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DIRECT TESTIMONY OF RONALD 0. NEIL 

Q 
A My name i s  Ronald 0. N e i l .  My business address i s  101 E a s t  Gaines 

St ree t ,  Tallahassee, F l o r i d a  32399-0850 

Q 
A 

Analyst .  

9 Please o u t l i n e  your educat ional  q u a l i f i c a t i o n s  and work experience. 

A 

A r t s  degree i n  Business Management. 

Admin is t ra t ion  degree from F l o r i d a  Sta te  U n i v e r s i t y .  

Please s t a t e  your  name and address. 

By whom are you employed and i n  what capac i t y?  

I am employed by the  F l o r i d a  Pub l i c  Serv ice  Commission as a Regulatory 

I graduated from Birmingham-Southern Col lege i n  1987 w i t h  a Bachelor o f  

I n  1988, I rece ived a Masters o f  Business 

Upon graduat ion i n  1988, I accepted a budgets / resu l ts  coord ina tor  

p o s i t i o n  w i t h  ALLTEL F lo r i da .  I n  t h i s  capac i ty ,  I analyzed opera t ing  r e s u l t s  

and formulated databases and spreadsheets f o r  f i n a n c i a l  i n fo rma t ion .  I n  1989, 

I was presented w i t h  the  oppor tun i ty  t o  t r a n s f e r  t o  t h e  ALLTEL Service 

Corporat ion i n  Char lo t te ,  North Caro l ina  as an assoc ia te  ana lys t  i n  the 

F inancia l  Planning department. I n  t h i s  department, I p a r t i c i p a t e d  i n  

fo recas t ing  t h e  ALLTEL Southern Region budget, u t i 1  i z e d  spreadsheets t o  

analyze operat ing expenses and c a p i t a l i z e d  costs,  and aud i ted  t h e  departmental 

expenses o f  t h e  Serv ice Corporation. 

I n  October o f  1990, I accepted a p o s i t i o n  as a Regulatory  Analyst  i n  the 

Finance Sect ion t h e  F l o r i d a  Pub l ic  Serv ice Commission. My primary 

r e s p o n s i b i l i t i e s  inc lude analyz ing and eva lua t i ng  f i n a n c i a l  and economic data 

i n  r a t e  case f i l i n g s ,  a long w i t h  prepar ing and present ing  recommendations t o  

t h e  Commission regard ing the  cos t  o f  c a p i t a l  and o t h e r  r e l a t e d  issues. I n  
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add i t i on ,  I conduct research, perform f i n a n c i a l  analyses, and provide 

techn ica l  e x p e r t i s e  t o  t h e  Commission regard ing p u b l i c  u t i l i t y  f inance.  

Q. 

A. Yes, i n  Docket No. 920193-TL, ALLTEL F lo r ida ,  Inc . .  

Q. What i s  the  purpose o f  your  testimony i n  t h i s  case? 

A.  The purpose o f  my test imony i s  t o  present s tud ies  I have prepared and 

recommend t h e  appropr ia te  requ i red  r e t u r n  on e q u i t y  t h a t  I have determined f o r  

Southern Bel 1 Telephone & Telegraph Company (Southern Bel 1 o r  Company). 

Q. Have you prepared e x h i b i t s  i n  support o f  your test imony? 

A .  

f o r  t h i s  purpose. 

Q. Please summarize your  recommendation. 

A. Based on my analyses, I be l i eve  t h a t  a 10.8 percent r e t u r n  i s  a 

reasonable es t imate  o f  Southern B e l l ’ s  requ i red  r e t u r n  on equ i t y .  

Q. What p r i n c i p l e s  d i d  you consider i n  determin ing Southern 8 e l l  

Telephone’s cos t  o f  equ i t y?  

A.  The p r i n c i p l e s  I r e l i e d  on are based on t h e  U. S .  Supreme Court 

dec is ions  i n  t h e  Federal Power Commission v. Hooe Natura l  Gas Comoany and 

B l u e f i e l d  Water Works Imorovement Comoany v. Pub l ic  Serv ice Commission o f  West 

V i r q i n i a  cases. These dec is ions  genera l l y  s t a t e  t h a t  a regu la ted  u t i l i t y  

should be al lowed t h e  oppor tun i t y  t o  earn a f a i r  r a t e  o f  r e t u r n  on i t s  equ i ty  

investment t o  adequately compensate present inves tors  and a t t r a c t  new c a p i t a l  

a t  a reasonable p r i c e .  

Q. 

f o recas t  o f  expected long- term i n t e r e s t  ra tes .  

Have you p rev ious l y  t e s t i f i e d  before t h i s  Commission? 

Yes, E x h i b i t  - (RDN-l), cons i s t i ng  o f  e i g h t  schedules have been prepared 

Please descr ibe  the  t rend  i n  long- term i n t e r e s t  r a t e s  s ince 1988 and the  
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A. I n t e r e s t  ra tes  are  considered a type  of systemat ic  r i s k  t h a t  in f luences  

t h e  requ i red  r e t u r n  o f  inves tors .  I n t e r e s t  r a t e  r i s k  i s  t h e  v a r i a b i l i t y  i n  

re tu rns  caused by changes i n  i n t e r e s t  ra tes ,  and i s  i n v e r s e l y  r e l a t e d  t o  

s e c u r i t y  p r ices .  

According t o  Moody's Bond Survey, f rom November 1988 t o  October 1993, 

t h i r t y  year t reasury  bond y i e l d s  have dec l i ned  by 308 bas is  po in ts ,  from 9.01 

percent t o  5.93 percent. The dec l i ne  i n  AAA r a t e d  u t i l i t y  bonds has been from 

9.62 percent t o  6.75 percent,  o r  287 bas is  p o i n t s .  

According t o  the  November 1993 i ssue o f  B lue Chip F inanc ia l  Forecasts, 

30 year U. S. government bond ra tes  are  expected t o  average 6.08 percent  over 

the  per iod  from the  f o u r t h  qua r te r  o f  1993 t o  t h e  f o u r t h  q u a r t e r  o f  1994. The 

November 1993 i ssue o f  Data Resources, I nc . ' s  Review o f  t h e  U.S. Economy 

p r o j e c t s  30 year government bonds t o  average 5.88 percent  i n  1994, 6.07 

percent i n  1995, and 5.87 percent i n  1996. 

Q. 

equ i t y?  

A.  I used a stock va lua t i on  model on telephone companies deemed s i m i l a r  t o  

Southern B e l l .  I then performed a "check" t o  see i f  my es t imate  f a l l s  w i t h i n  

an expected range o f  re tu rns  by employing a second s tock  v a l u a t i o n  model on 

t h e  same proxy group. 

What methods d i d  you use t o  c a l c u l a t e  t h e  Company's requ i red  r e t u r n  on 

The stock va lua t i on  model t h a t  I used est imates a requ i red  r e t u r n  on 

equ i t y  by d iscount ing expected d iv idends f o r  a proxy group of companies. As 

a check, I used Value L ine 's  est imate o f  d i v idend  y i e l d s  and c a p i t a l  gains 

growth over a f i n i t e  pe r iod  o f  f i v e  years t o  es t imate  a range of values f o r  

t h e  proxy group o f  companies. 
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Q. Why and how d i d  you s e l e c t  t h e  companies t o  be used as a proxy f o r  

Southern B e l l  Telephone? 

