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Legal Department

September 2, 1008

Mrs. Blanca S. Bayd

Director, Division of Records and Reporting
Florida Public Service Commission

2540 Shumard Oak Boulevard
Tallahassee, FL 32368-0850

Re: muu.mw
Dear Ms. Bayé: |

Enciosed Is an original ana fifteen copies of BellSouth |
Telecommunications, Inc.'s Rebuttal Testimony of Dr. Randall S. Billingsley, Dr.
Robert M. Bowman, D. Daonne Caldwell, G. David Cunningham, Dr. Kevin

Consulting Group, Peter F. Martin and Dr. William E.

Duffy-Deno, Georgetown
Taylor, Mﬂﬂk“puﬁhhupww

A copy of this letter is enclosed. Please mark it to indicate that the
original was filed and return the copy to me. Copies have been served to the
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CERTIFICATE OF SERVICE
DOCKET NO. 880696-TP (HBA786)

| HEREBY CERTIFY thet & true and correct copy of the foregeing was
served via Federal Express this 2nd day of September, 1998 to the

foliowing:

Esquire
Charles Beck, Esquire
Office of Public Counsel
c/o The Florida Legislat
111 W. Madison Street, Rm. 812
Tallahassee, Florida 32388-1400
Tel. No. (850) 488-8330
Fax. No. (850) 488-4401

Michael Gross, w +)
Office of the Attorney General
PL-0 1 The Capitol

Tallahassee, Florida 32308-1050
Tel. No. 414-3300

Fax. No. 488-6589

Hand '

107 West Gaines Street
Tallahassee, FL 32301

Tracy Hatch, Esquire (+)
ATET

101 N. Munroe Street, Suite 700
Tallahassee, Florida 32301

Tel. No. (850) 425-6364

Fax. No. (850) 425-6361
Richard D. Melson, Esquire

Hopping, Green, Sams & Smith, P.A.

123 South Caihoun Street
Tallahassee, Florida 32314
Tel. No. (850) 425-2313
Fax. No. (850) 224-8551
Atty. for MCI

Thomas K. Bond

MCI Metro Access Transmission
Services, Inc.

780 Johnson Ferry Road

Suite 700

Atlanta, LA 30342

Tel. Mo, (404) 267-6315

Fex. No. (404) 267-5882

Frnshut M. Post, Jr.
16001 S.W. Market Street
indiantown, FL 34858
Tel. No. (581) 587-3113
Fax. No. (561) 587-2115

Charles Rehwinkel
Sprint-Florida, Inc.

1313 Blair Stone Road,
MC FLTHOO 107
Tallahassee, Florida 32301
Tel. No. (850) 847-0244
Fax. No. (850) 878-0777

Carolyn Marek
VP-Regulatory Affairs

SE. ion

Time r Comm.

2628 Oid Hickory Boulevard
Apl 713

Nashville, TN 37221

Tel. No. (815) 673-1191
Fax, No. (615) 673-1182



Norman H. Horton, Jr., Esquire (+)

Messer, Caparelio & Self P. A,
215 South Monroe Street
Suite 701 !
Tallahassee, Florida 32301
Tel. No. (850) 222-0720

Fax. No. (850) 2244359
Represents e.spirem

David B. Erwin, Esquire
Attorne
127 Riversink Road
Crawfordvilte, Florida 32327
Tel. No. (850) 926-9331
Fax. No. (850) 926-8448
GTC, Frontier,
ITS and TDS

Floyd R. Seif, Esquire

Messer, Caparelio & Self, P.A.

215 South Monrce Street

Suite 701

Tallahassee, FL 32301

Tel. No. (850) 222-0720

Fax. No. (850) 224-4358
WorldCom

Represents

Patrick Wiggins, Esquire
Donna L. Canzano, Esquire (+)
Wiggins & Villacorta

2145 Delta Bivd.

Suite 200

Tallahasses, Florida 32302

Tel. No. (850) 385-8007

Fax. No. (850) 385-68008

Kimberly Caswell, Esquire
GTE Florida Incorporated
201 North Franklin Street
16th Floor

Tampa, Florida 33802

Tel. No. (813) 483-2817
Fax. No. (813) 204-8870

Jefiry J. Wahlen, Esquire
Ausley & McMullen

227 South Calhoun Street
Tallahassee, Florida 32301

Tel. No. (B50) 425-5471 or 5487

‘Fax. No. (850) 222-7560

Represents ALLTEL, NEFTC,
and Vista-United

Tom McCabe

“DS Telecom

107 West Fr-.oklin Street
Quincy, FL 32351

Tel. No, (850) 875-5207

Fax. No. (850) 875-5225

Peter li. Dunbar, Esquire
Barbara D. Auger, Esquire
Pennington, Moore, Wilkinson,
& Dunbar, P. A.

215 South Monroe Street

2nd Floor

Tnallahassee, Florida 32301
Tel. No. (850) 222-3533

Fax. No. (850) 222-2126

Brian Sulmonetti
WaorldCom, Inc.

1515 South Federal Highway
Suite 400

Boca Raton, FL 33432

Tel. No. (561) 750-2640
Fax. No. (561) 7560-2628

Kelly Goodnight

Frontier Communications
180 South Clinton Avenue
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Tel. No. (716) 777-7783
Fax. No. (716) 325-1355




Laura Gallagher (+)
VP-Regulatory Affairs

Fiorida Cable Telecommunications

Association, Inc.
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Mark Ellmer
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Tel. No. (850) 229-7235
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3625 Queen Palm Drive
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Tel. No. (813) 828-0011

Fax, No. (813) 820-4823

Harriet Eudy

ALLTEL Florida, Inc.
206 White Avenue

Live Oak, Florida 32080
Tel. No. (804) 384-2517
Fax. No. (804) 364-2474

Lynne G. Brewer

Northeast Florida Telephone Co.
130 North 4th Street
Macclenny, Florida 32063

Tel. No. (804) 2598-0838

Fax. No. (904) 250-7722

James C. Falvey, Esquire
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Suite 200

Annapolis Junction, MD_ 20701
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Fax. No. (301) 3614277

=
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BELLSOUTH TELECOMMUNICATIONS INC. AND SPRINT -FLORIDA INC.
" FLORIDA PUBLIC SERVICE, COMMISSION
DOCKET NO. 980656-TP
' REBUTTAL TESTIMONY OF
DR. RANDALL S. BILLINGSLEY
(R SEPTEMBER 2, 1998

L INTRODUCTICN
Please state your name, occupation, and business address.

My name is Randall S, Billingsley. I am a finance professor at Virginia Polylechnic [nstitute
und State University. | also act as a finarcial consultant in the areas of cost of capital analysis,
financisl security analysis, and valustion. My business address is: Department of Finance,
Pamplin College of Business, Virginia Polytechnic Institute and State University, Blacksburg,
Virginia 24061-0221.

mm_mm_wwmmwmwummw
munwa%ﬁmrwmm State University.

Have you previously submitted testimony in this proceeding on behalf of BellSouth
Telecommunications Corporation (BST) and Sprint-Florida, Incorporated (Sprint-FL)?

Yes,

DOCUMENT NUMBER- DATE
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[1. PURPOSE OF REBUTTAL TESTIMONY AND STMMARY OF

A. PURPOSE OF REBUTTAL TESTIMONY

thMmehmw

Hypuﬁnhﬁnbutlﬁr.hhnl. Hirshleifer's direct testimony on behalf of AT&T
Cmmhuiau of ltn Hultun States, Inc. (ATET) and MCI Telecommunications
Curporlﬁonm H:mnlymimﬂumﬂofuquityuﬁulfwﬂﬂmhmly
9.35% 10 9.96% and BST's overall average cost of capital to be in the range of only 7.94% to
9.05%. Mr. Hirshleifer also incorrectly estimates the cost of equity capital for Sprint-FL
(chMT&MﬂUﬁmﬂmemmwmmm
Sprint-Florida on Deseraber 31, 1996) to be only 9.74% and Sprint-FL's overall average cost of
upiulhhhﬂ.wﬂnﬂy?.mmﬂ.lm.mrebwﬁngM:.l-thkifw'smimnyIﬂm
mhnhmﬂnfﬂ-mllhinﬂwunimrufﬂr.mul Wood, filing on
behalf of MC and AT&T in this proceeding. Mr. Wood presents Release 5.0a of the HAI
Model sponsored by AT&T and MCI in an effort to determine the forward-looking economic
cost of providing basic local telecommunications service in Florida. In so doing, he indicates
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thu‘[t]hch!oddh-hnnmuingdupmpondmumurupiu!dmnbcdmdu
mdlﬁWm&mTuﬁmy.p 16, lines 4-5). Since my rebuttal shows
that Mr. Hirshieifer significantly underestimates the capital costs for both BST and Sprint-FL
Mr. Wood's cost analysis is biased due to his reliance on Mr. Hirshleifer's incorrecs <ost of

capital estimates.

I also update my direct testimony that was submiti=d i the Florida Public Service Commissicn
(Commission) on August 3, 1998 in this proceeding. Thus, I determine the reasonableness of
o ion of o il et of npied of 112996 in the <ot ssudies of BST and SyrintFL. and
mmM‘Mmammmtimofmuﬁmmm
company data. This provides evidence useful in preparing universal service fund cost studies in
the state of Florida.

B. SUMMARY OF REBUTTAL OF MR. JOHN I. HIRSHLEIFER'S

TESTIMONY ON BEHALF OF AT&T AND MCI

What issues does your rebuttal focus on in Mr. Hirshleifer's direct testimony concerning capital

costs of BST and Sprint-FL?

Mymwmﬁmuwmmm Hirshleifer's discounted cash flow
(DCF) and capital asset pricing model (CAPM) analyses of BST and Sprint-FL's costs of

3
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mqmﬁsm_nr-mmmmmmwm.mm
misunderstanding of the nature and significance of the riskiness of investing in the
telecommunications industry. His errors in estimating the costs of equity for BST and Sprint-FL
mmmmm:l}wﬂ:MMWWMImuhm
wwufhm&m 2) use of growth rate forecasts that do not reflect
mmmwml}wmwmuimm
BellSouth, the other regional Bell holding companics (RBHCs), and selected independent
telephone companies as comparable in rik to BST an4 Sprint-FL; 4) failure to adjust for
ﬂouﬁmmﬁﬂ!;)ﬂhﬁ:umﬁ:wmmafﬂnnﬂnwmmmﬂu
quarterly payment of dividends.

Mr. Hirshleifer's CAPM errors in calculsting the costs of equity for BST and Sprint-FL
include: 1) significant underestimation of the equity risk premium in part due to the use of his
flawed three-stage model, and 2) arbitrary exchusion of all members of the Standard and Poor’s
Composite 500 Index mmymupummmmudummmdwiduﬂﬁmor
at least 2%. These errors explain why his CAPM estimates of the costs of equity for BST and

Sprint-FL are so seriously underestimated.

My rebuttal shows that M. Hirshleifer's cost of debt analyses are flawed by his rellance on
dated market information ftom December of 1997, He also incorrectly includes debt in his
mﬂymﬂmmnmwwﬂmm-WHMWMummmﬂwmﬂ
by the parent holding companies of BST and Sprint-FL. Moreover, Mr. Hirshleifer places too

4-
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; determining his recommended capital structure. Finally, [ show

C. SUMMARY OF UPDATED BST AND SPRINT-FL COST OF CAPITAL

P o)
=

S
Pkumhwmmummmmofﬂummofw
WHWNMHEMMWM

Iuselhemmjﬁﬂlﬂinmymﬂmﬂyﬂhddm:nﬁmyhmh
proceeding, mwmatqﬂyhﬂﬂuhmwﬂ:umm 14.46% using the
Mhmwmm Under the same approach, the updated cost of
eqmtyfanprhu-FthlhwofM.llﬂm 14.53%. The CAPM approach indicates that
Bsruwmﬂwqﬁdhhmwunuuﬂm14mmmsp¢im -FL's
updmdnnﬂotmhyiliuﬂnwoﬁiwtn 14,50%. The risk premium approach indicates
that the expected return on the overall equity market, as measured by the S&P 500, is currently
between 13.79% and 14.86%. From these updated analyses, I conclude that the current cost of
qmwmﬁnﬂhmmmﬂuznﬁm 14.46% and that the current cost of
equity for Sprint-FL is within the range of 14.30% to 14.53%.
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Q.

