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REGULATORS HAVE BEEN INSTRUCTED BY THE SUPREME COURT THAT THE

"FIXING OF JUST AND REASONABITE RATES INVOLVES A BAIJANCING OF THE

fNVESTOR Al{D THE CONSUMER INTERESTS. "r THE HIGH COURT HAS AIJSO

ESTABLISHED THREE STANDARDS TO GUIDE REGUIJATORS IN THEIR EFFORTS

TO STRIKE THE REQUIRED BALANCE. THE ALTOTNED RATE OF RETURN MUST

1} MAINTAIN THE COMPANY'S FINANCIAIJ INTEGRITY, 2I MAINTATN THE

COMPANY'S ABIITITY TO ATTRACT CAPITAIJ, AND 3 ) PROVIDE INVESTORS TTITH

A RETURN CONSISTENT TIITH THAT EARNED FRO!{ INVESTMENTS I{ITH

COMPARABLE RTSKS.2

STATE UTII,ITY REGUTATORS HAVE INTERPRETED THE MANDATES OF HOPE

AND BIJUEFIEIJD AS REQUIRING CONSIDERATION OF ECONOMIC EFFICIENCY AND

BASIC EQUITY. THE RETURN ALI,OTTED A REGUIJATED COMPANY MUST BE

COMPARABIJE TO INVESTORS' MARKET ESTABIJISHED OPPORTLTNITY COSTS FOR

ALTERNATM INVESTMENTS. I{HEN SUCH COMPARABILITY EXISTS' THE

COMPANY'S FINANCIAL INTEGRITY IS MAINTAINED, THEREBY ASSURING ITS

ABILITY TO ATTRACT CAPITAL. HOI{EVER, THE SPECIFIC RATE OF RETURN

ESTABIJISHED SHOUIJD PRODUCE THE MINIMUM NECESSARY SUPPITY OF EQUITY

CAPITAL' THUS ASSURING THAT RATEPAYERS ARE PAYING THE IJOT|EST AMOUNT

POSSIBtE.

OBiTECTIVE.

BY THIS EFFORT T{E ACHIEVE THE UI,TIMATE BAIJANCING

THE COST OF CAPITAIJ IS NOT IIHAT THEORISTS ' REGUIJATORS OR

COMPANY MANAGEITENTS BELIEVE IT SHOUIJD BE, OR WHAT THEY I{OUIJD IJIKE

1FPC v HoDe Natural Gas Co- , 320 U.s. 581 at 603. lt944l.
zFPC v Hope NaturaL Gas Co. , 32O u.S. 592i BluefieLd l{ater

tlorks & Improvenent Co. v Public ServiceE Comnission of lfest
Virqinia, 262 U.S. 679 (1923).



rT TO BE, BUT T|HAT THE MONEY MARKET SAYS IT IS. STNCE CAPITAIJ IS

RAISED IN THE }IONEY MARKET, THE RETEVANT INFORMATTON TO STUDY AND

ANAITYZE IS MONEY-MARKET-REIJATED-OR-DERfVED INFORMATfON. SrNCE THE

BELL COMPANIES' STOCKS IS NOT TRADED, PROXY COMPANIES MUST BE USED

AS SUBi'ECTS FOR ANALYSIS TO DETERMINE THE APPROPRTATE COST OF

col'tMoN EQurrY cAPrrAL. AIJL EXPERTS AGREE oN THrs porNT. THE

DTSACREEMENT CENTERS ON INHAT PROXIES l,RE ACCEPTABLE TO USE IND

I{HETHER ANY GIVEN ANAI.IYTICAIJ TECTINIQUE IS EITHER APPROPRIATE OR

ACCURATE.