A.  Because Southern B e l l  does n o t  have common stock t h a t  i s  p u b l i c l y  

t raded, i t  i s  necessary t o  f i n d  s i m i l a r  r i s k  companies o r  proxy groups t o  

determine t h e  common e q u i t y  cos t  r a t e .  I selected n ine  companies t h a t  inc lude 

Ameritech, B e l l  A t l a n t i c ,  Bel lSouth,  Century Telephone Enterpr ises,  L inco ln  

Telecommunications, NYNEX, P a c i f i c  Te les i s ,  Southern New England 

Telecommunications, and U.S. West. These companies a re  presented i n  Schedule 

1. 

These n ine  companies a l l  have t h e i r  operat ions based i n  t h e  U.S., are 

l i s t e d  i n  Standard & Poor’s (S&P) s tock  guide, and are repo r ted  i n  Value Line. 

The common c h a r a c t e r i s t i c  o f  t h e  n ine  companies I selected i s  regu la ted  l o c a l  

exchange serv ice.  The n ine  companies o b t a i n  a t  l e a s t  80 percent o f  t o t a l  

revenues from telephone operat ions t h a t  i n c l u d e  regu la ted  serv ices such as 

l o c a l  exchange, network access, and t o l l .  

Q. 

Southern B e l l ?  

A. To show t h a t  my index o f  companies i s  s i m i l a r  i n  r i s k  t o  Southern B e l l ,  

I used s i x  o f  t h e  seven same r i s k  c r i t e r i a  t h a t  t h e  Company wi tness has used 

t o  choose companies considered s i m i l a r  i n  r i s k  t o  Southern B e l l .  I exclude 

bond r a t i n g s  because some o f  t h e  companies i n  my index have s u b s i d i a r y  r a t h e r  

than parent  bond r a t i n g s .  The absence o f  t h i s  p a r t i c u l a r  c r i t e r i a  i s  

m i t i g a t e d  by t h e  f a c t  t h a t  I used Dr .  B i l l i n g s l e y ’ s  o the r  t h r e e  f i n a n c i a l  r i s k  

c r i t e r i a  ( r e l a t i v e  amount o f  debt, a b i l i t y  t o  se rv i ce  debt, and l i q u i d i t y  

r i s k ) ,  which a re  common f a c t o r s  t h a t  a re  g e n e r a l l y  encompassed i n  a company’s 

Why do you b e l i e v e  t h a t  your  index o f  companies i s  s i m i l a r  i n  r i s k  t o  

- 4 -  



. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

bond r a t i n g .  

Schedule 2 o f  my test imony prov ides a comparat ive a n a l y s i s  between 

Be l lSou th  Telecommunications, t h e  n i n e  of D r .  B i l l i n g s l e y ' s  c l u s t e r  companies 

most s i m i l a r  t o  Bel lSouth Telecommunications, and my index o f  n i n e  companies. 

The l a s t  two rows o f  t h i s  schedule present t h e  d e v i a t i o n s  o f  b o t h  my index and 

t h e  Company's index r e l a t i v e  t o  Bel lSouth Telecommunications. The i n d i c a t i o n  

i s  t h a t  t he  n ine companies t h a t  I chose have o v e r a l l  r i s k  c h a r a c t e r i s t i c s  very 

s i m i l a r  t o  Southern B e l l ,  e s p e c i a l l y  when t o t a l  r i s k  and business r i s k  a re  

measured. 

The schedule shows t h a t ,  when t o t a l  r i s k  i s  considered by measuring t h e  

v a r i a b i l i t y  o f  t o t a l  re turns,  my index o f  companies i s  c l o s e r  t o  Bel lSouth 

Telecommunications than the  c l u s t e r  companies. When business r i s k  i s  measured 

by both v a r i a b i l i t y  o f  cash f lows and growth o p p o r t u n i t i e s ,  my index i s  c l o s e r  

t o  Bel lSouth Telecommunications than t h e  c l u s t e r  companies. The f i n a n c i a l  

c r i t e r i a  shows t h a t  my index o f  companies i s  c l o s e r  than t h e  c l u s t e r  companies 

i n  one o f  t h e  th ree  f i n a n c i a l  categor ies.  

I n  my opinion, schedule 2 i n d i c a t e s  t h a t  my proxy group o f  telephone 

companies i s  as comparable o r  more so t o  Bel lSouth Telecommunications than D r .  

B i l l i n g s l e y ' s  c l u s t e r  companies. Therefore, i f  t h e  r i s k  c r i t e r i a  are t o  be 

considered reasonable est imates o f  r i s k ,  schedule 2 can be used as a 

q u a n t i f i a b l e  measure t h a t  my index o f  te lephone companies e x h i b i t  

c h a r a c t e r i s t i c s  s i m i l a r  t o  Bel lSouth Telecommunications. 

Q. Please descr ibe the  d i v idend  d i s c o u n t i n g  model t h a t  you used t o  

determine the  requ i red  r e t u r n  on e q u i t y  f o r  Southern B e l l .  

A. A company's cu r ren t  s tock p r i c e  represents  t h e  present  va lue o f  a l l  

- 5 -  
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f u t u r e  cash f lows t o  t h e  i nves to r .  The d iv idend d iscount ing  model o r  

discounted cash f l o w  (DCF) ana lys is  shown i n  schedule 3 determines the cost  

o f  c a p i t a l  (d iscount  r a t e )  necessary t o  equate t h e  cu r ren t  stock p r i c e  w i t h  

t h e  cash f l ows  t h a t  i nves to rs  expect t o  receive.  

I have r e l i e d  on a Value L ine  s p e c i f i c  fo recas t  o f  d iv idends f o r  the  

i n i t i a l  f i v e  years o f  cash f lows t o  the inves to r .  From t h i s  po in t ,  t o  

fo recas t  long- term growth, I r e l i e d  on t h e  forecasted earnings r e t e n t i o n  ra te ,  

o r  t h e  b x r method. The two stages o f  growth i n  my DCF methodology a l lows 

f o r  more p r e c i s i o n  because s p e c i f i c  year-by-year  shor t - te rm growth 

expectat ions are added t o  t h e  general  long- te rm susta inable forecast .  

Q. 

term growth fo recas t .  

A.  Future growth i n  d iv idends f o r  e x i s t i n g  e q u i t y  can on ly  take p lace i f  

a p o r t i o n  o f  the  r e t u r n  t o  i nves to rs  i s  re inves ted  i n t o  the  company instead 

o f  pa id  ou t  as d iv idends.  I n  o t h e r  words, re inves ted  earnings lead t o  

a d d i t i o n a l  investment and cont inua l  n e t  income growth. 

Please exp la in  f u r t h e r  how t h e  b x r method was ca l cu la ted  i n  the  long-  

I f  t h e  f u t u r e  reinvestment r a t e  and t h e  r e t u r n  expected t o  be earned on 

those d o l l a r s  can be pred ic ted ,  then a sus ta inab le  long- term growth can be 

determined. The r e t e n t i o n  r a t e  method, o r  b x r method, p r e d i c t s  f u t u r e  

growth by m u l t i p l y i n g  t h e  earnings expected t o  be re ta ined  w i t h i n  the  company 

by t h e  expected r e t u r n  on book equ i t y .  

