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arbon/Emcry Tclcom, Inc. ("Carbon/Emcry") hcreby files this Amcnded Application for 

an Incrcasc in Utah Universal ervice Fund C' USF··) upport with thc Public Service 

Commiss ion of tah (thc "Commission") pursuant to tah odc Annotated Secti ons 54-8b- 15 

and Utah Administrati vc 'ode R 746-360. This Amcnded Application amends the filing that was 

made on March 27, 20 15, and reprcsents the following: 

I. The ommission is vest cd wi th jurisdiction over this mailer by tall odc Anno. 

Scetions 54-4- 1, 54-8b-1 5, and Utah Administrativc Codc R 746-360. 

2. Pursuant to R746-360-6.A. 1 ofthc Commission Rules, "to qualify to receive 'f 

SUPPOl1 funds, a tekcoml11unications corporation sha ll be dcsignated an 'cligible 

telecol11munications carrier.· pursuant to 47 U .. C'. 'cetion 2 14(e), and shall be in compliance 
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with Commission orders and rul es . Each telecommunications corporati on receiving support shall 

use that support only to provide basic telecommunications scrvice and any other serviccs or 

purposes approvcd by the COl11mission." 

3. R746-J60-G.A.2(b) provides that " Ratc-of-rcturn Incumbent telephone 

corporations shall complete a Commission rcvicw of their revenuc requircmenl and public 

telecommuni cat ions ·ervices' ratc st ructure prior to any change in thcir SF distribution which 

differs from prior USF di st ribution, bcginning with the SF distributi on for Dcccmber, 1999."' 

4 . R74G-360-6.B provides that "to bc el igible. a telccommunications corporation 

may not chargc rctail rates in exccss of the ommission determined Affordable Base Rates for 

basic telecommun icat ions serv ice or vary from the terms and conditions determincd by the 

Commiss ion for other telecommunications scrviccs fo r which it reccives ni versal ervice Fund 

support. " 

5. Carbon/ Emery is a tel ephone corporati on qua li fied to transact business wi th in the 

tate of tah . arbon/Emcry operates as a loca l exchange carri cr providing telecommunicati ons 

services within the State of tah under authority issucd to Carbon/ Emery by the Commission. 

Carbon/ Emery has bccn designatcd an "eligible telccommunications carricr" pursuuntto 47 

U.S . .. ·cction 2 14(e), and is in compliancc with ommission Orders and rules. 

6. This Application seeks an incrcasc in UU I' support for 'arbon/ Emery, and is 

accolllpanied by supporting in formation and schedulc in accordance with Utah Code Anno. 

Scction 54-8b- 15 and R 746-360 of thc Commission's Rulcs of Practice and Proccdurc to support 

Carbon/ Emcry ' s Application for an Increase in U SF UppOrl. Attachmcnt I to this Application 
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• li sts the supporting inlormation which can be found in the pre-filed written amended direct 

testimony and exhibits of the following witnesses: 

• Brock .Ioh,mscn, 'hief Executi ve Oflicer ofCarbonJEmery Teicolll , Inc. will provide an 

overview of the operations of Carhon/Emery including di scussion of tht: current revenue 

requirement and shortfall of Carbon/ Emery. 

• Darren Woolsey, Chief Financial Oflicer ofCarbonJEmery Telephone wi ll present 

Carbon/ Emery's overa ll revenuc requirement based on the operations during the test year, 

adjusted for known and measurable changes. Mr. Woolsey wi ll describe in detail the 

sources of data and wi ll present certainnon11ali zing adjustments and known and 

measurable changes related to revenue, operat ions expense, depreciation and 

IImortization, rate ba 'c, and taxes. 

7. Calendar year 20 14 constitutes a reasonable test year for the purpose of 

determining the appropriate amount ufadditional suppon from Utah's ni versa l Service Fund. 

Carbon/Emery's revenue requirement calculation includcs known and measurablc test year 

adj ustments. 

8. Carbon/Emery's present tari IT' charges, adjusted for known and measurable 

changes, do not provide sullicient revenues to covcr Carbon/ Emery's 2014 test year costs 

adjusted for known and measurable changes thereto. At December 3 1.2014. CarhonJEmery is 

experi encing an annuli I revenue requirement de fi ciency of$816,909 (see Exhibit Carbon/ Emery 

OW I) aga inst Carbon/ Emery's adjusted 20 14 test year costs when considering plant 

construction, known and measurablc changes thereto, and including an ovcrall rate of return of 

I 0.50% ha~ed on a theoretica l capital structure of 65% equity and 35% deht (calculated on a 
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basis of a state rellirn on equity of 12. 13% and a return on debt of 5.636%) (see Amended 

Testimony of Darren Woolsey, Confidential ' xhibi ts arbon/ ·mery-DW 1- 14). 

9. Carbon/ Emery's current rate for basic resident ia l service (R-I) is $ 16.50 per 

month and for basic bus iness service (13- 1) is $26.00 per month . Thesc arc the current 

Commission approved base afTordable rates. 

10. By thi s App lication, Carbon/Emery seek ' to have its revenue shortfall made up by 

add itional UUSF support in the annual amoun t of $8 16,909. This additional UUSf distri bution 

is essential to permit CarbonlEmery to continue to provide telecommunications services at just 

and reasonablc rates and to recover its reasonable costs of service and a reasonable rate of retu rn 

on the value of it property devo ted to publ ic use. 

II. Carbon/ Emery also seeks a one-t ime lump-sum distribution to arbon/ Emery 

from the F in the amount of the reasonablc costs incurred by CarbonlEmery associated with 

this Appl ication. 

12. Carbon/ Emery requcsts that the Commiss ion, in accordance with Utah Code 

Anno. Section 54-8b- 15 and R 746-360 of thc Commission's Rulcs of Practi ce and Proccdure, 

approve an add it ional annual 'F distribution of $8 16,909 plus a onc-time lump-sum payment 

fro m the UU F to arbon/ Emery to cover it . costs a oc iated with thi s Application, as be ing ju t 

and rcasonable, and in thc public interest. 

WHEREFORE, CarbonlEmery respectfully submits thi s Amended Appl ication for 

Increase in tah niversal Servicc Fund UI port. Carbon/Emery reque ts that the cheduling 

Conference set in this matter for April 28. 20 15 remain unchanged . 
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• 
DATED Ihis 2"11 day of April. 201 5. 

BLA KBURl"! & 'TOLL, L.C. 

By _________ _ 

Kira M. Slawson 
Allorncy for 'arbon/Emery Tclcom, Inc. 
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CERTIFI CATE OF MAILING 

I hereby cert ify that a true and correct copy or the Carbon/Emery TeIcom, Inc. Amcnded 
Application fo r an Increase in Uni ycrsal eryice Fund Support, Docket No. 15-2302-0 I was ent 
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2"d day of April , 20 15: 

Justin Jetter 
Assistant Allorney General 
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Jjeller I utah.gov 

Will iam Duncan 
Diyision of Public Ut ilities 
wd uncan utah.goy 
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Assistant Attorney Gencral 
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rolsen utah.gov 

Bela Vas tag 
1ichele Beck 

Office Of Consumer Services 
byastag@utah.gov 
mbeck@utah.goy 

Kira I. lawson 



• AITACHMENT I 
CA RBON/EMERY TELCOM, INC. APPLlCATIO FOR I CREASE IN UUSF SU PPORT 

Index 

Testimonv of Broek Johansen 

Confidential Exhibit Carbon/Emery BJ I 
Confidential ·xhibit Carbon/Emery B.12 

Testimony of Darren Woolsey 

Collection Policy and Bad Debt Write Off Policy 
Penalties and Fincs 

Confidential Ex hibit Cm·bon/Emcry OW I US!' Calculation Worksheet 
Confidential Exhibit Carbon/Emcry DW 2 Rate Base Calculation 
Confidential Exhibit Carbon/Emery DW 3 Cost of Capital / Rate of Return Calculations 
Confidelllial Exhibit Carbon/Emery OW 4 Trial l3alanccs - 20 13 and 20 14 (6 pages) 
Confidcntial Ex hibit Carbon/Emery DW 5 Cash Working Capital Calculation 
Confidcntial Exhibit CarbonJEmcry DW 6 Summary of Apportionment Ratios by Account -

201 3 
Confidential Ex llibit Carbon/Emery DW 7 Known and Measurable Adjustmcnt Summary 
Confidential Exhibit Carbon/Emery DW 7a Landline Loss 
Confidential Exhibit Carbon/Emery DW 7b Shared Assct Allocation 
Confidential Exhibit Carbon/Emery DW 8 2013Carbon/Emcry Telcom Cost Study Part 36 
Confidential Exhibit CarbonlEmery DW 8a 20 13 Cost Study - Combined Regulated Entitics 
Confidential Exhibit Carbon/Emcry OW 9 Cost Allocation Manual - Accounting and Gcncral 
Confidential Exhibit Carbon/Emcry DW 9a Cost Allocation Manual - CABS Allocator 
Confidential Exhibit Carbon/Emery OW 9b Cost Allocation Manual - Busincss Solutions 
Confidential Exhibit Carbon/Emery DW 9c Cost Allocation Manual - Outside Plant and 

Dispatch 
Confidential Exhibit Carbon/Emery DW 9d Cost Allocation Manual - Inside Plant 
Confidential Exhibit Carbon/Emery DW 9c Cost Allocation Manual - Engineering 
Conlidential Exhibit Carbon/Emcry OW 9f Cost Allocation Manual - Billing and Collection 
Confidential Ex hibit Carbon/Emery DW 9g ost Allocation Manual - HR Allocation 
Confidential Exhibit Carbon/Emery DW 9h Cost Allocation Manual - Regulated Allocator 
Confidcntial Exhibit Carbon/Emery DW 9i Cost Allocation Manual - CSR Allocator 
Confidclllial Exhibit Carbon/Emery DWIO 20 13 Audited Financial Statements (34 pages) 
Confidential Ex hibit Carbon/Emery DW I Oa 201 3 Audit Journal Entries 
Confidential Exhibit Carbon/Emcry OW I Ob Year 201 3 Audit Ex it Memo (7 pagcs) 
Confidential Exhibit Carbon/Emcry DW I I Personnel Chart / Line of Authority 
Confidential Exhibit Carbon/Emery OW 12 Corporate Structurc 
Confidential Exhibit Carbon/Emery DW 13 Bad Debt Expense and Subsequent Collec tions 
Confidcntial b hibit Carbon/Emery DW 14 Tax Adjustmcnt 
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AMENDED DJRECT TESTIMONY OF BROCK JOH ANSEN 

Ple:lsc state YO\ll' namc, occupation and busincss addr·css. 

Brock Johanscn. I am the Chicf Executi vc Officer o f arbon/ Emcry Telcom , Inc. 

("Carbon/ ·mery"). Carbon/Emery's business add ress is 455 East Highway 29, 

Orangeville, Utah 84537. 

Plcasc state your educational background lind professional backgr·ound. 

I have a Bachelor of Sciencc degree in l3usiness and a Juris Doctorate frol11 I3righam 

Young ni vcrsi ty. J practi ced law in Provo, Utah prior to joining arbon/Emery 

Telephone in 2005. 

re you authorized to pnlVide testimony in this case on bchalf of Ca rbon/Emcry? 

Yes. 

Please dcscribe Carbon/Emery. 

Carbon/Emcry is a telephone corporation qualified to transact business and operate as a 

loca l exchangc carri er providing telecommunications services wi thin the State of Utah 

under authorit y is ued to Carbon/ Emcry by the Utah Publ ic ervicc Commission 

("Commi ss ion") . arbon/ Emcry is an cl igible telecommunications carrier pmsuant to 47 

U. '.c. Section 2 14(e) and is in compliancc with Commission ordcrs and rules. 

What is the purpose of your testimony in this mattcl"! 
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I have been the EO of Carbon/Emery since 2005. In Iha1 ellpaeity I am very fa mi liar 

with thc operations of CarbonlEmery. Carbon/Emery conducted a thorough rev iew of its 

operational expenses and revenues for test year 20 14. adj usted for known and mea 'urab le 

changes. llnd determined that Carbon/ Emery has a reven ue deficiency, which. pursuan t to 

Utah 'ode Annotated Sections 54-8b- 15, and Utah Administrat ivc Code R746-360, 

Carbon/ F.mery is entitled to reecive fr0111 additional disbursements from the Utah 

Universal Serviec Fund ("UUSF"). The purpose of my testimony is to addrcss thc 

currcnt rcvcnue rcquircment of CarbonI Emery and to offcr support for the information 

contained in the ompany's Amendcd Application for an increase in UUSF distribution . 

1·lave others bcen authol'ized to testify Oil behalf of Carbon/Emcry in this 

pl'occeding? 

Ycs. Darren Woolsey, arbon/ Emery's Chief Financial O nicer, will fi le direct tcstimony 

on behalfof thc Company. Douglas Meredi th of John taurulakis. Inc. ("JSI") may 

provide testimony in this proceeding, as needed. Their tcstimony will provide the support 

and rationale for the proposed increase in U F di stribut ions. 

