STATES, DR. VANDER WEIDE l iAS S,\IDTilAT Tf>I E USE OF 

MULTIPLE STAGE DCF MODELS IS NOT NECESSARY. DR. 

DlLLlNGSLEY HAS SUGGF..ST£0 TIIA T TilE PERPETUAL 

GROWill ASSUMPTION lN THE DCf MOllEL MOST 

ACCURATELY REFLECTS THE EXJ•t:CTATIONS OF INVESTORS, 

AND THAT THE TJJRE£.STAGE DCF MOOEL REFLECTS SOLELY 

YOUR SUBJECTIVE ASSUMPTIONS. IS Til tS TRUE? 

No. Quite to the contraty. The pct'JlCtiQl gn>"1h ..ssumpdon sy11c:malically 

£1WanlceS an !naceunllcly high cost of equity estlrrutte lnconsi.stent with 

lnvestol' cxpccWions. Prominent cconomiSis fomi1111r with c:um:nt cost of 
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Clpital rcsearcb bavc ~ that the aimplc pc:rpctUAI groMh DCF model 

uslna ahort·nm forecasts is lruoppcopriolc 10 usc if a compwty'a short·nm 

growth I'IIUI b cxpccted to exceed the lona·run growth n11c or the economy. or 

the coat of equity will be O\'m:J1imatcd. I M\'C cited these cconomista and 

prtiC'titloncn exlcnsh-dy in my dircc:t tc:stlmony. 

Neither Dr. BlUinaa)ey nor Dr. Vand<r Wddc ruwe cited any cnxb'ble 

5UPJ'0'1 for the lllfVe application of the perpct1141 groMh DCF model uslna 

sbort·!\111 arowth forecasts in !his clrcunuta.ncc. 

00 YOU BELIEVE THAT TJUS COMMISSION SIIOULD 

NECESSAIUL Y USE TRE PERPETUAl. GROWTH DCP MODEL lP 

lT HAS BEEN USED IN Til£ PAST? 

No. M hiahlla.htcd by the excapts of Kadcmics nnd pniCiitioncn cited in my 

direct ICSiimony, one must unc!k'RIAIId when the pcrpctWII growth DCF model 

i-and Ia not- suilllhlc. In lhc: case of o regulated utility in the lnldjtional 

rcsulatlon rc1tlna, growth bas tnlditlonally OO:n limited and has not exceeded 

the growth 1111c of the economy. If the 8J'0"1h n11c docs 1101 exceed the 

ccooomy·widc growth 1111c, and the arowth rotc is expected 10 be very atablc, 

the ux of !be pc:rpctUAI arowth model II ml.>4lrutbk. In thi~ case, however, I 

use a act of oompenblc:a comprised of holdang compwtics whicl. an: cnaaaed 

in numcrow ~ lhaJ are, In the short·run. expected to ,.JOW Ill riles 

much SJCIItr lhan the~ cc:ooor.Jy. lllc "irrlcss busincu, u an 
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example, has for=l5ted B""OWlh nnes exceeding JO"h (sec: exhibit JH.J ). II iJ 

absolutely clc:ar that thls business will not {!TO"' nt such u high l'lllc indefinitely. 

BOTH DR. VANDER WEIDE AND DR. Jlll.LINCSLEY HAVE FILED 

REBUTTAL TESTlMONlF.S lN OTHER STATES IMPLYING TRA T 

DR. DAMODARAN SAYS 1IN UJS BOOK T HAT T UE BEST USE FOR 

THE TRR£E.STACE f\CF MODEL IS fo'Oit COI\IPANlES WITH 

CROWI'H RATES IN EXCESS OF l5 PF.RCENT. WHAT ARE YOUR 

COMMENTS? 

Thatas~Crtlon lndic::otes 11 very i111CXW111c DJld lnwmplc:tc reading of Dr. 

Damodanln's book. Dr. Damodanul describes in his book numerous DCF 

models with vlll)'lna fonnuiAtions and chatu• teri.stics. Dr. Damodanln 

ancmpllto distinsubh the ci~I4Jlecs under which each type ufmodcl 

might be most appropriate. It is obvious that the: II=:-stage model dcsct4bcd 

by Dr. Damodaran is 11 complex model which is not the model I employ. as I 

have staled In my directlestimony. Dr. Dnmodnrnn"s th~ model 

requires year·spcc:ific poyoutn~tios. growth mt~ and bctns. In roniJUI, the "H 

Model" described by Or. Dam.odaron appcurs to be mOSt Mnlogous to the 

model I have used. 

Dr. Damodanln swcs that: 

'1"he H model is a two-stage model for grO\\th. but unlike the nltwiealtwo-

stage model. the arowth rate Ia the lnitialgrnwth plwc is not conslllnt but 

declines linearly over time 10 reaclt the stablc·{!1'0wth rote in steady staac."' 
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Or. Damodanm indicates thnt the best usc for this model Is for finm 

thai arc growing rapidly 11tlhc present. but for which the growth Is expected to 

dt'Chnc grodlllllly over time as their diff=nt i;U ndvontngc over their 

compeliton declines. 

DOES DR. DAMODARAN SVGGEST ANY GROWTH RATE 

LlMITATIONS FOR TIJE VSE OF THF. " II MODEL"? 

No. h appe11n from Or. Dlllllodanln's extensive Dlllllysis thntlhe "H Model~ is 

Intended for companies which will grow tu rates lower thnn those for which his 

formulation of a 3-sl.!lgc model would be appropriate. 

DOES DR. DAMODARAN ALSO DESCIUBE nn: CLASSICAL TWO-

STAGE MODEL IN HIS BOOK? 

Yes. 

WHAT DOES DR. DAMODARAN SAY J\DOVT COMPANIES WHlCH 

MIGHT BE APPROPRIATE .FOR TilE CLASSICAL T\\110-STAGE 

DCF MODEL? 

Damodlran JU88CSIJ thai one lype of company for "\ ich this u·ould be a 

JUitablc model is a company: 

" ... in a.nlndustry thai is enjoying supcmoml3l gro"th bcalwe significant 

barriers to entry (either lcpl or as a c:onscquencc of infmstruct!UI'C 

requirements) can be expcc:tod to keep out new entrants for several yem. 
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The assumption that the growth rule drops precipitously tram its level in lhc: 

initial phn5c too S14blc rate also impllea lhatlhis model is more appropriate for 

firms with modest ~wth ruleS in the inltiltl phn.sc. h is more n:nsonablc, for 

inslanc:c, 10 wwno that o finn growins at 12% in lhc high-growlh period will 

cec its growth rate drop to 6Yt llller thatlhM il is for a finn growing 111 40% in 

the hig)l·arowth period.~' 

lF YOU ASSUMED THAT TilE CLASSICAL TWO·l>IAGE MODEL 

WAS THE MOST APPROPRIATE MODEL TO USE. WHAT IMPACT 

WOULD IT HAVE HAD ON YOUR DCF COST Of EQUITY 

F.8TJMATE? 

If! had insu:ad udllzcd this model- which certainly np(lC:u-5 npplict~blc in !his 

case bued on Dr. DDmodaran"s QJ14)ysis-- it "'ould have n:sulled in o lower 

cost of equity lhM what I a.:tu:ally C#lculolo:J. This opln provides evidence 

that my cost of <:#pi tal dtimate is c:onKf'-'llth·cly high. 

DR. BILLINGSLEY HAS CLAJMED I N PRIOR~~ ATE REBUTTAL 

TESTIMONIES THAT IT IS SUBJEC1'1 VF. OF YOU TO ASSUME 

THAT THE S.YEAR JIBIEIS GROWTH nATES FOR YOUR GROUP 

OF COMPARABLE COMP.ANlES WlLL NOT PERSIST 

INDEFINITELY IN THE Ft1TI.IRF- HE IMPLIESTIIAT INVESTORS 

WOULD ASSUME PERPETUAL GRO\\"rtl AT Til ESE RATES. flOW 

DO YOU RESPOND TO TillS ASSERTION? 

10 
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A. I believe lhat it is quite the opposite. Dr. Billingsley argues thnt invc:stors take 

2 S·ycar forcasts, which in the c:ase of the telephone holding companies include 

3 subsidiaries with gJOWih roles exceeding 30%, nnd assume WJCritically thai 

4 such gJOwth ll!les will las\ forever. Howc,•cr, there is no reason to believe thnt 

s investors are so unsophisticated. lnvc:stors recognize llull livc-yellr forecasts 

6 mean thai !hey are intended for five years. 111cy appreciate the fact that even 

7 fiw:·yellr foreeuts become less nc:curotc in the later years of the forecast 

8 period, and they underslllnd lllJlt high gJOWlh busines.~es by necessity will slow 

9 down as their mnrkets saturate. Tnc comments by academics nod practitioners 

10 eiled in my direct te$1im.ony Sl!lpport this view. Dr. Billingsley has himself 

11 staled in previous rcbutl4llc:s1imony thnt U.S. fimmciul mnrkets are "highly 

12 efficient" (Billingsley Oeorgi:J> Rcbuil4l Testimony. p. 41'). which lllso 

13 supports my beiJefthnt invc:s1or1 nrc oophisticntcd in evnlunting informntion 

14 available in the marketplace. 

IS 

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

17 GROWfR ASSUMPTION DASEU ON FIVE-YF:AI~ ANALYST 

18 FORECASTS SUBJECTIVE? 

19 A. Absolutely, and as I have shO\vn above, it is in this instnncc nn incorrect 

20 assumption which would not be made by in\'cstors. 

21 

22 Q. IN PRJOR STATE REDUTI'AL TESTIIIIONIES, DR. DILLINGSLEV 

23 AND DR. VANDER WEIDE llAVE ARGUED THAT SOME 

II 
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COMPANIES HAW: GROWN AT HI Gil RATES FOR LONGER THAN 

FlV£ YEARS. DR. BJLLINGSU:Y BAS SI'£CIFICALLY REFERRED 

TO MCJ'S HISTORICAL GROWTH RATES INDICA TED IN VALUE 

LINE. DOES THIS INVALIDATE YOU It APPROACH AND MAKE 

THE PERPETUAL CROWfR MODEL MORE SUITABLE? 

NOI 81 all In the leal world, indlvldual COmptllliC:S p3Ciicip;~ting ial a panlcuiAr 

line ofbusinw will have differing growth rnlcs which will oc:cur over different 

tim~ periods. Clearly, 1 few compo.nlcs will oo cxtmotdlllllrily well. and may 

grow at high rotCll for mlllly yetltS. In fnct, in my nnnlysls I assume obovc 

Other comptllliCS will perfonn very poorly. nnd mny experience low or 

ncpllvc pwth (or go out ofbusiness entirely). The grealcSI proportion of 

indust.ry pcu1lclpants will experience growth somewhere bet\\'CCtl the: highcsl· 

definitively predict whi.ch companies in lll1 Industry will be lhe winners IIOd 

which will be the losas. On avmae. no reosonnble llllAlyst would expect high 

growth in excw oflhc economy's growth for all of lhe l.ndust.rys' c:ompanics 

forever. 

Wbat WIS particularly inla'CSI!ng about Or. Billingsley's example in his 

prior rebutlllltestimony IJthot he: pointed ou1 1hrn MCI's ~urrenl S·yeat growth 

fon:casts were in the 12% range, even lbouj!)l he SIDled WIAVCfii8C raminp 

growth over the pul 10 yeant had been 28% occording to Value Line 

(Billingsley GcorJia Rcbultal Testimony. p . .SO'). Dr BilllnBJiey did 1101 
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mention tlult the same Value Unc report indicated thAt MCI's IIJOW1h 111te o~-er 

the past S yem wu only Wo. Clwly then, a tapering off of the high growth 

rail: iJ oc.:wring. consistent with the use of multiple stage DCF mocleb and 

inconsistellt with the perpetUAl DCF model. lltc use of a perpetual growth 

DCF mocle1 when MCJ WI1S growing at111tes exceeding 28% would have 

dramatieally ovm:nimated MCJ's ttuc cost <tf equity ot thJit time. Oivcn that 

MCI's forec~S~ growth 111tc of around 12% is significantly in cMCUS of the 

growth nrte of the economy, the $0/IIC error nrise~ by us.ing a perpetual growth 

ra1c DCF moc1et today. 

IN HIS PR•OR REBUlTALTE!>'TIMONIES, DR. BILLIJIIGSLEY 

APPEARS TO ARGUE THAT lNVFSTORS SUBSUME ALL OF THE 

INFORMATION REGARDING THE I>I FFY.ItENTIAL GROWfH 

RATF..S OF SUBSIDIARY COMI'ANIES INTO nn: PERPETUAL 

CROWfB MODEL. DOES THAT MAKE SENSE? 

No. II i.s clellt that it would be on cx11110nlinurily din1eult IIJlA!ysis to wrive o.t a 

single. perpetual growth 1111e estilTilltc thot nccumtcly reOecu the average 

growth of vorious busineQCJ, some of which nrc relatively low-growth, such as 

the local eltdlangc l>ttsiness, and t~thcr busin~sscs "hieh will grow 

astronomically for some period and then tuper on· to lower growth rates. 

FW'IIlcanorr. then: would not be the O\oerwhclminll support for multipl~~c 

DCF models as cited in my direct testimony I fOr. Bllllnssley'.s IWC11ion wen: 

13 
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Q. 80111 DR. VANDER WEIDE AND Ort. IIILLINGSLEY llAVEALSO 

2 ARGUED IN PRJ OR R£BU1T AL TESTIMONIES THAT TKE 

3 PERPEnJA!. GROWTH ASSUMPTION IS SOMEHOW 

4 INCONSEQUENTIAL BECAUSE LATt:lt CASH FLOWS HAVE 

s LI1TLE IMPACT ON PRESENT VAl.UE. IS TH1S CORRECT? 

6 A. lblJ i6 plainly wrona. as evidenced by d.., cnonnous difrtm~CC ~wm:~ 

7 Bcllsoll1h'1, OTE's and my COS! of equity c,tinulCS using lhe DCF model 

8 Thc:lr araumcm overlooks lhe tn:mcndous impact of compoondina over time. 

9 By usumlna pczpc:lual divldemd 1110Wih compounding at unn:alisll~lly blgh 

10 niCS. butallhc wnc time holding the price oflbe subjCC1 comp1111y'• rlock 

I I oonsunt in lhe DCF model, lbc diJc:ount rut•~ or cost of cquhy- must ad 

12 much hlahcr by lll4lhcmalical nccc.uhy in t•rdct to cqwllc lbc enormous 

13 assiiii'ICCI dividends over time co lbc tum:nt priC<" In conuast. a lllOnlloaieal 

14 altcmalivc usumptioo would be that- if th~ nwrkct gcouin<ly believed that 

IS blah 1110Wih would be n:alizro forever- the price of lbc subjec:l comp1111y 

16 would rite. 

17 

18 Q. BOTH DR. VANDER WElD£ ANO OR. IIILLJNGSLEY DISCUSS THE 

19 RJSKS OF THE TELECOMMUNICATIONS UUSfNESS. IS TilE 

20 TELECOMMUNICATIONS UUSINESS Olf. SUBJECT OF Ti l lS 

21 PROCEEDING? 

22 A. No. The tclccommunicalioos busi'IC.SIIs n wry broad catcaory which iDCiudcs 

23 such busiiiCIRJ u OTI!'t and UciiSouth's wh\'lc>.~ communications 

14 
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endeavors. It therefore nppcnrs lhlltlhcy h.w~ incom:ctly blum:d the riskJ of 

various othc. risky businesses whh lhat oflhe low· risk network clement 

leasing business in their 011!1lyscs. 

ARE THE RlSKS OF COMPETITJ('N, TECIINOLOGJCAL 

INNOVATIONS, AND REGULA TORY CHANGE DISCUSSED AT 

GREAT LENGTH BY DR. BILLINGSLEY AND DR. VANDER WEIDE 

SOMETHIN<.. THAT THE FlNANCIAL MAitKETS ACCOUNT FOR 

IN VALUING THE COMMON STOCKS OF COMPANIES? 

iOCOlJlOratlni information about competition. lllld teclmological and regulatory 

cbanse. This ia evident from financinllll1ll1)'st reports and the public 

dlscloswu oflhc telepbonc hoidinw companies themsc:lvea over the past 

ICVcral yean. As Dr. Billingsle) ha< stated. the I I.S. finAncial markets arc 

highly cfficicnL Dr. Va.ndcr Weide simil:uly testified in his dirc<:t teSUJtl('ny 

tbal"[e]wnomists and in•·mors consider ~11 the risk& lhllt o firm might incur 

over lhc future life of the company'' (Vander Weide direct. PS· 13). If 

lnvcstonare aware of new risks "hith imp:.ct u wm~y·s value, they 

incorporate It into the cost of cquit) inunediutd) Co115Cqucntly. Dr. 

Blllinpley't and Dr. Vander Weide's arswncntslhllt the incwnbent LEC's arc 

f110ins dramA!ic new risk& which require wt incrcll$(0 to lhe morket-<lctcrmined 

cost of caplt:al are puzzling. One would hU\'1: to uuwn~ COI\traty to their 

own sUitemcnt.- that the Investing public lot totnlly naive Wid would not 

IS 
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OCCOWII for tbe$c vlllious risks, even though !he infonnation about risks have 

been widely dWeminatcd and discussed. I have read many of Dr. Vander 

Wcldc'a tcJtimonies filed in recent years and note lhnt- both before and after 

the ~c of the 1996 TclccommWiications Act- he lw described these 

lcincb of risk in ~at dcmil bnscd on p:.blicly-nvuiloblc infom1ntion. 

ASSUMING THAT MORE COI\LPETIT ION ARISES AT 11:lE RETAIL 

TELEPHONE BUSINESS LEVEL, IS T ilE R£ EVIDENC E THAT 

INCREASED RETAIL COMPETITION WOULD MAKE TH£ 

WHOLESALE DUSINF-SS OF LEASING UNBUNDLED NETWORK 

ELEMENTS LESS RISKY? 

Yea. Bell Atlantic is a large regionnl Bell hold ing company comp11t11blc to 

BciiSoulh. Bell AtlaJttic has reccnlly agreed to merge with O'TE. Bell Atlantic 

had Indicated in a Strutegic Overview previously published on Its lntemct web 

site (altiiChcd u Rcbutldl JH-2) lhm the business ur let~.~ ins ncLwor1t elc;ncnts. 

In and ofitself, represented nn opponunity for Uac company. since retail 

competition would increase utilization or its network at the wbolc:aalc level 

without !he need to make any ndditional i"' CSLmenL 

lS THE PROSPECT OF fNCRE/\S£0 COJII I'ETITION IN Ttl£ 

RET AlL PHONE SERVICE RELEVANT FOR I'UilPOSES OF 

DETERMINING THE CO~I OF CAI'ITA.L IN TillS I' IWCEEDlNG? 

16 
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No. The FCC in its Aug\ISI 8 Order explicitly defined the reiCVllllt nst ~ 1e 
risk incurred in the bu.sltle$$ of leasing unbundled network elements at 

wholc:salc [AUi!USI8 Order Ill f102J. (That the FCC has indicated LIW "lhc: rUk 

adjusted eost of copital need not be uniform for oil clcmcniJ. • further indlcascs 

thai tho relevant risb III'C those inherent in the buslncss of leasing elements 

itself, not the ri.W cn!Dlled wilh retail phone service. lli!, at , 702.}) 

fN PRIOR REBU'ITAL TESTIMONY FILED lN OTHE R STATES, DR. 

BJLLJNGSLEY CONTEND£ 1) THA 1' YOUR MENTION OF THE RISK 

OF PB\'SICAL BYPASS, I'ARTICULARLV FOR BUSlNESS 

CUSTOMERS, WAS lNCONSISTENT WI Til YOUR DISCUSSION OF 

CAPITAL MARKET THEO RY, WIIICII SIIOWS THAT 

COMPmTIVE RISKS CAN DE OIVEit.'i lfl £1) AWAY AND WOULD 

NOT BE COMPENSATED DV TUE lltARKET WlTH A RISK 

PREMIUM. WOULD YOU PLEAS E EXPLAIN TilE IMPLICATIONS 

OF CAPITAL MARKET TIIEORY WJT II RESPECT TO YOUR 

TESTIMONY REGARDING RISK? 

I d.bcu.sa I'RIIIY polClllilll riJics of the network element leasing busincJ$ in my 

testimony 10 !hot the Commi"ion cungct on nccuratc picture of the risks this 

busincsa tila:s. plllticularly in rclntion to other busitleSSeS en~Plied in by 

telephone holding companies. Some of these risks could be viewed u 

sylla'DAtit, meaning !bot they could not be diversified awny, and others 

llCJIII)'Sleml1ic. auc.h u the risk or competition. Accordins to Cllphalllllll1lct 

17 
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theory, all investor will not mtuirc c:xtrn c:ompcnsotion In the fonn of a hlghc:r 

2 cost of equity for risks thai he or she can dh·c:rsify D"'IIY slmpl)' by acquiring a 

3 portfolio ofcomJllllllet In that buslncst. Dr. Oillingslcy'llnfettnce is that 

4 bc:<;ause I de3cribe both t.)'JICS of risk$, I Dill assuming that OeiJSouth!!!,!!! be 

S cocnpensated Cor both in iu cost of equity. I do not malcc that statemenL 

6 Instead. my goal is tn clooidate cnplllll mnrkctthrory regarding dlvcrsiliablc 

7 riab. lro~Jically, Dr. Billingsley is eritlcl7Jng me for fully dlsc:ussing the iuuc:a 

8 ofri.tltlnmy ~ny(wbich he hu not done), both from the point of view or 

9 those who consider competitive risks to be $lgnlficnnt ond from the viewpoint 

I 0 of capital market theory. 

II Tbc question for this Commission to decide: is whether It occcpts the 

12 preml11e of c:apiiDI market theory with relll'f\lto cnmpctiii\C risks. I fit does 

13 not, then the risk of physical byp;w should be considered. If it is c:onsidemd, 

14 the cumnt reality b that th= an: only sm311 in·road$1n focllily bypass and the 

IS likelihood of it developing Jigllilic:antly owr the r~ar tennis low. The August 

16 8 Order describes the =nt compc:uuvc position of tbc incumbent LEC's 

17 IIC'IWOit e~t bwin.ess 115 bein~ n:uurnl nr honlcned monopolies which do 

18 not now foc:e significant compct.ition (AugustS Ord~ ct 1'• II, 702). 

19 BciiSouth's own trndc usocintion og=s with this view. In 11 brochure which 

20 the Unikd States Telephone Association di,o-ibtll<'~ tn public consumers, it 

21 rtates: 

22 MBo a sman consumer nnd lll1ll younclfwith infnnnntion, cspc:cilllly about 

23 what long-diJwlce oomponies don't Wllllt you to lmow- SIKh as the Cact that 

18 
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!bey don'i own, invest in or ~p3ir the loc.nlnctworks they'll use to carry your 

2 local calls. 'J!'95C networks hove been built ond nrc mainl4ined by your local 

3 telephone companies."' [emphasis oddedj. 

4 ln !be same vein, !be fmdlna,s of the Floridt Commission's drafl report on local 

S telocommunlcotioJU competition dated September 19. 19')7 arc th8t ~local 

6 competition Is dcvelopina much more slowly thnn rnnny cltpcCted three yenrs 

1 aao." 

8 On !be other huld. if !be Commissi.on conclude$ that copiiAl marilet theory is 

9 com:c1, ibcn competitive risks simply lllll not rclc••nnt. 

I 0 While 1 see room for doeb;nc on this subject, my sense is that capital 

11 market theory is corm:t 011 thi.s issue. The following hypothetical helps to 

12 analyzx: this quctlon. A.sswne lirttthntthrn: rue only two comPMles in the 

I 3 network elementleasina business. !leU South :md GTE. 1 n oddition, a.ssurne 

14 thtt O'J'E becomes a much better competitor. tllOt this is known to lhe mruicet, 

IS and th8t OTE winltignlficant hu<inc:ss llwny front BdiSouth.' Under such 

16 cli'CUIJlSIJIIlUS, BeiJSoulh's market has become more competitive and iu 

17 market~ will drop. In val uint~ thc two comp:mics, invCSlors will forecast 

18 future casl1 flows for cacll compuny. OcliSouth'~ forecasted cash flows will be 

19 reduced, while OTE's will be .incrc!ISed. OciiSouth's stock price will fall and 

20 OTE't will rise. If competitive risk also ~tTrxu c:os. of c:quiry. inVCSIOI'f will 

21 addltionaJly incn:tue BciiSout:h's cost of equity. "htch '"" cawrc liJ stock 

22 prloc to fall fllllhcr. GTE'• m:ul.et In twn lw become n:lotivcly less 

23 competitive, so lnvcston will !reduce OTE's cost of capitAl and !be price will ao 

19 
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up even funher. Looked 111 in lhis light, it is questirnable 111111 invcstora would 

2 requm the second ~uction in BeiiSouth's price by nddilionally increasins its 

3 cxm of equity, particularly since the opemtlng risb of lhe two companies = 
4 thewne. 

S Finally 115511me th3t an investor buys both GTE 11nd Bell South. This 

6 investor now owns I 00% of the profits fron. the network clcmcntl=ing 

7 business, and ~ no risk of competition \\1t:nsoc:ver, even though BdiSoUlb 

8 and GTE contln11e to compete with one another. If competition affecu the cost 

9 of equity, lhiJ c.rc:nccs 11 puzzle for lhc in\"CSI<lr who llliS just bought all of the 

10 competitou. Before be acquired both companies. he usigned 11 higher cost of 

II equity to Bell South. WhAt cost of equity dOM he: use llllu the acquisition 10 

12 value his intm:A In BeliSouth? Bc:IISouth's competitive risks have not 

13 cllanged at all, but the investor does not bc:ur nny of that risk. His industry· 

14 wide profits ~Cmain consiAnt re8J1rdlcu of which indi,·idual company wit>: the 

IS competitive wur. SimUGtly,t.he investor rceci,es no added benefit from the 

16 fact thlll OT8 is the bcltcr competitor, even though he paid 1111 added premlum 

17 for this compony by reducing the cost of equity. The most plausible answer to 

18 thb puzzic is lhllt competitive risk does not change lhc cost of equity 10 begin 

19 with, precisely bccD.use nn investor doe& not consider unsystematic risks which 

20 can be divenlficd away Clllily. Thi~ is \\h)' cupitnl morkct theory lllUCS llw 

21 when dc:tcnninlng the cxm of equity, itl\'eStors nrc concc:med with the 

22 t\lndJimeotal operating risks of n business, not the idlosync:racles affecting the 

23 individual competitors. 
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DOES THE FACT THAT THE NETWOHK ELEMENT BUSINESS 

LEASING !'USINESS FACES SOME RISKS TURN IT INTO A HIGH

RISK BUSINESS AS DR. BILLINGSLEY AND OR. VANDER WEIDE 

SUGG£ST? 

No. All bus~ foce some risks, including low-riJk businesses. AJ 

di110ussed above, both the PCC and Bell Ath11•tic view it ns u low·risk business 

in tbclr public pronouncements. 

IN REBUTTAL TESTIMONU.:S FrLED IN OTHER STATES, DR. 

BILLINGSLEY UA8 QUESTIONED Ttl ~; APPLICABILITY OF 

CAPITAL MARKET TIIEOR\' WHICH YOU HAVE DESCR!UED 

ABOVE. IS OR. BrLLJNGSLf:Y INCONSISTENT IN ms USE OF Ttl£ 

CAPITAL ASSET PRICING MOUEL'/ 

Ye~. On lhe one hAnd, Dr. Billin.:sley UJeJI the cnpitni iWCt priclna model in 

hit analysis. Yet on the other. he nuacks iiJ "pristine theory" (Billingsley 

Ooorsia Reboual Testimony, pg. 60' ) ns being impracticnl because it 

inconvenlc:nJ.Iy DCIIftCS hi! 1\tl!unJcnt that compcthi\'c risks an: highly 

slanlfitant iO BeiiSouth.• llowc,·cr, the foundntiun of' the model is that 

diVllf1illGblc riau do not ioc~"<'ll3<! the cost of cnpitul. As lbboLWn Associates 

dlvenlifyin'; the CAJ'M concludes that wuystcmutic risk is not rewarded with 

a risk premium. For cxrunple, the possibillll' tlmt n fim1 willlolle mnrlc.et share 
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to a compe!itl'\' It a source of unsystc:mAtic risk for the stock of a portieular 

company.~10 [emphasis added) 

lN REBU1TAL TESTfMONY t'll .. f:P IN OTIIER STATES, DR. 

BU..LlNGSLEY BAS ASSERTF.Il THAT TH.E FCC CONSIDERS 

COMPETITIVE RISKS IMl'OHTANT TO TilE COST OF CAPITAL. 

HAS THE FCC SI'~ClFICALI .. Y ADDRESSED TH F. CAPfT AL 

MARKETTHE.ORY QUESTION? 

Not to my knowledge. Looking ut Dr. Billin11sley's ~cific ci iAIIion to lhc 

FCC's Third Report IIJld Order (F('C-%-488), 1hc FCC sUited t.hat "potential 

compcrilloo could ioen:ase lhc risk fucing the incumbent LECs, Wld lhus 

iocrcue !heir~ of capital, lhws mitisntins, to some extent, !I~ focton 

IUIII!estlna !hat Incumbent LECs cost or cupil:al lw dccronsed since 1990. 

[cmplwis lidded) (Billiogsley Georgia Rcbuual Testimony, p. 1311
) However, 

the FCC's May 8 Order ~gardin!; unil'tr5111 S<"rvicc nl p:m!llfl.lpb 250.(4) SUICS 

thai: 

'1'bcn: are other facton bowcvcr. toot mny mitigntc or offset any potential 

inc:teasc in !he cost of C~tpitalassoci:ated with additionnl competition. For 

~ample, until fao::ililics-b&Kd c~mpetition occurs, ·he imp;u:t of competition 

on !he ILEC's risk associoted with the supponed services will be minimal 

because the ILEC's f11cilities \viii still be used by competitors wsing eilhcr 

~cor purchasing aeccss to the ILEC'S unbundled nctworic elements." 
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Conscqlletllly, il does not appear thnt the I'CC tuu deftnitively concluded lhnt 

these risks will incrensc the LECs' cost of cnl'itnl. but that they= lcnving 

them open for considenuion. 

