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. Q

Please state, for the record, your name, position, and background.

A. My name is Stephen R. Chaney. I am employed as a Financial Analystin

the Performance Analysis Division, Utilities Department of the Public
Utilities Commissiont of Chio, 180 East Broad Street; Columbus, Ohio,
43266-0573.

L have received a Bachelor of Science Degree in Civil Engineering from
Purdue University in December, 1978, and a Master's Degree in City and
Regional Planning front Ohio State University in December, 1981. I
have been employed by the Public Utilities Commssxon of Qhio since
January, 1982

What is the pirpose:of your-testimony in this proceeding?

Itis the purpose of my testimony-in this proceeding to update the costof
capital determination contained in the Staff Report of Investigation and.

- to respond to objections to the Staff Repart of Investigation that relate to

the rate of return issue. In the body of my testimony, I will address
objections of the Applicant mamber 2 a through e, objections of the OCC
numbers 50 through- 55, objections of the IXC Coalition numbers 1
through 3, objection of Time Warner Access number 2, objection of the
American Association of Retired People number 6, and objection: of the
Legal Aid Sodiety of Dayton number-41. ) |
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3. Q Does your testimony address any issues regarding the embedded costs of

5.

Q.

Q

long-term debt and preferred stock?
No; objections regarding embedded costs were not filed.

Does your recommendation in this testimony contain a-rem:hmended.
point within the rate of return range.

No. The purpose of my recommendation is to present an accurate
estimate of the Applicant's cost of capital. The. Staff's analysis was
condiacted: solely with regard. to cost of capital issues. The Staf believes
‘that all points within the range are reasonable estimates of the
Applicant's cost of capital, and any" decision as to what rate of return
other than costof capital.

How- did the Staff determine its recommendation of a fair and reasonable

- rate of return for the Appiicant?

The Staff calculated the rate of return based on a cost of capital approach.
This methodology takes into account the amounts and costs of long-term
debt, preferred stock, and common equity. The cost of capital as
determined by the Staff appears in Table 1, below.
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6.

8. Q

TABLE 1
Staff's Overall Rate of Returh-Remnumdaﬂon
Ameritech and Subsidiaries
December 31, 1993
—OolasinThousapds)
"  wof | % Weighted.

Long-Term Debt $ 3811423 32.0% 7.37% 241%
Comumon Equity | —L844.835 £730% 12.09-13.11% L14-882%
Total $ 11,656,058 100.00% 10.55-11.23%

How were the costs and amounts of long-ternx debt and. preferred stock
determined? | -

The Costs and amounts of long-term debt and preferred stock were
determired from ar update to December 31, 1993 of Applicant's
Schedules D-3 and D~ of the Standard Filing: Requirements. Botkt the
amount and annual interest cost for long-term debt; as of December 31,
1993, are 53,811,423,250 and. $280,975,624, respectively. This results in an
embedded cost of long-term: debt of 7.37%. The Applicant has no balance
of preferred equity as of December 31, 1993. |

How was the amount of common equity determined?

. The amount of common equity is the balance from December 31, 1993 of

$7,844,635,000.

How did the Staff determine the common equity investor's reqw.red

return?
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A. The Staff used the discounted cash flow (DCF) methodology to
- determine the cost of equity capital (required return) to Ameritech and

Subsidiaries. The DCF method recognizes that investors must be
compensated for foregoing the present use of income. Investors

_ purchase stock with the expectation of receipt of future dividends. The:

price an investor is willing to pay is equal to the present value of
expected future dividends. '

et

_ D D . De =i De
(1+k) (1+k)° — @+k) FA+k)

D P

ey

Where:

Po ' = curvent price of the stock
De = expected dividends irx the yeart
K = discount rate (required return)

If the expected dividend growth.ratecm:bereprmd.bygthen

‘equation (1) becomes:

@ k-—--]lz—-:-i-g

Where:
k = discount rate (required return) or cost of capital
g = expected growth rate in dividends

That is, the cost of capital (stockholders' required return) is the sum of
the dividend yield and the expected growth rate.
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As D is not known ahead of ime, Dt = Do (1+g) is substituted:

k:i;:_ﬁ.;.g

Why did the Staff use the discounted cash flow (DCF) methodology to

-determine the cost of equity capital? -

The Staff views the DCF approach as an appropriate basis for the
determination of the cost of capital because it is consistent with the
Staffs effort to promote: economic efficiency i a. regulated environment..
'l'he Staff believes that regulatory authorities must function as a
substitute for competitive market forces and believes that achievement
of economic efficiency is beneficial to both the utility company and. the

| consumers..