Are YOIl familial' with Cal'bon/Emcry 's Amended Application for UUSF 

Oistr'ihutions in this Docket? 

Yes. As indicll ted above, Carbon/ Emery 's Amcnded Applicat ion is bascd on a 20 14 tcst 

yea r plus known and mcasurab le changes. These changes arc idcnti fied in the Amended 
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Testimony of Darren Woolsey and Confidential Exhibits Carbon/Emery DW 1-14 filed 

wilh the Amended App lication. 

Clln you summarize Cu r'bon/Emery's Amended Applica tion'! 

Yes. On March 27, 20 15, Carbon/ Emery fil ed an Application for Increase in F, and 

Darren Woolsey and I filed Direcl Teslimony in support thereof. Since the March 27, 

2015 filing , Darren Woolsey determined that the original Application incorrectly includcd 

tax preference items (deferred taxes) related to non-rate base assets (acquisition 

adjustmcnt - intangibles). The improper inclusion resulted in an incorrect rate base 

reduction . This improper inclusion requircd adjustment and a subsequent amendment to 

the original filing which is being filed herewith a ' the Amended Application. 

an you briefly summarize the changes found in the Amended App li cati on? 

The mended Application includes in an increase in the Rate Base, change in the Rate of 

Return (due to mix of Intra vs Inter tale assets), and an increase in required UUSF 

including associated taxes. As set forth in detail below, bascd on the Amended 

Application. Carbon/Emery is currentl y experiencing a revenue deficiency of $816,909. 

Carbon/ Emery is proposing that the revenue deficiency be recovered through additional 

U F support. This will enable arbonlEmery to continue providing affordable service 

to its customers, and to engage in construction of capital projects, while earning a 

reasonable rate of return as permitted by Utah Code. 

• 

• 

• 
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What lire Cllrbon/Emery's currcnt rates for bllSic rcsidential (RI) lind basic 

business (8 I) sCI'vicc'! 

Carbon/ Emery's currcnt rate for basic rcsidential service (R-I ) is $ 16.50 per month and 

for ba ic business service (B- 1) is $26.00 per month. which i the current affordable base 

rate as determined by the Commiss ion. 

Is Cal'bon/Emel'y seeking a rate incrcase in this PI'occcding'? 

No. Carbon/ Emery's rates are at the affordable base rate set by the Commission. 

Wbat test period is Carbon/Emcry proposing in its Amcnded Application" 

As indicated above, Carbon/ Emery is proposing an hi storical test period of 20 14, adjusted 

for known and measurable changes. Darren Woolsey discusses the Amended Appl ication 

and adjustmenL~ in detai l in his te timony and confidential exhibits. 

Hlive you reviewcd the Amcnded Dil-ect Testimony of Darren Woolsey? 

Yes. I have reviewed the Amended Direct Testimony of Darren Woolsey and the 

Confidential Ex hibits allached to hi s testimony. 

Do thc Confidcntial Exhihits IIccllnltciy represent the financial and opcl'ational 

situation at Carbon/Emcry? 

Yes. The Amended Direct Testimony of Darren Woolsey and the Confidential Exhibits 

presented with hi s testimony accurately reneet the financial and operational situation at 
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Carbon/ Emery_ and support the additiona l UU F di stribu ti on sought by Carbon/Emery in 

its Amended Application. 

Has Carbon/Emel")' implemented any significant changes in accounting policies 01-

pl-ocedures fOI- the 12 month period priol- to the lest period -! 

o . Carbon/Emery has not implemented any s ignifi cant changcs in accounting policies 

or proccdures thai would be referenced or noted in the financial statements or auditors' 

notes. 

Has Cal-bon/Emery included audited financial statements fOI- 2014 with its Amended 

Application? 

o . Emery's audited financial statcmcnts for 2014 arc not yct availablc_ Wc anticipate 

having the audited financial statements shortl y and will supplcmcnt thc tcstimony of 

Darren Woolscy with the 2014 Aud ited Financial tatements and management letters. Wc 

have attachcd aud ited financial statements and management leiters fo r 20 13, which are 

attached to the Testi mony of Darren Woolscy at Confidential Exhibits Carbon/ Emery OW 

10, lOa, and l Ob. 

Has C:lrbon/Emcry cunducted any internal aud its dUl-ing 2014 or 201S'! 

o. 
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• 

• 
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lias Carbon/Emery had any corporate restructuring or changes in its affiliatc 

relationships sincc its prcvious gcneral rate case? 

No. Carbon/Emery has not had any corporate restructurings or changes in ex isting 

affili ate relationships since the prior general rate case in 2009. A copy of the 

Carbon/ Emery Telephone Personnel Chart/I.ine o f Authori ty is attached to the Testimony 

of Darren Woolsey at Confidential Exhibit Carbon/Emery DW II , and a copy of tJIC 

Corporate Structure Chart is attached to the Testimony of Darren Woolsey at Confidential 

Exhibit Carbon/ Emery DW 12. 

Can you describe Carbon/Emery 's collection policies and write off policies for bad 

deb!. 

Carbon/Emery uses the direct write otl' method to account for unco llectible receivables. 

This process is described in Confidential Exhibit Carbon/Emery BJ I . 

Has Carbon/Emcry had any pcmlllics or fincs assesscd to the company during the 

tcst pcriod Hnd 2 years prior to the test year'! 

There were two immaterial penalties in the 2014 test period, and two immateria l penalties 

assessed in the two years prior to the test period. They arc identified in Confidential 

Exhibit Emery BJ 2. 

Did you calculate any test period tax adjustmcnts in Carbon/Emery's Amendcd 

Application? 
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Yes. The test period tax adjustments are discussed in detail in the Amended Direct 

Testimony of'Darren Woolsey and Confidenti al Exhibit Carbon/Emery DW 14. 

Has Carbon/Ernel'Y received any ruling I'Cqucsts, IRS rcsponscs, lind lIny 

co rrcspondencc with the II~S since the last gencral ratc casc? 

o. Carbon/Emery has made no ruling requests or received responses from the IRS since 

the lasl genera l rate ca e in 2009. Correspondence with the IRS hilS been limited to the 

periodic fi ling ofpayroli and non-profi t inf'ormationaltax forms, with assoc iated 

ex tensions and commun ications as operalionaliy necessary. 

00 YOIl belicve that an incrcase in the annual UUSF support ill the amollnt of 

$816,909 to Cal'bon/Ernery is just and rcasonable and in thc public intcres t'! 

Yes. The increase in the distribution from the UU F is essentia l to permit Carbon/ Emery 

to continue to provide telecommunications ervices at just and reasonable rates and to 

recover its reasonable costs of service and a reasonable rate of relurn on the va lue of its 

property devoted to public usc. 

Docs this conclude YOllr testimony'! 

Yes, 

• 

• 

• 
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AMEN DED DIRECT TESTIMONY OF DARRE WOOLSEY 

What is youI' namc? 

My name is Darrcn Woolsey. 

Ry whom are yo u cmployed and ill what capacity? 

I am .elllployed by CarbonlEmery Tekolll, Inc. as its Chief Financial Offic r. 

llricfly dCSCI'ibc your educational background and work ex perience. 

I received a Master of Accountancy Degree from SOllthcrn Utah (Jniversity in 1992, and 

subsequently earned the fo llowing cert ifications: Certified Public Accountant (CPA), 

Cenified Financial Manager (CFM) and ertified Managerial Accountant (CMA). ) 

worked in Public Accounting as an auditor for KPMG for four years beginning in 1992 

and in private industry as an Accounting/Finance manager since that time 1I1llii Ihe 

presenl. I have been employed as the CFO of Carbon/Emery Telcom, Inc. since 2006 

whcrc I am responsible for the Illanagement or the accollllling, finance, and compliancc 

fllnclions and employees. 

Un whose behalf are you presenting testimony'! 

I am presenting testimony on behalf of Carbon/Emery Telcom, Inc. ("Carhon/Ernery" or 

" ompany") in Sllpport of its Amcnded Application fo r Increased SliPPOrt from Ihe 

u Sr:. 
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The purpose of my testimony is to provide detailed explanations for se lected financial 

and stat istical infonnalion support ing Carbon/Emcry's Amended Application for an 

Increase in uusr Support. Specificall y, I will provide tcstimony that will support 

Confidential Exhibits Carbon/Emery OW 1- 14 whieh are attached to thi s Amended 

Testimony as Confidential Exhibits. 

Wby did Carbon/F.mcry file an Amcndcd Application'! 

The original filing made on March 27, 2015 incorrect ly incl uded tax preference items 

(deferred taxes) related to non-rate base assets (acquisition adjustment - intangibles). 

The improper inclusion resulted in an incorrect rate base reduction. This improper 

inclusion requ.ired adjustment and a subsequent amendment to the original filing which is 

being liIed herewith. 

Can you briefly summarize thc changes fouod in the Amended Application and 

your Amended Direct Testimony,! 

The Amended Application includes an increase in thc Ratc l3ase, a minor change in tile 

Rate o f Return (due to mix of Intrastate vs. In terstate assets), and an increase in required 

UUSF including associated "gross-up" taxcs. The total uusr incrcasc rclated to the 

Amended Application is $253,647, for a requcsted increase in usr of$8 I 6,909. 

Please identify the Exhibits to your testimony. 
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The individual CarbonlEmery onfident ial Exhibits include: 

Exhibit Carbon/Emery DW I -
Exhi bit Carbon/Emery DW 2 -
Exhibit Carbon/Emery DW 3 -
Exhibit CarbonlEmery DW 4 -
Exhibit Carbon/Emery DW 5 -
Exhibit Carbon/Emery DW 6 -

Exhibi t Carbon/Emery DW 7 -
Exhibit CarbonfEm ry DW 7a
Exhibit CarbonlEmery DW 7b-

Exhibit arbon/Emery DW 7d
Exhibit CarbonlEmcry DW 8-

Exhibit CarbonlEmery DW 8a-

Exhibit Carbon/Emery DW 9-
Exhibit CarbonlEmery OW 9a
Exhibit CarbonlEmery OW 9b
Exhibit CarbonlEmery DW 9c-

ExJlibit Carbon/Emery DW 9d
Exhibit Carbon/Emery OW ge
Exhibit CarbonlEmery OW 9f
Exhibit CarbonlEmery DW 9g
Exhibit CarbonlEmery DW 9h
Exhibit Carbon/Emery DW 9i
Exhibit Carbon/Emery DWIO
Exhibit Carbon/Emery DWI Oa
Exhibit Carbon/ Emery OW I Ob
Exhibit Carbon/Emery DW 11 -
Exhibit Carbon/Emery DW 12-
Exhibit Carbon/Emery DW 13-
Exhibit Carbon/ Emery DW 14-

U 'I' Calcu lation Worksheet 
Rate Base Calculation 
Cost orCapital 1 Rate of Return Calculations 
Trial J3alances - 2013 and 20 14 (6 pages) 

ash Working Capital Calculation 
ummary or Apportionment Ratios by Account -

2013 
Known and Measurable Adj u lInent ummary 
Landline Loss 
Local Service Rate Imputation to Base Affordable 
Rate 
Shared Asset Allocation 
20 13 Carbon/ Emery Teleom Cost Study-Part 36 (28 
pages) 
2013 Cost Study - Combined Regulated Entities (57 
pag s) 
Cost Allocation Manual - Accounting and Genera.! 
Cost Allocation Manual - ABS Allocator 
Cost Allocation Manual - Business Solutions 
Cost Allocation Manual - Outside Plant and 
Dispatch 
Cost Allocation Manual - inside Plant 
Cost Allocation Manual - Engineering 
Cost Allocation Manual - Billing and Collection 
'ost Allocation Manual - HR Allocation 2014 

Cost Allocation Manual - Regulated Allocator 
Cost Allocation Manual - CSR Allocator 
2013 Audi ted Financial Statements (34 pages) 
2013 Audit Journal Entries 
Year 20 13 Audit xit Memo (7 pages) 
Personnel Chm1 / Line of Authority 
Corporate tructure 
Bad Debl Expense and 'ubsequent ollect ions 
Income Tax Gross up Calculation 

Were the Exhjbjl.~ rcfcfI'cd to lIbovc and the supporting wori<papers prepared by 

you or prepm'cd undcl' your supervision'! 

• 

• 
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Yes, I prepared, or partic ipated in the preparation of the Conlidential Exhibits identified 

abovc. 

Why havc YOII idcntified thc Exhibits as confidclltilll'! 

The Exhibits, as prepared, contain proprietary financial information related to the 

Company and its operations, which constitute trade secrets or arc otherwise of such a 

highly sensitive or proprietary nature tha t public disclosure would be inappropriate and 

delrimcntalto the Company. 

What is the proposed tcst period specified in the Amended Application and how was 

it derived? 

CarboolEmery proJlOses to use calendar year 20 14 as the test period for the purpose of 

determining the appropriate amount ofUUSF support. Accordingly, the Application and 

Confidential Exhibits are based upon financia l information for the 12 months ending 

December 3 1, 2014. This test period selection is consistent with the Commission's 

historic tTealment of rural local exchange can'iers in Utah. 