DOES TIUS FCC STATEMENT ALSO INDICATE THAT, EVEN IF 

COMPETITIVE RISKS 00 INCHF.ASF. L.EC. COST OF CAPITAL. 

THATONNETTHE COSTOFCAPITAI. IIAS DECLINED SINCE 

THE TIME THAT THE FCC DETERMINED T ilE 1 1.25~. ACCESS 

CHARGE RATE? 

Yes. Wblle I believe lhnt the FCC is lcnving the linn! dcc,sion to SlAte 

Commissions, it is c:Jearly its position thnt. if all of the fnctors IIITC COJUidmd 

including competitive ri.sks, the n<:t CO$t or cnpitnl hiL'I d~-clined from the time 

the 11 .25% w~ adopted. One clear ntdlcution olthis is the signiflc:ent decline 

in inlCfCSt rates since the FCC's Rmc Rcprescription Order adopted in 

Sepkmbcr of1990 which I have disctaSC.'d in my dim:t testimony. ln its May 

8 Order n:garding univc.=l service ut pnru~mph 250.(~). the FCC suued lhnt 

~[t)hc reduction In the cost of borrQ\\ in~: cnus<'tl the Common Carrier Bureau 

to instiwtc a pn:limiruuy inquiry a. w "hcther the cum:ntly authorized federal 

11.25 pcn:cnt rate of mum is too high ghcn the c•am:nt marltetplacc cost of 

equity and debt." 
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IN PRJOR REBUTTAL TESTIMONIES, UR. BILLINGSLEY BAS 

CRJTICIZ.ED YOUR ~TIMATJON Of THE COST OF DEBT. JS DR. 

BlLLINGS ... EY CORRECT THAT NE1'WOIU< ELEMENTS WOULD 

ONLY BE FINANCF.D WllrH LONG-Tf.ltM DEtm 

No. ~nctworic clements hnvc vuried expected •:conomic lives. not all of 

which an: 11CCCSS11111y long-term. In mlrtitlon. the network clement lealing 

business, lilu: lillY other business. would be finnnccd using o wricty of 50W'CCS 

and maturities. Dr. Billingsley would be lwd·r~ to name any c:ompanics 

whi.ch are fllllllll:cd with 100"/o ltlnl!·tcrm dcht. 

IN OTHER STATE REBUTTALS, DR. VANDER WEIDE AND DR. 

BILLINGSLEY HAVE INDICATF.D Til AT YOUR USE OF THE 

ANNl.JAL DCF MODEL UNDEit•n·A Tf:S TilE COST OF CAPITAL 

EcSTJMA TE. IS THIS TRUE' 

No. When calcullllina the c:ost of equity orrhenblc to an inves1or. the investOr 

assumes that hoor Jhe will get quarterly di"idcnds. As investors noiTIUIUy 

receive dividends quancrly, they will rcinvcstthc:m and get tile benefit of 

quarterly c:ompounding. In other 1\urds. in, <'J\tors elm their c:ost of equity u 

calculated by th • qurutcrly DCF rm>Jd b) n:in\'csting their ~a.sh flows 

quarterly. The purpote of this procl.'l'<iinll. hnw.:wr, is to dctcmllne the cost of 

Clphal which tbc telephone opantin11 companies should be allowed. ln 

contrast to inves1on. telephone opcmtinJl comp:mics = ublc to reinvest their 

ealh flows on an opproximatc month I) hntls. Conscqucntly,lf thc 
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Commiuion allows a nue which i• c~timatcd using an annual OCF model. then 

the opcr..dng phone company !lets an effective rutc hi11her thnn the allowt'd nuc 

boc•u,.. of monthly compoWlding. 1 his .,nl:ctiw r.ttc will In filM:! exceed the 

nne calculllled using a qUIII'Ic'rly DCF twis. Thus. h would be entirely 

illllpJli'Opriate to calcu.huc the DCF cost of equity on u quurtcrly compowxling 

bait for purposes of this proceeding. been usc tlus would ~:ive lbc open~ting 

phoocoompany the benefit of both q•mncriy end monthly compounding. If the 

Commission wen: to dcc:ide IIL'It it pn:fcmxlthc qWlnerly DCF model, tt~·n a 

dccompoWlding adjustment would lUI\ c to be nUidc to n:mo~ the benefit of 

moothly compoundins. 

DR. VANDER WEIDE BELIEVES Til AT TELEI' IIONE ltOLDING 

COMPANIES ARE LESS RISKY T itAN 1'11£ llUSINESS OF 

NETWORK ELEMENT U :ASING. 1:'< I'RIOil REDUTT AL 

TESTIMONIES, DR. BILLJNCSLf:V UELIEVES T HAT YOU HAVE 

MADE INCONSISTENT ARGUI\IEN'fS HEGAIW JNC 

DIVERSIFICATION IN R.El.A T ION TO TF.LEI'IIONE IIOLDING 

COMPANl£8. IS THAT T ilE CASF:'! 

No. l.o the case of telephone holding. companies, cnv l ing in businessc~ which 

an: systcmalJcaJJy riJk.Jcr than the OCt\\lltk dL' IIt<Ut k ;uing business wiU 

al-}'1 make tho risk of tho telephone holdint; c<unp .. u•y t;tcntcr than !hat of the 

netwodc leasing buJiness. Ovemll n•l cnn nc1•er falll>locnusc of the oc~ulJilion 

of l)'ltmlatlcaJiy riskier bullncs$cs. fhis can be illu.•mned with a simple 
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example. If you hold 11 ont-tWet pol1folio comprised of a productive local oil 

wdl wilh enonnous proven msen~. )'OU will not make that oil well le$S rislcy 

by unden.aklng wildan oil drillina in lmq. Your ovcrull holdings become more 

rislcy by makina a fundamentally ri~kicr inv~tmcnt. In the context oflhe 

telephone holding companies. lhc F('C and the mo;or mting agencies have 

reco~ tbatlnvcstmcnl3 ill businesses outside or local exchange have made 

them riskiet". 

DR. BlLLJNGSLEY'S RISJ< PREMJ UM ANALYSIS DIFFERS FROM 

YOURS, AND LEADS TO A SIGNIFICANTL \' IIIGI{ER COST OF 

EQUITY ESTIMATE. HOW DO YOU VIEW UIS APPROACH? 

The equity risk pmnlum is 11 subject of srcat rc5c:u'ch und dcbmte in fioanc:e. 

and no defmith-e consensus has beett reach«!. In my analysis, I ancmpled 1D 

consider all oflhe prevailing research by lc:\d•n~ acAdemics which I thoroughly 

dilcuss in my direc1testln10ny. It is dc:u thnt Dr. lliUina.slcy hils not 

addrcacd recent 1'eSC4r'Ch, p411iculruly th~t oflll:tnchnrd, Siegel Md Ross et al. 

which lndiCllles that the forwatd·lookinl\ market premium over U.S. Treasury 

bonds iJ in the 2 1D S% range, fru lc.mcr thM "hnt Dr. Olllina,slcy cstimMes. 

My di=t testimony also cites ton number of uthcr souroca rcgllrding mrukct 

estimates of the risk premiwn. iodud•ns a11ick-s m ''"""''<· 77rr Economist 

and lhe FCC's 1990 Rate Rcpr=ription Order. 



Q. 

1 

3 

4 A. 

s 

6 

7 

8 

9 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

HAVE YOU SEEN OTHER OI'INIONS ltEGAROING TilE 

MAGI'fJTUOF OF THE EQUIT Y IUSK l'ltEMIUM NOT 

REFERENCED lN YOUR DIRECT TE.'>IIMONY? 

2 3 4 

Yes. Scholars at the American Ent<l'prisc ln"irulc ~1nl<-d in lhe Wall St.rcct 

Jownal the following: 

"Allow us now 10 suggest D hypotho:.sis uboul the hug~ returns posted by the 

stock market over the piiSt few ycnr~: lu mum:ll funds have odvettlscd the 

redu.c:lion of risk r equired by lllldng the long view, the risk-premium required 

by sbarcboldenJ has gradUAlly drilled down. Sin.:c Sicgel"s n:su!LS suggest that 

the eorrec1 risk premium might be :t.L'ro.this driO downward- and.lhc 

eortUJ!Oodin& t~Cnd toward higher stock prices- mny not be over.''" 

In edditJon, Alfred Rappaport SUIICS lhnt: 

"The premium should be based on expected rntes of n:tum rot her llWI nvemgc 

historical ra!CS. Thi.r lppiO!ICh Is c:ruci:ll bccuusc "ilh the increased volatllity 

of inteml rates ovct the pilSttwo de~ odes the n:l.ul vc risk of bonds bu 

inc:reascd, thcrcby lowering risk prcmiluns ''' n mngc from 3 to S percent. 

1bosc who estimllle the nwket risL. pn:miun1 :IS lhc long-run D\"Cnlgc excess of 

S1ock returns over go~meru bond re1ums willtypicnlly oblllln a figure in thc 

7 lO 9 percent range. Thla hUiori~l npproach ignurcs thai mllrlce1 risk 

premiiiiiiJ Vtry OVff time and Btthc J'f'''ICOIIIDIC CM lend 10 signific:ant 

undcrvalua!lon.''u 
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DO YOU HAVE ANY INFORMATION ltt:CAROING m E MARKET 

RISK PRl'MIUM USED BY WALL STilEF.T DllOK£RAGES? 

Yes. My sUIITWll$ able to obtAin the July-end 1998 rnorket rislc premiwn 

estimated by Merrill Lynch. AJs oftluuttmc, Merrill Lynch esti11111ted the 

llllllket riJk premium over the long-tcrnt Trcnsury yield to be 5.0?01.. This is 

43 bulJ poiniS lower than the S.SO"Io tmukct ri•k premium over long·lmll 

Tn:asudes which I used in my Study 

HOW DOES DR. BILLINGSLEY i\RRIVF. AT SUCH A HIGH RISK 

PREM1Ul't1? 

Dr. Billl.ngslcy arrives at n large risk preml~11 l>) nmking the some misUikc 

with lbe matltet that he mnde for individunl comr=ies. Thlll is. he &SIUIIlCS 

llfllwlh for an inftnile period Dl D IUk exceeding the growth rule of \be 

Daare&alC economy. Had he properly lllken =ount ofthe fnct that growth 

mUSI eventually slow. as I do in my direct tc.timnny. he would have nrrhcd at 

a market risk pmnium more con••stcnt with that "hich I r«ommcnd. 

DR. VANDER WEIDE INDICATES IN IllS IIIRF.CT TESTIMONY 

THAT THE COST Of" CAPIT1\L IS FOltWAIU>·LOOKINC. fiE 

STATES FURTHER THAT "I'OIHVAitiJ-l.OOKING ECONOMIC 

COST STUDIES ARE PREDICATED ON Til F. ASSUMPTION THAT 

THE MARKET FOR ALL LOCAL EXCIIANC;E SERVICES IS FULLY 



2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

I I 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

23 6 
COMPETITIVE~ )VANDER WEIDE UlltECT, PG. 38). DOES THE 

FCC AGPEE WITH DR. VAN n Ett WEIIlE'S ASSUMPTION? 

No. In Its August 8 Order, the I'CC state' explicit ly nt pnmgro.ph 702 thst, 

"Based on lbe c:WTCnt =ord. we conclul!c thnt the currently authorized mtc of 

return 11 the fcdmll or Sllltc level b o rt'Q50tublc stnrtiog point for n:.t.RIC 

c:alculotlonJ, and incumbent LEC5 bCilr the bur<lcu of dcmonstrnting with 

specificity thnt the business risks thut thev fnrc in providing unbundled 

network clcu::nts and intcrcollll<'Ctlon ~rvircs \\ould justify 11 dlffermt risk· 

adjUSil:d cost of capital or depreciation rotc. These clements generally are 

bottleneclc, monopoly services thnt do not now fncc signi ncant competition. 

We recognb:c that incumbent LECs ore llkcl~· to fiorc incn:rued rislc.s given the 

overall increases in competition in this indu,tr). which generally might wamnt 

an increased cost of c:opital, but note tlmt. curlier tl.is ycnr, ""'instituted a 

preliminary ingulry 115 to whether the currcntl'" authorized federal 11 .25 

pm:ent rate of return is too high 1\i,·cn the current markctplnco cost of couity 

and debt. On the basis of the curn-nt rcconl. "< d .. -clinc to engage in a time-

conJumlng cXllllllll4tlon to dctcm1iHc a nc\\ r.uc of return. which IIUIY well 

require a detailed proceeding. Stntc• mny n<ljust the cost of capillll if a patty 

demonstrates to a su11e commission tlmt either n hiphcr or lower level of cost of 

capital iJ wamlllled, without tlut cummissiun ~on.Jucting a "ra:tc·of.retum or 

othorralc bucd proceeding.• We nute thnt the risk·nd)ustcd cost ofcapillll 

need 1101 be unifonn for all elerncntlt . We hn,•nd 10 re-exnmine the issue of !he 

•p!XOI!! ialo riJ.k,adjustcd cost of apitlll on nn onsoins basis. pazticulu!y in 
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light of the Slate commissions' cxflC'riences in 3Jdn:ssing this issue in specific 

sitwulon.s.lcmplwis added) [footnotes omin«<) 

Il ls clear tbat ~ of the above provisions st:.t,'IJ in p:m:groph 702 whJch I 

have highlighted would be nccessury if tb: FCC' intended n presumption of full 

competition. 

IF THE JLEC'S HAVE A ~'TRICT BURIIF.N OF PROOF 

REQUIREMl:NT {AS STATED IN PARAGRAI'II 70l) FOR 

DEMONSTRATING THAT TilE MARJn:T FOR NEnYORK 

ELEMENTS IS RJSJOER FOR I'URPOSES OF COST OF CAPITAL 

ESTIMATION, CAN DR. VANDER WEI HE MEREL V ASSUME TIIA T 

THE NETWORK ELEMENT MARKET- WII ICH IS ATTJIISTIMEA 

NEAR-MONOPOLY- IS COMI'ETITIVE? 

No, he cannot. Or. VMdcr Weld" hus "OSS\IIn"J nwny'' the requisite burden of 

proof. M Dr. Vlll'lder Wt'ide proviJcs no c•·iJcncc thntthc bw!iness of network 

element leasing bns become fully c••mpctltiw. this inappropriate foundational 

assumption appears to moot his cntiro nMI)'Mis. 

DID THE FCC IN FACT CONS IllER ANll REJECT THE 

ASSUMPTION OF F'UU, COMI'ETITIO,'i'! 

Yes. At p4rag111pb688 oflho FCC's August S Order, it stated thnt" ... USTA's 

arawncnt unrealiJti.eally wumcs thDt competitiw cmtry would be 

l 
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insumaneoUJ. The more reASOnnblc tWwnpli?n of enlf)' occurring over tlmr 

will R>duc:e the costs associA!cd \\llh sunk in\-.c'SUllcnl.h 

IS THERE ANY CONNECTION BET\V.:F.N OR. VANDER W£ rDE'S 

HYPOTHETICAL ASSUI\1PT10N OF A FUI.LY COMPETITIVE 

MARKET AND A rORWAR D·I.OOK!NG COST OF CAP ITAL? 

None 11 all. Econorr.ic oo.ru o r CllpiiAI are b) delinition roi'WIItd IOOkiJli. In 

other words, when essessin~t the: cost or Cllphol of any publicly·tnded company 

as of today, the marlcct accounts for all kno\\11 risks existing CWTcnlly and the 

possibility of risks thai could develop or incr<'ll.\C in lht fuiUre. In the context 

ofa publicly·trodcd telephone holding aomp:my. which owns IOC!ll exchange 

componles and nctworic elcmeniS, 1hc rnarkel docs no1 hypotheli.:ally 8SJUIJlc 

that the netwwk element leasing business will immcdialely bec<anc 

competitive when the ...U-world c\•idcnce indiet~rcs rhrl1 facililics competition 

cxlsu only 10 a very limilcd degree nnd may lnkc ~c:us 10 rlc....,lop due 10 Its 

hlgh cost. Instead, the market comonuously e•':llualcs renl·world information 

rea-zding all n:.lcvant risks. inc:ludin~ !hose "hich mny Drl5c or incn:a5C in the 

fu!Ure, 1llld incorporates the llkcllhood of those risks occurring ln1o the ciUl'enl 

llOIIS of ecpltal of the telephone hulding companies. Consequently. Dr. Vllllder 

Weide bas ealeuJaiOd I bypothr:ticol COSI of c~piml, 1101 a forward·looklng 

ceorwmic COSt of capital as rcquuc.J lor thil pn>co.'<'<llng. 

31 
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Q. DOES DR. VANDER WEIDE OISAGRE~ WIT II YOUR ASSERTION 

2 THAT THE MARKET HAS ALR~:ADY ACCOUNTED FOR TilE RISK 

3 OF POTENTIAL COMPETITION1 

4 A. It does DOl appear so (ahhough w~ <f,, disagree as 10 lht ~len! of competition 

s lhat the nwket aetually expec:ls). AI page 31 of his dim:11mimony, be stated 

6 !hal "(i)nvestors arc primarily inlm:sted in fu1urc expec:led competition when 

7 they asseu lhe ini/C1tmcnl risk of G1 E because cl(r.ected future compcti1ion is 

8 a primary ckt111111lnam of volalilily in lhe expec:1ed relums on !heir inveslmmt." 

9 

10 Q. 1P DR. VANDER WEIDE IS CORRECT Til AT TilE MARKET HAS 

II IN CORPORA TED THIS INFOIIMATION Al.RF.AI>Y, IS THERE ANY 

12 NEED TO HVPOTRETICALl. Y ASSUME A H ILLY COI\tP£TITIVE 

13 MARKET AND THf.REilV USf: S&P INOu.!m{IALS AS 

14 COMPARABLE COI\fPAI\'IES IN!)fEAU Ot' TELEPHONE HOLDING 

IS COMPANIES? 

16 A. Nooo wb.aiJOCVCI'. The DCF ~hod for estimating the cos1 of equity iJ based 

17 on nwlcel pric:es wllicb incorporule nil available infomtution in the 

18 marketplace. 

19 

20 Q. WHAT DlD THE FCC SAY SI'Et'JFJCALL Y WIT II REGARD TO THE 

21 EFFECJ' OP COMPE1'1TION ON TilE l' ltOYISION OF UNIVERSAL 

22 SERVICE? 
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The discussloa 11 P11n1g111ph 250.(4) uftbe FCC's Mny 8. 1997 Univc:rsal 

Service Order is virtwllly th< s:une us nppcnrcd ut pamgmph 702 of !he FCC's 

AUSUJI 8 Order discussed above. It Sillies !hut: 

~we realized thai, wilh !he pa=ge ofth< 1996 Act, the lcvd of local ~ice 

competlllon may lnc:.n:ase, und lh.11 this compctttion might incre4SC !he ILECs' 

eo~~ of capital. ~are other fBCIOrs, ho14•V"Cr, that may mitigate or ot'&ct 

any po!cntial tnc1n.sc in the W$t of cnpllll1 as:~<xtulcd with nddicionnl 

c:ompc:!ition. For ClUIIIlple, until f~eilities·bascd competition occurs, !he impact 

of competition on the ILEC's risks IWOClcted " i lh the supponcd sc:rviccs will 

be minimal tx.c.U50 !he ILEC's facilities will still be used by c:ompctiton using 

either rr:salc or purchasing ~~tteu to cbe ILEC' s unbundled network clc:mcnts. 

In addition, the cost of debt hns decrcuscd sine"' we lnst scttbc authorized role 

of return. The reduction in the cost ofbomming cuuscd !he Common C:uricr 

Bureau 10 insticutc 11 prclimillllry inquiry as tu whcchcr the cumntly authorized 

federal tD1e ' ,..., m l.s too high • .:iwn the cum:nl mnrkctpiDC.C cost of equity 

I1Dd debt. We will recwaluutc the CO> I of cepiiJII ~ m~cd to ensure thut it 

accurutely renects lhc mo.rkct sicuncion for carriers. -!emphasis added I 

TOTHE E XTENTTIIATTHE RF. IS RISK INVOLVED IN THE 

PROVlSJON OF UNIVERSAL SEKVICE AS lliSCU~'SF.D IN DR. 

VANDER WEJOE'S TF~Tll\tONV, ISTitmS AL'iO A RISK WHJCll 

niE MARKET ANTICIPAn:s ;\NO ACCOUNTS FOR? 

Yes. 
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IS mE USE OJ! A LARGE, DIVERSE PIWXY GROUP LIKE THE 

SlcP INDUSTRIALS TO ESTIM ATE COST OF CAPITAL 

CONSlSTENT WITH REAL-WORLD FINANCIAL PRACTICE? 

No. A f\mdamen1a1 objecth·c in estimnting th<· cost of capltlll is cbooslna the 

correct lltget. 1De most wi<kly-:~a:cpted technique for determining the cost of 

capital tbmforc ~sins with the capillll costs experienced by companies with 

busioeu:s comp11111ble to the line of business under considm~tion. In this c:ase, 

therefore, the 6m step Is to identify n group nf romparnble comp.'Ulies (or 

proxy sroup) with chruuctcristics us similu n.• possible to the busincs, of 

providloa network elements t1nd univcrlltll scrvic~. which is t.he business for 

which the cost of capillll is being determined. 

DR. VANDER WEIDETf'-'>Ti f' lf:U THAT GT E II AD A VA.LUE LINE 

BETA OF .9S, WIDCH liE ARGUES JU~TI Fif:.S THE USE OF THE 

SlcP rNDVSTRJALS AS A PIWXV FOR ESTIMATING THE LEC'S 

COST OF EQUITY. IS n~IS POSITION CONSI!>TENT WITH PRIOR 

ARGUMENTS WHICH liE liAS MADE REGAR DING BETAS? 

No. In numerous rebuttal tc'$1imnni<·> fi led in other states, Or. Vtulder Weide 

lw viaorously obje<:ted to the usc nf hist.orical h•:tas computed over n S-yet1t 

limo period because In his opinion they were not su1iciCJllly forwnrd looklng 

proJtiel for risk. II i.s Ibm fore cxtroordlnary thut he now uses n S-ycar beta to 

suppon such an intqral clement of hislllllllysis. A.' I noted in my direct 

testimony, BARRA betas Ate forward-looking ;md cnn be used as a c:hcck 

)·I 
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against any betiiS utilized. If Dr. Vnnder Weide h:ld instead used the forwnrd· 

looking BARRA beta of .75 us <J f l)cccmber 31, l'l97. he would have properly 

coocludcd that GTE is act1.14lly far lc.\S risky thnn either the S&!:P Industrials or 

the market as a whole. I also noll: that the fol'\,urd·looking BARRA beta of 

• 15 is leu than the beta of. 78 which I estimated for OTE und utiliz.ed in my 

IN PRIOR REB1J1TAL TESTIIIIONIES, on. VANDER WEIDE 

SUGGESTS TUAT T£LEJ'HONF. IIOLDING COMPANIES CANNOT 

BE USED AS PROXIES FOR OTIIER TELEI'IJONF. HOLDING 

COMPANIES BECAUSE THE A~ALYSTS' f'ORECASTS DO NOT 

CORRECTl.Y ACCOUNT FOR l'OST·I\IEitca:Jt GROWfll 

FORECASTS, WUJLE STOCK l' ltJCF.S 00. IS 'nfiS A SOLID 

ARGUMENT FOR NOT USING TEl.EPIIONF. HOLDING 

COMPANIES AS THE PROXY <:llOUP? 

No. Or. Vanckr Weide provides no c' , knee Ullltthis is the cn.sc. The impact 

of anticipated meracrs on stocL pn• <' is compk~. Stock pricc:s con lluctUAil: 

up and down O\~ time In anticipati(on of mc!£cr berlclits, mct'llcr dctrlmc:t1ts 

end the probability that the mel}!cr wtll be con.-ummntrd. Empirical finance 

research indicates thAI the acquiring company in nn acqu~ition or meracr 

sometimes ovcrpa~. which en uses the price or t.hc ucquiring company to fall. 

lbla could cause cost of equity cstim~tes to be too high for ncquiring 

oompanles occordlng 10 Or. Vander Wcil!c's premise. which would have on 



2 

3 

4 

s 

6 

7 Q. 

8 

9 A. 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 Q. 

23 

243 
offsetting Impact. :0 his own S~l' Industrial snmplc. Or. Vander Weide has 

not provided an anal )'lis of which. if any, of these cornp:mics were going 

through, or pcrlmpJ affeacd by the unticipation uf. n merger. When 1111 these 

implicalioru ore considered, I d<\ 1101 hclicw tltuDr. Vander Weide has offered 

a supportable reason for not using the appropriate proxy group. 

WHY IS DR. VANDER WE LDE'S OCF COST OF EQUITY ESTlMA TE 

HUNDREDS OF BASIS POINTS II IGIIER T II AN YOUR ESTIMATE? 

M I have already mentioned in r<:l!lUd to Or. Billingsley"s npproxh.the most 

signifieant 11S$umption which \\'Ould causes this difference is the inco~ u.se 

ofasing!C>-Jtage DCP model that assumes lOOt flw-yenr analyst fo~ 

growth ratet which exceed the, grol\ th mtc of the economy will penis! forever 

for the sample companiea. The fnll:.cy or such sr.mth llSSUmptions is cuily 

demonstrated. Consider this: i r 311) ''""of the C01'1Jl."ll1ics in the s&:P group 

experience<~ supcr-nomtal growth in excess of the morktt-widc rote of growth 

fon:va-,llw one company would c\'cntuAlly srow w become the entire 

economy. The impossibility of such u rcsuh proves I hot rapidly growing 

compAnies can continue sw:h W'll"'" <Miy for~ rdath'ely finite period of time, 

ot which point their growth must conver11c with the growth rotc of the overall 

economy. 

DR. VANDER WEIDE ~-ni'J F.n IN l'lllOit STAT E HEOlfrfAL 

TESTIMONIES THAT VALUE LINE PROVIDED LONG-RUN 



2 

3 

4 

s 

6 

7 

!I 

9 

10 

II 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

A. 

Q. 

A. 

244 

GROWJ"U ESTIMATES IN E,XO:SS O f'S \' ~:AilS WHICII 

SOMEHOW JUSTlFIED HJS PF.It PE'TUA L GRO\VI'H ASSUMPTION. 

IS BE CORkECT? 

No. Value Line: does !!2! pi'O\idc lona·IUII r.trowth estimates, which is readily 

apparent from the Value Line 1rcpons themselves unJ which my suiJT confirmed 

dircctly with Value Line:. Value Line pi'O\ ides S year fom:asts, similar to the 

tenn of the IBES fon:cuts. 

WHY ARE YOU CRITICAL m· Dlt. VANDER WEIDE'S USE OF THE 

SAP lNDUSTRIALS AS A COMI'MUSON GJWUI' FOR E~mMATlNG 

THE COST OF CAPJT AJ.. FOR Tl IE BUSINESS OF LEASING 

UNBUNDLED NETWORK E LF.MENTS OR FOit TilE PROVISION OF 

UNIVERSAL SERVICE? 

Whil: Dr. Vander Weide~ with me that the C0$1 of equity capital is 

largely 11 function of risk, he dOd IIIli nnempt to identify a comp=ble group 

conJlstlna of companies with :similnr risk. Instead the III\Illysis is pcrfol'liiCG on 

a group consisting ofvinwllly all the S&P lndusuinls, including such divene 

firms 111 automobile manufacturers, {HI comp:mict.. produecn of food and food 

~. publishing and cntcnainment companies and phormoecutlcal 

gisnlll. Because Dr. Vander Weide'• unnlysls is roscd on the performance of 

1J1rt1e Industrial compcllllat gerner~lly mthcr than a group of comPQn~bk 

compllllct, hUo results are of oo r"lc• •nee h• tho: "hol63lc telephone bi.WIIC$$ 

or the provuion of universal service II simply mukes no sense to select a 
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proxy a;roup thAt 11M nothing i:n common wilh firms providina locnl retAil 

pbone IICrVicc, much less a company set up solely for lh.c purpose of leasing 

unbundled octwodt elements Bt \\OOICSIIIC. under his approach, Dr. Vander 

Weide must atnUn 10 identify :o~imlbritin 11mon~: a di.-cnc group of companie$ 

- i,c., bclwccn companieJ In llhc telephone bw.iness w1d I ~~fie businesses in 

geuenal - out of a sea of differences. 

It makes far more sense to begin with a group of companieJ - i.e .. telephone 

holdlns companies - !hat h11vc som~ sl mil11rity to t11o firm thnt will sell access 

10 telephone facilities 01 wholes.,lc. At \lull point, we CM discuss intelligently 

any difTe.aiCCS in risk beh.1:e11 n telephone holding ~omp.111y which owns 

many rUlcy busioeues - IIUCb u wireless and internAtionAl vn>tW'CS- and 

the IOWI:f·risk business of providinw w>bull<llcd nctwur~ elements and 

Wlivcnal service. 

ARE YOU AWARE OF A.NY 1\l i\.JOR COMI'ANIES TIIAT USE TilE 

SAP lNDUSTRIALS TO ESTIMATF. THEIR COST OF CAPITAL 

INSTEAD OF A PROXY GROUP OF COMPANIES PARTICfPATING 

IN mE SAME LINE OF BUS INESS1 

No. And as I have prcviolllly notcJ. J\mcrih:dt' s \1\\11 cost ul «~pi tal expert 

witness used a set comJ)Qillble comp:mlc$ which WIIS almost exactly the same 

u lhc tel of telephone holding cOIIIJiani<s \\hich l lu!vc used. 
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DO INVESTMENT BANKS USF. T il£ S&l' IND USfRJALS AS THE 

COMPARA.BLES FO~ TELEI'IIONE COM PANIES? 

for OTB view otbcr ~lcpbone holding comp:mlcs to be the best proxies for the 

subject telephone holding company being \•aluc-d. 