MAMT TECHNIQUES TIAVE BEEN PROFERRED BY THE EXPERTS AND DEBATED

BY THE PARTIES. THE COMPARABL,E EARNfNGS AND RISK PREl,llttll

APPROACHES BErNC Ttfo TECHNTQUES THAT HAVE ENitOyED SOME ATTENTTON

OVER THE PAST DECADE. 8UT I CAN STATE, I{ITH SOT{E COMFORT, THAT A

MATORITY OF UTILITY REGULATORS HAVE UTTIJIZED THE DISCOUNTED CASH

FIJO$ (DCT) METHOD AS THEIR PRIMARY MEASURE IN DETERMINING cosT oF

CAPfTAL UNDER RATE OF RETURN REGULATION. THE DCF METHOD, AS yOU

KNOI{' IS BASED ON THE PREMISE THAT AN INVESTOR PURCHASES THE RIGHTS

TO AN TilCOME STREA}I I.THEN HE BUYS COMMON STOCK. THE DCF METHOD

ASSU!{ES THAT THE PRTCE AN INVESTOR PAYS FOR A STOCK REFLECTS THE

DTSCOUNTED VALUE OF THE FUTURE INCOME ASSOCIATED WTTH THE STOCK

OI{NERSHIP (FUTURE DIVIDENDS, FUTURE EARNINGS OF THE CO}IPANY AND THE

PROCEEDS tO THE SHAREHOIJDERS OF THE ULTIMATE SALE oF HIS STOCK).

THE TECHNIgUE IS A MATHEMATICAIJ ANALYSIS I|HICH TAKES THE CURRENT

MARKET PRICE, PRO.JECTS AN INCOME STREAM (DIVIDEND YIEIJD AND

RETAINED EARNINCS) MqO COMPUTES THE DTSCOUNT RATE, I{HICH IS
BEITIEVED TO REFITECT THE RETURN REQUTRED BY AN INVESTOR TO. PURCHASE
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A PARTICULAR STOCK AT A PARTICUIJAR TIME. SINCE BEI,I, TEIJEPHONE

COMPANY'S STOCK IS NOT PUBI,ICLY TRADED. THEIR EQUITY COST MUST BE

ESTIMATED BY EXAMINING MARKET DATA REI,ATING TO SIMIIJAR COMPANIES.

IN THE PAST, AS IJONG AS THE REGIONAIJ HOLDING COMPANIES [{ERE ONL'Y

MIRROR REFIJECTIONS OF THE OPERATING COMPANIES, IT TNAS POSSIBLE TO

CONSTDER THE STOCK PRICE AND DMDEND POIJICY OF THE HOITDINC COMPANY

AS A REASONABLE PROXY FOR THE TEIJEPHONE OPERATING COMPANY'S STOCK

PRICE AND DIVIDENDS. HOWEVER, IN RECENT YEARS, THE NON.REGULATED

ACTIVTTIES OF THE HOLDINC COMPANIES HAVE BEEN GROI|ING FASTER THAN

THE REGUIJATED ACTMTIES. FOR EXA!{PIJE, IN 198{, RECULATED

ACTfVITIES REPRESENTED 87.2 PERCENT OF THE REGIONAT HOLDING

COMPANIES TOTAIJ REVENUE. BY 1989, THIS PERCENTAGE HAD DECIIINED TO

80.2 PERCENT. FURTHER, THE FERCENTAGE OF INVESTMENT IN THE

REGULATED OPERATING COMPANY HAD DECREASED FROM 97.5 TO 89.2 OF THE

HOLDING COMPANY INVESTMENT.