This hi storical " test period" was then adjusted for "known and measurable" changcs in 

operations, which more accurately re fl ect Carbon/Emery's ongoing eosl of providing 

telecommunications services. These pro forma adjustments are contained in Confidentia l 

Exhibits Carbon/Emery DW 7, 7a, and 7b. 
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~I avc YOli ca lculated CarhuniEmery's Rcvcn ue Deficiency? 

Yes. Confidentia l Exhibil Carhon/Emery DW I reflects a rev.nue deficiency of 

816,909. 

How was C UI'bon/Emery's I'cvenuc deficiency determined'! 

Carbon/Emery is a rate-of-relurn regulated local exchange carrier in both federal and 

state jurisdictions. Accordingly, arhon/Emery maintains its accounling records ill 

accordance with the Federal Communications Commission 's (FC ) Pari 32 Uniform 

. ystem of Accounls ("U OA"), as required by omrni s ion Rules.' A ' a resull, Ihe 

Company's Amended Application complies with FCC rules guiding the measurement, 

gathering, and allocation of the costs necessary to provide regu lated lelecommunicalions • 
services, including the FCC nile ' c mlained in Part 32 and Pari 64 (Subpart I, Allocation 

of Costs). 

To determine arbon/Emery's revenue deficiency, first the Company's rate base was 

mulliplied by a reasonable rate-of- relurn to dClcrmine the a llowable return, which is 

refl ected in dl 1732 ofConftdentia l Exhibit Carbon/ Emery OW l. Next, because the 

ompany's allowable return is an afler- tax amount, it must be "gros cd-up" to a level 

that will sustain the requ ired return after CarbonlEmery recognizes the associated federal 

and state income t"xes. The calculali on or the Net to Gross Multiplier i identified in 

Confidenti al Exhibit Carbon/F.mery DW 14. The net operating income is then ded ucted 

• I I'SC R746.3 '10.2 
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from the grossed up allowable return, which results in a revenue deficiency of $816,909 

is identified in Cell E2 of Confidcntial Exhibil CarbonfEmery DW I . 

[s Carbonffimcry cha'·gillg its customc,·s the Commission approved affordable base 

,·ate? 

Yes. Carbon/Emery 'S rates are $16.50 for basic residential (RI) service and $26.00 for 

basic business (131) service per line per month. 

Is C"rhonf~me .. y p,·oposing to recover the revcnne deficiency of $479,983 from the 

UUSF? 

Yes. Carbon/Emery proposes that it recover an additional $816,909 annually through 

UUSF disbursements, in addition to the $1,038,714 that CarbonlEmery is currently 

receiving from the UUSF. This will enable CarbonfEmery to continue providing service 

to its customers at an affordable rate, and to initiate capital projects that may have been 

delayed by the Company 's current insufficient earnings. 

Have you calculated CarboufEmc,-y 's Rate Base for purpose of this proceeding'! 

Yes. COllfidential Exhibit CarbonlEmcry DW 2, attached hereto, provides a calculalion 

of the Company's total rate base. The COllfidential Exhibit Carbon/Emery DW 2 begins 

with historical Plant Ralances for the beginning of20 14 and Plant Balances at the end of 

2014, and calculates thc 20 14 Plant Balance Average. Known and measurable changes to 
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Rme Bast! are added to the veragc Plant Balan~c to delermim: Ir.<.: CaJl>ull/Efll'''y' ~ 

Adjusted Rate lJase. 

When desnibing Confidential Exhibit Carbon/Emery DW 2 above, you indicate 

that it conta ins adjustlllents for known and measurable changes to regulated rate 

hase. Please descrihe those adjustments. 

There is one adjustment to Rate Base contained in Exhibit CarbonlEmery DW 2: an 

addition for Plant in Service. The increase to Plant in Service refl ects an allocation o f 

shared vehicles, work equipment and computcr to Carbon/Emcry from Emery 

Telecommunications & Video Inc. The shared assets benefit Carbon/Emery through 

better utilization and cost sharing thus reducing the operating expense and capital nceded • 
to sustain thc regulated operations. 

What cost of capital has CarbonlEmcry used in this Amended Application? 

Carbon/ Emcry is using a composite rate of 10.50%. 

Please explain how you arrived at Cal'bon/Emery' Cost of CalJital. 

In acco rdancc with UUSF policy, arbOn/Emery has ealculatc::d a blended cost of capita l, 

which represents the weighted average of an interstate rate of return of I 1.45% and a 

state rate of rcturn of 9.86%. Carbon/Emery's intrastate cos t of capital was derived using 

the DPU' s suggested imputed capital structure of 65% equity and 35% debt. For the 

individual components of ils capita l structure, Carbon/ Emery has used a cost of debt of • 
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5.636% and a CO' l of equi ty of 12. 13%, which results in a composite intra lale rale-of-

return 01'9.86%2. 

The consolidated 'olTlpany does not carry any long term debt; illerefore the Company's 

cost of debt was derived from debt illat ex isted with CoDank during the 2013 base year. 

The debt with oDank carried a stated mte of5.636% and was paid offin January 20 14. 

The interstale return of 11.45% is derivcd from ECA's Form 492 filing with illC FCC 

on September 30, 20 14 for calendar year 2013 pool participan1s. 

Piclisc explain how the Company's blended Cost of Capital was dcl'ived. 

TIle Conunission's Total Company Rule requires a "blending" of the authori zed cost of 

capital costs in the state and interstate jurisdictions. This weighting of the jurisdictional 

capital costs was based upon the jurisdictional separation of 'arbonlEl11ery's rate base in 

accordance with the FCC's Part 36 rules. Carbon/Emery's Part 36 Jurisdictional 

Separations arc con tained in Confidential Exhibi t arbon/Emery OW 8, attached hereto. 

The Company's jurisdictional percentages (intrastate and interstate) are contained in 

onfidential Exhibit Carbon/Emery OW 3, and are app lied to ille intrastate and interstate 

costs of capital to determine the Weigh1 ed Cost of 10.50% as contained in Confidential 

Exhibit Carbon/Emery OW 3. 

2 Carbon/Emery's requested cost of equ ity mirrors Ihe cost of equity used and approved by the ommi sion in other 
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Can you describe Confidential Ex hihit carbonlEmcry DW 4? 

Yes. Confidential · xhibit Carbon/Emery I W 4 contains the Trial Balances for 20! 3 and 

20 14, provided 10 assist the Division with its review ofCarbol)/ Emcry's revenue 

deficiency. 

Can you describe Contidential Exhibit Carl>onlEmcry DW S'! 

onfidcntial Exhibit arbon/Emcry DW 5 ~ontail)s thc Cash Working Capi tal 

Calculation that supports the ash Working Capita l figure that is conta ined in the Ratc 

Base alculation in onfidential Exhibit CarbonlEmery OW 2. 

Plea c describe Confidential £ hibit Carbon/Emery DW 6? • 
Confidential Ex.hibit CarbonlEmery DW 6 contains the Sunwlary or Apportionment 

Ratios by Account for 20 I 3, which supports the jwisdictional sep<1Tations contained in 

Confidential Exhibit arbonlEmery DW g, and used in the calculation of the Rate of 

RetuITI and Cost or Capital in Confidential Exhi bit 'arbonlEmery OW 3. The 201 3 

apportionmcnt ratios m·e summarized fr01l1 the most recently available co. t study 

performed by Moss Adams for Carbon/ F,mery. This most recent cost study is included in 

Confidential Exhibits Carbon/ Emery OW 8 and 8a. 

Please dcscribe Confidcntial Exhibit CarbonlEmcry DW 7. 

• recenl UUSF proceedings. 

--- ----
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Conlidential Exhibit Carbon/Emery DW 7 summarizes the known and measurable 

changes that Carbon/Emery has included in its Amended Application which are included 

in Confidential Exhibits Carbon/Emery OW 7, 7a, and 7b. 

Confidentia l Exhi bit Carbon/ Emery OW 7a idcntifies a known and measurable change 

fo r landline loss and projected revenue decrease. 

Conlidential Exhibit CarbonlEmery OW 7b detai ls the shared asset allocation idcntified 

as a known and mcasurable change to Rate [lase in Confidcntial Exhibit Carbon/ Emery 

DW 2. 

Please describe Confidential Exhibit CarbonlEmcry DW S. 

As previously indicated above, this Exhibit contains Carbon/Emery's Part 36 

Jurisdictional Separations from thc 201 3 Cost Study performed by Moss Adams for 

CarbonlEmery. Confidential Exhibit Carbon/ Emery OW 8 represents the Carbon/Emery 

portion of the separations; Confidential Exhibit Carbon/Emcry OW 8a represents the 

combined cost study area separations (Emery Telephone, Carbon/Emery Tc1com, and 

Hanksville Telecom). 

Please dcscribe Confidcnlill l Exhibit Carbon/Emery DW Sa. 
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CUlllid~lItial Ex hi bit Carboll/ Errll.:ry OW Sa willa ill, th" Pall 36 aJllI Part 69 ,,,,,lion of 

Carbon/Emery's 20 13 Cost Study for Combined Regu lated Ent ities (EmelY Telephone, 

CarhonlEmery Telcol11 , and Hanksville Tclcom). 

Call yuu describe Confiden tial Exhibits CarbonlEmcry DW 911 through 9i? 

Yes. Briefly, these Exhibi ts are separate portions of Carbon/Emery ost Allocation 

Manual which identi fy the various ntethods by which CarbonlEmcry all ocatcs va ri ous 

costs amongst its separate compan ies: 

Exhibit CarboniEmcry DW 9 
Exhibit arbonlEmery DW 9a 
Ex.hibit Carbon/Emery OW 9b 
Exhibit CarboniEmery OW 9c 

Exhibit CarboniEl11ery OW 9d 
Exhibit Carbon/Emery OW Qe 
Exhibit Carbon/Emery OW 9f 
Ex.h.ibit CarbonlEmery DW 9g 
Exhibit arbonlEmelY DW 9h 
Exhibit CarbonlEmery OW 9i 

Cost Allocation Manual - Accounting and General 
Co t Allocation Manual - CA RS Allocator 
Cost Allocation Manual - Business Solutions 
Cost Allocation Manual - Outside Plant and 
Dispatch 
Cost Al location Manual - Insidc Plant 
Co t lIoeat ion Manual - Engineering 
Cost Allocation Manual - Billing and Collcetion 
Cost Allocation Manual - HR Allocation 2013 
Cost Allocation Manual - Regulated Allocator 
Cost Allocation Manual - CSR Allocator 

Have yo u providcd Audited Financial Statcments for 2014 with YO\1l- Amcnded 

Application'! 

o. The 20 14 Auditcd Financial Statements are no\ yet complete. I wi ll supplement my 

testimony with the 20 14 Auuited Financial Statcment ,2014 Journal entries , and 20 14 

Audit Memorandum when we have received tJlem. 

HllVC yo u provided Audit ed F inaucial StlltCllIcuts with YOll r mended ppl icatioo '! 

• 

• 

• 
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Yes. Attachcd to thi s Amended Testimony as Confidcntial Ex hibits 10, IDa, and lOb arc 

thc 20 I3 Audited Financial Statcmcnts. 2013 AuditJouJl1al Entrics; and Ycar 20 13 Audit 

Ex it Memo. 

Can you descl'ibe C onfidential Exhibits Carbon/Emery DW 11 and 12'! 

Exhibit II contains a perSOIUlcl chart and line of authority for arbon/Emcry, and Exhibit 

12 illustrates 'arbon/ Emcry ' s corporate structure. 

Can you describe onridential Ex hibit C arbon/Ernel')' OWI3 ? 

Yes. Confidential Ex hibit Carbon/Emery DW 13 describes Carbon/Emery's bad dcbt 

expense net of co llections during thc 2014 base year. Tllis data is prcscnted in 

conjunction with cnd-uscr sales revenue and as a percentage of this associated revenue. 

Sinlilar data for rel ated parties is also presented for comparison. 

Can yo u describc Confidentia l Exhibit CarbonlEmcry DW L4'! 

Yes. Confidentia l Exhibit Carbon/ Emcry DW 14 calculates thc Utah "net to gross 

multiplier" using bOlh state and federal statutory tax rates. The long-cstablished 

regula10ry principlc of "grossing up" required return simply calculates the add itional 

income lax expense that Carbon/Emery - or any olher rural LEC in the slale - will incur 

as a rcsult of the increascd rcvcnuc from the UUSF. By grossing up thc required rclurn, 

'arbon/ Emcry sustains the required return altcr calculation of actua l taxes. 
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Do you hclicvc thai 3n increase ill annua l UUSF sUllllort ill th~ amount ur $/l16 ,909 

to Cat'bon/Emery is just and reasonable and ill the public interest'! 

Yes. 

Does that conclude YOUl' direct testimony'! 

Yes il docs, 

• 

• 
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AME DEn DIRECT TEST IMO Y OF DARRE WOOLSEY 

What is yo ur name? 

My name is Darren Woolsey. 

By whom are you employed and in what capacity? 

I am employcd by Carbon/ Emcry Telc m, In . as its Chief Financial Officer. 

