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REBUTTAL TESTIMONY OF
JOHN L. HIRSHLEIFER
ON BEHALF OF AT&T COMMUNICATIONS
© OF THE SOUTHERN STATES, INC
.L\III]
| MCI TELECOMMUNICATIONS CORPORATION
B DOCKET NO. 980696-TP
Q.  PLEASE STATE YOUR FULL NAME AND OCCUPATION.
A Mynnu is John 1. Hirshleifer and my business address is FinEcon, 10877
m Bivd., Los Angeles, California 70024, 1 am Vice President and
Dirmnfﬂmh of FinEcon, a firm which provides financial economic

ounuldn; services 10 corporations, law firms and government agencies.

Q. 'm 'mu'rm‘. SAME JOHN HIRSHLEIFER WHO PREVIOUSLY
smmn PREPARED DIRECT TESTIMONY ON BEHALF OF
'I '.ﬂl’r COMMUNICATIONS OF THE SOUTHERN STATES, INC.
AND MCI TELECOMMUNICATIONS CORPORATION IN THIS
m::niﬂr

A Yes,lam
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WHAT IS THE FURPOSE OF YOUR REBUTTAL TESTIMONY?

The purpose of my rebuttal testimony is 1o comment on BellSouth’s, and
s;:iwm and Sprint/Centel’s', proposal 1o adopt a 11.25% cost of capital
ll. lllppm‘l‘ﬂlhr Dr, Randall S. Billingsley, BellSouth Telecommunicstions’
("BellSouth) cost of capital expert witness. | will also provide rebuttal to the
testimony of Dr. James Vander Weide, who advocates an overall 12.65% cost
of capital for GTE.

; m'r I8 YOUR VIEW 0% THE COST OF CAPITAL ESTIMATE

mm:n IN THIS PROCEEDING ON BEHALF OF BELLSOUTH,

1 belicve that the 11.25% cost of capital ady vcated by BellSouth and Sprint,
and the 12.65% cost of capital advocated by GTE are fur in excess of the
forward-looking cost of capital for the provision of network elements or
universal service, and are inconsistent with publicly-available cost of capital

estimates by parties outside the context of this proceeding.

I8 THE 11.258% RATE ADVOCATED BY' BELL SOUTH FORWARD-

‘No. It was determined by the FCC in 1990, The FCC stated in Paragraph
250,(4) of its May 8, 1997 Universal Service Order that:

oy lhnﬂtafdebt has decreased since we |ast set the authorized rate of

return. The reduction in the cost of borrowing caused the Common Carrier
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: Whhﬂiﬂlﬂlpﬂmlm as o whether the currently authorized
: Mmofrmm is 100 high, given the current marketplace cost of equity
' ndihbt. ;!{cwﬂl reevaluate the cost of capital as needed to ensure that it
mndymﬂm the market situation for curriers.”  Pursuant to Paragraph
; 250.(4), the Florida Commission is free 10 s a stute-prescribed rate which can
" be based on more forward-looking data

Y TESTIF'ED THAT IHE HAD PERFORMED

. : -1 j_:. i
- INDIRECT TESTS OF RZASONABLENESS IN SUPPORT OF THE

11.25% COST OF CAPITAL. DO YOU BELIEVE THAT DR
BILLINGSLEY'S TWO “TESTS OF REASONABLENESS" ARE

~ FERSUASIVE?

No. They are mathem: tically self-fulfilling: i.c., they assume the desired

conclusion. If you take the 11.25% cost of c.pital and assume that it is correct

_ (whiu:h Ihnre is no reason to do), and you assume Dr. Billingsley's cost of debt

estimate is correct, and you assume that historical or previously-allowed

mw“mﬂmywhﬂmmnhighimpudmnf

equity. w;ﬁsCmiuhudnnmmawmmmlhnll.ﬁMmb:

~ comect cost of capital a priori

DR. BILLINGSLEY HAS TESTIFIED THAT TELEPHONT HOLDING

'COMPANIES ARE NOT ACCURATE PROXIES FOR BELLSOUTH.
' THEREFORE, HE CALCULATES A DCF COST OF EQUITY ON A
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SAMPLE OF COMPANIES DERIVED BY A STATISTICAL CLUSTER
~ ANALYSIS, DO YOU AGREE WITH H1S PREMISE AND

APPROACH?

~No. First, he has provided no convincing argument or evidence showing that

the telephone holding companies are not th: closest available set of

ounpﬂblufw the business of unbundled network element leasing. As [ have

_ M il_u_ur direct testimony, the telephone holding companies are riskier
ﬁlll hﬂm&unﬂnlmm busin:ss because of their many riskier

businesses. Therefore, use of te ephone holding companies as proxies will
mumm high cost o* capital estimate. Although Dr. Billingsley
has performed an arcane statistical analysis. his results do not, in my opinion,
pass the tests of reason and common sense. If one were to accept the results of
his cluster analysis, then one would have to believe that the risk of the network
element leasing business was more similar to the risks faced by Coca Cola,
McDonalds and Wal-Mart stores, as examplcs, than to the risks faced by
BellSouth's parent company (which owns LIC's and the underlying network
elements). It is clear on its face, however, that the risk of the network element
leasing business has virtually nothing in common with the risks of a

‘McDonalds or Wal-Mart.

| am further convinced of the inaccuracy of Dr. Billingsley's approach
bynfnﬁimuuiﬂmm in several of Ameritech’s state network element
hearings. In those proceedings Ameritech's own cost of capital expert used a
ﬂwmmkhmﬂmunnﬂythcmulhuunf

4
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1 1 holding companies that | have used. | note also that major brokerage

2 firms and investment banks which issue analyst reports for BellSouth and other
3 .'w.l_ﬂ.diummpuﬁummmdm resort (o statistical cluster analysis
4 when choosing proxy companies for valuing these companies. They view

; 5. mwmwmpﬂﬁmhtlwbcﬂpmxiﬁfmthemﬁm
6 telephone holding company being valued, This is true even though the
7 telephone holding companies do not participate in exactly the same businesses
] q_tnmuqnt proportionate degree. Am<itech, for example, is one of the
9 e mpoﬁdmofhmm security alarm services in the nation. BellSouth, in
10 ~ contrast, has no involvement in this business whaisoever.

-

12 Q. INREBUTTALS TO YOUR TESTIMONIES FILED IN OTHER

13 STATES, DR. BILLINGSLEY CLAIMS THAT HIS STATISTICAL

14 MODEL GIVES “OBJECTIVE” RESULTS, IMPLYING THAT YOUR
15 CHOICE OF COMPARABLES IS INHERENTLY SUBJECTIVE. IS
16 THIS CORRECT?

17 A Nﬂ Dr. Billingsley has glossed over the fact that the formulation of his model

18 and the data he chooses (0 analyze are subjective. The factors he has chosen to
19 ol Uithe el e bused oo his subjective judgment, and fhere is 50
20 _ hﬂlﬁm&hmmlﬂmﬂfhhmkti:mmﬁlymwmehm
21 ﬁﬁ@mitmm.mmwuofmmm_mnm
p?) “&cﬁiﬂi’mm—mﬂly highlight this issue. Moreover, it is

x| ~ not clear how many different model formulations Dr. Billingsley considered

5
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before selecting the model used in his testinony. When all of these issues are

taken into consideration. I do not believe that Dr. Billingsley has offered a

plausible reason for abandoning the hasic notion that telephone holding

companies are the best availuble comparables to use as a starting point for
mumﬂupiulfmﬂu network ¢lement leasing busingss.