THIS REIATIVEIY RAPID GROTNTH OF THE UNREGULATED ACTIVITIES

SEPARATES TITE IJINK BETIfEEN REGIONAL HOIJDING COI{PANY FINANCIAIJ AND

STOCK MARKET INDICATORS AND THE TEIJEPHONE OPERATING CO}'PANIES

ACTIVITIES. IN sO DOING, IT IS MUCH MORE DIFFICUITT TO ASCERTAIN

THE APPROPRIATE RATE OF RETURN FOR THE OPERATING COMPAMT. AS AN

EXA,MPIE OF THIS PROBLEM, THE EXPERTS NOlt ADVISE THAT REGULATORS

SHoULD NOT APPLY A DcF ANALYSIS TO EITHER THE LECS OR THE RHCS

SINCE THE MARKET DATA FOR THE IJECS IS UNAVAII,ABI,E AND THE MARKET

DATA FOR THE RHC IS DISTORTED BY tfHAT THE .]ANUARY L7, 1990 VAITUE

TJINE COMPANY REPORTS IJABEIJS AS THE "CEII'ULAR PHENOMENON' " A

SIGNIrICANT PORTION OF EACH OF THE RHCS' STOCK VALUE IS THE RESULT



OF CELIJULAR OPERATIONS. BASED UPON INVESTOR EXPECTATIONS OF HIGH

RETURNS IN THE FUTURE, RHC STOCK PRICES HAVE INCREASED DRAM.ATICAIJIJY

DESPITE THE FACT THAT CURRENT CEIJIJULAR EARNINCS APPEAR IJOI|, THUS

REPRESENTING A SMAIJIJ PART OF THE RHCS. TOTAI, EARNINGS. THE

COMBTNATION OT A PRICE THAT TNCIJUDES INVESTORS' OPTIMISTIC GROT{TH

FORECASTS FOR CEIJIJUIJAR AND A DMDEND GROWTH RATE WHfCH EXCITUDES

THE IJONG-TERM POTENTIAT OF CEIJIJULAR MAKES IT DIFFICUIJT TO APPIJY THE

DCF FORMUIJA TO RHC DATA IN THE DETERMfNATTON OF THE COST OF

CAPITAL. TO APPRECIATE THIS PHENOMENON AND THE DILEM!4A IT CREATES

FOR REGULATORS , IJETS REVIEI| THE EXAI4P1,8 OF THE NYI'|EX CORPORATION.

THg CURRENT ESTIMATED MARKET VALUE FOR NYNEX CEIJIJUIJAR OPERATIONS

f S 3.5 BIITLION DOLLARS AND HAS A BOOK VAIJUE OF 250 I,IILIJION DOITLARS.

THIS PRODUCES A MARKET TO BOOK RATIO OF L4 TO 1. HOINEVER NYNEX

EARNED IJESS THAN 50 MIIJITION DOLLARS FROM ITS CEIJLULAR OPERATIONS.

THE RETURN ON BOOK VALUE IS A COMFORTABLE 2OI T|HIIJE THE RETURN ON

MARKET VAIJUE IS 1.4t.

I'TEIJIJ, IF RECULATORS CANNOT USE THE RHCS AS PROXIES FoR THE

OPERATING COMPANIES, T{HAT OF THE GROUP OF COMPARABIJE COMPANIES THAT

THE EXPERTS HAVE IDENTIFIED IN POST-DIVESTITURE RATE PROCEEDINGS?

IN PREPARATION FOR TODAY'S DISCUSSTON AND IN AN EFFORT TO

OBTAIN THE ANST{ER TO THAT QUESTION, T SPOKE T|ITH SEVERAL ECONOMTSTS

AND FINANCE EXPERTS To SOIJTCIT THEIR OPINIONS ON lHfS ISSUE. BASED

ON THE VARIED RESPONSES IT IS CIJEAR THAT THE NET{ TEI,ECOMMUNTCATIONS

ENVIRONMENT TS CAUSTNG GREAT CONFUSION AND INCREASED CHAIJIJENGES IN

DETERMTNING AN APPROPRIATE COST OF CAPITAL. TF THERE IS ANYTHING

THAT THE EXPERTS !|ITH I{HOM I TALKED AGREED UPON, IT IfAS BHE
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INCREASED DIFFICULTY IN DEVEI,OPING COMPARABLES AS A RESUIJT OF THE

INCREASED DMRSIFICATION BY THE RHCS. THERE ARE NO LONGER ANY

'PURE' COMPARABI,,ES IN THB TELECOMMUNICATIONS INDUSTRY, IN VIETT OF

THE LECS' GENERAL PATTERN OF DMRSIFICArION. AS PROFESSOR WILLIAU

CARITTON OF THE UNMRSITY OF ARIZONA TOIJD ME, "THE DIRECT !{'ARKET

METERS ARE NO I,ONGER AVAII.ABI.E." THIS MEANS THAT THE TRADITIONAIJ

METHODOIJOGIES THAT I{E AS REGULATORS HAVE USED AS MEASURES OF THE

COST OF CAPITAIJ FOR THE I.,BCS SUCH AS DISCOT'NTED CASH FLOII' CAP U

AND RISK PREMIU!{S, AND HISTORICAIJ EARNED RETURNS MAY NO I',ONGER

PROVIDE THE BEST MEANS OF ESTI!{ATING THE COST OF CAPTTAIJ.