Briefly dcsCI'ibe youI' educlItional bacl<ground a nd work experience. 

I received a Master of Accountancy Degree from Southern Utah University in 1992, and 

subsequently earned the following certificat ions: Cert ified Publ ic Accountant ( 'PA), 

Certified Financial Manager (CFM) and Certi fied Managerial Accountant (CMA). I 

worked in Public Aeeoun ling as an auditor for KP MG for fo ur years beginning in 1992 

and in pri vate industry as an Accounting/Finance manager since thaltime unt il the 

present. I have been employed as the CFO of arbon/Emery Telcorn, Inc. s ince 2006 

where I am responsible for the management o f the account ing, finance, and compliance 

functions and employees. 

On whose behalf al'c you presenting tcstimony? 

I am presenting testimony on behalf o f Carbon/Emery Telcom, Inc. (" arbon/ Emcry" or 

"Company") in uppOl1 of its Amended Application for Increased Support from the 

UUS F. 
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The purpose of my testimony is to provide detailed explanations (or selected financial 

and statistical information supporting Carbon/ Emery's Amended Application lor 3n 

Increase in UUSF Support. Specificall y, I will provide testimony that will support 

Confidential Exhi bits Carbon/ Emery DW 1- 14 which are attached to thi s Amended 

Testimony as Confidential Exhibits. 

Wby did Carbon/Rmery file an Amended Application'! 

The original filing made on March 27, 2015 incorrectl y included tax prefcrence itcms 

(deferred taxes) related to non-rate base assets (acquisition adj ustment - intangibles). 

The improper inclusion resulted in an incorrect rate base reduction. This improper 

inclusion required adjustment and a subscquent amendment to the original filing which is 

be ing filed herewith. 

Can you briefly summarize the changes found ill the Amended Application and 

your Amended Oil-ect Testimony? 

The Amcnded Appl ication includes an inereasc in the Rate Base, a minor change in the 

Rate o f Return (due to mix of Imrastate vs. Interstate asscts), and an increase in required 

UUSF including associated "gross-up" taxe .. The tOlal UUS I' increase related to the 

Amended Application is $253 ,647, lor a requested increase in IJIJS F of $8 16,909. 

,'lease identify the Exhibits to your testimony . 
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The individual arbon/Emery Con fidential F.xhibit. include: 

Exhibit Carbon/Emery DW I -
'xhibi t arbonlEmery OW 2 -

Exhibit arbon/Emery 0 ~ 3-
Exhibit CarbonlEmery DW 4 -
F.xhibit Carbon/Emery DW 5 -
Exhibit arbon/I~mery OW 6-

F.x hibit 'arbon/Emery OW 7 -
Exh ibit Carbon/Emcry DW 7a
Exhibit arbon/F.mcry DW 7b-

F.xhibit Carbon/Emery OW 7d
Exhibit Carbon/Emery DW 8-

Exhibit Carbon/Emery D W 8a-

Exhibit ru·bonlEm.:ry D 9 -
Exhibit Carbon/Emery DW 9a
Exhibit Carbon/EmelY DW 9b
Exhibit Carbon/Emery OW 9c-

Exhibit CarbonlEmery DW 9d
Exhibit Carbon/Emery DW 9c
F.xhibit CarbonlEmery DW 9 r~ 

Exhibit Carbon/Emcry DW 9g
Exhibit Carbon/Emcry DW 9h
Exhibit Carbon/Emcry DW 9i
Exhibit Carbon/Emery DW I 0-
Exhibit Carbon/Emery DW I Oa
Exhibit Carbon/ Emery DW I Ob
Exhibit Carbon/EmelY DW 11-
Exhibit Carbon/Emery OW 12-
Exhibit Carbon/Emery OW 13-
Exhibit CarbonlEmery OW 14-

UUSF Calculation Worksheet 
Ratc Sa. c Calculat ion 

ost or-Capital / Rate of Return ,alculations 
Trial Balances - 2013 and 20 14 (6 pages) 

ash Working Capital Calculation 
ummary f Apportionment Ratios by Account -

20 13 
Known and Measurable Adjustment Summary 
Landline Loss 
Local Service Rate Imputation to Base Affordable 
Rate 
Shared Asset Allocation 
20 13 Carbon/Emery Telcom Cost Study-Part 36 (28 
pagcs) 
20 13 Cost Study - Combined Regulated Entities (57 
pages) 

ost lIocation Manual Accounting and G neral 
Cost Allocation Manual - CAI:lS Allocator 
Cost Allocation Manual - Business Solutions 
Cost Allocation Manual - Outside Plant and 
Dispatch 
Cost Allocation Manual - Inside Plant 
Cost Allocation Manual - Engineering 
Cost Allocation Manual - Billing and Collection 
Cost Allocation Manual - HR Allocation 2014 
Cost Allocation Manual - Regulated Allocator 
Cost \location Manual - CSR Allocator 
20 13 Audited Financial tatements (34 pages) 
20 13 Audit Journal Entries 
Year 2013 Audi t Ex it Mcmo (7 pages) 
Personnel Chan / Line or Authority 
Corporate tructure 
Bad Debt Expense and Subsequent Collections 
Income Tax Gross up Calculation 

WCI'C the Exhibits I·cfc .... cd to above and thc supporting workpapcrs PI·cpll .. cd by 

you Il .. prepared unde .. YO UI' supervision'! 

• 

• 
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Yes, I prepared, or participated in the preparation of the Confidential Exhibits idelllified 

above. 

Why have yo u identified the Exhibits as confidential '! 

The Exhibit s, as prepared , contain proprietary financial in formation related to the 

Company and its operations, which constitute trade secrets or are otherwise of such a 

highl y sensitive or proprietary nature that public d isclosure would be inappropriate and 

detrimental LO the Company. 

What is the pl'oposed test period specificd in the Amended Application and bow was 

it derived? 

Carbon/Emery proposes to use calendar year 2014 as the test period for the purpose of 

determining the appropriate amount of UUSf support. Accordingly, tJle Application and 

Confidential Exhibits are based upon linancia l informat ion lor the 12 months ending 

December 3 1, 2014 . This test period selection is consistent with the Conmlission's 

hi storic treatment of rural local cxchange carriers in Utah. 

This hi storica l " test period" was then adjusted fo r "known and measurable" changes in 

operations, which more accurately refl ect Carbon/Emery 's ongoing cost of providing 

telecommunications services. These pro forma adjustments are contai ned in Confidential 

Exhibits Carbon/ Rmery OW 7, 7a, and 711. 
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Have yo u c,llculated Carhon/Emery's Reven ue Deficicncy? 

Yes. Confidentia l Exhibil CarbonlEmery DW I rcflccls n revenue deficiency of 

!! 16,909. 

How was Ca l'bon/Emcry's revcnuc deficiency dClcnnincd? 

arbon/ Emery is a rate-of-return regulnled local exchange carrier in both federal and 

slate juri dictions. Accordingly, Carbon/ Emery maill1ains its accounting records in 

accordance with the Federal Communications Commission's (FCC) Pan 32 Uniform 

System of ccounls ("U ON'), as required by Conunission Rules.' As a result, Ihc 

ompany 's mended pplication compli s \ ith FCC rul s guiding the measurement, 

gatht:, ing, and allocation of th costs necessary to provide regulated lelecommunications • 

services, inc luding the FCC rule' contained in ParI 32 Hnd Pan 64 ( ubpan I, Allocation 

of Costs). 

To determine Carbon/ Emery's revenue deficiency, first Ihe Company's rate base was 

multiplied by a reasonable rale-of- relul'll to determine the allowable retul'll, which is 

rent:ctcd in Cell F32 of Confidenlial Exhibit Carbon/ Emery DW I. ext, because the 

Company's allowabk return is an after- tax amount, it must be "grossed-up" to a level 

that will sustain the r qui red return after CarbonlEmery recognizes the associated federal 

and state income taxes. The calculation of the et to Gross Multiplier is identified in 

Confident ial Exhibit arbon/Emery DW 14. The net operaling income is Ihcn deducted 

Ipse ){746·140.2 • 
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from the grossed up allowable rcturn, which results in a rcvcnue de ficiency of $8 16,909 

is identified in Cell E2 of Confidential Exhibit Carbon/Emery DW I. 

Is Cll/'bon/Emcry charging its customcrs the Commiss ion approved affol'(lablc bllsc 

ratc? 

Yes. Carbon/Emery's rates are $ 16.50 for basic rcsidential (R I) service and $26.00 for 

basic business (B I) service per line per month . 

Is Cal'bon/Emcl')' PI'oposing to I'ccovcr the rcvenue deficiency of $479,983 from the 

UUSF'! 

Yes. Carbon/Emery proposes that it recover an add itional $8 16,909 UlUlually through 

UUSF disbursements, in addition to the $1 ,038,714 that Carbon/Emery is currently 

receiving from the UUSF. This will enable Carbon/Emery to continue providing service 

to its customers at an affordable rale, and to initiatc capi tal projects that may have been 

delayed by thc Company's current insufficient earn ings. 

Have you calculated Cal'bou/Emery's Rate Base for purpose of this proceeding'! 

Ycs. Confidential Ex hibit Carbon/Emery DW 2, attach cd hereto, provides a calculati on 

or the Company's tota l rate base. Thc Confidcntial Exhibil Carbon/Emery DW 2 begins 

with historical Planl Balances for the beginning of20 14 and Plant Balances at the end of 

20 14, and calculates Ihe 20 14 Plant Balance A verage. Known and measurable changcs to 
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Rate Bas.:: arc added to the Average Plant Bll lancc to dclcnnine the arbon/Emery's 

Adjusted Rate [lase. 

When dcscribing Confidential Exhibit Carbon/Emery DW 2 a"nve, you indicatc 

that it contains adjustmcnts for· known and measu,·ablc changes to regulated ratc 

base. Plcllse descr·ibe those adjustments. 

There is one adjustment to Rate Base contained in Exhi bit Carbon/Emery DW 2: an 

addition fo r Plant in Service. The increase to Plant in Service reflects an allocation 0)" 

shared vehicles, work equipment and computer to Carbon/Emery from Emcry 

Tclecommunications & Video Inc. The shared ass ts ben fit Carbon/Emery through 

better utilization and cost sharing thus reducing the operating cxpcnse and capital need d • 

to sustain the regulated operations. 

What cost of capital has Ca rbon/Emery used in this Amended Application? 

Carbon/Emery is using a composite rate of 10.50%. 

Please explain how you arrived M Carbon/Emery's Cost of Capital. 

In accordance with SF policy, arbon/Emery has calculated a blended cost of capital, 

which represents the weightcd average of an interstate rate of return of I 1.45% and a 

state rate of rcturn of9.86%. Carbon/Emcry's intrastate cost 0[" capi tal was derived using 

the DPU' . suggested imputed capital structure of 65% equity and 35% debt. For the 

individual components of its capi tal structure, Carbon/ Emery has used a cost 0[" debt of • 
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5.636% and a cost or equity of 12. 13%, which results in a compositc intrastate rate-ol"-

The consolidated Company docs not carry any long term debt; therel"ore the Company's 

cost 01" debt was derived from debt that ex isted with CoBank during the 20 13 base year. 

The debt with CoBank carried a statcd rate 01'5 .636% ,Uld was paid orr in Jmlllary 2014. 

The interstate return of 11 .45% is derived from NECA's Form 492 filing wi th the FCC 

on eptcmber 30, 2014 for calendar year 201 3 pool participants. 

Please explain how the Company's blended Cost of Capital was derived. 

The Commission's Total Company Rule requires a "blending" or the authorized cost of 

capital costs in the state and interstate jurisdictions. This weighting of the jurisdictional 

capital costs was based upon the jurisdictional separation of Carbon/ Emery 's rate basc in 

accordance with thc FCC's Part 36 rules. Carbon/ Emcry 's Part 36 Jurisdictional 

Separations arc contained in Confidential Exhibit CarbonlEmery DW 8, attached hereto. 

The Company's jurisdictional percentages (intrastate and intcrstate) are contained in 

Confidential Exhibit CarbonlEmery DW 3, and are applied to the intrastate and interstate 

costs 01" capital to determine the Weighted Cost of 10.50% as contained in Confidential 

Exhibit Carbon/ Emery OW 3. 

l Carbon/ Emery's requested cosl of equity mirrors ahe cosl of equity used and approved by the Commission in olher 
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Can you describe Coufidential Exhibit Carbon/Emery OW 4'1 

Yes. Confidential Exhibit Carbon/Emery DW 4 contains thc Trial Balances for 20! 3 and 

014, provided to assist the Divis ion wilh its rev iew of Carbon/Emery's re venue 

deficiency. 

Can YOIl describe Confidential Exhibit Carbon/Emery DW 5? 

Confidential Exhibit Carbon/ Emery DW 5 contains the ash Working apital 

Calculation that supports the Cash Working Capital figure that is contained in the Rate 

Base Calculation in Confidential Exhibit Carbon/Em cry DW 2. 

