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Appendix 2: Present-day Valuation of US West Directory Business
ETI has performed a present-day valuation of US Wests yellow pages business, from which it is possible to calculate the Washington share of the value of the business that would be due to Washington ratepayers were a fair market value transfer to take place at this time.

This analysis rests upon a projected discounted cash flow (DCF) analysis, very similar in methodology (although very different in inputs and assumptions) to the methodology utilized by Mr. Golden in his Projected Case scenario in this proceeding.
/  The outcome of ETIs analysis shows that under reasonable input assumptions, the true present-day value of US Wests yellow pages business is somewhere between $5.6-billion and $7.4-billion.  In its filings made pursuant to its recent restructuring, US West itself submitted an estimated value for its directory publishing affiliate of $4.75-billion as of 1997.
/  While ETI takes no position on the accuracy of the 1997 valuation, it should be remembered that its purpose was to support an arm's length transfer of assets between two corporate units (US West and MediaOne) whose respective Directors were each subject to strong fiduciary obligations to protect their respective shareholders' interests.  By contrast, the transaction being addressed by Mr. Golden is, in effect, between US West and its ratepayers, wherein US West has both an incentive and, for that matter, a fiduciary obligation, to minimize any compensation obligation as a consequence of the extraction of its yellow pages business from the regulated ILEC.  Thus, the 1997 valuation, by its nature, deserves far greater credence than the more self-serving study performed by Mr. Golden on behalf of US West.  We also note that based upon the description provided in US Wests Proxy Statement, the 1997 study was performed using an appro​priately forward-looking DCF analysis similar to the one we present here.  Moreover, while ETI did not review the calculations or assumptions that generated them, the inputs for long-term growth and weighted average cost of capital, also provided in the Proxy Statement, appear reasonable.  Because of that, and given the two years difference between them, we feel that US Wests own valuation broadly corroborates ETIs.
/
Methodology
Briefly, the discounted cash-flow methodology requires two components.  The first of these is a series of projected cash flows for an enterprise or project over time, generally based upon reasonable extrapolations from historical data informed by reasonable expectations as to future conditions.  These projections will also include values for a terminal year, incorpor​ating an assumption of the long-term growth rate that the enterprise is likely to sustain beyond the span of the separate annual projections.  The second component is an appropriate discount rate for the projected cash flows.  This discount rate is identical to the minimum rate of return investors would require to invest their capital in the enterprise being valued, or the interest rate at which the same funds could be invested in assets exhibiting comparable liquidity and risk.  For a company, the discount rate is calculated as a weighted average of its costs of debt and equity (where these are available), giving a result referred to as the weighed average cost of capital, or WACC.

Each of the projected cash flows, and the terminal year projection, is transformed into present day values using the discount rate.  The sum of these present-day values gives the total amount that investors would be willing to pay today (at the discount rate, which is identical to the WACC, or required rate of return) to generate the projected cash flows in the future.  This discounted value thus equals the net present value of the enterprise in question.

Projected Cash Flows
Cash flow projections should be made using the best data available, and should incor​porate to the greatest extent possible, all business and/or industry conditions that can reasonably be forecast based upon currently available data.  

ETIs projected cash flows for US Wests yellow pages business are based upon the Companys own projected revenue and EBDIT forecasts for the next five years.  While direct forecasts for other inputs in performing a cash flow analysis (depreciation, the tax rate, capital expenditures and working capital changes) were not available from US West, they can reasonably be estimated based upon trends in historic actual data.  Such data were included in Mr. Goldens workpapers, and provide the basis for our estimates.

The Weighted Average Cost of Capital
The key components of a WACC for a business are the relative market values of long-term debt and equity; the after-tax yield on the firms long-term debt; and the cost of equity capital.  The WACC is calculated using the following formula:

WACC = [D / (D + E)] x (cost of debt) + [E / (D + E)] x (cost of equity)

Where D and E are the market values of long-term debt and equity, respectively.

