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1 1. Q. Please states for the record,, your nam^ position^ and badcgrotmd. 

Z 

3 A. My name is Stephen R^Chaney. I am employed as a financial Anaiystin 

4- the Performance Analysis Division,. Utilities D^artmgtt o£ iixe Public 

5 Utilities Cbmnussion of Ohio, ISO Hast Broad Street^ Columbus,^ Ohio, 

6 43266-0573. 

7 

3 thave recoved a Badhdor of Sdence Degree in Qvil Engineering:ficont 

9 Purdue Uruversity in December,̂  1978, and aMaster's Degree in Qty and 

xa * Regional Plannxng' ^oot Ohio State University iit December^ 1981. T 

tL ha:^^ been employed by the Ptiblic Utillides Commission of Ohio since 

IZ Tantrary 198Z 

13' 

14- Z. Q; What:is thepigposfeof your testimony in drigproceedhagr 

16 A. Itisthepurposeofmytestxmonyinthisproceedin^toupdatediecostof 

IT capital determination contained in die Sia£^ R^or t of Investigation: and 

18 ta respond to objections to the Sia£ER^ort of Investigation that relate to 

19- the rate of retum issue In the body of my testimony, T will address 

20 objections of the Applicant-number t a through e, objections of the OCC 

21 numbers 50 through- 55, objections of the DCC Coalition ntunbers 1 

2Z through 3, objection of Time Warner Access rannber 2̂  objectioa of t he 

23 American Assodation of Ketxred People mmiber 6, and objectioit of the 

Z4- Hegal Aid Society of Dayton numba'41. 



f: t 3. Or Does your testimony address any issues regarding the embedded costs of 

Z long-tenn dd)t and preferred stodc? 

3̂  

4sr A. Nbr objections regarding embedded costs were not tiled. 

5 

6: 4x, Qs- Does your recommendation in this testimony contain a recommended 

7 point within die rate of retum range. 

8: 

9 A^ No. Tlie purpose of my recommendation is to present an accurate 

10* estimate of die Appiicantfs cost of capitaL The Sta^s analysis was 

t t oonducted soldy with, regard to cost of capitaL issties.- The StafE believes 

IZ dtat all points within the range are reasonable estimates of die, 

IS Apglicants cost of capita^ and any dedsion a^ ta what rate of retunt 

V ^ Siiould be grmned^ witfaia tfaerang^ mustneoessarily bebased on factorg 

TS othftTthan cosfcof capitaL 

Ifr 

IT ^ Qr H n r did the Staff detennine its recommendation of a fairandreasonable 

IB rateof rettnn forthe Applicant? 

19 

20 A. Tlie Sia^ calculated the rate of retum based on a cost of capital approach. 

.21 This methodology taiees into accotmt the amounts and costs of long-term 

2Z debt, preferred stock,, and common equity. The cost of capital as 

23* determined by the Staff appears in Table 1, below. 
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TABLEl 

StafPs OveraU Kate of Retum-Kecommendation 
Ameritech and SuiKxdiaries 

December31,1993 
^Pf?n?^inTh7np^«> 

Amount 
%of 

Total %Cost[ 

Lon^TezmDebt 
Cbmmon £c[uity 

Total 

$ 3311,423 32J^%- 7.37% 
7.844.635 673Q% 120)9-13.11% 

$11,6564S8 10000% 

% Weighted 
Cost 

2.41% 
8.14-8.82% 

10.55-11:23% 

6^ Or How- were the costs and amounts of long*tsrm. dd^t and prefened stodc 

determined? 

A. T&e Costs and amotints of lon^-tenn debt and preferred stock were 

determined ^mn art update to December 3lr 1993 of Applicanlfs 

SdiedtilesD^ and D-4 of die Standard HlutgrKequirements. Bbtitthe 

amount and annual inteiest cost for long-term, debt^ as of December 31^ 

1993r are $3,811,423,250 and $280^77424, respectively. This results in an 

embedded cost of long-tenn d^Tt of 727%. The. Applicant has no balance 

of preferred equity as of December 31,1993. 