Please describe Confidential Exhibit Carbon/Emery DW 6? o 
Confidential Exhibit Carbon/Emery DW 6 contain thc Summary of Appol1ionmcnt 

Ratios by Account fo r 20 13, which supports the jurisdictional separations con tai ned in 

Confidential Exhibit arbon/Emery DW !l. andu'ed in the ca lcu lation ofthc Rate of 

Return and Cost of Capital in Confidenti al Exhibit Carbon/Emery DW 3. The 20 13 

apportiOlilllen t ratios are summarized from the mo. t recently ava ilable cost study 

performed by Mos Adams for Carbon/ c mery. This Illost recent co t wdy is inc luded in 

Confidelllial Exhibit. Carbon/Emery OW 8 and 8a. 

Plcasc describe Confidcntial Exhibit Carbon/Emcl'Y OW 7. 

recent UUS F proceedings. • 
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Confidcntial Ex hi bi t Carbon/ Emery OW 7 summarizes the known and measurable 

changes that Carbon/Emery has ineluded in its Amcndcd Application which are included 

in Confidcnti al Exhi bits Carbon/ Emery DW 7, 7a, and 7b. 

Confidential Exhibit Carbon/ Emery DW 7a idcntifies a known and measurable change 

For landline loss and projected revenue decrease. 

Confidcntial Exhi bit Carbon/Emery OW 7b detai ls the shared asset allocation identified 

as a known and measurable change to Ratc [lase in Confidcntial Ex hibit Carbon/Emcry 

DW 2. 

Please describe Confidential Exhibit Carbon/Emcry OW 8. 

As previously indicated above, this Exhibit contains Carbon/Emery 's Part 36 

Juri sdictional Separations from the 2013 Cost Study pcrformcd by Moss Adams for 

Carbon/Emcry. Confidential Exhibit Carbon/Emcry OW 8 represents the Carbon/Emery 

portion of the separations; Confidential Ex hibit Carbon/ Emery DW 8a represcnts thc 

combined cost study arca scparations (Emery Telephonc, Carbon/Emery Telcom, and 

Hanksville Telecom). 

Plcasc dcsc"ibc Confidcn tial Exhibit CaI'bon/Emery OW 8a. 
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Confidential Exhibit Carbon/ Emery OW 8a conla ins the Part 36 and Part 69 seclion of 

Carbon/Emery's 2013 Cost Study for Combined Regu lated Entities (Emery Telephone. 

Carhonffi l11ery Teicom, and Hanksville TeJcom), 

C an you describe Confidential Exhibits C al'bon/Em cry DW 9a through 9i? 

Yes, Brien y, these Exhibits arc separate portions o f Carbon/Emery Cost Allocation 

Manual which identi fy the vari ous methods by which Carbon/Emery allocates various 

costs amongst its separat e companies: 

Exhibit arbon/Emery OW 9 
Exhibit Cllrbon/ Emery DW 9a 
Exhibit Carbon/Emery OW 9b 
Exhibit 'arbon/ Emery OW 9c 

Exhibit Carbon/ Emery DW 9d 
Exhibit Carbon/ Emery DW ge 
Exhibit Carbon/ Emery OW 9f 
Ex hi bit Carbon/ Emery OW 9g 
Exhibit Carbon/Emery OW 9h 
Exhibit Carbon/ Emery OW 9i 

Cost Allocation Manual - Accounting and General 
Cost Allocation Manual - CA BS Allocator 
Cost Allocation Manual - Business Solutions 
Cost Allocat ion Manua l - Outside Plant and 
Dispatch 
Cost Allocati on Manual - Inside Plant 
Co t Al location Manua l - Engineering 
Cost Allocat ion Manua l - Billing and Collecti on 
Cost Allocation Manua l - IIR Allocation 201 3 
Cost Allocation Manua l - Regulated Allocator 

ost A 1I0cati on Manual - C . R Allocator 

Have you provided Auditcd F inancial Statements for 2014 with youl' Amcndcd 

Application '! 

No, The 20 14 Aud itcd Financial Sta tements are not yet complete, I will supplement my 

testimony with the 20 14 Audited Financial Statements, 2014 Journa l entries, and 20 14 

Audit ~cmoranduJ1l when we have received them, 

HlIvc yuu provided Audited F inancial S tatemcnts w ith your Amcnded Applicat io n'! 

• 

• 
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Yes. Attached to thi s Amended Testimony as Confidential Exhibits 10, lOa, and lOb are 

the 20 13/\'udited Financial Statements, 20 13 Audit 10urnal Entries; and Year 2013/\'udit 

Exit Memo. 

Clln you describe Confidential Exhibits Carbon/Emery OW 11 and 12? 

Exhibit II contains a personne l chart and line of authority for CarbonlEmery, and Exhibit 

12 illustrates Carbon/Emery 's corporate structure. 

Can YO II describe Confidential Exhibit Carbon/Emery OWI3'! 

Yes. Confidential Exhibit Carbon/Emery DW 13 describes Carbon/Emery's bad debt 

expense net ofeollections during the 2014 base year. This data is presented in 

conjunction with end-user sales revenue and as a percentage of this associated revenue. 

Similar data for related parties is also presented for comparison. 

Clln you describe Confidential Exhibit Carbon/Emery OW 14? 

Yes. Confidentia l ' xhibit Carbon/ Emery DW 14 calculates the Utah "net to gross 

multiplier" using both state and federal statutory tax rates. The long-establi shed 

regulatory principle of "grossing up" required return simply calculates the add itional 

income tax expense that arbonlEmery - or any otller rural LEC in the state - will incur 

as a result of the increased revenue from the UUSF. By grossing up the required return, 

Carbon/Emery sustain ' the required return after calculation of actual taxcs. 
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Do yo u bc licvc that an incrcllsc in annual l)USF SUppOI·t in the amount of 58 r 6,909 

to CarbonlEmuy is just and reasonable and ill the public intcrcst'! 

Yes. 

I)oes that conclude your dil'eet testimony? 

Yes it does. 

o 

• 
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S I'I'L£MENTAL DIRECT TESTIMONY OF DARREN WOOLSEY 

W hat is you r name? 

My namc is Darrcn Woo lscy. 

Dy whom al'e you employed lind ill what capacity? 

I am elllpluyed by arbon/Eme'y Tclcolll, III". as its Chi"rFinancial Officer. 

Have you pl'eviously pl'ovided Direct Testimony in this matter '! 

Yes. With thc fi ling ofCarbon/Emery Tclcom, Inc.'s Amended Application for Increase 

in UUSF on April 2, 20 15 ("Amcnded Application"), I fil ed direct testimony in support 

oftlle Amendcd Application. My tcstimony included Confidential Exhi bits 1- 14 (with • 
subpart s). 

What is the purpose of this Supplemental Direct Testimony? 

Included in my Direct Testimony werc Exhibits 10, lOa, and lOb, which are the 20 13 

Auditcd f inancial Statements, the 20 13 Audit Joumal Entries, and the Year 20 13 Audit 

Ex it Memo. I indicatcd in my Direct Te ·timony, on lines 252-254 I indicated [ would 

supplcmcnt my testimony with the 20 14 Audited Financial Statemcnts, 2014 Journal 

Ent ries, and 2014 Audi t Memorandum when thcy were received from the aud itors. The 

purpose of my supplemen tal direct testimony is to provide, as Confidential Exhibit 15 to 

the Supplemental Direct Testimony, the 20 14 Audited Fi nancial tatemen's, 20 14 Journal 

Entries, and 20 [4 Audit Memorandum for Carbon/Emery Telcom, Inc. • 
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Is there anything containcd in Confidcntial Exhibit IS that would c1110ngC thc 

llmount of the USF requested? 

o. 

Does that conclude your supplemental direct tcstimony? 

Yes it docs. 
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SUPPLEMENTAL DIRECT TESTIMONY OF DARREN WOOLSEY 

W hat is your Ilnmc'! 

My name is Darren "Voolsey. 

By whom lIrc you employcd and in what capaci ty? 

I am employed by Carbon/ Emery Telcom, Inc. as its Chief Finuneial Officcr. 

Have you previo usly provided Direct Tcstimony in this m:lttcr'! 

Yes. WiTh the filing of Carbon/ Emery Telcom, Inc.'s Amended Application fo r Increase 

in UUSF on April 2, 201 5 ("Amended Applicati on"), I fil ed direct testimony in support • of the Amended Application. My testimony included onfidential Exhibits \ - 14 (with 

subparts). 

What is thc PUI'pose of this S UPIJlcmcntll1 Direct Testimony? 

Incl uded in my Direct Testimony were Exhibits 10, l Oa , and l Ob, wh ich are the 201 3 

Audited Financial Statements, the 20 13 Audit Journal Entries, and the Year 2013 Audit 

Ex it Memo. I indicated in my Direct Testimony, on lines 252-254 I indicated J would 

supplemcnt my testimony with thc 20 14 Aud ited Financial Statements, 2014 Journal 

Entries, and 2014 Aud it Memorandum when they were rece i ved from the auditors. The 

purpo c of my supplemental direct testimony is to provide, a Confidential Exhibit 15 to 

the SupplementalOirect Te ·timony, the 20 14 Audi ted Financial S tatements , 20 14 Journa l 

Entries, and 2014 Audit Memorandum ~ r Carbon/ Emery Telcom, Inc. • 
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Is there unything contained in Confidential Exhibit IS thut would change the 

umoullt of the UUSF requested'! 

o. 

Docs that conclude your sUJlJllemclltll1 direct testimony'! 

Ycs it does. 
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REBUTTAL TESTIMONY OF DARREN WOOLSEY 

What is your name? 

My name is Darren Woolsey. 

By whom are you employed and in what capacity? 

I am employed by Carbon/Emery Telcom, Inc. as its Chief Financial Officer. 

There are numerous references to various affi liated entities in the 

testimony, can you please identify the affiliated entities and the 

abbreviations you will use in this testimony to refer to each? 

Yes. The affiliated entities and the abbreviations I will use to refer to each are: 

• Emery Telecommunications & Video, Inc. (ETV) provides internet, circuits, 

fiber transport, VOIP voice, customer premise equipment, and retail 

computer sales and service. 

• Emery Telcom Video, LLC (ETV LLC) provides cable tv. cable internet, 

and loca l advertising. 

Have you previously provided Direct Testimony in this matter? 

Yes . With the fi ling of Carbon/Emery Telcom's Application for Increase in UUSF 

on April 2, 2015 ("Application"), I filed direct testimony in support of the 

Application . My testimony included Confidential Exhibits 1-14 (with subparts) . I 

also provided Supplemental Direct Testimony on April 24 , 2015 to include the 

ERRATA 
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2014 Audited Financial Statements, 2014 Journal Entries, and 2014 Audit 

Memorandum when Carbon/Emery Telcom, Inc. received them from the auditors. 

What is the purpose of your reply testimony? 

The purpose of my rebuttal testimony is to respond to the various testimonies 

fi led in th is proceeding by the Division of Public Util ities (the "Division") and the 

Office of Consumer Services ("Office") . In their testimonies, these parties 

propose modifications to Carbon/Emery's Application for Increase in UUSF. In 

this testimony, I recommend that the Commission modify or reject many of these 

proposed modifications. Specifically , I will address the testimony of: 

• William Duncan, Division of Public Utilities; 

• Joseph Hellewell, Division of Public Utilities; 

• Bion C. Ostrander, Office of Consumer Services; and 

• David Brevitz, Office of Consumer Services. 

Have you reviewed the testimony of the individuals you have identified 

above? 

Yes. 

Please identify the exhibits to your testimony. 

I am attaching the following Confidential Exhibits: 

• Carbon/Emery Rebuttal Testimony of Woolsey - Cable Internet Migration -

Exhibit 1 

ERRATA 
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• Carbon/Emery Rebuttal Testimony of Woolsey - A&G Allocator Analysis -

Exhibit 2 

• Carbon/Emery Rebuttal Testimony of Woolsey - CSR Allocation - Exhibit 3 

• Carbon/Emery Rebuttal Testimony of Woolsey - Depreciation - Exhibit 4 

Could you please summarize your reply testimony? 

My testimony will focus on the particular adjustments that the Division of Public 

Utilities and the Office of Consumer Services are recommending in the 

testimonies filed on their behalf. Specifically, I will address: 

• Adjustment BCO-2: Allocate Corporate Overhead Expenses from Carbon to • 
ETV/Nonregulated Affiliates 

• Adjustment BCO-3: Remove Prepayments from Rate Base 

• Adjustment BCO-4: Deduct Long-Term Liabilities from Rate Base 

• Adjustment BCO-5: Remove 50% of telephone plant under construction 
(TPUC) from Rate Base 

• Adjustment BCO-6: Remove 50% of materials & supplies ("M&S") from Rate 

Base 

• Adjustment BCO-7: Reverse Carbon's Projected Access Line Reduction 

• Adjustment BCO-8: Remove Depreciation on Fully Depreciated Assets 

• Division of Public Utilities' adjustment on Depreciation 

• Adjustment BCO-9: Adjust Income Tax Expense and Reflect Interest 

Synchronization 
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What else will you address in this rebuttal testimony? 