Value L ine  fo recas ts  t h e  expected r e t u r n  on book equ i ty ,  d iv idends per  

share, and earn ings per  share f o r  i n d i v i d u a l  companies. D i v i d i n g  div idends 

by earnings equals a payout r a t i o ;  one minus t h e  payout r a t i o  i s  the  earnings 

r e t e n t i o n  r a t i o .  

- 6 -  
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Q. Did you modify your DCF model to allow for any additional costs? 

A. Yes, I allowed a three percent adjustment for the flotation costs that 

a company bears when bringing new securities to market. Flotation costs 

should be subtracted from the price used in the DCF model to account for the 

fact that a utility does not receive the full amount of proceeds when issuing 

equity securities. Empirical studies of flotation costs performed over 

several time periods confirm that a three percent adjustment is reasonable. 

The citations for these studies are presented in schedule 4. 

Q. Based on your dividend discounting model, what are investors’ average 

required return on equity for the group of companies used as a proxy for 

Southern Bel 1 Telephone? 

A. 

for Southern Bell is 11.02 percent as presented in schedule 3. 

Q. 

your first estimate. 

A .  When an investor buys an equity interest (common stock) in a company, 

an income stream has been purchased represented by dividend income and 

appreciation in the value of the investment. This income stream is the total 

return that an investor is capable of receiving from an equity investment in 

a company. 

The required return on equity for the index of utilities used as a proxy 

Please describe the stock valuation model that you used as a “check” for 

The total annual return to investors can be derived from forecasts made 

by Value Line Investment Survev. Value Line estimates the dividend yield over 

the next twelve months (0,) for each of the 1,700 companies it analyzes. Value 

- Line also forecasts capital gains by estimating a range of expected stock 

prices over the next three to five year period for each company. This three 

- 7 -  
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f i v e  year  forecast o f  s tock  apprec ia t i on  can be d iscounted t o  an average 

Therefore, by adding t h e  concurrent  d iv idend y i e l d  

a range o f  annual s tock apprec ia t ion  f o r  a company ( o r  D, t g) ,  one can 

termine t h e  range o f  r e t u r n s  on e q u i t y  t h a t  i nves to rs  c u r r e n t l y  requ i re  t o  

ach forecasted expectat ions.  

nual growth r a t e  (9 ) .  

How does Value L ine  fo recas t  t h e  expected s tock  p r i c e ?  

Value L ine  s ta tes  on page 24 o f  i t s  "Guide t o  Using t h e  Value Line 

ivestment Survey" t h a t  t h e  t a r g e t  p r i c e  i s  necessa r i l y  based upon an est imate 

' f u t u r e  earnings. Value L ine  fo recas ts  earn ings per  share and a p r i c e  t o  

i rn ings (P/E) r a t i o  t o  c a l c u l a t e  t h e  expected s tock  p r i c e .  

Because stocks have no se t  ma tu r i t y ,  how can a f i n i t e  pe r iod  such as the  

i ree t o  f i v e  year fo recas t  o f  s tock apprec ia t i on  be used f o r  va lua t ion  o f  

!quired re tu rns?  

The fo recas ts  t h a t  a re  ava i lab le ,  such as those inc luded i n  Value Line, 

u, and u, commonly est imate growth f o r  per iods  up t o  f i v e  years. 

ierefore,  one can assume t h a t  these fo recas ts  p rov ide  a reasonable est imate 

' long- term growth, o r  long- term growth can be de r i ved  w i t h  such methods as 

le  b x r earnings r e t e n t i o n  method. I n  my "check" ana lys is ,  I am assuming 

i a t  t h e  forecasted th ree  t o  f i v e  year  growth f o r  my proxy group o f  companies 

j a reasonable est imate t o  assume f o r  long- te rm growth. 

. 

:heck". 

. F i r s t ,  I found the  expected d iv idend y i e l d  f o r  each company t h a t  I have 

sed as a proxy f o r  Southern B e l l .  I then considered the  h igh  and low 

cpected s tock  apprec ia t ion  and discounted i t  t o  a c u r r e n t  annual r e t u r n  (n.25, 

Please exp la in  the  r e s u l t  o f  t h e  cash f l o w  v a l u a t i o n  model used as a 

- a -  
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where n = 3 to 5 year stock appreciation). The result i s  a range of total 

returns of 5.12  percent to 11.94 percent. Investors in the companies in my 

proxy group can expect annually to yield 3 .93  percent of dividend income and 

expect annual growth in their stock price ranging from as low as 1.19 percent 

to as high as 8.00 percent. The results of this analysis are presented in 

schedule 5 .  

Q. 
A. Yes, flotation costs should be considered. Using a three percent 

adjustment for flotation costs in my dividend discounting model equates to 

12.07 basis points. Therefore, this same amount should be added to the result 

of my valuation model resulting in a range of 5.24 percent to 12.06  percent. 

Q. Are the results of your two valuation models biased downward in any 

manner? 

A. As discussed earlier, the valuation model is composed of a dividend 

yield plus a growth component. It is conceivable that investors are valuing 

cellular operations and other potential opportunities such as cable television 

and long-distance service in the stock prices for my index of telephone 

companies. If these investments are viewed positively, the stock price would 

increase, thus the dividend yield would be biased downward. This cannot be 

avoided because there are no pure regulated local service companies with stock 

prices. The amount of adjustment necessary to compensate for this possibility 

would be difficult to quantify. 

Should any adjustments be made to this result? 

It should be remembered, though, that the stock price is the investors’ 

perception of the present value of all future discounted cash flows. 

Therefore, longer term opportunities or cash flows, after being discounted to 

- 9 -  
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1 I the present, have much 1 ess impact on the stock price than near term cash 

2 flows. 

3 The growth (g) component of the valuation model for my proxy group, to 

41 this pOint in time, should be an accurate indicator of regulated local 

5 I exchange service. As much as possible, growth opportunities in unregulated 

61 areas such as cellular operations and information services should not be 

71 considered when determining the earnings or dividend growth of Southern Bell's 

81 regulated local exchange service. For example, if cellular growth 

91 opportunities for my index of companies are not currently having a meaningful 

10 1 affect on the five year forecast of dividends or earnings, then the current 

11 1 growth forecasts are reasonable estimates of regulated local exchange service. 

12 I As Company witness Billingsley states on page 33 of his direct testimony, "the 

13 I growth rate (for the RBHCs) does not fully express the expected value of 

141 investments in unregulated lines of business like cellular services". 

151 Q. Are the results of your valuation models on the telephone companies 

16 biased upward in any manner? 

17 A. Yes, unregulated operations are generally considered to have more 

18 business risk than local telephone service, but I have not compensated for the 

19 1 fact that up to nineteen percent of my index of companies' revenues do not 

20 come from telephone operations. The amount of telephone operations for each 

21 company in my index can be seen on schedule 1. 

