Resp. Test. of Lee L. Selwyn
Appendix 1
Ex.   (LLS-T)

WUTC Docket UT-980948



Appendix 1: Analysis of PwC Valuation of US West Directory Business
ETI has undertaken a detailed examination and analysis of Mr. Goldens report on the Pricewaterhouse-Coopers valuation of US Wests directory business as of 1984.
/  This analysis was not undertaken to determine the appropriateness of the use of the selected valuation date in the context of the proceeding at hand, but strictly to review the assumptions, inputs, and methodology utilized in Mr. Goldens study, for the purpose of assessing the accuracy of his valuation as of the date in question.

Mr. Goldens estimate of the value of the directory business is the result of five different analytical approaches of varying degrees of precision:


Trends in Valuation Multiples Analysis -- seeks to justify Mr. Golden's analysis in light of the $4.75-billion 1997 valuation of US West DEX


Market Approach-Comparable Transaction Approach -- valuation analysis in light of mergers and acquisitions involving directory publishers from approximately the time of his valuation


Market Approach-Public Company Approach -- examines market valuations of "comparable" public companies as of the US West DEX valuation date 


Income Approach-Actual Case -- uses actual, ex post cash flow data to determine the value of US West DEX using a Discounted Cash Flow ("DCF") analysis


Income Approach-Projected Case -- uses 1984 management projections of future cash flows as the basis of a DCF analysis

Mr. Goldens final result rests upon his Income Approach-Projected Case analysis, with the other four analyses being given more or less weight as corroborations of the Projected Case.  Our review of Mr. Goldens approaches and assumptions suggests that in fact none of his four corroborating methods withstands scrutiny, and that therefore none of them should be relied upon even as corroborations of his primary analysis.  ETI has therefore not replicated them in its present-day valuation of US West DEX (See Appendix 2).  Moreover, while the general DCF method used in the Projected Case is a standard, widely used valuation technique, the specific inputs that Mr. Golden utilized in generating that analysis are also questionable.  ETIs review of those inputs indicates that his final result almost certainly underestimates the true value of the directory business as of 1984.

We present our critique of the PwC Study in two main parts.


First, ETI examines each of the corroborating approaches in turn, demonstrating the flaws that make them unsuitable even as corroborations for the Projected Case.


Second, we review the Projected Case itself, and demonstrate that flawed assumptions make it likely that Mr. Goldens inputs result in an underestimate of the true value of the directory business as of his valuation date.

II.  The Corroborating Analyses
A number of Mr. Goldens Corroborating Analyses suffer from similar flaws.  For example, they generally rely to a greater or lesser extent upon financial data from companies in the media/publishing industry that Mr. Golden himself concedes are actually not comparable to incumbent LEC directory publishing businesses.  However, for clarity, ETI will present its findings with regard to each of the corroborating analyses in turn, explaining in each case why the particular approach is flawed and unsuited to the task at hand.

Trends in Valuation Multiples

Intended to explain the difference between Goldens number and the $4.75-billion figure from 1997.


Actually reveals just how much of that difference cannot be explained by either inflation or real growth.


Mr. Goldens observation that an EBDIT multiple can change over time does not justify the particular change in multiples between his valuation and the 1997 valuation.

The first line of Mr. Goldens corroborations that we examine is the last one in his study.  Mr. Golden examines what he calls Trends in Valuation Multiples not so much to corroborate his final valuation for the directory business as to explain why his outcome differs so greatly from the $4.75-billion directory valuation US West submitted in the Proxy Statement for its 1997 restructuring.  

Mr. Golden took some pains to emphasize the fact that he had no idea how the $4.75-billion figure was calculated, or what assumptions went into it.  This in itself raises questions about the validity of this test.  Mr. Golden in essence ratifies the appropriateness of his number by comparing it with one about whose origins he claims to know nothing.