The cost of equity, in turn, can be calculated using the Capital Asset Pricing Model (CAPM), which uses as inputs the risk-free rate of return (the return on long term government bonds); the market risk premium (i.e., the amount by which average equity returns exceeded the risk-free rate of return); and the beta value for the particular firm or entity being valued.  In brief, the CAPM states that the return required to hold an asset is equal to the rate of return on risk free instruments, plus a premium that represents the relative riskiness of the asset in question.  A firms beta is an estimate of the volatility of the returns it generates, as compared to the returns of the market as a whole.  A value of 1.00 means the returns generated by the firm in question are exactly as volatile as the market, while values over or under 1.00 represent relatively greater or lesser volatility, respectively.  The CAPM equation is as follows:

Cost of Equity = Risk Free Return + Beta x Market Risk Premium

A problem arises when the company being evaluated is not public, and therefore is not required to file data that could be used to calculate cash flows directly (for example, in the form of SEC 10-K Reports), and lacks publicly traded stock from which a beta could be calculated.  If the enterprise or business being valued is a wholly-owned subsidiary, it will in most cases not have its own debt or equity, which makes a calculation of the ratio between the two necessarily difficult.  One way to estimate a value for beta is to look at the betas of comparable public companies (i.e., those in the same line of business, and approximately the same size), and apply an industry beta in the valuation.  In the case of an incumbent LEC yellow pages business, however, no such comparables exist.  However, as I discuss in my testimony, the special relationship of the ILEC yellow pages to the monopoly local telephone utility, and its consequent virtual monopoly on this particular advertising medium, assures minimal earnings volatility or, more specifically, a pattern of earnings that will closely track general economic conditions in the community and be largely unaffected by the relative success of other media in attracting advertising dollars.  While it is virtually certain that the appropriate yellow pages beta is below that of US West Corporation as a whole (since US West's holdings include various enterprises, including those in foreign countries, that are not specifically linked to its monopoly ILEC operations), it is appropriately conservative to use the US West Corp. beta of 0.75 in this case.  To be even more conservative, however, ETI has prepared its yellow pages valuations using betas of 0.75 and 1.00, the latter reflecting the beta for the "market" as a whole.

One further complication of any attempt to value an ILEC-linked yellow pages business as if it were to undergo an arm's length sale to a non-affiliated buyer is the fact that where, as here, the yellow pages will continue to be operated by a corporate affiliate of the ILEC with special and unique access to a broad range of ILEC resources (customer service transactions data, customer billing and collection systems, the ILEC brand identification, among others), a comparable "sale" to a non-affiliate would require that the seller (the ILEC) agree to furnish the purchaser, on a continuing basis, similar unique access to these same resources.

There is often a strong relationship between the aggregate level of economic activity and the demand for certain types of advertising media.  For example, the volume of "help wanted" advertisements is frequently used as a barometer of economic activity, falling during periods of relatively high unemployment and business slowdown, and rising when unemployment is low and the level of economic activity is high.  While the demand for yellow pages advertising will also track the level of economic activity to a certain degree, the extent of variation will tend to be substantially less than for other media.  First, the yellow pages directory is published only once a year, and so a business could pay a large penalty for an extended period of time if it reduces the size of, or forgoes altogether, its yellow pages listings and advertisements.  Second, as discussed at length in my testimony, there is no consequential competition for the ILEC's yellow pages directory, and shifts of advertising budgets between it and other media are likely to be minimal, if they occur at all.  While some might argue that certain technological changes, such as the introduction of CD-Rom and Internet-based directories, will undermine the long-term value of the yellow pages business, this does not appear to have been reflected in the Company's own 1997 valuation study.  For these reasons, use of a low beta for the yellow pages business is both reasonable and consistent with the method of valuation that the Company has itself applied.

Assumptions and Sources of Data for US West Yellow Pages Valuation Analysis
Cash Flow Portion of Analysis
The cash flow portion of ETIs analysis calculates Net Debt Free Cash Flows, following Mr. Goldens methodology, which is standard for discounted cash flow analyses.

Net Debt Free Cash Flow (NDFCF) is simply a cash flow calculated without taking into account the effects of interest payments on debt.  The necessary inputs for calculating NDFCF are:

Earnings Before Depreciation, Interest, and Taxes (EBDIT)

Depreciation (D)

Expected Tax Rate (T)

Capital Expenditures (CE)

Change in Working Capital (CWC)

Mathematically, the formula for calculating NDFCF can be expressed as follows:

NDFCF = [EBDIT - D] x (1 - T) + D - CE + CWC

US West supplied projections for revenues and EBDIT for the next five years in response to discovery. 