Carbon/Emery Telcom is proposing four adjustments to the UUSF request 

contained in the initial fi ling which I will discuss in detail below. However, by way 

of summary, the four adjustments are : 

• A decrease in the three year land line loss projection to reflect actual land 

line losses experienced through August 1, 2015. This adjustment reduces 

Carbon's UUSF request by 

• An increase in revenue resulting from anticipated additional fiber to the 

home (FTTH) customers. This adjustment is increase in 

revenue . This adjustment reduces Carbon's UUSF request by 

• An adjustment to the amount of revenue requirement recognized by 

Carbon/Emery Telcom (Carbon) for interstate special access services 

referred to as "DSL revenue requirement". This adjustment accounts for 

DSL revenue requirement reflecting the 2014 Interstate Cost Study filed in 

July 2015, which was not available at the time of the initial filing . Carbon's 

portion of this adjustment resulted in an increase of revenue in the amount 

of resulting in a decrease in the UUSF request. 

• An adjustment related to long term liabilities in the amount of 

with a corresponding UUSF impact of (10.5001 % Carbon filed 

rate of return). 

ERRATA 
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As indicated, I discuss these adjustments in detail below, the combination of the 

four proposed adjustments would result in a decrease of from 

Carbon's initial Application fil ing (-$_ -$_ + _ - _ = -$_ plus the tax reduction effect on these adjustments of -$_. 
Do you agree with Mr. Ostrander that UUSF proceedings warrant rigorous 

analysis and oversight? 

Carbon/Emery Telcom consistently files annual reports with the Division of 

Telecommunications and receives review and oversight. Furthermore, Carbon 

has not filed for increased rates but has filed for an increase in distribution out of 

the UUSF. Also, the Division and Office reviewed Emery Telcom and 

Carbon/Emery Telcom in a similar proceed ing in 2014. Mr. Ostrander's 

testimony discredits the purpose of Universal Service by stating that no direct or 

measurable benefit accrues to citizens in areas not receiving UUSF funding. The 

very concept of Universal Service inherently recognizes the value of providing 

affordable service to higher cost rural areas and connecting urban Americans to 

their rural counterparts. Citizens in urban areas pay into the UUSF for the ability 

to call citizens who live in high cost rural areas. Universal service benefits both 

urban and rural customers and the Office of Consumer Services represents both 

urban and rural consumers and is mandated to assess the impact of regulatory 

action on all residential consumers and small businesses (both urban and rural) . 

All telephone customers pay into the UUSF. The desire to minimize the 
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115 payments into the UUSF should not outweigh the proper use of the funds to 

116 further the public interest of providing service (including advanced services) to 

117 rural end user phone customers and special access (small commercial) 

118 customers. Additionally, it is critical to remember that carriers who receive UUSF 

119 funding also have carrier of last resort and E911 obligations. Ubiquitous service 

120 in Carbon's area would not be possible without federal and state universal 

121 service support. 

122 

123 Q. Are you familiar with the Office's adjustment BCO-2 which purports to 

124 allocate corporate overhead expenses from Carbon to non-regulated 

,~5 affiliates? 

126 A. Yes. Mr. Ostrander proposes a modification of Carbon's A&G Allocation factor. 

127 In Carbon's Application , Carbon applied an A&G Allocation factor of _% 1 to 

128 regulated operations and _% to non-regulated operations. The A&G allocator 

129 is used for several departments including CEO, Board of Directors and Public 

130 Relations/Marketing (PR/MK). Mr. Ostrander proposes a change of the A&G 

131 Allocation Factor to _%_% for CEO and Board of Directors and _ reg 

132 _ non-reg lor PR/MK. 

133 

1 In Table BCO-2 in Mr. Ostrander's testimony he correctly identifies the A&G Allocation Factor as 
• • / •• % regulated to non-regulated . However, in Table BCO-4, and on line 711 of Mr. 
Ostrander's testimony, Mr. Ostrander incorrectly identifies the A&G Allocation Factors as "1 .• % regulated/non-regulated. 
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Do you agree with this proposed adjustment? 

No. As I detail below, Carbon's allocation factors are accurate and no adjustment 

is needed. Mr. Ostrander's analysis is cursory and flawed. Mr. Ostrander states 

that Carbon has inappropriately used allocators to overstate regulated allocated 

expenses and understate non-regulated allocated expenses. However, much of 

the analysis performed by Mr. Ostrander and included in his testimony in lines 

738 to 779 was based on unconfirmed and inaccurate assumptions, and the data 

used to perform many of the calculations was incorrect This erroneous data was 

then used to justify a proposal to change the CEO and Board allocations to 50% 

reg 50% non-reg . • 
Please explain. 

It is Mr. Ostrander's opinion that costs have been shifted from non-regulated 

entities to the regulated entities. To support this opinion , Mr. Ostrander 

examined the Consolidated Financial Statements and "other information" which is 

not identified in Mr. Ostrander'S testimony. The Office found that "certain financial 

data, allocations, and changes in amounts from year to year appear unusual or 

appear to favor the non-regulated affiliates," and concluded without explanation 

that "this type of information lends support for my adjustment to reallocate some 

expenses from regulated to non-regUlated operations ." 

• 
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Do you know what financial data, allocations, and changes in amounts 

156 from year to year appeared unusual to Mr. Ostrander? 

157 A The Office referred to the net income for the regulated companies, and found that 

158 the net income for the regulated companies decreased from _ to _ from 

159 2013 to 2014. However, these numbers are incorrect. Review of the 

160 Consolidated Financial Statements shows that the correct numbers regarding the 

161 regulated companies' net income are _ and _ for 2013 and 2014 

162 respectively, evidencing a reduction of regulated net income of _ not 

163 _ as stated by Mr. Ostrander. 

164 

. ~O Q . Were you able to determine where Mr. Ostrander's regulated net income 

166 numbers came from? 

167 A No, I was not, but I can explain the reduction in regulated net income, and clarify 

168 why Carbon needs additional UUSF support. The decrease in regulated net 

169 income was almost entirely recorded on the books of Emery Telcom (not Carbon) 

170 as demonstrated below: 

171 

172 [CONFIDENTIAL TABLE REDACTED] 

173 Source: 2013-14 audited financial statements as provided to the Office and DPU 

174 

175 As shown in the table above. the net income of Emery declined by _ , 

. J The decrease is not the result of shifting costs, as inferred by Mr. Ostrander, but 
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177 primarily the result of lost revenue of _ and to a lesser extent the investment 

178 in FTTH resulting in increased depreciation of _ . The largest revenue 

179 decrease was due to a federally dictated loss of reciprocal compensation 

180 revenue associated with CAF-ICC reform _ . Other state access revenues 

181 declined by _ , primarily as a result of this same CAF-ICC reform. Local 

182 service revenues declined by _ due to declining local service customers. 

183 Billing and collection revenue declined by _ as described in Emery's 

184 response to DPU 4 2.2. Other revenue declines amounted to _ . Emery 

185 Telcom did experience some expense increases. Depreciation increased by 

186 _ as a result of increased investment. All other expenses however only 

187 increased by _ . This accounts for the change in net income of _ • 
188 on Emery Telcom. The _ increase in all expenses excluding depreciation 

189 does not support the offices premise that costs were shifted from the non-

190 regulated entities to the regulated entities. 

191 The majority of the regulated decline in revenue highlighted by Mr. Ostrander 

192 was due to revenue decreases on Emery. Carbon did evidence a smaller 

193 reduction in net income of _ from 2013 to 2014 demonstrated in the chart 

194 below: 

195 

196 [CONFIDENTIAL TABLE REDACTED) 

197 

o 
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Source: 2013-14 audited financial statements as provided to the Office and DPU. 

This chart illustrates that Carbon actually had some revenue gain (special access 

less a partial offset from land line loss) , and that the loss in net income was 

largely due to additional depreciation associated with recent and ongoing plant 

additions. 

So did expenses shift from the non-regulated companies to the regulated 

companies? 

No. Expenses did not shift from non-regulated companies as suggested by Mr. 

Ostrander. In fact, as shown, Carbon's "other expenses" only increased 

_ from _ to _ . 

What conclusions do you draw from a review of the net income numbers? 

The conclusions to be drawn from a top level financial analysis are as follows: 

• there is no shift in allocated costs from the non-regulated entities 

• actual non-depreciation expenses did not change significantly in Carbon 

or Emery 

• the decline in the net income of Carbon/Emery Telcom was not the result 

of inappropriately allocating expenses in 2014, but rather it illustrates 

consistency between the two years. 
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220 

221 Q. Did Mr. Ostrander's use of inaccurate numbers for regulated net income 

222 affect his analysis? 

223 A. While I find it difficult to follow Mr. Ostrander's analysis, if his conclusion is that 

224 "changes from year to year appear unusual", the "unusual" appearance could be 

225 a result of his use of inaccurate numbers. In my opinion , the inaccurate numbers 

226 and shallow analysis used by Mr. Ostrander make the analysis meaningless and 

227 the conclusions reached unsupportable. 

228 

229 Q. 

230 A. 

Why? • The analysis is meaningless because Mr. Ostrander starts with inaccurate 

231 numbers on regulated net income and these incorrect numbers flow through the 

232 analysis causing Mr. Ostrander to incorrectly calculate the regulated companies' 

233 profit margin. He then compares the inaccurate profit margin of the regulated 

234 companies to his calculated profit margin on the non-regulated affiliates, which 

235 Mr. Ostrander uses (in some unascertainable way) to support his adjustment to 

236 reallocate "some expenses" between regulated and non-regulated operations. A 

237 slightly deeper analysis than that performed by Mr. Ostrander, as discussed 

238 above, evidences the reasons for the noted changes and shows why this course 

239 is not supportable. 

240 • 
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Are the regulated companies net income and profit margins the only 

242 numbers Mr. Ostrander has stated incorrectly in his analysis? 

243 A No. Mr. Ostrander identifies the ETV net income change from 2013 to 2014 as 

244 _ . The actual decrease in net income was _ . Additionally, while 

245 Mr. Ostrander correctly states the ETV net income in 2014 as _ , he 

246 misstates ETV's percentage of total consolidated profit of _%. Mr. 

247 Ostrander then discusses expenses where he highlights an increase in RLEC 

248 

249 

250 

~~I 

252 

253 

254 

255 

256 

257 

258 

259 

260 

261 Q. 

expense of _ (the operating expense increase is actually only _ ) 

and implies that this increase in regulated expenses corresponds to a similar 

decrease in ETV expenses of the same amount of _ (Operating expense 

decrease was actually~. The implication in Mr. Ostrander's testimony is 

that somehow this is related to a shift of costs from non-regulated to regulated 

operations. This is misleading due to the errors in the numbers. However, the 

increase in cost was a result of increased amortization and depreciation, which 

are the result of company specific plant investments. The remaining actual costs 

evidence only a slight increase in regulated costs of _ and a slight 

decrease in non-regulated costs of _ . Accounting for the change in DSL 

wholesale handling (discussed below), non-regulated operating expense actually 

went up by _ which does not support Mr. Ostrander's conclusion . 

What actually caused the decreases in ETV expenses and revenue? 
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262 A. The decline in both revenue and expenses in ETV related to a change in 

263 accounting for the DSL wholesale revenue charged by the regulated company to 

264 the non-regulated company which occurred when our new billing system was 

265 implemented in the fall of 2013. The new billing method avoids showing the 

266 revenue and matching expense in separate accounts on ETV and just moves the 

267 revenue to the regulated companies where it ultimately ends up under the old or 

268 new method. This change resulted in a _ decrease in ETV revenue and 

269 corresponding expense in 2014. The remaining decrease in ETV revenue is 

270 related to a decrease of DSL subscribers (ETV) as they moved to higher speed 

271 Cable Intemet (ETV LLC) between 2013 and 2014. This revenue shift can easily • 272 be viewed in the trial balances of the two non-regulated companies. 

273 

274 Q. Did the Office have the trial balances of the two companies? 

275 A. Yes. The Office had the trial balances of the two companies, the General Ledger 

276 of all companies and the consolidated financial statements with consolidating 

277 information from 2012 to 2014. However, in the testimony of Mr. Ostrander, he 

278 states "it is possible that the decrease in ETV's expense of _ and the 

279 corresponding increase in regulated RLEC expenses of _ was the result of a 

280 favorable shift of allocated expense from non-regulated operations to regulated 

28 1 operations , but that cannot be confirmed. " The reality, however, is that the GL 

282 detail and allocation detail for both years were provided to the Office, and the 

283 Office could have confirmed that the decreases in non-regulated expenses did • 
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284 NOT result from a favorable shift of allocated expenses to regulated operations. 

285 But Mr. Ostrander either did not perform this analysis or did not like the results . 

286 Rather, he relied on supposition and unsupported assumptions to justify a 

287 reduction in the allocation factor from _% regulated to _% regulated . 

288 

289 Q. Was there anything else in Mr. Ostrander's testimony related to his 

290 assertion that Carbon overstates its regulated allocated expenses and 

291 understates its non-regulated allocated expenses that troubled you? 

