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I. STATEMENT OF QUALIFICATIONS 

OF JAMES A. ROTHSCHILD

Q.
Please state your name and business address.

A. 
My name is James A. Rothschild and my address is 115 Scarlet Oak Drive, Wilton, Connecticut 06897.

Q.  
What is your occupation?
A.  
I am a financial consultant specializing in utility regulation.  I have experience in the regulation of electric, gas, telephone, sewer, and gas utilities throughout the United States.

Q.  
Please summarize your utility regulatory experience.
A. 
I am President of Rothschild Financial Consulting and have been a consultant since 1972. From 1979 through January 1985, I was President of Georgetown Consulting Group, Inc. From 1976 to 1979, I was the President of J. Rothschild Associates.  Both of these firms specialized in utility regulation.  



From 1972 through 1976, Touche Ross & Co., a major international accounting firm, employed me as a management consultant. Touche Ross & Co. later merged to form Deloitte Touche. Much of my consulting at Touche Ross was in the area of utility regulation.  While associated with the above firms, I have worked for various state utility commissions, attorneys general, utility customers and public advocates on regulatory matters relating to regulatory and financial issues.  These have included rate of return, financial issues, and accounting issues.  



In my Exhibit No. ___ (JAR-2), I provide a list of the dockets in which I have testified, through September 2004. 

Q.  
What is your educational background?
A. 
I received an MBA in Banking and Finance from Case Western University (1971) and a BS in Chemical Engineering from the University of Pittsburgh (1967).

II.
PURPOSE OF THE TESTIMONY

Q.
What is the purpose of your testimony?

A.  
I have been engaged by the Washington Utilities and Transportation Commission to recommend a fair cost of capital applicable to the regulated operations of Verizon Northwest, Inc. and to comment on the cost of capital testimony filed by Verizon NW’s Witness, Dr. Vander Weide.  

III.  SUMMARY OF FINDINGS AND RECOMMENDATIONS

Q.  
Please summarize your findings and recommendations.

A.  
I recommend that Verizon Northwest, Inc. be allowed an overall cost of capital of 7.71%.  This is based upon an overall cost of capital using a 9.25% cost of equity, 6.99% cost of long-term debt, and 2.00% cost of short-term debt.  It is also based upon a capital structure containing 45% common equity, 49% long-term debt and 6% short-term debt.  This information is summarized on page 1 of Exhibit No. ___ (JAR-3) (Schedule 1).  



My recommended capital structure is consistent with the actual capital structure currently being used by Verizon Communications, Inc.  It contains somewhat more common equity than the 41.75% average level being used by integrated electric utilities and slightly less common equity than the 45.65% actual amount being used by natural gas distribution companies
.



The cost of equity of 9.25% was based upon the results of applying the DCF method to a group of telecommunications companies, the S&P 500, electric companies, and natural gas distribution companies.  As shown on page 2 of my Exhibit No. ___ (JAR-3) (Schedule 2), the DCF method indicates a cost of equity of 9.07% to 9.37% for the telecommunications companies, 9.50% for the S&P 500, 8.84% for the electric companies, and 8.33% to 8.62% for the gas distribution companies.  For the telecommunications group, the electric group, and the gas distribution group, the DCF method was applied by quantifying the long-term sustainable growth that is obtained through the reinvestment of future earnings and through future anticipated sales of common stock.   



The DCF method was applied to the S&P 500 by relying upon analysts’ expectations for stock price appreciation over the next year.  Analysts’ expectations of stock price appreciation are subject to the same risks of over-optimism that occur from analysts’ earnings forecasts.  However, stock price forecasts have the advantage of not being distorted by unsustainable changes caused by factors such as earnings recovering from recession lows.



My review of the testimony of Dr. Vander Weide reveals serious errors in financial logic and poor mathematical choices that have resulted in a substantial upward tilt to his results.  These deficiencies combine to result in Dr. Vander Weide’s 13.46% recommended cost of equity and 11.64% cost of capital to be dramatically higher than Verizon Northwest’s true cost of capital.  



Problems with the testimony of Dr. Vander Weide include:

1. The use of a market value capital structure even though:

a)  such a market-based capital structure is not indicative of the way an efficient provider of telecommunications services would finance its business, and

b) there is a theoretical inconsistency between the use of a market-based capital structure and a DCF-derived cost of equity.

2. The failure to recognize that well-managed companies generally use some short-term debt in the capital structure.

3. Significant overstatement of the risks experienced by Verizon NW’s regulated operations.
4. The misuse of the DCF method as he applied it to both the S&P 500 and to the additional group of companies he selected.  He did this by:

a) Excluding companies from his Value Line group of industrials whose DCF answer was low without making a similar exclusion for those with high results.  By so doing, Dr. Vander Weide has provided the potential for a substantial upward skewing of his results;

b) excluding companies from the S&P 500 group in a way that appears to have skewed the results;

c) incorrectly using a 5-year short-term earnings per share growth as a proxy for long-term growth;

d) inflating the dividend yield by making an upward adjustment for the quarterly payment of dividends without making a corresponding adjustment to lower the return for the compounding of the equity return within a year; and

e) adding a 7 to 10  basis point allowance for financing costs
 when Verizon does not incur such costs.

Dr. Vander Weide’s overall misapplication of the DCF method had to be extreme for him to have arrived at a recommended cost of equity that is any where near as high as the 13.46% he has proposed.  On page 9 of my Exhibit No. ___ (JAR-3) (Schedule 5), I provide a straight-forward check on the excessive result obtained by Dr. Vander Weide.  In that schedule, I contrast his result to what Barron’s has reported financial analysts are expecting.  This check simply takes the Baron’s reported stock price growth for ALL of the S&P 500 and adds it to the dividend yield.  

In contrast to Dr. Vander Weide’s approach, no companies were excluded for any reason, and the use of stock price and dividends relies only on actual measures of cash flow that investors will receive so it is not subject to the distortions that occur when a five-year earnings per share growth rate is used for a proxy for long-term sustainable dividend growth and stock price growth.  Based upon that consensus as reported in Barron’s, the cost of equity indicated for the S&P 500 is 9.50%.  

This shows that it is not possible for an objectively computed cost of equity for the S&P 500 based on analysts’ forecasts to be anywhere near the 13.46% recommended by Dr. Vander Weide.  
The 9.50% result on page 9 of my Exhibit No. ___ (JAR-3) (Schedule 5) definitively shows that Dr. Vander Weide’s cost of equity estimate is wrong.  

Q.  
Are there any other overview comments you wish to make?

A. 
Yes.  On reviewing the responses to the data requests that were filed by Verizon NW, I was especially troubled by the Company’s attitude towards competition.  The responses indicate that Verizon NW uses competition as an excuse to raise rates without treating it as a responsibility to not only price more competitively but to stay as competitive as possible by being astutely aware of areas where competition is impacting business.  



Specifically, the Company’s inability to provide a meaningful answer to Staff Data Request No. 301 is troubling.  Staff Data Request No. 301 asked the Company to explain what was meant by the term “strong competition”.  The Company’s response said that strong competition exists just so long as any other company provides a similar service at comparable rates.  Staff Data Request No. 301 also asked for the percentage of revenues Verizon NW has lost to competitors.  The Company was unable to provide any data in response to this question, suggesting that management has failed to provide itself with the knowledge base necessary to be a strong competitor.  



Furthermore, the Company’s response to Staff Data Request No. 305, stated that “Verizon has not conducted a study of whether its access line loss is due to relative price, better service, or other factors.”  I have included the Company’s response to Staff Data Request Nos. 301 and 305 as my Exhibit No. ___ (JAR-4).

Before blaming higher risk on the mere existence of competitors and using that as an excuse for Verizon to charge its customers higher rates through claims of a higher cost of capital, Verizon should endeavor to understand its own strengths and weaknesses compared to its competitors so it could appropriately respond rather than merely resorting to raising prices.  By the Company’s own definition of “strong competition”, if such competition really did exist then raising prices would only cause Verizon NW to lose its customers to competitors who do not raise rates.

IV.  CAPITAL STRUCTURE

Q.
How should the Commission determine the capital structure to use in the determination of the overall cost of capital applicable to the regulated telephone operations of Verizon Northwest?

A. Ideally, the Commission should use the capital structure that will balance safety and economy.  However, how to determine the capital structure that will produce the lowest overall cost of capital is controversial.  Therefore, commissions frequently look to actual capital structures as an indicator of what capital structure will produce the lowest overall cost of capital.  

Utility rate regulation is a substitute for competition.  Competition puts continual pressure on companies to provide services desired by its customers at the lowest price.  To provide services at the lowest price, competitive companies have to minimize all costs, including the cost of capital.  Because income taxes apply only to the return on equity component of the capital structure, the cost of capital can be highly influenced by the capital structure a company uses.  


I caution that the reported capital structure  of wholly-owned subsidiaries such as Verizon NW do not provide insight into what capital structure management believes will produce the lowest overall cost of capital.  Subsidiary capital structures can, and often do contain equity that was actually raised by its parent in the form of debt and not equity.  Note that Standard & Poors is specifically aware of this issue and has said the following:



Utilities are often owned by companies that own other, riskier businesses or that are saddled with an additional layer of debt at the parent level.  Corporate rating criteria would rarely view the default risk of an unregulated subsidiary as being substantially different from the credit quality of the consolidated economic entity (which would fully take into account parent-company obligations).  Regulated subsidiaries can be treated as exceptions to this rule – if the specific regulators involved are expected to create barriers that insulate a subsidiary from its parent
.  


Based upon the principles in the above statement, Verizon NW would get the Verizon Communications, Inc. corporate rating both because it consists of unregulated subsidiaries and because there are no barriers to insulate Verizon NW from its parent Verizon Communications, Inc.


Q.
What capital structure have you recommended in this case?

A. 
I recommend that the overall cost of capital of Verizon NW be computed using a capital structure consisting of 45% common equity, 49% long-term debt, and 6% short-term debt.  I arrived at this recommended capital structure based on the following observations:

a) Actual Capital Structure.  The actual capital structure of Verizon Communications, Inc (the parent of Verizon NW) consists of 44.9% common equity, 49.3% long-term debt, and 5.8% short-term debt.  See page 21 of Exhibit No. ___ (JAR-3) (Schedule 11, page 2).    

b) Industry Average Capital Structure.  1) The average capital structure of fully integrated electric companies is 41.75% common equity, 1.01% preferred equity, 50.71% long-term debt and 6.53% short-term debt. 2) The average capital structure for the group of gas distribution companies is 45.65% common equity, 0.21% preferred equity, 45.88% long-term debt, and 8.25% short-term debt. 3) The average capital structure of the telecom companies is 56.8% common equity, 37.2% long-term debt, and 6.0% short-term debt.  For company-by-company capital structure details, please see page 21 of Exhibit No. ___ (JAR-3) (Schedule 11, page 2).  

I analyzed the foregoing numbers by starting with the actual consolidated capital structure of Verizon Communications, Inc.  In this review, I recognized that the 44.9% common equity for Verizon Communications should be a higher level of common equity than would be appropriate for Verizon NW on an arms-length, stand-alone basis because Verizon Communications, Inc.  includes not only the lower-risk regulated operations of Verizon NW, but also higher risk unregulated operations as well.  

Higher risk businesses tend to require a higher level of common equity in the capital structure.  Therefore, one would expect the capital structure appropriate for the regulated operations of Verizon NW to require less common equity than the consolidated operations of Verizon Communications.  However, I also noted that the capital structure of Verizon Communications, Inc. contains considerably less common equity than either SBC or BellSouth, causing this telecom group average to contain 56.8% common equity.  

This 56.8% common equity ratio for the telecom group should be expected to contain more common equity than would be appropriate for Verizon NW on an arms-length stand-alone basis because of the lower risk associated with the Verizon NW regulated operations.   