FROM YOUR KNOWLEDGE AND EXPERIENCE, DO INVESTORS
USE CLUSTER ANALYSIS TO DETE! MINE COMPARABLE
COMPANIES FOR COST OF CAPITAL ESTIMATION PURPOSES?
K. And g Wesicuaty staied. the oy Wisticated irvestments banks do ot
cither.

IN nmn‘uum YOUR TESTIMONIES FILED IN OTHER
anm DR. E'M WEIDE HAS SAID THAT THE USE OF
MULTIPLE STAGE DCF MODELS IS NOT NECESSARY. DR.
BILLINGSLEY HAS SUGGESTED THAT THE PERPETUAL

GROWTH ASSUMPTION IN THE DCF MODEL MOST

 ACCURATELY REFLECTS THE EXPECTATIONS OF INVESTORS,

AND THAT THE THREE-STAGE DCF MODEL REFLECTS SOLELY
YOUR SUBJECTIVE ASSUMPTIONS. IS THIS TRUE?
No, Qﬁ 10 the contrary. The perpetual growth assumption systematically

- guamantees an inaccurately high cost of equity estimate inconsistent with

hmmimu Prominent economists familiar with current cost of

6
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capital esearch have recognized that the simple perpetual growth DCF mode!
\lﬂum forecasts is inappropriate to use if a company's short-run

= tbc cost of oquitjr will be overestimated. I have cited these economisis and
':3'-pﬂﬁmmm¥ in my direct testimony,

W Dr. Bi.lllnu:lcy nor Dr. Vander Weide have cited any credible
support for Ilu_ nalve application of the perp-tual growth DCF model using

SORion gt fikmcasts in this clscumstance.

' DO YOU BELIEVE THAT THIS COMMISSION SHOULD

W\* USE THE PERPETUAL GROWTH DCF MODEL IF
rrm‘ummmmrm
No. &Whﬁﬂ:ﬂnﬂmofwmhmp‘clim&whmy

 is—and is not— suitable. In the case of a regulated utility in the traditional

regulation setting, growth has traditionally been limited and has not exceeded
the growth rate of the economy. If the growth rate does not exceed the
economy-wide growth rate, and the growth rate is expected to be very stable,
the use of the perpetual growth model is reasonable. In this case, however, |
use a set of compurables comprised of holding companies which ave engaged
hmhﬂmlhum in the short-run, expected to grow at rates

Mmmﬁwmy The wireless business, as an
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cmwph. has forecasted growth rates exceeding 30% (see exhibit JH-1). Itis
Mm:lychwﬂnt this business will not grow at such a high rate indefinitely.

chi'nn. \*MWE AND DR. BILLINGSLEY HAVE FILED
nmrrml. 'msmomns IN OTHER STATES IMPLYING THAT
nn. mmu SAYS IN HIS BOOK THAT THE BEST USE FOR
THE THREE-STAGE DCF MODEL IS FOR COMPANIES WITH
mm RATES IN EXCESS OF 25 PERCENT. WHAT ARE YOUR
That assertion indicates a very inaccurate and incomplete reading of Dr.
Damodaran's book. Dr. Damodaran describes in his book numerous DCF
models with varying formulations and charucteristics. Dr. Damodaran
m.ﬁﬁlﬁnﬁmﬁﬂudﬂm under which each type of model

might be most appropriate. It is obvious that the three-stage model described

by Dr. Damodaran is a complex model which is not the model I employ, as |

have stated in my direct testimony. Dr. Damodaran’s three-stage model

requires vear-specific payout ratios, growth rates and betas. In contrast, the “H

Model"” described by Dr. Damodaran appears to be most analogous to the
model | have used.
Dr. Damodaran states that:

~ *The H model is a two-stage model for growth, but unlike the classical two-

stage model, the growth rate in the initial growth phase is not constant but
meﬁmmmhﬂumhchmmMmp.“

S i by .'-'g
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Dr. Damodaran indicates that the best use for this model is for firms
thltlltwwl.ni rapidly at the present, but for which the growth is expected to
decline gradually over time as their differential advantage over their

~ DOES DR. DAMODARAN SUGGEST ANY GROWTH RATE

LIMITATIONS FOR THE USE OF THE “H MODEL"?
No. It appears from Dr. Damodaran’s extensive analysis that the “H Model™ is
Mﬁl‘mkl which will grow at r.ates lower than those for which his

m of a 3-stage model would be appropriate.

DOES DR. DAMODARAN ALSO DESCRIBE THE CLASSICAL TWO-

STAGE MODEL IN HIS BOOK?

Yes.

WHAT DOES DR. DAMODARAN SAY ABOUT COMPANIES WHYICH
MIGHT BE Armmﬂz FOR THE CLASSICAL TWO-STAGE
DCF MODEL?

Damodaran suggests that one type of company for which this would be a
mmﬁ-mmy:

“___in an industry that is eqjoying supemormal growth because significant
mwm{uﬂhur Jegal or as a consequence of infrastructure

MMhMmkwpmmwenmufmmm

9
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The mplhnﬂm the growth rate drops precipitously from its level in the
infdﬂplqlq.i:hﬂcmﬂwimiumm this model is more appropriate for
mmmmmmmm: phase. It is more reasonable, for
inﬂé:._tu#eﬂm.ﬁmwuﬁuu 129% in the high-growth period will
see s growth rate drop 10 6% aftcr that than it is for a firm growing at 40% in
IF YOU Asstlmm‘r THE CLASSICAL TWO-STAGE MODEL
wnsmumr APPROPR ATE MODEL TO USE, WHAT IMPACT
woutmrﬁaum ON YOUR P'CF COST OF EQUITY
:.sm'r:r |

* 1£ 1 had instead utifized this model— which certainly appears applicahle in this

case based on Dr. Damodaran's analysis— it would have resulted in a lower
cost of equity than what [ actually calculated. This again provides evidence

that my cost of capital estimate i conservatively high.

DR. BILLINGSLEY HAS CLAIMED IN PRIOR STATE REBUTTAL
TESTIMONIES THAT IT IS SUBJECTIVE OF YOU TO ASSUME
THAT THE S-YEAR UB/E/S GROWTH RATES FOR YOUR GROUFP
OF COMPARABLE COMPANIES WILL NOT PERSIST
INDEFINITELY IN THE FUTURE. HE IMPLIES THAT INVESTORS
WOULD ASSUME PERPETUAL GROWTH AT THESE RATES. HOW

DO YOU RESPOND TO THIS ASSERTION?

10
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[ believe that it is quite the opposite. Dr. Billingsley argues that investors take
$-year forecasts. which in the case of the telephone holding companies include
MW%MME:&C&W 30% s, and assume uncritically that

| nnhwwlhrmml]lmfwcw However, there is no reason to believe that

investors are so unsophisticated. Investors recognize that five-year forecasts
mean that they are intended for five ycars. They appreciate the fact that even
ﬁﬂwmmhmm the later years of the forecast

mﬂmwmm growth businesses by necessity will slow
duwnulhdrmukmm The comments bv academics and practitioners
Mhmmmwﬁlﬂcm Dr. Billingsley has himself
MEWMWM}*MUS financial markets are “highly
M@MMR&&MTﬂumy p. 41%), which also
wumrhehrfﬂminvmmwphmmad in evaluating information
available in the marketplace.