292 A Yes. Mr. Ostrander suggests that because ElY has profit, it can readily absorb 

293 his allocation adjustments . This seems to imply that ability to pay is a proper cost 

~ ,_4 allocation factor. This position is not reasonable; it is not supported by analysis; 

295 and it should be rejected by the Commission. It is unreasonable to have 

296 profitability drive allocations or adjustments. 

297 

298 Q. Do you find it unusual that the company does not have any allocation 

299 factors that allocate 50% or more of expenses to nonregulated operations? 

300 A. No. Because the company direct codes many costs, not all of the costs are 

301 subject to an allocation factor. Additionally, I am very familiar with the drivers 

302 that were used to develop the allocators. With a proper understanding and 

303 examination of the cost drivers, and analysis of the company's direct coding to 

304 ensure the non-regulated companies are not favored , the allocators are very 

reasonable. However neither my subjective opinion, nor anyone else's, should 
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306 be considered support for a cost allocation. Rather, any cost allocation factor or 

307 method should be supported by data, which Mr. Ostrander fai led to provide. 

308 Carbon has provided that data in response to various data requests to support its 

309 allocation factors. 

310 

311 Q. Mr. Ostrander suggests that total revenue and expenses can be used to 

312 determine the appropriate allocation factors. Do you believe the total 

313 revenue and expenses are rational drivers of costs? 

314 A. No. Revenue could be an appropriate standard to use to allocate costs if a 

315 company had homogenous products . For example, if the consolidated entity of 

316 Carbon/Emery Telcom consisted solely of Emery Telcom, Carbon Emery • 
317 Telcom, and Hanksville Telcom offering similar products at similar prices, then 

31 8 revenue could be used without significant distortion (see possible exception 

319 noted below). However when a consolidated entity offers non-homogenous 

320 services, such as cable television , broadband internet, long haul transport, and 

321 newsprint, as in the case of the consolidated entities of Carbon/Emery Telcom, 

322 revenue is an illogical basis to use when developing cost allocations. 

323 

324 Q. Please explain why revenues are not a rational driver of costs . 

325 A. As an example , consider this UUSF proceeding. Carbon/Emery Telcom is 

326 requesting an additional _ in UUSF funding . If Carbon is successful and 

327 receives this add itional revenue, a cost allocation based on revenue would result • 
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328 in increased expenses going to Carbon Emery Telcom. At first this may seem 

329 rational because a large amount of expenses were incurred to go through this 

330 process (although those costs are not likely to continue). However, let's now 

331 assume that Carbon incurs these same expenses and Carbon/Emery Telcom's 

332 current USF of _ is reduced to 0, as is being proposed by Mr. Ostrander. 

333 A cost allocation based on revenue would then result in a reduction of cost to 

334 Carbon/Emery Telcom. It is inappropriate to assume that the dollar result of a 

335 UUSF proceeding should determine cost allocations. The fact that a UUSF case 

336 is undertaken could be considered a reason for direct coding or maybe even a 

337 temporary driver, but the result of the UUSF case should not be. 

339 A second example is special access transport revenue earned from a route 

340 provided Significantly across ETV leased fibers from Grand Junction CO to Salt 

341 Lake City, Utah. This route generates revenue with only a handful of customers 

342 and related billing and compliance issues. The lease also provides for 

343 maintenance, thus ETV is not allowed to work or manage work on the fibers 

344 under such lease. As a result, this fiber generates revenue with no significant 

345 management attention, billing complexity, compliance, or customer service. If 

346 overhead costs were allocated on revenue ETV would receive an inappropriately 

347 high level of costs unsupported by actual management time based on the 

348 revenue from this route. 

~ . J 
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Similarly, but to a lesser extent, intemet revenue generated by intemet 

customers on ETV and ETV LLC are much easier to manage as a one or two line 

item billing compared to a phone customer with franchise fees , excise tax, sales 

tax, E911 , subscriber line charges. ARC charges, poison control, EAS, local 

service, call features , universal service fees, and the associated bi ll ing and 

compliance associated with all of these billing line items. These examples 

highlight the inappropriateness of revenue as a cost driver. This example also 

begins to show why the billing records are reflective of associated management 

time in managing the complexity of regulated operations including compliance, 

regulatory changes, proceedings, and oversight of CSR and administrative 

employees. • 
Do you believe expenses are a rational driver of costs? 

No. Expenses are not a rational driver of costs . 

Why not? 

There are significant direct coded expenses that have no relationship to the 

amount of time spent by the CEO, Board, Marketing/PR, or CSR's. One of the 

best examples that illustrates the problem with using expense as a substitute for 

a substantive cost driver can be seen with the expenses of Emery Telcom Video 

LLC (ETV LLC). The single largest expense category on the non-regulated 

entities is Cable TV programming costs in ETV LLC . These costs totaled • 
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_ for 2014 (activity 73 in account 7962.61 in previously provided GL 

detail). This cost alone is similar to , yet programming and 

negotiation is handled through ETV LLC's association with the National Cable 

Television Cooperative (NCTC) leaving very little management time related to 

cable TV programming. If expenses were used as an allocation basis, significant 

costs would be inappropriately allocated to ETV LLC. It simply is not logical that 

a random programming cost increase would result in additional CEO cost 

allocation. There is no reasonable correlation . 

Do the "billing record" inputs to the company's A&G allocation factor have 

a "direct" or "cost-causative" relationship to the expenses in the 

department cost pool that they are used to allocate? 

Yes . Billing records are representative because they are representative of the -

types of services, number of customers, complexity of regulatory compliance, 

and issues that the CEO/Board, and Marketing represent. Forward looking plans 

are extensions of or improvements to the existing services and have focused 

primarily of regulated issues since 2011 when CAFIICC reform was implemented 

and continues today with ACAM model based support proposals being 

considered by the FCC . Billing records also reflect forward looking CEO plans 

board decisions, and marketing efforts as these efforts can be measured in 

resulting customer growth in new and existing areas. Extension of plant to new 
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393 customers and areas is also reflected in the billing records on a slight lag. This 

394 allocator is updated frequently. 

395 

396 Q. What is your assessment of the revised A&G allocator calculation 

397 performed by Mr. Ostrander? 

398 A. Carbon/Emery Telcom is not opposed to the idea of considering other cost 

399 causative drivers in addition to billing records to maintain the accounting and 

400 general allocator. As was pointed out by Mr. Ostrander, drivers in addition to 

401 billing records have been used by Carbon/Emery Telcom in the past. However, I 

402 do not agree with all of the Offices proposed drivers, or its methodology in 

403 considering those drivers. • 
404 

405 Q Which of the proposed drivers suggested by Mr. Ostrander to you reject? 

406 A. I reject the use of "Revenue" and "Expenses" as cost allocators. For the reasons 

407 I discussed above "Revenue" and "Expenses" are not at all appropriate to use to 

408 develop allocations. 

409 

410 Q. Do you agree that Plant can be used as an input for developing cost 

41 1 allocators? 

412 A. Yes. Carbon/Emery Telcom could consider Plant as a possible cost driver to 

41 3 determine the accounting and general allocator. If "plant" were to be used, 

414 "Gross Plant" would be a better indicator than "Net Plant" because the regulated • 
ERRATA 



Docket No. 15-2302-01 
Revised Redacted Rebuttal Testimony of Woolsey 

September 4,2015 
• Page20cl55 

415 entities use group asset depreciation per FCC part 32 whereas the non-regulated 

416 entities use single asset straight line depreciation. Because group asset 

417 depreciation has had an accelerated effect on the regulated entities, use of net 

418 plant as an indicator for cost allocation would result in an artificially low allocation 

419 to the regulated entities to the extent of the accelerated depreciation. 

420 

421 Also, when using Plant as a proposed driver, shared assets need to properly 

422 accounted for and shown on the books of the correct entity based upon allocation 

423 of that asset, not ownership . As indicated in Carbon 's Application, to reduce 

424 duplication of equipment and costs, the Carbon/Emery Telcom entities share 

..... 5 certain equipment, vehicles, and computers. This shared equipment is recorded 

426 on the books of ETV. This cost of this shared equipment is then allocated to the 

427 various related party entities based upon usage or other allocators. The shared 

428 equipment is presented and discussed in the initial filing as Exhibit 7b - Shared 

429 Assets and this exhibit was used as the basis for a rate base adjustment to 

430 include the appropriate portion of shared equipment in the rate base of Carbon. 

431 Therefore, an allocator based upon plant would need to reflect the portion 

432 allocated to each entity to prevent the overstatement of assets on ETV and 

433 related understatement on each of the other Carbon/Emery related entities. Mr. 

434 Ostrander's analysis of plant as a driver does not take these issues into 

435 consideration. 
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Are there other inputs that Carbon agrees are appropriate? 

Yes. Carbon believes that records and payroll can also be valuable inputs in 

determining the appropriate A&G Allocation factor. 

Has the Office employed the proper methodology for considering these 

allocation inputs? 

No. The calculation performed by Mr. Ostrander in "Confid . 15-2302-01 - Ostr. 

WP 1.3 - Adj . BCO-2 (OCS DR 2-40 CAM Alloc.).xlsx" uses an equal weighting 

of the va rious dollar types and records . This method skews the allocation to the 

highest dollars (revenue and net plant totaling ~ and essentially gives 

no weight to billing records . A more reasonable approach is to 

assume that each of the drivers, if representative, should be given equal 

weighting. This can be easily accomplished by taking the average of the 

resulting allocation percentages of each appropriately identified driver. 

Have you recalculated the Accounting and General Allocator using 

additional inputs as suggested by Mr. Ostrander? 

Yes. Carbon recalculated the A&G Allocator using Gross Plant (properly adjusted 

for shared assets) , Monthly Records, and Payroll , and then weighted each 

associated allocation percent equally. This produced essentially the same 

allocation as was used by Carbon in the initial appl ication _% Emery (ET), _% Carbon/Emery (CT) and _% Hanksville (HT) (74.42% total to regulated 
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entities) as opposed to _% ET, _% CT, and _% HT (_ % total to 

regulated entities). This calculation can be viewed in Carbon/Emery Rebuttal 

Testimony of Woolsey - A&G Allocator Analysis · Exhibit 2.xlsx. 

Although the revised allocation would result in slightly greater expenses being 

allocated to the regulated entities (_%), because of the insignificance of the 

increase, I am of the opinion that the base year is representative and no 

adjustment is necessary. 

The Office proposed a different basis for Public Relations/Marketing 

allocations. Do you agree with the proposed adjustment? 

No. Mr. Ostrander's proposed PR/MK adjustment premise is that because there 

are three services and the one regulated service should be then allocated 33% of 

the cost; he then randomly decides 25%. Neither the 33% or the 25% is backed 

by substantive support. The three services considered by Mr. Ostrander were 

IPTV. Internet, and Phone. The affiliated companies of Emery do not offer IPTV 

but do offer Cable TV. 

When considering how to allocate costs for marketing, if certain services are not 

advertised at all they should get little or no allocation of costs, conversely if a 

particular service appears more frequently it should receive an increased 

allocation. With this in mind, only considering the number of services offered, is 

over simplistic as it does not consider the focus or frequency of marketing efforts 
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481 of these services. If services are specifically non-regulated and do not contain 

482 phone advertising they are direct coded as is the case with Moab advertising 

483 which is all direct coded to non-regulated entities and reduces the actual amount 

484 of PR/MK subject to the allocator. In the regulated operating areas, phone 

485 receives a primary focus either directly or through bundles. Due to decreased 

486 interest in land lines, the advertising of bundles is critical to the success and 

487 survival of Carbon. Bundles in the regulated operating areas are designed to be 

488 Phone and "something else" either LD, cable, internet provided over regulated 

489 plant, or internet provided over non-regulated plant. Whenever a bundle is 

490 advertised and sold the regulated entity benefits. This benefit is enhanced by the 

491 sale of long-distance or DSL which are tied to the regulated entity due to the • 
492 requirement to have a land line or to allocate additional loop cost (DSL revenue 

493 requirement) for standalone DSL. Thus, the actual sales (and advertising) of LD, 

494 DSL, and Bundles in general , benefit the regulated entity and cost should reflect 

495 this. 

496 

497 As of December 31 , 2015, nearly _ of the customers in the Carbon serving 

498 area are phone customers (_ phone vs _ (internet and cable). Of the 

499 internet customers _ were DSL making them also regulated customers (ETV 

500 purchases wholesale DSL special access service from Carbon) . The number of 

501 Carbon serving area customers being serviced by regulated plant is _ or 

502 • 
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In the absence of a more appropriate allocation basis, the current use of the A&G 

allocator by Carbon for PR/MK is reflective of the results of marketing efforts and 

is comparable to the customers being served by regulated vs non-regulated 

plant. 

In addition to the A&G Allocation change and PR/MK Adjustment, the Office 

is proposing an adjustment to the CSR Allocator. Do you agree with the 

proposed adjustment? 

No. Mr. Ostrander's proposed CSR adjustment contains a variety of errors. 

What errors are contained in the CSR adj ustment being proposed by the 

Office? 