Please describe how you evaluate the reasonableness of using an overall cost of capital ~ of
11.25% in the cost studies of BST and Sprint-FL using updated data and summarize your
findings.

Imﬁ:mwmﬁu_hhﬁrwimﬂyﬁlﬂdﬁmmﬁmwh&hm.m
indirect tests of the reasonableness of each company's use of an 11.25% overall cost of capital
mmﬁ“&@ﬂﬂzm&ﬂﬂwwnﬂmmhm.mﬁmm&m
Hmﬂm:“ﬂ“ﬂmuﬂmﬂmddﬂhunf
June 30, 1998. m-wwﬂmuhsﬁmwmum&mmm
mhﬂedmﬂnfdﬂhhlﬂ_mﬂpim-ﬂ.‘ s reported book value capital structure is 60.05%
equity and asmm-dhmh&dm of debt is 7.13%. An overall cost of capital of
:lzmmm'-;mmm:mcfmarlsmnnsrmls.mror
SMWMHMmmmhmﬂMNW&RmaI
Mﬁlmmwﬂofdﬁﬂﬁmmmﬂhhﬂmﬂm
an equity ratio of 59,.58%, a debt ratic of 40.42%, and uses Sprimt-FL's forward-looking cost of
debt of 7.02%. An overall cost of capital of '1.25% implics a cost of equity of 14.35% for BST
and 14.12% for Sprint-FL. These two indirect tests logically imply costs of equity that are
within or only about S0 basis points higher than my estimated range for BSTs cost of equity
capital of 14.20% to 14.46% and that are lower than my estimated range for Sprint-FL's cost of
equity of 14.30% 1o 14.53%,

As a direct test of reasonableness, I rely on my updated forward-looking equity and debt
m“’wjﬁhﬂmwe@hﬂmﬂmwwmm
overall cost of capital for BST in the range of 13.14% to 13.36% and an overall cost of capital

for Sprint-FL in the range of 13.10% to 13.29%. This indicates that the use of an 11.25% rate in

4




B W M

0w @ =~ O

10
1
12
13
14
15
18
17
18
19

21

23

25

.__1.‘ ‘ {-r_'H?H.T T

L5

iummmﬂirlfmlooktnswmﬂmafuﬁmhy 189 to 211 basis
mmmmﬂtmwmormmm 185 1o 204
mmmnunflﬂllﬂﬂmufnpmlinlhcmﬂmﬂmnfﬂﬂuﬂ

Sprint-FL is reasonable and quite conservative in light of updated capital market data.

o

1. REBUTTAL OF MR. HIRSHLEIFER'S DIRECT TESTIMONY ON

BEHALF OF AT&T AND MCI
A. ERRORS IN DCF COST OF EQUITY ANALYSIS

1. FAILURE TO REFLECT INVES TORS' PERSPECTIVE

Is Mr. Hirshleifer's use of a three-stage DCF model representative of investors’ valuation
perspective and is it 8 common approach in regulatory proceedings?

No, Mr. Hirshleifer's three-stage model is complex, subjective, and uses growth rate forecasts
that reflect his own opinions rather than those of the investment community, Due to these
limitation., three-stage approaches are not commonly used in regulatory proceedings. Mr.
Hirshleifer's results do not provide insight into the current or forward-looking equity capital
costs of BST or Sprint-FL.

Mr. Hirshleifer's thres-stage approach makes use of firm-specific investment community
mmmﬁmﬂmwhﬂmmwmm
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(IBES), for only the first stage (five years) of his analysis. After this five-year period, he
mn“wdl!mﬁﬁuﬁﬂcﬁhmﬂm falls from the initial IBES
m_uamm&u-humm U.S. economy by the end of the 20th year.
mmmm._M'wuuuMmmummjmmmm
the economy Wy{hhﬂTm!p,il line 7 - p. 28, line 19).

M. Wsmlq&umthmmm. The goal here is to
estimate BST and Sprint-FL's costs of meeting their equity inv:-tors' retun requirements in
market terms. Thus, the analysia should eflect the invesim ot analysis process and expectations
of investors, Mr. Wiqumﬁu-mﬂnqmw for BST and Sprint-FL departs
from investors’ perspective by substituting his expectations for those of invest.rs for two out of
the three stages in his analysis,

Hnwmlwuhhh'.m'nniﬂdmonhmmmmFmodﬂnnmmm
tclmummmmﬁrm"ﬁMMmum not sustainable “into perpetuity?”

Mr. Hirshleifer's criticism of the constant growth version of the DCF model is practically

imlevmlndmiwhﬂumm He observes that:
...mMMﬁmaumofthorm-
such as cellular + aee expected 10 grow st mtes of 30 peroent or more in the short run. Such
high growth rates are clearly not sustainable into perpetuity, so that the simple constant
growth model carisot b spplied ... (Direct Testimiony, p. 20, lines 22 - p. 21, line 3).

8-
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W.M‘!WWMHM“MWcWMWnH
WﬂMﬁmhmﬁWlew&m, However, investors
Mﬂ%hhmﬂnfmﬁm@uhﬂ%hm
contribution of each it to the overall growth of the firm.

Mr. Hirshleifer's rejection of the constaat growth DCF model because he assumes that
telephone company gruwth rates are “not sustainable into perpetuity™ does not adequately relate
valuation theory to practice in light of realistic inestor concems, While the constat growth
Mmﬁhm“lmm:mhw.Mumm
ummmmmmmmm Simply put, the
present value of the cash flows projected from an investment beyond the foresceable future is so
MMR:&.@;WMNEM'MMWhlleiti:vny-:lim::ullm
forecast the distant future, it is also not practically relevant to attempt to do so in a present value

Mr, WIWMM!&MWDCFMI is irrelevant. His
m»uﬁhﬁnmwmmym.mmm
complicated approsch that substitutes his growth forecasts for those of the investors who are
actually putting money into stocks.
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Q. mmhhﬁmaf&rhﬁmmﬂ:Wtﬂmwmnf

uhmﬁnnﬁmmﬂwm%maftheu.s economy?

He offers oaly his opinion that “{a) perpetual growth rate that exceeded the griwth rate of the
economy would illogieally imply that eventually the whole economy would be comprised of
mumw (Direct Testimony, p. 24, lines 13-15), Mr. Hirshleifer's
observation has no practical relevance in assessing the usefulness of the constant growth DCF
muddhﬂum'mm:mHn-ﬂyhﬂmmuulmmmiuﬁmﬁ:m‘
myﬁmﬂﬂmnnﬁuﬂahwﬂMnmﬁwmwﬂumm
future but less than forever, which is not a realisuc emphasis of investors in their valuation

efforts anyway.

Would you provide an example that shows how uarealistic Mr. Hirshleifer's constraint on the
long-term growth rate is?

Y:LMMMMMMWMW 1998) consensus five-year growth rate
forecasts for MCI are 11.85% and 12.25%, respectively. Mr. Hirshleifer would presumably
argue that these rates are unsustainsble beyond five years and that the use of either rate for a
longer period of time would imply that MCI would eventually dominate the U.S. economy.
However, according to Value Line's most recent report on MCl (July 10, 1998), the company's
average earnings growth rate over the past ten years has been 25%, which is more than twice the
Zacks or IBES consensus growth rate for twice the time period.

-10-
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m-mnﬁmlmummmmmmmmm
mnﬁmnofhﬁﬂndﬁn&yuu@mmmcr foreseeable future. It does not

: MMWMMHWHWM “eventually the whole

economy m be compris

u!nnﬂﬁubuﬁbumpmiu or MCI in particular,
WHMmMmm&mnfnmmuulhm

.meiﬂ.ﬁ.ﬂ'mm‘? His three-stage model is unnecessarily subjective,

WHufhm Mrﬂwﬂm to investors' realistic concems,

_mmmhhﬁmﬁanuww While Mr. Hirshleifer's

mummnumwwwmmm market-based
mmdmniph-m

hnwﬁnnﬁjlﬁ#hhmdlhmmm-mmmh version of the DCF
m,h&.m#-mwmmmu-mm&m{m
pages 22:23 and footnotzs 13 and 15 of his testimony). Is Mr. Hirshleifer's decision to use a
Mﬁuammwmmm':mmmmmw
model is appropriate?

M.W-M'li-ﬂﬂpmmﬂhmwiﬂilhmm

muhmhumﬂmmnmmmm . this may be the more
Wmﬂdnmhuﬁm“uﬂwmpw-haumyhghm

-11-
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(Damodsran On Valuation, John Wiley & Sons, 1994, p. 119). Damodaran considers a
growth rate to be “very high" if it exceeds 25%.

mmmumo{mmmmw Hirshleifer applies his three-
mmmmmmmzm Thus, his dacision to use this form of the model
hMMhWhhwﬂmdﬂm&dmmmm

'maainﬁsm

version of the DCF model?

Yes. In comparing the three-stage model to the other versions of the DCF model, Damodaran
observes that:
... it requires a much larger number of inputs: year-specific payout ratios, growth rates,
and betas. For firms in which there is substantial noise in the estimation process, the
errors in these inputs can overwhelm any benefits that accrue from the additional
flexibility in the mode! (Damodaran on Valustion, John Wiley & Sons, 1994, pp. 118

-119).

Damodaran’s concem over the effect of “substantial noise™ is particularly relevant to Mr.
Hirshleifer’s analysis. He applies a three-stage DCF model to the RBHCs, GTE, and selected
independent telephone holding companies. The dramatic effects of deregulation, increasing

-12-

AR e, s




o o =~ M t A W K -

e = S S S ¥
a ; A W N = O

17
18
19
20
21

24

competition, the implementation of the Telecommunications Act of 1996, and industry
M'MmmhmmmmM of such firms' equity costs.
Thus, Mr. Hirshleifer's DCF model is particularly inappropriate for estimating  the costs cf
equity of BST and Sprint-FL, My methodological approach is more reliable because it uses a
group of firms that is demonstrably comparable in risk to BST and a group of firms that is
demonstrably comparsble in risk to Sprint-FL. These two groups of firms, which capture
mmmﬁmm“mmvmmwm*murrm.my
approach does not require the highly subjective i.puts that Mr. Hirshleifer's three-stage model
does.

Mr. WMQ&WthMMFMI is different from that
wwmﬁummﬂmmnmurmmﬂ‘ummwim
wwamummw.mmumwmuumﬂmm
mamw'smmmmemw

‘c'u.m.w:vﬁmis:
Illhﬂﬂhﬂﬁiﬂﬁhmmndm]nﬂsme“duu-mem&l"i:dim
from the model I employ and is not comparable. Damodaran’s “H model” is more
Mhﬂumﬂdﬁ[uﬁe{ﬂirmhﬂimnny.p. 58, footnote 15).

mmmmmmmm-mmﬂmmﬁ:

The first stage lasts five years ... The second stage is assumed to last 15 years. During

this stage the growth rate falls from the high level of the first five years to the growth
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rate of the U.S. economy by the end of year 20. From the twentieth year onward the
Mmh:ﬁqﬂﬁnhwmhmrwdumymmmm
that cannot be sustained into perpetuity (Direct Testimony, p. 24, lines 7-13).

Professor Damodaran's description of the three-stage model shows that he and Mr. Hirshleifer
MMWMWMMdﬂ: two-stage model
MMHMHM-ﬂr#whﬂufHﬁMIuﬂimmm
which growth declines, and & final stable-growth phase (Damodarsn o Valuation,
John Wiley & Sons, 1994, pp. 117).

FurﬁmmmmmMM'lduﬁpﬁmnﬁhHmodd:

The model is based on the assumption that the eamings growth rate starts at a high
initial rate (g) and declines linearly over the extraordinary-growth period (which is
mummmm;mamwmmw{mmumum.
John Wiley & Sons, 1994, pp. 115).