IS DR. VANDER WEIDE’S AND DR. BILLINGSLEY'S PERPETUAL

GROWTH ASSUMPTION BASED ON FIVE-YEAR ANALYST

FORECASTS SUBJECTIVE?

Absolutely, and a8 | have shown above, it is in this instance an incorrect

assumption which would not be made by investors.

INPRIOR STATE REBUTTAL TESTIMONIES, DR. BILLINGSLEY
AND DR. \"m WEIDE HAVE ARGUED THAT SOME

1
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COMPANIES HAVE GROWN AT HIGH RATES FOR LONGER THAN
FIVE mns. DR. BILLINGSLEY HAS SPECIFICALLY REFERRED
TO MCP'S HISTORICAL GROWTH RATES INDICATED IN VALUE
LINE. nom‘mn INVALIDATE YOUR APPROACH AND MAKE
THE rmu. GROWTH MODEL MORE SUITABLE?

Nutld] ip,lh: real world, individual companies participating in a particular

; mg[buﬂmwﬂl have differing growth rates which will eccur over different

ﬁme puiuﬁ. Clmly, a few companies wiil Jo extraordinarily well, and may

.Wlhﬂwfwwm In fact, in my analysis | assume above

IWM‘EI most telephone companivs over the next twenty years.

mﬁﬂm very poorly, and may experience low or
wﬁwnwth(grpmofbmmm entircly). The greatest proportion of
industry participants will experience growth somewhere between the highest-
growth stars and the weak underperformers. Investors today cannot
definitively predict which companies in an industry will be the winners and
which will be the losers. On average, no reasonable analyst would expect high
growth in excess of the economy’s growth fur all of the industrys' companies
forever.

What was particularly interesting about Dr. Billingsley's example in his
ﬁhmmhummmmﬂummcnm S.year growth
forecasts were in the 12% range, even though he stated that average carnings
m.ﬂm the past 10 years had been 28% according to Value Line

(Billingsley Georgia Rebuttal Testimony, p. 50%). Dr. Billingsley did not

12
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mention that the same Value Line report indicated that MCI's growth rate over
ﬂupmiymwmlym Clearly then, a tapering off of the high growth
mhmwwhhﬂtunurmulup!emeDCFmoddsnd
mmwmwm1 The use of a perpetual growth
Dﬂmﬁd%ﬁﬁmﬂﬁunm;arrﬁuimwm
auuﬂnﬂymmum'swtmnfeqmtruﬂmnmc Given that
MCr :fwﬂmmﬂmmdlrns significantly in excess of the
pnwthrmul‘hm , the same error arises Ly using a perpetual growth
mmmm

IN HIS PRIOR REBUTTAL TESTIMONIES, DR. BILLINGSLEY
APPEARS TO ARGUE THAT INVESTORS SUBSUME ALL OF THE
INFORMATION REGARDING THE DIFFERENTIAL GROWTH
RATES nr sumw COMPANIES INTO THE PERPETUAL
cnowrﬂuqul. 'DOES THAT MAKE SENSE?

No. It hmﬁ;hiﬁﬁ&nmmﬂy difficult analysis 1o arrive at a
single, perpetual growth rate estimate that accurately reflects the average
growth of verious businesses, some of which are relatively low-growth, such as
the Jocal exchange business, and other businesscs which will grow
astronomically for some period ano then taper off to lower growth rates,
Furthermore, there would not be the overwhelminy support for multiple-stage
DCF models ad cited in my direct festimony if Dr. Billingsley's assertion wers

true.

13
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BOTH DR. VANDER WEIDE AND DR. HILLINGSLEY HAVE ALSO
.\m’%u:;: IN PRIOR REBUTTAL TESTIMONIES THAT THE
r!:ltl'ma_l. mm ASSUMFTION 1S SOMEHOW
msi:qui:kﬂu RECAUSE LATER CASH FLOWS HAVE

l.-l'l"l'l.l MACT DH PRESENT VALLUE. IS THIS CORRECT?

MMMHM by the cnormous difference between

4' M'Ij'ﬁm lnd my cost of equity estimates using the DCF model.

mmwmm impact of compounding over time.
Bylﬂhmﬂ&ﬂdﬂﬂwﬂu compounding at unrealistically high
mulﬁmmwﬂwmofﬂwmbjmmpmy:m
mhhmmL the discount rate— or cost of equity— must get
mﬂ‘mb{w necessity in order to equate the enormous
mmuddv‘m“ﬁmhhmnl price. In contrast, a more logical
alternative assumption would be that-— if the market genuinely believed that
MMMMMM forever— the price of the subject company
would rise.

BOTH DR. VANDER “_"_EIDE AND DR. BILLINGSLEY DISCUSS THE
RISKS OF THE TELECOMMUNICATIONS BUSINESS. 1S THE
m.lmhmummﬂuns BUSINESS THE SUBJECT OF THIS
i £

No. mwm busitiess is a very broad category which includes
Mm::ﬂ'l'ﬁ s and BellSouth's wireless communications

14
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endeavors. hmuppmsumthcyhau: incorrectly blurred the risks of
various other risky businesses with that of the low-risk network element

mmmnl COMPETITION, TECHNOLOGICAL
IHHWM AND REGLMWRY CHANGE DISCUSSED AT
GREAT lm BY II'H. BILLINGSLEY AND DR. VANDER WEIDE
sommr THE FINANCIAL MARKETS ACCOUNT FOR
IN v.nwlﬁﬂ THE tﬂ)mm\ STOCKS OF COMPANIES?

Yes. mmm have been conunuously absorbing and

' WMMMmium and technological and regulatory
change. 'rlﬂshcﬂdu&m financial analyst reports and the public
disclosures of tha-whpim holding companies themselves over the past
several years. As Dr. Billingsley has stated, the .S, financial markets are
highly efficient. Dr. Vander Weide similarly testified in his direct testimony
that “[eJconomists and investors consider all the risks that a firm might incur
over the h-lifgp(hmwr“ [Vander Weide direct, pg. 13). If
investors lt lmn- of new risks which impact a company's value, they
incorporate it into the cost of equity immediately. Consequently, Dr.
HﬁM‘l and Dr. Vander Weide'« arguments that the incumbent LEC's are
facing dramatic new risks which require an increase to the market-determined
ot of capital ke purrling. One would have to assume— contrary to their
mm— that the investing public is totally naive and would not

15
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wmmwhﬁmmhm information sbout risks have
mmmm discussed. | have read many of Dr. Vander
Weide's testimoies iled in recent years 80 note that— both before and after
the passage ofdp i’Hﬁ Teiuommumulmns Act— he has described these
kinds of lilkhwdehll bned on publicly-available information.