Projections of the other components of the cash flow analysis must be estimated.  The most conservative and reliable means of doing this is by examining either historic trends in their growth, or seeking historical relationships that might exist between them and variables for which projections are available.  In examining these trends and historical relationships, ETI used data from 1991 to 1998, as supplied in Mr. Goldens workpapers and in US West's Response to Public Council Data Request PC05-063.  Using these years avoids the pitfall of needing to reconstruct appropriate intercompany charges or publishing fees or pro forma financial statements for the early years of US West Directs existence, as Mr. Golden had to do in preparing his Actual Case analysis.  At the same time, however, it does provide a sufficiently large sample of recent data from which defensible trends and relationships might be observed.  

Depreciation.  ETI estimated projected depreciation charges based upon the historic relationship between depreciation and EBDIT.  Over the period examined, depreciation generally varied between 2% of EBDIT and 3% of EBDIT annually.  ETI recognizes, however, that the EBDIT - depreciation relationship is unlikely to remain stable, particularly over a long span of time.  Depreciation will vary with fixed assets; however, US West has supplied neither projections for fixed assets nor sufficient data to generate such projections.  ETI notes that US West DEX fixed assets increased substantially in 1997.  As a result, in both 1997 and 1998 the ratio of depreciation to EBDIT was significantly higher than in previous years.  To be conservative based on the data available, ETI calculated the average ratio of depreciation to EBDIT for only those two years, 1997 and 1998, with a result of 4.96%.  Annual projected depreciation was calculated by applying this percentage to each of the EBDIT projections provided by US West.

Capital Expenditures.  Capital expenditures varied significantly over the period from 1991 to 1998.  Indeed, as a percentage of revenues, directory capital expenditures varied from 0.91% to 8.64% over the period.  1997 capital expenditures were unusually high, due (as we noted in the previous section) to reassigning assets during the restructuring of US West/MediaOne.  However, to be conservative, ETI included the entire range of capital expenditures in its calculation, giving an average annual capital expendi​ture level of 2.67% of revenues.  ETIs projection relied upon this average, as applied to US Wests own annual revenue projections, in calculating Capital Expenditures.  In the Terminal Year, ETIs methodology followed PwCs.  Over the long run, it is reasonable to assume that new capital expenditures will exactly replace the value of plant and equipment lost due to depreciation.  For that reason, and ignoring the likely effects of inflation (which mean that in a steady state capital expenditures would have to somewhat exceed depreciation), Terminal Year capital expenditures were set at the level of depreciation projected for that year.

Change in Working Capital.  The change in working capital is defined as the annual change in the difference between Current Assets and Debt Free Current Liabilities.  It provides an approximate measure of the short-term investment in, or disinvestment from, the business as a whole.  An increase in working capital means more value is being incorporated into the business, and therefore reduces the value of free cash flows.  As with Capital Expenditures, the change in working capital displayed great variability over the period examined, even varying between positive and negative values.  No distinct trend or relationship to other variables exists for working capital.  A straight average of this variable over the period examined gives an annual increase in working capital of approximately $5.2-million.  ETIs analysis incorporated this value for each year in the projection, which is conservative for the purposes of a DCF Analysis.  As already observed, a positive change in working capital implies more investment is tied up in the business.  This reduces net cash flows, and thus also reduces the DCF valuation of the company. 

Tax Rate.  US West Dex had an aggregate (state and federal) tax rate of between 38% and 39% over the period examined.  The most recent tax rate, 39%, was assumed to apply into the future as well.

Two further observations explain minor deviations between our methodology and PwCs.  First, PwCs analysis examines Intercompany Charges separately, adding them to EBDIT, and then subtracting them again as a separate adjustment.  Given that US West has supplied EBDIT (which incorporates such charges), and that the available evidence from workpapers suggests that Intercompany Charges have been relatively stable over time, we feel it is unnecessary to treat them separately.

Accepting these charges as they are incorporated into EBDIT is likely conservative, because at least some of the services for which US West Dex pays US West (billing, for example) might be provided by an independent company more cheaply than US West provides them.

Second, PwCs analysis treats interest charges explicitly, adding them and then later subtracting them in the process of calculating annual values for ADFCF.  This is mathematically unnecessary, since precisely the same net, after-taxes value is added and subtracted.  For clarity, and because it has no impact upon the final result, we have not derived projections for this unnecessary variable.