Does there appear to be any significant difference between the three-stage DCF model used by
Mr. Hirshlcifer and the three-stage model discussed by Professor Damodaran?

No. Mr. Hirshleifer apparently does not realize that the three-stage model discussed by
Professor Damodaran closely fits his described model. It appears that Mr. Hirshleifer does not
MMWWHMrmMnf&mﬂﬁmHmﬁﬂmwﬁkﬁm
refers. Thus, Mr, Hirshleifer’s ststement that his model is “not comparable” to Professor

-14-
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M‘:WMEWNMIWWufm
mfﬂhﬁmhmmmnmofqmyhﬂﬂnﬂ Sprint-FL. This draws into
question the overall reliability of his cost of capital analyses of BST and Sprint-FL.

2. INCORRECT RELIANCE ON BELLSOUTH, THE OTHER RBHCS,
AND SELECTED INDEPEVDENT TELEPHONE COMPANIES AS
COMPARABLE IN RISK TO BST AND SPRINT-FL

10 Q  What justification does Mr, Hirshieifer give for applying the DCF and the CAPM approaches to

BellSouth, the otiber RBHCs, and selected independent telephone companies as firms
comparable in risk to BST and Sprint-FL?

Mr. Hirshleifer offers no justification for the use of the supposedly comparable firms listed in
Attachment JH-2. He only observes in passing that they are “selected as likely comparables™
(Direct Testimony, p. 26, lines 4-6) and that they “... were derived from the list of telephone
operating compsnies in Standard and Poor’s Industry Survey” (Direct Testimony, p. 15, lines 3-
4). Thus, Mr. Hirshleifer sssumes that BST is comparabie in risk to BellSouth, the other
RBHCs, and selected independent telephone companies. He does not demonstrate
comparability, Similarly, for Sprint-FL (referred to as Centel and United) he “... assumes that
the cost of equity for the provision of universal service is approximated by the average cost of
equity for the whole set of the telephone holding companies™ (Direct Testimony, p. 16, lines 17-
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20). Mr. Hirshleifer conducts no systematic, empirical analysis using objective screening
criteria to identify firms comparable in nsk to BST or comparable in risk to Sprint-FL.

hmuﬂnm.lﬁmwmwmwmﬁﬁMMMcdly
determining risk comparability. My analysis shows that neither the RBHCs, as a group, nor the
independent telephone companies are comparable in risk to BST or to Sprint-FL.

3. FAILURE TO ADJUST FOR FLOTATION COSTS

Do you agree with Mr, Hirshleifer's opinion that %, is appropriate to ignore the impact of
lluuﬁoumithm-:flqﬁt_fupiul for BST and Sprint-FL?

No, I do not agree with his opinion. My, Hirshleifer attempts 1o justify ignoring flotation costs
because the prices of the companies’ siock “.. has accounted for flotation costs already™
(Direct Testimony, p. 54, lines 23-25). While his argument implicitly assumes that flotation
costs materially affect equity costs, he presents no evidence that the market has made such an
adjustment. Mr. Hirshleifer's failure to adjust for flotation costs biases his cost of >quity

estimates dovwnward.

4. FAILURE TO ADJUST FOR QUARTERLY DIVIDEND
PAYMENTS
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Q. Is Mr. Hirshicifer's use of the annual form of the DCF model consistent with the investor's

perspective on valuing equity securities?

No. M. Hitshleifer uses the sanual form of the DCF model even though all of the members of
hhmﬁhufnm_wﬂ:mmﬁvﬁuﬁmnqmm Tne annual form
of the DC'FII!“ does not accurstely portray the investor’s perspective, and consequently,
significantly undurestimates the costs of equity cap’:al of BST and Sprint-FL,

m#wﬁMthumlﬂmemm}diﬁw
mwwmm-ﬂm;quumuﬂumw
MMmﬂy.Mlﬂm-ﬂh«mmvﬂunTmIMumiﬂw.Thenm:
economic principle is 8t work when investors value the opportunity to receive dividends on a
stock quarterly rather than ansually.

Suppose that you invest $2,000 in an [RA account today and expect to eam 8% per year. If your
money cams the 8% compounded annually, you will have about $13,697 before taxes in 25
me.ﬂ.mﬁmmmmmwy.rmwﬂl have about
$14,489 before tmxes in 25 years. Thus, your IRA will be worth about $792 more if your returns
are compounded quarterly rather than annually. This $792 difference is present because you
mmMMd_MIﬂ“MMrWMWjME&
annually, Obviously, investors would prefer to have $792 m..c in 25 years and would
consequently prefer that their 8% return be compounded quarterly rather than anaually.
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When Mr. Hirshleifer argues that it is unnecessary in cost of capital analysis o consider that

- dividends are received by investors quarterly, he essentially argues that investors are indifferent

to whether dividends are paid annually or quarterly. Similarly, Mr. Hirshleifer essentially argues
that the [RA investor in the above example would not care whether he or she could eam an extra
$792. Yet the common sense of the investor's perspective in both cases convincingly
demonstrates that if quanterly cc npounding i+ not considered in cost of capital analysis, the
imhﬂmormhmm.

wmmmumwmmym“mm Hirshleifer's failure to
djmhhumdmaﬂantidnufmquwdyuymnfdiﬁmumM

Yes. Consider whether Mr, Hirshleifer would likely prefer to be paid by AT&T and MCI for his
mufﬂmﬂﬂuwk]mmlywanhmm&whm.‘Whilnit
would be insppropriate for me to speculate on his personal preferences, it is reasonable to
believe that Mr. Hirshleifer might price the services that he provides to AT&T and MCI
differently if he were paid only at the end of each year. This is because being paid only at the
end of the year would adversely affect his ability to invest or otherwise use his eamings. By
analogy, investors derive the market prices of stocks in light of their ability to reinvest
dividends quarterly rather than just annually. Investors’' implied retum requirements
consequently reflect the impact of quarterly rather than annual dividend payments in @ manner
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that is analogous to how Mr. Hirshleifer might prefer to be paid more frequently than annually
for the services that he provides to AT&T and MCI.

B. ERRORS IN CAPM COST OF EQUITY ANALYSIS

Is Mr. Hirshleifer’s estimate of the equity market risk premium using the three-stage DCF

moddmtlymwl?

No, i:hmmﬂrww.HMtﬂumMMMFmﬂﬂ
tom:nw:mmouﬂzumﬂlaqmymuta.ummmgmm
mmhmofﬁnwmindu.ofmiﬂlm{mmmm-dj

What effect does Mr. Hirshleifer's exclusion of all members of the S&P 500 not paying a
dividend yield of st least 2% (p. 36, lines 11-13 of Mr. Hirshleifer's testimony) have on his
estimated market retumn of only 9.82%?

M. Hirsh'eifer's arbitrary screening criterion biases downward his estimated expected return on
the market and thereby causes all of his CAPM calculations to underestimate equity capital
costs. This partially explains why his analysis underestimates the overall capital costs of BST

and Sprint-FL as well.

-18-
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Cmddﬂﬁ:wofﬁmmupuylﬁvﬂmdykudhlmmsm firms typically pay
lower dividend yields because they reinvest above-average amounts in thei businesses. Thus,
mwmnmmﬁmmmwmuu higher equity
capital costs. Mr. Hirshleifer's screening criterion consequently excludes those members of the
S&P 500 likely 1o have the highest capital costs and thereby underestimates the expected
returns composing the market proxy. His CAPM-based equity costs that use this biased measure
of equity market expectations clearl produce unrealistically low capital cost estimates.

€. ERRORS IN COST OF DEBT ESTIMATION
What mistakes does Mr. Hirshleifer make in estimating the costs of debt of BST and Sprint-FL?

Mr. Hirshleifer fails to measure the cort of debt that is relevant to determining the forward-
looking costs of BST and of Sprint-FL providing universal service in Florida. First, he
inappropriately relies on the costs of debt issued by the parent holding companies of BST and
Sﬁﬂ-ﬂﬂﬂ_ﬂ“ﬁﬂhﬂﬁnﬁﬁlﬁﬂ“hﬂdﬂmpﬂﬂmm
Mﬂmw’ﬁwmhmudmﬁnmwnmﬂm Specifically, in
Attachment JH-3a Mr. Hirshleifer inappropristely uses the costs of debt issued by BellSouth
Corporation and BellSouth Capital Funding as proxies for BST's debt costs. Similadly, in
Attachment JH-3¢ he inappropristely uses the costs of debt issued by Sprint Corporation and
WWHw_ﬁlm'iMW.m Mr. Hirshleifer's cost of debt
estimates for both BST and Sprint-FL rely on dated debt market information from December of
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1997. Thus, Mr. Hirshleifer's cost of debt analysis is unreliable because it relies on
inappropriate debt securities and uscs historical debt market data that produces backward-

ERRORS IN RECOMMENDED CAPITAL STRUCTURE

Q. Do you agree with Mr. Hirshleifer's heuvy reliance or book value capital structures?

A.  No,1donot Mr. Hirshleifer gives equal weight to book values and market values in

producing his capital structure recommendations for BST and Sprint-FL. He relies on book
value capital struetures to determine the low end of his recommended cost of capital ranges,
ﬂhﬂtnmhulmﬂihlm;md:mﬂwhuhuﬂofhu ranges. The use of market
values is theoretically appropriate and consistent with establishing a forward-louking cost of
wfwwhlwmmmmhuMsnu.

Market vi'ues deserve higher weight because they are dynamically determined in the
marketplace by investors, while book values are the result of historical accounting practices.
wmmﬂm&mchmpmutﬂvdmmdpiﬂcmﬂydmbﬂ
values. Examples of one-time events include restructuring charges, the adoption of SFAS 106
for Other Post-Employment Benefits, and the discontinuance of regulatory accounting under
SFAS 71. Additionally, the point in time at which a company issued stock in the past can
influence backward-looking book values, while forward-looking market values are not

21
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Over time, market values vary from book values as investors change the stock price in
mﬂmhﬂ;m If a new event or announcement significantly enhances or
M_MMWMMhMFWMIWMM
change, while there is likely to be no immediate change in book value. Mr. Hirshleifer's over-
MQMWII unrepresentative of the investor's perspective and introduces yet
mmw»wmﬂm estimatc.s.

MI.WIWO#NMM for BST and Sprint-FL are also flawed by his
inappropriste reliance on dated capital market information from December of 1997. Thus, as is
the case in his cost of debt estimates for BST and Sprint-FL, Mr. Hirshleifer recommends

E. MISUNDERSTANDING OF THE NATURE AND SIGNIFICANCE
OF THE m OF INVESTING IN THE
TELECOMMUNICATIONS INDUSTRY

Q. Do you agree with Me. Hirshleifer's observations about the supposedly low relative risk of

“leasing” local exchange telephone network elements to retail providers and providing universal

service?

A i o, b
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A.  No. Mr. mwmmwmu“{:mmmm

mwhumnmdmmmummmwm
mmwmrm p. 44, lines 17-19). However, he also
Mu* *mﬂﬁmmmmmymmmn
mmmummmm (Direct Testimony, p. 51, lines 22-
murnmmrwmmmﬁuaﬁ:kofmmdm
Mmmdm:mnuﬂwmmmwmm

o eodes ";puuphur H.shieife - substitutes his opinion for that of

Whhﬁuh&aﬁﬂ““mwﬁmﬁﬂr risky?

mmﬁ_ﬁﬁ?mmhmm.mmmm“w+
in order for BST or SprintFL. to eam reasonsble retums on their network asets, they must
nbﬁnmwhhﬁydﬂhmand appropriate risk-adjusted
mmmm&mnwmymummmmmm
mmummmm Hirshleifer cwviously recognizes that regulators’
mW.-ﬂmHMum when he notes:

There is still the risk of regulstion itself. The rate of return a network is allowed to eam

w-uhﬁﬂmwu'mmmmmmn

(DinutTM.p.il.lh- 17:19).
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Bmmmuyimplmnﬁwmvm M. Hirshleifer acknowledges that there is
Mﬁmnmanw:«wﬁ'smmmmmm
H.hﬂrqdrdmudmndupiu!m However, Mr. Hirshleifer's comments on the
wmmrﬂo{ﬂMMmmwﬂhﬂmﬁmoMﬂ
Mﬂdhwﬂﬁdmmwmumﬂwm
Mnfﬁﬂﬂmm&mﬂmﬁmﬁmmbﬂhﬁuhlmm
WhMy'mMMmﬂhmmmmmbﬂm-ﬁmh
nm Am'ﬂﬁmwlmmﬁcmmmumﬂy choose
to build mmmﬁm stranding the incumbnt local exchange company’s (ILEC's)
fucititios. 4 - |

How does technological change affect the risk of investing in long-term telephone network

assets?