71 Q. How was the amount'of common equity determined? 

A* The amount of common equity is the balance from December 3T,. 1993 of 

$7,844,635,000. 

8.. Q. How did the Staff determine the common equity investor's required 

return? 



1 A. The Staff used die discounted cash flow (DCF) metiiodology to 

Z determine the cost of equity capitaL (requiredretum) to Amentechand 

3 Subsidiaries. The DCP method recognizes that investors must be 

4 compensated for foregoing the present use of incomeL Iztvestors 

5 purchase stock with the expectation of receipt of fntnre dividends:. Tlie 

6 price an investor is willing to pay is equal to die present value of 

T expected future dividends.. 

(H-k) ( t+kf (l-Hk)' SfCl+k)' 

TO: 

t t Wherer 

IZ F» 3t coxxentpriceofthestodc 

f IS- Vt »e9^ecieddxvidemisriittheyeert 

^ t 4 BC » diisGount rate (required r^xum) 

15 

TJ6 W the expected dividoid growtit rate caic be represented by g: then 

IT equation (T) becomes: 

18 

19 (2) k=.2i+g 
i o 

20 

21 " Where: 

2Z k^'discountrateOreqidredretum}oroo5tofcapitaL 

23 g: » expected growdt rate in dividends 

Z4 

/ 25 That is, the cost of capital (stockholders* required return) is die sum of 
V 

26 the dividend yield and the expected growth rate 



t As Diis not Imown ahead of time,. Dt ^ D» (1-f^ is substitutedr 

3 k^Bdi i^^g 
Po 

4-

5 9. Or Why did die Staff use dte discounted cash tiowr (DCF) methodology to 

6 -determine the cost of equity capital? -

T 

S A^ The Staff views the DCF approach as an appropriate basis for the 

9 determination of the cost of capitaL becatise it is consistent witit die 

10 StafPs effort to pnMnoteeamoimepffinfmryhtaregalatedeBviioiunetttL 

Tt The Staff believes that regulatory authorities mtist function as a 

IZ substitute for competitive market fbr^s and believes that achievement 

15 of economic effidency is bwipftcial to both die tztilitycompaxiy and die 

1^ consumers. 

15" 

16 The DCF approach is consistent with economic effidenqr because i t 

IT equates the''required'' return of die eqmty investor (or cost of capital to 

18 the company)' to î diat can be earned on new additional investment in 

19 dte competitive marketplace. 

20 

21 Consider an investorwho has purchased and holds one share of public 

2Z utility stock- He has done so because his "required"" retmn for his saving 

23 sacritice is equal to tiie expected rettim he will receive by holding- the 

24 stock. 

25 

26 If the investor observes that the expected retum from die public utility 

27 stock is less than: (1) the expected retum from shares of unregulated 



K t companies of comparal^ nsk^ and/ar (2) tiie retum tiiat can be earned 

Z on new direct (physical) investment of comparable risk, then he will sell 

3 his share of die public utility stodc. and aitiierpurdiase tiie shares of die 

4 tmregulated companies or engage in direct investment! 

5. 

6 Asstune now that many investors act in the same rationaL way. The 

7 selling of tiie pidslic utility stodc will reduce its price and therefore 

8 mcrease die expected return up to the point where it is equal to tiie 

9 rettnn of tiie comparable unregtilated oompardes and/or to the retunt of 

10 die new additional dixect investment: 

IZ '•' 

IZ The exact opposite movement will occur if the expected retum from a 

13 public util i^ stock is higher than the expected retunt tiront stodc of 

( X4 comparable tmregulated companies;. 