22 Business risk, which relates to the uncertainty of expected earnings, 

23 is accounted for by equity investors in their required return on investment. 

24 Because of the increased risk, equity investors generally require a higher 

25 return from a company with unregulated operations versus what is required from 
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a regu la ted  l o c a l  exchange company such as Southern B e l l .  

The amount o f  unregulated operat ions i s  an impor tan t  cons idera t ion  tha t  

a f f e c t s  t h e  e q u i t y  re tu rns  t h a t  i nves to rs  requ i re .  As w i t h  t h e  "s tock p r i c e  

b ias "  discussed e a r l i e r ,  t h e  amount o f  adjustment t h a t  needs t o  be appl ied t o  

my e q u i t y  r e t u r n  va lua t i on  models i s  d i f f i c u l t  t o  asce r ta in .  

4. Are the re  any i n d i c a t o r s  demonstrat ing t h a t  Southern B e l l  has l e s s  

business r i s k  than your proxy group? 

A. Yes, the  d i f f e r e n c e  i n  business r i s k  can be demonstrated i n  two separate 

ways. F i r s t ,  t h e  increased business r i s k  due t o  t h e  involvement i n  

unregulated operat ions can be seen i n d i r e c t l y  by observ ing t h e  d i f f e rencp  i n  

bond r a t i n g s .  

On page one o f  Standard & Poor's June 24, 1991 Telecommunications 

CreditReview, i t  s ta tes  t h a t  " i m p l i c i t  i n  t h e  r a t i n g  process i s  an assessment 

o f  business r i s k  - -  a measure o f  t h e  s t a b i l i t y  and growth o f  revenues and the 

a b i l i t y  t o  con t ro l  costs . "  On page f o u r  o f  t h e  February 10, 1992 e d i t i o n ,  i t  

s ta tes  t h a t  "S&P has focused inc reas ing l y  on company-speci f ic  business r i s k  

f a c t o r s  over the  l a s t  several  years." Therefore,  i t  can be concluded tha t  

Bel lSouth's MA S&P bond r a t i n g  assumes lower  business r i s k  than the AA- 

average bond r a t i n g  o f  my proxy group o f  companies (schedule 1). 

The d i f f e r e n c e  i n  business r i s k  a l so  can be seen i n  schedule 2 o f  my 

test imony. The two measures used t o  represent  business r i s k  ( the  standard 

dev ia t i on  o f  cash f l ow  t o  t o t a l  assets, and t h e  geometr ic mean o f  sales 

growth) i n d i c a t e  t h a t  my proxy group has a h ighe r  amount o f  r i s k  than 

Bel lSouth.  

However, as p rev ious l y  s ta ted,  t h e  amount o f  adjustment necessary t o  
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\ e f l ec t  the  d i f f e r e n c e  i n  r i s k  i s  d i f f i c u l t  t o  measure. As Standard & Poor’s 

t a t e s  i n  i t s  February 10, 1992 e d i t i o n ,  “eva lua t i ons  o f  business r i s k ,  which 

ienera l l y  determines t h e  s t a b i l i t y  o f  f i n a n c i a l  performance, a re  no t  neat ly  

luant i  f i a b l  e. ‘I 

1. A f t e r  cons ider ing t h e  d i f f e rences  i n  business r i s k ,  i s  your  index o f  

ompanies s t i l l  a good proxy f o r  Southern B e l l ?  

/. Yes, as i nd i ca ted  e a r l i e r ,  my group o f  companies o b t a i n  a t  l e a s t  80 

ercent  o f  t h e i r  revenue from telephone operat ions,  and my group’s r i s k  

r i t e r i a  are very s i m i l a r  t o  t h a t  o f  t h e  Company. Therefore,  although 

outhern B e l l  e x h i b i t s  l ess  business r i s k ,  t h e  o v e r a l l  r i s k  c h a r a c t e r i s t i c s  

r e  s i m i l a r .  Th is  can be observed by r e f e r r i n g  t o  schedule 2 once again. The 

ieasure o f  total r i s k  (ROE standard d e v i a t i o n )  i s  comparable between my proxy 

iroup and Bel lSouth Telecommunications. 

I. 

in equ i ty?  

I. Yes, i n  general, when cons ider ing  companies o f  s i m i l a r  r i s k ,  an inves tor  

fill requ i re  h igher  re tu rns  from t h e  companies w i t h  a lower  e q u i t y  r a t i o  than 

‘rom the companies w i t h  h igher  r a t i o s .  A l l  e l s e  being equal, a h igher  equ i ty  

.ushion provides a safer investment f o r  t h e  s tockholder .  Schedule 1 shows the 

hquity r a t i o s  f o r  my index o f  companies and Southern B e l l .  

I. I f  a group o f  companies are assumed t o  be s i m i l a r  i n  r i s k ,  can the 

i f f e c t  o f  each company’s e q u i t y  r a t i o  on i n v e s t o r ’ s  r e q u i r e d  r e t u r n  on equ i ty  

,e q u a n t i f i e d  i n  any manner? 

\. Yes, t h e  leverage formula ana lys is  used by t h e  Commission f o r  t h e  water 

md wastewater i n d u s t r y  attempts t o  evaluate t h e  a f f e c t  o f  a company’s equ i ty  

Should a company’s e q u i t y  r a t i o  be considered when de termin ing  a r e t u r n  

- 12 - 
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r a t i o  on requ i red  re tu rns .  Th is  same methodology can be used f o r  Southern 

B e l l  by s u b s t i t u t i n g  my index o f  companies i n t o  t h e  ana lys i s .  The only  

d i f f e rence  from t h e  water and wastewater i ndus t r y  ana lys is  and t h e  analys is  

t h a t  I have done f o r  Southern B e l l  i s  t h a t  I have no t  at tempted t o  quan t i f y  

the  d i f f e rence  i n  business r i s k  between t h e  proxy group and Southern B e l l .  

The water and wastewater ana lys i s  attempts t o  q u a n t i f y  t h e  d i f f e r e n c e  i n  

business r i s k  by examining t h e  amount o f  spread i n  t h e  bond y i e l d s  from the 

proxy group bond r a t i n g  t o  the  t a r g e t  company bond r a t i n g .  

The r e s u l t i n g  r e t u r n  on equ i t y  f o r  Southern B e l l  Telephone i s  

approximately 26 bas is  p o i n t s  l e s s  than t h e  DCF r e s u l t  f o r  my proxy group o f  

companies. There i s  a 26 bas is  p o i n t  reduc t ion  because t h e  average equ i ty  

r a t i o  f o r  t h e  proxy group i s  l e s s  than Southern B e l l ' s  e q u i t y  r a t i o .  The 

proxy group has an average e q u i t y  r a t i o  o f  57.33 percent w h i l e  Southern B e l l  

Telephone i s  reques t ing  an e q u i t y  r a t i o  o f  61.01 percent .  

Q. 

Southern Bel 1. 