Leaving that issue aside, Mr. Goldens analysis examines real growth and inflation as partial explanations for the difference.  Even with those factors taken into account, however, it reveals that between 8.6% and 23.6% of the change in valuation over the interim (that is, between $408-million and $1.122-billion) cannot be explained by either real or nominal growth.  Mr. Golden argues that this discrepancy is due to what he calls the increase in multiples, that is, an inherent increase in the business value of a company generating a given stream of cash flows.

As a first argument, Mr. Golden turns to his pool of public newspaper companies, and demonstrates that on average their BEV/EBITDA multiples rose 164% between 1983 and 1997.  Mr. Golden also looks at transaction prices for acquisitions as compared with the earnings of acquired companies, and shows that, by remarkable coincidence, across all industries they too have increased some 164% between 1983 and 1997.  As we discuss with regard to Mr. Goldens Public Company Approach, below, newspaper companies are not comparable to an incumbent LEC directory business, so the mere fact that their BEV/EBITDA multiples rose at all says nothing about why directory multiples should have experienced similar increases.  Neither are acquisition prices as a ratio to earnings across all industries (and for both private and public companies) particularly relevant, since such prices often incorporate premiums over business enterprise values.  Since there was no bidding process for US Wests directory business at all, its transfers in 1984 and again in 1997 are hardly comparable with typical mergers and acquisitions of public companies.

Mr. Golden explains the BEV Increment due to Increase In Multiples as being caused by multiple reasons.  He argues that 

Most of us have read in the financial press over the past two years for why the stock market has done what it has done since 1986, and many of them could apply.  You know, lots of money pouring into the stock market, some measure of irrational expectations, you know, the continued strong U.S. economy.  We can go on for awhile.

However, in the case of US Wests directory business, which obviously has no stock price, such explanations apply only indirectly, through their effect on the components of the WACC determined by market data.  In essence, Mr. Goldens Valuation Multiple Approach only confirms the immediately obvious fact that his analysis used a different WACC than was used in 1997.  However, the mere fact that the WACC changes over time does not justify the particular WACC Mr. Golden chose to use, nor does it validate his result.  His sweeping assertion that all residual changes not explained by real or nominal growth are simply the result of multiple increases is unconvincing.  Therefore, this line of analysis fails to establish any relationship between Mr. Goldens valuation and the 1997 valuation that justifies the difference between them.

Market Approach-Comparable Transaction Approach

By Mr. Goldens own admission, not a very strong approach.


Highly arbitrary correction for acknowledged difference in margins between the so-called comparable transactions and the incumbent LEC yellow pages business.


The transaction price-to-revenue multiple is fundamentally not meaningful.


The revenue and transaction price data upon which Mr. Golden relied are almost entirely estimates.

ETIs evaluation next turns to Mr. Goldens Comparable Transaction Approach.  In this section of his Study, Mr. Golden examines sales of other directory businesses from the same period as his valuation date for US Wests directory operations.  Mr. Golden selects a number of transactions that he considers comparable in some way to the hypothetical 1983 US West directory transfer.  By looking at the ratio of estimated revenues to the estimated sale price across several of these transactions, Mr. Golden derives a value he applies to US Wests directory business to estimate its value.  Mr. Golden himself agrees that this approach cannot be considered very reliable, because he concluded that none of these transactions...[were] truly comparable.  Leaving that difficulty aside, Mr. Golden further acknow​ledges that problems with the data he relied upon arose because very little complete financial information was disclosed about targets.  Moreover, Mr. Golden adopts a highly subjective approach in determining which transactions are comparable to the one he is evaluating.  

The lack of complete financial information means that although his Schedule 6 summarizing this approach goes on for several pages, little if any of the data come from actual company sources.  Rather, Mr. Golden repeatedly refers to estimates which he takes primarily from the Yellow Pages Market Forecast, 1990.  Given that the data for both revenues and BEVs are estimates, the reliability of both the ratios and the conclusions he draws from those estimates are questionable at best.