"̂  15 

16- Thermore, die "required'̂  retum or cost of csqntaL dezived by using: the 

IT DCF approach is equal to die oost of eqtuQr capital of unregulated 

IS companies of comparable risk and the retum on additional direct 

19- investments of cc^parable risk It is thtis consistent with the prindples 

20 of economic/^mdenty and commensurate with retunvs on investment 

21 in other enter^ris^bearing corresponding risks. 

2Z 

23 10. Q. Hbwdid theSiaff apply the DCF mediodoiogytoaniveatacostof equity 

24 recommendation in tiie case of the Applicant? 

25 

26 A. The Staff used a discounted cash flow (DCF) analysis to estimate the cost 

}• 2 T of common equity to the Applicant The StafPs customary and preferred 



t mediod of analysis is to apply the DCF methodofogy to the Applicant's 

Z common stock, or, if the Applicant is a subsidiary, to that of the parent 

3 company. A secondary method of analysis, applying the DCF 

4 methodology to a comparable group of companies,, is also often 

5 e^nployed. 

6 

7 hr the present case, efforts to establish reasonable and meaningful 

8 estimates of the Applicants cost of equity tiiroi^ a DCF analysis of 

9 Ameritech's common stock were not, at the time of the Staff Report, 

10 soocessfoL The update of die Ameritech-only DCF is more meairingfid, 

TX Altiiou^ aspects remain proUematic t h e "dassicf DCF model utilizes 

IZ a. company's retention ratio and earned retum on equity to compute a 

13 sustainable growtit rate>. a spedticatioit usually referred to as tiie '*B 

T4- times HT approach., The tive^rear "BxR*̂  for Ameritedt is 536%.. The 

I S Jtily 1993 to June 1994 average of Ameritech^s stodcprice,. togedierwitit 

IS tixe dividend over the period produces a dividend yield of 470%, which, 

17* when combined witit dte "BxRT growtit rate^ results m. a cost of equity 

IB estimate of 10.3T%. Value tine projects earnings per share forward to 

19 the 1997-99 time frame at $415, while 1994 earnings per share are 

20 expected to be $Z55. Using the midpoint of 1998, this unplies a 1Z18% 

21 ojmpotmd aimual gsowth rate and a 1745% estimate of tiie cost of 

2Z equity. The equivalent estimate in the Staff Keport is 9.66%. The Staff 

23 believes this Illustrates tiie problem of relying; in certain situations, 

24 uport earnings estimates by tinandal analysts, parttcularly when applied 

25 to a single company. For groups of companies, however, the earnings 

26 estimates are less volatile^ as statistical distortions are likely to be 

27 offsetting, at least to some degree. 



t A group of telephone companies witii a substantial orientation towards 

Z provision of local service would be usefol in cost of equity analysis. The 

3 Staff utlUzed the Telecommunications CompuStat data base to screen for 

4 a. group of companies for a comparable DCF analysis. The selection 

5 criteria required companies to be located m. the continental' United 

6 States, have publidy traded common stock, and have local service 

7 operating revenues.. An additional selection criterion was that Value 

3 t i n e information be available for the company. Besides Ameritech, 

9 fifteen compaiues met these crxt^ia,. and Value l i ne reports w ^ e 

TO examined for these companies^ Front tins examination,, the Staff 

t t conduded that tixe busmess activities or market situation of four of these 

IZ companies indicated that tiieir indusion in a comparable group would 

13 b e inappropriate. The exduded companies were Century T^L^hone,-

t4r trncoln Telecommunications,. Sprint Corporation,, and T e ^ h o n e $c 

IS DataSystems-

IS 

IT The basic sdectxon criteria being a substantial orientation towards local 

18 service, the Sta^ believes this to be an adequate method for comparable 

19̂  group selection. However, additional explidt criteria can be applied, 

20 with the resultant selection of the same group. These criteria are, a 

2t Standard & Poor's senior debt rating of BBB+- or better, total operating 

2Z revenues and sales of greater than $200 million, a ratio of local service 

23 operating revenues to total telephone operating revenues between 

Z4 twenty and sixty percent, and local service operating revenues greater 

25 tiian toU service operating revenues. No compar^le group is periect, 

26 bu t the Staff believes that the selected group of Ameritech and deven 

8 



1 its derivation front a dividend growth estimate. The Vahie line 

Z prospective ''BxR,'* derived from the projected EPS, DPS, and return on 

3 equity in the '"97-'99" column, results in ait equity estimate of 1Z43%. 