DR. VANDER WEIDE INDICNr F.S 1 11AT l ' lf£ TH£ 0 RETICALL Y 

CORRECT CAPITAL STRUCTU RE TO DE US ED IN COST OF 

CAPITAL ESTI.MATION SHOULD DE BASED ON MARKET 

WEIGRTS. WOULD MARKt:T-WEIGUn ; o WACC 

CALCULATIONS FOR Em lER THE SJ<I' fNO I'SfRJALS OR FOR 

GTE PROVfDEAN ACCURAn ; ESTIJ\IAH; OF Tt . ~: COST OF 

CAPITAL FOR THE NETWOit K EU:MENT LEASING BUSINESS? 

No. Such eatimalel would be too hig.b It is criticnlto emplwlz.c lbat the 

latiel rnukcl value c:apital stAA:turc should be used to dcte.nnlnc the cost of 

copital for the busino:u in question. which is clrnrly understood by nil 

academics. In thiJ proc«<ling.thr business •~ the provision of network 

clemctlla and unive1'141 scrvic:e. Tlti$ is u di<~inctly diffm:nt, nnd fat leu risky 

bwincsl than the overall combin....J busllle$$Cs uf the publicly·uadcd GTE 

boldina comptlll)'. or or the 5&1' inJustrillb. 1 hen: fore, I ha• e utilltcd the 

market.· wei shied WACC c:stinunc for the risliu OTE holding company u the 

Upp5!' bound of my WACC ranw: otinuatc fi•r tho: network clcment lcuina 
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WHY 00 YOU USE A BOOK VA LUE CAPITAL ~IRUCTURE TO 

ESTABLISH TJlE LOWER BOUND OF YOUR WACC ESTIMATE 

RANGE? 

I believe that GTE and olher tcl<:plmne holding ~ompanies ha\'C not issued 

more debt due l~~~gely to i~d risk~ enr:tiled ;~ other lines of business suc:h 

as cellular, long-distance, olrphone, international ventures and paging. As 

there are DO publicly·tnldcd comp;anies in''•11ved solei)' in lhc b11.1incss of 

network element leasing. !he true murkct·wdghtcd cnpillll structure for this 

business is DOl obsuvublc and c.m only be estimated. The purpose for using o 

book value ctpiiAirtrueture (which Ius been commonly used in traditional rate 

ofretwnbellri.op) is to 11pproximnt~ n caplwl structure which llliiY better 

n:nect lhc risk of the nctw01k element leasing business, nutter than the risk of 

telephone holding companies Cllgllfod in mnny riskier businesses. At the lime 

that the equity proceeds were roconkd on their books Dt whnt wu then marlcet 

value, the tdepbonc holding comp;anics '""~"< much mort focused on the 

traditional local exchange bttsiness. 11tis is much closer to the business of 

providing unbundled network dements and uni vcml service when compared 

to !be Vllrious endenvors undcnnLcn b)' telephone holding companies today. 

Therefore, the book value is u:ocd tu provide thr luwcr·bound of my range 

Cllimatc. As diiCUSICd In my direct tcs1imuny, I hchcvc that the midpoint of 

the range IJ lhc mos1 reasoruible WACC cstimntc. 



248 
Q. HAS £1THER DR. BtLLlNCSLF.Y OR llR. VANDER WEIDE 

2 PROVIDED ANY REAI.AVOHW f:VIOENCE THA 1 TilE COST OF 

3 CAPITAL APPLICABLt: TO THE PROVlSION OF NETWORK 

4 EL.EMENTS AND UNJVERSAL SERVICE IS AS tuG II AS THEY 

s SUGG.EST? 

6 A. No. In particular. neither hAve: bccu oble w co11ently nddress the real·world, 

7 invostor-«ientcd evidence descri~ in my di~tettes~imony which provides 

8 independent a5SU11IIl<X lh:lt my estim3te is in the corm:t ronse. Por example, in 

9 tbc Bell AtllntlciNYNEJC rnet"IJer proxy statement dntcd Scptemlxr 9, 1996 

10 (after tbc pass~~go of tbe 1996 Tek;:nmmunielltiuns Act nnd the release of tbc 

II FCC's Aug1111 8 Order), Memll l.ynch as pan of its falrnCJSS opinion pcrfonncd 
I > 

'I 12 a OCF analysis of the companies u•ing nn 8 to 100/o discount rote for their 

13 telephone company operations. h is notoblc thnt this was disclosed in a 

14 securities fil ing -.king inveator oppro,•al of o multi-billion dollar moger 

IS which subjected Merrill Lynch and the oni,ers run! directors of both NYNEX 

16 and Bell Atlantic to f'dernl and stat~ :<ecurit.ics I~\\'S with orK:roUI disclosure 

17 requil=ots. I also noted in m)· dtrcct testimony thnt n Salomon Brothers 

18 analy!l report dated January 1996 cstirllllted the cost of capitol for the regional 

19 BcU holdlns companies to be 8.6'1~. S3lornon disclosed in th:lt n:port that it 

20 bad been an 110derwrhc:r for BeiiSouth. Bell Atlwaic and severn! otbcr 

21 RBHC's. 

22 Morever, lnten:st roleS hAve dropped dromntienlly since the FCC 

23 clelennlned tbc 11.2SYoaccess. chnrgc rule in 19'>0. tJ•ina thi> 304 buia point 

41 
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decline from September 1990to Dcl.-embc:r 1997 os a rough auidc implies a 

2 cumnt cost of capital of8.21% (11.25% minus 3.04%). 

3 Conscqun~tly.l sec no real-world evidence indic:atlna thot a 

4 hypothetical cost of tllpital po.sitcd to be hundred.\ of basis points higher by Dr. 

5 Billinpley or Dr. Vander Weide is llllything close to lbe true cost of c.pital for 

6 eilber the businds of unbwldlcd nctWil~ clement lc:.uing or lbc provision of 

7 Wliversalscrvice. 

8 

9 Q. DOES THAT CONCLUDE YOU It PRESEI'iT TESTIMONY? 

10 A. Y c:s, it does. 

I For ..... cr unolmlandlnc- I will hcrdnaflu n:f<r IU Sprbii/Unllcd and Sprlnii'Ccnlet coUccdvdy u 
"Sprint". 

' o.moclanut. AJwllll. Security Analyab for tn'~"onen' and CorJ'(lr11« Finance, Jobto Wiley at.S Son&. 
Now York, 1994, p. I I$ . 

• Jbld.,l'!'- 101-109. 

' In Ro Rovlcw or Coli Studio!. Mct¥do!osko., and Cmt·EI.ucd Ra<a (or lniC!"CO!II!OC!Joe llld 
Unbarlcllln1 of lloiiSouth Tckcqmmun!CIItlocu S<tvico, llcforc The CCO<~ 1'\obllc CommiSIJon, 
Dod<« No. 7061·U, Rdlunal T<ldmonyo'fl>r. Ran<bU S Dilllnatlcy, Au&wl 29, 1997. p. 41 , II 16. 

1 /bid., p. 3(), II 17•10, 

' "Colt Tltnt 0../J/ 4 Qw;rtlom 1/w l.mjJ·Dis111nu Com{Kmlo (),., '1 H'tW You To Ad", United SWu 
Telephone Aaoclalion. 

I The conc.Jw.laaJ Of lhb h)1)01)>dJcaf WO<Jfd COntinU< IU bold Jr on< aJl<maliV<Jy USUmed lfw 
BcUSoucli...S OTB....,.. equally ciYI<Icnl llld C'IOnJ><Iilll<, and ohallhc lnllllt1 became mi>CII more 
compdJIIve due Ill !he <n"Y o( &cvcr101 n.w compcliton 

1 In Ro ~Jew of Colt Studkl, Mc1loo!lolo£~<>. and COSI·Iloh<d Rain for lno..........,..loo and 
Unbundllaa or BoiiSouth Tdecam~~~un)aodom S<tvl«s, Before The 0-:>eqi• I'Ubllc Ccmmltslon. 
Docka No. 7061·U. Rdlullll TeJtlmonyofDr. Randall S Billln~ky. Auawo 29, 1997, p.. 60, at IJ~ 

• Dr. ShArpe won die Nobtl pril'.o fot bls wort< In dc•~k>pl~>a obb "r<!JII .. Ihccuy" 
10 Jhbolaool ~. Sttd.IJ<indl. Bills mo:1 llfi/UI•on. /99d Y<W"Iooo.t, Cblcaao, rJ. 141. 

11 In Ra .RcvJ.w or Cooc Shldiu, Methodo!otla. llld Cosi·O....S Raw f0< Jnttn:oMeclloo llld 
uliiiWi4Jllja of !!cUSoullo Tclocornmunlcatlcw g..,. l<c<. lkfon: The a-.ta I'll bile COI!tmisslon, 
Docka No. 7061-U, Rd>ullll Tdtlmoay of Dr. Rand•U S. Ofllin1¢Jicy, AUJUit 29. 1997, p. I 3,11 15· 
21 . 
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a.: 0'•"'men James K.. and 'Kevin A.. Jl&sJoe«. Ar.t SI«IJ 0•"tnWiw.11,7 Not . : CltatN:r. The Wall S1rM 
Jowaal. MarcUO, 1991. 

" Rappaport. A1rn.l. ~1tin1 Sl!anh 'derVal~~<, 1M Frtcl'ru>. Now York. 199t. p. 39. 
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1 xa. COO.a The next vitnaaa ia 

2 J ... a H. Vander Waide of GTE Florida. 

3 u. CUW'8LLa Kr. Vander w .. ide haa both 

4 direct and rebuttal taati•ony, and Exhibita JVW-1 

5 thrOWJb JVW-8. we vould like tho .. Mrklld Cor 

6 identification and inaartad into the record, and ve 

7 would like hie taetiaony inserted into the record •• 

8 though read. 

9 ounaw JOD80111 Ilia teati•ony will be 

10 inserted into the record •• thou9h read. JVW-1 

11 through a vill be identified aa Exhibit 6 and adaitted 

12 into the record without objection . 

13 u. auwm.La Thanlc you. 

14 (Exhibit 6 aArkad tor identification snd 

15 received in evidence.) 
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GTE FLORIDA INCORPORATED 

DIRECT TLSnMONY OF DR. JAMES H. VANDER WEIDE 

DOCKET NO. 9808H·TP 

I. INTRODUCTION 

252 

7 Q. WHAT IS YOUR NAME AND BUSINESS ADDRESS? 

8 A. My namo Is .•- H Vander Walde. 1 am Research ProfesS()( of 

9 

10 

11 

12 

13 

14 

15 

Finance end Economics at the Fuqua School of Business of Duke 

Unlverslty. I em also President of Financial Strategy Associates. a 

rmlhat provldet ltrategic and financial consulting sarv1ces to cl1ants 

In the eledric, gas. insur11nce. telec:ommun.c:auona. end water 

lndustrl ... My business adclress Is 3606 Stoneybrook Drive. Durham, 

North Carolina. 

16 Q. WOULD YOU PLEASE DESCRIBE YOUR EDUCAnONAL 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

BACKGROUND AND PRIOR ACADEMIC EXPERIENCE? 

I CJado rated from Cornel ~ty 1n 1966 With e Bachelor's Degree 

in Economics. I then 811ende<l Nor1hwestom Umverally where t 

earned a Ph.D. in FINOCB. In J:n.ay 1972, I joined the faculty of the 

School of BuSineSS at OUk8 Un•versl1y and Wlll named Asllatant 

ProfeuOf, Associate Professor. and then Profeaaor. 

Slnoe joining lhe faculty. t have taught cour aea In corporate finance. 

Investment management, and management of f•nanclal Institutions 

1 
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I have laUgh! allflld' •• aeminer on the thOOry of pullllc utility priclng 

and lectured In eX80Jiive de'181opmenl semlnat$ on the cosl of 

capital, financial enelysls, cepltel budgeting, mergers and 

ecquisitiont, cash menegement. short-run fUl811Cl81 plamrng, and 

competitive 1trategy. I have also setve<f as Program Director of 

several extcl.lllve educahon programs at •'le Fuqua Schoof of 

Buainen, Including the Outle Advanced Management Program, the 

Duke Exe<:ullve Program In Telecommunicellons, Compelttrve 

Strategies In TelecOn'Vnutli<:as, and the Duke Program for 

Manager Development for managers from the former Soviet Union 

I have condueied aemlnars end training sessions on financoal 

analyal1. flnenclel atrelegy, cost of capital, cash management, 

depreclallon policies, and short-run financial plaming for a wode 

variety of U.S. and ln t.emallonel companies, Including ABB. Allstate, 

1 Ameritec:h, AT&T, Bell AllenUc. BeiiSouth, Caroline Power & Light, 

Contel, Flsona, Glll)a) Wellooma, GTE. Lafarge, MidAmerican Energy, 

New Cenll.ry 8 1«g111, Norfolk Southem. Pacific Bell Telephone, The 

RaM~. Siemelll, Southem New England Telephone. TRW, and 

Wolleley Pic. 

In eddrtion to my teaching end eXAICUllve education actlvruea. I have 

wrillen real do pep111 on such topics as portfoliO management, the 

COil of ceptel, capital budgetlng, the eflact of regulalton on the 

petf0t'1T1811Ce of public utllltlea, and cash management My articles 
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have been publl$.;ed In American Economic Review, Anendal 

Management, Journal of Finance, Journal of Financial aoo 

Quantitative Analysis, Joumal of BBnk Research, Journal of 

Accounting Research, Joumal of Cash Management, Management 

Science, The JoUrnal of Portfolio Management, Atlantic Economic 

Journal, Journal of Economics aoo Business, and Computers aoo 

Operations Research. I hGve written a book titled Managing 

Corporate Liquidity; an Introduction to Working Capital Management. 

and a chapler for The Handbook of Modern Finance. "Financial 

Management in the Short Run." 

HAVE YOU PREVIOUSLY TESTIFIED ON FINANCIAL OR 

ECONOMIC ISSUES? 

YO$. I have slbn'rtted testimony arrd/or testJfied on the cost of capital , 

Investment riak, Incentive regulation, pricing, depreciation, 

accounting, and other financial and economic issues before tl>e 

Federal Communications Commission, the Federal Energy 

RegulatOf)' CO!Mllsslon, the National Telecommunications and 

Information Administration, the Canad1an Radio-Television and 

Telecommunfcetlons Comm1ssion. the U.S Congress, the public 

service commissions of 39 atates and the District of Columt;ls, and 

the Insurance commissions ol five statas 

a. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

3 
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I have beer> asked by GTE Floridalncorpol'atlld ("GTE") to make an 

Independent appraisal of the average cost of capital to be used as 

input In the cost model selected by the ConvniaSJOn for determining 

the cost or providing basic local telecommunications service 

6 Q. WHATAVERAGECOSTOFCAPITALOOYOlJ RECOMMENOFOR 

1 
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A. 

USE IN FORWARD-lOOKING STUDIES OF THE COST OF 

PROVIDING BASIC LOCAL TELECOMMUNICATIONS SERVICE? 

I i8COi 1 mend that an average cost of capital of 12.65 percent be used 

In fOIW8rd·lool<lng studies of tho cost or providing basic local 

talecomtoonicationa service 

Q. IS THIS COMMISSION REQUIRED TO USE A FORWARD· 

LOOKING COST METHODOLOGY IN THIS PROCEEDING? 

A. Yes Tile Florldll Legtslature has ordered this ConvntU!OO to 

determine the •total forward-looking cost• of providing basic service 

(Fla Stat. ch 364 025(4Xb)) When referring to the long-run fOIW8rd· 

looking economic cost of prov1ding serv1ces, aconor111sts somet1mes 

u a the term, totalaervice long-run Incremental cost ('TSLRIC"). I 

heYe therefor. datermlned the econorTUc coat of cap1tat to GTE on a 

fOIW8fd.fooklng economic ba.sis. As I discuss later In my testimony, 

en economic cost study of a service that 11 being offered by a firm 

IUCh as GTE operating Ill a competrtive errvlr0M180t should tndude 

an eeonomk: cost of capital thet 11 forward-looking. rather than 

backward-looking and accounting based. The forward-lookmg 
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economic cost of providing le1Vices must also include bOth the 

forward-looking investment that GTE will make 1n the 

lelecoiMlunia.:ions faciht1es that are required to provide services and 

the e<:o~IOfllic depc'eciatlon that ts associated With that Investment 

II. FUNDAMENTAL ECONOMIC PRINCIPLES 

HOW DO ECONOMISTS DEANE THE REQUIRED RATE OF 

RETURN, OR COST OF CAPITAL, ASSOCIATED WITH 

PARTICULAR INVESTMENT DECISIONS SUCH AS TliE DECISION 

TO INVEST II~ TELECOMMUNICATIONS NETWORK FACILITIES? 

Economists Clefll'le the required rate of return on a part1cular 

lnvealment as the return lhllt •nveatOfS fOlego by maklng that 

investment instead of an altemallve Investment of equal risk 

16 Q. HOW DOES TliE COST OF CAPITAL AFFECT A FIRM'S 

17 INVESTMENT DECISIONS? 

18 A. The goal of a firm Is to max1mlze the value of the firm Th1s goal can 

19 be ~ished by eocepting all Investments in plant and equipment 

20 wfth an expected rate of return greater than ()( equal to the oost of 

21 capital lll.ls, I firm lhould continue to Invest In plant and equipment 

22 only ao long 11 the return on Ita Investment 's greater than or equal 

23 to Its oost of capital . 

24 

25 

5 
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Q . HOW DOES THE COST OF CAPITAL AFFECT INVESTORS' 

• 2 WILUNGNESS TO INVEST IN A COMPANY? 

3 A The cost of capital measures the return investors can expect on 

4 lnve,tmenta of comparable risk. Ratlonal investora will notinvostin 

5 a particullf Investment opportuOity 1f the expected return on that 

6 opportunity Is leu than the cosl of capital. Thus. the cost of capital 

7 is a hurdle rete for both investors and the firm. 

8 

~ Q. DO AU. INVESTORS HAVE THE SAME POSITION IN THE FIRM? 

10 A No. Debt lnvesta a have a focecl claim on a r~m~·a a nets and income 

11 that trUSt be paid prior to any payment to the firm"• equity investors 

12 Since the firm's equity Investors have a residual claim on the firm's 

• 13 e~sets ond income, equity inveetmonts are riskier than dab! 

14 invostmenta. Thus, t.he cost of equity exceeds the cost of debt 

15 

16 a. WHAT IS THE OVERALL OR WEJGHTEO AVERAGE COST OF 

17 CAPITAL? 

18 A The overall Ot waigtiecl ~•age cost d c:aprtlll11e weiQhted avefllg( 

19 of the coat of debt and coat of equity, where the weights are tne 

20 percem.gea of debt and equity in e firm's capital atruclure 

21 

22 Q. CAN YOU ILLUSTRATE THE CALCULATION OF THE OVERALL 

23 OR WEIGHTED AVERAGE COST UF CAPITAL? 

• 24 A Yes. Assume that the cost of debt Is 9 percent, the cost of 6qu1ty is 

25 15 percent. and the pereentagea of debt and equity In the firm's 
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capital &truetl.lfe ere 25 percent and 75 percent, ro~pedivoly. Then 

tho welghte\. average cost of cepltal Is expressed by 0.25 times 9 

percent plus 0.75 times 15 percent, or 13.5 percent. 

5 Q. HOW 00 ECONOMISTS DEFINE THE COST OF DEBT 
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A. 

Q. 

A. 

COMPONENT OF THE WEJGHTED AVERAGE COST OF 

CAPITAL? 

ECOIIOmists define tho cost of debt as the malilet interest rate that a 

fliTTl would have to pay on newly-Issued debt obligatloos. In efficient 

metitets, the malilet interest rate Is also the best estimate of futum 

Interest rates. The correct economic definHion of the cost of debt Is 

thus fOfWard looking and malilet oriented. 

HOW 00 ECONOMISTS DEFINE THE COST OF EQUITY 

COMPONENT OF THE WEIGHTED AVERAGE COST OF 

CAPITAL? 

Economists define the cost of equity as the return investors expect to 

receive on alternative equity investments of comparable risk. Since 

the return on an equity Investment of comparable risk is not a 

contractual return. the cost of equity Is mora difficult to measure than 

the coat of debt. There Ia agreement, ho-·10ver, as I have already 

noted, thai the cost of equity Is greater than the cost of debt. There 

Is also ag~eemont among economists that the cost of equ1ty. like the 

cost of debt, Ia both fOfWard looking and mat1tot based. 

7 
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1 Q. WHAT APPROACHES DO ECONOMISTS EMPLOY TO OBTAIN 

• 2 NUMERICAL ESTIMATES OF TliE COST OF EQUITY? 

3 A ECO<lOI!lilta gonenslly uae marl\et models such as the Ooseounted 

4 Ceah Flow ("OCF") Model or Capital Asset Pnclng Model ("CAPM') 

5 to esumate e rm~·s cost of eqully Both of these models have been 

6 used In many cases before the Florida Commission over the years 

7 The DCF Model Is baaed on the assumption that the market pnce of 

8 a fWm'sltoc:k It equal to the present value of the stream of cash flc..YS 

9 that Investors expecc to receive from owning the atod<. The cost of 

10 equity In 1t1e DCF Model is thai diiCOU"II nile v.t1lctl equates the form· s 

11 atock price to the present value of the future stream of cash flows 

12 lnvestorlupect from owning the atock The CAPM assumes that the 

• 13 required ratum on a partiCUlar onvestment oG equal to the requored 

14 retum on 1 rlsk·freo Investment. plus the relative risk of that 

15 Investment tomes the expected nak premium on the market portf:lloo 

16 of all risky Investments 

17 

18 Q. HOW DO ECONOMISTS MEASURE TliE PERCENTAGES OF 

19 DEBT AND EQUfTY IN A FIRM'S CAPITAL STRUCTURE? 

20 A Ec:onomlata measure the percentage a of debt end equity In a firm· s 

21 capdal s1rutt1n by rnt cato delong the mao1<BI value of the firm 'a debt 

22 and the market value of Ita equity Economists then calculate the 

23 percentage of debt by the rallo of the marl\et value of debt to the 

• 24 combined merkel value of d.ebl and equity, and the percentage of 

25 equity by the ratio of the market value of equity to the combined 

8 
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mar1<81 values of debt end equrty. {See, roc example, Brealey/Myerl, 

Chapter 9, page 2 . 4, Pnnciples ol Corporate Flll8nctt, Frith Edrtlon, 

1996, Mc:Gnw~M-Wl.) Foe e.xample, if a flll1l's debt has a market value 

of S25 minion and ita equity has a mar1<e1 value a $75 mrlhoo, then Its 

total market capitalization Ia $100 million. and rts caprtat strvctura 

contains 25 percent debt and 75 percent equity. 

8 Q . WHY DO ECONOMISTS MEASURE A ARM'S CAPITAl 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

A. 

STRUCTURE IH TERMS OF THE MARKET VALUES OF ITS DEBT 

AND EQUITY? 

Eoonomisls meattKe a rtm~·a capital s11\Jdure in terms of the market 

values d ita debt and equity because that is the best measure or the 

amount.s of debt and equity that Investors have invested In the 

company on a golng·fOIWBrd basis. Furlh6rmore, economists 

generally 8SfUITie that the goal of manaoemant 15 to maximize the 

valued the fnn, ~ the value of the tlrm is lha sum of the market 

value of the finn's de04 and equty Only by measuring a firm's caprtal 

structure In terms d ITlllltlet values can its managers choose a 

fananclng atrattgy that maximizes lha value of the rrrm. 

21 Q. HOW DO INVESTORS MEASURE THE RATE OF RETURN ON 

22 THEIR INVESTMENT PORTFOLIOS? 

23 

24 

25 

A. Investors, like economista, measure tho rate or retum on their 

lnvesi/Milt portfolioa In Ierma of the market values of the debt and 

equity in lhW portfolios Suppose en Investor hU a portfolio, 

9 
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1 pxd1aMd In 1977 for $20,000, which has a ll'lllfXet value or $100,000 

• 2 at the beglm lng of 1997. FUI1hor suppose that the value of the 

3 portfolio at the end of 1997 is $112,000 and that the lnvesto. 3ams 

4 intllfest 81'1" l 'dends of $3,000 dunng the course of 1997 Then, 

5 8SSI.flling for ...mpliaty that dMdendS 811(1 mterest are not reanvostad 

6 In the portfolio during the year, the investor's rate of return In 1997 is 

7 15 percent ((112- 1001100) + 31100" 15 percent) 

8 

9 Q. DOES THE $20,000 INVESTMENT MADE IN 111n AFFECT THE 

10 CALCULATION OF THE INVESTOR'S RATE OF RETURN ON 

11 INVESTMENT IN 199n 

12 A. No. The feet that the investor purchased the portfolio in 1977 for 

• 13 $20,000 hal no bearing on the Investors earned rata of return an 

14 1997. Thua, the historical or embedded cost of the Investment Is 

15 lrrelevaJllto the calculataon or the rata of return Investors calculate 

16 their rale of return based on matllat values. not boo+\ values. 

17 

18 

19 Q. YOUR EXAMPU: CLEARLY DEMONSTRATES THAT THE 

20 INVESTOR'S EARNED RATE OF RETURN IN ~997 DEPENDS ON 

21 THE $100,000 MARKET VALUE OF THE PORTFOLIO AT THE 

22 BEGINNING OF 1997, NOT ON THE $20,000 HISTORICAL COST, 

23 OR BOOK VALUE, OF THE PORTFOUO AT THE BEGINNING OF 

• 24 11197. DO INVESTORS MEASURE THE REQUIRED RATE OF 

RETURN FOR 19881N TERMS OF THE MARKET VALUE OR THE 25 

10 
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1 BOOK VALUE OF THEIR PORTFOUO AT THE BEGINNING OF 

• 2 1H8? 

3 A. Investors also measlJ'e their required rate of return lor 1998 in terms 

4 of marl<et values, not book valuos Suppose that the Investor's 

5 required~~ ot nsh.m lor 1998 11 15 percent S1nce the value of the 

6 portfolio at the begiMlng of 19981& $112,000 (recall our assumption 

7 that the $3,000 of d1vidonds and intere~t are not reinvested in the 

8 portfolio), the Investor will requ1ns a dollar return of $16,800 1n 1998 

9 (15peroent K$112,000 = $16,800) including dlvidands,lntorest, and 

10 capital gains If tho lnvaltor expects a return lass than $16,800, he 

11 should aell thla pcl(tfollo and Invest his capital In another portfoliO 

12 which has en expected rata of return of at least 15 percent 

• 13 

14 Q, IF A GROUP OF INVESTORS WERE TO CONSTRUCT A 

15 PORTFOUO TKAT CONSISTED OF All OF A FIRM'S DEBT AND 

16 EQUITY, HOW WOULD THEY MEASURE THE REQUIRED 

17 RETURN ON THEIR INVESTMENT? 

18 A These investors would meawre the1r required return by calcutatlng 

19 a weighted average of their reqwed rotums on tha debt and equrty 

20 portions ot the portfolio, whore the weights are measured 1n terms of 

21 market values, not book values For egmp1e, if a firm's debt has a 

22 market value of S25 million, 1ts equity has a market value of S75 

23 million, the market Interest rate on corporate ~ of 111ndar nsk Is 9 

• 24 peroent, and the market required return on equity of alm1lar nsk Ia 15 

25 percent, then the required retu of return on a S 1 00 million pcl(tfollo 

11 
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containing all of the firm's debt and equity securities would be 13 5 

peroent (.25 x 9 percent + . 75 x 15 percent = 13.5 per!'ent). 

Thus, the investors' requ1re1 rate of return from an investment In the 

company is the same as the company's weighted average cost of 

capital, where both the required rate of return and the weighted 

average cost of cap1tat are measured 1n terms of matl<et value 

weights. 

10 Q. IS THE ECONOMIC DEFlNmON OF THE AVERAGE COST OF 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A 

Q. 

A 

Q. 

CAPITAL CONSISTENT WITH THE WAY COMPETITIVE FIRMS 

DETERMINE THE REQUIRED RATE OF RETURN ON 

INVESTMENT DECISIONS? 

Yea. Competitive firms equate their required rete of return to their 

everega cost of capital, where the average cost of capuat Is 

measured In terms 0( matl<et value cap1tal stt\Jclure we1ghts. 

DOES THE REQUIRED RATE OF RETURN ON AN INVESTMENT 

VARY WITH THE RISK OF THAT INVESTMENT? 

Yes. Since lnvettora are everse to risk, they re ~uiro a higher rate of 

return on lnvestmenta with greater risk. 

DO ECONOMISTS AND INVESTORS CONSIDER FUTURE 

INDUSTRY CHANGES WHEN THEY ESTIMATE THE RISK OF A 

PARTICULAR INVESTMENT? 

12 
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1 A. Yes. E.cooonnta and investors consider all the risks that a firm might 

• 2 illCUI' over the Mure hfe of the company 

3 

4 Q. DO INVESTORS ALSO USE MARKET VALUE WEIGHTS TO 

5 MEASURE THE RISKo,: THEIR INVESTMENT PORTFOLIOS? 

6 A. Yet One~ ot investment risk II a company' a beta Using the 

7 previous example, where the firm's debt has a mar1<et value of S25 

8 million and ita equity a market value of $75 mllllon, If the firm's debt 

9 has a beta of .5 and ill equity a beta of 1.2. then the beta on a $100 

10 million portfolio containing all of the firm's debt and equity would be 

11 1.02S ( 25x .5 + 75x 1.2 = 1.025). 

12 

• 13 Q. WHY DO INVESTOitS MEASURE THE RISK AND RETURN ON 

14 THEIR INVESTMENT PORTFOLIOS USING MARKET VALUE 

15 WEIGHTS RATHER THAN BOOK VALUE WEIGHTS? 

16 A. Investors meet\KI the nsk and return on their Investment portfolios 

17 ualng marital value weights becauaa market value weights are the 

18 best ~of the amouru the Investors currently have tnvested m 

19 each security in the portfolio. From the Investor's potnt nf vtow, tho 

20 historical COli« book value of his lnveatme llts enltrely trrelevant to 

21 the c:umJnl risk and return on his portfolio. Thus, tno return, end the 

22 risk or uncertaloly of L"'e return, can only be measured tn terms of 

23 marl<et valuu. 