A.  The leverage formula i s  based on the  r i s k  premium methodology, adding 

a premium t o  the  cu r ren t  bond y i e l d  because e q u i t y  i nves to rs  r e q u i r e  a r a t e  

above t h e  r e t u r n  p a i d  by a debt instrument t o  compensate t h e  i nves to r  f o r  the  

increased r i s k  o f  an e q u i t y  investment. The c a p i t a l  s t r u c t u r e  shown on 

schedule 6 i s  represented by my index group o f  telephone companies. The 

e q u i t y  r a t i o s  are f o r  1993 and were found i n  Value L ine  Investment Survey. 

The cos t  o f  debt was found by r e f e r r i n g  t o  the  AAA bond y i e l d  i n  Moodv's Bond 

Surver. The requ i red  e q u i t y  r e t u r n  i s  t h e  r e s u l t  o f  my DCF model. 

Please exp la in  i n  f u r t h e r  d e t a i l  how the  leverage formula i s  appl ied t o  

The c a p i t a l  s t r u c t u r e  i nd i ca tes  t h a t  inves tors  w i l l  r e q u i r e  a minimum 
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premium o f  245 bas is  po in ts  above t h e  c u r r e n t  AAA bond y i e l d  t o  i n v e s t  i n  the  

e q u i t y  s e c u r i t i e s .  As t h e  amount o f  debt i n  t h e  c a p i t a l  s t r u c t u r e  increases, 

t h e  inves tors  w i l l  r e q u i r e  h igher  e q u i t y  re tu rns .  

9. Based on t h e  r e s u l t s  o f  your two v a l u a t i o n  models and t h e  leverage 

formula analys is ,  what i s  your recommendation f o r  Southern B e l l ‘ s  requ i red  

r e t u r n  on equ i ty?  

A. Based on the  r e s u l t s  o f  my two va lua t i on  s tud ies ,  and an adjustment t o  

r e f l e c t  t h e  equ i t y  r a t i o  o f  Southern B e l l ,  I b e l i e v e  t h a t  10.8 percent 

reasonably represents an est imate f o r  t h e  r e q u i r e d  r e t u r n  on e q u i t y  f o r  

Southern Bel 1. 

Q. I n  your opinion, are the  forecasted growth r a t e s  f o r  O r .  B i l l i n g s l e y ’ s  

group o f  c l u s t e r  companies u n l i k e l y  t o  be rep resen ta t i ve  o f  i nves to rs ’  long-  

term growth r a t e  expectat ions? 

A. Yes, according t o  the  ana lys is  i n  schedule 7, t h e  IBES earn ings growth 

fo recas ts  f o r  the  c l u s t e r  companies d iverge  f rom h i s t o r i c a l  earn ings growth. 

The s ign i f i cance  being t h a t  most of these companies do n o t  demonstrate a 

h i s t o r y  o f  constant growth and are no t  fo recas ted  t o  cont inue t h e  same r a t e  

o f  growth. Although s i x  of t h e  c l u s t e r  companies (McDonalds, Sara Lee, 

Hershey Foods, P i tney Bowes, Emerson E l e c t r i c ,  Becton Dick inson)  genera l l y  

have exh ib i t ed  constant h i s t o r i c a l  growth and are  expected t o  cont inue the  

trend, t h e  other  companies do not.  Therefore, i t  cannot be reasonably assumed 

t h a t  the  f i v e  year p ro jec t i ons  f o r  these companies w i l l  be rep resen ta t i ve  o f  

longer- term growth r a t e  forecasts .  

I n  on ly  fou r  o f  the  twenty cases have t h e  h i s t o r i c a l  t en  year  growth 

ra tes  been cons is ten t  w i t h i n  100 bas is  p o i n t s  o f  t h e  h i s t o r i c a l  f i v e  year 
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growth ra tes .  I n  l e s s  than h a l f  t h e  cases are they w i t h i n  even 200 bas is  

po in ts .  

I n  on l y  f i v e  o f  twenty cases are  the  h i s t o r i c a l  t en  year  average annual 

earnings growth r a t e s  w i t h i n  100 bas is  po in ts  o f  the  IBES forecasted growth 

ra tes .  I n  on l y  e i g h t  cases are  they w i t h i n  200 basis po in ts .  

I n  on l y  seven cases are t h e  h i s t o r i c a l  f i v e  year average annual earnings 

I n  on ly  growth r a t e s  w i t h i n  100 bas is  p o i n t s  o f  t h e  I B E S  f i v e  year fo recas ts .  

h a l f  the  cases are  they w i t h i n  200 bas is  po in ts .  

Even Mobi l  Corp., which Southern B e l l ’ s  c l u s t e r  company r i s k  c r i t e r i a  

considers t h e  most s i m i l a r  t o  Southern B e l l  than any o ther  company, has not  

experienced constant  earnings growth and i s  no t  expected t o  earn over the next 

f i v e  years a t  t h e  same r a t e  as i t  has i n  t h e  past .  Because the  earnings o f  

Mobi l  Corp. and a m a j o r i t y  o f  t h e  o the r  c l u s t e r  companies are no t  showing any 

consistency t o  t h i s  p o i n t  i n  time, i t  makes i t  very d i f f i c u l t  t o  ma in ta in  w i t h  

any conf idence t h a t  t h e  IBES f i v e  year  earnings p ro jec t i ons  o f  these companies 

are accurate fo recas ts  o f  sus ta inab le  long- term growth. 

Q. 

as compared t o  t h e  DCF r e s u l t  f i l e d  by the  Company? 

A .  As can be observed, t h e r e  i s  a wide d i s p a r i t y  between my recommended 

10.8 percent and t h e  Company’s DCF r e s u l t  o f  13.93 percent t o  13.99 percent. 

Although the re  may be d i f fe rences  i n  op in ion  about how a cash f l o w  va lua t i on  

model i s  ca l cu la ted  (such as annual versus q u a r t e r l y  compounding, th ree  

percent versus f i v e  percent f l o t a t i o n  cos t  adjustments, o r  d iv idend versus 

earnings growth r a t e s ) ,  the  pr imary d i f f e r e n c e  between my recommended ROE and 

t h a t  f i l e d  by t h e  Company i s  caused by the  se lec t i on  o f  the proxy groups. 

What conclus ions can be drawn from the  ROE recommended i n  your  testimony 
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Cash flow valuation techniques applied to the cluster companies are 

going to render higher results than what will result from a group of telephone 

utilities. In other words, if Dr. Billingsley applied his same DCF 

methodology to my index of telephone companies, his result should be similar 

to mine. On the same token, if I applied my valuation methodology to his 

cluster companies, it would be similar to his recommendation. Therefore, the 

Commission's focus in this rate proceeding, when considering discounted cash 

flow valuation models, should necessarily focus on the appropriateness of the 

proxy group of companies used to represent Southern Bell. 

Q. Do you have any opinions concerning Dr. Billingsley's Risk Premium 

estimate? 

A. Witness Billingsley's analysis identifies a market risk premium on 

public utility bonds and then adds that premium to the current return on such 

bonds in order to determine his recommended cost of equity capital. Using the 

same methodology that the Company witness used to calculate his Risk Premium 

result, I formed Schedule 8 that questions, "What if Southern Bell had been 

triple B-rated (Baa) rather than triple-A (Aaa)?" The result shows that the 

ROE for a Baa-rated company would be lower. It violates general risk and 

return principles for an analysis to compute a lower required return for the 

higher risk company. The reason for the anomaly is that the equity return in 

witness Billingsley's study (the S&P 500) would not adjust if the risk of the 

target company is changed. 