4 Analysis of Value line points to an estimated cost of equity of about 

5 1Z35*. 

6 

7 The Institutionai Brokers Estimate- Survey (IBES) earnings growtit 

8 estixnates result in an cost of equity estimate of 1ZQ4% for the 

9 comparable group. Zacks Corporate Earnings Estimator earnings 

10 estixnates-result hr a 1Z69% equity cost estimate^ Ustog-1989 to 1993 

t t a:o!erage "BxRs,"̂  computed front CbmpuStat dain,. results ut art 

IZ unreasonable 7.Z4% equity cost estimate. Together witit Value Line, 

13 iheseestiixtators iinply anestimatedcostof equity of aboutlZ35%. 

V. X4tr 

TS Acoordingto CbmpuStat data^ die comparable group's earnings available 

16 for common (before extraordinary items) were 1Z^% of average 

XT common equity over the years 1989 th rou^ 1993. However, during'this 

18 same period, overall interest rates and costs of capital have &dlen 

19 considerably. Moody's Aa rated public utility bonds average annual 

20 yields were 9.55%, 9.64%, 9.09%, 8.54%, and 7.44% for 1989, 1990, 1991, 

21 1992, and 1993 respectivdy. Thus, over the interval that the comparable 

2Z group was earning-12.5% on equity, Aa bond rates were approximately 

23 3.85%. As of middle May of 1994, their yield was approxtmatdy 8.33%, 

24 over fifty basis points lower. Ihmiddle August of 1993, after years of a 

25 steady downward trend, Aa bond rates took a dive hrom about 7.25% to 

26 about 6.80%, and then reversed direction to begm. what has been a steady 

27 upward trend. The earned returns have fallen" dramatically from 142% 

10 



( 

t other companies represents the best tradeoff between similarity to 

Z Ameritedt and an adequate grot^ size for purposes of analysis. 

3 

4 A, number of tinandal estimates and statistics, drawn from tiie Value 

5 t ine reports and the CompuStat data'base, are presented in Exhibit SRC-1 

6 for Ameritech and the remaining IX companies which constitute the 

T comparable group utfH7f*d in the Staff s analysis. The anient yields are 

B derived from Value line and CompuStat data* TheEPS and DPS growth 

9 rates identified as "VtEG*̂  and "VLDG"*̂  are the calculated compound 

TO annual growtit rates front the 1994 esthnate to die estimate for the 1997** 

t t 99̂  time frame, evaluated at the midpoxnt of 1998. * The growth rates 

IZ xdentiEed as "Box" are the rates reported in the Annual lUtes box, as 

13 ":&t;d '90-'9Z to •97-99,'" and r^resent a Icmger perspective. These "BoxT 

Y t 4 ^owthratesproducecostofequiiyestixnaiesof 13.23% and S.79%w The 

15 DBS'estimate produces a low equity estimate of 8.79%, because^ as witit 

X6 current growth estimates, in general, it is biased downward for DCF 

XT application. The increasing future earnings of the past few years for 

18 these companies has led to a general medium t^m dividend growth 

19 estimate bias downward, given the comparatively greater inertia of 

20 dividends to earning. 

Zt 

2Z The "VLEG** and "VLDG" growth rates produce cost of equity estimates 

23 of 15.04% and 9.8Z%, which is low and resultant from, a dowirwacd biased 

24 growth estimate The 1988 to 1993 historic Value tine growtii rates 

25 result in cost of equity estimates of 5.64% for earnings and 9.70% for 

f 26 dividends. The 5.64% estimate should be dismissed as it is inconsistent 

27 with current costs of capital. The 9.70% estimate is low, consistent with 
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for 1992, witii a 13.8% average for 1988 tiurough 1992, to 7.9% for 1993. 