• 24 

25 

13 
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1 Q. IS THE ECONOMIC DEFINmON OF THE AVERAGE COST OF 

• 2 CAPITAL CONStSTENT WITH REGULATORS' TRADmONAL 

3 DEANmON OF THE AVE.RAGE COST OF CAPITAL? 

4 A. No. ~ noted above, the economic doOnlllon of the averago cost of 

5 capital Ia based on the 11\811\at costa of oebt and eqwty, the market 

6 value peroent.ages ol debt at.d equtty In a company's capital 

7 altucture, end the future eiCI)eeted nak of Investing In the company 

6 Regut.tDfl, In contrast. have traditionally defined the avaraoe cost of 

9 capital ua.ng the embedded cost of debt, the book valu9S of dobt end 

10 equity in a company's capital struclure. and the nsk of lnvesttng 111 a 

11 frandllaad provider of teleconvnunicabons semcas 

12 

• 13 Q. WHAT IS THE DIFFERENCE BETWEEN THE MARKET COST OF 

14 DEBT AND A COMPANY'S EMBEDDED COST OF DEBT? 

15 A. The IT\If1<M 0011 ~ debiiS the rata of Interest a company would have 

16 to pay if It tssued debt under today'a market condtllons The 

17 ambeddod cost of debt Is the company's total lntorest eJ~pense 

18 divided by lha total book value of Ita debL Thus, the ombedded cost 

19 of debt Ia an avareoe of the Interest rates tha company has patd In 

20 the past to luue debt secunlles Thtl calculation of the embedded 

21 colt of debt. however, provides no b .. ,, for measunng the market 

22 coat of dabL 

23 

• 24 Q . WHAT IS THE DIFFERENCE BETWEEN THE MARKET VALUE 

25 AND THE BOOK VALUE OF A COMPANY'S DEBT? 

14 
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1 A Tile ma11et value of a company' a deb! represent• the current pnco In 

• 2 lhe ca¢11 ~at lhe company's debl obligations The book value 

3 at a ~ys debt is the historical face value at ·~ debt adjusted fcx 

4 lhe BCCOU1tlng aiTlOI'tlzatlon of premiums and discounts The market 

5 value at a cornpanya debt Is approXImately equal to the book value 

6 at its debl wnen market Interest rates are approximately equal to the 

7 eY8f'8{le Interest rat!t of lhe company' a preVIous debt Issuances 

8 

9 

10 Q, WHAT IS THE DIFFERENCE BETWEEN THE MARKET VALUE 

11 AND THE BOOK VALUE OF A COMPANY'S EQUITY? 

12 A Tile ITIIf1<lt value of a c:ompany's eQUity Ia simply the market price of 

• 13 the company's stock limes the numbltr of shares outstandong The 

14 book value at equity Is more ~ex; it represents the aum of paid-In 

15 capital and retained eamlngs, where paid-in capital represents the 

16 amount of capita.! a fliTTI has hlatoncally obtaJned from stock 

17 latuances, and retained eamlngs represent tha cumulative eemlngs 

18 CNBt the Ide at the a:wnpany that have noc beM paid out as d•Yidends 

19 In addition, the book value of a coonpany'a equoty Is adJuSted 

20 periodlcally for accounting events auch as d'langes In accounting 

21 rulas and regulations, wnte.offs, and extraordonory events. 

?.2 

23 

• 24 Q. DOES THE BOOK VALUE OF A COMPANY'S EQUITY REFLECT 

25 THE HISTORICAL COST, OR BOOK VALUE, OF ITS ASSETS? 

15 
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Yes. The book value of a company's equity Is defined as the book 

vaL'e of a company's assets minus tho book value of tho company's 

debt: 

5 Book Value of Equity " Book Value of Assets - Book Value of Debt 

6 

7 

6 

9 

10 

11 

12 

13 

14 

15 

16 

17 

Since the book value of a company's assets, in tum, is equal to tho 

historical cost of a company's assets minus accumulated 

dep(edatlon, the book value of a company's equity can also bt> stated 

as the historical cost of a company's assets, minus the accumulated 

book depreciation on these assets, minus the book value of a 

company's debt: 

Book Value of Equity = Hisforicll/ Cost of Assets - Accumulated Book 

Deprecistion - Book Value of Debt 

Thus, the book value of a company's equity refleds the historical cost 

18 of the company's assets. 

19 

20 Q. WHY HAVE STATE AND FEDERAL REGULATORS DEFINED THE 

21 

22 

23 

24 

25 

AVERAGE COST OF CAPITAL IN TERMS OF EMBEDDED COSTS 

AND BOOK VALUES RATHER THAN FORWARD·LOOKING 

COSTS AND MARKET VALUES? 

16 
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1 A State and ledenll regulators have defined a company's average cost 

• 2 d rapital in tiiiTTIS d embedded costs and book values because these 

3 001 apts W'8fa consistent With the regulators' acoounhng model of the 

4 firm. Economists, In contrast, generally employ an economic modal 

5 d the firm in which IOIWllrd-looking costs and marl<.et values are t11a 

6 relevant standards. 

7 

8 Q, IS THE TRADITIONAL STATE AND FEDERAL REGULATORY 

9 DERHI'TlON OF THE AVERAGE COST OF CAPITAl CONSISTENT 

10 wmi THE ECONOMIC PRINCIPLES UNDERL YlNG A FORWARD· 

11 LOOKJNG COST STUDY? 

12 A No. As I have already noted, such stud1es are based on forward· 

• 13 looking economic coste, aa requlrod by tho Ftondo Laglsloturo (as 

14 wall as the FCC). Economic cosla are forward looking and market 

15 based, not backward looking and accounting based 

16 

17 Q. IN SUM, THEN, WHAT IS THE PROPER DEFINITION OF THE 

18 AVERAGE COST OF CAPITAL FOR USE IN THE FORWARD· 

19 LOOKJNG COST ST\JDY THE COMMISSION IS TO CHOOSE IN 

20 THIS PROCEEDING? 

21 A The Teleoolmulicatlons Act ol1996 ("111e Act') removes all bamors 

22 to entry lor basic local telecommunications serv1ces and opons the 

23 marl<.et to lull competition. In a competit1va market lor basic local 

• 24 telecommunications service, forward-looking economic coat Is the 

25 IlPPI opriate cost bet 1Ctlf'l\8j k. Fur1hermofe. the average cost of capital 

17 
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for competitive firms is based on mar1<et values rather than book 

values. Thus, for use in the forward-looking economic coat atudy to 

be selected in trua ptoe&edlng, the average cost of cap1tal should be 

defined in terms of ~et interest rates. the mar1<at values of debt 

and equ1ty In a competitive company's capital structure. and 

Investors' expectations regarding lho future risk or investing in the 

company In a compeiiUve environment This Is the only delin1tioo of 

the avfi(8Q& cost of capital that 11 consistent With the underty1ng 

auumptfons of a forward-look1ng cost study. 

11 Q . IN YOUR OPINION, IS. IT REASONABLE TO USE GTE'S "LAST 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

AUTHORiZED RATE OF RETURN" AS AN ESTIMATE OF THE 

FORWARD-LOOKING ECONOMIC COST OF CAPITAL IN THE 

FORWARD-LOOKING ECONOMIC COST STUDY TO BE 

SEL.ECTE.D BY THIS COMMISSION? 

No The goal of Congress in pass111g the Act was to ontroduce 

~trtion In the mar1<et for local exchange servtcas As ptevlousty 

noted. In oompelltive markets, the average cost or capital Is based on 

mar1<et valuaa and the risk assoclatad with a competitive marital, 

rather than on hlstcrical costs and the risk aasoelatad with a 

protected matt\et In contrast, GTE's ·1ast euthonzed rata of return· 

waa based on a book value capital structure, an embedded cost of 

debt, a book velue 11110 base. and the assumption that GTE opal'lltes 

in a mar1<ot ptotected from competition Thus, using GTE's "lut 

authorized rata of retum· would be Inconsistent With the competitive 

18 
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1 r1llft(sll!llVISIOned by Congress Sections Ill and IV of thrs testimony 

• 2 below further explain with spoclfrclty why the business risks faced by 

3 GTE In provrdrng basic local telecommunicatrons servrce Jlntrfy a 

4 drfferent cost of capital rate 

5 

6 Q. CAN YOU SUMMARIZE YOUR VIEWS ON THE COST OF CAPITA! . 

7 COMPONENT OF A FORWARD·LOOKING COST STUDY? 

8 A Yes. Such cost studres measure the fotW&rd·lookJno economrc cost 

9 or providing sarvice. The only cost of capital definrtron that Is 

10 consistent With the IOIW8td·looklng. economrc assumptrons of a 

11 I~ oost model is an average cost of caprtal based on the 

12 rnar1<et cost of debt, market value percentages or debt and equrty rn 

0 13 a c:ompotrttvO frrm'• eapital ltruetUTa, and a fOIWDrd·loolu~ vrew of 

14 risk. 

15 

16 Ill. RISK 

17 Q. YOU HAVE STATED THAT THE COST OF CAPITAL DEPENDS ON 

18 INVESTMENT RISK. HAVE YOU STUDIED THE RISK OF 

19 INVESTlNG IN THE LOCAL EXCHANGE OPERATIONS OF 

20 TELECOMMUNICATlONS COMPANIES SUCH AS GTE? 

21 A Yea, I have 

22 

23 Q. WHAT ARE THE MAJOR FACTORS THAT AFFECT THE RISK OF 

• 24 INVE8T1NG IN THE LOCAL EXCHANGE OPERATlONS OF LECS 

25 SUCH AS GTE? 

19 
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1 A. The risk of uwesting In the local exchange operations of LEC's sucn 

• 2 as GTE depellda on their opera11ng leverage. the level of compehlton. 

3 rapk!ly-chang~ng technology. and the regula!()()' environment 

4 

5 Q, WHAT IS OPERATING LEVERAGE? 

6 A. The provision of laclllllea-baaed telecommunications services 11 a 

7 businesa that requires a large commitment to fixed costs tn relation 

tl to variable costa. a situation called high opefllting leverage The 

9 relatively hiltl degree of rcx.ec~ costs in the provision of laahhes-basod 

10 teleconvnuniC8tions IIIMCe exiall because of the averege ~o.EC'a 

11 large investment n fixed assell sucn as central office, transpon, and 

12 loop fedllties. High operating leverage causes GTE's nettnoome to 

• 13 be highly ftlltltive to fluctuations In revenues 

14 

15 Q. WHAT IS TME CURRENT STATUS OF COMPETITION FOR LECS 

16 SUCH AS GTE? 

17 A. LECs such as GTE offer three basic aervtces: 1ntraLA TA toll, earner 

18 accau and local exchange The tntraLATA toll marital has become 

19 highly competitive in recent years Most states, rn<;luclng Flon(ja 

20 have removed bllrrit~ra 10 entry Into thla maritel CuslonlNS In GTE s 

21 service tiWlitoly have the opportunil} to choose alternate carriers for 

22 lntraLATA l oll on a 1+ basis In feet. GTE has suffered significant 

23 marxet share toss In the Intra LATA toll market, aspedelly sance 1t 

• 2'1 completed Implementation of 1+ pratubscripllon in F~ 1997 

25 Indeed, GTE hal lnlonnod me that approXimately two-thtrda o! new 

20 
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1 Serv1ces Inc. \ ACSI"), AT&T, BeiiSouth, C1ty of Lakeland, e lplre. 

• 2 lrtenne<!1a Commumca11ons Inc ("ICI"). MCI, MFS, TCG. T1me 

3 Warner, Teligenl, and WorldCom 

4 

5 Q. DO YOU HAVE ANY EVIDENCE THAT COMPETITIVE LOCAL 

6 EXCHANGE CARRIERS INTEND TO COMPETE VIGOROUSLY IN 

7 THE lOCAL EXCHANGE MARKET? 

8 A. Yes. On the aigning of the Ad., the AT&T Chamnan daclared that 

9 AT&T inlands to capture a third of the local matl«<l Within the olext low 

10 years. He alae usened that AT&T views Interconnection With Bell 

11 0011~ netwol1la as arty one means of entenng the !Call exchange 

12 rnat1t.et 

• 13 

14 •we alae plan to onter the local mat11et by other means 

15 The technology and the partners ere avellabla to us 

16 nght now. And In acme cases we're already us1ng 

17 them. FOf axample, we've doubled our use of alternate 

18 acoeu provldeB over the last year We've already 

19 s1gned COOlnlctl With 20 alternate aoceu compan1es 

20 covering 95 cities We're also pursu1ng the use of 

21 cable based telephony end even fixed wireless 

22 technology. AI you know. 200 million Americans live 

23 within the oellul8( and PCS territones where we're 

• 24 already licensed I lhould alae tell you that. on a 

25 se1ectrve baals, we'll build our OWil netwonl IOCihllea to 

22 
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1 offer local aervicea. We're already designing tho 

• 2 netwon<s, end we'll beg1n1nstalltng fiber rtngs 8lld new 

'3 IWitchtng t.ec:Mology in several ot1es. Most of our largo 

4 business customers are already hard-wired to tne AT&T 

5 network for long distRnce. A substantial number of tho 

6 linea serving customers from our digital switching 

7 centers are connected diredly to the offices of buslnon 

6 customers Under the provisions of tne (T elacom) bill, 

9 and with some straightf01W8rd software cnanges, we 

10 could begin to handle 01.r bus1ness customers' local 

11 service. The Calffomla P.U.C. has already cleared the 

12 way for us to do thla, end we have similar plans for 

• 13 other states. 

14 

15 Ksop In mind that long distance amounts to 70 percent 

16 of tha total telecommunlcatlon services bill for most 

17 companies. So I think you'll find that corporations ore 

18 far more hkaly to g1ve their local business to a tong 

19 distance company rather than give !hair long d1stance 

20 busineSs to the local company· (flobert E Allen. "The 

21 1996 Telecommunications Bill." remarks delivered ate 

22 newt conference In Washington. D.C .. February 6, 

23 1996.) 

24 • 25 

23 
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A rea~nt statement by AT&T Chief F1nanoa1 Officer Daniel Somera 

rtlterates AT&ra expectation that it will win 30 percent of the local 

exchange mar1\ot. ("AT&TITCI Alliance Hopes to Gain Up to 30% of 

Local MarXet," Local CompetitiOn Report. Vol. 7. No 14. July 6, 

1998.) 

7 Q. HAS AT&T BEGUN PROVIDING LOCAL EXCHANGE SERVICE TO 

8 

9 

10 

11 

12 

13 

14 

15 

A. 

BUSINESS CUSTOMERS OVER ITS OWN FACIUT1ES SINCE MR. 

ALLEN'S REMARKS? 

Yes. AT&T provldoa local exchange service to business customers 

through it.l Digital Unk 581Vk:e, which has lhe capabllrty to prOVIde 

both inbound and outbound calls to local desMatrons OVflf' eJUstrng 

dedicated digital Jccess links The service already operates in 49 

states. 

16 Q . HAS AT&T'S NEW CHAIRMAN MICHAEL AR\1STRONG 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

INDICATED THAT HE INTENDS FOR AT&T TO COMPETE 

VIGOROUSLY IN THE LOCAL EXCHANGE? 

Yes. Mr. Armstrong Is pushing AT&T to be a strong competitor 1n the 

local exchange mar1<cl In feet. Mt Armstr.::ng was the driving force 

behind AT&T'e offera to purd\a)O Teleport Convnuu catiOI'IS Group, 

the largest competitive local exchange carrrer In the lnduatry, and 

TCI, Inc., the aecond-largesl multiple aystems cable operator In tho 

country. Teleporl currently open~tes In the nation's top 66 mar1<ets. 

wi1h 9,400 fiber route miles, 41 Jocai iWitches. 5,000 on-net bu11drl'lg$. 

24 
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1 13,500 buildings pened, and 490,000 busfnejis hnes in nJVice TCI 

• 2 curranUy provides cable TV seMce either Ctractly or indrractly (thai 

3 Is, through afliliates) 10 approximately 20.5 million subscnbeB In 

4 addition, TCrs cables pass approxlfTIIIt&ly 49 m1hon homes, ona-thrrd 

5 of the homes In the U. S. (LOcal Competition Report, Vol. 7, No 2. 

6 Janual)' 19, 1998, page 1, and "AI Lasl. Telecom Unbound," BuSiness 

7 Week, July 6, 1998, pp. 24-31.) 

8 

9 The $11.3 b<lllon acquisition of Teleport and lhe $48 btlhon 

10 eoquiaitlon ofTCI will give AT&T a tremendous boost In 111 efforts IO 

11 provide 0 complete pad<age of long drstanca. Wireless, lnlerNI 

12 access, and local exchange services to business and reaidanttal 

• 13 customers throughout the country. In addition, Mr. Armstrong has 

14 ell:preued his Intention for AT&T to reach agreem<~nts with olhar 

15 cable providers so that AT&T can provide local service through direct 

16 COM8Clions to 50 mllhon of Ita 90 mllhon customers by the end of 

17 1999. ("AT&T Board to end Year W ith Talks on Cost Cuts, Postrbly 

18 Huge Investments." Tho WeH Street Journal. December 17, 1997, p 

19 86.) 

20 

21 Q, DO YOU HAVE ANY EVIDENCE THAT INVESTORS EXPECT 

22 ALECS TO BE HIGHLY SUCCESSFUL IN THEIR COMPETITION 

23 WITH INCUMBENT LOCAL EXCHANGE CARRIERS SUCH AS 

• 24 GTE? 

25 

25 
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Yes. lnveat.ora' oplnloos about the likely success of the ALECs In 

~ business from incLmbents Is reflected in the ALECs. rapidly 

rasing stock veluatloos. WorldCom recently pa1d S 14 billioo fer one 

ALEC, MFS, and $2.9 billion for another AlEC, Brooks Fiber 

Wor1dCom has also otfered $37 billion for MCI, at least in pan 

becaule WorldCom plaCes a high valuation on MCI'slocal exc:Mnge 

facilities: and AT&T has offered $48 billion for TCI because AT&T 

pieces t' high valuation on TCI'a d1ract Wlfahne connact1on to 

potential CUIIomers or ita c:ornrTUlicetlons services The stock ptices 

of companies such e; ICG and Teleport have also II'ICfr..'sed 

dramallc:al1y since mld-1997. Indeed, Teleport's stock price increased 

by 70 pen:e11t from July 1997 to Janualy 1998, when AT&T agreed to 

acquire Teleport for $11 3 billion These oompall•as' high mar11et 

valuat1ons reffact investors' assessment that the compehhvo local 

exchange catrlers will Wiest considerable mar11ot share from 

lnc:unbents IUCh as GTE 

18 Q. WHY HAVE A.LECS SUCH AS AT&T, MCI, BROOKS FIBER, 

19 

20 

21 

22 

23 

24 

25 

A. 

TELEPORT, AND ICG FOCUSED PRJMARJL Y ON OFFERING 

FACILmES.aASED SERVICE TO BUSINESS CUSTOMERS? 

ALEC• have focused pnmarily on prC'v1d1ng fecihtl8s-bued serv1ce 

to business customer• becauae telecommunlcaUons ptices have 

htatoric:llly bMn Mt well above the cost of provld1ng serv1co for 

bu1ine11 CUIIom&f'1 In order to piOVIde SUpport to h1gh-cost 

residential customert, 41SP«ially lhoae In rural oreaa Becauae of the 

26 
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current price strvcture In telec:ommunlcetions, competitOfa can 

edlleve a high percentage d lnduslly profits by attracting a relatively 

IINIII percentage d ondustry antomera 

5 Q. DO THE ALECS ALSO HAVE PLANS TO PROVIDE FACILITIES· 

6 

7 

BASED LOCAL EXCHANGE SERVICE TO RESIDENTIAL 

CUSTOMERS? 

8 A. Ye1. At the lime the AT&TfTCI merger was announced, AT&T 

9 

10 

11 

12 

13 

14 

15 

18 

17 

18 

19 

20 

21 

22 

23 

25 

tepelted that It plans to otrer leohtleHl8sed comm .. :uc:atJons 

aervk:es, includong local exchange teMce. to residential ant.omer. 

through a new opentling unll, AT&T Consumer Services, whoch 'will 

own end operate the nation's most extens.ve, broadband ioc:al 

netwo11< platfOfiTI' and •provide tho broadest ~ ... t of consumor 

oommunlcatlons sorvooes-lndudlng locnl. long distance, wireless and 

lntemaUonel communlcationl, cable TV, dial-up and high-speed 

Internet ecx:en MMCaa-aJI under the AT&T brand nat1'K. ('AT&T, 

TCI to Merge, Create new AT&T Consumer Services Unit.' AT&T 

preu release, June 2<4, 1998) Indeed, as preVIOUsly noted, AT&T 

proclaims that it •expec:ta to won up to 30% d the local mari«!t and 

boost TCra c.ble 1\btcriber base when the two companies complete 

their recently amouncad $48-bllllon merger · (Local CompeltiiOn 

Report, Vol. 7, No 14, July 6. 1998 ) 

Q. IS THE TECHNOLOGY CURRfNTL Y AVAilABLE FOR AT&T AND 

OTHERS TO PROVIDE BROADBAND TELECOMMUNICATIONS 

27 
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SERVICES, INCLUDING VOICE, TO RESIDENTIAL CUSTOMERS 

OVER WIREUNE FACILmES SUCH AS THOSE AT&T IS 

ACQUIRING FROM TCI? 

Yea. H &tsine:ss Week notes In Its cover story art tete. July 6, 1998, 

page 26. "The technology for providing telephone saMce OVfK the 

cable network ia now developed enough to offer an economically 

faaaibte~and potentially much bettar-eltemalive to the existing 

copper wire: Cox CommuntcetJOns has already demonstrated the 

lauibil•ty of otraring local exchange aatvice OVfK Ita cable netwo11<. 

having launched local phone service In four marketa where 11 has 

signed 17 pMC8nt of the homes where rts services are offered 

(Bus/ne$$ Week, Juty6, 1998, p 30.) 

• 13 

• 

14 Q. ARE THERE OTHER TECHNOLOGIES FOR PROVIDING 

15 FACILmE8-BASED LOCAL EXCHANGE SERVICE TO 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A 

RESIDENTIAL CUSTOMERS? 

Yea. In addition to liS plan to offer bundled communtcattons servtcas 

to residential customers over TCI'a cable network. AT&T has 

de<i sloped a r'lfiNf foced wireless tec:tnology that will allow ttto bypass 

the loc:ll ~ f()( bolh residential and business customers that are 

not osrently in the Mf'Vice temtones of TCI and ilaatfihates AT&rs 

new fix ad wir eleaa technology wtll have the capabtlttv of carrymg 

~ dtgrt.l COf1'liTlU'llcl dtr~ly to most households in the 

country at many times the capacrty of traditional copper wtre The 

MMce. to be priced at local ratea. wtll allow AT&T to antfK the local 

28 



• 

• 

• 

1 

2 

3 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

280 
matlu!t without r.aving to access the networ1< of the Incumbent LEC. 

Acccrding to invutment analyats, AT&ra fiXed wireleaa service hes 

capital costs lower than those auociatad wrlh incumbent LEC 

netwolb, and it provides 181Vice comparable in quality to, or beller 

than, landline service 

AT&T and olher carrlard are also preparing to offer local exchange 

service through moolle wireleaa lechnologies. AT&T Is the largest 

provider of cellular 181Vice in tho U.S .. and potentially the largest 

provider of PCS 181Vices 111 the oounlly. Acc:ord1ng to a Deutsche 

Morgan Grenfell report, the •widely held assumption of 10.15 years 

11Q0' that ..weless mobility poses no threat to the wirellne networ1< ·11 

noN almost certainly wrong • (•Investing in a World Without Wires: 

Deutsche Morgan Gronfell, September 18, 1997.) An article I.~ The 

WaH Sttaet Joumel Indicates that approxllll8lely 25 percent of current 

wireline customers wrll ahlft exclusively to wireless by 2002; and 

within ten years, by 2007, they predict that half of current wirellne 

custorn8fl will shift exduaively to wrreleaa ("The Communica!IOI'II 

BatUegrouncl: p. R4, The Wall Street Journal Spec/~/ Repott on 

Telecommunications, September 11. 1997 .) 

22 Q. HAVE ANY OTHER ALECS SPECtFtCALLY TARGETED 

23 

24 

25 

R£SIDENTIAL CUSTOMERS IN GTE'S SERVICE TERRITORY IN 

FLORIDA? 

29 
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1 A. Yea. UllllcOle Corp. e startup phone company wilh headquarters in 

2 

3 

4 

5 

6 

7 

8 

9 

10 

downtown Sarasota. has targeted ·concentrated clusters of 

residential customers throughout the state: ("Wired for Success: 

The s.tasota Herald Tribune, May 1 1. 1996. p. 12 ) Ullhcore already 

has signed Interconnection agreements with ell of Florido'a maj()( 

local ptlone ~ and plana to use its own awncnes end billing 

technology to offer a complete package or local and tor.:: d1stance 

aarvice c.nd Internet access t.o every unit In an apartment or 

condcmlniun ccmplex at si~Jlj(JCant d•scounts to GTE's tantred rates 

11 Q , DOES GTE FACE COMPETTTION FROM OTHER INCUMBENT 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

A 

LOCAL EXCHANGE COMPANIES? 

Yet- Bell South has ~plans to begm offering PCS and other 

local exdlange services In GTE's service territory in Florkla In 

add1tion, SBC has announced with respac:~ to ita proposed merger 

with Ameritec:h that it plans to del lVII' fully compatttivo local exchange 

service In 30 rww major motropohtan m811<ets throughout tt .e country. 

including the Tampa Bay area currently served by GTE ("Full 

Competltlon at the Heart ol SBC-Amentech Merger: SaC press 

reteue, May 12, 1998, ·sac Could Be Cormng: St Petersbu~p 

Times. May 15, 1998, p. 1E.) 

23 Q, ARE INVESTORS PRlMARll Y CONCERNED WITH CURRENT OR 

24 

25 

FUTURE EXPECTED COMPETITION WHEN THEY ASSE6S THE 

INVESTMENT RISK OF GTE? 

30 
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Investors are prim. v tn Jrested In futuro oxpeetod competition when 

they assess the ino~estment nsk of GTE because oxpecled fu1ure 

competition Is a primary determinant of volatility rn the expected 

returns on their Investment 

6 Q , CAN GTE'S INVESTMENT RISK BE MEASURED BY GTf'S 

7 CURRENT SHARE OF THE LOCAL EXCHANGE MARKET? 

8 A No. GTE'a CUfT'Wlt lhlre of the local exchanoe marllet reflec:ts rts 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

historical position as the franchised provider of local exchange 

services in ita ~«Vice temtory GTE's povrleged positron as the 

franchised provider has been elimrnated As a result of lhra 

ellminallon ~ recenttec:IYlologk:al advanoes in teleoommunicatrons. 

some 240 fii'ITII hrie been oertlfieated to provrde local exchange 

service in Florida. There can be no doubt that GTE's fu1ure merkel 

liNn of the loc:aiOlCd'lange mat11e1 will be le$S than rts current market 

share. Indeed, GTE's expenence wrth c:ompetrtron rn the .nlfaLATA 

toll market suggests that Ita market share will rapidly decline as 

oertlfated c:aniara begrn offenng local exchange services 

20 Q. HAVE AT&i AND OTHER COMPETITORS RESTRICTED THEIR 

21 LOCAL EXCHANGE OFFERINGS TO MAJOR CITlES? 

22 A No. Wlreleu North and McLeodUSA. for example, hove been formed 

23 

24 

25 

t.o offer competitive local exchange service In rural areas of the 

~. Wirelels intend11to use rts PCS licenses tn IOWOJ, Mrnnesota. 

North Deko4a, South Dakota, and Wisconsin along with a 2,500 milo 
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8 

9 

2il 3 
fiber backbone whlc:h 1\JN through atatomt()()', to offer ' f eature-nch, 

mobile telephone HIVICe 11\al II pnced competttiVOiy With eXISting 

landline seMc:e: ("Personal 'Communtty' Services; AmellC8 $ 

Network, June 1, 1997, page 59) Mcleod intends to offer local 

exchange setv1ce both through resale and through the bualdlng of ats 

own 10,000 mlle·lono Iaber opUc network. ('No Telecom Hayseed; 

BuslfiiJSS Week, February 9, 1998, pp. 98-100.) 

10 Q , YOU NOTED PREVIOUSLY THAT THE COST STUDY TO BE 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

SELECTED IN THIS PROCEEDING IS TO BE BASED ON THE 

PRINCIPLE OF FORWARD-LOOKING ECONOMIC COST. IS THE 

FORWARD·LOOKINO ECONOMIC COST PRINCIPLE 

CONSISTENT WITH THE USE OF GTE'S CURRENT MARKET 

SHARE AS AN INDICATOR OF INVESTMENT RISK? 

No. Fht, the fOIWIIfO.Iooking OCDIOITiic: cost principle is economically 

relevant only In a competitave market for telecommuniC8tiOOS 

services. Thus, the forward-looking eeonomic cost pnncaple. at ats 

hean. b baed on the assumption that the market for local exchange 

&efVioes is fulty competltive 

Second, the fOtWard·looldng economic coy,! princlplo requires a 

consideration d the level of competition and lnvestmani risk over tho 

entire future life of GTE'a lnvaatmant In networ11 faeihtles Given the 

rapid changes In the telecommunacatlons industry and the certainty 
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that competitlon will increase, GTE's current mat1tet share is a poor 

indicator of Mure competition M d risk. 

4 Q. IS GTE ABLE TO COMPETE ON EQUAL TERMS WITH 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A 

COMPETITORS IN THE LOCAL DCCHANGE? 

No. GTE foces a number of dlsadvanlages In its efforts to compete in 

a fully competitive local exchange marlcet. As the Incumbent LEC, 

GTE has the obligation to provide telecommunications service~ to all 

customers, even those whose rates fail to cover the cost of provid1~ 

service. TelecommunicationS prices have historically been set to 

provide subsidies to high-cost customers in low density geographic 

areas. Such subsidies are Inconsistent with the compet111ve 

framework of the Act. Although the Act requires the FCC and the 

States to implement mechal'llsms that eliminate the implicit subsidies 

that have previously financed the provision of basic local 

telecommunica11ons service, the Act falls to Identify how such 

811bsicfi8S can be replaced. In truly competitive marlce1s, there ere no 

sources to subsidize prices that are lower than cost Investors are 

conc:emed that the I.WliveBat serviCe support mechanisms that w1ll be 

put in place may not be sufficient to balance the Incumbent LEC's 

obligation to continue to provide service in high-cost ereas. while 

compelllors ere free to s11rvo only the most profitable markets. 