WACC Inputs and Calculations
ETI has calculated a present-day value for US West DEX's WACC based upon publicly available data for US West and for the market as a whole.  Table 1, below, lists all of the inputs and the final value for the WACC ETI utilized in its analysis.

	
Table 1


Components of the WACC

	Description
Value
Source

	Cost of Debt

	Long Term Debt
	
$7,920
	US West, ValueLine, January 8, 1999

	Debt Ratio
	
19.5%
	Calculation

	Cost of Long Term Debt
	
6.64%
	US West, S&P Bond Summary, Feb. 1999

	Tax Rate
	
39%
	US West DEX Actual, Golden Workpapers

	After Tax Cost of Debt
	
7.93%
	Calculation

	Weighted Cost of Debt
	
1.55%
	Calculation

	

	Cost of Equity

	Market Capitalization
	
$32,700
	Valueline, January 8, 1999

	Equity Ratio
	
80.5%
	Calculation

	Risk Free Rate of Return
	
6.70%
	Ibbotson Associates, 1997 Yearbook

	Average Risk Premium
	
7.50%
	Ibbotson Associates, 1997 Yearbook

	Beta for Yellow Pages
	
0.75
	US West, ValueLine, January 8, 1999

	Cost of Equity
	
12.33%
	Calculation

	Weighted Cost of Equity
	
9.92%
	Calculation

	

	Weighted Average Cost of Capital 
	
11.47%
	Calculation


ETI also calculated an even more conservative estimate of the US West directory WACC using a beta of 1.00 (i.e., the market average beta).  This beta results in a WACC of 12.22%.  The previous discussion explains why this represents a highly conservative maximum value for US Wests directory beta.

Long-Term Growth Rate
The long-term growth rate is used in calculating the final cash flow for the final year of the projection.  It is used to estimate the future growth of such cash flows, indefinitely beyond the years examined individually in the analysis.  In his Actual Case analysis, Mr. Golden estimates a terminal year growth rate for the directory business of between 5.0% and 6.0% for 1998.  This differs substantially from the terminal year growth assumptions incorporated into the 1997 valuation performed in the context of the US West/MediaOne restructuring, which assumed terminal year growth rates of 2.5% to 3.0% starting in 2002.  To be conservative, ETI utilized a range of terminal year growth rates in its analysis.  The low end of our range was calculated as the average of the low  estimates used in Mr. Goldens Actual Case and in the 1997 US West Financial Advisors analyses.  ETIs high estimate, similarly, is an average of the high estimates of Mr. Golden and the US West Financial Advisors.  Using US Wests own consultants analyses, ETI estimated that conservative long-term growth rates for US Wests yellow pages would range between 3.75% and 4.5% per year, and used that range to derive Terminal Year cash flows for the line of business.

Final Valuation
Based upon the above assumptions, ETI has determined that a reasonable estimate of the present value of US Wests yellow pages as an ongoing business falls within a range of $5.6-billion and $7.4-billion.  Schedule A of this Appendix gives the full range of values calculated, using different combinations of assumptions for WACC and Long-Term Growth.  Schedules B through E show ETIs derivation of its valuations using both betas selected and both of the two possible long-term growth rates.

     �/See Golden Direct, Confidential Exhibit ___ (TPG-1) ("Golden Study"), at 3-7.


     �/"Proxy Statement for 1998 Annual Meeting of Stockholders of US West, Inc.," April 20, 1998, (provided in response to data request PC 03-046) at 39.


     �/This is particularly the case given that the DCF analysis prepared by US Wests Financial Advisors (Lazard Freres and SBC Warburg Dillon Reade), actually produced a range of estimates for the US West Directory valuation, from a low of $4.7-billion to a high of $5.4-billion. (Id., at 39.)


Response to Data Request WUTC 02-021.


Technically, the definition of a beta is the ratio of the standard deviation of the return on a given investment to the standard deviation of the return on investing in the market as a whole, multiplied by the correlation between the two returns. In statistical notation, if I represents the return on the investment in question, and M the return on the market as a whole,


β(I,M) = [σ(I) / σ(M)] x ρ(I,M)


See Appendix 1.


ValueLine, US West, Inc., January 8, 1999.


Response to Data Request WUTC 02-021.


US West explains this increase as being related to the restructuring of the Company.  Response to Data Request PC 06-081.


See, e.g., Golden Study, at Schedule 1.


Proxy Statement, at 39.
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