Botii bond yidds and earned returns seem to have become less stable 

Another consideration is the reladvely short time range of EPS 

projections (generally no more than tive years), as compared with the 

"expected growth rate" of the DCF model, whidt assumes an infinite 

horizoiu If earnings growtit is expected to stgnificantiy accelerate after 

the projection period, tiie use of tile EPS projections will understate tiie 

true expected growth rate and produce a cost of equity estimate with a 

<^nvnward bias, tt has been argued that the growtit of eanungs from-

oelhxiartechnologyr^Tresentsanmstanceof this type of bias. The Staff 

recognizes the validity of this consideration, in that significant e a m i i ^ 

growth can be expected frosxt cellular technology, but believes that some 

oftins growtii is alr^uiy captured ixt tiie eanungs estimates of die period. 

Also, care must be made to distinguish between absolute growtit and 

growth rates. S&P's projections of increasing ntunbers of rpllular 

subscribers also show a dedining growtii rate to this inoease S&P also 

projects a decline in the monthly revenues per subscriber; as the industry 

extends Its penetration of the mass market 

tastiy, the Staff has aiso considered the question of the various classes of 

risk facing the Applicant and companies in the comparable group. 

Under the conditions preseitt in the tdeconununications industry, a ^ i r 

and reasonable retum on capital employed in the public service may be 

different than the overall cost of capital to a company. It cannot be 

denied tiiat the risk element has increased for providing local exchange 

and other services whose rates are subject to regulatory authority. 

11 



I However, telecommunications companies are investing in many 

Z services, activities, and technologies for which a very high degree of 

3 uncertainty exists regarding future profitability. The Staff believes tiiat 

4 tixe provision of those services whose rates are subject to regulatory 

5 . authority is a less risky undertaking than otiter activities, and titat the 

6 capital so employed is subject to less risk than die average level of risk 

7 6u3xig the company. Becauseof the StafPs cost of capital ^>proadt. Staff 

8 recommendations have refiected, to a Ifmifpd extent, some costs of 

9 capital assodated with non-regulated or non-utility opsations. This is 

TO unavoidafoie>aiuiisnotaUowedtoie£EiectQnas^mficantportxostoftiie 

I t Staff rate of retunt recommendations. This case* is no dx^rent. 

IZ CZbnsideration of die tmcertainty associated with this issue, allows for an 

13 appropriate equity remmmendation for a regulated enterprise^ Future^ 

14- as^ well as, present involvement in competitive enterprise is taken into 

15 account 

m 
IT Based upon the considerations discussed above^ the Staff believes that a 

18 fair and reasonable retum on common equity is between 11.85% and 

19 1Z85%. To provide for this retum allowance must be made for issuance 

20 and other costs, as shown on Table 2, resulting in an adjustment factor of 

21 L02029: Appiyingtinsfactor to the baseline cost of common equity range 

2Z results in a recommendation of 1Z09% to 13.11%. 

12 
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11. Q. Has the Staff changed the cost of common eqtdty used m tiie Staff 

Report? 

A. Yes, the Staff's recommaided common equity cost now reflects twdve 

month averse stodc prices for July 1993 tiiroug^ June 1994,. ratixerthair 

Tanuary 1993 through December 1993 as used in ttie Staff KeportL The 

declared dividend over die last four quarters is updated to reflect the 

second quarter of 1994. Zacks and IBES were t^dated to Jtmeestimates. 

The Value Line issued April 15,1994 is referenced (see Attachmax^. The 

adjustment for eqniqr issuance costs now reflects rpfalnffrf <»flmings and 

total common: equity balances as of December 3T, 19^^ The ac^ustinent 

^ctor is no\^Xo2029% rather than theX02094% ixt the Staff Keport (see 

Table 2). The resultant Staff-recommended cost of commoxc equity 

rax^, incorporatedin TabA&l„ isJ3::^% to ^ 0 1 % . 