Q, WHAT IS THE IMPACT OF RAPIDLY CHANGING TECHNOLOGY 

ON Ta.ECOMMUNICATIONS COMPETITION? 
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Rapid lldvances 1n telecouauunicettOns technology ere e pnmery 

driver behlnd the lncraesing level of compellttOn faced by the local 

exchange companies. Advances In semiconductor technology have 

both Increased the capab1hty and lowered the cost of 

teleoclfMUlicatlons equipment, 110 other firms can compete mora 

easily with local exctl8nge c:ompenies BreekiiVOughs are al50 

occurring In fiber oplic, data commumcatlons, end wireless 

tec:hnologlea. The Clp&clty of fiber optic networks is Increasing 

dr•lllltically, thu1 allowing fiber-based oompebllve acceas PfOVI;lers 

to ol'fer more I«VVc:es. Reoant edva1oes In data COI1V1UIIcativ.'la and 

Internet protocol technologies, especially technologies for 

trlnSpOI1Jng vo!oe 11gnals over data communlcabons netwonls. offer 

yet enothef opportunity for bypanlng the local loop. Sprint recently 

announced plana to offer local exchange aerv•ces over a new 

nationwida pacbl-cwru:hed date netw<rt New data networiOng and 

lniernet protOCOl tadlnologlea are also the major factors redUCing the 

cost cl providing local exchange aaMc:es OVfl( cable netwonla. AT&T 

hu announced ill intention to rely on theM technologies In Its 

upgrade of the TCI networl<. Wireless technology Is alae changing 

repldly. Analylll ant.iclpate that AT& r. new fixed Wireless 

tec:mology will allow AT&T to completely by).aas the local loop In 

11'081 not S8fV8d by ill recently acquired Clble TV I&Cilllles In aum. 

technological development• have aubstentJally eroded the 

competltlvalldvantage once enjoyed by local exchange companloa. 

1 
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1 Q. HOW DOES RAPIOL Y CHANGING TECHNOLOGY AFFECT THE 

• 2 RISK OF INVESTING IN LOCAL EXCHANGE COMPANIES SUCH 

3 AS GTE? 

4 A. Rapidly changlng tedlnology Increases GTE's risk In two waya F ~rst. 

5 it thfutens GTE'a ability to recovl!l' the Investment cost ol Ita new 

6 telecommunications plant Second, II reduces tile cost of entry IDf 

7 ~. R.pd advancea ln fiber opllca, wnless, and multimedia 

8 t18Nmilsion tadlnologies, IDf GXIIITl>le. h8v8 shortened the economic 

9 livea a the LECa' current Investments In copper.O.Md ladhtloa and 

10 allowed cable TV, lnterext:hange, and wveteu companies to competo 

11 efficiently to olfl!l' local exchange aervlce. Advances In these 

12 technologies fl.rther ttveaten the LECs' heavy investment in landt~ne 

• 13 telecommunications sarv1ce 

14 

15 Q. HOW DOES REGULATION AFFECT THE RISK OF GTE? 

16 A. Since regulallon ~ GTE's abitrty to compete on the same tl!l'ms 

17 as Itt competitort, regulation tncreaaea the nsk ol Investing In GTE 

18 

19 Q . HOW DOES THE FORWA.RD-LOOKING RISK OF INVESTING IN 

20 GTE'S LOCAL EXCHANGE BUSINESS IN Fl :>RJOA COMPARE TO 

21 THE FORWARD-l.OOKING RISK OF INVESTING IN GTE'S 

22 PARENT COMPANY? 

23 A. The forwasd-looklng risk of Investing In GTE' • local exchange 

• 24 bualnen In Floridll Is greatlll' than the forwasd·IOOking nlk of 

25 inveatlng In GTE'a parent company beceuse GTE' a loc:aJ exchange 

35 



287 

1 busine11 In Florida has leas geogrephlc divershy, leu diversity of 

• 2 products end services, leu ability to realize economies of scale and 

3 acope, and lUI access to the capital markets. 

4 

5 Q, HOW DOES THE FORWARD-LOCKING RISI< OF INVESTING IN 

6 GTE'S LOCAL EXCHANGE BUSINESS IN FLORIDA COMPARE TO 

7 THE FORWARD·LOOKING RISK OF INVESTING IN THE S&P 

8 INDUSTRIALS? 

9 A. The forward-looking risk of investing In GTE's local exchang'l 

10 buslneslln Florida il approximately equal to the forward-looking risk 

11 of Investing In the S&P lnduslrials 

12 

• 13 Q. DO YOU HAVE AHY EVIDENCE THAT THE FORWARD-LOOKJNG 

14 RISK OF INVESTING IN GTE'S LOCAL EXCHANGE BUSINESS IN 

15 FLORIDA IS APPROXIMATELY EQUAL TO THE FORWARD· 

16 LOOKJNG COMPOSITE RISK OF INVESTING IN THE S&P 

17 INDUSTRiALS? 

18 A. Yes. I noted previously that the fOlW8fd.Jooklng nsk of anvesllng an 

19 GTE's local exchange busaness In Florida Is greatiK' than the IOIW8rd· 

20 looking rflk of II1Yelthg in GTE's parent CXlfi"IP8rlY The average Value 

21 Une market.-ighted beta for the Regional Bell Holdang Companaea 

22 ('RHCs' ) and GTE'a parent company Ia .95. aa compared tc tho 

23 IMir8g8 beta of app«»dmataly 1.0 for the cornoanioa included In tho 

• 24 S&P lnduatrlala. A bolD of 95 cannot be atauatacally dast•ngulahed 

25 from a beta of 1.0. Slnoe the fOIW8rd-looklng risk of GTE Is great.or 
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1 than lhe 10f'W8t'd-lookln nlk of GTE's parent. and the lo:watd-loolung 

• 2 tbk of GTE' a patent Is appro••mately equal to the fOIWard·looklng risk 

3 of the S&P Industrials, the S&P Industrials are a conservative proxy 

4 for lhe forward-looking nsk of investing In GTE 

5 

6 

7 

8 IV. GTE'S COST OF CAPITAl. E.illMATE 

9 

10 Q. HOW DID YOU CALCULATE THE COST OP CAPITAL THAT 

11 YOU RECOMMEND FOR USE IN THE COST STUDY THE 

12 COMMISSION WILL CHOOSE IN THIS PROCEEDING? 

• 13 A. 1 eelculatod the welghtod average cost of capital to be used in the 

14 forward-looking cost stucly by employing the market·base<l 

15 percentages ot deOI and equity in the cap1181 structures of 

16 competitiva firma, the marl<et cost of debt, and the market required 

17 rate of return on an equity Investment in compelibve firms of 

18 ~risk. 

19 

20 Q. HOW DID YOU MEASURE THE MARKET·BA'3ED 

21 PERCENTAGES OF DEBT AND EQUITY IN THE CAPITAL 

22 STRUCTURE OF COMPETITIVE ARMS? 

23 A I calculele<llhe average market-based percentages of debt and 

• 24 IIQ\IIIY In the capltalstrudures of lhe S&P lndustnals, o compoSite 

25 of all large ~tsve companies In the U.S economy for each of 
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1 the f1V8 years endi. g December 31 , 1997. To determine the market 

• 2 value of the equity In the S&P Industrials at the end of each year, I 

3 multiplied the closing stock price for each company at year end by 

4 the number of shares outstanding at that time. To determine the 

5 merkel valve of debt of the S&P lndustnels, I used each company's 

6 book value of debt et year end. The book value of aebt is a good 

7 proxy for the market value of debt when the embedded interest rete 

8 Is app«lxlmately equal to the market interest rata, as 11 •a at this 

9 tlme. 

10 

11 Q. WHY DID YOU USE THE AVERAGE MARKET-BASED 

12 PERCENTAGES OF DEBT AND EQUITY IN THE CAPITAL 

• 13 STRUCTURE OF TME S&P INDUSTRiALS? 

14 A. I used the average market-based percentages or debt and equity 1n 

15 the capital structure of the S&P Industrials be<:8use forward-

16 looking economic costatud1es are prediCated on the assumption 

17 that the market for all local exchange services is fully compelitive 

18 As the FCC hal noted, the rationale for the use of forward-loolung 

19 economic costa is that local exchange pnces would move toward 

20 fOIWIIfd.Jooking economic costa if local exchange markets wero 

21 fully competit1V8. TM IIVeniQB market-based cep1tal strvcture of 

22 the S&P Industrials Is e good proxy for the taroet capital structure 

23 of competrtlve frniS on a forward-looking economic basis. It would 

• 24 be Inconsistent to use forward-looking compet111ve oasumptrons 1n 

25 the Investment and expenao components of a coat study, but 
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1 backward-looking monopoly assumptions in the cost of capttal 

• 2 component. 

3 

4 Q . WHAT IS THE AVERAGE MARKET·BASED CAPITAL 

5 STRUCTURE OF THE S&P INDUSTRIALS? 

6 A As ahown In Schedule J\/W-1, the marltet-basad capital structure 

7 of the S&P Industrials at December 31, 1997. contains 1 8.28 

8 percent debt and 81.72 percent equity. The average mar1tet-based 

9 capital structure of the S&P lndua1riala for the frve-year period 

10 ending December 31, 1997, contains 22.45 percent debt and 77.55 

11 percent equity. Fron1 the data I have examined, I believe the five· 

12 year &V8f808 capitelatrvcture of the S&P Industrials Is a 

• 13 conaervatlve estimate of the target capital structure GTE would 

14 employ In the competitive local el«:hange environment enumod by 

15 a f~ econ0rl11C cost study 

16 

17 

18 Q. HOW DOES THE AVERAGE MARKET -BASED CAPITAL 

19 STRUCTURE OF THE S&P INDUSTRIALS COMPARE TO THE 

20 AVERAGE MARKET-BASE.D CAPITAL STRUCTURE OF THE 

21 LOCAL EXCHANGE COMPANIES? 

22 A The marltAtt-baaad capital sii\ICtures at the :ocar exchange 

23 companies camot be determined because their stock Ia not 

• 24 publicly treded. Thus, a comparison of the ev«age m&l1tet-based 

25 capital attucture at the S&P Industrials to the average market-
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1 based capital atNcture of the local exchange companioa 1s not 

• 2 posaible. 

3 

4 Q. HOW DOES THE AVE.RAGE MARKET-BASED CAPITAL 

5 STRUCTURE OF THE S&P INDUSTRIALS COMPARE TO lHE 

6 AVERAGE MARKET -BASED CAPITAL STRUCTURE OF THE 

7 RHC8 AND GTE? 

8 A. ~ ahown in Schedule JVIN·2, the market-based capital siNCture 

9 of the RHCs and GlE at December 31 , 1997, contains 19.86 

10 peteent debt and 80.14 percent equity, and thalr fivo-y;;ar average 

11 market-based cepitaiiiNCture con1e1n1 22. n pen::ent debt and 

12 77.23 percent equity. Thus, the average market-based cap• tal 

• 13 atNc:ture of the RHCa onc:t GTE •s appro!Otnllt&ly equal to the 

14 avetege market-based capital stNcturo of the S&P Industrials 

15 

16 Q. DO THE MAJOR INTEREXCHANGE CARRIERS EMPLOY 

17 APPROXIMATa Y THE SAME PERCENTAGE OF DEBT AS TH[ 

18 RHCS AND GTE? 

19 No ~ also thoWn In Schedula JVW·2, thO major lnterexchango 

20 ceniert employ lignific8ntly less deb1 and more equity than the 

21 RHCa and GTE. Their average market-based capital structure at 

22 Oeoembef 310 1997. con1alnt 12 88 p3rcenl debt and 87 , 2 

23 percent equity, while their five-year average market-base<! cap•tal 

• 24 atNcture contalnt 18.75 percent debt and 81.25 percent equity 

25 
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• 2 Q. HOW DID YOU .AEASURE lliE MARKET COST OF DEBT 

3 INVESTMENTS? 

4 A. I used the 6.94 percent ylold to matunty on Moody's A-rated 

5 lnduslrial bonds tor Mwdl1998, as reported en Moody's lnwstors 

6 SeMc:e Credit SutVey April 1998. This estimate Is conservative 

7 because it does not include the flotation coats that mull be paid to 

8 is- the debt aecuritlea r~~qUered to rinence the buildeng of local 

9 exchllnOt f8Cilitles on a IOo'WIW'd-IOoklng basia 

10 

11 Q. HOW DID YOU MEASURE THE MARKET COST OF AN EQUITY 

12 INVESTMENT IN GTC? 

• 13 A 1 applied tho OCF ~to the S&P Industrials. 

14 

15 Q. WHY DID YOU APPLY lliE DCF MODEL TO THE S&P 

16 INDUSTRIALS? 

17 A. A!J noted above, e proper forward-looking economec cost study :or 

18 the provlllon of basic local exChange service Ia based on the 

19 asaumption that the matket lor local exChange services is 

20 c:ompetllive. AI !he preaentlime, there arG no publicly-traded 

21 c:ompenlealhat have built tetec:ommunecationa nelwor1ts solely lor 

22 the purpose of providing local exchange aervtces en a competttive 

23 market. Since the S&P lnduatrlela are a well-known sample of 

• 24 put)llcly-lr8ded comp81ti1V8 companies whose reak. on avereoe. 

25 epproxitnelea the risk of providtng tetec:ommunleauons serveces en 
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1 a competitive matkel. I believe the S&fl lndustnal group II 0 good 

• 2 proxy fl)( the nsl\5 of Investing in the facilities requrred to prOVIde 

3 focal exchange servfcos on a IOtWard·looking NSIS 

4 

5 Q. WHAT DCF RESULT DID YOU OBT~ FROM YOUR 

6 APPUCATlON OF THE DCF MODEL TO THE S&P 

7 !NDUSTR!ALS? 

a A. As ahoWn on Schedule JVW-3. I obtarned a mari<et-werghted 

9 average DCF coil of equrty of 14.30 percent II)( the S&P 

10 lndusttlall. 

11 

12 Q . WHAT IS YOUR ESTIMATE OF GTE'S OVERALL COST OF 

• 13 CAPITAL? 

14 A. f estimate GTE'e overall coat of copilatto be 12.65 percent . based 

15 on a 6.94 percent marlult cost of debt. e caprlal strvclure 

16 containing 22.45 percent debt and 77 55 percent equrty, and a cost 

17 ot equity ot 14.30 percent 

18 

19 a. DOES THIS CONCLUDE YOUR TESTIMONY? 

20 A. Yea, It does. 

21 

22 

23 

• 24 

25 
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REBUTTAL TESTIMONY OF OR. JAMES H. VANDER WEIDE 

DOCKET NO. 980898-TP 

5 I. INTRODUCTION 

6 Q . WHAT IS YOUR NAME AND BUSINESS ADDRESS? 

7 A. My name Is James H. Vander Welda. I am Research Professor of 

8 

9 

10 

11 

12 

13 

14 

Finance end Economics at the Fuqua School of Business of Duke 

Unlverslty.lam also President of Financial Strategy Associates. a linn 

that provides strategic and financial consulting services to clients in 

the electtlc, gas. Insurance. telecommunications, and water 

Industries. My business address Is 3606 Stoneybrook Drive, Durham, 

North Carolina. 

15 Q . ARE YOU THE SAME JAMES H. VANDER WEIDE THAT 

16 PREVIOUSLY FILED DIRECT TESTIMONY IN THIS 

17 

18 

19 

A. 

PROCEEDING? 

Yes, lam. 

20 Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 

21 A. I have been asked by GTE Florida Incorporated ("GTE") to raview the 

22 

23 

24 

25 

direct testimony of Mr. John 1. Hlrshlelfer on behalf of AT&T and MCI 

and lo respond to his recommendation regarding the appropriate cost 

of capital Input lor use In studies or the IOIWard·looklng economic cost 

of providing basic local telecommunications service In Florida. 

1 
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1 II. SUMMARY 

• 2 

3 Q. WHAT ARE YOUR MAJOR CRITICISMS OF MR. HIRSHLEIFER'S 

4 TESTIMONY? 

5 A. My ms)or criticisms of Mr. Hlrshlelfer's testimony are summarized as 

6 follows: 

7 A. Economic Principles 

8 Mr. Hlrshleifer claims (direct page 13) that his cost of capital estimate 

9 for Gn: Is consistent with the forward-looking economic cost 

10 principles established by the FCC in its First RePort end Order In the 

11 Matter of Implementation of the local Competition Provisions In the 

12 Telecommunlcallons Act of 1996 ("First Report and Order"). This 

• 13 claim Is Incorrect. Contrary to the FCC's guidelines, Mr. Hlrshleifer 

14 incorrectly assumes that: 1) GTE is a monopoly provider of basic local 

15 service; 2) GTE's capital structure can be measured in terms of book. 

16 or embedded, costs; and 3) GTE's cost estimates should not CO'lsider 

17 tho flotation costs GTE would incur to finance and construct the 

18 facilities required to provide basic local service for the first time. 

19 

20 B. Rlak 

21 Mr. Hirshlelfer'a low cost of capital recommenc.atlon lor GTE depends 

22 on his faulty aaeumpUon that GTE is a low-risk monopoly provider of 

23 basic local service. His assumption that GTE is a low-risk monopoly 

• 24 provider of basic: local service Is contradicted by the evidence 

25 presented In my direct testimony at pages 19-37 that GTE faces 

2 
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1 significant compe1Jtion for i1s local exchange service In Florida, end 

• 2 that large, financially strong competitors have both the tedlnological 

3 capability end the economlc incentive to compete vigorouSly with GTE 

4 in the local exchange. 

5 

6 c. Capital Stnlc1ure 

7 Mr. Hirshleifer calculates GTE's weighted average cost of capital for 

8 forward-looking 8COI.omlc cost study purposes using both book and 

9 market value capital Slructuro weights. The use of book value capital 

10 structuro welghta Is Inconsistent with his assumption that the cost of 

11 basic local service should be measured on the basis of forward-

12 looking economic costs. not accounting costs. and with the economic 

• 13 and financial theory of corporate valuation. Economic and financial 

14 theory incontrovertlbly require the sole use of market value capital 

15 structure welghta tO calculate a company's weighted average cost of 

16 capital. Since book value equity weights ere significantly lower than 

17 market value equity weights, the use of book value equity weights by 

18 Itself causes Mr. Hlrshlelfer to underestimate GTE's weighted average 

19 cost of capital input by at least 57 basis points. 

20 

21 D. Proxy Companlu 

22 Mr. Hirshlelfer applies DCF nnd CAPM method~ogies to a group of 

23 telecommunlcallona holding companies ("THCs") to estimate GTE's 

• 24 cost of capital. The THCs are poor proldas for tho purpose of 

25 esllmatlng GTE'a cost of capital because the traditional DCF and 

3 
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1 .::APM models understate cost of equity estimates for companies 

• 2 such as tho THCs that are experiencing deregulatlort, competitive 

3 entry. dramatic lndU$lry restructuring. end profound technological 

4 change. Mr. Hirshlelfer coo.~ld have avoided the dlff!CuiUes ot opplylng 

5 the DCF and CAPM Models to the THCs by relying entlrely on a broad 

6 group of competitive firms such as the S&P Industrials. 

7 

6 Furthermore. Mr. Hlrshleifer's cost of capital estimates are intended 

9 to be used as an Input to forward-looking economic cost studies, 

10 which. according to the FCC, should be based'on the assumption of 

11 a competitive telecommunications market. If the competitive market 

12 assumption Is used to value GTE's Investment In network facilitlos on 

• 13 a golng·forward basis, the competltJvo marllot assumption must also 

14 be used to measure the forward-looking cost of capital associat!ld 

15 with those facilities . Thus. the basic competitive marltet assumption 

16 of forward-looking economic cost studies provides further support for 

17 the use of c:ompeUtlve firms such as the S&P Industrials to measure 

18 he cost of capital component of the long-run Incremental cost of 

19 providing networlt elements. 

20 

21 E. Discounted Ca1h Flow ("OCF") Model 

22 Mr. Hlrshlelfer uses an Annual DCF Model to esUmale GTE's cosl of 

23 equity. even though the companies in his analysis all pay dividends 

• 24 quarterly. Hl8 Annual DCF Model combines en annual dividend with 

25 e market price that necesaarily Includes Investor's knowledge thai 

4 
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1 dividends are pakl quarterly. Since an Investor attributes some value 

• 2 to the quarterty payment of dividends, a firm's stock price will bo 

3 hl{lhar when It pays dividends quarterly than when it pays the same 

4 amount of dividends annually. Evan though Mr. Hirshlaifar uses tho 

5 higher price which ranacts tho quarterly payment of dividends, he 

6 does not similarly r!lflac.: quarterly dividends In celculatlng the 

7 dividend component of the DCF cost of equity. Therefore. he creates 

8 a clear mismatch of data sets which causes him to understate GTE'a 

9 cos: of equity by an additlonal 30 to 40 basis potnts. 

10 

11 In additlon to Incorrectly assuming that dividends al'e paid annually, 

12 Mr. Hirshletfer also faRs to implement his Annual OCF Modal correctly . 

• 13 The Annual OCF Model requires that tho first dlvid~nd be equal to tho 

14 currant dividend times 1 plus the growth rete. Mr. Hlrshlaifer has 

15 lncorrecUy eliminated the growth component In the first dividend 

16 paymenl 

17 

18 F. FlotaUon Costa 

19 Mr. Hlrshleifar falls to Include an allowance for Rotation costs In his 

20 estimates of the forward-looking cosls of debt and equity. evan 

21 !hough AT&rs and MCI's cost studies err~ supposed to measure the 

22 forward-looking economic cost of buUdlng a new talecommunlcallons 

23 nelwolit for the purpose of offering basic local service. No firm could 

• 24 raise the mUllons of dollars In new debt and equity capital required to 

25 finance the construcllon of a new local exchange networ1<. without 

5 
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1 paying aubstantlal fees to lhe Investment bankers who help them 

• 2 Issue debt and equlty securities. Mr. Hirshleifer's faUure to lndude 

3 flotation costa causes him to underestimat.e lhe forward-looking 

4 economic cost of capital by a.1 additional 20 10 30 basis points. 

5 

6 

7 G. Growth 

8 Mr. Hitshleifer employs a three-st.lge OCF model in wh!ch I' s proxy 

9 companies' earnings are expected to grow In hne wrth analysts' 

10 earnings growth expectatiOns for only the next five years. After this 

11 Initial five-year period. Mr. Hlrshlelfer 8rbitranty assumes lh8t his 

12 proxy companlot' earnings w01 dec:lme over 8 1 So year ponod to h•s 

• 13 current expected growth In tho GNP, 5.5 percent, an~ •hen grow at 

14 5.5 percent forever. Mr. Hlrshlolfor's basic growlh assumptions ore not 

15 only arbitrary, but also inconsistent Wllh the evidence that 8 

16 o:ompany's earnings can grow ot tho analyst's expected growth rate 

17 tor many years. Mr. H111hleiler'a lncoiTOCt and orbltrary auumpuons 

18 regarding future growlh cause him to significantly underestimate 

19 GTE's cost of equity. 

20 

21 H. Capital MMI Pricing Modal (*CAPM") 

22 The CAPM approach requires oatlmates of thu required rate of return 

23 on a risk·free MCUrily. estimates of a company-specific risk foetor. or 

• 241 beUI, and eatJmates of the required rate of return on the market 

25 portfolio. Mr. Hlrahlolfor's CAPM analysis Is CX' mpromlsed by his 
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15 

16 

17 
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23 

24 

25 

3 0 0 

procedure lor estimating his proxy companies' average beta and the 

eJCpeded rete of return on the marl<et por1folio. 

To estimate his proxy companies' betas. for example. Mr. Hlrshleifer 

uses five years of historical data on the marl<et rates of return for his 

proxy companies and the marl<et portfolio. These historical date 

surely do not reflect the momentous changes In telecommunications 

Industry risk caused by the passage of the Telecommunications Act 

of 1996. In lad. betas calculated using weekly data over the two and 

a hail year period Janual!)' 1996 to June 1998 indicate that THC betas 

are slgnlflcanUy higher than Mr. Hlrshleifer's five-year betas. 

approxlmaUng the overall beta of 1.0 for the S&P lnduMrials. 

Mr. Hirshleifer worl<s at FlnEcon with Its founder. Professor Cornell. 

and they have collaborated In preparation of cost of capital testimony 

lor AT&T and MCI in numerous proceedings regarding 

lmplemenlaUon of the T elecommunicatlons Act. Mr. Hirshleifer and his 

FlnEcon colleague Professor Cornell estimate the expected retum on 

the marl<et portfolio from historical risk premium data on relums to 

stocl\ and bond Investors. Prior to FinEcon·s testimony lor AT&T and 

MCI. Professor Cornell recommended In his published worl< the use 

of the commonly aocepled eri1hmetic mean risk premium advocated 

by Ibbotson Assoclates. which was 7.5 percent at the time of Mr. 

Hlrshlelfer's studies. In their testimony for AT&T and MCI. FlnEcon 

recommends a risk premium that Is almost 200 basis points less than 
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the lbbotaon risk premium FinEcon's founder Professor Comou 

previously recommended 

Mr. Hirshleiler's use of a frve-year hlstoncal beta. rather than the 

higher one-year beta, and of a signlflcanUy lower risk premtum than 

the wldely-ecceptod lubotson risk ptumlum. causes him to 

signlfteanUy undorostlmalo GTE's CAPM cost of equity. A correct 

eppllcatlon of the CAPM would produce cost of equity estimates at 

lout 280 basis points higher than Mr. Hirshleifer's. 

I. Tnts of Ruaonablenne 

Mr. Hirshleiler'a coat of capital estimates loll the common sense 

standard that the cost of capital should increase with tho risk of an 

Investment Mr. Hlrshlelfer'a estimates fail to conform to this sllmdard 

in several areas. Firat, among Mr. Hirahlelfer's telecommunlcatlons 

companies. lhe companies wtlh the highest betas have •ho lowest 

OCF tesults. while ~nlos wrth low betas havo htgh OCF results 

Second. Mr. Hirshlelfor claims that local exchange service Is less nsky 

lhen interexchange service. Yet. his methodology produces 

signiflcanlly lower DCF rosulls for tho lnl&roxchango carriers AT&T. 

MCI, and Sprint, lhan It does for his proxy group of local exchange 

carriers.lndeed, lhe average OCF result for AT&T. MCI. and Sprint 

uslng his methodology Ia only 7. 7 5 percent, as oomparod to his result 

of 9.41 percent for lhe local (;jlrriers. 

8 



l 
302 

1 Third, although Mr. Hlrshlelft>r claims that his telecommunications 

• 2 proxy group is slgnif1C8nlly less nsky than the S&P 500, Mr. 

3 Hirshlelfef's DCF results for the S&P 500 are virtually ldeniJcalto his 

4 DCF results for his telecommunications proxy group. 

5 

6 Fourth, contrary to a reasonab:e expectation, Mr. Hlrshlelfor's DCF 

7 methodology produces approximately the same DCF results for 

6 Florida electric ulllltlos as for the S&P 500. 

9 

10 These anomalous results provide conv1nong evidence that Mr 

11 Hlrahleifer'a DCF methodology simply does not provide reasonable 

12 cost of equity estimates • 

• 13 

14 Ill . REBUTTAL OF MR. HIRSHLEIFER 

15 ' A. Economic Prlnclplot 

16 Q. ARE YOU FAMILIAR WITH AT&T'S AND MCI'S STUDIES OF THE 

17 COST OF PROVIDING BASIC LOCAL SERVICE? 

18 A. Yes, I am. 

19 

20 Q. DO AT&T AND MCI MAKE ANY CLAIMS REGARDING THE 

21 FUNDAMENTAL ECONOMIC PRINCIPLE~ UNDERLYING THEIR 

22 COST STUDIES? 

23 A. Yea. AT&T and MCI claim that their cost studies are consistent with 

• 24 the forward-looking economic costing principles established In lhe 

25 FCC's Firat Repo11and Order. 
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CA" YO J SUMMARlZE THE FORWARD-LOOKING ECONOMIC 

COSTtNG PRINCIPLES ESTABUSHED IN THE FCC'S FIRST 

REPORT AND ORDER? 

Yes. Ac:c:onllng to the FCC. the cost of providing basic local service 

must: 

• 

• 

• 

• 

• 

• 

Be forward looking. 

Be meaaured relative to a hypothetical situation In which the 

Sl:pplier does not currenUy provide local service. and thus must 

construct the facilities required to provide this service lor the 

first time. 

Be based on the mar1<et values of a company's assets. 

Create the right Investment Incentives for competitive facilities· 

based entry. 

Approldmata the costs a competitive facilitJas-based entrant 

would Incur by entering the mari\et as a facllities·based 

provider. 

ReRect the costs over a period tong enough that all of a firm's 

costs become variable or avoidable. 

20 Q. ARE MR. HIRSHLEIFER'S COST OF CAPITAL ESTIMATES 

21 

22 

23 

24 

25 

A. 

CONSISTENT WITH THE FORWARD-LOOKING ECONOMIC 

COSTING PRINCIPLES THAT AT&T AND MCI CLAIM UNDERLIE 

ntEIR COST STUDIES? 

No. Mr. Hlrehlelfel's cost of capital estimates violate these principles 

In several Important respects. First. Mr. Hirshlelfer Incorrectly 

10 
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1 assumes in estlmatlng GTE' a cost of capital that GTE Is a monopoly 

• 2 provk4er of basic local service. Mr. Hirshlelfer fails to recognize thot 

3 1) Congress passed the Telooommonlcations Act speerftCally lor the 

4 P\Jrpose of maklng local aervlo!l competitive: 2) local service Is 

5 already oompetltNe lor many high-VOlume customers: and 3) lolward· 

6 looking eoonomlc coats must approximate the costs a competitive 

7 enlnlnt would Incur by entering the mar11et as a facRities-based 

8 provider. 