The DCF approach is consistent with economic efficiency because it
equates the “required” return of the equity investor (or cost of capital to
the company): to what can be earned on new additional investment in
the competitive marketplace.

Consider an investor who has purchased and holds one share of public
utility stock. He has done so because his "required” return for his saving:
sacrifice is equalto the expected returnhewﬂlreomvebyholdmgthe
stock. '

If the investor observes that the expected return from the public utility
stock is less than: (1) the expected return from shares of unregulated
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10.

Q.

companies of comparable risk, and/or (2) the return that can be earned

. on new direct (physical) investment of &mparable risk, then he will seil

his share of the public utility stock and either purchase the shares of the
unregulated companies or engage in direct investment.

Assume now that many investors act in the same rational way: The
selling of the public utility stock will reduce its price and therefore

- increase the expected return up to the point where it is equal to the

return of the comparable unregulated companies and/or to the return of

The exact opposite movement will occur if the expected return from a
public utility stock is higher than the expected return from stock of
comparabie uniregulated companies. |

Therefore, the "required” return or cost of capital derived by using: the:
DCF approach is equal to the cost of equity capifal of unregulated
companies of comparable risk and the return on additional direct

investments of comparable risk. It is thus consistent with the principles
-

of economic €

it other e

Y and commensurate with returns on investment

lerprisés bearing corresponding risks.

How did the Staff apply the DCF methodology to arrive at a costof equity
recommendadon in the case of the Applicant? |

The Staff used a discounted cash flow (DCF) analysis to estimate the cost
of common equity to the Applicant. The Staff's customary and preferred

6
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- method of analysis is to apply the DCF methodology to the Applicant's .

common stock, or, if the Applicant is a subsidiary, to that of the parent
company. A secondary method of analysis, applying the DCF
methodology to a comgarable group of companies, is also often
employed. ‘

In the present case, efforts to establish reasonable and meaningful
estimates of the Applicant's cost of equity through a DCF anaiysis of
Ameritech's common stock were not, at the time of the Staff Report,
successful. The update of the Ameritech-only DCF is more meaningful.
Although aspects remain problematic. The "dassic” BCFmodelunhzs
a company's retention ratio and earned return on equity to compute a
sustainable growth rate, a;spedﬁmﬁon;usuallyrderredtoasthe"B
times R app;oach. The five-year "BxR" for Ameritech is 536%. The
July 1993 to June 1994 average of Ameritech's stock price, together with
the dividend over the period produces a dividend yield of 4.70%, which,
when combined with the "BxR™ growth rate, results in a cost of equity
estimate. of 10.31%. Value Line projects earnings per share forward to
the 1997-99 time frame at $4.15, while 1994 ‘earnings. per share are
expected to be $2.55. Using the midpoint of 1998, this impiies a 12.18%
compound annual growth rate and a 17.45% estimate of the cost of
equity. The equivalent estimate in the Staff Report is 9.66%. The Staff
believes this illustrates the problem of relying, in certain situations,
UpPOR earnings estimates by financial anaiysts, particularly when applied
to a single company. For groups of companies, however, the earnings
estimates are less volatile, as statistical distortions are likely to be

offsetting, at least to some degree.
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A group of telephone companies with a substantial orientation towards
provision of local service would be useful in cost of equity analysis. The
Staff utilized the Telecommunications CompuStat data base to screen for
a group of companies for a comparable DCF analysis. The selection
criteria required companies to be located in the continental’ United
States, have publicly traded. common stock, and have local service
operating revenues. An additional selection criterion was that Value
Line information be available for the company. Besides Ameritech,
fifteen co:ﬁpanies met these criteria, and Value Line reports were
examined for these companies. From this examnatmn, the Staff
concluded that the business activities or market situation. of four of these
companies indicated that their inclusion in a comparable group would
be inappropriate. The excluded companies were Century Telephone,
Lincoin Telécommunications, Sprint Corporation, and Telephone &
Datz Systems. '