A Risk Premium analysis should measure the premium that is necessary to 

coax investors to move from investing in a debt security to an equity 

security. Investors require the premium because equity securities are more 
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r i s k y  than debt s e c u r i t i e s .  Witness B i l l i n g s l e y  has measured the  premium from 

a AAA-rated debt s e c u r i t y  t o  t h e  e q u i t y  r e t u r n  on t h e  market ( t he  S&P 500). 

Therefore, wi tness B i l l i n g s l e y  must conclude t h a t  Southern B e l l ’ s  equ i t y  i s  

as r i s k y  as t h e  market. I n  my opin ion,  regu la ted  telephone serv ice  s t i l l  has 

l e s s  business r i s k  than a company as r i s k y  as t h e  market. 

Q. 

A. Yes, i t  does. 

Does t h i s  conclude your  test imony? 
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Docket No. 920260-TL 
Florida Public Service Commission 

Schedule 1 
Exhibit (RDN-1) 

Proxy Group of Companies 

Telephone 
Operations % 
of Revenues 

Amer i tech 87.9% 

Bell Atlantic 88.5% 

BellSouth 86.7% 

Century Telephone 83.0% 

Lincoln Telecom 88.7% 

NYNFX 88.7% 

Pacific Telesis 88.0% 

Southern New England Tel. 86.9% 

U.S. West 81.0% 

Implied 
Senior Bond 
RatinF 

AA+ 

AA- 

AAA 

BBB+ 

AAA 

A 

A+ 

AA 

A+ 

Average AA- 

Southern Bell Telephone AAA 

1993 
Equity 
Ratio ' 
61.0% 

52.0% 

66.0% 

50.0% 

80.0% 

58.0% 

54.5% 

50.0% 

44.5% 

57.33% 

61.01% 

Value Line Investment Survey, Edition 5, October 15, 1993 
Value Line Investment Survey, Edition 12, September 3, 1993 
Standard & Poor's CreditReview, Telecommunications, July 19, 1993 
Testimony of Southern Bell Witness, William Keck 4 
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* 

Southern Bel Telephone 
Risk Cnter,a dssd in Billingsley Clusler Company Analysis 

TOTAL RISK 
VARIABILITY 
OF TOTAL 
REWRN 

ROE 
Standard 
Deviation 

BELLSOUTH TELECOM 0.0097 

McDonalds Corp. 
Kimberly-Clark Corp. 
Amoco Corp. 
Sara Lee Corp. 
Du Pont 
Lincoln Telecom 

Average 

Neil lodcx 
Ameritech 
Bell Atlantic 
BellSouth 
Centuly Telephone 
Lincoln Telecom 
NYNM 
Pacific Telesis 
So. New EnglandTel, 
us. west 

Average 

0.0172 
0.0254 
0,0177 
0.0157 
0.u270 
0.0360 
0.0152 
0.0391 
0.0082 

!u?2!l 

0.0100 
0.0188 
0 . W  
0.0544 
0.- 
0.0296 
0.0079 
0.0177 
0.0328 

U 2 E  

Docket NO. 920260-TL 

Exhibit (RDN-1) 
Florida Public Service Commission 

Schedule 2 

FINANCIAL RISK 
RELATIVE ABILITY TO . .~~ ~ - 
AMOUNT 
OF DEBT 

Assets to 
Equity 
Ratio 
2.32 

2.48 
2.51 
2.78 
2.09 
2.75 
2.20 
2.95 
3.51 
1.95 

222 

3.26 
3.59 
2.62 
6.22 
1 .% 
2.85 
2.81 
2.78 
3.38 

U Z  

Difference from BellSouth Telecommunications to: 

Company Index 0.0127 0.26 
Neil Index 0.0107 0.95 

SERVICE 
DEBT 

Interest 
Coverage 

Ratio 
5.04 
- 

5.40 
7.56 
3.76 
4.68 
5.62 
4.77 
7.83 
3.16 
-. 6.21 

5.44 

4.92 
3.44 
4.45 
4.34 
6.21 
3.75 
4.55 
3.76 a 
4.35 

0.40 
-0.69 

BUSINESS RISK 
VARIABILITY 

LIOUIDITY OF CASH GROWTH 
RISK FLOWS OPPORTUNITIES 

Cashflowlo Geometric 
Toid Assets Mean of 

Quick Standard Sales 
Ratio Deviation 
0.58 0.0065 

Growth 
0.0289 

0.52 
0.54 
0.79 
0.53 
0.53 
0.96 
0.47 
0.77 
1.17 

m 

0.0079 0.0212 
0.0133 0.0619 
0.0147 0.0189 
0.0053 0.0801 
0.0165 0.0774 
0.0189 0.0462 
0 . m 1  0.0766 
0.0231 0.0419 
0.w81 o.M)69 

ep129 p,pvB 

0.45 0.0076 
0.63 0.01 10 
0.65 0.- 
0.46 0.0094 
1.17 0 . m 1  
0.70 0.0154 
0.64 0.0148 
0.79 0.0147 
0.48 0.0243 

0.12 0.0064 
0.09 0.0062 

0.0318 
0.0419 
0.0431 
0.1027 
0.0069 
0.0171 
0.0170 
0,0189 

% o.0401 

5ue2 

0.0190 
0.- 

SOURCES: Staffs 23rd POD X228; Staffs 36th Sa of Interrogatories #711 
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COST OF EQUITY FOR SOLTHERN BELL TELEPHONE 
DlVlOEND DISCOUNTING ROE VAkUATlOh MODEL 

COMPANY 
AM E R I T UI H 
BULATUNTIC 
BUlSOOTH 
C E N N R Y  TELEPHONE 
LlNCOLNTaECOM 
NYNUL 
PACIFICTaESIS 
So. NBW ENGLAND TFL 
U S W E S I  

AVERAGE 

Growth 

3.70 3.85 3.99 4.14 4.30 6.35 16.50 1.0375 
2.68 2.80 2.93 3.06 3.20 1.60 19.W 1.0455 
2.76 2.88 3.03 3.19 3.35 1.80 14.50 1.0517 
0.31 0.33 0.37 0.41 0.45 2.90 16.50 1.1089 

2.36 2.42 2.53 2.64 2.75 4.30 14.50 1.0435 
2.18 2.22 2.34 2.47 2.60 3.40 15.50 1.0541 
1.76 1.76 1.77 1.79 1 .80 3.25 14.50 1.w75 
214 2 2 0 -  2.30 z -  2.50 - 4.50 23.50 

m -  MV1 - MW - DIV3 - MV4 EPS.( ROE4 Y e  

0.94 1 .w 1 .os 1.10 1.15 2.55 14.50 1.04~1 

2.09 2.16 2.26 2.35 2.46 4.07 16.56 1.0489 

CdCber 
G,Owh Average 

4+ ni-prlce LO-FTICS Rice _ _ _ _ ~ ~  
1,0533 88.500 83.125 85.813 
1.0578 69.125 58.875 WOO0 
1.0438 83.875 58.625 60.250 
1.1394 30.375 26.500 28.438 
1.07% 40.500 35.003 37.750 
1.0523 46.500 41.750 44.125 
1.03€5 55.875 52.W 53.938 
1.0647 38.125 3 5 . W  36563 
l.lou 50.625 47.500 e 
1.0702 51.104 