9 

10 Second, Mr. Hirah!eifer's cost of capital esumat& Is heaVlly based on 

11 the average book value capllal atl\lcture of his proxy ~nles. even 

12 though his clients AT&T and MCI claim to have accepted tho FCC's 

• 13 forward·looking economic costlng principle that local oorvlco cooto 

14 must be forward looking ond must reRect the mer11et values. not tho 

15 embedded or historical costs. of o company's investments in 

18 telephone plant and equipment. Because the value of a comjJany's 

17 assets IT'Uit equlllhe IUm of its liablrties and equity. Mr. Hnhleifer's 

18 book value capjtal atructures necessarily roftect tho embedded or 

19 hi:s1orical costs of hla proxy companies' Investments In telephone 

20 plant and oqulpmenl 

21 

22 Third, Mr. Hlrshlelfer'a cost of capital esllmata does not Include tho 

23 notation costs that would undoubtedly be incurred In order to finance 

• 24 en Investment In 1 new telecommunications networ11 to aupply baelc 

25 local service. Mr. Hlrahlelfer'l faUure to Include notation coste Is not 

11 
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consistent with the FCC's requirement that ooS1 estimates must be 

measured relative to a hypothetical situation in which the supplier 

does not currently provide lor .~1 service, and thus must conslrud the 

facilities required to provide basic local service for the first time. 

B. Rlak 

7 Q . WHAT IS MR. HIRSHLEIFER'S VIEW OF THE BUSINESS FOR 

8 

9 

10 

11 

12 

13 

14 

15 

A. 

WHICH THE COST OF CAPITAL IS BEING ESTIMATED IN THIS 

PROCEl:OING? 

On page 49 of his testimony, Mr. Hlrshlelfer states: 

"The business for which the cost of capital Is being 

estimated In this ca:IB Is essentially the business of 

,easing" local exchange telephone netwv.'l<. clement' to 

retail providers and tha provision of universal service: 

16 Q . DO YOU AGREE WITH MR. HIRSHLEIFER'S OPINION THAT THE 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

PURPOSE OF THIS CASE IS TO ESTIMATE THE COST OF 

CAPITAL FOR aTHE BUSINESS OF 'LEASING' LOCAL 

EXCHANGE TELEPHONE NETWORK ELEMENTS TO RETAIL 

PROVIDERS"? 

No. I understand that the purpose or this proceeding Is to determine 

the cost or providing baste local se;vice. 

12 
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1 Q. 0001!9 MR. HIRSHLEIFER ATTEMPT TO DISTINGUISH THE RISK 

• 2 OF PROVIDING BASIC LOCAL SERVICE FROM THE RISK OF 

., THE NETWORK ELEMENT LEASING BUSINESSES? w 

4 A. Yes. On page 52 or his lestlmony, Mr. Hlrshlelfer states. 

5 'Whereas those BeiiSouth units Involved In providing 

6 local service are In businesses thai (if prices are sat 

7 appropriately In these proceedings) will be faced wi1h 

8 new competltors, the unit Involved in leaslng the 

9 ne1wor1< which all the competitors need to use has 

10 virtual monopely pewer and faces much less risk.· 

11 Thus, Mr. Hlrshlelfer believes that the local service business Is 

1~ slgnlflcanUy more risky than the ne1wor1< olemonta leasing business. 

• 13 

14 Q, IF MR. HIRSHLEIFER'S COST OF CAPITAL ESTIMATE APPLIES 

15 TO THE NETWORK ELEMENT LEASING BUSINESS, AND MR. 

16 HIRSHLEIFER BELIEVES THAT THE NETWORK ELEMENT 

17 LEASING BUSINESS IS LESS RISKY THAN THE LOCAL SERVICE 

18 BUSINESS, DOES IT FOUOW THAT MR. HIRSHLEIFER'S COST 

19 OF CAPITAL ESTIMATE UNDERSTATES THE APPROPRIATE 

20 COST OF CAPITAL FOR GTE'S LOCAL SERVICE BUSINESS? 

21 A. Yes. Since Mr. Hirshlelfer etllmates tho cost or capital for the nelworl< 

22 element leasing business, end he believes the ne1wor1< element 

23 leasing business Ia leas risky than the local sorvlco business. It 

• 24 follows, 811 8 matter of pure logic, that Mr. Hlrshlolfer has 

25 undorestlmated the oott ol capt1al for GTE'a local Sllrvice business. 

13 



?>07 

Q . DO YOU AGREE WITH MR. HIRSHLEIFER'S ASSESSMENT ON 

• 2 PAGE 50 OF HIS TESTIMONY THAT "THERE IS CURRENTLY 

3 VERY UTTLE FACIUTIES..SASEO COMPETITION" FOR LOCAL 

4 EXCHANGE SERVICES? 

5 A. No. Mr. Hlrshleifer faUs to recognize that signifiCant competition 

6 already exists for local exchange services In Florida. and Investors 

7 oxpect future competitJon to increase rapidly. In my discussion of risk 

8 In my direct testimony, pages 19-37, I noted that som.:> 240 

9 competitors have been certificated to operate as competitive local 

10 exchange carriers in Florida. Many of these rompanles are large, 

11 well-financed facilltles·based competitors that hav11 every Intention of 

1~ wresting a significant share of the local service market from 

• 13 lncumbont loci!! exchange carriers euch as GTE. In additlon, ennlysl!l 

14 are forecasting that as many as half of current wireline subsaibers will 

15 use wireless telephony as a substitute for wirclfne within the next ten 

16 years. 

17 

18 c. CapiUII Structure 

19 Q. HOW DOES MR. HIRSHLEIFERATTEMPT TO CALCULATE GTE'S 

20 FORWARO..t.OOKJNG ECONOMIC COST OF CAPITAL? 

21 A. Mr. Hlrshleifer attempts to calculate GTE's forward-looking economic 

22 cost of capital by computing a weighted average of GTE's forward· 

23 looking cost of debt and Its forward-looking cost of equity. 

• 24 

25 

14 
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1 Q. WHAT CAPITAl STRUCTURE WEIGHTS DOES MR. HIRSHLEIFER 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

A. 

US.! IN HIS ESTIMATE OF GTE'S FORWARD-LOOKING 

ECONOMIC COST OF CAPITAl? 

Mr. Hirshleifer uses bo:h book and marXet value capital structure 

welghta to estimate GTE'a fcJWard·looklng economic cost of capital 

Using book value capital alnJCiure weights containing 57 percent debt 

and 43 percent equity. Mr. Hlrahlolfer estimates GTE's economic cost 

of carltal 10 be 8.17 percent. Using market value capital structure 

welghta containing 20 percent debt and 80 percent equity. Mr 

Hirahleifer estimates GTE's economic cost of capital 10 be 9.31 

percent His final recommended economic cost of capctal of 8.74 

percent Is the midpoint of the range of estimates he found using book 

and market value capital structure weights. 

15 Q . DO FINANCIAL AND ECONOMIC THEORY PROVIDE ANY 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

GUIDANCE ON THE CORRECT CAPITAL STRUCTURE WEIGHTS 

TO USE IN CAlCULATING THE WEIGHTED AVERAGE COST OF 

CAPITAl? 

Yes. A$ I explained on pages 5-19 of my dired tesUmony. fmancial 

and economic lheofy require the use of ~T~&rkel value weights to 

calculeto tho weighted average cost of capital because market values 

ore the best measures of the amounts of debt and equity Investors 

have Invested In the company on a going-forward basis. Furlhermvre. 

Investors measure the rfsk and retum on their Investment portfolios 

ualng market value woighll because they purchase a company'• 

15 
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stocks and bonds at market price. not at book value. Thus. the retum. 

and the risk or unoenalnty of the retum. can only be measured an 

terms of marl<et values. 

5 Q . WHAT DO ECONOMISTS HAVE TO SAY ABOUT THE USE OF 

6 BOOK VALUE CAPITAL STRUCTURES TO MEASURE THE 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

A. 

WEIGHTED AVERAGE COST OF CAl' IT AL? 

Economlsts unanimously reject the use of book value capital 

stru<:Wrea to estlmate the weighted averege cost of capital because 

book values depend on arbitrary accounting c:Onvent.oons, are based 

on historical costa. and era Inherently badcward looldng. I have taught 

corporate finance for more than 25 years. and I have never 

encountered a financlal or economic text that recommended anyth1ng 

other than the usa of market value weighs to calculate o company's 

weighted average cost of capital. 

17 Q . DOES MR. HIRSHU:IFER RECOGNIZE THAT ECONOMIC COSTS 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

ARE FORWARD LOOKING AND MARKET BASED, NOT 

BACKWARD LOOKING AND ACCOUNTING EL'1SED? 

Yes. On pago 11 of his testimony. Mr. Hirshlelfer ••tataa; 

·economic cosu arr forward-looking. To better 

understand this. one must put oneself in the \·.hoes of o 

current Investor. For example. if an Investor t<.-Jay were 

to conlider an Investment In GTE's comll'o(>n stoc«. 

which Is fundament.IUy a claim on the net 811<11.1 GTE 

16 
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uses to conduct its varied businesses. such Investor 

would only be willing to pay the mtrlcot vtluo ot those 

assets: [emphasis added) 

In addition, Mr. Hlrshlelfer uses marl<et value capital structure welght.s. 

rather than book value capital structure weights. when he lavers and 

unlevers the betas In his portfolio of proxy companies. 

8 Q , DO YOU AGREE WITH MR. HIRSHLEIFER'S STATEMENT ON 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

PAGE 44 OF HIS TESTIMONY THAT ''THERE REMAINS A 

DEBATE AMONG ACADEMICS, PRACTrriONERS, AND 

FORENSIC EXPE.RTS REGARDING THE CHOICE BETWEEN 

BOOK AND MARKET WEIGHTS"? 

No. Academic experts and well·trained practitioners unanimously 

agree that marl<et value weights should be used to estimate the 

weighted average cost of capital. For example, the following well· 

knoYm texts re<:ommand the use of marl<et value weights to estimate 

the weighted average cost of capital: Copeland/Weston, Financial 

Theory and CotpOIIJie Policy, Chapter 13, Third Edition, 1988, 

Addison-Wesley. Reading, MA.; Brealey/Myers, Principles of 

Corpora/a Finance, Chapler 9, page 190, Fourth Edition, 1991 , 

McGrew-HUI; Robert C. Higgins, Anelysls for Rnanciel Management. 

Chapter 8, Fourth Edition, 1995, Irwin. 

Q. DO YOU AGREE wrTH MR. HIRSHLEIFER'S STATEMENT ON 

PAGE 44 OF HIS TESTIMONY THAT "IN TRADmONAL RATE OF 

17 
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1 RETURN HEARINGS, CAPITAL STRUCTURE IS TYPICALlY 

• 2 Pf'.ESENTCO IN TERMS OF BOOK VALUE WEIGHTS"? 

3 A. YH. I do. However, as I explain on pages 16-17 of my d1rect 

4 testinooy, lrllditional rate of ro~tum llearings are inherenUy based on 

5 hlatoric&l, or eccounUng. costa, not for.verd.Jooklng costs. I 

6 understand that the cost or service in this proceeding will bo 

7 measured on the basls of forward-looking economic costs. Mr. 

6 H1rshleift!l's book value capital structuras are not consistent with tho 

9 u.e of forward-b)king economlc costs. 

10 

11 Q. ON EXHIBIT JH·1, MR. HIRSHLfiFER INDICATES THAT HE IS 

12 VICE.PRESIOENT AND DIRECTOR OF RESEARCH FOR A 

• 13 COMPANY CALLED FINECON. WHO IS THE PRESIDENT OF 

14 FINECON? 

15 A. Professor Bradford ComeU ls President ol FinE con. Professor Cornell 

16 has provided tesUmony In a number ol states on behalf of AT & T end 

17 MCI that Is vittuelly klentlcal to Mr. Hushleifet's testimony In thiS 

16 proceeding. 

19 

20 Q. HAS MR. HIRSHLfiFER'S BOSS, PROFESSOR CORNELL. 

21 WRITTEN A BOOK, ENTITLED CORPORATE VALUATION, 

22 PUBUSHED BY BUSINESS ONE IRWIN? 

23 A. Yes, he hll. 

• 24 

25 

16 
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1 Q . DOES PROFESSOR CORNELL MAKE ANY RECOMMENDATIONS 

2 

3 
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5 
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7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

IN HIS BOOK REGARDING THE CORRECT CAPITAL STRUCTURE 

FOR USE IN MEASURING A COMPANY'S WEIGHTED AVERAGE 

COST OF CAPITAL? 

Yes. Professor Cornell clearly recommends the usa of a firm's target 

market value capital atrudure, not its book value capital structure On 

page 224 of his book he states. "The appropriate weights to use are 

the firm's long-rvn tarpet weights stated In tef'lm of mJtrlcal value 

(original emphasis): On page 225, Professor Cornell writes, 

"It is also possible to avoid the cirQJJarity by estimating 

the long-run target weights direc1ly. For example, the 

appraiser may assume that all the comparable firms 

have the same target capital structures. Given thls 

assumption, the best estimate of the target capital 

structure is the average capital structure acros~ the 

comparable firms. If the comparable firms are publicly 

traded, 1h11lr merlc•t v~tlue weights can be calculi led 

d irectly and av• ragod (emphasis added)." 

Finally, on pages 228-229 of his book. he provides an example or the 

correct way to caiQJiate the weighted average cost of capital: 

"Table 7-8 puts all tho places together and calculatat 

FERC's weighted average cost of capital using tho 

target financing welghts chosen by management. 

NotJtfl that the t.ll'fl•l w.Jght of equity Is 

19 
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afgnlncontfy groattr than rhP book value weight. 

Th/a ronocr. managomonra roa//utJon that lhe 

marlro t value of equity fa much groater than rho 

book Vlfuo (ornphaals added]." 

6 Q. ON PAGE 38 OF HIS TESTIMONY, MR. HIRSHLEIFER ALSO 

7 

8 

9 

10 

11 

12 

13 

14 

15 

CITES A BOOK BY COPELAND, KOLLER, AND MURRIN, 

EtJTITLE.D, VALUAT70N: MEASURING AND MANAGING THE 

VALUE OF COMPANJES, AND BY DAMODARAN, ENTITLED, 

DAMODARAN ON VALUAT70N: SECURrTY ANALYSIS FOR 

INVESTMENT AND CORPORATE RNANCE. DO COPELAND, 

KOLLER, AND MURRIN AND DAMODARAN MAKE ANY 

RECOMMENDATIONS IN THEIR BOOKS REGARDING THE 

CORRECT CAPITAL STRUCTURE TO USE IN MEASURING A 

COMPANY'S WEIGHTED AVERAGE COST OF CAPITAL? 

16 A. Yes. Coj)e)and. Koller. and Mumn dearty recommend lha use of 

17 

18 

19 

20 

21 

22 

23 

24 

25 

martial value capital atrvcture weights to calcolate the welghtod 

average cost of capital . Sp&c~ticaUy. they st.a1e at page 240 that one 

must "employ marllet value weights for each financing element. 

because marllet valuea renect the true rconomic claim of each type 

of financing outstanding. whereos book valuea usually do nol." 

Oamodaran, at page 41 In lha section titled, "Calculating the Weights 

of Debt and Equity Components. Marllet-Value versus Book-Value 

Weights: atatea: 

20 
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1 "The weights assigned 10 equrty and debt in calculating 

• 2 the weighted avertge cost ol capital have to be baaed 

3 upon n\811(el value. not book value. The rabonale rests 

4 on the fact that the cost of capital measures the c:osl ol 

5 Issuing IGQJrities, at~ as well as bonds. to finance 

6 projects end thattheae aocuritles are issued at marital 

7 value, not at book value: 

8 

9 Q. DOES MR. HIRSH LEIFER EXPLAIN WHY HE USED BOTH BOOK 

10 AND MARKET VAlUE CAPITAl STRUCTURE WEIGHTS TO 

11 CALCULATE GTE'S WEIGHTED AVERAGE COST OF CAPITAL, 

12 WHEN ACADEMIC EXPERTS UNANIMOUSLY RECOMMEND THE 

• 13 USE OF MARKET VALUE CAPITAl STRUCTURE WEIGHTS 

14 AlONE? 

15 A. Yes. On page 52 ol his testimony, Mr. Hlrshleifer argues that: 1) the 

16 local service bualneasls leas riaky than the THCs' othor businesses: 

17 and 2) the local service busineas should thus have more leverage 

18 than the THCs' other businesses. He then speculat.;os that the "higher 

19 debt weight (ln the THC•' average book value capltalsttucture) may 

20 be more repreaentallve of the target capital sttucture· of the local 

21 service bualnou. 

22 

23 Q , DO YOU AGREE WITH MR. HIRSHLEIFER'S OPINION THAT HIS 

• 24 TELEPHONE HOLDING C\JMPANIES ARE MORE RISKY THAN 

25 GTE'S LOCAl SERVICE BUSINESS? 

21 
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1 A. No. Even II GTE's local service buslnoss were loss risky than each of 

• 2 Mr. Hl~elfer's THCs' other bUslnesaes. it does not lollow that the 

3 local service business Is less risky than lho THCs as a whole. 

4 T eloconvnunlcations holding companies such as the THCs are 

5 experiencing a high degree of technological uocertainty. As a 

6 lacflllles-baaed provider, GTE musl place very large bola on tho bell 

7 technology for providing wireline toloconvnunlcatlons service In 

6 Florida. The THCs have the opportunity to reduce the risks of rapid 

9 technological change by hedging some of their bots on the most 

10 effiCient technology for providing telocommunlcations services. In 

11 particular, the THCs can Invest In both wlrellne and wireless 

12 technoiogiet. whle GTE cannot In addlborl. as compared to GTE. the 

• 13 THCs can diversify geographically, offer a wider variety of products 

14 and services, and can achieve economies of scale associated w1th 

15 greater alz.e and financial strength. Thus, it is ectue"y less risky to 

16 provide a bundle of national or lntomabonal telecommunicahons 

17 services than to provide only local service In a llm1ted geographical 

18 territory. 

19 

20 

21 Q. DO YOU AGREE WrTH MR. HIRSHLEIFER'S OPINION THAT THE 

22 LOCAl SERVICE BUSINESS SHOULD HAVE A MORE HIGHLY 

23 LEVERAGED MARKET VALUE CAPITAL STRUCTURE? 

• 24 A. No. Since the local service buslneaa Is at least os risky as Mr. 

25 Hlrshlelfel'a THCs, It ahould have a market value capital structure that 

22 
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Q , 

A. 

3 1 6 
conlalna atleal1 as much equity as the THCs' average market value 

capill'l structure. 

DO YOU AGREE WITH MR . .. IRSHLEIFER'S STATEMENT ON 

PAGE !52 THAT THE MHIGHER DEBT WEIGHT [IN THE BOOK 

VALUE CAPITAL STRUCTURE) MAY BE MORE 

REPRESENTATWEOFTHETARGETCAPITALSTRUCTURE" OF 

GTE'S LOCAL SERVICE BUSINESS? 

No. Frst. 5lnce book value capital structures are mherenlly bacl'ward 

looldng, they can provide no usefullnfonnatlon' on the target market 

value capital structure of GTE' a local aetvice business. 

Second, Mr. Hlrshlelfer simply asserts that the reported book value 

capital structures of his THCs "may be" representative or the target 

market value capital structure of GTE's local servlca business. 

However, he provides no evidence to support his con}ecturo. If the 

book value capital structures are not representative of the target 

market value capital structure of GTE's local serviCe busmen. they 

lhould not be used In cost studies which estimate the fOIW8rd-looklng 

cost of basic local service. 

Third, local exchange companlos such as GTE have trodltlonolly 

employed target book value capital structures containing elleast60 

percent equity. However, economists reoogni%ethatthe c:oS1 of capital 

lniSI be ~red using a mmet value capital structure Since the 

23 
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1 IT\21c.et value of equity generally excoods the book value of equity by 

• 2 a &lgnlfiC8nt margin, a capital structure whlch cont.oins less equity 

3 than GTE'a book value capiUI structure cannot bo a rea!IO(Iable 

4 estlmate of GTE's market value capital structure. 

5 

6 Fourth, Mf. Hlrshlelfer's reported book value capital structures for his 

7 proxy THCs reflect economic deproclallon rates that are signlflcanUy 

8 higher than the regulatory depredallon rates AT&T and MCI usa in 

9 their coat aWdleJ. ll Is Inconsistent for AT&T and MCt to use 

10 economic depreciation rates ill one part of their cost studies, and 

11 regulatory depreclallon rates in another. 

12 

• 13 Q , DO YOU HAVE AHY EVIDENCE TO SUPPORT YOUR ASSERTION 

14 THAT ~LOCAL EXCHANGE COMPANIES HAVE TRADITIONALLY 

15 EMPLOYED TARGET BOOK VALUE CAPITAL STRUO::TURES, 

16 BASED ON REGULATORY ACCOUNTING, CONTAINING 40 

17 PERCENT DEBT AND 80 PERCENT EQUITY"? 

18 A. Yes. Local exchange companies fde their book value capitol 

19 structuros w1th the FCC in ARMIS 43-02. As shown In Vander Welda 

20 Rebuttal Exhibit JVW-4, the average book value capital structure for 

21 the local exchange companies, based on regulatory acc:ounUng for 

22 the period 1995 to 1997, contains 39.25 peroont debt and 60.75 

23 percent equity. 

• 24 

25 

24 
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1 Q. YOU NOTE THAT LOCAL EXCHANGE COMPANIES TYPICALLY 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

EMPLO : A BOOK VALUE CAPITAL STRUCTURE CONTAINING 

APPROXIMATELY 40 PERCENT DE.BT AND 60 PERCENT 

EQUITY. IS THERE ANY WAY TC\ DETERMINE WHAT A LOCAL 

EXCHANGE COMPANY'S MARKET VALUE CAPITAL 

STRUCTURE WOULD BE IF ITS STOCK WERE PUBLICLY 

TRADED? 

Yes. A:& sh.JWn In Vander Weide Rebuttal Exhibit JVW.s. public 

utilities are currenUy lnldlng at market prices between 1.8 and 2.3 

times book values. Since tolecommunlcatlons companlea lnldo at 

higher mar1<el to book ratloa than public utilities. the local exchange 

companle.s would probably lnlde at a mart<et value 1n excess ol 2.5 

times their book voluo. Mulllplylng tho 60 percent book vnluo oqulty 

in the local exchange company's book value capital structure by 2.5 

produces a market value capltal stnJcture or approxlmatoJy 21 percent 

debt and 79 percent equity (percent debt = 40 /190, and percent 

equity = 1501190). 

19 Q. IF LOCAL EXCHANGE COMPANIES EMPLOY A BOOK VALUE 

20 

21 

22 

23 

24 

25 

CAPITAL STRUCTURE CONTAINING 60 PERCENT EQUITY, WHY 

DO MR. HIRSHL.EIFER'S THCS HAVE BOOK VALUE CAPITAL 

STRUCTURES CONTAINING 57 PERCENT DEBT AND ONLY 43 

PERCENT EQUITY? 

A. Mr. Hnhlelfet'a THCe have book value capltal structures containing 

57 percent debl and only 43 percent equity because they have taken 

25 
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very large elC!reordlnary accounting write offs in recent years. As 

shown on Vander Weide Rebutlal Exhibit No. JWI-6. !he equi1y on !he 

~capital SWCture of Mr. Hirshleifer's THCs was reduced by 

at least $28.8 billiOn as. o relult of the discontinuation of regulatory 

accounting principles es'lablfshed tn Financial Accounting Standard 71 

("FAS 11•) and for writ~HJIIa for Other Post Employment Benefrta 

r OPEB1. These wrilo-oflt represent mor, than 52 percent of the total 

equity in Mr. Hlrshleifer'a THCa' capital 11ructures. Since extraordinary 

writ&-Olfl, by dellnlllon. aro Infrequent and unusual, capital structures 

!hat Include these write-offs cannot be repreSentative of his farms' 

long-run target capital atructurea. Thus. Mr. Hirshlelfer has dearly 

emJd In uling his THea· book value capital structures for lho purpose 

of eaUrnatlng GTE's forword·looklng economic cost of capital . Tho 

THCa' book value capital structures are neither forward lookJng nor 

economic. 

17 Q . WHY DID MR. HIRSH LEIFER'S THCS DISCONnNUE THE USE OF 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

REGULATORY ACCOUNTING PRINCIPLES FOR FINANCIAL 

REPORTING PURPOSES? 

The THC& dbQontnled the use of rogulaloly aocountlng pnnclplea for 

finandal reporting purposes because regulatory·prescribed 

depreciation llvea ovorslated tho likely economic lives of their 

telephone plant and equipment In lhe Increasingly competitive 

environment In which their telephone subsidiaries operate. 

28 
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1 Q . DO AT&T AND MCI RECOMMEND THE USE OF ECONOMIC 

• 2 DEPRECIATh.>N UVES, SUCH AS THOSE PRESENTED IN GTE 

3 CORP'S ANNUAL REPORTS, FOR USE IN STUDIES OF GTE'S 

4 COST OF PROVIDING BASIC LOCAL SERVICE? 

5 A. No. AT&T and MCI recommend the use of regulatory-prescribed 

6 depreciation llvea. AT&T and MCI strongly denounce the use of 

7 economic depreeletlon lives such as those pre:.enled in GTE Corp' a 

8 Annual Repc-rts. 

9 

10 Q . IS MR. HIRSHLEIFER'S RECOMMENDATION TO USE THE BOOI\ 

11 VALUE CAPITAL STRUCTURES OF HIS THCS AS PRESENTED 

12 IN THEIR ANNUAL REPORTS TO SHAREHOLDERS CO' JSISTENT 

• 13 WITH AT&T'S AND MCI'S POSITION THAT REGULATORY· 

14 PRESCRIBED DEPRECIATION UVES SHOULO BE EMPLOYED IN 

15 FORWARD-LOOKING COST STUDIES? 

16 A. No. If Mr. Hlrahleifer wants to use book value capital structures. for 

17 consistency, those book value capital structures should be adjusted 

18 for the large economic write-offs the THCs have taken as a roaull of 

19 the n'IOIIe from regvtatory to economic depredabOn hves. ltrs IOCOIT'8CI 

20 for Mr. Hlrshleifer to recommend book value capital structures that 

21 reflect the ex11aotdinary write-otfa asSOC:<~ted wilh lhe move from 

22 regulatory-approved to economic depredabOn IlVOti, at the same limo 

23 that hla cllents AT&T and MCI are rec:ornmending the use of 

• 24 regulatory-approved depredation lives to measure the economic cost 

25 of providing basic local service. 
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1 Q , IS MR. HIRSHU:IFER'S USE OF BCOK VALUE CAPITAL 

2 

3 
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16 

17 
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20 

A. 

STRUCTURES CONSISTENT WTTH AT&rs AND MCI'S POSmON 

THAT GTE'S INVESTMENT IN NETWORK FACILmES SHOULD 

BE MEA .JURED ON A MARKET VALUE BASIS? 

No. Mr. Hlrahleifet's recommendation on behalf of AT&T end MCI to 

use a book value capital strut~ur'l along with a forward·looklng 

economic valuation of GTE's network facilities Is an Bkllsgulsed 

attempt by AT&T and MCI to "have their cake and eat it too: They 

want to measure the cost of Investment ;,. network facllllloa on a 

forwaf'd.loolclng economic basis because they estlmate that value 

to be lower than the historical value of GTE's investment in network 

facilities: end they want to value GTE's capital struelure on a book 

veluo or hl•torlcel b .. la becauao using a book value capital 

structure oleo provides a lower estimate of GTE'a cost of capital. Mr. 

Hirshleifer and hla clients, AT&T and MCI, faa to recognize the 

lnconslatency of their recommendations. It Is unreasonable to use 

forward-looking economic costs to measure the value of the 

Investment whUe at the same time using backward-looking book 

values to measure the company's weighted average cost of capital. 

21 Q . WHAT IS THE IMPACT OF MR. HIRSHU:IFER'S USE OF BOOK 

22 

23 

24 

25 

A . 

VALUE CAPITAL STRUCTURE WEIGHTS ON HIS COST OF 

CAPITAL RECOMMENDATION? 

Mr. Hinlhlelfer obtained a 9.31 percent estimate of GTE'a weighted 

average coat of capital ualng market value capital struelura weights, 

28 
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1 and an 8.17 percent l!$limel8 of GTE·s cost of capital using book 

• 2 value capital structure weights. Mr. Hlrshleifer's final recommended 

3 8. 7 4 percent cost of capital gives equal weight to book and market 

4 value capital structures. Thull, Mr. Hlrahlelfer's use of book value 

5 CGpltal structure weightJ by haelf reduced his estimate of GTE"s 

6 overau cost of capital by 57 basis pointJ 

7 

8 D. Colt of Equity 

g 1. Proxy Group 

10 Q . DOES MR. HIRSH LEIFER ESTIMATE THE COST OF EQUITY 

11 FOR GTE FROM MARKET DATA ON GTE'S STOCK? 

12 A. No. Mr. Hlrahlelfer estlmates GTE·a cost of equity from market data 

• 13 for a group of risk proxy companies. 

14 

15 Q. WHAT COMPANIES DOES MR. HIRSHLEIFER CHOOSE AS HIS 

16 RISK PROXY GROUP FOR GTE? 

17 A. Mr. Hlrahlelfer chooses a group of tan THCs from Standard & POO(s 

18 telephone operating companies as cost of caphal proxies for GTE. H1s 

19 ten THCs Include the five Regional Bell Holding Companies. Alllel. 

20 Century Telephone, Cincinnati Bell. GTE Inc .. and SNET. 

21 

22 

23 a. DID MR. HIRSHLEIFER EXCLUDE ANY COMPANIES FROM 

• 24 STANDARD & POOR'S LIST OF TELEPHONE OPERATING 

25 COMPANIES FROM HIS RISK PROXY GROUP? 

29 
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1 A. Yes. Mr. Hlrshlelfer excluded Aliant Communications. Telophono and 

• 2 Data Systems, and Frontier Cofp. 