As discussed later in this testimony, regulated operations are of lower risk because regulated operations can raise prices to recover costs so long as regulators approve the increase.  This is in contrast to unregulated companies whose prices are constrained by competitive pressures.  This lower risk condition, combined with the actual common equity ratio of Verizon Communications, Inc., the 41.75% common equity ratio of the electric companies and  45.65% common equity ratio for the gas distribution companies led me to conclude that the 45% common equity, 49% long-term debt, and 6% short-term debt capital structure was appropriate.  It is not only consistent with the actual capital structure of Verizon Communications, Inc., but is also  higher than the average capital structure for my integrated electric companies group and my gas distribution group.

Q.  
How does your recommended capital structure compare to the capital structure recommended by Dr. Vander Weide?  

A. 
The capital structure recommended by Dr. Vander Weide contains 75% common equity.  Direct testimony of Dr. Vander Weide, Exhibit No. ___ (JHV-1T) (revised) page 34.  This equity ratio is not only inconsistent with the actual equity ratio used by Verizon Communications and the electric and gas company groups, but it is considerably higher than the actual percentage of common equity used by industrial companies of all bond ratings.  As explained later in the Testimony Evaluation section of my testimony, Dr. Vander Weide’s capital structure position is wrong because:

a)
The chosen capital structure is inconsistent with a reasonable target bond rating.  Out of the 970 industrial companies compiled by Standard & Poors, the only group that had an average common equity ratio higher than proposed by Dr. Vander Weide are the six companies in the AAA bond rating category.  These six companies have an average common equity ratio of 95%.  As shown on page 22 of my Exhibit No. ___ (JAR-3) (Schedule 12), AA rated companies have an average common equity ratio of 64.1% and the overall common equity ratio for all of the industrial companies compiled by Standard and Poors contains 40.73% common equity. 



b) 
The method used by Dr. Vander Weide to determine capital structure is inconsistent with the use of a DCF method to determine the cost of equity.  A DCF derived cost of equity assumes that a company could reinvest new funds at the same book returns that give rise to market prices even when market prices deviate from book value.  



However, when market price is different from book value, there can be a substantial difference between the earnings benefit achieved by investors from the portion of earnings paid out as a dividend and the portion of earnings retained in the business to produce future growth.  Using the higher book return rate on reinvestment earnings instead of the lower market return on reinvested earnings causes the DCF method to significantly overstate the cost of equity that would be applicable to a market value capital structure.

V.
COST OF DEBT

Q.
Please summarize your findings on the cost of debt.

A. I have separately determined the cost of long-term debt and the cost of short-term debt.  For long-term debt, I used the 6.994% yield-to-maturity number provided by the Company in response to Staff Data Request No. 490, Attachment 490.  For short-term debt, I used an estimated cost rate of 2.00%.

Q. How did you obtain the 2.00% estimated cost of short-term debt?

A. The Company stated in its response to Staff Data Request No. 30, Attachment 30, that its current cost of short-term debt is 1.115%.  Since the U.S. Federal Reserve Board has been recently increasing short-term interest rates, I increased the cost of short-term debt from 1.115% to 2.00% as an estimate of the current cost of short-term debt. 

Q. How does the 6.994% cost of long-term debt that you have proposed compare to the cost of long-term debt requested by the Company?

A. The 6.994% embedded cost of debt that I propose is higher than the 6.15% cost rate requested by the Company.  See page 34 of the revised direct testimony of Dr. Vander Weide, Exhibit No. ___ (JHV-1T). The Company’s requested cost of long-term debt is based upon an estimate of the current cost of long-term debt rather than the embedded cost of debt.  Using the current cost of long-term debt is a concept appropriate when a forward-looking cost of debt is needed, but when implementing actual cost-based ratemaking the embedded cost of debt is the appropriate basis.

Q. How does the 2.00% cost of short-term debt that you have proposed compare to the cost of short-term debt requested by the company?

A.  
Dr. Vander Weide did not include any short-term debt in his recommended capital structure.  He therefore did not make a recommendation for the cost of short-term debt.

VI.
COST OF COMMON EQUITY
A.
Introduction

Q.
What is the cost of equity?

A. 
The cost of equity is the rate of return that must be offered to a common equity investor in order for that investor to be willing to buy the common stock.  The rate of return is earned in two different ways.  One part of the return is from a dividend.  The other part of the return is through the change in the stock price.  Investors buy stock to benefit from the total return.  Total return is the sum of the dividend income and the profit (or loss) obtained from the change in the stock price.  


While dividends are the norm in the utility industry, many companies do not pay a dividend.  For those companies that do not pay a dividend, investors are willing to buy the stock if investors expect that the potential for capital appreciation offsets the lack of any dividend income.  Common equity investors can, at best, only estimate what the stock price will be in the future.  Also, investors are not certain what future dividends will be.  Therefore, common equity investment always entails risk, but the risk can vary greatly from company to company. 


The return an investor cares about is best measured as the return on market price.  An investor who buys a common stock at $10.00 per share and sells it a year later for $10.90 will have received a 9% return (plus dividends, if any), irrespective of whether or not the company earned any money, and irrespective of the return on book value.  However, utility commissions have the responsibility of balancing the interests of investors and ratepayers.  Therefore, if it can be determined that investors are willing to buy stock with the expectation of being able to earn an annual return of 9%, then a commission should set rates so that the return on used and useful rate base is at the level where the future return on book value is expected to be 9%.  Consequently: 

a) if the market price should happen to be below book value, this would not be justification for providing a lower return than the cost of equity demanded by investors. 

b)
if the market price should happen to be above book value, this would not be justification for providing a higher return than the cost of equity demanded by investors.  

As the U. S. Supreme Court stated in its 1948 decision in Federal Power Commission v. Hope Natural Gas, 320 U.S. 591, at page 602, the stock price is “… the end product of the process of rate-making not the starting point…” and that “… the fact that the value is reduced does not mean that the regulation is invalid.”  Therefore, in rate cases it is important to set rates based on a return on book value.  Among the many problems with the market value capital structure approach proposed by Dr. Vander Weide is that it contradicts this important principle from the Hope Natural Gas case.
Q. 
How many basic methods are used to calculate the cost of equity?

A. 
There are two basic methods commonly used to determine the cost of equity: the Discounted Cash Flow (“DCF”) method and the risk premium/Capital Asset Pricing Model (“CAPM”) method.  Given the preference for the DCF method that has been expressed by the Washington Utilities and Transportation Commission in prior cases, I have based my recommendation on the DCF results.  In keeping with the findings of this Commission, other methods have been presented only as a check on the DCF findings.

Q.
Please explain briefly how the DCF method works.
A.  
The DCF method starts with the current dividend yield, and adds to that dividend yield an estimate of growth to arrive at the estimated cost of capital.  This growth is really the estimate of the future stock price appreciation that investors are estimating might occur until the stock is sold.  Dividend growth, book value growth, and earnings growth, to the extent they may be used, are only relevant to the degree they can help estimate the future stock price.

Q.  
Please explain why the DCF method is commonly used.  

A.
Perhaps a major part of the reason that the DCF method has been so commonly used over the years is because, more than any other method, if properly applied, it can directly examine those factors that provide the incentive for investors to buy common stock in the first place.

Q. 
Please explain how the risk premium/CAPM method works. 
A.
The risk premium method in a generic sense includes the CAPM method, and it is also commonly used by witnesses in rate proceedings.  The risk premium/CAPM method is really measuring the very same thing as the DCF method --- the total return expected by a common stock investor.  However, rather than determining this total return by directly estimating future dividends and capital appreciation, the risk premium/CAPM method is looking either to interest rates or the inflation rate to help estimate what total return common stock investors require.

B.
Summary of Conclusions on Cost of Equity.

Q. 
How did you determine the cost of equity for Verizon NW and what were your findings?

A.
As I explain in detail in this section, I determined the cost of equity to Verizon NW by applying the DCF method to a group of telecom companies, a group of fully integrated electric utilities, a group of gas distribution companies, and to the Standard and Poors 500.  Based upon the analyses I conducted, I find that the cost of equity to Verizon NW and applicable to a capital structure containing 45.0% common equity, is 9.25%.  See page 2 of Exhibit No.  ___ (JAR-3) (Schedule 2).  



In contrast, Dr. Vander Weide recommended a cost of equity of 13.46% (Revised direct testimony of Dr. Vander Weide, Exhibit No. ___ (JHV-1T), pages 34-35) with a capital structure containing 75% common equity.  



The combined effect of this high cost of equity and high percentage of common equity in the capital structure results in the revenue requirement associated with Dr. Vander Weide’s recommendations being substantially higher than the revenue requirement derived from my recommendations. 

Q. 
How did you select the groups of electric and gas companies to use for comparison?

A.  
I used the same groups of companies selected by the company witness in the most recently completed testimony that I filed.  The witness in that case, Dr. Roger Morin, selected a group of fully integrated electric utilities and another group of gas distribution utilities.   In this case, I filed testimony October 2004 as a Staff Witness for the Nova Scotia Utility and Review Board.  As explained elsewhere in this testimony, the cost of equity results for the electric and gas companies was used for benchmark purposes.  My recommended cost of equity is higher than the cost rate indicated for the electric and gas companies because of risk considerations. 
Q.  
How did you arrive at your recommended cost of equity?

A. 
I reviewed the results of my analyses as summarized on page 2 of Exhibit No. ___ (JAR-3) (Schedule 2).  As shown on this Schedule, the DCF-derived cost of equity varied between 8.33% and 9.50%, depending upon which group of companies or which time period is being used.   


As also shown on the bottom of page 2 of Exhibit No. ___ (JAR-3) (Schedule 2), my analysis using the risk premium/CAPM method indicates a mid-point cost of equity of 9.05%, based upon the premium over interest rates, and 9.80% based upon the premium over inflation.  


The details of my implementation of both the DCF method and the Risk Premium/CAPM method are explained in detail later in this testimony.

Based on my DCF results, I find that the proper cost of equity to allow the regulated telephone operations of Verizon NW is 9.25%.   This is slightly below the 9.50% DCF indicated cost of equity for the S&P 500, approximates the mid-point of the DCF indicated result for the telecoms and is higher than what is indicated by the DCF method for either the electric companies or the gas companies.  My recommended result is higher than the cost of equity indicated by application of the DCF  method to  gas distribution companies and allows for the possibility that regulated telecommunications companies contain a higher risk than either the electric companies or the gas companies.

Q. 
How does your implementation of the DCF model vary from the implementation used by the Company?

A.  
Unlike Dr. Vander Weide, I quantified growth by using a method that computes constant growth that is sustainable over the long term.  The differences are explained in detail later in this testimony.

C.
DCF Method

Q.

Is the DCF method widely used in utility rate proceedings?

A.
Yes.  The DCF model is more widely used than any other approach to determining the cost of equity.

Q.
Is the DCF method commonly implemented in a consistent manner?

A.
No.  Most implementations of the DCF model in utility rate proceedings do not start from the basic form of the model that separately discounts each future expected cash flow.  Instead, utility rate proceedings typically focus on a special, simplified, version of the DCF model where the cost of equity, k, equals dividend yield (D) plus growth (g) in the formula k=D/P +g. 



Most analysts acknowledge that when using this simplified, constant growth or D/P + g form of the DCF model,  the growth rate “g” must be representative of the constant future growth rate anticipated by investors for dividends, earnings, book value, and stock price.  However, all too often, those who implement this constant growth form of the DCF model forget this important principle.  Some merely try to make the issue go away by incorrectly stating that the D/P +g formula requires the “assumption” of constant growth. When they state that, they are missing the proper mathematical use of the word “assumption”.  



Actually, the “assumption” of constant growth is a mathematical step that is made when this simplified D/P + g form of the DCF model is derived from the basic form of the model.  However, what this means mathematically is that the D/P + g form should not be used UNLESS the value of “g” is consistent with the mathematical characteristics that had to be met in order to derive this special form of the DCF model in the first place.  



Failing to recognize that the selected value of “g” must be in keeping with the mathematical derivation of the D/P + g form of the DCF model often causes substantial, unnecessary error when implementing the DCF model in utility rate proceedings.  