Nmukﬁmﬂﬁﬁlmﬂwt llh’m lr.-hmlow that often becomes obsolete quickly. BST and
Wam.WWmmmmmummdmmmmﬁ
the flexibility to establish leasing raies accordingly. However, as noted above, they do not have
mmmmm.mmufmww obsolescence makes leasing
network elements risky. Thus, such obsolescence imposes costs and therefore risks. The leasing
ufBWiﬂm'lmmmMﬁmﬁlhmMianmMpm




Q. Do you agree with Mr. Hirshleifer's views on the risks that are reflected in capital costs?

A.  No. Mr. Hirshleifer is incorrect and inconsistent in his testimony concerning the risks that affect
capital cuts. For example, he emphasizes that:
... the risk that a company will lose customers to competition - such as a network
mm«lmmm-hlﬁmﬁmﬁﬁwﬂmdmm
M&ﬁgmmummmmﬁmrm.p. 30,
lines 17:20).
Yet, as noted above, in discussing what he presumably considers to bs the relevant risks
sssociated with the business of leasing unbundled network elements be notes that . there
remains some risk that consumers, particularly business users, will bypass the network as other
ﬂtﬂ:ﬂtﬂ'ﬂw available” (Direct Testimony, p. 51, lines 22-24)

mhmwm.Whthﬂﬂdm:mmmmﬁﬁmmﬂdm
afffect capital costs and, on the other hand, be inconsistently asserts that the risk of bypass, which

is just one way of losing customers, is relevant and thus affects capital costs.

Mr. Hirshleifer also inconsistently argues that:
In this case, each of the companies in question is not a diversified telephone hoiding
company, bu.lm in the more specialized (and less risky) business of providing
network clements and universal service (Direct Testimony, p. 56, line 14-16).
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This oblﬂw&nni: logically flawed and inconsistent. [f we accept Mr. Hirshleifer's assumption
ummmwmmmmmmu-mufmmm
Mmﬁm:divuﬂﬂnﬁuiephmhnldimmm could imply that each is riskier, not
“uﬂty"d-;lmbmﬂm.m.mmwulmmmmlﬂmmkm
confusing and inconsisint

Mr. Hirshleifer's view that grester risk of competition is not compensated in the cost of capital
is not practically relevant. While this is strictly truc in the pristine theoretical world of the
CAMMWIWMMWHM Indeed, as noted above, the FCC
has stated that *... potential competition could icrease the risks facing the incumbent LECs,
and thus increase their cost of capital® (Notice of Proposed Rulemaking, Third Report and
Order, and Notice of Inquiry, FCC 96-488, December 24, 1996, page 101, paragraph 228).
Consequeaily, - coseatt 16 Ms. Hicsbleifer, the FCC views the eabanced risk posed by
competition as a practical, significant influence on capital costs. While the CAPM provides
useful insights into capital costs, it must be supplemented with other methods that recognize the
full array of pucﬁcll:riﬂi facing investors. Mr. Hirshleifer's expressed views on risk are
incomplete and logically inconsistent.

F. SUMMARY OF REBUTTAL OF MR. HIRSHLEIFER'S COST OF
CAPITAL ESTIMATES FOR BST AND SPRINT-FL
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Q. Please summarize your evaluation of Mr. Hirshleifer's cost of equity estimates for BST and

Sprint-FL,

Mr. Hirshleifer incorrectly estimates BST's cost of equity to be between 9.35% and 9.96% and
Sprint-FL‘lmd‘m ;hﬁ.ﬂ%dmmmmmmmmhhnpﬂimﬁum of the DCF
mmm._mmmmmmum: 1) failure of his subjective three-
stage model ln mm' perspective; 2) incorrect and unsupported reliance on
mlimmmmmuc;mmwulmmuummmem
ﬂkaﬂTﬂMi}ﬁiMummfmmm 4) failure to adjust for
wwmﬂﬂmmuhhﬁm&mm
WMMhhm.Hgﬂym&ﬂmm Hirshleifer's CAPM
cost of equity analyses for BST and Sprint-FL are also unrelisble because they are based on his

Please summarize your assessment of Mr. Hirshleifer's cost of debt and capital structure

estimates for BST and Sprint-FL.

Mr. Hirshleifer incorrectly estimates BST's cost of debt as 6.65% and Sprint-FL's cost as
6.63% using dated market information from December of 1997. He misestimated each firms'
cost of debt at that time because he incorrectly relies on the costs of debt issued by the parent
holding companies of BST and Sprint-FL. Further, he incomrectly includes debt issues in his
analyses that were not issued to fund telephone network assets. My updated testimony shows

-27-
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that under current capital market conditions BST"s forward-looking cost of debt is 6.60% and
Sprint-FL's cost of debt is 6.95%. Mr. Hirshleifer’s use of capital market data from December
of 1997 makes his cost of debt estimates backward-looking.

Mr. Hirshleifer insppropriately places significant weight on book value capital structures in
determining his recommended cost of capital range, thus significantly underestimating the
overall cost of capital. Market valu- capital structures, such as those shown in Billingsley
Exhibit Nos. RSB-11 and RSB-12, are appropriate for use in this universal service fund
proceeding. Further, Mr. Hirshleifer derives his recommended capital structures using historical
MMW&IWTMMMW—‘MIM&M&&:&

estimates.

IV. UPDATED DCF MODEL ESTIMATES OF EQUITY CAPITAL COSTS
FOR BST AND SPRINT-FL

How have you updated your analysis since you filed direct testimony in this proceeding on

August 3, 19987

Two major elements are present in my updated analysis. First, | use more recent stock, interest
rate, growth rate, and beta coefficient data in my statistical analyses. This assurcs that my
mMMMhMﬂWﬂmqumﬂW«lmﬂmumﬂﬂm
Second, since filing my direct testimony, 1997 year-end financial data have become available

-28-
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mamﬂcﬁ“ﬂﬁmhﬂhmmmﬂmmrﬂmﬁﬁdmﬂinoﬁm
comparable in risk to BST and to update my identified portfolio of firms comparable in risk to
Sprint-FL.

mw&:ﬁmm&mmwaWMMmem
prwﬁmrﬂhq_mmﬂ

B:Mq%&%i“hmm&mﬁmdmmthmm
mmmmhmmo{mhmmmmmﬂmm
mﬂhmmmmmmuhmﬂmﬁxﬁﬂummnmo{

1445% 10 14.46%.

What updated cost of equity capital do you estimate for Sprint-FL using the DCF model
presented in your previously filed direct testimony?

B:limpleyﬁdﬂhitm mmumﬂon{mﬁmﬂmmcokaindﬂw
smnmmuwmdmmmmmmmmmm
growth rate forecasts. The evidence indicates that the cost of equity for Sprint-FL is in the range
of 14.43% to 14.53%.

V. UPDATED CAPITAL ASSET PRICING MODEL ESTIMATES OF EQUITY

CAPITAL COSTS FOR BST AND SPRINT-FL

e e R L R : £
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Q.

A.

>

What updsted cost of equity capital do you estimate for BST under the CAPM approach?

Uﬂulﬂy._l_ﬂ&]uﬂmﬂ:u updated risk-free rate of return of 6.14%, an average beta of
0.83 for firms comparable in risk to BST, and IBES and Zacks growth rat= cstimates that imply
an expecied return on the S&P 500 of 15.85% and 16.09%, respectively. These objective,
market-determined data indicate that BSTs cost of equity capital is 14.20% using the IBES
growth rate and 14.40% using the Zacks growth rate forecast.

mmmqudﬁmmwwﬂmmcwmm

| use the same risk-free rate and expected rates of retum on the S&P 500 as sbove and an
average beta of 0.84 for the group of firms comparable in risk o Sprint-FL. These assumptions
yield a forward-looking cost of equity estimate for Sprint-FL of 14.30% using the IBES growth
rate and 14.50% using the Zacks growth rate forecast.

VL. UPDATED MARKET RISK PREMIUM ANALYSES OF THE COST OF
EQUITY CAPITAL

A. Aas- AND A-RATED PUBLIC UTILITY BOND RETURN
REFERENCE POINT ANALYSIS

Billingsley Exhibit No. RSB-5 shows that the average expected risk premium relative to Aaa-
rated public utility bonds from 1987 1o July of 1998 is 6.94%. The average yield on Aaa-rated
public utility debt over the most recent three months (May to July of 1998) is 6.85%. Thus, the
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average risk premium of 6.94% is added to the recent average Asa-public utility bond return of
6.85% to yield an expected cost of equity return on the S&P 500 of 13.79%.

Billingsley Exhibit No, RSB-6 shows that the average expected risk premium relative to A-
rated public utility bonds from 1987 to July of 1998 is 6.76%. The average yield on A-rated
public wtility over the most recent three months (May to July of 1998) is 7.07%. Thus, the
md@pmhnofﬁm is s)ded 10 the recent average A-public utility bond retum of
?.Mmy#ld:nmdm of equity retu:n on the S&P 500 of 13.83%.

In summary, risk premium analyses using bois Aas- and A-rated public utility bond return
mmmumwmmmmmﬂymﬁmw
the S&P 500, is currently between 13.79% and 13.83%.

B. ADJUSTMENT FOR POTENTIAL CHANGES IN THE RISK
PREMIUM OVER TIME

What specific adjustment do you make to update your risk premium analysis in light of the
evidence cited in your previously filed direct testimony on the inverse relationstip between the

risk premium and the level of interest rates?

As noted in my direct testimony, during the period of the Harris and Marston study (R. S.
Harmris and F,C. Marston, “Estimating Sharcholder Risk Premia Using Analysts’ Growth
Forecasts,” Financial Masagement, Vol. 21, No. 2, 1992, pp. 63.70), the average risk
premium was 6.47% and the average yield on long-term U.S. Treasury bonds was 9.84%. The
study finds evidence that the equity market risk premium is expected to change an average of -

-31-
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651 ofwhthllsjd'nfhnc-mme bond yields. Given that the current average
yield on 30-year Treasury bonds is 5.68% (July of 1998), the appropriate current risk premium
is 9.18%. This is calculated by multiplying the 4.16% aecline in rates since the time period of
Harris and Marston's study by -.651 and sdding back the sverage risk premium of 6.47% to the
indicated change of 2.71%. This altermative approach consequently provides an expected retum
on the S&P 500 of 14.86%, which is the current average level of 30-year Treasury yields of
5.68% added to the adjusted risk premium of 9.18%.

What is your conclusion with regard to the equity capial costs of BST and Sprint-FL in light of
the most recent capital market data?

Mmﬁywﬂﬁdmﬂﬂﬂryml believe that BST's cost of equity is in the range
of 14.20% to 14.46% and Sprint-FL"s cost of equity is in the range of 14.30% and 14.53%.

VII, UPDATED DEBT CAPITAL COSTS OF BST AND SPRINT-FL
What are your updated estimates of the forward-looking costs of debt for BST and Spnnt-FL?

As in my direct testimony, [ use the yieids on Asa-rated bonds as one benchmark in my analysis
because this is the bond rating on BST's debt and the yields on A-rated bonds are used as
another benchmark becsuse this is the bond rating on Sprint-FL's debt. For the period from
May to July of 1998, 30-year U.S. Tressury bonds yiclded an average of 5,77%. As shown in
Billingsley Exhibit RSB-7, the spread between Ass-rated public utility bonds and 30-year
Treasury bonds aversged 0.80% from October of 1987 through July of 1998, Adding the
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average spread of 0.80% to the above recent average Treasury bond yield to maturity of 5.77%
produces a yield of 6.57%, which does not reflect the material effect of flotation costs.