The basic selection criteria. being a substantial orientation towards local
service, the Staff believes this to be an adequate method for comparable
group selection. | However, additional explicit criteria can be applied,
with the resultant selection of the same group. These criteria are, a
Standard & Poor's senior debt rating of BBB+ or better, total operating
revenues and sales of greater than $200 million, a ratio of local service
operating revenues to total telephone operating revenues between
twenty and sixty percent, and local service operatingrevehues greater
than toll service operating revenues. No comparable group is perfect,
but the Staff believes that the selected group of Ameritech and eleven
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its derivaton from a dividend growth estimate. The Value Line
prospective "BxR,” derived from the pro]ected EPS, DPS, and return on
equity in the "97-99" column, results in an equity estimate of 12.43%.
Analysis of Value Line points to an estimated cost of equity of about
12.35%. ‘

The Instztutmnal Brokers Estimater Survey (IBES) earnings growth
estimates result in an cost of equity estimate of 12.04% for the
comparable group. Zacks Corporate Earnings Estimator earnings
estitnates result int 2 12.69% equity cost estimate. Using 1989 to 1993
average "BxRs,” computed from- CompuStat d;&, results in an
unreasonable 7.24% equity cost estimate. Together with Value Line,
these estimators imply an estimated. cost of equity of about 12.35%.

According to CompuStat data, the comparable group's eamings available
for common (before extraordinary items) were 12.49% of average
common equity over the years 1989 through 1993. However, during this
same period, overall interest rates and costs of capital have fallen

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

yields were 9.55%, 9.64%, 9.09%, 8.54%, and 7.44% for 1989, 1990, 1991,
1992, and 1993 respectively. Thus, over the interval that the comparable
group was earning 12.5% on equity, Aa bond rates were approximately
885%. As of middle May of 1994, their yield was approximately 8.33%,
over fifty basis points lower. In middle August of 1993, after years of 2
steady downward trend, Aa bond rates took a dive from about 7.25% to
about 6.80%, and then reversed direction to begin what has been a steady
upward trend. The earned returns have fallen’ dramatically from 14.2%

10
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other companies represents the best tradeoff between similarity to
Ameritech and an adequate group size for purposes of analysis.

A. number of financial estimates and statistics, drawn from the Value
Line reports and the CompuStat data base, are presented. in Exhibit SRC-1
for Ameritech and the rmna:mng 11 companies whick constitute the
comparabie group utilized in the Staff's analysis. The current yields are

. derived from Value Line and Compustat data. The EPS and DPS growth

rates identified as "VLEG™ and "VLDG" are the caiculated compound
annual growth rates from the 1994 estimate to the estimate for the 1997~
99 time frame, evaluated at the midpoint of 1998. " The growth rates

~ identified as "Box” are the rates reported in the Annual Rates box, as

"Est'd ‘9092 to '97-99," and represent a longer perspective. These "Box™
growth rates produce cost of equity estimates of 13.23% and: 8.79%. The:
DPS estimate produces a low equity estimate of 8.79%, because, as with
current growth estimates, in general, itis.biased. downward. for DCF
application. The increasing future earnings of the past few years for
these companies has led to a general medium term dividend growth
estimate bias downward, given the comparatively greater inertia of
dividends to earnings.

The "VLEG” and "VLDG" growth rates produce cost of equity estimates
of 15.04% and 9.82%, which is low and resultant from a downward biased
growth estimate. The 1988 to 1993 historic Value Line growth rates
result in cost of equity estimates of 5.64% for earnings and 9.70% for
dividends. The 5.64% estimate should be dismissed as it is inconsistent

with current costs of capital. The 9.70% estimate is low, consistent with
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for 1992, with a 13.8% average for 1988 through 1992, to 7.9% for 1993.
Both bond yields and earned returns seem to have become less stable.