For example,  a user of the D/P + g form of the DCF model that relies on only earnings growth, in the face of evidence that dividends or book value is expected to grow at a different rate than earnings, is probably using the DCF model incorrectly.

Q.  
Why is it so important for the growth rate used in the constant growth version of the DCF model to be representative of the constant growth rate for dividends, earnings, book value and stock price?

A.  
The derivation of the constant growth formula is based upon the principle that investors buy stock solely for the right to future cash flows obtained as a result of that ownership.  The cash flows are obtained through dividend payments and/or stock price appreciation. The constant growth version of the DCF formula will accurately quantify investors’ expectations only if investors expect the dividend yield (defined as dividend payment divided by stock price, or D/P in the constant growth DCF formula) and the growth in dividends to be estimated at one constant growth rate for many years into the future.   



The dividend yield and growth rate that are used in the constant growth formula cannot be casually taken from any source that happens to publish a growth rate, even if the source is highly reliable.  This is because the highly reliable source could very well be publishing a growth rate that is different from the very special kind of growth that is appropriate for the constant-growth DCF formula.  


Consider what happens if the expected growth rates are not all equal:

1.  
DIFFERENT GROWTH RATE FOR EARNINGS AND FOR DIVIDENDS.  Both dividends and the ability for a company to grow dividends in the future are directly derived from earnings. The dividend yield, or D/P, portion of the constant growth DCF formula quantifies the investor-derived value from the portion of earnings paid out as a dividend.  The “g” portion of the constant growth DCF formula quantifies the value of the portion of earnings retained in the business.  

If dividends are quantified using the current dividend rate, but an earnings forecast is used to quantify “g” that is based upon a future environment in which earnings are expected to grow more rapidly than dividends, an ever-increasing portion of the total return expected by investors will be attributable to growth, and a smaller portion will be attributable to dividends. Under these conditions, other things being equal, the constant growth version of the DCF model would overstate the cost of equity because the decrease in the payout ratio that results from a more rapid earnings growth rate than dividend growth rate would shift a greater portion of the earnings from dividends to earnings growth.  

The result is that the higher future earnings growth rate would cause the portion of earnings available for dividends to be lower, and therefore the dividend yield would be lower.  Conversely, if future earnings growth were expected to be less than dividend growth, the constant growth form of the DCF model would understate the cost of equity.  

Every time a dividend payment is scheduled, the board of directors of a company decides what portion of earnings to pay out as a dividend and what portion of earnings to re-invest, or “retain” in the business.  It is this re-investment of earnings that causes sustainable growth.   Both dividends and growth therefore compete for the same dollars of earnings.  The higher the portion of earnings allocated to the payment of dividends, the smaller the amount of earnings left over for re-investment and therefore the lower the future growth rate. 

The relationship between the portion of earnings paid out as a dividend and the portion re-invested in the business is commonly referred to as either the dividend “payout” ratio (which is computed by dividing dividends by earnings), or the “retention rate” (which is computed by dividing the portion of earnings re-invested in the business by earnings).  The sum of the payout ratio and the retention rate is 1.0, because 100% of earnings is either paid out as a dividend or retained in the business.  

The constant growth version of the DCF formula uses a specific dividend rate to compute the “D/P” term of its formula.  This specific dividend rate has a specific earnings “retention rate” associated with it.  This specific “retention rate” provides for one and only one percentage of earnings that remains to cause the growth that is quantified in the second term of the equation.  This is because the portion of earnings paid out as a dividend and the portion not paid out as a dividend must remain equal to total earnings.  

If the dividend “payout ratio” or the earnings “retention” ratio are not constant, the portion of earnings available for growth and the portion available for dividends will continue to shift over time.  Under such conditions, the constant growth formula produces an erroneous result because it is incapable of properly accounting for this change.

2.
EARNINGS PER SHARE GROWTH RATE DIFFERENT FROM STOCK PRICE GROWTH RATE.  When earnings per share growth rates are measured over a relatively short time period, such as the five-year consensus growth rates compiled by financial services such as Zacks and I/B/E/S, it is likely that investors expect materially different growth rates in earnings per share and stock price.  This is because the earnings per share growth rate as reported in such services is simply the compound annual growth rate in the earnings per share  from the most recently completed fiscal year compared to the earnings per share forecast for five years into the future.  Presumably, an earnings per share forecast for five years into the future is sufficiently far off that analysts’ forecasts for that time period must be based upon an expectation of normal conditions.  Five years into the future is too far off to forecast abnormal economic conditions, abnormal weather conditions, or any abnormal operating problems that could impact earnings.  


However, the base year from which earnings are forecast is likely to contain some abnormalities that have an impact on earnings.  To the extent this abnormality exists, the forecast of earnings per share growth from the base year to a period five years in the future will be equal to the sustainable growth rate plus or minus the impact of any abnormalities.  Growth that is required to bring earnings up to or down to normally expected conditions is not sustainable growth, and therefore it is not the kind of growth that would be mirrored in the stock price growth rate.  
3.  
DIFFERENT GROWTH RATE FOR EARNINGS AND FOR BOOK VALUE.  The return on book equity is computed by dividing earnings by book value.  This is an important number for several reasons: a) for a regulated utility company, the allowed cost of equity is the return on book equity that a utility commission intends for a company to earn on the regulated portion of its business, and b) unregulated companies attempt to earn the highest risk adjusted returns on equity that are possible. 


If earnings per share grow more rapidly than book value per share, the return on equity increases.  Conversely, if earnings per share grow more slowly than book value per share, the return on equity decreases. While increases and/or decreases in the earned return on equity can and do occur, it is not credible to forecast a sustained change in the return on equity for the many years into the future that are required in the constant-growth DCF model.  


For example, a forecasted continuation of a decrease in the earned return on equity would eventually drive the earned return on equity to near zero – a condition that is not credible for a regulated business providing a needed service.  Similarly, a forecasted continuation of an increase in the earned return on equity would eventually drive the earned return on equity to an extremely high number – a condition that would not form the basis for a credible growth rate forecast for a regulated business because of the regulatory constraints on the authorized return.  


Also, an earnings per share growth rate higher than the book value per share growth rate is not credible for a competitive business because, as returns would go higher and higher, more and more competitors would be attracted. 


If a growth rate based upon an earning per share forecast higher than the forecast book value per share growth rate were used in a constant-growth form of the DCF model, then the constant-growth version of the DCF model would contain an upward bias.  Conversely, if an earnings per share forecast is lower than the book value per share growth rate, then the constant-growth form of the DCF model would contain a downward bias.  
Q. Are five-year earnings per share forecasts of the type available from sources such as Zacks, I/B/E/S, or Value Line suitable as a proxy for long-term sustainable growth in the constant-growth form of the DCF model?

A.  
No.  For the reasons I just explained, it is improper to directly use a five-year earnings per share forecast as a proxy for long-term sustainable growth in the constant-growth DCF model.  



Zacks, I/B/E/S, Value Line and similar firms make no attempt to make earnings per share forecasts to be representative of the anticipated growth rate in dividends per share, book value per share, or stock price.  Therefore, while these sources can provide useful information in formulating a sustainable growth rate in the context of a constant-growth DCF model, if their estimates are used directly as a proxy for long-term growth, they are no more accurate than it would be to forecast the height of a human at age 60 based upon a reasonable forecast of annual growth for the five years starting at age 12.  

Earnings per share forecasts are generally different from the anticipated growth in dividends, book value, and stock price because they include the often substantial impact of bringing earnings up or down to a normal earned return on equity from whatever return on equity was achieved in the most recently completed fiscal year.  
Additionally, such analysts’ growth rates tend to be overstated because of the well-documented propensity for analysts to be optimistic.
  

The combined effect of the habitual optimism of analysts and the required movement over a relatively short five-year time period to bring earnings per share up to the optimistic levels, commonly causes the five-year growth rates that are estimated by analysts to overstate the future sustainable growth rate.  

Q.  
How is it possible to ensure that the growth rate used in the constant-growth version of the DCF model will result in an appropriate constant growth rate indicator for dividends, earnings, book value, and stock price?

A.  
The most straight-forward and accurate way to determine the appropriate growth rate is to use the “b x r + sv” formula, where b= the earnings retention rate, r=the future expected return on book equity, and sv is a factor that accounts for sustainable growth caused by the sale of new shares of common stock.  The mathematics used to derive the D/P + g form of the DCF model show that the “b x r + sv” formula properly quantifies sustainable growth.  



However, common mistakes in applying this formula include using historic values of “r” rather than future expected values, and failing to use a retention rate value, “b” that is consistent with the other values input into the DCF model.  

Q. 
Why must the retention rate, “b” be consistent with the other values input into the DCF model?

A.  
By definition, the retention rate, “b”, is the portion of earnings that is NOT paid out as a dividend.  Because future earnings will be equal to the return on book equity times book value, the future anticipated value of the return on book equity “r” defines the future expected earnings rate. 

 

The portion of earnings NOT paid out as a dividend is directly related to the future expected earnings rate and the future dividend rate.  When the dividend rate is input into the D/P + g form of the DCF model, the portion of earnings that has been allocated to dividends has already been defined.  



Therefore, in order to avoid either the double-counting of earnings or the under-counting of earnings, the same definition of the dividend rate that has been used for the value of “D” in the D/P portion of the DCF equation MUST be used to determine the value of the retention ratio, “b”, when computing sustainable growth.

Q.  
How can you assure consistency between the dividend rate used to compute dividend yield and the dividend rate used to compute the retention ratio?

A.  
The way to ensure the consistency necessary for a valid result from the implementation of the constant-growth form of the DCF model is to compute the retention rate “b” based upon the inputs used for the dividend rate “D” and the future expected return on equity, “r”.  As previously stated, by definition, the retention rate “b” is equal to the portion of earnings not paid out as a dividend divided by earnings.  
The earnings consistent with the value used for “D” is determined by multiplying book value by the value of the future expected return on equity, “r”.  The book value that should be used is the book value as of the time of the valuation of “D”.  The result is the future expected rate of earnings that is consistent with the value used for both “D” and for “r”.  Subtracting “D” from the future expected earnings and dividing that amount by the same future expected earnings results in a retention rate that contains the necessary consistency.   If any other value for “b” is used, such as a forecasted value for “b” in some future time period, then the result from the constant-growth DCF computation would be invalid.

Q.  
Do stock analysts use the "b x r" method?

A.  
Yes.   In the textbook, Investments, by Bodie, Kane and Marcus (Irwin, 1989) at page 478, expected growth rate of dividends is described as follows:


How do stock analysts derive forecasts of g, the expected growth rate of dividends?  Usually, they first assume a constant dividend payout ratio (that is, ratio of dividends to earnings), which implies that dividends will grow at the same rate as earnings.  Then they try to relate the expected growth rate of earnings to the expected profitability of the firm's future investment opportunities.


The exact relationship is





g= b X ROE



where b is the proportion of the firm's earnings that is reinvested in the business, called the plowback ratio or the earnings retention ratio, and ROE is the rate of return (return on equity) on new investments.  If all of the variables are specified correctly, [the] equation . . .  is true by definition, . . .  

Q. 
Do some cost of capital witnesses criticize the “b x r” method as being circular?

A. 
Yes.  Some cost of capital witnesses claim that the “b x r” method is circular because the future earned return on book equity that is used to quantify growth is used to determine the future earned return equity.

Q.  
Is that criticism valid?

A.  
No.  Those who claim that the method is circular confuse the definition of “r” and the definition of “k”.  While “r” is defined as the future return on book equity anticipated by investors, “k” is the cost of equity, or the return investors expect on the market price investment.   Since the market price is determined based upon what investors are willing to pay for a stock, and the book value is based upon the net stockholders’ investment in the company, “r” usually has a different value than “k”.  



In fact, the proper application of the DCF method relates a specific stock market price to a specific expectation of future cash flows that is created by future earned return (“r”) levels. 