As shown in Billingsley Exhibit RSB-8, the spread between A-rated public utility bonds and
30-year Treastry bonds averaged 1.15% from October of 1987 through July of 1998. Adding
the average spread of 1.15% to the above-noted recent average Treasury bond yield to maturity
ofi.mpom;yhldof&%whintdmnmwﬁmhmﬂﬂ:ﬂ‘mnfﬂmﬁmmm.

Based on my updated analyses, | believe that BST's iorward-looking cost of debt is 6.60% and
that Sprint-FL’s forward-looking cost of debt is 6.95%.

VIIL MWWWGJ\N 11.25% COST OF CAPITAL
mmmmmmmsm FL

What are the results of your updated first test of the reasonableness of each firm’s use of an
11.25% overall cost of capital?

As shown in Billingsley Exhibit RSB-9, as of June 30, 1998, BST’s reported book value
capital structure was 56.44% equity and 43.56% debt and its embedded cost of debt was 6.39%.
An overall cost of capital of 11.25% implies 8 cost of equity of 15.00%. As shown in
Billingsley Exhibit RSB-10, as of June 30, 1998, Sprint-FL's reported book value  capital
structure ﬂﬂmmﬂ 39.95% debt and its embedded cost of debt was 7.13%. An
overall cost of capital of 11.25% implies a cost of equity of 13.99%.
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Please describe the results of the updated second test of the reasonsbleness of using an 11.25%
overall cost of capital in the cost studies of BST and Sprint-FL.

Assuming the capital structure that is used in the cost studies of both firms and the forward-
looking costs of debt for each firm (6.60% for BST and 7.02% for Sprint-FL), an 11.25%
overall cost of capital implies a cost of equity of 14.35% for BST and 14.12%fur Speint-FL.

What are your updated estimates of the overall costs of capital of BST and Sprint-TL?

As in my previously filed direct testimony, | use my estimated costs of equity and debt along
with the average market value-based capital structures for each of the two groups of 20 firms
shown 10 be comparable in risk to BST and Sprint-"L. The analysis uses a cost of debt of 6.60%
and 1 cost of equity of from 14.20% to 14.46% for BST. As shown in Billingsley Exhibit RSB-
11, the updated average market value-based capital structure is 86,06% equity and 13.94% debt.
These data indicate that BST’s overall forward-looking cost of capital is in the range of 13.14%
to 13.36%.

The updated analysis of Sprint-FL uses a cost of debt of 6.95% and a cost of equity of from
14.30% to "4.53%. As shown in Billingsley Exhibit RSB-12, the average market value-based
capital structure is 83.72% equity and 16.28% debt. These data indicate that Sprint-FL's overall
forward-looking cost of capital is in the range of 13.10% to 13.29%.

What conclusions do you draw concerning the reasonableness of using an 11.25% overall cost
of capital in the cost studies of BST and Sprint-FL?

i
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m-dmw Specifically, the two indirect tests indicate that an ovenll
cost of capital of 11.25% implies a cost of equity between 14.35% and 15.00%. These implied
rates are within or only sbout S0 basis points higher than my estimated range for BST's cost of

equity of between 14.20% and 14.46%. My overall cost of capital estimate for BST is in the

range of 13,143 and 13.36%, which is between 189 and 211 basis points above the 11.25% rate
e i

m-utlm of;'ummu cost of capital by Sprint-FL is reasonable and quite
Wﬁh-n@mﬂmumwﬂﬂlmnfmﬁﬂuﬂlﬁﬁ implies a
cost of equity betwoen 13.99% and 14.12%, These implicd rates are between 31 and 41 basis
points below my estimated range for Sprint-FL's cost of equity of between 14.30% and 14.53%.
My overall cost of capital estimate for Sprint-FL is in the range of 13.10% and 13.29%, which
is between 18S and 204 basis points sbove the rate used in the firm's cost studies.

What are your revised and updated estimates of the equity capital costs for BST and Sprint-FL
assuming annual dividend payments and no flotation costs?

Ar annual DCF model that ignores flotation costs produces a cost of equity for BST of 14.35%
using IBES growth rate forecasts and 14.34% using Zacks growth forecasts. The same revised
DCF model produces s cost of equity for Sprint-FL of 14.34% using IBES growth rate forecasts
and 14.43% using Zacks growth forecasts. The revised CAPM approach indicates that BST's
cost of equity is in the range of 14.21% 1o 14.42% and that Sprint-FL's cost of equity is in the
mponim.g-ium Thus, under the assumption of annual compounding and no
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flotation costs the mm of BST's cost of equity is within the range of 14.21% o
14.42% and Sprint-FL's cost of equity is within the range of 14.30% and 14.51%.

Do you believe that it would be reasonable for BST and Sprint-FL to use an overall cost of
capital of 11.25% in their cost studies if flotation costs and quarterly compounding Jjustments

Yes. The revised cost of equity capital estimetes for BST are in the range of 14.21% to 14.42%
and are in the range of 14.30% and 14.51% for Sprint L. The same two indirect tests of
MMMMM&WM::“MHMM&:HF&EM
revised cost of equity estimates for both firms. Further, calculation of the overall costs of capital
for each firm in the same manner as described sbove but using the above revised cost of equity
ranges yiclds & range from 13.15% 10 13.32% for BST and produces a range from 13.10% to
13.28% for Sprint-FL. Thus, the use of an 11.25% cost of capital by BST or Sprint-FL in their
cost saudies is quite conservative even in the sbsence of adjustments for flotation costs and the

Q. Does this conclude your rebuttal testimony?

A. Yes, itdoes.
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DCF AND CAPM DATA FOR BST COMPARABLE FIRM PORTFOLIO

PCERESULTS
Portfolio of Comparable Firms IBES ZACKS  BARRA Beta Coefficient
Abbott Labs - - 14.28% 14.21% 0.92
Alcoa 10.68% 135.05% 0.90
Amoco Corporation 11.99% 11.94% 0.60
Anheuser Busch 12.80% 11.38% 0.78
Avery Dennison : 15.71% 15.56% 0.66
Cincinnati Dell 19.32% 19.54% 0.87
Coming Incorporated 21.28% 20.92% 1.09
DuPont & Co. : 13.03% 13.47% 1.01
Electronic Data 16.30% 15.97% 1.04
Eli Lilly 17.53% 17.5T% 0.97
Hershey Foods 1704%  13.21% 0.76
Kellogg 13.12%  13.01% 0.80
Mobil Corporation 11.07% 11.19% 0.51
Nalco Chemical 13.71% 13.70% 0.79
R R. Donnellcy 13.98%  14.00% 0.85
Rohm & Haas 11.98% 11.94% 0.84
Southern New England Telephone 10.29% 8.28% 0.66
Texaco 12.91% 13.74% 0.53
TRW Incorporated 12.49% 11.93% 0.68
Wamer-Lambert 23.69% 24.40% 1.10
AVERAGE 14.46% 14.45% 083
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DCF AND CAPM DATA FOR SPRINT-FL COMPARABLE FIRM

PORTFOLIO
DCERESULTS
Portfolio of Comparable Firms IBES ZACKS  BARRA Beta Coefficient
Anheuser Busch 12.80% 11.38% 0.78
Appache Corporation 13.84% 13.23% 0.76
Atlantic Richfield 10.49% 10.97% 0.64
Avery Dennison 15.71% 15.58% 0.86
Avon Products 17.44% 17.43% 0.93
Cincinnati Bell 19.32% 19.54% 0.87
Dow Chemical 12.54% 11.08% 0.78
Du Pont & Company 13.03% 1247% 1.01
Ecolab Incorporated 16.44% 16.44% 0.83
Electronic Data 16.30% 1597% 1.04
Harley Davidson 18.17% 18.53% 0.93
Leggett & Plan 15.59% 16.80% 0.91
Phillips Petroleum Corporation 12.53% 12.74% 0.82
PP Industries 12.56% 12.99% n.s4
Rayonier Incorporated 11.45% 10.15% 0.79
Rohm & Haas 11.98% 11.94% 0.84
Sprint Corporation 15.43% 19.99% 0.73
Sundstrand Corporation 15.77% 15.48% 0.89
TRW Incorporated 12.49% 11.93% 0.68
U. S. Freightways Corporation 14.81% 14.97% 0.92
AVERAGE 1443%  1453% 0.84
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COMPARABLE FIRM IDENTIFICATION CRITERIA AND
: - METHODOLOGY

1. lntroduction

Since BellSouth Teleconimunications (BST) does not have equity trading independently of
BellSouth Corporstion and Sprint-Florida Incorporated (Sprint-FL) does not have equity
trading independently of Sprint Corporaticn, no direct market prices of equity can be used to
infer the companies® costs of equity. Thus, it is necessary to identify portfolios of firms that are
comparable in equity investment risk to cach of the target firms. Tk: discounted cash flow
(DCF) model is applied to each of the portfolio's members and an average cost of equity
capital is determined for the BST-comparables group and then for the Sprint-FL-comparables
group. Given that ¢ach portfolio of firms is of comparable risk to its target firm, BST or Sprint-
FL, cach of these average costs of equity is an objective, reasonable estimate of each target
firm’s  cost of equity. The next section {Jentifies the sources of investment risk and the
specific proxies used 1o identify comparable firms.

[L. Risk Criteria

The follov-ing sources of investment risk are measured and used to identify a group of firms
that is comparable in risk (o each of the target firms under analysis:

A. Financial Risk
1. Relative Amount of Debt

Financial risk is dependent, in part, on the amount of total debt employed by a firm
relative 10 its equity base. Other things being equal, higher debt per dollar of equity
implies higher risk. This source of risk is measured by a firm's equity-to-total capital
ratio. The most recent annual value (1997) of this ratio is used.

2. Abilityto Service Debt

Apart from the above descriptive measure of a firm's relative indebtedness, it is important
to evaluate the ability of a firm to service its total debt. This is assessed by examining the
amount of interest (T) that a firm owes relative to the resources (net cash flow (NCF), or net
income plus non-cash expenses plus interest expense) it has available to meet that
commitment. This is measured by the cash flow-based interest coverage ratio, NCF/L
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Other things being equal, an increase in this ratio reflects greater ability to service debt and
consequently implies lower riskiness, The most recent annual value (1997) of this vanable
is used.

Bond Rating

Bond ratings reflect a rating agency's evaluat on of the relative probability of default on 2
firm's given debt security, Ratings are readily accessible to investors and are commonly
used to sppraise the risk of a firm. Bond ratings are assigned numerical (i.e., dummy
variable) values for the purposes of the present analysis. The riost recent bond rating
available isused.

B. Business Risk

L.

Variability of Cash Flows

The variability of a firm's cash flows characterize the riskiness of a firm's chosen line of
business. Cash flows represent a firm's command over goods and services. The risk
implications of a given level of cash flows are catiest to interpret when related 10 an
economically meaningful base such as total assets. This source of risk is measured by the
standard deviation of the matio of a firm's operating cash flows-(o-total average assets.
Higher values of the measure are associated with greater risk. The variable is calculated
using the most recent five years of annual data (1993-1997).

Operating Return on Assets
Thuapuuhgmmmummndhyﬂnnﬁoohﬁm&mmnww—
total average assets, reflects the business risk associated with generating income in a given
line of business. Operating cash flow is used because it does not include the risk effects
captured in measures that include financing and investing choices. This varisble is
calculated using the most recent annual data (1997).

111 Methodology Used in the Comparable Firms Identification Process

A portfolio nfmﬂhm&'ﬂmﬁﬁduﬂng:mﬁﬁwctmmmmm
cluster analysis techniques develop natural groupings of objects based on the rel.tionships among a

Bt b, ©
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given set of descriptive variables. The goal is to determine how the object should be assigned to
groups so that there will be as much similarity within groups and as much difference among groups
as possible. No predetermined reference object is offered to organize the grouping effort. The
modified cluster analysis used in this analysis differs from the classical techniques by identifying a
target object (firm) characterized by scveral descriptive (finamcial) measures. The goal of this
application is to find & group of firms that is as similar as poss ble to the target firm in terms of the
mnumﬂmmmmcummsmmmmmammmm
differences among groups is urelevant since all dissirailar groups are discarded. Specifically, in

this context, only those firms that are identified as comparable to the given target firm are retained

for use in inferring its cost of equity capital.