AS AN IIJTERNATIVE TO THESE TRADITIONAIJ METHODS, BEIJIJ ATIJANTIC

RECENTLY FITED TESTIMONY IN THE FCC REPRESCRIPTION CC DOCKET 89-

624 IN I{HICH THE COMPA!fl| ADOPTED A "CITUSTER" ANAITYSIS I{HICII IIAS

BEEN DESCRIBED BY USTA AS A "NEI|" APPROACH FOR DETER!{INING A SET

OF COMPARABIJE FIRMS. I AI{ NOT CERTAIN THAT IT IS A ''NEIf

CONCEPT", SINCE TT IS MY UNDERSTANDING THAT IT HAS BEEN USED IN

OTHER i'URISDICTIONS AS EARIJY AS THE LATE 1970'S' AS I UNDERSTAND

THE METIIODOIJOGY, THE CLUSTER APPROACH USES THE SEIJECTION OF RISK

INDICATORS SUCH AS SALES CROT{TH, CASH FI,OTT AND OPERATING INCOME

VARIANCES TO AITIJEGEDITY CAPTURE THE F1JNDA!{ENTAL, RISK CHARACTERISTICS

IN AN EFFORT TO SEIJECT RISK SIMITAR FIRI{S ' I SPOKE I{ITH DUKE

UNIVERSITY FINANCE PROFESSOR DR. JAI{ES H. VANDER WEIDE tfHO FIL,ED

TESTIMONY ON BEHALF OF BELL ATI.,ANTIC ENDORSING THE USE OF THE

CIJUSTER ANAITYSIS FOR DEVEITOPING COMPARABLES. IN EXPL'AINING THE

APPROACH, DR. VANDER T{EIDE INDICATED THAT HE CATCUI,ATED THE

OPERATING INCOME VARIABILITY (OIV) FOR BELL ATIJANTIC AND FOR ITS
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INDIVIDUAI, TEI,CO SUBSIDIARIES, ACCORDING TO DR. VANDER WEIDE THE

OIV STATISTIC MEASURES THE VARIABII,ITY OF ANNUAIJ OPERATING INCOME

AROUND A I.INEAR REGRESSION TREND I.,INE OVER A FIVE-YEAR PERIOD FROM

198t1 TO 1988. THE OI OR THE AVERAGE OF BEITIJ ATLANTIC'S TELCOS

nAS 8.59t AS OPPOSED TO THE 4.55t FOR THE ENTIRE BELL ATLANTIC

COMPANY. DR. VANDER I{EIDE CONCLUDED THAT DUE TO TITE EFFECt OF

DIVERSIFICATION INTO BUSINESSES tfHICH HAVE IrOr CORREIJATTONS I{ITH

TEIJCO OPERATION, TIIE RISK OF II{VESTING IN BELIr ATL'ANTIC I{AS

SIGNIFICANTL,Y LESS THAN THE RISK OF INVESTING IN ITS TEIJCOS.

THEREFORE, TltE COST OF CAPITAIJ FOR THE BEIJIJ ATLANTIC TEL'COS IS

GREATER THAN THAT OF THE PARENT COI{PANY. THE CITUSTER ANAL,YSIS HAS

BEEN USED IN FITINGS BY NEII .TERSEY BEIJIJ, BEIJIJ SOUTH FIJORIDA, AND

PACIFIC BEIJL. HOI|EVER THE APPROACH HAS NOT BEEN ADOPTED BY AIrIr fHE

RHCS. AI,IERITECH, US }TEST AND PACIFIC TELESIS HAVE EXPRESSED STRONC

RESERVATIONS RECARDING USE OF THE CLUSTER ANAIJYSIS. PROMINENT

CRITICS OF THE TECHNIQUE, SUCH AS FINANCE PROFESSORS CHARLES LINKE

OF THE I'NIVERSITY OF II,I,INOIS, AND ROBERT MALKO OF THE UTAH STATE

T'NIVERSITY, I{ITH WHOM I HAVE SPOKEN, CONTEND THAT THE RISK

VARIABLES DO NOT ADEQUATEI,Y TRACK FINANCIAIJ RISKS AND THAT TTTE

METHOD HAS NOT BEEN EMPIRICAIJTY TESTED.