N 
0 

1 I .02% = W 01 WUlty required to match ma current stack prim wlth !he ewecled cash flow 

$49.57 = Cctcber 1993 amrage stack price legs nolalion cosls. or Po(1 -IC) 

t49.57 = 11.93 $1.81 11.70 $1.60 11.53 $40.99 = dlsmunledannudeapectedcashh 

Dam swrces: 
1 .  Slack Pric~s - S&P Stock Guide. November 1993 Edlnon 
2: DPS. EPS, ROE - Value Line Etilion 12. seplember 3,1993 & Value Line EdlUan 5. Cctcber 15.1993 



Empirical Studies of Issuance Costs 

Study 
Studv Period 

Logue & Jarrow 1963-1974 
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Borun & Malley 

Pettway 

Finner t y 

Bhagat, Marr & Thompson 

1967-1980 

1973-1980 

1977-1982 

1982-1983 

Grour, 

Utilities 

Electric 
Utilities 

Electric 
Utilities 

Utilities 

Industrials 
Shelf 
Non - she 1 f 

Utilities 
Shelf 
Non- shelf 

Average 
Results 

-3.0% to -4.2% 

-2.5% to -3.95% 

-4.1% 

-1.9% to -3.3% 

-3.7% 
-5.9% 

-2.1% 
-2.9% 

Logue, Dennis E. and Robert A. Jarrow. "Negotiation vs. Competitive Bidding in 
the Sale of Securities by Public Utilities", Financial Manapement, Autumn 
1978, p. 31-39. 

Borun, Victor M. and Susan L. Malley. "Total Flotation Costs for Electric Company 
Issues", Public Utilities Fortniehtlu, February 20, 1986, p. 33-39. 

Pettway, Richard H. "A Note on the Flotation Costs of New Equity Capital Issues 
of Electric Companies", Public Utilities Fortniphtly, March 18, 1982, p. 68- 
69. 

Finnerty, John D. "How to Lower the Cost of Floating a New Stock Issue", Public 
Utilities Fortniehtlv, March 17, 1983, p. 25-29. 

Bhagat, Sanjai, W. Wayne Marr, and G .  Rodney Thompson. "The Rule 415 Experiment: 
Equity Markets", The Journal of Finance, Vol. XL, No. 5, December 1985, p. 
1385-1401. 
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COST OF EQUIP/ FOR BELLSOUTH TELEPHONE 
Expected Dividend Yield t Capital Gains Valuation Model 

AMERITECH 

BELL ATLANTIC 

BELLSOUTH 

CENTURY TELEPHONE 

LINCOLN TELECOM 

NYNEX 

PAClFiC TELESIS 

SO. NEW ENGLAND TEL 

U.S. WEST 

AVERAGE 

(1) 
Estimated ~ 

Range of 3-5 
Year Price 

Appreciation 

5.0% I O  30.0% 

-10.0% to 5.0% 

0.0% 10 15.0% 

65.0% to 160.0% 

-30.0% to 10.0% 

10.0% lo 35.0% 

0.0% lo 25.0% 

10.0% l o  40.0% 

10.0% to 40.0% 

(2) 

Four Year 
Avg Annual 

Stock Return 

1.23% 10 6.78% 

-2.60% 10 1.23% 

0.00% IO 3.56% 

13.34% lo 26.98% 

-8.53% 10 2.41% 

2.41% 10 7.79% 

0.00% 10 5.74% 

2.41% lo 8.78% 

2.41% 10 8.78% 

1.19% to 8.00% 

(3) 
Estimated 
Dividend 

Yield Next 
12 Months 

4.3% 

4.4% 

4.6% 

1.1% 

2.6% 

5.2% 

4.0% 

4.9% 

4.3% 

3.93% 

(4) 

(2) + (3) 
Total Return 

5.53% 10 11.08% 

1.80% to 5.63% 

4.60% to 8.16% 

14.44% to 28.08% 

-5.93% to 5.01% 

7.61% to 12.99% 

4.00% 10 9.74% 

7.31% lo 13.68% 

6.71% to 13.08% 

5.12% to 11.94% 

Annual Return = (l+n^.25)-1 where n = column 1 

Source: Value Line Investment Suwey, Edition 5, October 15, 1993 
Value Line Investment Survey, Edition 12, September 3, 1993 
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Capital Component 

Common Equity 

Total Debt 
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LEVERAGE FORMULA ANALYSIS 

Marginal Cost of Investor Capital 
lndex Telephone Companv 

Weighted 
Marginal Marginal 

&@ Cost Rate Cost Rate 

57.33% 11 .O% 6.32% 

42.67% 6.75% * 2.88% 

100% 9.20% 

Return on Common Equity = 6.75% + 2.448 I ER** 

For Southern Bell Telephone: 

Return on Common Equity = 6.75% + 2.448 / .61 = 10.76% 

Average Aaa rate for October 1993 
Source: Moody’s Bond Survey, 11/08/93 

**Where: 
Equity Ratio = Common Equity / (Common Equity + Preferred Equity + Long and Short Term Debt) 
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N 
f. 

Southern Bell Cluster Group of Companies 
Average Annual Earnings Growlh Rates 

Mobil Corp. 
Exxon Corp. 
So. New England Tel. 
McDonaids Corp. 
Kimberly-Clark Corp. 
Ammo Corp. 
Sara Lee Corp. 
DuPont de nemours 
Lincoln Telecan 
Anheuser-Busch Co. 
Hershey FoodsCorp. 
Chevron Corp. 
Pitney Bowes. 1%. 
Emerson Electric Corp. 
Air Products Chemicals 
Dtxer Corp. 
Becton Dickinson 
Procar 8 Gamble 
Norfolk Southern 
Texaco 

Average Variance 

(1) 
Annual Earnings 

Growth Rates 
Past 10 Years 

-2.5 
3.5 
4.5 

14.0 
11.5 
-1.0 
14.0 
5.5 
7.0 

15.5 
10.5 
-1 .o 
13.0 
7.5 
7.5 
6.5 

11 .o 
8.5 
3.5 

-5.0 

Difference 
(1 to (2) 

5.5 
-0.5 
-1.5 
-0.5 

3.0 
2.5 
2.0 
5 .O 
2.0 

-2.0 
0.5 

13.5 
-2.0 

1 .o 
4.0 
3.5 
2.5 
9.5 
2.5 

14.0 

3.9 

Sourccr: Valve Line Investment survey 
TestimonyofSouthem Bell Witness Dr. Randall Billigley 

(2) 
Annual Earnings 

Growh Rates 
Past 5 Years 

3.0 
3.0 
3.0 

13.5 
14.5 
1.5 

16.0 
10.5 
9.0 

13.5 
11.0 
12.5 
11 .o 
8.5 

11.5 
10.0 
13.5 
18.0 
6.0 
9.0 

Difference 
(1) to (3) 