As in classical clusier models, similarity is determined by measuring the Euclidian distance
between the descriptive variables in a manner that considers the multivariate nature of the problem.
The distance D, of each firm i in the sample from the target firm T, assuming the five descriptive
variables V| discussed above, is caloulated as:

D= Z’,... I"I'r",, = Vﬂ}:l

The distance measure uses the squared differences of a given firm's descriptive vanable from that
of the target firm T in order to measure distance imespective of whether it is above (positive) or
below (negative) the respective value for the target firm. The portfolio of firms considered 1o be
similar to the target, BST or Sprint-FL, is identified by balancing the goals of minimizing the
distance Dy of a firm from the target with the desire to have a sample of sufficient size to assure
confidence in its representativeness.

IV. Issues is Applylng Cluster Analysis

Only firms available on the COMPUSTAT data source also having an [BES and Zacks consensus
growth rate forecast based on at least two analysts’ estimates are retained for analysis. Firms with
fiscal years ending in December of the most recent year for which data are available (1997) are
considered in th: analysis. Foreign, financial, and limited partnership firms are eliminated. Outliers
are identified on a veriable-by-variable basis. Those firms with variable values greater than two
standard deviations above or below the mean value of the population for each variable are deleted.
All outliers are eliminated before standardizing the variables to prevent biasing the means and
standard deviations. The final population consists of 308 firms.

PO e L) ! SR TR S ok A
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Since the proxies of investment risk discussed sbove are denominated in different units of
measurement, they consequently need to be standardized. A Z-st*'istic is calculated using the mean
of V, and the standard deviation o, of each variable across all of the firms as:

The squared difference between the Z-value for cach firm's given variable and the value of the Z-
statistic for the target firm for the same given varisble across all descriptive variables is then
calculated. Afler generating Z-values for every variable for each firm, squared differences for each
firm are summed. The distance measure D, is determined by taking the square root of the sum of
the squared differences.

The final step in the analysis is the identification of the portfolio of the 20 firms that are the least
distance from BST or Sprint-FL. Billingsley Exhibit No. RSB-1 lists the final group of
comparable firms for BST and Billingsley Exhibit No. RSB-2 lists the final group of comparable
firms for Sprint-FL. A correlation coefficient matrix for the variables used to identify firms is
provided on the following nage.

e LR S = DL S LA
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CLUSTER ANALYSIS CORRELATION MATRIX

Operating Cush Operating  Cash Flow
Common Equity  Flow to Assens Cash Flow  Interest

toTotal Capital  Standerd Deviction 1oAssets  Coverage

-0.385 0210 -0.319 -0.448
0.221 0.411 0.587

0.208 0.066

0.401
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CALCULATION OF U. S. TREASURY BOND FUTURES’ IMPLIED
INTEREST RATE

The interest rate implied by the price of a U.S. Treasury Bond futures contract cannot be directly taken
from The Wall Street Journal. Rather, it must be calculated as follows:

$40 $40 340 §1,000
(Price of Contract) X 10 = + * .. " - :
a+n =« (=02 @q+n*

where 1 = the semi-annual rate of retumn.

The implied anrual rate of ratum on U.S. Treasury bond futures is calculated as:
Annual Rate of Retum = (1 +i) - 1,

The U.S. Treasury Bond futures contract prices shown below are averaged, by contract matunty, using
the Friday settlement prices for July of 1998.

U.S. TREASURY BOND FUTURES CONTRACT DATA

Contract Average Implied

Maturity 07/3/98 07/10/98 0717/98 Q12498 Q73198  Price Yield
09/98 1244375 1236250  122.0625 123.0000 1225938 123.1438 6.09%

12/98 124.0000 123.3125  121.7500 122.7188 122.3438 122.8250 6.11%
03/99 1234688 1226875 121.5000 122.4688 122.0938 122.4438 6.14%

06/99 121.8125 1224688 1209063 1215313 121.3438  121.6125 6.21%

AVERAGE IMPLIED YIELD 6.14%
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EXPECTED MARKET RISK PREMIUM: Asa RATING BASE

Time Standard & Poor’s 500 Moody's Aaa Marker Pisk
Period DCF Cost of Equity Public Utllitv Bonds Eremium
10/87 14.82% 10.92% 3.90%
11/87 15.06 10.43 463
12/87 15.46 11,64 482
01/88 1568 10.39 5.26
02/88 15.52 9.77 5.75
03/88 15.42 9.72 5.70
04/88 15.48 10.07 5.38
05/88 15.42 10.29 513
06/88 15.65 10.27 5.38
07/88 15.63 10.50 5.13
08/88 15.72 10.66 5.06
09/88 15.66 10.15 551
10/88 15.63 9.62 6.01
11788 15.64 9.52 6.12
12/88 15.58 9.67 591
01/89 15.54 9.72 5.82

02/89 15.34 9.71 5.68
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EXPECTED MARKET RISK PREM'UM

Time Standard & Poor's 500 Moody s Aaa Market Risk
Period DCF Cost of Equity Public Uti ity Bonds Eremium
03/89 15.34 937 5.47
04/89 1535 938 547
05/89 15.40 2 20 5.80
06/89 15.22 913 6.09
07/89 15.36 8.98 6.38
08/89 15.14 9.02 6.12
09/89 1494 .10 5.84
10/89 15.02 9.01 6.01
11/89 15.17 B.92 6.25
12/89 15.12 8.92 6.20
01/90 15.18 9.08 6.10
02/90 15.29 9.35 5.94
03/90 15.47 9.48 5.99
04/90 15.62 9.60 6.02
05/90 15.70 9.58 6.12
06/90 15.71 9.38 6.33

07/90 15.81 9.36 6.45
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EXPECTED MARKET RISK PREMIUM

Time Standsrd & Poor's 500 Moody's Asa Market Risk
Period DCF Cost of Equity Public Utility Bonds Eremium
08/90 15.69 0 5, 6.15
09/90 15.91 9.73 6.18
10/90 16.04 9.66 6.38
11/90 16.23 9.43 6.80
12/90 16.16 9.18 698
01/91 16.17 9.17 7.00
0291 16.01 8.92 7.09
03/91 15.85 9.04 6.81
04/91 15.61 8.95 6.66
05/91 15.55 8.93 6.62
06/91 15.59 9.10 6.49
07/91 15.59 9.10 6.49
08/91 15.62 8.81 6.81
09/91 15.59 8.65 6.94
1091 15.52 8.57 6.95

11/91 15.58 8.52 7.06
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EXPECTED MARKET RISK PREMIUM

Time Standard & Poor's 500 Moody's Asa Muarket Risk
Period DCF Cost of Equity Public Utility Bonds Premium
1291 15.65 838 727
01/92 15.60 8.22 738
0292 15.71 8.30 741
03/92 15.57 8.39 7.8
04/92 15.53 8.36 7.17
05/92 15.54 8.32 722
06/92 15.45 8.26 7.19
07/92 15.44 g.12 132
08/92 15.46 8.04 742
09/92 15.57 8.04 753
10/92 15.53 8.06 147
11/92 15.56 B.11 T.45
12/92 15.57 8.01 7.56
01/93 15.29 1.94 7.35
02/93 15.07 1.7 732
03/93 15.00 7.64 736
04/93 1471 7.50 721

05/93 14.81 7.44 7.37
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EXPECTED MARKET RISK PREMIUM

Time Standard & Poor's 500 Moody's Aaa Market Risk
Period DCF Cost of Equity Bublic Utiiity Bonds Premium
06/93 14,73 7.37 736
07/93 14.61 7.25 7.36
08/93 14.59 6.94 1.65
09/93 14.43 6.76 7.67
10/93 14.50 6.5 7.75
11/93 14.52 7.06 7.46
12193 14.50 7.06 7.44
01/94 14.55 7.08 7.50
02/94 14.59 7.19 7.40
03/94 14.66 7.60 7.06
04/94 14.69 8.00 6.69
05/94 14.7 8.11 6.66
06/94 14.89 8.07 6.82
07/94 14.95 8.21 6.74
08/94 14.78 B.15 6.63
09/94 14.82 8.41 6.41
10/94 14.80 8.65 6.15
11/94 14.95 8.77 6.18




Time Standard & Poor's 500 Moody's Ass Market Risk
Beriod DCF Cost of Equity Bublic Utilitv Bonds Premivm
12/94 14.96 8.55 6.4
01/95 15.01 3.53 6.48
02/95 14.95 8.33 6.02
03/95 14.95 8.18 6.71
04/95 14.89 8.08 6.81
05/95 14.93 7.7 7.22
06/95 14.89 739 7.50
07/95 14.92 1.51 7.42
08/95 14.95 7.66 7.24
09/935 14.95 7.42 7.47
10/95 14.89 7.23 1.59
11/95 14.90 7.23 7.68
12/95 14.82 6.94 1.79
01/96 14.68 6.92 7.66
02/96 14.79 7.11 7.59
03/96 14.79 7.45 7.34
04/96 14.60 7.60 7.20
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 EXPECTED MARKET RISK PREMIUM



BellSouth Telecommunications

& Sprint-Florida
Docket No. 980696-TP
Billingsley Exhibit No. RS2-5

Expected Market Risk

Premium Approach: Aaa Rating Base

Page7of 8

EXPECTED MARKET RISK PREMIUM

Time Standard & Poor's 500 Moody's Asa Market Risk
05/96 15.01 1.73 7.28
06/96 1499 7.83 7.16
07/96 14.97 7.78 7.19
08/96 15.10 1.59 7.51
09/96 15.22 7.76 7.46
10/96 15.21 7.50 .1
11/96 15.24 7.21 8.03
12/96 15.31 7.3} 798
01/97 15.22 1.53 7.69
0297 15.16 7.47 7.69
03/97 15.11 7.70 7.41
04/97 15.36 7.88 7.48
0597 15.49 1.1 1.77
06/97 15.56 7.55 B.01
07197 15.62 7.29 8.33
08/97 15.62 1.39 823
0997 15.66 733 8.33

10197 15.61 7.18 8.43
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Time Standard & Poor's S00 Moody's Aaa Market Risk
Period DCE Cost of Equity Public Utility Bonds Eremiym
11/97 15.57 7.09 8.48
12/97 15.48 6.99 8.49
01/98 15.54 t 85 8.69
02/98 15.63 6.91 8.68
03/98 15.56 6.96 8.52
04/98 15.57 6.94 8.55
05/98 15.69 6.94 8.67
06/98 15.77 6.80 8.86
07/98 15.80 6.80 8.43
AVERAGE 15.29% 8.35% 6.91%"*

* Calculated as the average of the monthly risk premiums, not as the differences of the
averages for the entire time.
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Expected Market Risk
Premium Approach: “A" Rating Base
Page 1 of 8
EXPECTED MARKET RISK PREMIUM: “A”™ RATING BASE

Time Standard & Poor's 500 Moody's A Market Risk
Period RCF Cost of Equity Eublic Utllity Bonds Erzmium
10/87 lil.!i'ﬂ. 11.34% 3.48%
11/87 15.06 10.82 424
12/87 15.46 10.98 4.48
01/88 15.65 10.76 4.89
02/88 : 15.52 10.10 5.42
03/88 15.42 10.09 533
04/88 15.45 10.54 491
05/8R 15.42 10.81 4.61
06/88 15.65 10.79 486
07/88 15.63 1..04 4.59
08/88 15.72 11.17 4.55
09/88 15.66 10.61 5.05
10/88 15.63 10.01 5.62
11/88 15.64 9.90 5.74
12/88 15.58 10.06 5.52
01/89 15.54 10.08 5.46

02/89 15.34 10.07 5.32
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Expected Market Risk
Premium Aoproach: “A" Rating Base
Page 2of 8
EXPECTED MARKET RISK PREMIUM