3 

4 Q , WHY DID MR. HIRSHLEIFER EXCLUDE ALIANT, TELEPHONE 

5 AND DATA SYSTEMS, AND FRONTIER CORP.? 

6 A. On page 16 of his teatlmor.y, Mr. Hlrshleifer states his rea!!Ons for 

7 deleting these companies: 

6 "Among the Independents, Aliant Communlcatlons 

9 (fomler1y Lincoln Communic:atlons) was excluded 

10 because it has less than 500.000 aCc:ess lines in 

11 servk:e and Is on order of magnitude smaller than the 

12 RBHCs. Telephone and Data Systems was excluded 

• 13 because a majo.rtty of Its operetlons are focused on 

14 higher-risk endeavors rather then the more traditional 

15 telephone end network operallons. Frontler Corp. was 

16 excluded because 73% of its revenues ara denved from 

17 unregulated lonQ-dlstance operallons and only 25% 

18 from local service.· 

19 

20 Q , USING HIS OWN CRITERIA, SHOULD MR. HIRSHLEIFER HAVE 

21 INCLUDED CINCINNATI BELL IN HIS PR'lXY GROUP? 

22 A. No. Like Telephone and Data Systems. the majo.rtty of CBI's 

23 operations are focul6d on endeavors other then telephone and 

• 24 network operetlona. In 1997, CBI's telephone &ubsldlary CBT 

25 accounted for only 38 percent of CBI's ravenue. The percent.ge of 
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revenue CBI receives from local telephone operations Is expected to 

decline In th~> ' ••lure as e result of CBI's acquisition of AT&rn 

customer care ... peratlons. Furthermore. like Alisnt. CBI It ·an order 

of magnitude smaller than the RBHCs: Thus. according to his own 

Clfterla. Mr. Hlrshlelfer should have excluded Cincinnati Bell from his 

proxy group. 

SHOULD MR. HIRSHLEIFER HAVE INCLUDED CENTURY 

TELEPJ.iONE IN 1-iiS PROXY GROUP? 

No. In previous tesUmonies. Mr. Hlrshlelfer excluded Century 

Telephone from his proxy group on the basis of his statement that. 

·Among the independents. Century Telephone Enterprise Inc. was 

excluded bceeuae of Ita small numbor of accossllnos dlsperseo over 

a wide 14 state geographical region" (pages 13-14 In his testimony In 

North carolina. for example). Century Telephone still has a relatlvt.iy 

small number of access lines which are dispersed over a wide 

geographic area. Furthermore, Century's service territory Is heavily 

concentrated In rural areas and. lfke Allant, Century Is ·an order of 

magnitude smaller than the RBHCs. • 

21 Q. ARE MR. HIRS"iLE!FER'S DCF RESULTS FOR CBI AND 

22 

23 

24 

25 

CENTURY BELOW HIS AVERAGE RESULTS FOR THE RBHCS 

AND GTE? 

31 



• 

• 

• 

1 

2 

3 

4 

A. 

325 
Yes. cars DCf result is 8.95 percent. and Century Telephone's OCF 

result Is 7 '53 percent. as compared to Mr. Hlrshlelfer's market

weighted average OCF result for his group of 9.41 percent. 

5 Q . ARE THERE OTHER DIFFICULTIES WTTH THE USE OF A GROUP 

6 

7 

8 

9 

10 

11 

A. 

OF TEN THCS AS A RISK PROX ( GROUP FOR GTE? 

Yes. The OCF and CAPM Models provide understated es1i;nates of 

the cost of cepltal for companies such as the THCs that are 

experiencing radlcel res1ructurlng and profound regulatory, 

organizational. and technological change. 

12 Q . CAN YOU EXPLAIN WHY THE DCF MODEL PROVIDES 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

UNDERSTATED ESTIMATES OF THE COST OF EQUITY FOR MR. 

HIRSHLEIFER'S GROUP OF THCS? 

Yes. Mr. Hlrshfeifer's companies are part of an Industry that Is 

experiencing radical restructuring and profound regulatory. 

organizational, and technological change. In response :o these 

changes, Bell Allantlc has merged wtlh NYNEX. and SBC has merged 

with Paciflc Telesla and Is In the process of merging with SNET. In 

addition, SBC has agreed to merge with Ameritech and Bell AUantJc 

has agreed to merge with GTE. Although the financial community 

expeollthese companies to adltove significant earnings growth as a 

result of their mergers, the projected earnings growth assoc:iatsd with 

the mergers Is not yet renected In the analysts' growth rates Mr. 

Hlrshlelfer relied on In " Is OCF analysis. Howevar. the expected 
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, oamlnga growth anticipated through tho metgers Ia noc:esaariy 

• 2 Included In those companlOI' atocll prices. The use of a stocll price 

3 that lnck ies anticipated mero~r related eamings gro'Nth. along with 

4 growth rates that cannot Include merger-related growth, produces o 

5 downwardly-biased DCF estimate of the cost of equity. 

6 

7 Q . WOULD THE SAME BIAS IN DCF RESULTS OCCUR FOR 

8 COMPANIES THAT ARE LIKELY MERGER CANDIDATES? 

9 A. Yea. If Investors believe that a telecommunications company such as 

10 ALL TEL. Century. or Cincinnati Ball. for example, are likely merger 

11 c:andl~Utu. they will bid up the a1odl prices in antlcipation of merger-

12 related revenue oppor1unllles and coat savings. The analysts. 

• 13 however, do not Include merger-related revenue opportunities and 

14 cost savings In their growth estimates unUI after the merger has bean 

15 completed. Thus, the DCF resuiiJ for c:ompaniea that are Hkely merger 

16 candidates will understate these companies' true cost of equity. 

17 

t8 Q. WHAT COST OF EQUITY PROXIES DO YOU RECOMMEND BE 

19 USED TO ESTIMATE THE COST OF EQUITY FOR GTE'S 

20 INVESTMENT IN THE FACIUTlES REQUIRED TO PROVIDE BASIC 

21 LOCAL SERVICE? 

22 A. I recommend the s&P lnduattiala •• a coat of equrty proxy for GTE's 

23 lnvdtment In the fac:litles required to prOVIde basic local aervlce. 

• 24 

25 
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1 Q. WHY 00 YOU RECOMMEND THE S&P INDUSTRIALS AS A COST 

• 2 OF EQUITY PROXY FOR GTE'S INVESTMENT IN THE FACILmES 

3 REQUIRED TO PROVIDE BASIC LOCAL SERVICE? 

4 A. I recommend the S&P Industrials because the purpose of this 

5 proceeding Is to determine the cost of providing basic local service 

6 using forward-looking economic costing princlples. The forward· 

7 looking economic cost standard Ia Intended to approximate the cost 

8 a compeUtlve local service provider would Incur If they were to enter 

9 the marl<et for the first time. Thus. the use of forward-looking 

10 economic cost as a relevant cost standard presumes that the marl<et 

11 for local service is competitlva. The compeUtlve merl<et assumption 

12 also follows from the basic Intent of Congress In passing the 

• 13 Telecommunications Act. Since the S&P Industrials are a group of 

14 competitlve fiiTTIS whose composite risk Is average, I have selected 

15 them as a reasonable proxy for GTE's risk of providing basic local 

16 service In a compeUtlve merkel In addition, the S&P Industrials. as a 

17 group. are not experiencing the some degree of redlcel restructuring 

18 and technological change as the THCs; thus. the DCF and CA:'M 

19 methods provide more reliable estimates for these companies. on 

20 average, than for the THCa. 

21 

22 Q. WHY IS IT NECESSARY TO ESTIMATE THE COST OF CAPITAL 

23 FOR COMPETITtVE COMPANIES WHEN FORWARD-LOOKING 

• 24 ECONOMIC COST PRINCIPLES ARE USED TO ESTABUS .. THE 

25 COST OF BASIC LOCAl SERVICE? 
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1 A. The cost of capital must be llnkod to the specific Investment urdor 

• 2 CIOn$1deralion. Under folward-looklng oconomlc costing principles. the 

3 marttet for baalc loclll service Is assumod to be competitive. If tho 

4 competillve marttet assumption Is usod to estimate the Investment in 

5 facilities and software requlrod to provide basic servo, then the 

6 competitive market assumption must a1:10 be usod to estimate the 

7 cost of capital. Any other assumption would not produce forward· 

8 looldng economic costa. 

9 

10 2. DCF Model 

11 Q, WHAT DCF MODEL DID MR. HIRSHLEJFER USE TO ESTIMATE 

12 GTE'S COST OF EQUITY CAPITAL? 

• 13 A. Mr. Hl111hlolfer used o three-stage Annual OCF Model to esllmnlo 

14 GTE'& cost of equity capitol. 

15 

16 Q, WHAT ARE THE BASIC ASSUMPTIONS OF MR. HIRSHLEIFER'S 

17 THREE-sTAGE ANNUAL DCF MODEL? 

18 A. Mr. Hitshlolfet'e three-S1age Annual DCF Model Is basod on the 

19 assumptions that 1) the risk proxy companies pay dividends only at 

20 the end of each year; 2) lnvestol'll expect It e risk proxy comoanles' 

21 growth in dividends. earnings, and stock prices to occur In lt•roo 

22 stages; and 3) the risk proxy companies Incur no ftotatlon costs whon 

23 they Issue now equity. 

• 24 

25 
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1 Q. DOES MR. HIRSHLEIFER MEASURE THE FIRST ANNUAL 

• 2 DIVIDEND IN HIS ANNUAL DCF MODEL CORRECTLY? 

3 A. No. Mr. Hirshleifor faUs to Include the dividend growth thai occurs 

4 during the fl11t period of hla Annual DCF Model. Under the 

5 assumption of the Annual DCF Model. the first dividend Is equal to the 

6 current annual dividend times one plus the grow1h rete, g . Mr. 

7 Hlrshleifer simply uses the current dividend as the finst oKpected 

8 dividend. Mr. Hirahleifer's faBure to lnclt.. !e the growth In dividend 

9 during tne firlt period cau5es his results to be lower. 

10 

11 •> Growth 

12 Q . HOW DOES MR. HIRSHLEIFER ESTIMATE THE THREE GROWTH 

• 13 COMPONENTS OF HIS THREE-STAGE ANNUAL OCF MODEL? 

14 A. Mr. Hirshlelfor assumes that his proxy companies' earnings are 

15 expected to grow In line with the 1/BJEIS analysts' earnings growth 

16 forecasts for only the neKt fiVe years. After this Initial fiVe-year period, 

17 Mr. Hlrshlelfer assumes that his proxy companies' earnings will 

18 decline over a fifteen-year period to his estimate of the current 

19 expected growth In the GNP, 5.5 percent. and then grow at 5.5 

20 percent forever. 

21 

22 Q. WHY DID MR. HIRSH LEIFER EMPLOY A THREE..STAOE, RAntER 

23 THAN A ONE..STAGE, DCF MODEL? 

• 24 

25 
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1 A. Mr. H"lrShlelfer empi(Mia thrM-$18ge OCF Model because he flnda 11 

• 2 unreasonable to aa1ume that a company's earnings can grow at a 

3 ratr. greater than the growth In GNP forever. 

4 

5 Q . DO YOU AGREE WITH MR. HIRSHU:IFER'S ARGUMENT THAT A 

6 COMPANY'S EARNINGS CANNOT GROW AT A RATE GREATER 

7 THAN THE RATE OF GROWTH IN THE GNP FORE', ER? 

8 A. Yes. If a company ware to grow at a rate greater than the growth In 

9 the GNP forever, at10m11 point far In the future, perhaps 400 yeara 

10 or more out. that company would represent mcist of the economy. 

11 

12 Q. DOES THE FACT THAT A COMPANY CANNOT GROW AT A RATE 

• 13 GREATER THAN THE RATE OF GROWTH IN THE GNP FOREVER 

14 PRECLUDE THE USE OF A SINGLE.STAGE DCF MODEL? 

15 A. No. The DCF Model aeaumu that the price of a company's stock Is 

16 equal to the discounted, or present, value of 11& future stream of 

17 dividends. Because future dlvldenda are discounted, dividends 

18 beyond a specific finite period have very lit1le Impact on the flm1'a 

19 stock price. Thus, to employ the single-stage OCF Model, ltls only 

20 necessary to esaume that compatlies can grow at a rate o~reater than 

21 the rate of growth In the GNP for a tpeclfiC finite period. 

22 

23 Q. IS IT POSSIBLE FOR COMPANIES TO GROW AT RATES 

• 24 GREATER THAN THE RATE OF GROWTH IN THE GNP FOR 

25 LONG PERIODS OF TIME? 
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16 
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Yes. Not only rs it possible, ills common for companies to grow at 

raw algnlftean11y greater than ltle rate of growlhln the GNP fc~ long 

periods of time. In fad. the eamlngs of companies such as Wei-Mart. 

MCI, Intel, Philip Morris, Merck. Gillette, Coca-Cola. and Johnson & 

Johnson have aU grown at rates exceeding 14 peroarr: per year, e rete 

ltlat Is obviously greater than ltle 9.07 peroant weighted average 

1/B/EIS grOY.1h rote for Mr. Hirshleifer's THCs. Furltlermore. this 

growltl has OCQJrred over a 1g..year time period, almost four times the 

five-year period of l/B/EIS growltl arbitrarily assigned by Mr. 

Hlrshleifer In his OCF model. 

In addition, aa discuaaed In a recent IIS/EIS study, tho eompanles 

Included In stock Indices such as lhe S&P 500 grow at ratos for in 

excess of ltle rate of growth of ltle economy as a whOle ~use 

tt1e11e companies ere e select group of the best companies. Their 

producllvity growltl fer exceeds ltle productivity growth of ltle 

~nomy as a whole, and ltle gop between the growth being 

exparlenoed by ltle companies In the S&P 500 as compared to ltle 

rest of the economy sae;ns lo be growing. (Edward F. Keon. Jr .. ·s&P 

500 ProductMty Growth: 1/B/EIS inten>allonal Inc., September 22, 

1997.) 

Q , MR. HIRSHU:IFER ASSUMES THAT HIS PROXY COMPANIES' 

EARNINGS CAN GROW AT THEIR 8,07 PERCENT UB/EIS 
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GROWTH RATE FOR ONLY FIVE YEARS. IS THIS A 

REASONAB'.E ASSUMPTION? 

3 A. No. As I have just Sleted. it Is common tor companies to grow at rates 

4 in excess of hit COIT1f)8nlet' average 9.07 percent li8IEIS growth rate 

5 

6 

for periods fer longer than fiVe years. 

7 Q. DOES MR. HIRSHLEIFER PROVIDE ANY EVIDENCE TO 

8 SUPPORT HIS ASSUMPTION THAT HIS PROXY COMPANIES 

9 

10 

CAN GROW AT niE 11.07 PERCENT IIBIE/S GROWTH RATE FOR 

ONLY FIVE YEARS? 

11 A. No. Mr. Hll'lhlelfer'a aStUmption Is art>itl8ry. and he provides no 

12 evidence in support of his assumption. 

• 13 

14 

• 

15 Q . DO YOU HAVE ANY EVIDENCE THAT INVESTORS EXPECT MR. 

16 H1RSHLEJFER'S niCS TO GROW AT A RATE HIGHER THAN HIS 

17 

18 

COMPANIES'II.07 PERCENT AVERAGE IIB/E/S GROWTH RATE 

IN THE PERIOD BEYOND FIVE YEARS? 

19 A. Yes. Value Uno publishes en estlmato of each company's long-run 

20 growth from intemat sources beyond the period beginning In 2001-

21 

22 

23 

24 

25 

2003. Growth from intemalsources Is measured by the product of the 

company's forecaated rata of retum on equity ond Its foreeasted 

retention ratio. As shown on Vander Welda Rebuttet Exhibit JVW-7. 

Value Une'slong-run lntemal growth rate for the THCs uaed by Mr. 

Hirahlelfer Ia 13.5 percent Indicating that Value Line expoc:la tho 

39 
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1 n 'Cs to grow at ratoa higher than the 9.07 percent average 1181E/S 

• 2 growth rate In tho period beyond five years. 

3 

4 Q , DO YOU HAVE ANY OTHER EVIDENCE THAT REFUTES MR. 

5 HIRSHLEtFER'S ARBITRARY ASSUMPTION THAT HIS PROXY 

6 COMPANIES CAN GROW AT THE 9.07 PERCENT 1/B/E/S 

7 GROWTH RATE FOR ONLY FIVE YEARS? 

8 A. Yes. Morgan Stanley racenUy published growth forecasts for Mr. 

9 Hlrahlelfer's client, AT&T, for periods extending both fiVe and len 

10 years oul Contrary to tho prediction of Mr: Hirsh Ieifer that no 

11 company can grow in excess of its 1181E/S growth rate for mora than 

12 five years, Morgan Stanley predicts an Increase In AT& T's growth 

• 13 rate, from 8 percent for tho first live years. to 13 percent during the 

14 following fiVo years. ("AT&T: Going Local." Morgan Stanley, U.S. 

15 Investment Research. February 28, 1997 .) 

16 

17 

18 Q. AS NOTED PREVIOUSLY, MR. HIRSHLEIFER REFERS TO MR. 

19 DAMODARAN TO SUf>PORT POSITIONS ESPOUSED IN HIS 

20 TESTIMONY. DOES MR. DAMOOARAN SUGGEST A LONG· TERM 

21 GROWTH RATE FOR USE IN A MULTI.STAGE DCF MODEL 

22 DIFFERENT FROM THE 5.5 PERCENT CHOSEN BY MR. 

23 HIRSHLEIFER? 

• 24 A. Yes. Mr. Damodaran In his lectures on the topic Discounted Cash 

25 Flew Valuatlon tuggests that e suitable long4erm growth rata for use 
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In a multl·stage DCF Model would range from a lower end ol 7 

percent to an upper end of 10 percent 

4 Q. DOES MR. OAMODARAN OFFER ANY SUGGESTION 

5 

6 

REGARDING WHEN AN ANALYST SHOULD USE A THREE· 

STAGE OCF MODEL? 

7 A. Yes. Mr. Damoderan suggests that tho best use for a throe·stago 

8 

9 

10 

11 

12 

OCF Model Is for firms that era growing ot an eJdnlordinary rete at 

pntSent. a definition he charadortzes as being subjective: but ho 

suggests that growth rates in excess of 25 p6rcent would qualify 

(Aiwath Oamodaran, Dltmodaran on Ve/uallon. p. 119. Wdey, New 

York. 1994.) 

• 13 

• 

14 Q. ARE ANY OF THE COMPANIES IN MR. HIRSHLEIFER'S GROUP 

15 

16 

17 

OF TELECOMMUNICATIONS COMPANIES OR IN THE S&P 

INDUSTRIAL GROUP YOU RECOMME.ND AS A PROXY liROUP 

EXPECTED TO GROW AT RATES IN EXCESS OF 25 PERCENT? 

18 A. No. There are no companies In either Mr. Hinshleifer's proxy groop or 

19 my proxy group which have 1/8/EJS growth rates !n excess of 25 

20 percent 

21 

22 b) Data Mlamatch 

23 Q. DO YOU AGRa: WITH MR. HIRSHLEIFER'S USE OF THE 

24 

25 

ANNUALDCFMODELTOESTIMATETHECOSTOFEQUnYFOR 

COMPANIES THAT PAY DIVIDENDS QUARTERLY? 
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1 A. No. Financial theory suggests that tho present value of a stream of 

• 2 dlvld nds depends on both the magnill.Jdo and tho tm\lng of tho 

3 dividend payments. Convnon sonso would tell us the same. Since 

4 dividends aro.ln fact. paid quarter1y. Mr. Hlrshloilor should havo used 

5 o DCF Modal that assumes quartor1y dividend payments. Tho 

6 Quartar1y DCF Modal provides the most accurate basis for valuing tho 

7 dividend stream expected by tho Investor. 

6 

9 Q. DO INVESTORS USE THE DCF MODEL TO VALUE OTHER 

10 INVESTMENTS SUCH A S INVESTMENTS IN GOVERNMENT AND 

11 CORPORATE BONDS AND MORTGAGES? 

12 A. Yes. lnvostora use the DCF Modal to value almost any Investment 

• 13 opportunity, Including lnvolitmonta In government and corpomto 

14 bonds and mongagos. 

15 

16 a. DO INVESTORS RECOGNIZE THE CORRECT TIMING AND 

17 MAGNITlJDE OF CASH FLOWS WHEN THEY USE THE DCF 

18 MODEL TO VALUE BOND INVESTMENTS? 

19 A. Yes. When using the DCF Model to value long-term government or 

20 corporate bonds, Investors recognize that Interest Is paid soml-

21 annually. Thus, the price of a fonlrtonn government or corporate 

22 bond fs simply tho present value of tho soml-annuollntorost payments 

23 on those bond a plua tho prosont value o f tho principal payments. 

• 24 

25 
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1 Q. WOULD AN INVESTOR USE AN ANNUAL DCf MODEL TO VALUE 

• 2 BONDS WHEN INTEREST IS PAID SEMI-ANNUALLY? 

3 A. No. Bond lnveatOfl recognize that bond prices depend on both the 

4 lln*lg and the magnitude of the cash flows resulting from their bond 

5 Investments. Since bond ca:.h flows ~nterest payments) occur semi-

6 annually, bond Investors use a semi-Annual DCF Model to value oona 

7 Investments. Investors who would use an Annual DCF Model to value 

8 bonds would err In their valuations of bonds and would probably lose 

9 money. 

10 

11 Q. DO BANKS USE AN ANNUAL DCF MODEL WHEN VALUING 

12 MORTGAGE LOANS? 

• 13 A. No. Banks reoogniZe that mortgages pay interest monthly, and they 

14 value mortgages on the beals of a monthly DCF model. I know of no 

15 bank thai would u1e an Annual DCF Model to evaluate mortgage 

16 loans. 

17 

18 Q. DOES MR. HIRSHLEIFER'S BOSS, PROFESSOR CORNELL, IN 

19 HIS PUBUSHED WORK, RECOGNIZE THE NEED TO USE A 

20 QUARTERlY DCF MODEL FOR A COMPANY THAT PAYS 

21 DIVIDENDS QUARTERLY? 

22 A. Yes. On page 1118 of his !look, Profenor Cornell presents a quarterty 

23 DCF enalyals that recognizes the quartarty payment of dividends to 

• 24 estlmate Apple Computer's c:ott of equity. 

25 

43 



337 
1 3 . Flotation Expense• 

• 2 Q. YOU NOTE THAT MR. HIRSHLEIFER ASSUMES THAT FIRMS 

3 INCUR NO FLOTATION COSTS WHEN THEY ISSUE EQUITY 

4 SECURITI.ES. IS HIS ASSUMPTION REASONABLE? 

5 A. No. All firms which have sold securities In the cepltal markets hovo 

6 Incurred some level of flotation C!:lsts, Including underwriters' 

7 commissions. legal foes. printing expense, etc. These costs are 

8 withheld from the proceeds of the stocll sale or are paid separately, 

9 and mus1 be recovered over the life of the equity Issue. Costs vary 

10 depending upon the size of the luue. the type of registration method 

11 used and other lectors. but in general these costs range between 

12 three and ftve percent of the proceeds from the ibSue (see Clifford W. 

• 13 Smllh, "AitemaUve Methods lor Raising Capital: Joumat of Ansncisl 

14 Economics 5 (1977) 273-307]. In addition to these costs. for large 

15 equity issues (In relation to outstanding equity shares), there Is likely 

16 10 be a decline in price associated with the sale of shares to the 

17 public. On average, the decline due 10 market pressure has been 

18 estimated at two to three percent (see Richard H. Pettway, "The 

19 Effects of New Equity Sales Upon Utility Share Prices,· Public Utilities 

20 Fortnightly. May 10, 1984, 35-39). 

21 

22 From tho above evtdenoe, the total RotatiOn cost. Including both 

23 lssuanoe expense and market pressure, could range anywhere from 

• 24 five 10 eight percent of the proceeds of an equity Issue. I believe a 

25 combined five percent allowance for Rotation costs Is a conservative 
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estimate that can be used in applying the DCF Model In this 

pc oceedlng. 

4 Q, WHY IS IT NECESSARY TO INCLUDE FLOTATION COSTS WHE14 

5 ESTlMATING THE COST C.F EQUITY FOR USE IN LONG-RUN 

0 INCR£MENTAL COST STUDIES SUCH AS THOSE PREPARED BY 

7 AT&T AND MCI? 

8 A. The purpote of AT&rs and MCI'slong-run lnetemontal cost study Is 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

lo estimate the folward-looldng eoonomlc cost a competltlve provider 

would Incur If they wore to build a new telecommunlcatlons netwo111 

to provide basic local service. Companies wllo build a 

telecommunications ne'wOri< for the first limo would obviously hovo to 

Issue debt and equity socunties to finance their lnveslment In the 

tacllltle$ required to provide netwo111 elements. Flotation costs oro a 

necessary expense of firms lssu1ng such secuntiea. Therefore, they 

should be Included in any study of the lorward-looklng economic cost 

of providing local servloo. 

19 Q. DO YOU AGR£E WITH MR. HIRSHU:IFER'S STATEMENT ON 

20 

21 

22 

23 

24 

25 

A. 

PAGES 54-!5 OF HIS TESTIMONY THAT fT IS NOT NECESSARY 

TO INCLUDE FLOTATION COSTS BECAUSE HIS PROXY 

COMPANIES' STOCK PRICES ALREADY REFLECT FLOTATION 

COSTS? 

No. If Mr. Hlrahlolfe(a argument wore true, there would be no 

requirement 1o inc:lude ony forward-looking exp6nses In GTE'a 
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1 t'ocwatd-looklng cost study. because aU these expenses are rellocted 

• 2 In hiS proxy companies' stock prices. ObVIOUsly, this tS an absurd 

3 c:oncluslon. 

4 

5 •• Capital Asaat Prklng Model 

6 Q , PLEASE DESCRIBE THE CAPM. 

7 A. The CAPM Is an equilibrium model of the security marileta In which 

8 the e)Cp~Cled or roqulred return on a given seQirily Is equal to the nsk 

9 free r8le of Interest plus the company equity "beta,· limeS the -na111et 

10 risk premium: 

11 Co.!t of equity • Risk ..free fllle + Eqully beta x Marice I risk premium 

12 The rlsk·free rate In this equation II the expected rete of return on a 

• 13 risk-froo govommont aecurity. the equity beta Ia a moaaura ol tho 

14 company's risk relative to the ma111et as a whole, and the merkot risk 

15 premium Is the promlum Investors require to Invest In the market 

16 basket of aU securities compared to the nsk-free secunty. 

17 

18 Q. HOW DID MR. HIRSHLEIFER ESTIMATE THE BET A COMPONENT 

19 OF HIS CAPM AHAJ... YSIS? 

20 A. Mr. Hirshleifer used the beta estlmatos of Dow Jones Beta Analytlca. 

21 w.tlch are based on fiVe years ot hlstor1cal oats. 

22 

23 Q . DO YOU AOR!E WITH THE USE OF BETAS BASED ON FIVE 

• 24 YEARS OF HISTORICAL DATA TO ESTIMATE THE FORWARD· 

LOOKING COST OF CAPITAl. FOR USE IN TELRJC STUDIES? 25 
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1 No. Mr. Hltahlelfer's hlstoncal oetn algnif1C8ntly underestimate the 

• 2 future risk ol the THCs. The Telecommunicallons Act of 1996 

3 ren.:Mid aa barriers ID enlly In GTE'a local exchange business. As a 

4 result of lhla leglslatloo, the risk of investing in the THCs has 

5 Increased slgntficanUy, and the THCs' forward-looking betas ar'l 

6 undoubtedly greater then thA five-year historical betas used by Mr. 

7 Hlrshlelfer. 

8 

9 

10 Q. DO YOU HAVE ANY A.DDITIONAL EVIDENCE THAT lliE THCS' 

11 BETAS HAVE INCREASED AS A RESULT OF THE INCREASED 

12 RISK tN THE TELECOMMUNICATIONS INDUSTRY? 

• 13 A. Yes. I have csla.Jiated betas for the Regional BeU Holding Companies 

14 and GTE using two and a hall years of weekly data slnco the passage 

15 of the Telooommunlcallona Act. The average beta for these 

16 companies using weekly data lor the two and a hall years ending 

17 June 19981s .94, aa compared ID Mr. Hirshleifer's average bola using 

18 fwe-year data of approximately ,74. 

19 

20 Q , HOW OlD MR. HIRSH LEIFER ESTIMATE THE RISK PREMIUM ON 

21 THE MARKET PORTFOUO? 

22 A. Mr. Hlrahletfer aaUmatod the riak premium In two weya. First, he 

23 estimated the DCF coft of equity for the S&P 500 using the same 

• 24 three-stage DCF Model used In his DCF method. Second, he used 

25 historical risk premium deta obtained from Ibbotson Aasocietes end 
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a book published in 1994 entitled, Stocl<s for the Long Run, by 

Jeremy Siegel. 

4 Q. DO YOU AGREE WITH MR. HIRSHLEIFER'S DCF METHOD OF 

5 

6 

ESTIMATING THE RISK PREMIUM ON THE MARKET 

PORTFOLIO? 

7 A. No. Mr. Hirshleifer's DCF rnathod Is based on the same three·stege 

8 OCF Model Mr. Hlrshleifer used In his DCF calculation of the cost of 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

equity. As noted above, h" OCF Modalis based on the arbitrary and 

lllOClm!Ciassumptlon that companies can grow' at the l/BIEIS \jrowth 

rate for only frve years. and that their growth must then decline to the 

rete of growth In GNP over a period of 15 years. This basic 

essumptlon, which is contrary to the evidence that firms can grow at 

the IIBIE/S growth rate for many years. produces a downward bias In 

his OCF calculations. In addition, his DCF Model ig1 •• as both the 

actual quarterly payment of dividends and the existence of flotatiOn 

costs. 

19 Q , HOW DID MR. HIRSHLEIFER USE HISTORICAL RISK PREMIUM 

20 

21 

22 

DATA FROM IBBOTSON ASSOCIATES AND THE SIEGEL BOOK 

TO ESTIMATE THE RISK PREMIUM ON THE MARKET 

PORTFOLIO? 