For example, assume investors are willing to pay $10 a share for a company when the expectations are that the company will be able to earn 12% on its book equity in the future.  If events would cause investors to re-evaluate the 12% return expectation, the stock price should be expected to change.  If investors’ expectations of the future return on book equity change from 12% to 10%, and there is no corresponding change in the cost of equity, the stock price would decline.  

The cost of equity, however, would not decline simply because an event might occur that would cause investors to lower their estimate for “r”.  The cost of equity is equal to the sum of both the dividend yield and growth.  Investors’ estimate of “r” influences the investors’ estimate for growth.  Changes in growth expectations cause investors to change the price they are willing to pay for stock.  

A change in the stock price can cause a change in the dividend yield that offsets the change in expected growth. In this way, a higher dividend yield would offset by the lower expected growth rate and leave the cost of equity, “k”, unchanged.

Q.  
How did you implement the DCF method in this case?

A.   
Consistent with the principles described above, I started by quantifying the D/P, or dividend yield term.  Then I computed the growth rate, “g”.  I derived the growth rates from the internal, or retention growth rate, or "b x r" + “sv” method where "b" represents the future expected retention rate and "r" represents the future expected earned return on book equity.  The “sv” term quantifies the growth that is caused by the sale of new common stock in excess of book value.
 

Q.  
How did you determine the dividend yield or the “d/p” portion of the constant-growth DCF equation?

A.  
I determined the dividend yield as follows:

a)  I took the current quarterly dividend rate for each company examined and multiplied it by 4 to arrive at the current annual dividend rate.  See pages 3 and 6 of Exhibit ___(JAR-3) (Schedule 3, page 1 and Schedule 4, page 1, respectively).

b)  The current quarterly dividend rate was then converted to a dividend yield by dividing it by the stock price of each company.  The stock price used was determined two different ways.  One way was to take the actual stock price as of the end of the period I examined.  The second way was to take the average of the high and low stock price over the prior year.

c)  The resulting dividend yield was increased by adding one-half the future expected growth rate.  This upward adjustment to the dividend yield is necessary because the DCF formula specifies that the dividend yield to be used is equal to the dividends expected to be paid over the next year divided by the market price.  After this adjustment to increase the dividend yield, the yield is equal to an estimate of dividends over the next year.  To each dividend yield result, I added one-half the future expected growth rate.  After the adjustment, the yield is equal to an estimate of dividends over the next year.

Q. 
How did you obtain the growth rates you used in the DCF method?

A. 
I quantified growth by using “b x r” + sv.  

1.
Determination of Value for “r”

Q.
How did you determine the value of "r" that you used in the “b x r” portion of the growth rate determination?

A.  
My estimate for “r” is based upon a review of the actual historic actual return on book equity and future expected returns on book equity for each company.  I used Value Line and the future expected return on book equity that was derived from other analysts’ earnings forecasts.  The results of these inputs are summarized in Footnote (A) on pages 10 to 12 of Exhibit No. ___ (JAR-3) (Schedule 6, pages 1 through 3).   



I also considered what are likely to be future allowed returns on equity.  Based upon this input, I concluded that investors expect the future sustainable return on book equity, “r” to be 16.00% for the telecom group, 11.50% for the electric company group, and 12.00% for the gas distribution group. 

2.
Determination of Retention Rate, "b"

Q. 
How did you determine the value of the future expected retention rate "b" that you used in your simplified DCF analysis?

A. 
As previously explained, I recognized that the retention rate, "b", is merely the residual of the dividend rate, "D", and the future expected return on book equity, "r."  Since, by definition, "b" is the fraction of earnings not paid out as a dividend, the only correct value to use for "b" is the one that is consistent with the quantification of the other variables when implementing the DCF method.  The formula to determine "b" is:

b= 1- (D/E), where

b = retention rate

D = Dividend rate

E = Earnings rate

However,  "E" is equal to "r" times the book value per share.  Book value per share is a known amount, as is "E", consistent with the future expected value for "r",  and the "D" used to compute dividend yield.  Therefore, to maximize the accuracy of the DCF method, quantification of the value of "b" should be done in a manner that recognizes the interdependency between the value of "b" and the values for "r" and  "D".  I directly computed the value of "b" based upon the values of "D", and "r".

Q. 
What retention rates did you use in the single-stage DCF method?

A. 
Based upon the above formula (b=1-D/E), I computed a retention rate of 27.79% to 30.79% for the telecom group, 29.18% to 30.27% for the electric company group, and 29.45% to 33.08% for the gas distribution group.



Since the S&P analysis was based upon the direct analysts’ estimate of stock price appreciation, it was not necessary to develop any retention rate when applying the DCF method to that group of companies.

Q.  
What was the input you examined to quantify growth resulting from the sale of new stock above book value?
A.  
I examined the annual rate of increase in the number of shares outstanding as forecast by Value Line.  See pages 13 and 14 of Exhibit ___(JAR-3) (Schedules 7 and 8, respectively).

Q. 
Please summarize your DCF results.

A.  
As I stated earlier in my testimony, I reviewed the results of my analyses as summarized on page 2 of Exhibit No. ___ (JAR-3) (Schedule 2).  As shown on this Schedule, the DCF-derived cost of equity varied between 8.33% and 9.50%, depending upon which group of companies or which time period is being used.   



Based on the DCF results shown on this Schedule, and in consideration of the possibility that regulated telecommunications operations might be in a higher risk category than either electric or gas companies, I find that the proper cost of equity to allow the regulated telephone operations of Verizon NW is 9.25%.   

D.
Risk Premium/CAPM Method

Q.  
Please explain the risk premium/CAPM method.

A.  
The risk premium/CAPM method estimates the cost of equity by analyzing the historic difference between the cost of equity and a related factor such as the rate of inflation or the cost of debt.  


One critically important fact to understand when implementing the risk premium method is that risk premiums have declined in recent years.  Federal Reserve Chairman Alan Greenspan made a speech on October 14, 1999 entitled “Measuring Financial Risk in the Twenty-first Century”.  The text of the speech is available at http://www.bog.frb.fed.us/boarddocs/speeches/1999/19991014.htm.  In the speech, Chairman Greenspan says:

That equity risk premiums have generally declined during the past decade is not in dispute.  What is at issue is how much of the decline reflects new, irreversible technologies, and what part is a consequence of a prolonged business expansion without a significant period of adjustment.  The business expansion is, of course, reversible, whereas technological advancements presumably are not.

Q.
Is Chairman Greenspan’s view of the reduction in risk premiums consistent with what investors now generally expect? 

A.
Yes.  One good source to confirm that the financial community shares Chairman Greenspan’s conclusion is an article that appeared in the April 5, 1999 issue of Business Week:

The risk premium is the difference between the risk-free interest rate, usually the return on U.S. Treasury bills, and the return on a diversified stock portfolio.  Over more than 70 years, the return to stocks averaged 11.2%, and T-bills, just 3.8%.  The difference between the two returns, 7.4%, is the risk premium.  Economists explain this extra return as an investors’ reward for taking on the greater risk of owning stocks.  Most market watchers believe that in recent years, the premium has fallen to somewhere between 3% and 4% because of lower inflation and a long business upswing that makes corporate earnings less variable.  

[emphasis added].

On October 4, 2001, a report from Credit Suisse First Boston concluded that the equity risk premium over treasury bonds is 3.7%, and the equity risk premium over Baa rated corporate bonds is now 1.9%.

Page 189 of the “Stocks, Bonds, Bills, and Inflation 2004 Yearbook” by Ibbotson Associates states, in a section entitled “Long-term Market Predictions” that:

Ibbotson and Chen believe that stocks will continue to provide significant returns of the long run, averaging around 9.22 percent per year, assuming historical inflation rates.  The geometric equity risk premium, based on the supply side earnings model, is calculated to be 3.84%. 



The 3.84% forward-looking risk premium concluded by Ibbotson and Chen appears in the very same book that shows a geometric risk premium of 5.0%
  based upon purely historical data that has not yet factored any consideration of the downtrend in risk premiums.   



A review of the discussion on page 108 of the same 2004 edition of Stocks, Bonds, Bills, and Inflation shows why the equity-to-debt risk premium has been declining.  The description of the data and the data both show that between 1925 and 2003, the volatility of common stocks has been declining and the volatility of long-term government bonds has been increasing.   



Risk is proportional to expected volatility.  Therefore, the convergence in the volatility of common stock prices and government bond prices brings the relative risk closer together now than it was back in the earlier part of the Ibbotson Associates 1926-2003 data series. 

1.
Inflation Risk Premium Method.

Q. How have you applied the inflation risk premium method?

A.  
I implemented the inflation premium method by adding investors’ current expectation for inflation to the long-term rate earned by common stocks net of inflation.  

Q.  
What is the basis for the inflation premium method?

A.
The basis has been explained in a book entitled Stocks for the Long Run (McGraw Hill 2002) by Dr. Jeremy Siegel, a professor at the Wharton School.  Professor Siegel examined the real returns achieved by common stocks from 1802 through 2001.  He concluded that equity returns in excess of the inflation rate have been very similar in all major sub-periods between 1802 and 2001, while the risk premium in between bonds and common stocks has been erratic.  At page 11 he states:

Despite extraordinary changes in the economic, social, and political environment over the past two centuries, stocks have yielded between 6.6 and 7.2 percent per year after inflation in all major subperiods.  


At page 12 he states:

Note the extraordinary stability of the real return on stocks over all major subperiods: 7.0 percent per year from 1802-1870, 6.6 percent from 1871 through 1925, and 6.9 percent per year since 1926.  Ever since World War II, during which all the inflation in the U.S. has experienced over the past two hundred years has occurred, the average real rate of return on stocks has been 7.1 percent per year.  This is virtually identical to the previous 125 years, which saw no overall inflation.  This remarkable stability of long-term real returns is a characteristic of mean reversion, a property of a variable to offset its short-term fluctuations so as to produce far more stable long-term returns.


Continuing on page 14, he states:

As stable as the long-term real returns have been for equities, the same cannot be said of fixed-income assets.  Table 1-2 reports the nominal and real returns on both short-term and long-term bonds over the same time periods as in Table 1-1.  The real returns on bills has dropped precipitously from 5.1 percent in the early part of the nineteenth century to a bare 0.7 percent since 1926, a return only slightly above inflation.  The real return on long-term bonds has shown a similar pattern.  Bond returns fell from a generous 4.8 percent in the first sub period to 3.7 percent in the second, and then to only 2.2 percent in the third.



And at pages 15-16, he explains some of the reasons why bond returns have been especially unstable:

Although the returns on equities have fully compensated stock investors for the increased inflation since World War II, the returns on fixed-income securities have not.  The change in the monetary policy standard from gold to paper had its greatest effect on the returns of fixed-income assets.  It is clear that the buyers of long-term bonds in the 1940s, 1950s, and early 1960s did not recognize the inflationary consequences of the change in monetary regime.  How else can you explain why investors voluntarily purchased 30-year bonds with 3 and 4 percent coupons, ignoring a government policy that was determined to avoid devaluation and in fact favored inflation?

…

Another explanation for the fall in bond returns is investors’ reaction to the financial turmoil of the Great Depression.   The stock collapse of the early 1930’s caused a whole generation of investors to shun equities and invest in government bonds and newly-insured bank deposits, driving their return downward.  Finally, many investors bought bonds because of the widespread (but incorrect) prediction that another depression would follow the war.

Professor Siegel then provides a conclusion on page 16 that:

Whatever the reason for the decline in the return on fixed-income assets over the past century, it is almost certain that the real returns on bonds will be higher in the future than they have been over the last 70 years.  As a result of the inflation shock of the 1970’s, bondholders have incorporated a significant inflation premium in the coupon on long-term bonds.  

Q. Is it possible to accurately quantify investors’ current expectations for inflation?

A.
Yes.  It has recently become possible to analytically determine investor’s expectations for inflation.  The U.S. government has issued inflation-indexed treasury bonds.  The total return received by investors in these bonds is a fixed interest rate plus an increment to the principal based upon the actual rate of inflation that occurs over the life of the bond.  