12.7 
5.2 
1.9 
0.0 

-0.1 
11 .o 
-0.3 

5.0 
-1.5 
-3.9 

0.9 
10.0 
-1.5 

2.8 
4.2 
2.8 
0.6 
3.9 
5.8 

15.0 

4.5 

Difference 
(2) to (32 

7.2 
5.7 
3.4 
0.5 

-3.1 
8.5 

-2.3 
0.0 

-3.5 
-1.9 

0.4 
-3.5 

0.5 
1.8 
0.2 

-0.7 
-1.9 
-5.6 

3.3 
1 .o 

2.8 

(3) 
IBES 

Forecasted 
Earninas Growth 

10.2 
8.7 
6.4 

14.0 
11.4 
10.0 
13.7 
10.5 
5.5 

11.6 
11.4 
9.0 

11.5 
10.3 
11.7 
9.3 

11.6 
12.4 
9.3 

10.0 



May-93 
Apr-93 
Mar-93 
Feh-93 
Jan-93 
Dee-92 
Nov-Y2 
OCI-92 

Auk-92 
scp-92 

Jul-02 
Jun-92 

May-92 
Apr-92 
Mar-92 
Feb-92 
Jan-92 
Dee-91 
Nov-91 
OCl-91 

Auk-91 
Jut-91 

Jun-91 
May-91 
Apr-91 
Mar-91 
Fch-91 
Jan-91 
Dcc-93 
Nov-YO 

scp-91 

(1) 
S&P 500 
DCF 

Cost of Equity 

14.81 
14.71 
15.00 
15.07 
15.29 
15.57 
15.56 
15.53 
15.57 
15.46 
15.44 
15.45 
15.54 
15.53 
15.57 
15.71 
15.60 
15.65 
15.58 
15.52 
15.59 
15.62 
15.59 
15.59 
15.55 
15.61 
15.85 
16.01 
16.17 
16.16 
16.23 
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(2) 
Aaa 
Bond 

Yields 

7.44 
7.50 
7.61 
7.75 
7.94 
8.01 
8.11 
8.06 
8.04 
8.04 
8.12 
8.26 
8.32 
8.36 
8.39 
8.30 
8.22 
8.38 
8.52 
8.57 
8.65 
8.81 
9.10 
9.10 
8.93 
8.95 
9.04 
8.92 
9.17 
9.18 
9.43 

7.37 
7.21 
7.36 
7.32 
735 
7.56 
7.45 
7.47 
7.53 
7.42 
7.32 
7.19 
7.22 
7.17 
7.18 
7.41 
7.38 
7.27 
7.06 
6.95 
6.94 
6.81 
6.49 
6.49 
6.62 
6.66 
6.81 
7.09 
7.00 
6.98 
6.80 

(3) 
Baa 

Bond 
Yields 

8.18 
8.11 
8.10 
8.31 
8.57 
8.69 
8.86 
8.76 
8.54 
8.58 
8.69 
8.90 
9.01 
9.11 
9.16 
9.09 
8.98 
9.07 
9.28 
9.32 
9.34 
9.47 
9.69 
9.79 
9.64 
9 .64 
9.74 
9.a 
9.96 
9 .Y6 

10.12 

Premium 

6.63 
6.60 
6.90 
6.76 
6.72 
6.88 
6.70 
6.77 
7.03 
6.88 
6.75 
6.55 
6.53 
6.42 
6.41 
6.62 
6.62 
6.58 
6.30 , 

6.20 
6.25 
6.15 
5.90 
5.80 
5.91 
5.97 
6.11 
6.33 
6.21 
6.20 
6.11 
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OCI-90 

Aug-'M 

Jun-90 
May-90 
Apr-90 
Mar-90 
Feh-90 
Jan - 90 
Dcc-89 
Nov - 89 

Scp-90 

Jul-90 

Ocl-89 
scp-89 
Aug-89 
Jul-89 

Jun-89 
May-89 
Apr-89 
Mar-89 
Feh-89 
Jan-89 
DCC-IU1 
Nov-88 
OCl-88 

Aug-SS 
Jul-88 

Jun-88 
May-% 
Apr-88 

scp-88 

(1) 
S&P 5M) 

DCF 
Cost of Equity 

16.04 
15.91 
15.69 
15.81 
15.71 
15.70 
15.62 
15.47 
15.29 
15.18 
15.12 
15.17 
15.02 
14.94 
15.14 
15.36 
15.22 
15.40 
15.35 
15.34 
15.39 
15.54 
15.58 
15.64 
15.63 
15.66 
15.72 
15.63 
15.65 
15.42 
15.45 

(2) 
Aaa 
Bond 

Yields 

9.66 
9.73 
9.54 
9.36 
9.38 
9.58 
9.60 
9.48 
9.35 
9.08 
8.92 
8.92 
9.01 
9.10 
9.02 
8.98 
9.13 
9.60 
9.88 
9.87 
9.71 
9.72 
9.67 
9.62 
9.52 

10.15 
10.66 
10.50 
10.27 
10.29 
10.07 

6.38 
6.18 
6.15 
6.45 
6.33 
6.12 
6.02 
5.99 
5.94 
6.10 
6.20 
6.25 
6.01 
5.84 
6.12 
6.38 
6.09 
5.80 
5.47 
5.47 
5.68 
5.82 
5.91 
6.02 
6.11 
5.51 
5.06 
5.13 
5.38 
5.13 
5.38 

(3) 
Baa 

Bond 
Yields 

10.28 
10.32 
10.12 
9.92 
9.% 

10.16 
10.13 
10.06 
Y.'96 
9.74 
9.60 
9.64 
9.64 
9.70 
9.64 
9.64 
9.80 

10.29 
10.49 
10.50 
10.38 
10.38 
10.44 
10.31 
10.35 
11.13 
11.69 
11.52 
11.27 
11.38 
11.23 

(1) - (3) 
Risk ' 

Premium 

5.16 
5.59 
5.51 
5 3 9  
5.75 
5.54 
5.49 
5.41 
5.33 
5.44 
5.52 
5.53 
5.38 
5.24 
5.50 
5.72 
5.42 . 
5.11 
4.86 
4.84 
5.01 
5.16 
5.14 
5.33 
5.28 
4.53 
4.03 
4.11 
4.38 
4.04 
4.22 
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(1) (2) 
S&P 500 Aaa 
DCF Bond 

Cost of Equity Yields 

Mar-88 15.42 9.72 
Feh-88 15.52 9.77 
Jan-88 15.65 10.39 
Dec-87 15.46 10.64 
Nov-87 15.06 10.43 
O C I  -87 14.82 10.92 

Average Equity Risk Premium 

Currcnl3 Month Avg Bond Yield (Mar-May 93) 

5.70 
5.75 
5.26 
4.82 
4.63 
3.90 

6.37 

7.53 
13.90 

(3) 
Baa 

Bond 
Yields 

10.69 
10.65 
11.34 
11.55 
11.40 
11.91 

(1) - (3) 
Risk 

Premium 

4.73 
4.87 
4.31 
3.91 
3.66 
2.91 

5.65 

8.13 
13.78 ' 

Sources: Billingsley Schedule 2 ; Moody's Bond Survey 
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