23 A. As shown on his Exhlbft JH·8, Mr. Hlrshlelfer reporte both ar1lhmellc 

24 

25 

mean and geometric mean risk premium results for lour periods: 

1802-1997, 1926-1997, 1951-1997, and 1971-1997. From theae date 
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1 Mr. Hlrahlelfer uses his judgment to amve at the conduslon that the 

• 2 appropriate risk premium on s10cka over the yield on Treasury bills Is 

3 7.6 percent and the appropriatA risk premium on stocks over lho yield 

4 on Treasury bonds is 5.5 porcenl. 

5 

6 Q. WHAT IS THE RELATIONSHIP BETWEEN MR. HIRSHU:IFER'S 

7 REPORTED ARITHMETlC MEAN RISK PREMIUM RESULTS AND 

8 HIS REPORTED GEOMETRIC MEAN RISK PREMIUM RES:.ILTS? 

9 A. Mr. Hlrahlolfer's arithmellc mean risk premium results aro slgnlflcanUy 

10 higher than his reported geometric mean risk premium results in every 

11 time period. 

1?. 

• 13 Q. HAS MR. HIRSHU:IFER'S COLLEAGUE PROFESSOR CORNEL.L 

14 EXPRESSED AN OPINION IN HIS BOOK ON WHETHER THE 

15 ARITHMETIC MEAN OR GEOMETRIC MEAN RISK PREMIA 

16 PROVIDE BETTER ESTIMATES OF THE RISK PREMIUM ON THE 

17 MARKET PORTFOLIO? 

18 A. Yes. On page 217 of his book. Col'porate Valuation, published by 

19 Buslnoas One Irwin, Professor Comell states. 

20 ·As shown by Bodie, Kane. and Marcus, tho best 

21 estimate of expected returns over a given future holding 

22 penod Is the arithmollc average of past returns over the 

23 same holding period: 

• 24 

25 
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1 Q. Wll'H REGARD TO THE FOUR TIME PERIODS FOR WHICH HE 

2 

3 

4 

REPORTED RISK PREMIA, HAS MR. HIRSHLEIFER'S 

COLLEAGUE PROFESSOR CORNELl. EXPRESSED AN OPINION 

IN HIS BOOK ON THE MOST APPROPRIATE TIME PERIOD TO 

5 USE IN A RISK PREMIUM STUDY? 

6 A. Yes. On pages 212-213 of his book. Corporate Veluetlon. Professor 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

Cornell states: 

"Before en average can be calculated, the aample 

period must be determined. The longest period for 

which reliable stock price data are readOy available Is 

January 1926 to tho present. Given the significant 

variation In the risk premium, al1ering the sample period 

whon calculetlng tho overage Is hazardous because It 

can greatly affect the estimate. To avoid data mining. a 

reasonable solution Ia to use the entire period from 

1926 to the present. or as a substitute. the postwar 

period from 1945 to the present Finer partitioning of the 

sample data. even if done with the beat Intentions. 

ralses the specter of Introducing bias: 

21 Q. IN THE STATEMENT YOU HAVE JUST QUOTED, PROFESS~R 

22 

23 

24 

25 

CORNELl. RECOMMENDS THE USE OF EITHER THE PERIOD 

11nS TO THE PRESENT OR 19-CS TO THE PRESENT. HOW DOES 

THE ARITHMETIC MEAN RISK PREMIUM FOR THE PERIOD 11126 

TO 1897 REPORTED IN JH-8 COMPARE TO MR. HIRSHLEIFER'S 
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1 RECOMMENDED RISK PREMIUM OF 7.5 PERCENT FOR 

• 2 TREASURY BILLS AND 5.5 PERCENT FOR TREASURY BONDS? 

3 A. IU shown on Mr. Hlrahlelfel'a JH-8. the arithmetic mean rislt premium 

4 for the period 1926to 1997 Ia 9.15 percent over Treasury bUis and 

5 7.36 percent over Treasury bonds, approximately 170 to 190 basic 

6 points higher than the risk premia Mr. Hlrshlelfer uaes In his coat of 

7 equity eaUmate. 

6 

9 Q. MR.. HIRSHLEIFER'S COLLEAGUE PROFESSOR CCIRNELL 

10 ALSO STATES IN HIS BOOK THAT THE PERIOD 1945 TO THE 

11 PRESENT MIGHT BE AN ACCEPTABLE ALTERNATIVE TO THE 

12 PERIOD 11128 TO THE PRESENT. DID MR. HIRSHLEIFER EMPLOY 

• 13 THJ: PERIOD 1945 TO THE PRESENT IN HIS CURRENT 

14 TESnMONY? 

15 A. No, he did nol 

16 

17 Q. HAVE YOU CAlCULATED THE ARITHMETIC MEAN RISK 

18 PREMIUM FOR THE PERIOD 1945 TO 1998? 

19 A . Yes. The arithmetic mean risk premium for the period 1945 to 1996 

20 for stocks over Treasury billa Is 9.03 percent, and for stocks over 

21 Treasury llonca. 7.79 percent These rislt prumla are 160 to 230 basis 

22 points higher than the risk premia used by Mr. Hlrahlelfor In hla 

23 testimony. 

• 24 

25 

51 



• 

• 

• 

345 

1 Q. 00 YOU AGREE WrTH MR. HIRSHLEIFER'S USE OF A RISK 

2 PRE.AIUM FOR THE PERIOD 1802 TO 1997 1N THIS CASE? 

3 A. No. I eg111e wllh the statement of Mr. Hnhleifer's colleague Professor 

4 Cornell In his book thalli» period 1926 to the present Is the longest 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

peril-,. 1 • r which reliable data ,re avaUable. During the 19"' CGntury, 

lhe a~ market was comprised of very few slOCkl. mainly the alOCb 

of banka, raUroads. and 11 very few lnsuranCG companies, located In 

the NOithellst. These stocb were thinly tsaded, end, slnCG no 

dividend data wn evelable, 11 rough estimate hed to be made of the 

1M1111Q8 cf!Yidends on theM stodts. Furthenrorli. pnc:es for the period 

genel1lly - baaed on everagea of high and low bids. not priCGs at 

which tredea ac:Wally ~mod. For these and many ~ther reasons. 

the historical returns on these stocks are oimply not Indicative of 

returns lnv&llora expuct to reCGiva on atock Investments In 1 998. 

17 Q, ON PAGE 38 OF HIS TESTIMONY, MR. HIRSHLEIFER CITES A 

18 

19 

20 

21 

22 

23 

24 

25 

WALL STREET JOURNAL ARnCLE BY MR. CL.EMENTS, IN 

WHICH PROFESSOR IBBOTSON IS QUOTED AS STAnNG THAT 

HISTORICAL AVE.RAGES OVERSTATE THE FORWARD· 

LOOKING COST OF EQUITY. HAVE YOU INVESTIGATED 

WHETHER EITHER PROFESSOR IBBOTSON OR HIS FIRM NO 

LONGER RECOMMEND THE USE OF THE PERIOD 1828 TO THE 

PRESENT A S THE BEST E5nMATE OF THE FUTURE RISK 

PREMIUM ON EQUITY? 
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1 A. Yes. Let me note, first. that lbbotlon's 1997 and 1998 Yeatbookl haa 

• 2 been published since the appearance of the Clements artlc:le. and 

3 Ibbotson Assodatea oontlnue apecificall) to reconvnend the period 

4 1926 to the preaent for estlmatlr·~ the fuWra risk pcemium on equity 

5 With regard to the use of the arithmetic mean versus the geometric 

6 mean rial< pcemlum, Ibbotson's 1998 YearDoOk also conllnues to 

7 recommend that arithmetic mean risk pramium is the ·correct rata for 

6 forecasllng, discounting, and estlmatlng the cost of capital." l11oy 

9 IUII8 further that 

10 "The geometric mean is bacl<ward-4ookl0g, measuring 

11 the change In wealth over more than one period On the 

12 other hand, the arithmetic mean better represents a 

• 13 typical perfonnance over single periods end serves as 

14 the correct rate for forecasting, dlscounllng, and 

15 estlmatlng the cost of capital." (Ibbotson Associates' 

16 1998 YearDoOk, page 108.) 

17 

18 

19 "For use u the expected equity risk pcemium In the 

20 CAPM, the arlthmel/c or &impJa dffrerance of the 

21 atifhmellc means of stock market retums and riskless 

22 rates II the relevant numbor. This Ia because tho CAPM 

23 111111 edditlve model where the cost of capitella the aum 

• 24 of Its peril. Therefore, the CAPM expected equity risk 

25 pntrtium 10011 be denvod by anthmetic, not '}eOmllrlc, 
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1 suHraction." (Original emphasis. Ibbotson Associates' 

• 2 1998 Yearbook. pogo 157.) 

3 

4 Second, I have spoken with Mr. Dominic Falaachettl, Managing Edilaf 

5 of Ibbotson Associates, who IIIIIJr!IS me that both Professor Ibbotson 

6 and Ibbotson Aaaocletes continuo to recommend tho period 1926 to 

7 the pre$4nt as the beat period lor use In ostJmatlng tho future equity 

8 rlak premium. In addition, the historical rlslt premlom roportad In tho 

9 1m YHtbook Is 7.8 percent, not tho 7.38 percent reported on Mr. 

10 Hlrshlelfer's attachment JH-8. 

11 

12 Q • HAVE YOU CALCULATED A CAPM COST OF EQUITY FOR GTE? 

• 13 A. Yea. I agree with Ibbotson Associates' recommendation to baao a 

14 CAPM estimate of the cost or equity on the current yield to maturity 

15 on long-tetm U.S. Treasury bonds (5.7 percent), and on the anthmetlc 

16 mean r1s1t premium of large company etocl<s over tho ylold on long· 

17 term Treasury bonde (7.8 percent). I further belieVe that a 

18 conservat/Ye estmete or the forward-looking beta lor the THCs is the 

19 average beta or 1 .0 for an companies. Thus, a reasonable CAPM cost 

20 of equity estimate for the THCs is 13.5 p1rcent (5.7 percent+ (1 .0 

21 times 7.8 percenl)). 

22 

23 

• 24 

25 
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1 e. Tests of Reasonableness 

• 2 1. Merrill Lyneh 

3 Q. DOES MR. HIRSHLEIFER ATTEMPT TO PROVIDE ANY OTHER 

4 EVIDENCE PURPORTING TO SHOW THAT HIS ESTIMATE OF 

5 GTE'S COST OF CAPITAL IS MREASONABLE"? 

6 A. Yes. On page 53 of hla toaUmony, Mr. Hirahlelfer states that; 

7 (A]s part of Ita proposed merger with NVNEX. Bell 

8 Atlantic bubmltted to its shareholders a joint proxy 

9 slalemenVproapedus on September 18, 1996 in whlc." 

10 Ben Atlantic's Investment advisor. Menill Lynch, 

11 performed a DCF analysis of the two companies' 

12 relative marl<et values, estimating a dlsoount rato in tho 

• 13 range of 8 to 10 percent for the telephone company 

14 portion of Its divorslfiOd portfolio of businesses. 

15 

16 Q. DID BELL ATLANTIC HIRE MERRILL LYNCH TO PROVIDE AN 

17 INDEPENDENT OPINION OF BELL ATLANTIC'S COST OF 

18 CAPITAL FOR USE IN TELRIC STUDIES? 

19 A. No. Boft Atlantic hlntd Men111 Lynch to provide an opinion regarding 

20 the fairness of the stock exchange ratio used In the pro~ed merger 

21 agreement between Bell Atlantic and NYNEX. not to estimate Ita 

22 forward-looking cost of capitol for the business of leasing network 

23 elementa. 

• 24 

25 
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Q, DID MERRILL LYNCH MESTIMATE~ A DISCOUNT RATE IN THE 

RANGE OF 8 TO 10 PERCENT FOR THE TE.L£PHONE PORTION 

OF BELL ATLANTIC'S DIVERSIFIED PORTFOLIO OF 

4 BUSINESSES, AS MR. HIRSHLEIFER ASSERTS ON PAGE 53 OF 

5 HIS TESTIMONY? 

6 A. No. Menll Lynch does net say thattt•estimated" c discount rate at al. 

7 

8 

9 

10 

11 

12 

13 

14 

Menill Lynch simply states on page 45 of the Joint Proxy/Prospectus 

that II "used· a discount rate of 8 to 10 percent for the purpose of 

ertabl'.thlng an exchange ratio for Bell AUentlc and NYNEX. 

Estimation of a discount rate was not part of Merrill Lynch's 

aulgnmenl Indeed. It would not have been worthwhile f01 Merrill 

Lyndl to estimate a discount rate because a discount rate was only 

a minor Input In its analysis. 

15 Q. WHEN MR. HIRSHL£1FER REFERS TO MERRILL LYNCH'S ~ocF 

16 ANALYSIS," IS HE USING THE TERM uoCF" TO REFER TO 

17 

18 

MERRILL LYNCH'S METHOD OF ESTIMATING THE COST OF 

EQUITY? 

19 A. No. Mr. Hirshletfer Ia using the term ·ocF analysis" to refer to the fact 

20 that Merrill Lynch calculated a theotetlcal price for Bell AUantic and 

21 

22 

23 

24 

25 

NYNEX by discounting future cash !loY'S to present value using an 

assumed discount rate. He could not possibly be referri.'\Q to a 

method fOl estimating the COSt of equhy lor e~u Atlanllc, because 

Marrin Lynch did not estimate a coat of equoty for Bell AUantlc. 
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4 

5 

8 

7 

8 

9 

10 

11 

12 

13 

14 

15 

18 

17 

18 

19 

20 

21 

22 

23 

24 

25 
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Q. DO YOU AGREE WlTH MR. HIRSHLEIFER'S ASSERTION THAT 

MERRIU LYNCH'S USE OF A DISCOUNT RATE IN THE RANGE 

OF EIGHT TO TEN PERCENT CORROBORATES MR. 

HIRSHLEIFER'S OWN CONCLUSION REGARDING GTE'S COST 

OF CAPITAL? 

A. No. Flrtl, neither Mr. Hlrshlelfer nor Merrill lynch provide any 

evidence on how Merrill Lynch chose ru. u to 10 petcent discount rate 

for Bell Allantic'atelephono operations. For an we know. MC'rrill Lynch 

may have chosen this discount rate arbitrarily. In addition, since 

Manti Lynch does nol describe how il arrived at its choice of an 8 to 

10 percent discount rate,thera Ia no way to determine on the basis of 

any known lnfolmalion whether Merrtr. Lynch's use of such a discount 

rate was reasonable. 

Second, Merrill lynch performed at least ten different &nalyaes to 

assess the falmeu of the lloCk exchange ratio used in the proposed 

merger, including anelyaes of: 1) comparative stock pnce 

performance; 2) market values of public comparable; 3) Intrinsic 

values; 4) eamlngs contributions; 5) market price forecasts: 8) 

discounted cash flow; 7) pro forma esUmatos of EPS growth: 8) 

hypothetical shara prloes of New BoU Atlantic stock; 9) potenllal 

Incremental shara prlco Impact of tho merger: end 1 0) selected stock· 

for-atock tranMCtions. Only one of these analyses, tho discounted 

cash flow, Involved tho use of discount ratea. and tho Impact of the 

dliCOUnt rate oven In thlt • Ingle enaJyals fs obscurad by the fact that 
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1 -..errill Lynch used the same discount rate for both companies. and 

• 2 they dbdose only dlsoount rate ranges, not point estlmates. Given 

3 that discount rates were c.nly used in one of Menill Lync.h'a ton 

4 analyses of the fairness of the Bell Atlantlc/NYNEX exchange ratio, 

5 and that the discount rate hod litUe Impact even in this analysis, It Ia 

6 fair to oonclude that Merrill Lynch':. specific dlsoount rate hod no 

7 effect on its assessment of the falme61 or the oxc.hange ratio. Merrill 

8 Lync.h wo'Jld hove arrived at tho same judgment evan .~ hod not 

9 parfolmed a discounted cash flow analysl.s at all. 

10 

11 Q . ARE INVESTORS ENmLED TO RELY ON THESE DISCOUNT 

12 RATE DISCLOSURES EVEN THOUGH THE DISCOUNT RATES DO 

• 13 NOT IMPACT MERRILL LYNCH'S RELATIVE VALUATION OF 

14 BELL ATLANTIC AND NYNEX? 

15 A. No. MenW Lynch specifically atatealhat lnvlllOf'l art JlQl ootl!!td 

16 tg !'lb! on any single part of their analyses outside of tho oonteX1 for 

17 which it WH Intended. On page 45 of the Joint Proxy/Prospectus. 

18 ManW Lynch atates: 

19 MenW Lynch IJellavas that ita analyses must be 

20 considered as a whole and that aaJectlng portions of Ita 

21 analyMs and the factors considered by it, without 

22 consldartog an suc.h factors and analyses, oould create 

23 en Incomplete view of tho processes undertylng Ita 

• 24 

25 

opinion. 
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1 Merrill Lynch also states on page 45 ol the Joint Proxy/Prospectus 

• 2 that 1) Its estimates ·are not necessarily Indicative ol actual past or 

3 future values or results:· 2) Ita estimates aro •JnherenUy aubji!CI to 

4 uncertainty": 3) ·neither Merrill Lynch nor any other person 

5 aaaumea reaponsibiity for (the uUmate'a) accuracy": and 4) 

6 aMiyaaa relating to the value of Individual buSinesses ·do not 

7 purport to be appraisals and do not necessarily renect the prices at 

6 whk:h bualnaases may be sold In the future: In particular. Menill 

9 Lynch states: 

10 Any esllm£tea lnoorpon~ted In the analySes perlormed 

11 by Merrill Lynch are not necessarily indicatlve ol 

12 ldual past or future values or retults, whk:h may be 

• 13 11lgnlflcanUy more or loss lavoreble than suggostlld by 

14 such oatlmat.es or analyses. Because such estimates 

15 are Inherently subjoct to uncertainty. neither Menill 

16 Lynch nor any other person assumes responalbltny 

17 for their accuracy. In addition. analyses relating to the 

18 vatu a of businesses do not purport to be appralsols 

19 and do not necessarily renect tho prices at which 

20 bullneases may be sold In the future or at which their 

21 sharu of capital stock may trade In the future 

22 

23 

• 24 Q , DR. VANDER )VEIDE, IF YOU STATED IN YOUR TESTIMONY 

25 THE SAME DISCLAIMERS THAT MERRJU LYNCH STATES, 
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1 WOULO YOU EXPECT THIS COMMISSION TO GIVE MUCH 

• 2 WEIGHT TO YOUR TESTIMONY? 

3 A. No. 

4 

5 Q , TAKEN IN CONTEXT, [)I')ES MERRILL LYNCH PROVIDE ANY 

6 SUPPORT FOR MR. HIRSH LEIFER'S LOW EtTIMATE OF 

7 GTE'S COST OF CAPITAL? 

8 A. No. Momll Lynch does not support Mr. Hirahlelter'a low estimate of 

9 GTE'a ooat of capl181 because Merrill Lynch did not estimate a ooat 

10 of capital for either Bell Atlantlc or Boll AtlantJC'e notworl\ element 

11 lenlng business In the environment of the Firat Report and Order. 

12 In fact. MerriD Lynch dld not estimate '\ oost of capital at all: they 

• 13 simply used a dl4oount rote range In one of their ton analyses of 

14 the reasonableness of tho Boll AUantlciNYNEX eKchango ratio. 

15 Merrill Lynch provides no evldence that the dlsoount rate range 

18 they uaed was based on anything other than an artlltrary 

17 assumption. They also provldo a atrong warning, Ignored by Mr. 

18 Hlrahlaltar. thai Individual data Inputs such as dlaoount rates. 

19 should not be taken out of oontext. 

20 

21 

22 2. Salomon Brother• 

23 Q , DOES MR. HIRSHLEIFER ATTEMPT TO PROVIDE ANY OTHER 

• 24 EVIDENCE PURPORTING TO SHOW THAT HIS COST OF 

25 CAPITAL ESTIMATE IS uREASONASLE"? 
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1 A. Yes. t.' ·. Hlrahlelfer elso provides a quote from a January 1996 

• 2 Salomon Btothers repon on the Regional Bell Operating 

3 Companlet which 11Btes that. 1b}esed on our estrmatea. the 

4 RBOCs currenUy have an average weighted cost of capital of 

5 approximately 8.6%." 

6 

7 Q. DOES THAT SALOMON BROTHERS STATEMENT HAVE ANY 

8 PROBATIVE VALUE IN THIS PROCEEDING? 

9 A. No. This proceeding concerns the proper cost of capital for use In 

10 si1JdJes of the fOIWllfd-looklng economic cost of providing basic 

11 local Mtvk:e under the assumption of a competitive mal1tet 

12 environment. Salomon Brothers Is not a partlclpant In this 

• 13 proceeding, nor have they provided ony evidence on the cost of 

14 capital within tho context of this proc.eedlng. In addition. tho 

15 Salomon Btothers report was published prior to the passage of the 

16 Telecommunications Ado of1996 and prior to the Issuance of tho 

17 FCC's First Report and Order. Finally, since Mr. Hlrshlelfer has not 

18 provided any evidence on Salomon Brothers' methodologlea. ond 

19 since AT&T and MCI havo not sponaored a Salomon Brothers 

20 witness to testify regatdlng their methodologies, there Is no way to 

21 evaluata the eccuracy of the Solomon Brothers' estlmote. 

22 

23 3. lbbotaon A11oclat .. 

• 24 Q. YOU MENTION THAT MR. HIRSH LEIFER CITES MERRILL 

LYNCH AND SALOMON BROTHERS IN SUPPORT OF HIS 25 
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1 COST OF CAPITAL ESTIMATES. HAS MR. HIRSHLEIFER 

• 2 PROVI.:IED A BALANCED OVERVIEW OF AVAILABLE COST 

3 OF CAPITAL ESTIMATES FOR TELECOMMUNICATIONS 

4 FIRMS? 

5 A. No. Mr. Hlrahlaifer fails to cite the Ibbotson Associates' cott of 

6 capital estimates for telecommunications firms. whi<:h. not 

7 surprisingly, are algnlficanUy higher than Mr. Hlrshlelfe(s e!tlmate 

8 of GTE't 0011 of capital. 

9 

10 Q . WHERE ARE IBBOTSON ASSOCIATES' COST OF CAPITAL 

11 ESTIMATES FOR TELECOMMUNICATIONS COMPANIES 

12 PUBLISHED? 

• 13 A. Ibbotson Auoclates' most recant cost of capital estimates oro 

14 published In their publication titled, Cost of Capital QuBtterly. and 

15 data has been updated to June 1998. 

16 

17 Q , WHAT ARE IBBOTSON ASSOCIATES' COST OF CAPITAL 

18 ESTIMATES FOR TELECOMMUNICATIONS COMPANIES? 

19 A. Using five dlfferent methodologies. Ibbotson Associates provides 

20 five esUmates of the after-tax weighted average cost of capital for 

21 the telooormwnlcallons induatty composite. These estimates range 

22 from 10.06 pereont to 13.39 porcant. 

23 

• 24 

25 
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1 Q , ARE THESE COST OF CAPITAL ESTIMATES COMPARABLE 

• 2 TO THE COST OF CAPITAL ESTIMATES REQUIRED IN THIS 

3 TELRIC PROCEEDING? 

4 A. No. Tho cost of capital In AT&rs and MCI's cost studies Is quoted 

5 on a before-tax basis. while tho Ibbotson Associates' osUmates are 

6 quoted on a lower. after-tax basis. The Ibbotson Associates' 

7 before-tax oqulvalent cost of capital asUmates would be 

8 approxlma\oly SO basis points higher than the after-tax cost of 

9 capital estimates; and, to be consistent. one should compare the 

10 higher Ibbotson Associates· before-tax equlvafent esUmates to 

11 AT&T and MCI's estimates. 

12 

• 13 Q, WHAT CAPITAL STRUCTURE DOES IBBOTSON ASSOCIATES 

14 USE TO ESTIMATE THE OVERALL COST OF CAPITAL FOR 

15 THE TELECOMMUNICATIONS INDUSTRY? 

16 A. Ibbotson Associates uses an average market value capital 

17 structure containing 80.88 percent equity and 19.12 percent debl 

18 

19 Q. WHAT COSTS OF EQUITY DOES IBBOTSON ASSOCIATES 

20 DERIVE FROM THEIR FIVE COST OF EQUITY 

21 METHODOLOGIES? 

22 A. Updated through June 1998, Ibbotson Associates' live cost of 

23 equity esUmat1111 for the telecommunications Industry composite 

• 24 

25 

tango from 10.93 percent to 14.90 percent. 
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1 Q. DO THE IB'JOTSON ASSOCIATES' COST OF CAPITAL 

• 2 ESTIMATES SUPPORT MR. HIRSH LEIFER'S COST OF 

3 CAPITAL ESTIMATES FOR GTE IN THIS PROCEEDING? 

4 A. No. The Ibbotson Associates' cost of capital estimates for the 

5 telecommunlcallons industry composite are all slgnir1C8nUy higher 

6 then Mr. Hlrshlelfa(s 8. 7 4 percent cost of capital estimate for GTE 

7 In this proceeding. The lowest Ibbotson Associates' before-tax cost 

8 of capital esUmate Is approximately 1 0.6 percent, nearly 200 basis 

9 polnts higher then Mr. Hlrshlelfe(s estlmate, while the hlghost 

10 Ibbotson before-tax coat of capital eatlmatela approximately 13.9 

11 percent, more than 500 basis points higher than Mr. Hlrshleife(s 

12 estimate. 

• 13 

14 4. lnt.emel Teets of Reuonebloneaa 

15 Q. IS THERE ANY WAY TO TEST THE REASONABLENESS OF 

16 MR. HIRSHL£1FER'S COST OF CAPITAL ESTIMATES 

17 WITHOUT REFERRING TO PARTIES WHO ARE NOT PART OF 

18 THIS PROCEEDING? 

19 A. Yes. One can tes1 the Internal consistency of Mr. Hlrshlelfe(s cost 

20 of capital eatlmates using the commonly aC(.epted standard that the 

21 cost of capital shoUld be higher for hlghor risk companies than fCir 

22 lower risk companies. 

23 

• 24 Q . HAVE YOU TESTED THE IN'fERNAL CONSISTENCY OF MR. 

25 HIRSHLEIFER'S TESTIMONY USING THE STANDARD THAT A 
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1 HIGHER RISK COMPANY SHOULD HAVE A HIGHER COST OF 

• 2 CAPITAL THAN A LOWER RISK COMPANY? 

3 A. Yea. I have tested !he Internal conslster.cy of Mr. Hlrshleifer's 

4 lestimony In several different ways !hat refer to this standard. First. 

5 I have compared Mr. Hlrshlelfer's DCF results to his betas and 

6 nave found lhatlhe companies with the highest betas have the 
• . 

7 lowest DCF results. reversing the normal expected relallonshlp 

8 between risk and return. As shown on Mr. Hlrshlelfer's Schedules 

9 JH-4 and JH-5, Century Telephone end Cincinnati Bell have !he 

10 highest belall in hi$ proxy group of companies: 1.01 and 1.11 . 

11 respectively, and !he lowest DCF results. 7.53 percent. and 8.95 

12 percent. On !he other hand, ALL TEL has tha lowest beta • . !>5. and 

• 13 an above average DCF result, 9.61 percent. 

14 

15 

16 Second, Mr. Hirshleifar claims that a telecommunications 

17 company'e non-local exchange activities are considerably riskier 

18 !han !heir local exchange acttvitles. Mr. Hlrshleifer Claims. for 

19 example, !hal he could not include Sprint in his proxy group 

20 because mora !han half ita revenues are from long distance. which 

21 he claims Is more risky than local exchange service. Since Sprint 

22 has e higher percentage of non-local exchange business acttvltles 

23 than any of Mr. Hlrshlelfer's proxy companies. using hls own !ogle. 

• 24 he should have Obtained a higher cost of equity for Sprint !han for 

25 his proxy companlet. In fact, Mr. Hlrshlelfar obtains a lower cost of 
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1 equity estimate for Sprint, 8.63 percent, lhon the average result of 

• 2 9.41 percent for his proxy group of local exchange companies. 

3 

4 Third, using Mr. Hirshleife(s methodology, I have calculated DCF 

5 results for three lnterexchange carrier:~, AT&T, MCI. and Sprint. 

6 and three Florida elactric utilities, FPL Group, Florida Prograss, and 

7 TECO Energy. Aooording to Mr. Hlrshlelfe(s logic, the cost of 

8 equity for the three lnterexchange carriers should be algnlfteanUy 

9 higher than the cost or equity for the three Florida electric utilities. 

10 As shown on Vander Weide Rebuttal Exhibit ivw.a. ho-.vever, the 

11 average DCF result for the Florida electric util~les era nearly 200 

12 basis points higher than the average DCF result for the 

• 13 lnterexchange carriers. 

14 

15 Fourth, I have compared Mr. Hlrshlelfe(s sverage DCF result of 

16 9.82 percent for the companies in tho S&P 500 to his 9.41 percent 

17 average OCF result for his THC group. Since Mr. Hirshleifor claims 

18 thet the S&P 500 Is significantly mora risky than 

19 teleoommunlcallona companies. he should have obtained 

20 slgnlflcanUy higher OCF results for the S&P 500. In fact, his DCF 

21 result for the S&P 500 Is not slgniflcanUy different from the average 

22 DCF reeuh he obtains for his proxy group of tolecommunlcatlons 

23 oompanlet. 

• 24 

25 
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1 Q. WHAT CONCLUSIONS DO YOU REACH FROM YOUR 

• 2 EXAMINATION OF THE INTERNAL CONSISTENCY OF MR. 

3 HIRSHU:JFER'S TESTIMONY? 

4 A. I conclude that Mr. Hirshlelfer's cost of capital estimates for GTE 

5 fan the common sanae test that the cost of capital should lnetease 

6 with the risk of an Investment Contrary to a reasonable 

7 expectat.lon. Mr. Hlrshlelfer conslstenUy obtains lower cost of 

8 capital results for companies having demonstrably higher risk. 

9 

10 Q . DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 

11 A. Yes. It does. 

12 

• 13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

• 24 

25 
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