These bonds pay a lower interest rate simply because investors know that in addition to the interest payments, they will receive the allowance for inflation as part of the increment to the principal.  This is in contrast to conventional U.S. treasury bonds.  The principal amount of a conventional bond does not change over the life of the bond.  Therefore, whatever allowance for inflation investors believe they need can only be obtained through the interest payment.  By comparing the interest rate on conventional U.S. treasury bonds with the interest rate on inflation-indexed U.S. treasury bonds, the future inflation rate anticipated by investors can be quantified.

Q.
What is the current inflation expectation of investors?

A.
As of May, 2004, the inflation expectation of investors was estimated to be about 3.0%.  See page 15 of Exhibit No. ___ (JAR-3) (Schedule 9).  This estimate was obtained by observing that long-term inflation-indexed treasury securities were yielding 2.115%, while long-term non inflation-indexed treasury securities were yielding 4.94%.  The difference between 4.94% and 2.115% is 2.83%.    


Adding the current 3.0% inflation expectation to the 6.6% to 7.0% range produces an inflation risk premium indicated cost of equity of 9.60% to 10.00% for an equity investment of average risk.  

2.
Debt Risk Premium Method

Q.  
How did you determine the cost of equity using the debt risk premium method?

A. As shown on pages 16 and 17 of Exhibit No. ___ (JAR-3) (Schedule 10, pages 1 and 2), I separately determined the proper risk premium applicable to long-term treasury bonds, long-term corporate bonds, intermediate-term treasury bonds and short-term treasury bills.  Using a wide array of data points across the yield curve provides the results that are less impacted by a temporary imbalance that may exist in the debt maturity “yield curve”.

Q.  
Earlier in this section of your testimony, you showed that Federal Reserve Chairman Greenspan noted that the decline in equity risk premiums “… is not in dispute.”  You also provided sources from financial literature concluding that the risk premium is now less than 4%.  Do you have analytical support to show that the statements from the sources you have quoted are correct?

A.
Yes.  I examined the historic actual earned returns on common stocks and bonds from 1926 through 2003.  But, rather than merely making one simplistic computation that examined the entire time period with only one return number over the entire period, I examined a 30-year moving average of the earned returns.  30 years is long enough to see if indeed there is a trend to the earned returns, but not so short as to be overly influenced by the natural volatility in earned returns that generally occurs over just a year or a few years.  



As shown in the following graphs, the decline in the risk premiums is persistent and undeniable.  
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The above graphs confirm that a risk premium over 30 year treasuries in the 3% to 4% range is appropriate.  For my equity cost computations, I used the conservatively high estimate of 4.0% as the risk premium appropriate to add to U.S. treasuries when determining the cost of equity for an industrial company of average risk.  For applying the appropriate risk premium to interest rates other than U.S. treasuries, I determined the average historic risk spread between long-term treasuries and the other interest rate categories I examined.  See page 17 of Exhibit No.  ___ (JAR-3)  (Schedule 10, Page 2).  
This 4% risk premium was increased or decreased as warranted by the historic data when applied to each of the separate interest rate categories to which I applied the risk premium method.

Q.
Why have you chosen 30 years to show the downtrend in the risk premium rather than a shorter time period such as 10 years?

A.
Ten years is far too short a time period to be able to observe the actual risk premium based upon realized historic returns.  If the equity risk premium declines, this means by definition that equity investors are willing to settle for a lower risk premium component of the total return they are demanding.  If they are willing to settle for a lower return and if other things remain equal, this means that investors are willing to pay a higher stock price for the same future expected cash flow.  What this means is that the initial reaction to a lowering of the equity risk premium is for the stock price to rise.  

A rise in the stock price results in a higher historic earned return at the same time the higher stock price means the investor would expect a lower future return.  Unless enough years are used in the historic analysis to diminish the misleading impact of the initial response to a reduction in the risk premium, the historic earned returns will not be helpful.  

I am especially encouraged by the relative consistency of the trend in the lowering of the risk premium as shown in the 30-year data.  This reinforces the likelihood that the risk premium has in fact declined as Federal Reserve Chairman Greenspan and many others have observed.

Q.
Are there reasons why the risk premium has been in a  multi-decade decline?

A.
Yes.  In addition to the reasons previously cited by Professor Siegel and Ibbotson and Chen, another important reason is a lowering of the U.S. capital gains income tax rate.  Investors are concerned about the total after-tax return earned.  The majority of the return earned by an investor on a long-term bond (and in many cases all of the return earned by a long-term bond investor) is the interest income.  Interest income is fully taxed at regular income tax rates.  



This is in contrast to an investor in common stocks.  Investors in the average large common stock have received the majority of their total return in the form of stock price, or capital appreciation.  Capital appreciation is not taxed at all until the stock is sold.  Then, it is taxed at the long-term capital gains rate if the stock has been owned long enough to be eligible for such treatment.  



Currently, long-term capital gains are subject to a federal income tax of no more than 20%.  There is a considerably lower rate on long-term capital gains than prevailed in prior decades.  



Yet another factor causing the decline in the equity-to-debt risk premium is the proliferation of mutual funds.  Mutual funds have increased the demand for common stocks by making it easier for more investors to own common stock.  While it is debatable whether the popularity of mutual funds is proof that the risk premium has declined (because more investors are comfortable investing in common stock) or is the reason that the risk premium declined (because mutual fund marketing has increased the availability of investment funds for equity), it is nevertheless a relevant factor.

Q.  
What mathematical method have you used to compute historic actual returns when deriving the risk premium?

A.  
I used the geometric average.  The use of the geometric average approach is supported by the financial literature and empirical analysis.  Please see Exhibit No. ___ (JAR-5) for a detailed discussion on why the geometric average is proper.

Q.  
What cost of equity is indicated by the implementation of the risk premium/CAPM method in this case?

A.  
As shown on page 2 of Exhibit No. ___ (JAR-3) (Schedule 2), the cost of equity indicated by the equity risk premium/CAPM method is 8.92 % to 9.18%.  The cost of equity indicated by the inflation premium method is 9.60% to 10.00%.

VII.
EVALUATION OF THE TESTIMONY OF DR. VANDER WEIDE

A.
Introduction
Q.  
Please summarize your concerns with Dr. Vander Weide’s testimony in this proceeding.

A. As stated earlier in this testimony, my concerns with Dr. Vander Weide’s testimony include:

1. He used a market value capital structure even though:

a) such a market-based capital structure is not indicative of the way an efficient provider of telecommunications services would finance its business, and

b) there is a theoretical inconsistency between the use of a market-based capital structure and a DCF-derived cost of equity.

2. He failed to recognize that well-managed companies generally use some short-term debt in the capital structure.

3. He significantly overstated the risks experienced by Verizon NW’s regulated operations.

4. He misuses the DCF method as he applied it to both the S&P 500 and to the additional group of companies he selected.  He did this by:

a) Excluding companies from his Value Line group of industrials whose DCF answer was low without making a similar exclusion for those with high results.  By so doing, Dr. Vander Weide has provided the potential for a substantial upward skewing of his results,

b) Excluding companies from the S&P 500 group in a way that appears to have skewed the results;

5. He incorrectly used a 5-year short-term earnings per share growth as a proxy for long-term growth;

6. He inflated the dividend yield by making an upward adjustment for the quarterly payment of dividends without making a corresponding adjustment to lower the return for the compounding of the equity return within a year;

7. He added a 7 to 10  basis point allowance for financing costs
 when Verizon does not incur such costs.

B.
Capital Structure Issues 
Q.  
What have you examined to determine how efficient providers of competitive telecommunications services finance assets?

A.  
I examined the actual capital structures used by industrial companies.  As shown on page 22 of Exhibit No. ___ (JAR-3) (Schedule 12), out of the 970 industrial companies compiled by Standard and Poor’s, the only bond rating group with an average common equity ratio higher than the 75% recommended by Dr. Vander Weide is the group of 6 companies with an AAA bond rating.  



As further shown on Schedule 12, the overwhelming majority of these industrial companies employ capital structures that have produced financial parameters consistent with bond ratings in the single “A” to single “B” range, and the overall average common equity ratio for these 970 industrial companies was 40.73%.  

A comparison of the capital structure by bond rating numbers for the industrial companies shown on the top of Schedule 12 with the capital structure by bond rating numbers shown on the bottom half of Schedule 12, indicates that unregulated companies require a higher level of common equity in the capital structure to achieve a given bond rating.

Q.  
Does Dr. Vander Weide believe there to be a relationship between capital structure and bond rating?

A.  
No.  In his response to Staff Data Request No. 295, Dr. Vander Weide states that he finds how Standard & Poor’s determines a company’s bond rating to be “… irrelevant for the purpose of estimating the cost of capital”.  A copy of this data request response is included as my Exhibit No. ___ (JAR-6).

Q.  
Is Dr. Vander Weide correct on this point?
A.  
No.  Bond ratings do influence the cost of capital by impacting the cost of debt a company can expect to achieve from implementing a specific capital structure policy.  The data I have summarized on the same Schedule 12 (page 22 of Exhibit No. ___ (JAR-3)) shows there is a strong relationship between capital structure and bond rating.  



To be able to raise capital on reasonable terms, management must consider what capital structures make it feasible for the company to obtain bond financing.  How rating agencies such as Standard and Poor’s view the capital structure for purposes of rendering a bond rating decision can have an important influence on a company’s ability to obtain capital on reasonable terms.

Q.
Is capital structure the only factor considered by rating agencies when arriving at a bond rating?

A.  
No.  However, most of the other factors such as cash flow, coverage ratios, etc. are directly impacted by the capital structure being used by a company.  



For example, as the percentage of debt in the capital structure decreases, the interest expense as a percentage of the company’s assets will generally decrease accordingly.  However, since common equity after considering income tax impacts costs considerably more than debt, when good management chooses the capital structure it decides to implement, it must make a careful trade-off between increasing credit quality on the one hand and decreasing the overall cost of capital on the other.  



Dr. Vander Weide’s entire approach to determining capital structure ignores this critical part of the process of selection.

Q. Earlier, you discussed the bond rating versus capital structure data you obtained from Standard and Poor’s.  Are these capital structure data based on book value or market value?

A.  
They are book value capital structures.  

Q.  Do book value capital structures provide a forward-looking view of what management sees as the proper capital structure?

A. Yes.  They are the end result of capital transactions that are controlled by management.  Good management takes the actions necessary so that its current capital structure is in keeping with what the company needs in order to make its business as competitive as possible going into the future.

Q.  
How can management control its book value capital structure?

A.  
The ways that management can control its book value capital structure include:

1. Deciding whether the next issuance of capital is obtained by selling bonds (long-term debt), bank or commercial paper borrowing (short-term debt), or through selling common equity.

2. Designing its dividend policy.  The larger the portion of earnings paid out as a dividend, the less earnings are retained in the business to be added to the common equity portion of the capital structure.

3. Using cash flow to purchase common stock.  When a company purchases its own common stock, the effect is to lower the amount of common equity on its books.



A well-managed business that plans periodically to issue new capital in the financial markets establishes a target capital structure based upon what will allow it to raise new capital on reasonable terms.  Being able to raise capital on reasonable terms includes consideration of the likely bond rating and the overall cost of capital that will result once its cost of debt and cost of equity are combined.  Good management then works to keep its current actual capital structure reasonably near that target capital structure.

Q. 
You said in the beginning of your testimony that a DCF-determined cost of equity is inconsistent with a market value capital structure determination.  Please explain.

A.  
The DCF method is a carefully designed approach to determining the cost of equity based upon the discounting of future cash flows anticipated by investors.  The DCF model is implemented by determining the present value of future expected cash flows.  Future cash flows are dependent upon both what a company is able to earn on its current investment, and the return a company is able to earn on reinvested funds.  