Assumm'rm COMPETITION ARISES AT THE RETAIL
mmmm IS THER™. EVIDENCE THAT
mzmﬂ‘mt COMPETITION WOULD MAKE THE
WHOLESALE DUSINESS OF LEASING UNBUNDLED NETWORK
Yes. Bell Mhllﬁmrﬁimnl Bell holding company comparable to
BellSouth. mmmmm;w to merge with GTE. Bell Atlantic
had indicated in a Strategic Overview previously published on its Internet web
lﬂﬂm as Rebuttal JH-2) that the business of leasing network elements,
in and of itself, represented an opportunity for the company, since retail
competition would increase utilization of its network at the wholesale level
without the need to make any additional investment.

IS THE PROSPECT OF INCREASED COMPETITION IN THE
RETAIL PHONE SERVICE RELEVANT FOR PURPOSES OF

nrrmmm THE COST OF CAPITAL IN THIS PROCEEDING?

16
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No. The Fcchmm 8 Order explicitly defined the relevant risk as the

F

risk Mﬂiﬁﬁhﬁmnﬂ:ﬁu:mﬁmﬂu network elements at
M{m!ﬂrﬁrﬂqﬂi] {That the FCC has indicated that “the risk

Idjunndmﬂlfﬁﬂlmdmhumfwm for all elements,” further indicates

: ummmmm inherent in the business of leasing elements

hnlf,g_,ﬂ__ﬂn mtnnlllad with retail phone service. [1d. at §702.])
IN PRIOR mﬁ"l'ﬁla TESTIMONY F'LED IN OTHER STATES, DR.
Wmm THAT YOUR MENTION OF THE RISK

OF PH\’SICAL WP&SS. PARTICULARLY FOR BUSINESS

CUMWAI INCONSISTENT WITH YOUR DISCUSSION OF

CAPITAL MARKET THEORY, WHICH SHOWS THAT
COMPETITIVE RISKS CAN BE DIVERSIFIED AWAY AND WOULD
NOT BE COMPENSATED BY THE MARKET WITH A RISK
PREMIUM. WOULD YOU PLEASE EXPLAIN THE IMPLICATIONS
OF CAPITAL MARKET THEORY WITH RESPECT TO YOUR
TESTIMONY REGARDING RISK?

| discuss many potential risks of the network element leasing business in my
testimony so that the Commission can get an accurate picture of the risks this
imsiness faces, particularly in relation 1o other businesses engaged in by
telephone holding companies. Some of these risks could be viewed as
systematic, sheaning that they could not be diversified sway, and others
nonsystematic, such as the risk of competition. According to capital market

17
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theory, an investor will not require extra compensation in the form of a higher
cost of equity for risks that he or she can diversify away simply by acquiring a

huﬁﬂbﬁfmpaniﬂ in that business. Dr. Billingsley's inference is that

because | describe both types of risks, | am assuming that BellSouth must be

w for both in its cost of equity. | do not make that statement.

LAl

IM. my goai is o elucidate capital market theory regarding diversifiable
risks. Ironically, Dr. Billingsley is criticizing me for fully discussing the issues
of risk in my testimony (. hich he has rot done), both from the point of view of
Ihﬂuthuluﬁﬂ competitive risks to be significant and from the viewpoint
ofcaptal markettheory.

: The question for this Commission to decide is whether it accepts the
premise of capital market theory with regard to competitive risks. Ifit does
not, then the risk of physical bypass should be considered. Ifit is considered,
the current reality is that there are only small in-roads in facility bypass and the
likelihood of it developing significantly over the near term is low. The August
8 Order describes the curtent competitive position of the incumbent LEC's
network element business as being natural or bottleneck monopolies which do
not now face significant competition (August 8 Order at T's 11, 702).
BellSouth's own trade association agrees with this view. In a brochure which
the United States Telephone Association distributes to public consumers, it
states:

“Be a smart consumer and arm yourself with information, especially about

whﬂlﬂ-dmwm&wmlywwhmwwnnhudnhmihu
18
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on't invest in or ir the loca! networks "Il use to

M Those networks have been built and are maimained by your local

.......

'WMIH ™ [emphasis added].
. In the same vein, the findings of the Florida Commission's draft report on local

'”.metﬁﬁmdm&pambcrmlemmw

2 . Onihtuhrhqd. if the Commission cor .iudes that capital market theory is
W m&mw risks simply are not relevant.

- While I see room for debatc on this subject, my sense is that capital

: _-_n-tel thu.'q is correct on this issue. The following hypothetical helps to
S lnhmﬂtllqmm. Assume first that there are only two companies in the
| nﬂwk element leasing business, BellSouth and GTE. In addition, assume

that GTE becomes a much better competitor, that this is known to the market,

~ and that GTE wins significant business away from BellSouth.” Under such

circumstances, BellSouth's market has become more competitive and its

market share will drop. In valuing the two companies, investors will forecast

; ﬂmnmhﬂnrw:fnt each company. BellSouth's forecasted cash flows will be

mdauli. while GTE's will be increased. BellSouth's stock price will fall and
OTE"s will rise. Ifmmpniﬂw risk also affects cost of equity, investors will
M increase BellSouth's cost of equity, which will cause its stock
];hlln fall further. OTE's market in turn has become relatively less

competitive, 50 investors will reduce GTE's cost of capital and the price will go

19
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upﬂlnﬂllhr [.Eokﬂ at in this light, it is questionable that investors would
require the second mﬂm in BellSouth's price by additionally increasing its
mﬂafwm since the operating risks of the two companies are

* Finally assume that an invesior buys both GTE and BellSouth. This
wmmtm of the profits from the network element leasing
buﬁnm.nid bears no risk of competition whatsoever, even though BellSouth
| uﬂmmumwlmm another. !"competition affects the cost
of .ﬁhm a puzzle for the investor who has just bought all of the
bis” Befnwlulqmmd both conipanies, he assigned a higher cost of
mummh. What cost of equity does he use after the acquisition (o

value his interestin BellSouth? BellSouth's competiive risks have not
changed at all, but the investor does not bear any of that risk. His industry-
wide Wﬁlmm regardless of which individual company wins the
competitive war. Siﬁ:ﬂ:riy, the investor receives no added ben=fit from the
Fact that GTE is the betler competitor, even though he paid an sdded premium
for this company by reducing the cost of equity. The most plausible answer to
this puzzle is that competitive risk does not change the cost of equity to begin
with, precisely because an investor does not consider unsystematic risks which

- can be diversified away easily. This is why capital market theory states that

when determining the cost of equity, investors are concerned with the

fundamental operating risks of a business, not the .<iosyncracies affecting the
individual competitors.

20
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DOES THE iﬂ:’t m‘r THE NETWORK ELEMENT BUSINESS
LEASING nm nm SOME RISKS TURN IT INTO A HIGH-
mmu lm. BILLINGSLEY AND DR. VANDER WEIDE

No. mhﬂnﬂmﬁmﬁﬂ!.imludingh#ﬁ:khmim. As
discussed above, both the FCC and Bell Atlantic view it as a low-risk business

mm'm.mrmi:s FILED IN OTHER STATES, DR.
BILLINGSLEY HAS QUESTIONED THE APPLICABILITY OF
CAPITAL MARIET THEORY WHICH YOU HAVE DESCRIBED
ABOVE. :Snmﬂumv INCONSISTENT IN HIS USE OF THE
cmnamrmc MODEL?