Another consideration is the relatively short time range of EPS
- projections (generally no more than five years), as compared with the

"expected growth rate” of the DCF model, which assumes an infinite
horizon. If earnings growth is expected to significantly accelerate after
ther projection. period, the use of the EPS projections will understate the
true expected growth rate and produce a cost of equity estimate with a
downward bias. It has been argued that the growth of earnings from
cellular technology represents an instance of this typeof-b:as, The Staff
recognizes the validity of this oonsi&eraﬁon, in that significant earnings
growﬂtcanbeacpecﬁedfromcellulartechnology; but believes that some
of this growth is already captured in the earnings estimates of the period.
Also, care must be made to distinguish between absolute growth and.
growth rates. S&P's projections of increasing numbers of cellular

-subscribers also show a declining growth rate to this increase. S&F also

projects a decline in the monthly revenues per subscriber; as the industry
extends its penetration of the mass market.

Lastly, the Staff has atso considered the question of the various classes of
risk facing the Applicant and companies in the comparable group.
Under the conditions present in the telecommunications industry, a fair
and reasonable return an capital employed in the public service may be
different than the overall cost of capital to a company. [t cannot be
denied that the risk element has increased for providing local exchange

and other services whose rates are subject to regulatory authority.

11
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However, telecommunications companies are investing in many
services, activities, and. technologies for which a very high degree of
uncertainty exists regarding future profitability. The Siaff believes that
the provision of those services whose rates. are subject to regulatory

.anthority is a less risky undertaking than other activities, and thatthe

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

- facing the company. Because of the Staff’s cost of capital approach, Staff

recommendations have reflected, to a limited extent, some costs of
capital associated with. non-regulated or non-utility operations. This is

-unavoidable, and is not allowed to reflect on a significant partiont of the

Staff rate of return recommendations. This casexs no different.
Consideration of the uncertainty associated with this issue, ailows for an
appropriate equity recommendation for a regulated enterprise. Future,
as-well as, present involvement in competitive enterprise is: taker into

account.

Based upon the considerations discussed above, the Staff believes that a
fair and reasonable return on common equity is between 11.85% and

1285%. To provide for this return allowance must be made for issuance

and other costs, as shown on Tabie 2, resulting in an adjustment factor of
1.02029: Applying tids factor to the baseline cost of common equity range
results in a recommendation of 12.09% to 13.11%.

12
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1. Q HastheStaffchangedthecostofcommonequityusedinmeSta&'

Report?

Yes, the Staff's recommended common equity cost now reflects twelve

month average stock prices for July 1993 through June 1994, rather than

January 1993 through December 1993 as used in the Staff Report. The
declared dividend over the last four quarters is updated to reflect the
second quarter of 1994. Zacks and IBES were updated to June estimates.

~ The Value Line issued April 15, 1994 is referenced (see Attachment). The

totaLcommreqmtybaiancaasofDemberS‘I,l% The adjustment
factor is now*/fDZOE% rather than the Z02094% in the: Staff Repart (see

Tabie 2). The resultant Stafﬁ-rgzc%gamend_?d.f cost of common equity”
J3.1

range, incorparated in Table 1, zs;m?% to B01%.

TABLE 2
Ameritech and Subsidiaries
Adjustment for Equity Issuance Costs
December31, 1993

— (Dollars jn Thousands)
(1) Retained Earnings $ 3,455,300
(2) Total Common Equity $ 7,844,635
(3) Ratio of (1) to (2) 0.44047
(4) External Equity Ratio, w (1.0-3)] 055953
(5) Generic Issuance Cost, { k 3.50%
6) Net Adjustment Factor (w/(1-0) + (1-w) ~1.02029
(7) Low End Equity Cost [11.85% x (6)] | 12.09%

(8) High End Equity Cost [12.85% x (6)] 13.11%

13
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122 Q Why does the Staff recommend a cost of equity rate range?

14

A. The Staff recognizes an unavoidable tradeoff between cerfainty and

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

_ equity with a more-than-sufficient degree of certainty to be withinx a

range of, possibly, four-hundred basis points. A four-hundred basis
point range is not, however, very useful or informative for equity cost
determination.

What are common stock issuance costs?

Issuance costs include expenditures made directly by the company
issuing stock, for the purpose of issuing stock. Some of these
expenditura; would be for filing with the SEC, accounting; legal
representation, printing, and exchange listingz Issuance costs aiso
incdude the underwriting spread, which is not an expenditure for the
issuing company. Basically, the underwntmg spread is the difference
between the proceeds to the company and the price paid by the primary
purchasers of an issue. Issuance costs are the difference between the
amount paid by the primary purchasers and the' net proceeds, which is
the amount available-for investment by the company.