The problem with using a DCF cost of equity in conjunction with a market value capital structure is that it incorrectly assumes that a company could reinvest new funds at the same book returns that give rise to market prices even when market prices deviate widely from book value.  In reality, when stock price differs from book value, there is a difference in the earnings benefit achieved by investors from the portion of earnings paid out as a dividend and the portion of earnings retained in the business to produce future growth.  The greater the deviation between market price and book value, the more significant the difference.   

Q.  
How does the difference in the return investors can achieve from dividends and the return a company can earn from investing funds at book value relate to the DCF method?

A.  
 The DCF method works by separately evaluating dividends and growth.  



The dividend portion of the cash flow is received by investors.  Investors may use that cash for current consumption or use it to re-invest in any available investment (stocks, bonds, etc.) at currently available market prices.  The portion of earnings that a company does NOT pay out as a dividend (or retains in the business) is reinvested by the company at whatever return it can achieve on book value.  As book value and earnings grow, stock price tends to grow.  



When, as is generally the case today, book values are lower than market values, the returns that a company can achieve by re-investing the earnings in its own business at book value are higher than when those earnings are paid out as a dividend and then re-invested by the investor at market value.  



The higher return achievable through the reinvestment of earnings at book value rather than the market value causes a properly applied DCF method to compute a higher cost of equity than if those same earnings were paid out as a dividend.  



A key benefit of the DCF model is its ability to correctly differentiate between the value of the portion of earnings paid out as a dividend and the portion of earnings retained and re-invested in the business.  However, this important attribute of the DCF method is negated by Dr. Vander Weide’s use of a market value capital structure.

Q. How does Dr. Vander Weide’s use of a market value capital structure negate the integrity of the DCF model?

A.  
When Dr. Vander Weide proposes to apply the results of a DCF-derived cost of equity to a market value capital structure, he is effectively making the critical but completely invalid assumption that when investors receive a dividend, those funds can be re-invested by that investor at book value, even though investors have no such opportunity.  

Investors have to buy new stock at market value, not book value.  Yet, when Dr. Vander Weide applies the full DCF return to the market value of the company rather than the book value of the company, he is effectively making the invalid assumption that dividends can be re-invested at book value returns.  In this way, Dr. Vander Weide has exaggerated the cost of equity.    

Q. 
Can you show empirically that Dr. Vander Weide’s approach of using a DCF derived cost of equity to a market value capital structure is contrary to the realities of the financial marketplace?

A.  
Yes.  The inconsistency between a market value capital structure and the DCF cost of equity is so substantial that it is easy to observe.  By recommending that a company should be allowed to earn its DCF return on the market value of its investment rather than the book value of its investment, Dr. Vander Weide is saying that fully competitive companies can earn this DCF return on the market value.  However, in reality this is far from the truth.  



Consider the following:  According to page MW 38 of the September 27, 2004 issue of Barron’s, the earnings yield (earnings divided by price) on the S&P 500 index is about 5.06%.   This means that the return on market value for the S&P 500 that investors in these mostly competitive industrial companies are earning, is no where near the cost of equity indicated by the DCF method.  In other words, an “apples to apples” comparison of market values to earnings shows that the actual earnings on market value that are being achieved by competitive firms are dramatically lower than the cost of equity indicated by the DCF method. 



This illustrates that there is a huge internal inconsistency in the way Dr. Vander Weide determines his recommended capital structure and the way the cost of the components of that capital structure are determined.  The end result of this inconsistency is that Dr. Vander Weide’s overall cost of capital recommendation is way beyond the level that an average industrial company operating in a fully competitive environment could hope to achieve.   


Because Dr. Vander Weide’s recommendation so completely fails the end result test of what competitive firms actually achieve, Dr. Vander Weide’s recommendation to use a market value capital structure in conjunction with a DCF-derived cost of equity should be completely rejected by the Commission. 
C.
Use Of Short-Term Debt
Q.  
Does Verizon Communications use short-term debt as an important source of raising capital?

A.  
Yes.  As shown on page 21 of Exhibit No. ___ (JAR-3) (Schedule 11, page 2), Verizon Communications, Inc. has chosen to obtain 5.8% of its capital from short-term debt.  This 5.8% is generally consistent with the 6.0% used on average by the Telecom companies, the 6.53% used by the electric companies, and the 8.25% used by the gas distribution companies shown on page 21 of Exhibit No. ___ (JAR -3) (Schedule 11, page 2).  

Q.
Why do companies use short-term debt?

A. In the current financial marketplace, short-term debt is used because it is the lowest-cost source of capital available.  Another advantage of short-term debt is that typically, a company can increase or decrease the amount of short-term debt it is using as its need for capital fluctuates.    

Q. Is it realistic to assume that a company such as Verizon Communications or Verizon NW would not use any short-term debt?

A. No.  Yet, through his exclusion of short-term debt from the capital structure, that is precisely what Dr. Vander Weide has assumed.

Q. What is the effect of excluding short-term debt from the capital structure for the purpose of computing revenue requirements?

A.
Since short-term debt is the least expensive form of investor-provided capital available to the Company, excluding short-term debt has the effect of overstating the overall cost of capital.  When short-term debt is excluded, the effect is to provide the company with a return on the portion of assets financed by short-term debt at a rate equal to its overall cost of capital rather than at a rate equal to the cost of short-term debt. 

D.
Risk
Q. Has Dr. Vander Weide properly considered the risk being experienced by Verizon NW in its telephone operations that are regulated by Washington State?

A. No.  Dr. Vander Weide’s risk analysis is wrong because it is one-sided.  For example:


1)  Cost Benefit.  On page 14 of his revised direct testimony, Exhibit No. ___ (JHV-1T), Dr. Vander Weide claims that Verizon NW’s competitors have significant advantages because technology has driven down the cost of the equipment they must purchase.  However, he ignores all the costs these competitors must incur to penetrate the market, and that the cost to Verizon is not its original cost, but the original cost less depreciation and deferred taxes. 


When challenged on this critical point in Staff Data Request No. 306, part (a), Dr. Vander Weide acknowledged that he does not even know if the cost of new equipment purchased by competitors is or is not below the net book value of the equipment Verizon NW uses to service its customers.  Indeed, if competition were really as strong as is implied in Dr. Vander Weide’s testimony, the effect of any price increase above the level currently being charged by Verizon’s competitors would be counter-productive because it would result in Verizon NW losing customers.  Said another way, if the risks were really as explained by Dr. Vander Weide, Verizon NW could not benefit from a price increase.  The Company’s response to Staff Data Request No. 306 is provided in my Exhibit No. ___ (JAR-7).

In Staff Data Request No. 300, Staff suggested that a high fixed-cost business such as telecommunications has a higher barrier to entry than businesses that do not have such high fixed costs.  In his response to Staff Data Request No. 300, Exhibit No. ___ (JAR-8), Dr. Vander Weide failed to point out that there are advantages and disadvantages to a high fixed cost business.  


One big advantage is that a high fixed cost business has a higher barrier to the entry of competitors.  It simply is impossible for most want-to-be competitors to Verizon NW to enter the business because they cannot raise the necessary billions of dollars and cannot get the access to rights-of-way, franchises, etc. 


2)  Degree of Competition.   On page 12 of his revised direct testimony, Exhibit No. ___ (JHV-1T), Dr. Vander Weide provides an additional discussion about competition.  He identifies which companies are competitors, but he does not say in which markets they compete or what portion of the market they have.  Staff Data Request No. 301, part (d) asked for the percentage of total revenues in the areas where Verizon NW provides regulated services in the State of Washington that have been captured by the competitors listed on page 12 of Dr. Vander Weide’s testimony. The response was that Verizon NW does not have access to the information.  


In other words, based upon this response, neither Verizon NW nor Dr. Vander Weide know the extent of the competition.  The Company’s response to Staff Data Request No. 301, part (d) is provided in my Exhibit No. ___ (JAR-4).


3)  Regulatory Risk.    On pages 14-16 of his revised direct testimony Exhibit No. ___ (JHV-1T), Dr. Vander Weide is highly critical of the Washington Utilities and Transportation Commission.  He claims that the Commission lowered the rates of Verizon NW without cost justification.  Dr. Vander Weide then continues on page 16, that he has never seen rate making done in a way other than that which provides a company with a reasonable opportunity to earn an authorized return. 


Dr. Vander Weide leaves much out of this statement.  For example, he fails to note that Verizon NW has chosen not to file a general rate case since 1982 (see the response to Staff Data Request No. 307).  Since the cost of capital and other costs associated with providing telecommunications service have dropped so dramatically since 1982, such a large time lag between rate cases has likely worked in favor of Verizon NW.  The Company’s response to Staff Data Request No. 307 is provided in my Exhibit No. ___ (JAR-9).


Additionally, Dr. Vander Weide’s negative comments about the uniqueness of a rate change without any associated cost analysis ignores the wide-spread implementation of rate cap plans.  Rate caps have been established in many telephone cases where there are long periods in which the earned return is deemed either irrelevant or subject to an earnings test that is within a band considerably above and considerably below the cost of equity.  


A list of jurisdictions in which Verizon is subject to rate cap regulation is available in Verizon Communications’ 2003 10K report to the U.S. Securities and Exchange Commission.  


Additionally, on page 17, lines 10-18 of his revised direct testimony, Exhibit No. ___ (JHV-1T), Dr. Vander Weide relates the aggregation of the return on interstate and intrastate business as a cause of increased risk to investors.  From a risk perspective, Dr. Vander Weide is wrong.  It matters not to investors if achieved returns are from the regulated or the unregulated portion of the business so long as adequate returns are achieved in total.  

4)  Comparison to S&P 500.  On page 18, lines 14-15 of his revised direct testimony, Exhibit No. ___ (JHV-1T), Dr. Vander Weide says that the risk of investing in Verizon NW’s local exchange operations in Washington is at least as great as the risk of investing in the S&P industrials.  However he does not state why this is so.  

One strong indicator that Verizon NW has lower risk than the S&P 500 is that apparently Verizon NW at least believes it can improve profitability by raising prices.  Therefore, if income drops below appropriate levels, all Verizon NW has to do is prove this to the Commission.  

However, the typical unregulated company in the S&P 500 has already selected prices based upon what each company believes will maximize its profitability.  For these companies, prices are constrained by what the competition charges.  If there is one company with a higher cost structure than its competition, so long as its customers have a reasonable competitive alternative in which to turn, it will be impossible for that company to pass on the higher costs to its customers.  

As evidenced by the filing of this current rate case, Verizon NW management believes it can improve profitability by raising its prices.  This possibility of Verizon NW being able to increase its profitability by raising prices means it has greater flexibility than the typical fully-competitive company in the S&P 500, meaning that the regulated operations of Verizon NW are of lower risk than the typical company in the S&P 500.  


5)  Bankruptcies.  On the bottom of page 18 and the top of page 19 of his revised direct testimony Exhibit No. ___ (JHV-1T), Dr. Vander Weide references the bankruptcies that have occurred in telecommunications.  He puts this forward as if it is a cause of increased risk for Verizon.  However, he fails to point out that bankruptcies in the telecom industry have made it difficult, if not impossible, for new start up telecommunications companies to raise the necessary capital to become viable competitors.

E.
Misuse of DCF Method
1.  
Excluding Companies with Low DCF Results.

Q.  
In your testimony introduction, you said that Dr. Vander Weide excluded companies from his value line group of industrial companies whose DCF result was low, without making a similar exclusion of companies with high results and that by so doing, Dr. Vander Weide has provided a substantial upward skewing of his results.  Please explain.  

A.  
Dr. Vander Weide presents the data on the industrial companies he selected from Value Line on his Exhibit No. ___ (JHV-3) (revised). This exhibit shows the results Dr. Vander Weide obtained on the 15 companies that he selected from Value Line and kept in his group.  A note on his Exhibit No. ___ (JHV-3) (revised) states that he only kept companies in his group that “…have a positive growth rate…”, and that he also eliminated companies whose DCF result was more than one standard-deviation from the mean.  