Time W‘E'Ml 500 Moody's A Market Risk
Period DCF Cost of Equity Public Utility Bonds Premium
03/89 15.34 10.23 .l
04/89 15.35 10.18 5.17
05/89 H_ﬂ 9.99 541
06/89 1522 9.64 5.58
07/89 15.36 9.50 5.86
08/89 15.14 v.52 5.62
09/89 14.94 9.58 5.36
10/89 15.02 9.54 548
11/89 15.17 9.51 5.66
12/89 15.12 9.44 5.68
01/90 15.18 9.56 5.62
0290 15.29 9.76 5.53
03/90 15.47 9.85 5.62
04790 15.62 9.92 5.70
05/90 15.70 10.00 5.70
06/90 15.71 9.80 5.91

07/90 15.81 9.75 6.06

-
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Expected Market Risk
Premium Approach: “A”" Rating Base
Pagelof 8
EXPECTED MARKET RISK PREMIUM

Time Standard & Poor's 300 Moody's A Market Risk
Eeriod DCE Cost of Equity Eublic Utllitv Bonds Premium
08/90 15.69 9.92 5.7
0990 1591 10.12 5.79
10/90 16.04 10.05 5.99
11/90 1623 9.90 633
12/90 16.16 9.73 6.43
01/1 16.17 9.71 6.46
02/91 16.01 9.47 6.54
03/91 15.85 9.55 6.30
04/91 15.61 9.46 6.15
05/91 15.55 9.44 6.11
06/91 15.59 9.59 6.00
07/91 15.59 9.55 6.04
08/91 15.62 9.29 6.33
09/91 15.59 9.16 6.43
1091 15.52 9.12 6.40
11/91 15.58 9.05 6.53

o
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Expected Market Risk
Premium Approach: “A"™ Rating Base
Pagedof 8
EXPECTED MARKET RISK PREMIUM
Time Standard & Poor's 500 Moody's A Market Risk
1291 15.65 8.88 6.77
01,92 1560 8.84 6.76
02/92 15.71 8.93 6.78
03/92 15.57 8.97 6.60
04/92 | 15.53 8.93 6.60
05/92 15.54 8.87 6.67
06/52 15.45 8.78 6.67
07/92 15,44 8.57 6.87
08/92 15.46 8.44 7.02
09/92 15.57 8.40 717
10/92 15.53 B.54 6.99
1192 15.56 8.63 6.93
12/92 15.57 8.43 7.14
01/93 15.29 8.27 7.02
02/93 15.07 ' B04 7.03
03/93 15.00 7.90 7.10
04/93 1471 7.81 6.90
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Expected Market Risk

Premium Approach: "A" Rating Base

Page Sof 8
EXPECTED MARKET RISK PREMIUM

Time Standard & Poor's 500 Moody's A Market Risk
Period DCF Cost of Equity Public Utility Bonds Premium
0593 14.81 7.86 6.95
06/93 14.73 . 7.75 6.98
07/93 14.61 7.54 1.07
08/93 14.59 7.25 7.34
0993 14.43 7.04 1.39
10/93 14.50 7.03 7.47
11/93 14.52 7.30 7.22
12/93 14.50 7.34 7.16
01/94 14.55 733 1.22
02/94 14.59 7.47 7.12
03/94 14,66 7.85 6.81
04/94 14.69 8.22 6.47
05/94 14.77 §.33 6.44
06/94 14.89 831 6.58
07/94 14.95 B.47 6.4}
08/94 14.78 g4l 6.37
09/94 14.82 B.G4 6.18

w-
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Expected Market Risk
Premium Approach: A" Rating Base
Page6of 8
EXPECTED MARKET RISK PREMIUM

Time Standard & Poor's 500 Moody's A Market Risk

Perled DCE Cost of Equity Public Utility Bonds Premivig

10/94 14.80 8.86

11/94 14.95 8.98 597

12/94 14.96 8.76 6.20

01/95 15.01 8.73 6.28

02/95 14.95 8.52 6.43

0395 14.95 8.37 6.58
| 04/95 14.89 8.27 6.62
| 05/95 14.93 7.91 1.02

06/95 14.89 7.60 7.29

07/95 14.92 7.70 1.22

0895 14.95 7.83 7.12
| 09/95 14.95 762 7.33

10795 14.89 7.46 7.43

11/95 14.90 7.43 7.47

12/95 14.82 723 7.59

01/96 14.68 7.22 7.46

02/96 1479 7.37 742



Expected Market Risk
Premium Approach: “A" Rating Base
Page 7of §
EXPECTED MARKET RISK PREMIUM

Time  Standard & Poor's 500 Moody's A Market Risk
Period DCE Cost of Equity Rublic Utdlity Bonds Ereminm
03/96 14.79 7.73 7.06
04/96 14.80 7.89 6.91
05/96 15.01 7.9% 7.03
06/96 14.99 8.05 6.93
07/96 1497 8.02 6.95
08/96 15.10 7.84 7.26
09/96 15.22 8.01 7.21
10/96 15.21 7.77 744
11/96 1524 7.49 1.75
12/96 15.31 7.59 7.12
01/97 13.22 7.1 7.45
02/97 15.16 7.64 7.52
03/97 15.11 7.87 7.24
04/97 15.36 8.03 7.33
05/97 15.49 7.89 760
06/97 15.56 772 7.84

BellSouth Telecommunications
& Sprint-Florida

Docket No. 980696-TP

Billingsley Exhibit No. RSB-6
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Expected Market Risk
Premium Approach: “A" Rating Base
Pagetors
lmcmn MARKET RISK PREMIUM

Time Sw & M m Moody's A Market Risk
Peciod DCF Cost of Eguity Public Utility Bonds Premium
0797 15.62 7.48 o.14
08/97 15.62 7.51 8.11
09/97 15.66 147 8.19
10/97 15.61 7.35 8.26
11/97 15.57 7.25 8.32
1297 15.48 7.16 832
01/98 15.54 7.04 8.50
02/98 15.63 7.12 8.51
03/98 15.56 7.16 8.40
04/98 15.57 7.16 B4l
05/98 15.69 1.16 B.53
06/98 15.717 7.03 8.56
07/98 15.80 7.03 8.1
AVERAGE 15.29% 8.70% 6.59%"*

* Caiculated as the average of the monthly risk premiums, not as the differences of the
averages for the entire time.
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Billingsley Exhibit No. RSB-7

Aaa vs. Treasury Bond Yields

Page 1l of 7

Aaa vs, Treasury Bond Yields
Moody's Asa 30-Year US. A2a/US, Treasury
Pubile Uiility Bond - Treasary Bond Beond Spread
1092% 9.62% 1.30%
10.43% 891% 1.52%
10.64% 92.09% 1.55%
1039% B81% 1.58%
9.77% BA% 1.35%
9.72% 8.59% 1.13%
10.07% £.98% 1.09%
1029% 9.26% 1.03%
1027% 9.06% 1.21%
10.50% 9.22% 1.28%
10.66% 9.37% 1.29%
10.15% 9.11% 1.04%
9.62% 8.92% 0.70%
9.52% 9.02% 0.50%
9.67% 9.01% 0 66%
9.72% B.94% 0.75%
9.71% 9.00% 0.71%
987T% 9.14% 0.73%

A




04789
05/89
06/89

Q789

0989
10789
11/89
1289
01/%0
0290

0390

0550

07940

0890

0590

11790

1290
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& Sprint-Florida
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Billingsley Exhibit No. RSB-7
. Asa vs. Treasury Bond Yields
Page2of7

Moody's Ass 30-Year US, Asa/USS, Treasury
Eublic Utilitv Boad Treasury Bond Bend Soread
9.08% 9.06% 0.82%
9.60% 8.90% 0.70%
9.13% '8.35% 0.78%
8.98% £.10% 0.85%
9.02% S.11% 091%
9.10% 8.17% 093%
9.01% 8.00% 1.01%
£.97% 7.89% 1.03%
8.92% 7.90% 1.02%
9.08% 8.24% 0.84%
9.35% 8.48% 0.87%
9.48% 857% 0.91%
9.60% 5.75% 0.85%
9 58% 8.73% 0.85%
9.38% 8.43% 0.95%
9.36% 8.50% 0.86%
9.54% BES% 0.69%
9.73% 8.99% 0.74%
9.66% 8.86% 0.80%
9.43% 8.58% 0.85%
9.18% £23% 0.95%



0191
0291
0191
0491
0591
0691
0791
0891
0991
1091
1191
1291
0192
0292

0192

0692
0792
o9

99l

Moody's Asa
Eublic Utility Boad

9.17%
8.92%
9.04%
199,
8.93%
9.10%
9.10%
851%
8.65%
8.57%

§38%

EEEER

l- ln

B.04%
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Billingsley Exhibit No, RSB-7
Ana vs. Treasury Bond Yicids

Page 3 oi 7

30-Year US.
Treasury Bond

8.20%
B.o&%
811%

8.22%

B48%
BA4%
B15%
7.96%
T7.95%
191%
7.69%
7.61%
T.86%
B.00%
1.95%
7.89%
78%
1.59%
7.39%

7.H4%

Asa/US, Treasury

097%
0.84%
0.83%
0.73%
0.69%
0.62%
0.66%
0.66%
0.69%
0.62%
0.61%
0.69%
0.61%
0.44%
0.39%
0.41%
043%
0.43%
0.53%
0.65%
0.70%



0193
019
0393
0493
0593
0693
0193
0893
09913
10:93

11793

0194

o4

03/94

0594

Moody's Aza
Eublic Utility Bend

B.06%
E1%
B.OI%
754%
7.75%
T.64%
7.50%
TA4%
13™%
7.25%

6.76%
6.73%
7.06%
7.06%
7.05%
T.19%
T.60%
B.00%
8.11%
B.O7T%
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Aaa vs. Treasury Bond Yields

Page dof 7

30-Year US.
Treasury Boad

1.50%
1.56%
TA6%
T.34%
7.06%
6.78%
6.85%
6.92%
6.82%
6.61%
630%
6.03%
5.91%

6.24%

6.29%
6.51%
6.94%
7.25%
7.32%
1.36%

As/US, Treasury

0 56%
0.55%
0.55%
0.60%
0.65%
0.86%
0.65%
0.52%
0.55%
062%
0.64%
0.73%
0.82%
0.82%
0.80%
0.76%
0.68%
0.66%
0.75%
0.719%
0.69%



0794

0894

0994

1094

194

1294

0195

0295

0395

04/93

0595

0695

0795

0OR958

0995

1095

11/95

0%
0196

0396
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Aaa vs. Treasury Bond Yields
Page Sof 7
Meoody's Asa 30-Year US. Aac/US. Treasury
B.21% 7.60% 061%
8.15% T.61% 0.54%
841% T.84% 0.5T%
8.65% .IM 0.63%
ETT% L1 0.60%
8.55% 191% r.64%
8.53% 7.56% 0.67%
833% 7.66% 2.67%
8.18% 7.52% 0.66%
8.08% 743% 0.65%
17.71% 1.04% 0.67%
7.39% 6.68% 0.1%
7.51% 6.75% 0.76%
7.66% 6.92% 0.74%
7.42% 6.44% 0.98%
1.23% 6.35% 0.88%
7.13% 6.29% 0.84%
6.94% 6.05% 059%
6.92% 6.05% 08T
1% 6.25% 0.86%
T45% 6.62% 0.83%




: E

0596

0796

1096
1196
12796
01197
0297
0397
0497
05/97

0797
08497

1097
1197

1297

Dt ="

7.60%
7.73%
7.83%
1.78%
7.50%
7.76%
7.50%
7.21%
7.39%
7.53%
747%
7.70%
7.88%
7.72%
7.55%
7.29%
739%
733%
7.18%
7.09%
6.99%

BellSouth Telecommunications
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Billingsley Exhibit No. RSB-7
Aaa vs. Treasury bund Yields