Are you aware of any empirical measurement of the magnitude of

issuance costs?

Yes, published studies have provided some measurement of the

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

14
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Borun and Malley (1) finds that underwriter spreads average 2.93% of
"initial price” for competitive bids brotight by electric utilities. Logue
and Jarrow (2) examined spreads for large utilities. They found
magnitudes of 3.011% of offering price for competitive registered issues.

.~ Finnerty (3) found an average spread of 3.34% of offering price (or

“dlosing price prior to offering”) for electric utility issues. Pettway (4)
found an average cost of 3.6580% for competitively bid issues by electric
utilities, not only for underwriter spread but also for direct issuance

| expenditures. Borun and Malley (1) found electric utilities paid 0.09% to

3.1% of "initfal price," with an average of 0.4% for direct issuance costs
alone. Based on these studies, a reasonable estimate of underwriter
spread would be 3.0% of:the offering price, and a reasonable estimate of
unde:wnterspread.togetherwxﬁ; directissuance costs wouid be 3.5%. In

its genmcdemmnauml ofcostofcommomeqmtyforpuhhcuﬂlﬂ:s
issued January 3, 1990, the Federal Energy Regulatory Commission
adopted 3.18% as the percentissuance costs are of total common equity.

Why is an adjustment for issuance cost necessary?

The cost of issuance is properly spread over the life of the stock issue. As
long as stock has been issued, an equity adjustment is necessary. It does
not matter what future financing plans have been prepared. The
investor requires a full return as long as the investor owns the stock.
The company issuing new equity, initially receives funds m the amount

of the equity issued. The amount of equity issued less the issuance cost is

the amount availabie to the company for investment, yet the investor is,

as required, paid a retwrn on the full amount of investment. A greater

15



N

'ﬁ'ﬁm?'ﬁﬁﬁsmmﬂmq'ﬁmm;

R B G g

16..

17.

Q-

return, therefore, must be earned on_thé lesser amount that can be

invested. This is made possible by the Staff's adjustment to the baseline
costof equity. ' '

Should an adjustment be made to the cost of equity to reflect dilution or
price pressure?

No. The investors pay the public offering price, which reflects any
dilution effect The investors require a return on the amount they have

had they been able to buysharesa.tmarketpricep;:‘iortn any public

anmouncement of stock issuance.

WhyhasﬂzeStafEapplied. ity equity issuanc&adjusﬂmﬁtwthem
equity balance:less retained. earnings?

Consider a company at the stage of its initiak public offering and later. :

- The funds collected through the initial public offering are used to

finance company operations. The earnings from company operations
that are not paid in dividends are retained and are available to fund
further-operations. Retained earnings that are reinvested in company
Operations earn a return for the initial investor. As long company
operations continue to grow, reinvested funds that are not paid as
dividends will compound over the life of the company, Mg the
value of investors' holdings. The cost of issuance associated with the
initial public offering is money paid by investors on which the company

cannot earn a return. But as the company accumulates retained

16
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earnings, the proportion of investors capital that is not available for
company operations is reduced. In this way, it becomes easier for the
company to meet or exceed the returns required by initial investors.

Subsequent stock offerings are subject to the same sequence. A fraction
of investe&_ funds, issuance expense, cannot earn a return. The
difference, total investment less issuance, is equity and is available for
company operations. As retained earnings accumulate, the proportion
of invested eapital that can earn a return increases. By applying its equity-
issuance adjustment to the common equity balance less retained
earnings, the Staff allows a premium to be earned to compensate for
invested funds the company could not commit to operations, but does
not apply that premium to retained earnings, which are available in
their entirety for reinvestment. As the proportion of investment which
can earn a reftrn increases, the adjustment commensurately decreases.
Retained earnings increases the available pool of capital, but issuance
expense, which is not available to the company, increases only with new
stock issuance. The adjustment increases commensurately with the
occurrence of new stock issuance, by virtue of the retained earnings
proportion of equity decreasing. |

The Applicant’s implied argument that the proportion of funds not
available would remain the éame, over the years, as the proportion of

- the issuance cost to the initial funds raised publicly, would be true only

in the absence of an adjustment. With an adjustment, the full return is
earned in the first and every year. Although a portion of the initial

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

17
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18.