These exclusions combine to do two things.  The first exclusion – i.e., excluding companies with a negative growth rate, is a flawed approach to data analysis because it could cause a skewing of his data.  For reasons explained below, Dr. Vander Weide’s chosen method of quantifying growth is inherently inaccurate because he relies solely on five-year earnings per share growth rate forecasts as a proxy for long-term growth.  



Any time one uses an inaccurate growth rate method and then chops off results that are too low, without making a similar elimination of results that are too high, the indicated result will have an upward bias.  



For example, suppose an amateur archer were shooting arrows at a target placed on the extreme lower left-hand corner of a barn.  We know the archer is to be aiming at the target, but when the archer misses to the left, the arrows go shooting off into an empty field, and when the archer misses to the right, the arrow sticks into the barn. If this procedure were followed, all of the errors to the right would be recorded, but all of the arrows to the left would not.  It does not take much imagination to realize that in this example, even if the archer missed just as much to the left as to the right, the average of all of the recorded arrows would be substantially to the right of the target.  Yet, by establishing procedures that would eliminate companies from his sample group that had a DCF result that was too low, Dr. Vander Weide provides precisely that opportunity for data distortion.  

Q. How did Dr. Vander Weide’s exclusion of companies with a low DCF result impact his DCF conclusion in this case?

A.  
According to his answer to Staff Data Request No. 494, in this case “No company that met the screening criteria had a negative growth rate.”  Therefore, in this case the only direct impact of Dr. Vander Weide’s procedure to exclude companies with a negative growth rate is to show an inherent flaw in the way his study is specified.   



However, the other choice made by Dr. Vander Weide was to eliminate results beyond a specific standard deviation.  This might or might not have biased the results – depending upon whether or not there is an equal distribution of low outliers and high outliers.  However, even if excluding the outliers did not cause the results to be skewed, such elimination does make it appear that Dr. Vander Weide’s implementation of the DCF method to the Value Line group produces far more consistent results than it really did.  



In fact, an analysis of the individual company DCF results Dr. Vander Weide provided in response to Staff Data Request No. 496, Attachment 496, shows that the DCF results he obtained varied from a low of a negative 3.42% for AT&T to a high of 36.38% for Newmont Mining.  The results for these two companies are so extreme that they in-and-of-themselves prove that the analysts’ five-year earnings per share growth rates are NOT consistent with what investors expect.

Q. Does a detailed review of the data for AT&T and for Newmont Mining show why the analyst five-year growth rates used by Dr. Vander Weide are inconsistent or consistent with the kind of growth rate required for the DCF model?

A. Yes.  Value Line provides not only earnings per share growth rates, but also provides additional forecast detail.  The additional detail helps show the flaw in the use of a five-year earnings per share forecast.  Page 721 of the October 1, 2004 issue of Value Line covers AT&T.  This page shows that AT&T earned 13.3% on equity in 2003, and is forecast by Value Line to earn only 6.5% on its book equity in the 2007-2009 time period.  The temporary decline in the earned return on equity is consistent with the forecasted drop in earnings per share from 2003 to the 2007-2009 time period.  
However, this in no way means that investors or Value Line expects the earnings per share of AT&T to continue to decline in years after 2007-2009.  Yet, by using the annual rate of change in earnings per share  from 2003 to the 2007-2009 time period in his DCF analysis, that is precisely the incorrect investor expectations Dr. Vander Weide’s analysis assumes.



On the other end of the extreme is Newmont Mining.  Newmont Mining’s earnings have been especially volatile.  According to page 1219 of the October 22, 2004 issue of Value Line, in 2000, Newmont reported a loss of $0.06 per share down from $0.34 the year before and down from its peak earnings year of $1.14 in 1997.  By 2003, it reported earnings of $0.99 per share which were strong enough to result in a reported earnings per share of $0.99.  



For 2007-2009, Value Line forecasts earnings per share of $1.50.  This increase in earnings per share might seem substantial enough to make investors pleased, but in fact because this earnings increase is merely an earnings recovery rather than a long-term sustainable growth rate, Value Line actually forecasts that the total return (dividends plus stock appreciation) for Newmont Mining will be between zero and 12% over the next five years – substantially different than the 36.38% Dr. Vander Weide claims investors expect.      

Q. Did Dr. Vander Weide do anything to correct his data for errors of the type you have described above?

A.  
No.  When asked in Staff Data Request No. 497 to state how much of the growth rate used by Dr. Vander Weide in his DCF model was attributable to increases in the return on equity, he said “…it is not possible to determine how much of the analysts’ growth forecasts are caused by changes in the expected earned returns on book equity.”    Yet, the proper implementation of the constant-growth DCF model requires among other things that earnings and book value are expected to grow at the same rate.  



If earnings and book value grow at the same rate then, by definition, the earned return on equity remains constant.  Therefore, failing to address the issue of whether or not the earned return on equity is or is not expected to remain constant over the time period for which earnings per share growth is being measured is a flaw in Dr. Vander Weide’s approach.   

Q. Does a review of the specific data associated with the 15 companies that remained in Dr. Vander Weide’s group of industrial companies show that Dr. Vander Weide’s failure to consider the impact of changes in the earned return on equity were a critical omission?

A.
Yes.  Financial data for these 15 companies is shown on pages 23 and 24 of my Exhibit No. ___ (JAR-3) (Schedule 13, pages 1 and 2).  These pages show that the financial facts associated with the companies that remain in Dr. Vander Weide’s selection of industrial companies make them especially ineligible for use with the constant-growth form of the DCF model used by Dr. Vander Weide.  



For example, the data presented on pages 23 and 24 of my Exhibit No. ___ (JAR-3) (Schedule 13) show that while the average five-year growth rate in earnings per share for these companies forecast by Value Line is 11.27% (a number that is consistent with the 11.30% earnings per share growth rate used by Dr. Vander Weide), Value Line also forecasts dividends per share growth of 6.83%.   This is a very large discrepancy between earnings per share growth and dividend per share growth.
Q. With such a large discrepancy between the earnings per share growth rate and the dividends per share growth rate, is there any other factor to examine to see which might be a more realistic estimate of what investors expect for future growth?

A. Yes.  As also shown on pages 23 and 24 of my Exhibit No. ___ (JAR-3) (Schedule 13), consistent with its forecast of an 11.27% earnings per share growth rate, the average of Value Line’s forecasts for the return on book equity for these companies in 2007-2009 is 23.0%.  A 23.0% return on book equity is high and unsustainable.  In order for such high earnings per share growth rate to continue, companies would have to be able to continue to earn at that very high rate.   

Q. If it were the forecasted dividends per share growth rate that were indicative of what investors expected for future sustainable growth rather than the earnings per share growth rate, what would the DCF method be indicating as the cost of equity for the Value Line companies selected by Dr. Vander Weide?

A.  
The dividend growth rate of 6.83% shown on page 24 of Exhibit No. ___ (JAR-3) (Schedule 13, page  2) added to the dividend yield shown on page 23 of Exhibit No. ___ (JAR-3) (Schedule 13, page 1) of 1.54%, produces a potential DCF result of 8.37%.  While this 8.37% is too low, it is far more realistic than the 13.20% Dr. Vander Weide concluded as a result of his incorrect and exclusive use of a five-year earnings per share growth rate as the proxy for long-term sustainable growth.  


2.  
Excluding Companies from S&P Industrial Group.

Q.
You earlier stated that Dr. Vander Weide excluded companies from his S&P industrial group in a way that appears to have skewed his results.  Please explain.

A.  
The notes on the bottom of Dr. Vander Weide’s Exhibit No. ___ (JHV-2) (revised), page 3 state that Dr. Vander Weide excluded companies for various reasons, including a lack of a positive growth rate in dividends.  Excluding companies without a positive growth rate can skew the results because this is effectively a technique to exclude companies with unusually low indicated DCF results without making a similar exclusion of companies with high DCF results.

F.  
Incorrect Use of Five-Year Growth Rates in DCF Method.
Q.  
What did Dr. Vander Weide use to measure long-term sustainable earnings per share growth?

A.  
Dr. Vander Weide exclusively used analysts’ five-year earnings per share forecasts as his sole proxy for long-term sustainable growth.

Q.  
Is the use of analysts’ forecasts of earnings per share appropriate?

A.  
No.  Use of a short-term, five-year forecast of earnings per share growth rate is improper because no attempt is made to assure these earnings per share forecasts are representative of the long-term sustainable future growth rates in dividends per share, book value per share, or stock price.  While analysts’ short-term earnings per share forecasts can be used to develop a sustainable growth rate in the context of a constant-growth DCF model, when they are used directly as a proxy for long-term growth they are no more accurate than a forecast the height of a human at age 60 based upon a reasonable forecast of annual growth for the five years starting at age 12.  

Earnings per share forecasts are generally different from the anticipated growth in dividends, book value, and stock price because they include the often substantial impact of bringing earnings up or down to a normal earned return on equity from whatever return on equity was achieved in the most recently completed fiscal year.  
Additionally, as I explained earlier, such analysts’ growth rates tend to be overstated because of the well-documented propensity for analysts to be overly optimistic.  The combined effect of the habitual optimism and the required movement over a relatively short five-year time period to bring earnings per share up to optimistic levels causes five-year analysts’ growth rates to commonly overstate the future sustainable growth rate.  

Q.  
Has Dr. Vander Weide provided any justification for his use of five-year analysts’ earnings per share growth rate forecasts in his DCF model?

A.  
Yes.  In his response to Staff Data Request No. 313, Dr. Vander Weide claims to rely on a research paper he prepared back in 1988.  However, Dr. Vander Weide is using his own research paper far more broadly than is justified by the paper itself.  The paper concludes that “… investors rely more heavily on analysts’ growth forecasts than on historical growth extrapolations in making security buy and sell decisions.”  



Then, the paper goes on to conclude that “Indirectly, this finding lends support to the use of valuation models whose input includes expected growth rates.”  This says nothing about whether analysts’ forecasted dividend growth rates are or are not more accurate than analysts’ earnings per share forecasts.  It says nothing about whether or not a growth rate derived by multiplying forecasted earned return on equity by a retention rate is more accurate than merely using a five-year earnings per share growth rate as a proxy for long-term growth.  

Furthermore, the paper relied upon by Dr. Vander Weide says nothing about the degree of accuracy that can be obtained from the method he used.  All the paper does is compare the relative ability of analysts’ forecasted earnings per share growth rates to explain stock prices than historic growth rates.  The paper shows that companies with high growth expectations have better stock prices than companies with low growth expectations.  However, given how the study was done, if all of the growth rate numbers he used were consistently overstated by 50% due to a factor such as temporarily high growth coming out of a recession, he would have obtained the same results as if the growth rates were accurate.  

In other words, just because analysts’ forecasts are better at explaining stock prices than historical growth rates does not mean that the results are accurate, or free of bias.

I have been testifying on the cost of capital since about 10 years before this paper relied upon by Dr. Vander Weide was presented, and I have always advocated using a growth rate based upon forecasted expectations and not historic growth rate indicators.  Therefore, I effectively agreed with the conclusions in the paper that forecasted results are better at explaining stock prices than historic growth rate indicators.  However, merely using analysts’ five-year earnings per share growth rates as a proxy for what investors expect for long-term sustainable growth is at best a very unreliable and very inaccurate method of quantifying future expected growth.  While this has always been true, it is more true now than ever.

Q.  
Why is it more inappropriate now than ever to use analysts’ five-year earnings per share growth rate forecasts as a proxy for long-term sustainable growth in the DCF model?  