Yes. Ouhmw.nr Billingsley uses the capital asset pricing model in
hhm Yet on the other, he attacks its “pristine theory” (Billingsley
wmﬂ Testimony, pg. 60') as being impractical because it
inconveniently negates his argument that com netitive risks are highly
significant to BellSouth.” However, the foundation of the model is that
diversifiable risks do not increase the cost of capital. As Ibbotson Associates
states: “...unsystematic risk is that portion of total risk that can be avoided by
divensifying; the CAPM concludes that unsystematic risk is not rewarded with

a risk premium. For example, the possibility that a firm will lose market share

21
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lo 8 con '. : of unsystematic rish for the stock of a particular
company.™ [emphasis added)

IN REBUTTAL TESTIMONY FILED IN OTHER STATES, DR.
w Hﬂ ASSERTED THAT THE FCC CONSIDERS
Cﬁmmﬂ'ﬂ MGRTANT TO THE COST OF CAPITAL.
mm l'mmcmmn ADDRESSED THE CAPITAL
mm QUESI‘HJ\!"
Not to my hww Lank.ing at Dr, Bil'ing ley's specific citation to the
rw:mnmﬂmu CC-96-452). the FCC stated that “potential
mﬂmmm facing the ncumbent LECs, and thus
inmlhdrmnfuphll, thus mitigating, 10 some extent, the factors

gesting that i LECs cost of capital has decreased since 1990.
Mfﬂmw Georgia Rebutt | Testimony, p. 13") However,
the FCC's May 8 Order regarding universal scrvice at paragraph 250.(4) states
b <
“There are other factors however, that may mitigate or offset any potential
increase in the cost of capital associated with additional competition. For
example, until facilities-based competition occurs, the impact of competition
on the ILEC's risk associated with the supporied services will be minimal
because the ILEC's facilities will still be used by competitors using either
resale or purchasing access to the ILEC'S unbundled networ elements.”
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Consequently, it does not appear that the FCC has definitively concluded that

hl’h‘h hﬁgfhwun the LECs" cost of capital. but that they are leaving
them open for consideration.

DOES mrcc STATEMENT ALSO INDICATE THAT, EVEN IF
Wm DO INCREASE LEC COST OF CAPITAL,

m'l'ﬂ mmm IF CAPITAL HAS DECLINED SINCE

mm ’ AT THE FCC DETEXMINED THE 11.25% ACCESS

Pty e

mrﬁﬂr |

Yes. MIW\‘.MI& FCC is leaving the final decision to state

m:m.ﬂlldmiy its position that, if all of the factors are considered

the 11:25% was adopted. One cluar indication of this is the significant decline

it ri:ciu, the net cost of capital has declined from the time

mmmmh FCC's Rate Represcription Order adopted in
September of 1990 which I have discussed in my dircet testimony. In its May
8 Order regarding universal service at paragraph 250.(4), the FCC stated that
“[t}he reduction mlllﬁ nnﬂ of borrowing caused the Common Carrier Bureau
thmmumwhﬂhﬂﬁm:unmﬁyww
11.25 percent rate of retum is 100 high given the current marketplace cost of
equity and debt.”
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IN m REBUTTAL TESTIMONIES, DR. BILLINGSLEY HAS
m YOUR ESTIMATION OF THE COST OF DEBT. 1S DR.
mmcm CORRECT THAT NETWORK ELEMENTS WOULD
ONLY BEMED WITH LONG-TERM DEBT?
WJ‘MMMMW van-d expected economic lives, not all of
wl_ﬁfhn mumly long-term. In addition, the network element leasing
m@h}mm would be financed using a variety of sources
ﬂm pr Bilhna:ltyuuuldbehlrd pru-.u-d 10 name any companies

ﬁnh nwlmh mm@-km deb

mmm IETHJSTIIUE"

Hm mm&m of equity applicable to an investor, the investor
mﬂlllliﬂlhevdllgﬂqmncﬂydmdm As investors normally
receive dividends quarterly, they will reinvest them and get the benefit of

quarterly compounding. In other words, investors cam their cost of equity as
calculated by the quarterly DCF model by reinvesting their cash flows

quarterly. The purpose of this proceeding, however, is to detsrmine the cost of
capital which the telephone operating companies should be allowed. L
-MﬁMWGmtinﬂ companies are able to reinvest their
cash flows on an approximate monthly basis. Consequently, if the

24
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wun allows a rate which is estimated using an annual DCF model, then
 the operating phone company gets an effective raie higher than the allowed rate
m of monthly compounding. This effective rate will in fact exceed the

maulnlhﬂjuina a quarterly DCF basis. Thus, it would ke entirely

e IIHW_:I"-'.? to calculate the DCF cost of equity on a quarterly compounding

basis h;mpm of this proceeding. because this would give the operating

; phomne company the benefit of both quanterly und monthly compounding. If the
: -:,I_:-.-Cm were (o decide that it preferred the quarterly DCF model, then a
£ 'mmadjuﬂm:mimuldhmembemndemmmwﬂuhemﬂtuf

nn. vm WEIDE BELIEVES THAT TELEPHONE HOLDING
Wm LESS RISKY THAN THE BUSINESS OF

Nrmogxmm LEASING. IN PRIOR REBUTTAL
'r:srmomm. DR. BILLINGSLEY BELIEVES THAT YOU HAVE

_ MADE INCONSISTENT ARGUMENTS REGARDING

DIVERSIFICATION IN RELATION TO TELEPHONE HOLDING
COMPANIES. IS THAT THE CASE?
No. In the case of telephone holding companies, engaging in businesses which

: mn'mu:lullr riskier than the network element leasing business will

mmg-mk of the telephone holding company greater than that of the
mmm Overall risk can never fall because of the acquisition
ﬂmmm. This can be illustrated with a simple

23
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proven reserves, you will not make that oil well less risky
L oil drilling in Iraq. Your overall holdings become more

ly riskicr investment. i the context of the

umxm-s RISK PREMIUM ANALYSIS DIFFERS FROM
| Wﬁ mns TO A SIGNIFICANTLY HIGHER COST OF
: Mm mm HOW DO YOU VIEW HIS APPROACH?

| mwmmmmmﬂmmmuﬂmm&mmm
i MNMMMMMW In my analysis, | atterapted to

: Mﬂﬂ&mmhwhﬂm:Mule

thﬁhﬂmy It is clear that Dr, Billingsley has not

 addressed rocent research, particularly that of Blanchard, Siegel and Ross et al.

which indicates that the forward-looking market premium over U.S. Treasury

“bonds is In the 2 1o 5% range, far lower than what Dr. Billingsley estimates.

WMWM&MMIMMMDMrMMWW
m&um premium, including articles in Fortune, The Economist
Ill‘lh I-'CC': lm Rate Represcription Order.
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HAVE WMM OPINIONS REGARDING THE
mmmmm‘ mrnr RISK PREMIUM NOT
mmmm DIRECT TESTIMONY?
Yes. mumm Enterprise Institute stated in the Wall Street
“Allow umwtu nm & hypothesis bout the huge retums posted by the
m&wwwﬁwyﬂn As mutual funds have advertised the
mdmnum:tqni;wm the long: iew, the risk-premium required
w%hhaimm Since Siegel's results suggest that
thtﬁumﬂlk mnﬁ;hlb:nm. this drift downwara— e~d, the

e

wmﬂiﬂh@ﬂsmkmm——mmhom

mmrﬂiwmm
mmmummcxpxm rates of return rather than average
historical rates. Thhmhhcrucillbccuuu with the increased volatility
of interest rates over the past two decades the relative risk of bonds has
increased, thereby lowering risk premiiums 10 a range from 310 § percent.
Mmm mmm premium as the long-run average excess of
m&mmmhunﬁmmﬂ typically obtain a figure in the
rugmw. This historical approach ignores that market risk
mw;&hmﬂﬂﬂ:mnuimmhﬂdwﬁwﬁm

s il

undervaluation.”"