Of equal weight to the problem with the data he used in this approach is the approach itself. Mr. Golden lacks data on EBITDA or other more cogent variables for all but one of the transactions he examines (and that single exception he rejects as irrelevant).  As a result, he was forced to examine the transaction price as a multiple of annual revenues instead.  The problem with this is that revenues, per se have almost no bearing on either profitability, cash flows, or the actual valuation of a company.  As Mr. Golden himself demonstrates in his Schedule 7, and discusses in his deposition, revenue multipliers are bad valuation indicators because profit margins of companies can vary widely, particularly when your subject transactions are all small independents that have low profit margins and your subject of your analysis is not something like that.  Mr. Goldens attempts to compensate aside, reliance on a ratio with little significance makes this inclusion of this approach highly questionable.  

Finally, beyond the fact that the inputs in his ratio calculations were merely estimated values, and that the ratios themselves were largely without meaning, Mr. Golden also acknowledges, and attempts to take into account, the fact that none of the acquisitions he examines is truly comparable.  All the transactions considered comparable for the purposes of this approach represented companies far different from an ILEC yellow pages business.  As a result, the revenue/BEV ratio derived in the Comparable Transaction Approach was by Mr. Goldens own estimate insignificant for valuing the US West directory business.  In Mr. Goldens words, we believe these multiples require significant upward adjustment to be useful in valuing the Company.  Having increased the value of the multiple he used based upon guesses at EBDITs for US West and the other directory publishers, Mr. Golden finally arrives at BEV estimates that conveniently exactly match the range produced by his Projected Approach.  While the amount of guesswork that goes into this analysis is impressive, it hardly affords it credibility as a corroboration for Mr. Goldens other approaches.

Market Approach-Public Company Approach

As even Mr. Golden agrees, the companies in this analysis are simply not comparable.

The third of Mr. Golden's corroborating analyses that ETI examined was his Public Company Approach.  In this section of his analysis, Mr. Golden looks at the market valuation of a set of public companies somehow comparable to US Wests directory business.  However, as Mr. Golden himself acknowledged later, the companies he examined are not really very comparable at all.  Indeed, in responses to data requests, the firms in question are explicitly referred to as these seven non-comparable companies.  More generally, with regard to both of his Market Approaches, Mr. Golden stated, we were hesitant to characterize the results of our market approach as primary, with no particularly good, comparable guideline companies upon which to base it.
Indeed, there is no reason to expect the valuation of newspaper publishers to have any relationship whatsoever to the valuation of an incumbent LECs yellow pages business.  Besides the fact that newspapers, unlike ILEC yellow pages directories, do not possess any legacy of linkage to and integration with a government-protected public utility monopoly, the newspaper business has been undergoing decades of consolidation and decline relative to a plethora of other advertising media.  By contrast, ILECs have been uniformly and consistently successful in resisting entry by competing directories and in maintaining their extraordinarily high shares of this unique medium.

Using comparable public companies to aid in determining the value of a wholly owned subsidiary can be useful and defensible, but only if the public companies examined are themselves directly comparable to the subsidiary in terms of both their financial characteristics and the products or services they provide.  Given the simple fact that Mr. Golden himself does not consider any of the companies in this comparison to be really comparable to an ILEC directory business, the Public Company approach cannot be given any credence as corroboration to the Projected Case valuation.

Income Approach-Actual Case

Requires data that simply would not have been available in 1984.


Inconsistent; seems to pick and choose some actual data and some projected or assumed data, e.g.:


Tax rates have large impact upon NDFCF, but used constant rate in 1984 rather than using the actual tax rate in each year.


Relied exclusively on Mr. Golden's excessive estimate of a 1984 discount rate (see Projected Case critique).  Could easily have derived an actual discount rate for each year of the analysis, and applied them working backwards.


Questionable decisions re use of pro formas for intercompany transfers, publishing fees, and 1984 financials


Corrections to actual case made subsequent to filing highlight the problems with this sort of valuation approach.