A.  
In recent years, investors have learned the hard way that analysts forecasts often contain a substantial upward bias.  Starting at least 10 years after the completion of the paper prepared by Dr. Vander Weide, countless articles that appeared in both business publications and the popular press throughout the last year that show these biases. Business Week, a widely read and important business publication, contained numerous articles that reported on the problems with securities analysts.  These articles include:  

1.  
A cover story entitled “How Corrupt is Wall Street” appeared in the May 13, 2002 issue of Business Week.  

a) The article mentions that Merrill Lynch, Solomon Smith Barney, Morgan Stanley Dean Witter along with 10 other firms are being investigated by the US Securities and Exchange Commission for unethical practices.
 
b) According to the article, New York State Attorney General Eliot Spitzer made public e-mail exchanges at Merrill where, e-mail messages uncovered by Dr. Spitzer showed that “…analysts disparage stocks as ‘crap’ and ‘junk’ that they were pushing at the time.  The e-mails are so incendiary that they threaten to thrust Wall Street into the sort of public-relations nightmare that Philip Morris, Ford, Firestone, and Arthur Andersen have endured in recent years.”

c) The article features the following quote from David Komansky, the CEO of Merrill Lynch, by placing it in bold letters and large print:

We have failed to live up to the high standards that are our tradition, and I want to take this opportunity to publicly apologize to our clients, our shareholders, and our employees.
  

In the above quote, Dr. Komansky was responding to what Business Week describes as “…the analyst debacle…”
 

2. 
The cover of the July 29, 2002 issue of Business Week features the article entitled “THE ANGRY MARKET.”  The Cover summarizes the article by saying “THE BLUNT MESSAGE:  Investors are re-pricing stocks to reflect a more honest picture of earnings, options, and the future.”  In a discussion about the inaccurate and misleading earnings reporting done by many companies, Business Week says:  

Brokerage-house analysts aren’t much help either.  They tend to do what companies want.  For example, only six of the 21 analysts that have given First Call their estimates for AOL Time Warner Inc.’s 2003 earnings actually provided GAAP figures.  

3.
A cover article in the August 5, 2002 issue of Business Week is entitled “ INSIDE THE TELECOM GAME.  How a small group of insiders made billions as the industry collapsed.”  The article discusses the buy recommendations consistently made by Dr. Grubman on these companies, and says on page 34:

Now, investors are questioning whether Grubman was motivated by his true opinions – or by the millions of dollars he received from supporting his telecom clique.  

4.
“HOW TO FIX CORPORATE GOVERNANCE” is the cover article in the in the May 6, 2002 issue of Business Week.  Page 76 of this article says:

If investors have learned anything from this crisis, it’s that Wall Street’s analysts are often loath to put a bad spin on a stock.  Historically, “sell” ratings have constituted fewer than 1% of analysts’ recommendations, according to Thompson Financial/First Call…It’s more a case of an inherently conflicted system, that is now the focus of a Justice Department investigation.

“’Investors need to realize that the free research they’re getting is often just a marketing tool’, says Kent Womack, a professor at Dartmouth College’s Amos Tuck school of business.” 

5.  
A June 10, 2002 issue of Fortune had an article entitled “In Search of the Last Honest Analyst”.  The Fortune article noted: 

In fact, stock research sank so low during the bubble that it actually became a contrary indicator of a stock’s performance.  Researchers at the University of California and Stanford reviewed almost 40,000 stock recommendations from 213 brokerages during the year 2000.  The most highly rated stocks had a –31% return for the year, according to the study.  Meanwhile, the stocks least favorably recommended (that is, the sells) soared an annualized 49% -- a differential of 80 percentage points.

6.  
A September 24th, 2002 Wall Street Journal article entitled “Will Grubman Case Tone Down the Exaggeration by Analysts?” states the following:

During the 1980s and 1990s, analysts often served as quasiadvocates for companies that hired their firms for investment-banking work, accompanying them on road shows to sell their stock, setting up one-on-one meetings between management and institutional investors, and proffering their access to management to give an unofficial version of the companies’ view of business developments.
   

7.  
On October 22, 2002, a Wall Street Journal article entitled “Massachusetts Claims CSFB Stock Reports Led Investors Astray” appeared on pages C-1 and C-10.  Following are some highlights from this article:  


The complaint [by the Secretary of the Commonwealth of Massachusetts] alleges CSFB misled investors by allowing its investment-banking division – in particular, star Frank Quattrone – to exert undue influence on the firm’s research department.


The complaint which echoes one filed earlier this year by Elliott Spitzer against Merrill Lynch & Co. will no doubt add to investor concern that Wall Street peddled research it didn’t believe only to get its hands on the much more lucrative investment-banking fees. 

‘The presumption that every firm engaged in this behavior is fair,’ says Roy Smith, a professor of finance at New York University and a former partner at Goldman Sachs Group, Inc.  ‘It reminds me of how we used to talk in the locker room after a football game.  That talk happens all the time, but it would sure be embarrassing if anyone ever recorded it.’

Q.
What do you conclude from these articles?

A.  
I conclude that analysts’ earnings per share forecasts have a strong tendency to be overly optimistic and that investors are now aware of this over-optimism.  Therefore, especially if analysts five-year earnings per share growth rate forecasts are used in a DCF model, the true cost of equity as expected by investors will have a strong tendency to be substantially overstated. 

G.  
Upward Adjustment for Quarterly Dividend Payments
Q. 
In the summary of findings and recommendations section of this testimony, you stated that Dr. Vander Weide was wrong to increase his dividend yield to reflect the quarterly payment of dividends.  Please explain why his adjustment is improper.

A.  
Dr. Vander Weide’s approach to escalating the dividend yield for the impact of quarterly compounding is wrong because it provides only part of the story.  If it is correct to adjust the dividend yield upwards to account for quarterly compounding, then it is just as correct to adjust the return on equity DOWNWARD to adjust for the daily compounding that occurs because a company earns its return on equity every day as revenues are collected.  A DOWNWARD adjustment to the growth rate would be correct because if a company pays dividends quarterly, it has less use of the earnings to create growth.  These downward adjustments to the return on equity (adjustments Dr. Vander Weide fails to consider) more than offset his upward adjustment to the dividend yield.  

Q.  
Did Dr. Vander Weide make any of those downward adjustments?

A.  
No.

H.  
Upward Adjustment for Financing Costs
Q.  
You explained in the summary of findings and recommendations section of this testimony that Dr. Vander Weide was incorrect to add an allowance for financing costs to his requested cost of equity.  Please explain why.

A.  
Dr. Vander Weide’s recommendation includes an adjustment to his cost of equity for financing costs.  Both the S&P 500 and the other sample companies he examined have common stock that is selling at a market price considerably higher than its book value, a number that is high enough that the premium received from the sale of stock would be more than enough to fully pay for financing costs.  

VIII.
RECOMMENDATIONS AND SUMMARY 
Q.  
Please summarize your recommendations in this case.

A.  
Verizon NW should be allowed an overall cost of capital of 7.71%.  This is based upon a cost of equity of 9.25%.  This cost of equity should be applied to a capital structure containing 45% common equity, 49% long-term debt and 6% short-term debt.  The capital structure I have recommended is consistent with the actual capital structure being used by Verizon Communications, Inc. and the average capital structure of integrated electric utilities and gas distribution utilities.



The cost of long-term debt should be 6.99%, based on the Company’s response to Staff Data Request No. 490, Attachment No. 490.  The cost of short-term debt should be 2.00%.

Q.
Please summarize how you determined that the cost of equity allowed to Verizon NW should be 9.25%.

A. I reached my conclusion that the 9.25% recommended cost of equity is reasonable based upon a review of current DCF results and confirmed that result based upon the cost of equity indicated by the risk premium/CAPM results.  As summarized on page 2 of Exhibit No. ___ (JAR-3) (Schedule 2), I observed the following:

1. The DCF-derived cost of equity applied to the S&P 500 resulted in a current cost of equity of 9.50%.

2. The DCF-derived cost of equity applied to a group of three former RBOC telecommunications companies is indicating a cost of equity of 9.07% to 9.37%.

3. The DCF-derived cost of equity applied to the group of electric companies is indicating a cost of equity of 8.84%.

4. The DCF-derived cost of equity applied to the group of gas distribution companies is indicating a cost of equity of 8.33% to 8.62%.

5. The risk premium method based upon the spread over the expected inflation rate is indicating a cost of equity of 9.60% to 10.00%, and

6. The risk premium method based upon historic actual earned spreads from 1925 through 2003 is indicating a cost of equity of 8.92 to 9.18%.



The cost of capital testimony filed by Dr. Vander Weide contains numerous serious errors.  As a result, his overall cost of capital recommendation of 11.64% is excessive:



a) He recommends a capital structure containing 75% “market value” common equity even though the average industrial company (based upon S&P’s report covering 967 industrial companies) uses 40.73% “book value” common equity and the average utility company uses 40.01% common equity.  See page 22 of Exhibit No. ___ (JAR-3) (Schedule 12).



b) Dr. Vander Weide recommends applying a 13.46% “DCF” derived cost of equity to his “market value” capital structure even though the S&P 500 is earning about 5.06% on market value.  While this 5.06% is not a “cost” of equity number, by recommending a “market value” capital structure, Dr. Vander Weide should have been seeking a return on market value number rather than the one he recommended.  This error makes his 13.46% recommended cost of equity so high that in order to achieve this earnings rate on market value, earnings on the average industrial company would have to more than double.  In other words, what he recommends is not a competitive return, but a return that is so high that most industrial companies would be glad to abandon their current businesses if they could earn any where near the returns Dr. Vander Weide has recommended. 



Dr. Vander Weide derived an excessive cost of capital figure by using a capital structure in a way that is inconsistent with a DCF-derived cost of equity.  He misapplied the DCF method both by excluding companies from his groups in a biased way and by using a non-constant five-year earnings per share growth rate in a form of the DCF model that requires constant growth.  The five-year earnings per share growth rate he used is an invalid proxy for future long-term sustainable growth in earnings, dividends, book value, and stock price.   

Q.  
Does this conclude your testimony?

A.  
Yes.

� Page 21 of Exhibit No. ___ (JAR 3) (Schedule 11 page  2).


� Response to Staff Data Request  No. 327.  


� Page 43 of Corporate Rating Criteria was obtained from the Standard & Poors document provided by the Company in response to Staff Data Request No. 34.


� While there are many sources that have shown this optimism to exist, one noteworthy source is a statement by Arthur Levitt, former chairman of the U.S. Securities and Exchange Commission.  The following appeared on page 4 of the 5/31/99 issue of Barrons:


ARTHUR LEVITT MAY BE THE best chairman of the SEC since Joe Kennedy.  And no accident, really: Like Kennedy, Levitt spent enough time in the Street to develop a fine nose for good stocks and bad people.


	Back in April, Levitt delivered some cogent remarks on analysts (in the sacred order of being, they’re somewhat lower than angels) and their innate bullishness (solely the product of their sunny natures).


	As he observed, sell recommendations make up 1.4% of all analysts’ recommendations, while buys represent 68%.


	By way of explanation for this strange imbalance, he offers the possibility of a “direct correlation between the content of an analyst’s recommendation and the amount of business his firm does with the issuer.”  


	Analysts, he grouses are too eager to see every frog of a stock as a prince.  What the world needs, he laments, are analysts who call a frog a frog. 


� The complex version does not directly use dividend yields.  Instead, it determines the present value of each dividend payment as a discounted cash flow.


� Weekly Insights, “Global Strategy Perspectives”, October 4, 2001, Credit Suisse First Boston, pages 55 and 61.


� Page 33 of Stocks, Bonds, Bills, and Inflation, 2004 Yearbook, 10.4% geometric mean return on Large Company Stocks minus 5.4% geometric mean returns on Long-term Government Bonds.  


� Response to Staff Data Request No. 327.


� May 13, 2002 Business Week, page 37.


� Business Week, May 13, 2002 page 39


� Business Week “How Corrupt is Wall Street” May 13, 2002 page 42


� Ibid, page 42.


� Fortune.com, “In Search of the Last Honest Analyst” June 2002 page 1 of 2


� Wall Street Journal “Will Grubman Case Tone Down The Exaggeration by Analysts?” September 24, 2002, starting on pages C-1 and C-3. 


� Wall Street Journal, October 22, 2002, page C-1 and C-10.
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