TABLEZ 

Ameritedt and Subsidiaries 
Adjustment for Ei:pnty Issuance Costs 

December 31,1993 
(Dollars in Thousands) 

(1) Retained Earnings 

0) Total Common Equity 

(3) Ratio of (1) to (^ 

(4) ExtemalEiquityRatio, w [L0-(3)] 

(5) (Generic Issuance Cost; f 

(6) Net Adjustment Factor (w/(l-f)) -K (1-w) 

(7) Low End Equity Cost [11.85% x (6)1 

(8) mgh End Equity Cost [1Z85% x (6)] 

S 3,455200 

$ 7,844435 

Q.44047 

055953 

3.50% 

-L02029 

1Z09% 

13.11% 

13 



I IZ. Q. Why does the Staff reoommend a cost of equity rate range? 

Z 

3 A.. The Staff recognizes an unavoidable tradeoff between certainty and 

4 usefulness. On one hand,, one could estimate ihe Applicant's cost of 

5 equity with a moreHhan-suffident degree of certainty to be witixio. a 

6 range of, possibly, four-htmdred basis points. A four-hundred basis 

7 point range is not- however, very txsefid or informative for equity cost 

8- detenxiination. 

9 

10 13^ Of What axe common stock issuance costs? 

t t 

IZ A. Issuance costs indude expenditures made directiy by the company 

13 issuing stock, for the purpose of issuing stock. Some of tliese 

V 14- expenditixres wotiid b e for fflingr witir t h e S E C accountings legal 

1 5 r^iesentatfon,. printing; and exchange listing:. Issuance costs also 

16 indude the underwriting spread, wiiidt is not aa mcpettditure for the 

17̂  issuing company. Basically, t he underwriting spread is the difference 

18 between die proceeds to the company and the price paid by the primary 

19 purchasers of an issue Issuance costs are die difference between die 

20 amount paid by the primary purchasers and the net proceeds, which is 

2X tile amount avail^lefor investment by tiie company. 

2Z 

23 14w Or Ase you aware of any empirical measurement of the magnitude of 

24 issuance costs? 

25 

/ 26 A. Yes, published studies have provided some meastnrement of the 

27 magnitude of underwriter spread relative to issue size. A study by 

14 



; V 

t Bonm and Malley (I) finds that underwriter spreads average Z93% of 

Z "initial price" for competitive bids brought by electric utilities. Logue 

3 and Jarrow (2) examined spreads for large utilities. They found 

4 magnitudes of 3.011% of offering- price for comp^itive- registered issues* 

5 Hnnerty (3) found an average spread of 334% of offering- price (or 

6 "dosing price prior to offamig") for electric utility issues. Pettway (4) 

7 foimd an average cost of 3.6580% for competitively bid issues by electric 

8 utilities, not only for underwriter spread but also for direct issuance 

9 expenditures. Bonm and Malley (1) fotmd dectric utxliiies paid 0.09% to 

10' 3:X% of 'Initial pxicev" witii axt average of 0.4% for dtect issuanoe costs 

t t alone Based on these studies, a. reasonable estimate of underwriter 

IZ spread would be 3.0% of the offering'price, and a reasonable estimate of 

13 underwriter spread togetixerwithdirectissuanceoostswouid be 3.5%. ht 

. t 4 its generic detenniziatxoxt of cost of comxxxozt equity for public txtilitxes 

15 issued January 3r 1990, the Federal Biergy Regulatory Cbxnxnission 

16 adopted 3.18% as the percent issuance costs areof total common equity. 

XT 

18 15. Q. Why is an adjustment for issuance cost necessary? 