ANOTHER CHALLENGE TACING REGULATORS IS HOI| TO ASSESS THE RISK,

IF ANY, ASSOCIATED T{ITH INCREASED COMPETITION. THE EXPERTS I SPOKE

TITH AIJIJ ASSUMED THAT OPERATINC COMPANIES, BECAUSE OT INCREASED

COI'IPETITION, ARE VIEI{ED BY PROSPECTIVE INVESTORS AS RISKIER AND

THEREFORE SOME ADT.IUSTMENT OR ACCOI{MODATION MUST BE MADE TN

DETERITIINING THE COST oF CAPITAIJ. THoUcH NONE EI{BRACED THE THEORY,
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SEVERAL AGREED THAT A HYPOTHETICAL CAPITAIJ STRUCTURE IS ONE

POSSIBLE MECHANISM THAT CAN BE USED TO COMPENSATE THE RATEPAYERS

FOR BEARING THE BUSINESS RISK. A HYPOTHETICAIJ CAPITAIJ STRUCTURE

THAT INCREASES THE AMOUNT OF DEBT REIJATIVE TO THE ACTUAL STRUCTURE

TIIIJL REDUCE THE COST OF CAPITAL. HOIIEVER, THE DETERMINATION OF

THE OPTIMAIJ AI.IOUNT OF DEBT TO ADD TO THE CAPITAIJ STRUCTURE REMAINS

THE TSSUE. MOREOVER, AS THE PERCENTAGE OF DEBT IN THE CAPITAI,

STRUCTURE INCREASES, THE COST OF DEBT }TIIIJ INCREASE. THEREFORE,

IN ANY USE OF A HYPOTHETICAIJ CAPITAI' STRUCTURE, ONE !,IUST CONSIDER

TIIE OFFSETTING IMPACTS ON THE COST OF CAPITAIJ DUE TO POTENTIAI'

INCREASES IN THE COST OF DEBT.

ANOTHER METHOD T{HICH PURPORTS TO BETTER REFI,ECT THE RISK FOR

RESTDUAIJ MONOPOLY CUSTOMERS TS TO START FROM A RISK PREMIUM THAT

9IAS APPROPRIATE IN THE MONOPOIJY ERA OF THE 1950'S AND 1970'S '

PRESUMABIJY THAT RISK PREMIUM I'IIJIJ BE I,OT{ER THAN THE CURRENT RISK.

DR. MAIJKO OF UTAH STATE I'NIVERSITY IS A STRONC PROPONENT OF THIS

METHODOLOGY. HE SUGGESTS DEVEL,OPING A RISK PREMIUM BY LOOKING AT

THE HISTORICAII PERIOD FROM 1960'1980 OR 1970.1980. ACCORDTNG TO

DR. MALKO A RISK PREMIUM CAN BE DEVEIJOPED FOR THE ENTIRE PERIOD'

OVER A FIVE-YE.I,R AVERAGE, OR FOR EACH YEAR, TIORKING FROM U. S .

TREASURY BONDS. HE THEN SUGGESTS THAT YOU EXTRACT FROM THE

HISTORICAIJ PERIOD A RISK PREMIW THAT REFI.|ECTS THE ECONOMIC

CONDITIONS THAT YOU ANTICIPATE TNIIJIJ EXIST DURING TIIE RATE EFFECTIVE

PERIOD.