27
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DO YOU HAVE ANY INFORMATION REGARDING THE MARKET
_ RISK PREMIUM USED BY WALL STREET BROKERAGES?

Yes. My staff was able (o obtain the July-end 1998 market risk premium

m‘by.hhn'ﬂ Lynch. As of that time. Merrill Lynch estimated the

mﬁ;ﬂiﬁm over the long-term Treasury vield 1o be 5.07%. This is
HMMM&:! 50% market risk premium over long-term

3 Tmhwg!:l used in my study.

Q.  HOW DOES DR. BILLINGSLEY ARRIVE AT SUCH A HIGH RISK
ﬁ.ﬂm__uﬂmunhmﬁ,a premium by making the same mistake
#ﬁ market that he made for individual companies. That is, he assumes

growth for an infinite period at a ratc exceeding the growth rate of the

wm Had he properly taken account of the fact that growth
“W’M as | do in my direct testimony, he would have arrived at

- lwﬁm:m me re consistent with that which | recommend.

DR. VANDER WEIDE INDICATES IN HIS DIRECT TESTIMONY
THAT THE COST OF CAPITAL 1S FORWARD-LOOKING, HE
STATES FURTHER THAT “FORWARD-LOOKING ECONOMIC
'COST STUDIES ARE PREDICATED ON THE ASSUMPTION THAT
THE mm ALL LOCAL EXCHANGE SERVICES IS FULLY
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_ COMPETITIVE" [VANDER WEIDE DIRECT, PG. 38]. DOES THE

FCC AGREE WITH DR. VANDER WEIDE'S ASSUMPTION?

Al Nn In thﬂlﬂi Order, the FCC states explicitly at paragraph 702 that,

“Based on the current record, we conclude that the currently authorized rate of
rml'nl_ih federal or state level is a reasonable starting point for TELRIC
ulu.ﬂmnu, and incumbent LECs bear the burden of demonstrating with

L".'-f o

. !!g z *!h business ﬂm it Iht\ facein Pm1din‘—-___

vt ad]

' M_n_g;ﬁgmhn services would justify a different risk-

1 e ¥
=X e iy
ol

i E M m services that do not now face significant competition.
- i’! :-‘I‘i_'fal that incumbent LECs are likely 1o face increased risks given the

2. mllinuuuhmeﬁumlnmumduﬂn which generally might warrant

- Hw ﬂﬂ#fﬂlﬂ.lll,hﬂmtcﬂ'm carlier this year, we instituted a

Mum whether the currently authorized federal 11.25

m rate of return is too high given the current marketplace cost of equity

___m On the basis of the current record. we decline to engage in a time-

consuming examination 10 determine a new rate of return, which may well
mhiwhdpwnding. States may adjust the cost of capital if a party
wa on that either a higher or lower level of cost of

M without that commission conducting a “rate-of-retum or

g il I'.'I-Im' ng." We note that the risk-adjusted cost of capital

e e L

or all elements. We intend to re-examine the issue of the

sk cost of capital on an o basis, particularly in

29
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is added] [footnotes omiticd]

I' r none of the above provisions stuted in paragraph 702 which {

hte M&mryirlhcﬂ'{:immkdapfunmpﬂmnfﬂdl

_wlum IN PAR AGRAPH 702) FOR

m THAT THE MARKET FOR NETWORK
ﬁmﬂu FOR PURPOSES OF COST OF CAPITAL

Y, CAN DR. VANDER WEIDE MERELY ASSUME THAT

o ,-.
N -.,.

mmm ELEMENT MARKET—WHICH IS AT THIS TIME A
WWT—HCGMPE‘HTH E?

Fh,h:mt. Dr.thdeeh:“mmad away” the requisite burden of
mof. As Dr, \fﬂechide provides no evidence that the business of network

-.MMMWWWMH.M inappropriate foundational
anmmmm&ym

DID THE FCC IN FACT CONSIDER AND REJEC™ THE

SUMPTION OF FULL COMPETITION?

Yer. Atwqim&merccmwnm it stated that *...USTA's
Mwﬂmmm competitive entry would be

30
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m Themmnhhmpiimorenuymtqmm
ﬁll rdulhc costs associated with sunk investment.”

HERE ANY CONNECTION BETWEEN DR. VANDER WEIDE'S
ETICAL ASSUMPTION OF A FULLY COMPETITIVE

mm Amwmn LOOKING COST OF CAPITAL?
m:m Bmmum of cupital are by Jefinition forward looking. In
_ mmwm the cost of capital of any publicly-traded company
_f_'iucfw,ﬁumukﬂmu for all known risks existing currently and the
_:;_. -Mﬁqﬁbmwﬂdmrclopuim in the future. In the context
it fﬁflpﬁ&ly-mdoﬂ telephone holding company, which owas local exchange
wmm elements, the m.rkct does not hypothetically assume
Mﬁtm gl-:mm leas! ag business will immediately become
| euumeﬂtiw mmmm evidence indicates that facilities competition

uhumiymtwhmhddegmmdmymkeymmdewlopdmmm

_highmﬂ. Instead, thc: market continuously cvaluates real-world information

nm-ummﬂm including those which may arise or increase in the
Mue.m&inwparmlhcﬁﬂ:hmdnfthanmhwimiﬂnthm

eﬂt of clpitnl nl' h t:lephnm holding companies. Consequently, Dr. Vander

Weide has M a hypol!uum[ cost of capital, not a forward-looking
mw ﬂpitli as required for this proceeding.

il
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1 530 mmvm WEIDE DISAGREE WITH YOUR ASSERTION
3
$iEA
5
ﬁ - R
7 5 -MmﬁMm& of GTE beca: e expected future competition is
8 IMMﬂwlﬂllttymmmdMoﬂt&um
9 & '
10 Q. ; WEIDE 1S CORRECT THAT THE MARKET HAS
1 RATED THIS INFORMATION ALREADY, IS THERE ANY
{25 m NMHme ASSUME A FULLY COMPETITIVE
18% & m.mr AND THEREBY USE S&P INDUSTRIALS AS
14 COMPARABLE COMPANIES INSTEAD OF TELEPHONE HOLDING
15 COMPANIES?

16 A Nnum The DCF method for estimating the cost of equity is based

17 uwﬂicuwﬁchmmmmntlmhblemfumtImmﬂ:
18 marketplace.
19535 i S

20 Q.  WHATDID THE rcc !mr SPECIFICALLY WITH REGARD TO THE
20 i ni‘wrw J (PETITION ON THE PROVISION OF UNIVERSAL
22 SERVICE?
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mm:w 250.(4) of the FCC’s May B, 1997 Universal

MMHM&MHWNWTM&&FCCI
hwlwwlbuw It states that:

“Wcrulindlhﬁ.hiﬂ:ﬂnwurm 1996 Act, the level of local service

_ Wm and that this competition might increase the ILECs’

R

mm%mmmmm that may mitigate or offset

any potential increase in the cost of capital associated with additional

¢ ILE s facilities will still be used i
chasing access (o the ILEC’ s unbundled network elements.