19 

20 A. The cost of issuance is properly spread over the life of the stock issue. As 

21 long- as stock has been issued, an equity adjustment is necessary. It does 

2Z not matter what future financing plans have been prepared. The 

23 investor requires a full retum as long as the investor owns the stock 

24 The company issuing new equity, mitially receives funds in the amount 

25 of die equity issued. The amountof equity issued less the issuance cost is 

26 tile amount available to the company for investment, yet the investor is, 

27 as required, paid a return on the full amount of investment A greater 

15 



: t retum, therefore, must be earned on the lesser amount that can be 

Z invested. This is made possible by tiie Staffs adjustxnent to the baseline 

3 costof equity. 

4; 

T 16.. Q. Should an adjustment be made to the cost of equity to reflect dilution o r 

6 price pressure? 

7 

8 A.. N o . The investors pay the pid)lic o^ering piice^ which reflects any 

9 dilution e ^ c t The investors require a retum on tixe amountthey have 

xa invested,, not die amount that tiieir investmestt would have ffntailftd 

t t had they been able to buy shares at market price prior to any public 

IZ axmouncement of stock issuance. 

13 

t4r IT: Q. Why has die Staff applied its eqmtyisstxance adjustment to thecommoa 

15 equi^ balance-less retained eandx^? 

16 

17~ A . Consider a company a t tiie stage of its initial public offering and later. -

IB The funds collected through the mitial public offering are used to 

19 finance company operations. The earnings from company operations 

20 that are not paid in dividends are retained and are available to fund 

21 further-operations. ^Retained earnings that are reinvested in company 

2Z operations earn a retiu^n for the initial investor. As long company 

23 operations continue to grow, r^nvested ftmds that are. not paid as 

24 dividends wiE compound over the life of the company, eniiandng^ the 

25 value of investors' holdings. The cost of issuance associated with the 

26 initial ptiblic offering is money paid by investors on which die company 

27 cannot earn a return. But as the company accumulates retained 

16 



t earnings, the proportion of investors capital that is not. available for 

Z company operations is reduced. In this way, it becomes easier for the 

3 company to meet or exceed the returns required by initial investors. 

4r 

5 Subsequent stock offerings are subject to the same sequence. A fractioxi 

6 of invested ftmds, issuance expense, cannot earn a rettim. The 

T difference, total investment less issuance, is equity and is available for 

3 company operations. As retained earnings accumulate; die proportion 

9 ofinvestedci^taLthatcan earn a retum increases. By applying its equity 

10 issuance adjustment to the coxxunon equity balance less retained 

t t eaxiungs, the Staff allows a premium to be earned to compensate for 

IZ invested ftmds the company could not comnut to operations^ but does 

13 not apply that premium to retained earnings, whidt are available in 

\ 1^ their entirety for rdnvestment. As the proportion of investment which 

15 cart earn a retum increases, the adjustment rommensurately decreases. 

16 Retained earnings increases the available pool of capital, but issuance 

17" expense, whidi is not available to the company, increases oidy with new 

18 stock issuance. The adjustment mcreases commensuratdy with the 

19 occurrence of new stock issuance, by virtue of the retained eanungs 

20 proportion of equity decreasing. 

21 -

2Z The Applicant's implied argument that the proportion of funds not 

23 available wotdd remain the same, over the years, as the proportion oi 

24 the issuance cost to the initial funds raised publidy, would be true only 

25 m. the Essence of an adjustment With an adjustxnent, the full retum is 

[ 26 earned in the first and every year. Although a portion of the initial 

27' investment is absent and always remains absent, the money the absent 

17 



1 portion would have eamed goes into the pool of available fends every 
t . • 

Z year by virtue of the adjustment The money attained by virtue of the 

3 adjustment is compounded in subsequent years. Because only the 

4 nominal amount of the issuance cost is not available, its deleterious 

5 effect on eanungs decreases over the years in line witix the decrease ixt 

6 ^hie adjustment 

r 
8- IS* Q. Arethe current DCF estimates for Ameritedt useful for DCF analysis? 