19.

20.

Q

Q

Q.

portion would have earned goes into the pool of available funds every
year by virtue of the adjustment. The money attained by virtue of the
adjustment is compounded in subsequent years. Because only the
nominal amounf of the issuance cost is not available, its deleterious
effect on. earnings decreases aver the years in line with the decrease in
the adjustment.

Are the current DCF estimates for Ameritech useful for DCF analysis?

Currently, these estimates may be useful. At the time of the Staff Report,
the average DCF estimate for Ameritech was 10.04‘3;" At present the
average is 12.21%. The Staff uses comparable gronp DCF equity estimates
i its DCF analysis, QndmtAmaimdeone,bemuseﬂ:eraultsfor
Ameritech are too volatile over time,. and a group is likely to produce
significantly less volatile results. |

Why does the Staff not apply a quarterly DCF formulation?

Were the Staff to apply a quarterly DCF, it would also account for the
effect of monthly receipts, which the Staff believes would counteract the
effect of quarterly dividends on the cost of equity.

What is the resuit of CAPM analysis?
The average 30 year Treasury bond yields over the past three, six, nine,
and twelve months are 7.36%, 6.96%, 6.69%, and 6.60%. These average to

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

18
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7.2% premium of total equity returns over 20 year Treasury yields,
resuits in an cost of equity estimate of i2.30%- The average difference
over the last year between 30 year and 20 year Treasury yields is .513%.
Subtracting half that difference from the 12.30% equity estimate, to

" account for use of the 20 year premium with the 30 year yieid, by

interpolation, results in a corrected estimate of 12.04%. Adding .25% for
issuance cost brings the estimate to 12.29%, which is within the Staff’s
recommended range.

Why are long term: yields correctly used for CAPM analysis?

Equity investments are, by nature, long term investments, regardiess of

the: investor's horizon. Short term investors accept the possibility of

price losses,. when the market devalues a stock; i anticipation of

conditions or events thought to occur after the short term horizon.
interest rates that may occur-in the long term. Short term yields would

improperly omit much of the effect of these risks on the CAPM equity

estimate. |

Is the cost of equity attered by alternative regulation provisions?

Possibly. The regulatory climate throughout the country, over the: last
few years, has changed. Alternative regulation for telephone companies
has been impiemented across the country. As such, market prices would
reflect alternative regulation. No explicit cost of equity adjustment

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

19
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effect, regardless of what the proper magnitude and direction of such an
effect would be. '

23. Q Would you respond to AARP objection number 6.2

A. Yes. The Staff are using a parent-consolidated capital structure. which
incorporates the capital structures of all Ameritech subsidiaries. These
subsidiary capital structures would be incorporated whether they are
high-equity or low-equity. The argument made in the objection that the
capital structure is, "Inappropriate to the extent that it supports lower
cost capital structures (greater debt) in the Ameritech non-LEC
subsidiaries,” would apply to 2 stand alone capital structure. It is not,
however, an.argument that is pertinent to this case, as Staff uses a

Z4. Q- Does this conclude your testimony?

A. Yes, it does.

20
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CERTIFICATE OF SERVICE
I hereby certify that a true copy of the foregoing Prepared Testimony of
Stephen R. Chaney; submitted on behalf of the Public Utilities Commissior: of Ohio,
was served by regular U.S. mail, postage prepaid, or hand delivered to the parties of

record on this 3rd day of August; 1994.

THOMAS W. MCNAMEE

Asgistant Attorney General
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Michael Muicahy William M. Ondrey Gruber
Ameritech Chio Gity of Cleveland. )
45 Erieview Plaza, Room 1400 601 Lakeside Avenue; Room 106
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Columbus, OH 43266-0550.
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227 West Monroe Street, 6th Floor Columbus, OH 43215

- Chicago, IL 60606

" William 5. Newcomb, Jr.
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205 N. Michigan Avenue, Suite 3200 P. O. Box 1008
Chicago, IL 60601 Columbus, OH 43216-1008
Mary Huil Brace |. Weston
Sprint Communications Co., L.P. -AARP

8140 Ward Parkway, 5E 169 West Hubbard Avenue
Kansas City, MO 64114 Columbus, OH 43215-1439
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