Inm&ml“ﬁ#hhudm:mdlimcuthﬂmthclmhﬂmdm

of return. The reduction in the cost of borrowing caused the Common Carrier

ﬁhuhﬂﬁ'immnmmmm authorized
fﬁﬁlﬂlnh of retum iﬂoo !ﬁgh. given the current marketplace cos of equity
Lﬂm.‘feﬁﬂ.mmmﬂﬂupim“m to ensure that it
accurately reflects the market situation for carriers.” [empbasis sdded]

TO THE EXTENT THAT THERE IS RISK INVOLVED IN THE
mm OF ml- SERVICE AS DISCUSSED IN BR.

| vmnwm-smmnm IS THIS ALSO A RISK WHICH

'n!l: mmmclrﬂts AND ACCOUNTS FOR?

Y-.‘
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IS THE USE OF A LARGE, DIVERSE PROXY GROUP LIKE THE
mmm TO ESTIMATE COST OF CAPITAL
m l'l’l’ll HEALWIJRLD FINANCIAL PRACTICE?

No, Aw#mwmmumng the cost of capital is choosing the
cofrect target. Tlumut widd;.m-:plad technique for determining the cost of
capital therefore begins with the capital costs experienced by companies with
ummu- ST Yine of thminess bnder considerstion. 1n this case,
dnuﬁn,ﬁt &smphm identify a group of comp- rable companies (or
MM}MWB similar a< possible to the business of
mmmuﬂ universal service, which is the business for

'Mhmthbﬂudﬂmﬁm

DR. VANDER WEIDE TESTIFIED THAT GTE HAD A VALUE LINE
BETA OF .95, WHICH HE ARGUES JUSTIFIES THE USE OF THE
S&P INDUSTRIALS AS A PROXY FOR ESTIMATING THE LEC'S
COST OF EQUITY. 1S THIS POSITION CONSISTENT WITH PRIOR
ARGUMENTS WHICH HE HAS MADE REGARDING BETAS?

No. In numerous rebuttal testimonies filed in other states, Dr. Vander Weide
has vigorously objected to the use of historical betas computed over a 5-year
ump&h&mtnmmumwmmmmuywm
pmduh:iﬂ' ltllwmlurdhllyﬂmt:mwuﬂls-yﬂhﬂh
Wnnhmlmlelmunafhmmlym. As [ noted in my direct

testimony, BARRA betas are forward-looking and can be used as a check

P 1
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meﬁu If Dr. Vander Weide had instead used the forward-
| . '-  beta of .75 as of December 31, 1997, he would have properly

fed that GTE i actually fr less isky than either the S&P Industrials o
ummm 1 also note that the forward-looking BARRA beta of
m:u-a-m-ma 78 which | estimated for GTE and utilized in my

Iﬂ m m&le TESTIMONIES, DR. VANDER WEIDE
WMTMD\T HCULDING COMPANIES CANNOT
“ 'lm M PROXIES FOR OTHER TELEPHONE HOLDING
mmmmmz ANALYSTS' FORECASTS DO NOT
MTL? ACCOUNT FOR POST-MERGER GROWTH
mcmm STOCK PRICES DO. IS THIS A SOLID
mmr FORNOT USING TELEPHONE HOLDING
mmm AS THE PROXY GROUP?

Hu. Dr. Vander Weide provides no evidence that this is the case. The impact
of anticipated mergers on stock prices is complex. Stock prices can fluctuate
wnﬁduwﬁmﬁm in anticipation of merger benefits, merger detriments
end the probability that the merger will be consummated. Empirical finance
research indicates that the acquiring company in an acquisition or merger
sometimes w which causes the price of the acquiring company to fall.
Tﬁlwlldummﬂ ol'aqu.ﬁw estimates to be 100 high for acquiring
m ﬂﬂ_ﬁ‘h Dr. Vander Weide's premise, which would have an
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Mm In his own S&P Industrial sample, Dr. Vander Weide has
mmmlﬂyﬂa of which, if any, of these companies were going
M#mmmemimmunw When all these
hwlluﬂnummnﬂdmd.ldunm believe that Dr. Vander Weide has offered

orta ‘.;'mhmmwwmm: group.

7. Q mﬂ Bl?MWEIDE‘hDCFCﬂSTﬂF EQUITY ESTIMATE

1
12
13
14
15
16
17
18

19

lmumwmm POINTS 11/GHER THAN YOUR ESTIMATE?
jreads nmimdin regard to Dr. Billingsley's approach, the most

which would causes this difTerence is the incorrect use

'mﬁ*ﬁnﬁmdmagmmhmnnhﬂommy will persist forever

furﬂl#mﬂtmpmm. The fallacy of such growth assumptions is easily
demonstrated. Consider this: if any one of the companies in the S&P group

qm'hmdm-nwnul growth in excess of the market-wide rate of growth
I ﬁﬂ'l‘l. Hhﬁtmm!d eventually grow 1o become the entire

economy, The impossibility of such a result proves that rapidly growing
companies can continue such growth only for a relatively finite period of time,

ot which point their growth must converge with the growth rate of the overall

economy.

22 Q. DR VANDER WEIDE TESTIFIED IN PRIOR STATE REBUTTAL

TESTIMONIES THAT VALUE LINE PROVIDED LONG-RUN




1057

11
12
13
14
15
16
17
18

19

21

B

mmm IN EXCESS OF 5 YEARS WHICH

h.

= '1‘-.-.'- '. U '.
TS el |

Q-

f c\mj"'. et 3] A
W A

mmmm HIS PERPETUAL GROWTH ASSUMPTION,
ﬂ mmm

No. ’Vﬂwhhc dm not provide long-run evowth estimates, which is readily

mmu Value Line reports themselves and which my staff confinmed
vamunr_ Value Line provides § year forecasts, similar to the

mu ortm,ans forecasts

Jlll}l;,‘i' "'-.
"
mmmu CRITICAL "F DR. VANDER WEIDE'S USE OF THE

- L1

AS A COMPARISON GROUP FOR ESTIMATING

THE mnor CAPITAL FOR THE BUSINESS OF LEASING

‘-r

5 mn NETWORK ELEMENTS OR FOR THE PROVISION OF

A

mvmx.mwcn

mmmmw“&m me that the cost of equity capital is
m.mnrm he does not attempt 1o identify a comparable group
mnfm*hhﬂm:lnr risk. Instead the analysis is performed on
& group consisting of virtually all the S&P Industrials, including such diverse
&mumﬂhm oil companies, producers of food and food
ingredients, publishing and entertainment companies and pharmaceutical
giants. Because Dr. Vander Weide's analysis is based on the performance of

' lﬁl::l_ll dustrial mmiu generally rather than a group of comparable

companies, his results are of no relevance to the wholesale telephone business

u‘hpﬂiﬁmduﬂuﬂmu It simply makes no sense to select a
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mmhhmﬁuhmmmrmmiﬂuhulmﬂ
mmﬂhlﬂnmmvmmukly for the purpose of leasing
eme at wholesale. Under his approach, Dr. Vander

W&hmwﬁn !uldﬁ'dmﬂnmiumgndam group of companies
—EWMHH}:H@«:M*mMWWh
w—ﬂﬂlﬂﬂ{MMi
ituﬂnﬁmlmhhghmthawupnrcmm—m telephone
wm——ﬁtmwmuumlmwmﬂwfmlhﬂmﬂuum
hmmumhﬂc At tha; point, we can discuss intelligently
Farence Mamhphme holding company which owns

mmm such as wircless and international ventures — and

: hwhﬁnﬂmm; unbundled network elements and

o \ A
ARE YOU AWARE OF ANY MAJOR COMPANIES THAT USE THE
mmmm.s TO ESTIMATE THEIR COST OF CAPITAL
INSTEAD OF A PROXY GROUP OF COMPANIES PARTICIPATING
IN THE SAME LINE OF BUSINESS?