9̂  

10 A . Currently/.tixeseestimatesmaybeuseftiL At tiie time of tiie Saffi Keport;. 

Xt the average DCF estimate for Ameritedt was 10.04%v At present the 

IZ average is 1ZZ1%. The Staff uses coxnparable group DCF equity estimates 

13 in: its DCF analysis,, and not Ameritedt alon^ because the results for 

XAf Ameritech are too volatile over txine„ and a group is likely to produce 

15 sigxuficantiy less volatile results^ 

16 

XT 19^ Q, Why does tiie Staff not apply a quarteriy DCF formulation? 

IS 

19- A. Were the Staff to apply a quarterly DCIF, it would also account for tiie 

20 affect of monthly receipts, which the Staff believes wouid counteract the 

21 effect of quarterly dividends on the cost of equity. 

2Z 

23 20* Q. Whatis theresuitofCAPM analysis? 

24 

25 A. The average 30 year Treasury bond yields over the past three, six, nine, 

26 and twelve months are 726%, 6.96%, 6.69%, and 6.60%. These average to 

27 6.90%. Adding to that the product of the .75 beta for Ameritech and the 

18 



\ 1 7.Z% premium of total equity returns over 20 year Treasury yields, 

Z restdts in an cost of equity estimate of 1Z30%. The average difference 

3 over the last year between 30 year and 20 year Treastary yields is .513%. 

4 Subtracting half tiiat difference from the 1Z30% equity estimate, to 

5 account for use of the 20 year premium with the 30 year yield, by 

6 interpolation, restdts in a corrected estunate of 1Z04%. Adding .25% for 

7 issuance cost brings the estimate to 12.29%, whidt is witiiin the Staffs 

S recommended rai^e. 

10 21* Q. Why are b n g teen yxeidscQirecdy used for CAPM analysis? 

I t 

IZ A* Equity investments are, by nature, long term investments, regardless of 

/ 13 tixe investor's horizon* Short term investors accept t he possibility of 

\ ^ t 4 price losses, when the market devalues a. s tod^ uc anticipatioEt of 

15 conditions o r events t h o u ^ t to occur after the short temt horizon. 

16 Equity investors accept risks assodated with dxanges in inflation and 

IT interest rates tiiatmay occur in the long term. Short tenn 3aelds would 

18 improperiy omit much of the effect of tiiese risks on the CAPM eqtdty 

19 estimate 

20 

21 2Z Q. Is the cost of equity aitered by alternative regulation provisions? 

2Z 

23 A* Possibly. The regulatory cUmate tiirou^iout the. country, over the last 

24 few years, has changed Alternative regulation for tdephone companies 

25 has been unplemented across the country. As such, market prices wouid 

'̂  26 reflect alternative regulation. No explidt cost of equity adjustment 

27 should be made, therefore, to compensate for an alternative regulation 

19 
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1 effects regardless of wliat the proper magnitude and direction of such an 

Z e^ctwould be. 

3 

4 23- Q. Would you respond to AARP objection number 6.7 

5 ' . 

6 A* Yes. The Staff are using a parent-consolidated capital structure,, wh id t 

7 incorporates the capital structures of all Ameritech sidisxdiazies. These 

8 subsidiary capital structures would b e incorporated whetixer tiiey axe 

9 h i ^ - e q u i ^ o r low-equity. The argument made i n the objection that t he 

TO capital structure is,, "m^proprxate to tiie extent that i t supports lower 

IX cost capital structures (greater debt) ixt the Ameritech non-LEC 

IZ subsidiaries," would apply to a stand alone capital structure. It is not, 

13 howeverv an. argument titat is pertinent to this case;, as Staff uses a 

r t 4 parent-consolidated capitaL stnxcttne. 

15 

IB Z4̂  Q* Does this condude your testimony? 

17" 

18 A. Yes, it does. 

20 
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