Page 60of 7

3-Year US.
Treasury Bond

6.76%
6.94%
6.94%
T.05%
6.88%
7.00%%
6.78%
6.55%
6.56%
6.82%
6.70%
6.96%
T.13%
6.91%
6.73%
6.53%
6.58%
6.49%
6.33%
6.08%

3.96%

Aan/US, Treasury

084%
0.79%
0.89%
0.7¥%
0.71%
0.76%
0.712%
0.66%
0.77%
0.71%
0.77T%
0.74%
0.75%
0.79%
082%
0.76%
081%
0.84%
0.85%
1.01%

1.03%
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Aaa vs. Treasury Bond Yields
Page 7of 7
Moody's Asa 30-Year US. Asa/US. Treasury
Date Eublic Utity Boad Treasury Bond Beud Sorsad
DL/98 6.85% 58)% 1.02%
0298 6.91% 5.89% 1.02%
01/98 6.96% 5.92% 1.04%
0498 6.94% 5.87T% 1.07%
05/98 6.94% 5.93% 1.01%
06/98 6.80% 5.69% 111%
07/98 6.80% 5.68% 1.12%
AVERAGE B35% 7.55% 0.80%

Sources: Mood)y s Bond Record
The Wall Street Journal
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“A" vs. Treasury Bond Yields

_ Page | of 6
“A” vs, Treasury Bond Y ields
Moody's A 30-Year US. A/US. Treasury
1087 11.34% 9.62% 1L72%
11/87 S 1082% 591% 191%
1287 - 1098% 9.09% 1.89%
01/88 10.76% 8.81% 1.95%
088 10.10% BA% 1.68%
0388 L 10.09% 8.59% 1.50%
04/88  10:54% 8.98% 1.56%
05/88 10.81% 9.26% 1 55%
0688 10.79% 9.06% 1.73%
07788 11.04% 9212% 1.82%
08/88 11.17% 9.37% 1.80%
09788 10.61% 9.11% 1.50%
10788 10.01% 5.92% 1.09%
11788 9.90% 9.02% 088%
12/88 10.06% 9.01% 1.05%
01189 10.08% B.94% 1.14%
02/89 10.07% 9.00% 1.07%
03/89 10.23% 9.14% 1.09%
04/89 10,18% 9.06% 1.12%
05/89 9.95% 8.90% 1.09%
06/89 *I:ﬁ!ﬁ ' 835% 1.29%
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“A" vs. Treasury Bond Yields

Page2of 6
3-Year U5

w Treasury Bed

9.50%
9.52%
9.58%
9.84%
9.91%
9.44%
9.56%
9.76%
985%
9.91%
10.00%

980%

573%
92.92%
10.12%
10.05%
9.50%
9.73%
9.71%
94T
9.55%

9.46%
DA4%

B.10%
B.11%
E17%
5.00%
T 8%
7.90%
B.24%
B.48%
B.3T%
L.7%
8.73%
BAY%
B.50%
B.85%
B.99%
b.86%
5.58%
123%
B.20%
3.08%
121%
B.221%
8.24%

A/US, Treasury
Rend Spread

1.40%
1.41%
141%
1 84%
1.62%
1.54%
1.32%
1.28%
118%
117%
121T%
1.37%
1.15%
1.0M%
L13%
1.19%
1.33%
L.50%
L51%
1.39%
1.34%
1.24%

1.20%
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*A" vs. Treasury Bond Yields
Pugelof 6
Moady's A 30-Year US. A/US. Treasury
9.59% §.45% 1L11%
9.55% B4d4% 111%
9.29% 8.15% 1.14%
9.16% 7.96% 1.20%
9.12% 1.95% L17%
2.05% 791% 1.14%
m 7.69% 1.19%
m 761% 1.23%
1.93% 7.86% ' OT%
B.97% 8.00% 0.97%
£93% 1.95% 0.98%
58T 789% 0.98%
8.78% 783% 0.95%
8.57% 7.59% 0.98%
8 44% 7.39% 1.05%
8.40% 7.34% 1.06%
8.54% 7.50% 1.04%
8.63% 7.56% 1.07T%
BAY% 7.46% 0.97%
8.27% 7.34% 0.93%
8.04% 7.06% 0.98%
7.90% 6.78% LI12%
181% 6.85% 0.96%

ok s =




1293

0154

EERE

07/94

0994
10754
1154
194
01935
0293
0393

733%
TATS
T85%

8.33%
8.31%
B4AT%
E41%
B.6+%
B.B6%
B.98%
8.76%

B73%
£52%
83T
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“A" vs. Treasury Bond Yields

Pagedof 6
30-Year US,

Treasury Boad
6.92%
6.52%
6.6)%

6.03%
593%
6.24%
6.26%
6.29%
6.51%
6.94%
1.25%
7.32%
1.38%
7.60%
7.61%
7.84%
8.02%
8.17%
191%
7.86%
7.66%
7.51%

A/US. Treasury
Bend Spread

0.94%
09¥%
091%
095%
1.01%
1.10%
1.06%

1 08%

0.96%
091%
0.9™
101%
0.93%
0.87%
0.80%
0.80%
0.B4%
08%
0.85%
0.8™%
0.86%
085%




1095
1195
1295
0196
0296
0396

0596

07196

0896

1096
1196
12/96
01/97
0197

Moody's A
Rublic Urility Bond

8.IM%
191%
7.60%
1.70%
180%
T.62%
7.46%
TN
119%
TI2%
1.37%
7.73%
189%
7.98%
5.06%
8.02%
7.84%
B0I%
1.1M%
TAN
7.59%
1.71%
7.64%
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Billingsley Exhibit No. RSB-8
“A" vs, Treasury Bond Yields

Page S of 6
30-Year US.

Treasury Bond
7.43%

7.04%
6.68%
6.75%
6.97%
6.44%,
6.35%
6.29%
6.05%
6.05%
6.23%
6.61%
6.76%
6.94%
6.94%
7.0%%
6.88%
7.00%
6.78%
6.55%
6.56%
6.52%
6.70%

AUS. Treasury
Bond Soread

0.84%
0.87%
0.92%
0.95%
091%
1.18%
L11%
1 14%
L18%
1L17%
1.13%
LI%
113%
1.04%
1.12%
097%
0.96%
1.01%
0.99%
0.94%
1.03%
0.95%
0 94%
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“A" vs, Treasury Bond Yieclds

: Page6of 6
Moody's A J0-Year US. A/US, Treasury
Dats Eublic Uity Boad Ireasury Boad Bond Spread
0397 747% 6.96% 091%
0497 8.03% 7.13% 0.90%
0597 7.89% 6.93% 096%
0697 T.12% 6.73% 1.00%
0797 748% 6.53% 0.95%
0897 7.51% 6.58% 0.93%
0997 7.47% 6.49% 0.98%
1097 7.35% 6.33% 1.02%
197 7.25% 6.08% 1.17%
1297 7.16% 5.96% 1.20%
01/98 7.08% $83% 1.21%
0298 7.12% 5.89% 1.23%
03798 T.16% 5.92% 1.24%
04:98 7.16% 5.8T% 1.29%
05/98 7.16% 5.93% 123%
06798 7.03% 5.69% 1.52%
07798 1.00% $.68% 1.35%
AVERAGE 5.70% 7.55% 1.15%

Sources: Moody 's Bond Record
The Wall Street Journal
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BST Capital Structure
Page 1 of |
BellSouth Telecommunications
Book Value Capital Structure
June 30, 1998
Weighted
Source Ratio Rate Cost
Equity 56.44% 15.00% (Implied) B.47%
Debt 4356% 6.39% 2.78%
Total 100.00% 11.25%

60% Equity Ratio Used In BellSouth Telscommunications Cost Studies

Welghted
Source Eatle Rate Cost
Equity 60.00% 14.35% (Implied) 8.61%
Debt 40.00% 6.60% _264%
Total 100.00% 11.25%

BellSouth Telecommunications

Market Value Capital Structure

July 1998
Welghted

Soupce Ratio Rate Cost
Equity 86.40% 14.20%-14.46% 12.27%-12.49%
Debt _13.60% 6.60% 0%
Total 100.00% 13.17%-13.39%
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Sprint-Florida
Book Value Capital Structure
June 30, 1998
Welghted
Source Ratio Rate Cost
Equity 50.05% 13.99% (mplied)  8.40%
Debt 39.95% 7.13% _285%
Total 100.00% 11.25%

Capital Structure Used in Spriot-Florida Cost Studies

Welghted
Source Ratie Rate Cost
Equ'ty 59.58% 14.17% (Implied) 8.44%
Debt - 40,42% 6.95% 2.81%
Total 100.00% 11.25%
Sprint-FL Market Value Capital Structure
July 1998

Welghted
Source, Ratio Rats Cost
Equity 83.10% 14.30%-14.53% 11.88%-12.07%
Debt 16.90% 6.95% L17%

Total 100.00%
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Market Value Capltliimm of Portfolio of Companies Comparabie ln Risk to
BellSouth Telecommunications
July of 1998
ANY ALUE | BOOK VALLUE OF mfm'ru EQUITY /
VALUE OF OF TOTAL PREFERRED CAPITAL' TOTAL
COMMON | DEBT BQUITY CAPITAL
Abbont %ﬂ 271933 0.00 0.0%69 09431
Alcoa 1252) liulol 44 80| 01382 0 m]
1
Amoco Iﬂﬁ.ﬂr $681.00] 0.00} 01144 TIT
[Corporation
| Anheuser 21364.94 41451.:1 2.00 0.1697 0830
very 429347 u:r.g 00/ 0.0944
’ 404429/ 439 [} wl 0.1021 ﬂ.lj
Il:m 10409.0) 1 349,10 mn} 01162 [ATIL |
Incorporated|
E«-n $196.19 1198.2) 0.00] 0 |B45 08158
61488 41 lmml 217 00 01647 08353
Lilly 21081.98 lmtol .00 0.0827 0917}
7859 55 unJlI ] 0 1436 (1]
llogg 14274.7) |m.2o] 0.00 0.1226 0477
F_' 483 10.84] 1553 vn| 0.00) 0.0502 0549
|Hdu_ 525259} mnol 136.00 0117 08624
||.=L R 253665 357.40( 3 A0} 01333 0 8645
Donaeliey
& 5341 .44 60¢.00 126,00 01203 08793
FTITED] 1343 0.00) 0356) 0640 7]
e i

' Debt is defined as the book value of tota) debt plus the book value of prefermed equity.
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[COMPANY | MARKET | BOOK VALUZ | BOOK VALUE OF | DEBT ) TOTAL| EQUITY/

VALUEOF | OF TOTAL PREFERRED CAPITAL' TOTAL

COMMON H‘IT EQUITY CAPITAL
Texaco m;uﬂ 39260 mm' 0.180) nm]
TRW 6699 44 T636.00 1.00] 0198 0.801

!

W arner. 243809 L0 00829 R TR |
|Lamben
Average $31,306.0) ﬂﬁu:l OxT) 01359 0864l

! The average detit and equity ratios are calculated as the average of the respactive ratios for each mdividual
company. 3
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Market Value Capital Structure of Portfolio of Companies Comparable in Risk to
| Sprint-Florida
July of 1998

SOMPANY | MARKET | BOOKVALUE | BOOK VALUE OF | DEBT/ TOTAL | EQUITY/
VALUEOF | OF TOTAL PREFERRED CAMTAL' TOTAL
COMMON DEBT EQUITY CAPITAL

A nheuser % 4365 Q.00 01763 0.823%)

D.ﬂ.'ll 0.34201 065

i
20901.43 6201 loﬂi 02188 07712
very 90009 “41 0.0% 0.1010
von 2&)1

T 609 009 00328
38635 419.00' 0.00 01070}
‘ 1899133 6258 ml 49.00} 02433
: 59840.60) 12083.00 237.00) 0.1707
343639 )..ﬁi 500 SIFE B T3
1 1560 401 0,00/ 0.0882 0911
;ﬂq 370.64) 0 00| 01260 YR |
m.nl 0.00 01453 0854
3655.00] 0.00) 0.2352 07
0.00| 0.1484 088 |]
000} 0.2517 0.7183)
126 00 0.1349 08651
11.50) 01716 082
0.00 0.1248 0 lml
1,00 0.2032 0 m1
— -

' Debt is defined as the book value of total debt plus the book value of preferred equiry.
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' The average

Hﬂwmmmdum-wdhmmfwmhw
company.
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