‘No. And as I have previously noted. Ameritech’s own cost of capital expert

mmlﬂwmmnm which was almost exactly the same
udlﬂlofm holding companics which | have used.

k1]



o

10

125

13
14
15
16
17
I8

19

21

& e

= L|;'|‘"

NT BANKS USE THE S&P INDUSTRIALS AS THE

\BLES FOR TELEPHONE COMPANIES?
brokerage firms and itvestment banks which issue analyst reports
hﬂﬁyﬁwuﬂﬂm holding companies to be the best proxies for the

Wlﬁm company being valued.

b
-~
.r'

jumm m:cn ES THAT THE THEORETICALLY

comc’r ALB‘I'RUC"IU"E 10 BE USED IN COST OF
.cnm\L m:wu SHOULD BE BASED ON MARKET
mlni.”wom MARKET-WEIGHTED WACC

CUL _’mmmmm:urmnmunmn
DE AN ACCURATE ESTIMATE OF THE COST OF
cm.u.,mm NETWORK ELEMENT LEASING BUSINESS?
No. mmmumh-gh Li is critical to emphasize that the

g Wmmmphﬂmmn should be used to determine the cost of

WMM which is clearly understood by all
academics. mﬂmm business is the provision of network
dmnu-nﬂvuu!miu This is a distinctly different, and far less risky

-:'Illllmn Ihlnihwﬂl combined businesses of the publicly-traded GTE

mm:ﬂm S&P industrials. Therefore, I have utilized the
W_WACC estimate for the riskier GTE holding company as the
mn{m WACC range estimate for the network element leasing
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mpo YOU USE A BOOK VALUE CAPITAL STRUCTURE TO

A 'f»f-'s )

| ESTABLISH THE LOWER BOUND OF YOUR WACC ESTIMATE

 I'believe that GTE and other telephone holding companics have not issued

mﬁhﬁnll'adyhincmmd risks entailed in other lines of business such
um h-dimm.llrphonc. interational ventures and paging. As

8 _.ﬂmaum publicly-traded com; .nies involved solely in the business of
o mﬁm leasing, the true market-weighted capital structure for this

=+
e
Ty

'-='-=--Mhummm only be estimated. The purpose for using a
a mwwm{mchmm:mmm; used in traditional rate

ofnlllhlhuismmm.uplmlmmtwﬁchmm
nﬂﬂﬂurllkﬁfthnﬂwkelnmm leasing business, rather than the risk of

telephone holding companies engaged in many riskier businesses. At the time

 that the equity proceeds were recorded on their books at what was then market

m“whﬂmmﬂwﬂﬂ were much more focused on the

' traditional local exchange business. This is mu=% closer to the business of

providing unbundled network elements and universal service when compared
to the various endeavors undertaken by telephone holding companies woday.
Therefore, the book value is used to provide the lower-bound of my range

“estimate. As discussed in my direct testimony, | believe that the midpoint of

the range is the most reasonable WACC cstimate.
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% q. mmm DR. BILLINGSLEY OR DR. VANDER WEIDE

25 mmmwum,n EVIDENCE THAT THE COST OF
30 cm Am.lmw TO THE PROVISION OF NETWORK

40 mmumman SERVICE IS AS HIGH AS THEY

6 A No. Inputhﬂt. neither have been able 1o cogently address the real-world,

7 - / mlmd evidence descr oed in my direct testimony which provides

B *...:mmmﬁmmrmimm:muummum For example, in

9 i hmwwmwﬂmlww* e
1058 {ﬂ-hmﬁmlm““mm““’m”“‘m“m

11 FCC's August 8 Order), Merrill Lynch as part of its faimess opinion performed
12 | lDCFluﬂyﬁlﬁhhﬂmplninusingmﬂmlﬂ%dimnummhthdr

13 telephone company operations. It is notable that this was disclosed in a

14 mmmmmm of a multi-billion dollar merger

15 Mm&mﬂﬂhmhmdlhc officers and directors of both NYNEX
16 lndﬂnﬂm:n&d:rﬂmdmL securities laws with onerous disclosure
17 mlﬂnnﬁndmm}dmcuﬂumn}thul%mmm
18 analyst report dated January 1996 estimated the cost of capital for the regional
19 Beil holding companies (o be 8.6%. Salomon disclosed in that report that it
‘Zﬁ Mbmnm:luwhu for BellSouth, Bell Atlantic and several other

21 mﬂ 5.

22 S m.m rates have dropped dramatically since the FCC

23
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1 mmwlmmnumba 1997 as a rough guide implies « ]
2% '::;wwol'eqiul of 8.21% (1 1.25% minus 3.04%).

3 l Cansequently, | see no real-world ¢vidence indicating that a

4 W cost of capital posited 10 be hundreds of hesis points higher by Dr, |
S Dilingaley oo Dr. Vander Wekde is anything close 1 the true cout of capial for

6 iis @uuH-aMMclmumummﬂ
9 Q.  DOESTHATCONCLUDE YOUR PRESENT TESTIMONY?
10 A i'f-.ldn.

y T

'umdmlwmmmwwnmmmm-

i D-uhi. m for Investment and Corporate Finance, John Wiley and Sons,
New York, 1994, p.

'nu.mm-m.

’M,p.ﬂ.l‘ﬂ\'l
* Coli Them On lt! 4 Questions the Long-Distance Companies Don’t Want You To Ask®, Uaked States
Telephone Association.

’mmuﬁw would continue 10 hold If one alternatively essumed that
BeliSouth and GTE were equally efficient and competitive, and that the market became much more
MHHH”demmm

d ﬂnmasmmn 1997, p. 60, a2 13 |
'hhnhﬂﬁ#h&-ﬁhm@.u “pristine theary”. !
'm.nmmmuu:wm 1996 Yearbook, Chicage, pg. 148. |
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s Rebutal Exhibit JH.4

Mdmm Growth Forecasts
mmmwmmm Wireless Companies

i g v IBES 5-yr eamings
A growth forecast
Jan-98

~ Ameritech 8.14%
~ BeliSouth 8.11%
9.64%
 USWest 4.62%
LTE 0.86%
17.00%
8.93%
6.50%

2

™

8.41%

>

11 Alrtouch ' 34.88%
MTEL  Mobile Telecom 24.33%
NXTL  Nextel Communications 32.50%
USM U S Celiular 26.63%

Mkt-Wid Average: 33.28% 1

{*memc-nuﬂrmcm paging and
“mmmwwmm
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