SOME OF THE PARTIES THAT FIIJED COMMENTS IN THE FCC

REPRESCRIPTION PROCEEDING ARCUED THAT RISKS SHOUIJD BE ASSESSED BY



)
USING THE STOCK PRICES OF THE RHCS AS THE BASIS FOR DETERMINTNG THE

COST OF CAPTTAI. THE EXISTING STOCK PRICES, THEY ARGUE, ARE THE

BEST INDTCATORS OF PERCEIVED RISK. OTHERS ARCUE THAT BECAUSE THE

EXISTING STOCK PRICES REFLECT THE PREMTUU PLACED ON THE CEIJIJULAR

CO}'PONENT Otr THE COT'IPANIES BUSINESS, STOCK PRICES ARE THE T{RONG

INDICATORS TO USE FOR DETERMTNTNG CAPITAIJ COST. THOUGH IT IS

TEMPTINC TO CONSIDER CURRENT STOCK PRICES I AM NOT SURE TH.I'T I CAN

AGREE TIITH EITHER ARGUI{ENT. T BEIJIEVE THAT THE BETTER REGUIJATORY

APPRoACH' LoNc TERM, Is To SEPARATE THB UTIITITY FRoll rHE

DIVERSIFIED ACTTVITIES OF THE HOIJDING COMPANY TO THE EXTENT

POSSIBIJE IN DETERMINING THE COST OF CAPITAI. I AM tfARY OF IJIIUPTNC

ToGETHER NON-REGUL,ATED VENTURES AND TELCO ACTMTIES. IF

REGUTATORS ACCEPT THE PREMISE THAT DIVERSIFICATION IS BENEFICIAL

TO THE UTIITITY OR ITS CUSTOMERS, REGULATORS MUST AIJSO ACCEPT

RESPONSIBILITY FOR ANY NEGATM CONSEQUENCES OF DMRSIFTCATIOT{.

coNclrusroN

I IIOUIJD AGREE THAT THE TEIJECOMMUNICATIONS I.IARKET PLACE IIAS

UNDERGONE CHANGE. I }IOUIJD AGREE THAT COMPETITION AND

DIVERSIFICAITON REQUIRES A CAREFUI, LOOK AT THE EXISTING METHODS FOR

DETERI{INING COST OF CAPITAIJ. I DON'T AGREE THAT THE tOOK }III'IJ

NECESSARILY BE ''NEII' BECAUSE ''DIVERSIFICATION" }TAS THE BVZZ T|ORD

FOR THE GAS INDUSTRY IN THE EARIJY DECADE OF THE 1980'5. I DON'T

AGREE THAT THE IJOOK IIILIJ NECESSARILY BE "NEI|' BECAUSE THE STANDARDS

OF HOPE AND BIJUEFIEIJD STIIJIJ APPLY. I DO AGREE THAT THERE ARE MANY

CHALTENGES AHEAD FOR ALt OF US. AS YOU KNOI|, BUSINESS TIEEK TRACKS

IHE COMPOSITE RETURN ON EQUTTy FOR 1000 FrRMS AND FORTITNE MAGAZTNE
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i..@

TRACKS THE MEDIAN RETURN ON EQUITY FOR THE TOP 500 us INDUSTRIAL

FIRMS. FOR THE YEARS 1984 TO 1988, THE BUSINESS TTEEK COMPOSITE

RETURN ON EQUITY INAS t2.3 PERCENT AND THE FORTUNE 500 MEDIAN RETURN

WAS L3.2. OVER THE SAME FM YEAR PERIOD, THE REGIONAIJ HOLDING

coMpANIES RETURN ON EQUITY WAS 13.5 PERCENT. THESE STATISTICS

SUccEST TO ME THAT IN THE FACE OF ALIr THE COMPIJEXITIES Al{D ISSUES

rHAT I HAVE DISCUSSED TODAY, REGUI,ATORS MUST BE DII,IGENT IN FINDING

THE ANSIIERS TO THE trlANY DIFFICULT QUESTIONS. BECAUSE THE SAME

SUPREME couRI CAUTIONED REGULATORS BY STATING: ''THE END RESUTT OF

THE COMMISSIONS' ORDERS UUST BE MEASURED AS MUCH BY THE SUCCESS

gfITH TIHICH THEY PROTECT TTHE BROAD PUBI,IC INTERESTI AS BY THE

EFFECTIVENESS I{ITH WHICH THEY MAINTAIN. . .CREDIT AND. . .ATTRACT

CAPITAL. "3

sPermian Basin Area Rate Cases, 390 U.S. 747 at 79L (1958)'