Finally in its review of the corroborating analyses, ETI turns to Mr. Goldens Actual Case Approach.  For this approach, Mr. Golden applied the DCF methodology not to projections of future cash flows, but to his estimation of the actual cash flows generated by the directory business between 1984 and 1997.  First and foremost, it should be noted that the Actual Case in no way represents a valuation of the directory business that could have been performed in 1984, simply because it relies upon over a decades worth of data that did not yet exist prior to that date.  At best, then, such an analysis could only serve to corroborate an approach that takes into account only data and forecasts that would have been available as of the date of the transfer.  Even as a corroboration of the Projected Case, however, Mr. Goldens application of this approach has serious problems that undermine any value it might otherwise afford.

A key problem that ETI has identified is the simple fact that Mr. Goldens Actual Case is in fact only selectively actual.  For example, Mr. Golden applies a discount rate based solely upon his calculation of the value of the Directory WACC as of 1984.  Mr. Golden applied this same value in his Projected Case analysis.  We observe first that problems with the inputs to those values (which we discuss in more detail in the following section) mean that the 1984 WACC is overstated.  However, given that actual data were available (and used) for each year of the Actual Case, Mr. Golden made a more serious error in adopting the 1984 WACC as a constant over the entire period he examined.  A truly actual calculation must take into account the fact that the discount rate changed significantly over the intervening thirteen year period.  Indeed, the WACC for the directory business today (or even as of 1997, as reported by US Wests Financial Advisors in the restructuring is significantly lower than Mr. Goldens calculated 1984 rate.  This known actual change in the WACC over time should have been incorporated into the Actual Case analysis.  That it was not means that Mr. Goldens Actual Case result understates the true Actual Case valuation of the directory business.

Similarly, Mr. Golden chose not to apply actual tax rates for the directory business, applying instead a constant 41.7% tax rate, which was the rate applying to US West as a whole in 1984.  PwC chose to deviate from available actual data in this instance because PwC has difficulty assuming that anyone could have reasonably anticipated the vagaries of tax law evolution over the 15-year period and believes it most prudent to rely on the actual US West rate as of the valuation date for the model.  However, the Actual Case analysis was premised on the use of actual, ex post data.  Unpredictability of changes in any given variable therefore plays no role in assessing its suitability as an input.  Indeed, the entire analysis depends explicitly on financial results that would have been unpredictable in 1984.  Based upon the data in Mr. Goldens own workpapers, while the directory business had a tax rate that started out somewhat higher than that of the RBOC as a whole, by 1997 it was significantly less.  This lower tax rate also should have been used in projecting the Terminal Year value Mr. Golden used.  Using actual tax rate data would have increased cash flows, and therefore the valuation of the business.  On balance, the decision not to use actual data in this instance further reduces the BEV results of the Actual Case Approach.

In addition to being somewhat muddled and inconsistent in its use of actual data, Mr. Goldens Actual Approach is further complicated by the need to correct for several serious issues with his data.  These issues include extremely high intercompany charges, changes in accounting principles, and other flaws inherent in the data Mr. Golden had available to him.  Mr. Goldens corrections for such flaws in the data were sometimes questionable.  For example, Mr. Golden chose to base his estimated Direct Expenses for 1984 though 1988 upon data from a single year, 1987, even though additional data for Direct Expenses (for 1988) were available.  In addition to these questionable assumptions, a number of errors that have been observed in Mr. Goldens Actual Approach further undermine its value as a corroboration for his Projected Approach outcome.  Among the additional problems affecting the accuracy of the Actual Case are adjusting for the shift from cash basis to accrual basis accounting and the improper inclusion of non-operating interest income.

The Actual Case Approach, as applied by Mr. Golden, is unreliable.  His deviations from truly actual data seem designed to reduce his resulting BEV, and the range he derives is remarkably (indeed, improbably) close to the results of the Projected Case Approach.  The numerous questionable assumptions and the corrections that Mr. Golden has had to make since submitting this analysis cast further doubt on its reliability.

III.  The Projected Case
In broad outline, PwCs Projected Case Analysis provides a model that could be used to derive an accurate forward-looking valuation of the yellow pages business as it existed in 1984.  The DCF methodology Mr. Golden has employed is a widely accepted tool of financial accounting.  However, he relied upon several significantly flawed assumptions in deriving his inputs, and specifically his calculation of the weighted average cost of capital (WACC) for the directory business.  These assumptions must be corrected before using the DCF method to establish a proper valuation of the business, regardless of the valuation date in question.

Problems with WACC Assumptions
Mr. Golden estimated a WACC at between 15% and 16% (Schedule 4).  His calcula​tion was based upon US Wests actual shares of debt and common equity, indepen​dently obtained values for the risk-free yield and the market risk premium as of year end 1983, a cost of debt based upon the yield of US Wests longest-term bond issued in 1983, and two possible beta values based primarily or entirely upon the average beta of a sampling of newspaper and similar publishing companies.

As Mr. Golden himself has observed in the context of his market-based valuation analysis, the comparable companies he relies upon for his beta estimate are not really comparable at all.  Given that these are not comparable companies, Goldens reliance upon their betas to develop one for US Wests directory business is inappropriate.  Indeed, based upon the unique characteristics of the incumbent LECs yellow pages business, which are discussed in both Appendix 2 and in Dr. Selwyns Testimony, the newspaper and media companies that Mr. Golden examined will almost certainly have higher betas than would US West DEX.

Betas measure the volatility of returns over time.  Put simplistically, the higher the volatility of a firms returns over time, the higher its beta.  For example, a speculative biotechnology startup firm will inevitably have a much higher beta than, say, a well-established utility company.  Logically, the volatility of earnings of newspapers, which must deal with subscriber erosion and retention, fluctuations in advertising rates, and increasing competition from other media (the television news, for example) will certainly be higher than the volatility of incumbent yellow pages returns, which depend only on the fact that companies will, year-in and year-out, renew their advertising contracts with the directory provider.

Mr. Golden estimated beta of 1.40 for the yellow pages business is excessive.  Such a beta suggests that directory returns are far more volatile than the returns of the market as a whole.  For all the reasons ETI has described previously, there is every reason to believe that, if anything, ILEC yellow pages publishing activities should experience less volatility than the market average.  Indeed, as a first test, the volatility of returns of either the market as a whole (1.00) or of US West (which as of January, 1999 had a beta of 0.75) serve as appropriate upper bounds on the appropriate beta for yellow pages.  Naturally, if a more precise value could be calculated, it would almost certainly be even lower.

Using an appropriate value for beta would, by itself, serve to reduce the WACC used by Golden by 10%-20%.  Because of the compounding effect in the application of the WACC, this would, in turn, result in a significantly greater valuation for the directory business as of 1984.

Other Flaws in PwCs Projected Case
One other pervasive problem with the PwC Projected Case merits examination.  Mr. Goldens projected analysis represents an attempt to develop a net present value for the yellow pages business as of January 1, 1984.  Indeed, in preparing the Projected Case, Mr. Golden relied upon data that clearly would not have been available until well into the first quarter of 1984.  However, the study was prepared to mimic a valuation as though the directory business were being sold as of the date its assets were transferred from the Operating Companies to Landmark Publishing as of December 30, 1983.  This inaccuracy calls into question US Wests very premise in commissioning this study.  Had it actually meant to transfer the directory operations as a business on that date, it should have had a valuation performed well in advance, in order to provide management with the information necessary to ensure that US West received fair value for its directory publishing business.  Performing such a study retro​actively requires the use only of data that would have been available prior to the actual date of the transfer.  As it stands, Mr. Goldens Projected Case is tainted with ex post data.
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