Mr. Ostrander states that the CSR allocator should be adjusted from _% 
regulated and _% non-regulated to _% regulated and _% non-

regulated . However, Mr. Ostrander has not provided any data or evidence to 

support this conclusion . There is no evidence that Mr. Ostrander's opinion of 

how CSR costs should be allocated is more accurate than the time study 

performed by Carbon in 2010. In fact, it would appear that Mr. Ostrander did not 

verify any of his findings re lated to CSR's in the Office data requests, and as a 

result, Mr. Ostrander made several errors in his testimony re lated to the CSR 

Allocation factor. 
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Please identify the errors you are referring to. 

In Mr. Ostrander's calculation of CSR costs he uses _ total CSR dollars 

as a basis for allocating 2014 CSR costs, the correct amount of total CSR costs 

is _ which results in a 35% misstatement upfront and makes any 

resulting proposed adjustment wrong . This data is a subset of total allocations 

given to the Office in DR 2-40. Carbon has utilized an Excel pivot table to 

summarize the data and demonstrate the error, see Carbon Emerv Rebuttal 

Testimony of Woolsey - CSR Allocation - Exhibit 3.xlsx. The error was limited to 

this one data point. From the pivot table you can see that total expenses subject 

to allocation tie to Mr. Ostrander's analysis showing • in total allocated 

expenses. The highlighted green numbers on Carbon Emerv Rebuttal Testimony 

of Woolsey - CSR Allocation - Exhibit 3.xlsx also tie to amounts shown for 

Board, CEO, Marketing/PR, and Human Resources . The CSR allocation amount 

does not tie and should have been • . 

Mr. Ostrander states that there are. CSR's per DPU 1-4(b), then goes on to 

state that "It is not clear why . %, or a substantial majority of these CSR costs 

would be allocated to regulated operations". DPU 1-4(b) does not indicate that . % of CSR costs were allocated to the regulated entities. It does however 

clearly demonstrate that there were. different CSR's between January 31 , 

2012 and April 1, 2015. Mr. Ostrander failed however to notice that there were 
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547 also . additional "CSR/Advanced Trouble Shooting" employees making. 

548 total CSR's that worked in any given month over the 40 month period presented. 

549 His count does not consider turnover, part-time, or temporary employment. Mr. 

550 Ostrander also failed to notice that there was a table at the bottom of this data 

551 request that clearly demonstrates the number of employed employees in any 

552 given month. The summary is presented below with highlights for the base year 

553 and a summary at the bottom of the sheet: 

554 

555 

556 [CONFIDENTIAL TABLE REDACTED] 

• 
558 

559 Source: DPU DR 1-4b Emery & Carbon - Employee List.xlsx (highlights and summary of 

560 CSR counts below data added) 

561 

562 Q. Please explain this data. 

563 A. Though there were a total of . total different employees employed during the 

564 40 month period the number employed in any given month was never more than 

565 • . The average number of CSR's during the base period was. From this 

566 • an adjustment needs to be made for part-time employees to arrive at full 

567 time equivalents. There are . part-time employees, so a reduction of • 

&, , employees brings the FTE employee count average to • 
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Do all of the _ FTE CSR employees use the CSR allocator for their 

primary coding? 

No. Out of the _ FTE employees there are _ dispatch CSR's that primarily 

use the dispatch allocator which more closely follows plant labor. There are also 

_ CSRs included in the advanced trouble shooting CSR group and _ Moab 

CSR who's coding is all to non-regulated entities (ETV and ETV LLC) . This 

essentially lowers the actual number of CSR's using the CSR allocator for their 

primary coding to _ 

What other changes have you made with respect to CSRs? 

In conjunction with the establishment of the troubleshooting group, additional 

plant troubleshooting software tools were given to the CSR group to diagnose 

initial trouble calls. If a CSR determined that the trouble is not isolated to the 

outside plant, the call is passed to the advanced trouble shooting group. This 

greatly reduces the amount of time the CSR's spend with non-regulated 

customers. These changes were made as DSL and Cable internet customers 

increased, and despite the increased number of customers , the additional tools 

and cooperation between advanced troubleshooting has allowed customers to be 

served without requiring a significant increase in CSRs. The CSRs' actual time 

can be reviewed with a Pivot table on DPU DR1-4a Emerv & Carbon- Labor 

Reports - testimony analysis.xlsx the pivot reveals the following : 
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597 Source: Carbon Response to DPU DR 1-4a Emery & Carbon-Labor Reports -

598 testimony analysis.xlsx 

599 

600 Q. What does the Pivot table show? 

t.v I A. The Pivot table reflects the final disposition of all CSR Labor and shows use of 

602 CSR, Dispatch, Directory, and Moab CSR distributions as well as direct coding. 

603 The results indicate that more CSR time is actually coded to the non-regulated 

604 entities than the regulated entities (_% non-reg vs _% regulated). As the 

605 current actual coding is highly non-regulated and combines the proper use of 

606 direct coding and representative allocators based on real cost drivers, the 

607 hypothetical allocator proposed by Mr. Ostrander is not appropriate and is wholly 

608 without basis. 

609 

610 Q. The Office is proposing several adjustments to your rate base accounts. 

611 How did you determine the rate base accounts used in Carbon's 

6. _ Application? 
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613 A. Carbon/Emery Telcom relied on pages 17 and 18 of the Incumbent Local 

614 Exchange Carrier Annual Report to the Public Service Commission of Utah 

615 (Annual Report) for gu idance in determining appropriate rate base accounts . 

616 Carbon's Annual Report for the period January 1, 2014 to December 31 , 2014 

617 was submitted to the PSC and has been provided to the Office and DPU. Page 

618 17 of the Annual Report lists the net telecommunications plant in service by 

619 account. Page 18 is entitled "Other Rate Base Accounts" and includes a listing 

620 of accounts typically considered as part of the rate base. A snap shot of 

621 Carbon's 2014 report is shown below as an example of the included accounts : 

622 [CONFIDENTIAL EXCEPRT FROM ANNUAL REPORT REDACTED] 

623 • 624 

625 Generally the asset accounts listed in the Annual Report are added to the rate 

626 base and certain liability accounts are deducted from the rate base. Carbon 

627 included these accounts in the Rate Base in its Application as has been the 

628 practice in the previous proceedings before the PSC. Carbon has not departed 

629 from the accounts prescribed by the Utah PSC in their Annual Report nor 

630 changed the common practice with respect to rate case or UUSF filings . 

631 

632 

633 Q. Mr. Ostrander has identified 4 adjustments to rate base including 

634 Prepayments (BCO-3), Long-Term Liabilities (BCO-4), Telephone Plant • 
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Under Construction (BCO-S), and Materials and Supplies (BCO-6), Do you 

agree with any of these adjustments? 

Yes, one. I believe that deducting the Long-Term Liabilities from Rate Base 

(BCO-4) is appropriate. Carbon originally did not consider the deduction of a 

post retirement benefit obligation because it was not specifically identified as a 

liability account on the PSC report . Upon examination of the nature of this 

account as well as the handling for interstate purposes as noted by Mr. 

Ostrander, I agree that a reduction from rate base should be made. I do not, 

however, agree with Mr. Ostrander's Part 36 value used for th is adjustment. The 

Long-Term liability represents post-retirement health care related obligations and 

is appropriately removed from rate base because the company has already 

recovered the expense that created the liability in prior years. However, the total 

liability needs to be reduced by: 

• the portion created through non-income statement adjustments (other 

comprehensive income); and 

• the portion that was allocated to other non-regulated entities. 

Considering these adjustments, _ is the amount that should remain on 

Emery, Carbon, Hanksville. Only Carbon's portion, in the amount of _ , 

should be deducted from Carbon 's rate base. This amount differs slightly from 

the Part 36 amount identified by Mr. Ostrander due to the adjustments for other 

comprehensive income mentioned above. 
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657 Q. Do you agree with BCO-3 related to prepayments? 

658 A. No. I reject the appropriateness BCO-3. The inclusion of prepaid expenses is 

659 straight forward and allowed by practice. This policy should not be changed . 

660 

661 Q. Do you agree that telephone plant under construction (TPUe) should be 

662 excluded from rate base (BCO-5)? 

663 A. No. With respect to the adjustment BCO-5, Mr. Ostrander seeks to remove 50% 

664 of TPUC in the amount of _ and provides two reasons for its exclusion. 

665 The first is his opinion that a normalized basis of TPUC would result in a lower 

666 and more appropriate TPUC value. Though normalization conveniently reduces 

667 TPUC, it does not recognize that these are actual capital expenditures, that • 
668 TPUC is directly tied to plant investment, and that a lower TPUC just means the 

669 assets have moved to another rate base account (plant in service) or have not 

670 occurred yet. Carbon is not proposing known and measurable plant additions in 

671 TPUC. Rather, Carbon is only including actual plant expenditures which 

672 currently reside in TPUC. This is not an account that should be normalized to 

673 find an "appropriate" operating level. This account by its very nature accurately 

674 reflects actual plant expenditures. 

675 

676 Q . What is the second reason that Mr. Ostrander gives for removing 50% of 

677 TPUC? • 
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Mr. Ostrander also suggests that we should consider the "matching principle" 

which is a GAAP principle not a "regulatory" principle. Matching attempts to align 

the financial impact of actual events to the periods in which they occur. As 

examples: 

• a retail sale should match corresponding reductions in inventory and 

recognition of cost of goods sold in the same period ; 

• expensing of a prepaid should be ratably over the periods of benefit; 

• in the case of assets, they are not depreciated until they are placed in 

service; 

• likewise existing assets that new assets are to replace are not reduced on 

the books until they incur an impairment or are actually taken out of 

service. 

Mr. Ostrander's strange interpretation of mismatching does not provide adequate 

basis for adjustment; by suggesting that Carbon should somehow project an 

offset to the inclusion of TPUC of events that have not occurred. With respect to 

capital expenditures I have never heard of projecting future revenues, affiliate 

transactions, or disposals related to an asset addition that have not yet occurred 

under the theory of matching. This would in fact be a violation of both the 

matching principle which requires a transaction to be recorded in a correct period 

and also a violation of a second GAAP principle which prevents the recognition of 

contingent gains. Mr. Ostrander's arguments on removing 50% of TPUC should 

be rejected. 
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Do you agree with the Offices' proposed adjustment for Materials and 

Supplies contained in BCO-6? 

No. In BCO-6, Mr. Ostrander has proposed a reduction in materials and supplies 

to a "normalized" lower level arguing that the current level is artificially high. 

While the current level of materials and supplies on site is higher than historical 

levels. the higher level is real , on site , and necessary due to several factors: 

• Carbon is experiencing increased construction activity associated 

with the FTTH curb and business district in Price ; 

• Carbon's lead time on fiber and fiber related products has • increased . Carbon is currently experiencing delivery delays of three 

to six months. 

• As a result of the increase lead times with vendors, Carbon is 

required to keep more inventory on hand to prevent shortages, and 

work stoppages that will result if required fiber and fiber facilities 

are not on site. 

The increased level of inventory is anticipated for at least the next five years and 

is properly reflected in the rate base at full value. 

The Office is proposing a depreciation adjustment on assets that the Office 

believes are either fully deprec iated or will be fully depreciated in about 2 

years (BCO-S). Do you agree with this depreciation adjustment? • 
ERRATA 
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No. Mr. Ostrander refers to his adjustment of BCO-8 as "remove depreciation 

723 expense on fully depreciated assets". Carbon has not depreciated any asset in 

724 excess of the book value of the asset. We assume that what Mr. Ostrander is 

725 attempting to describe is the effect of group asset depreciation. As indicated in 

726 the testimony of Douglas Meredith, group asset depreciation is an FCC 

727 prescribed method of depreciation which can have an accelerating effect on 

728 depreciation in cases where there are older assets included in the group subject 

729 to a depreciation calculation. However, group asset depreciation only 

730 accelerates depreciation ; it does not result in over-depreciation (depreciation in 

731 excess of the book value) of any asset. 

733 Q. 

734 

735 A. 

736 

737 

738 

739 

740 

741 

742 

. 
I 

What errors has Mr. Ostrander made in his depreciation adjustment 

contained in BCO-8? 

Mr. Ostrander's BCO-8 claims to reduce "depreciation expense by _ 

(and corresponding increase in accumulated depreciation in rate base of 

_ on assets that are either fully depreciated or (sic] will be fully 

depreciated within about _ years." Mr. Ostrander provides no rationale for his 

recommendation to exclude depreciation expense in the amounts ~or 

Other Work Equipment and ~or Interexchange Circuit Equipment. He 

states that these accounts became fully depreciated in 2014 so he just excludes 

the entire amount. This position assumes no continuing investment which would 

result in the continuation of depreciation. Continued investment is anticipated 
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744 since the company is a going concern , and I assert that the depreciation levels 

745 projected in the base year are representative of expected levels for at least the 

746 next five years based upon this investment. 

747 

748 Q. Are there other accounts that Mr. Ostrander adjusted besides "Other Work 

749 Equipment" and " Interexchange Circuit Equipment"? 

750 A. Yes . Mr. Ostrander concludes that the deprecation in accounts for Subscriber 

751 Circuit Equipment and Aerial Cable is currently overstated and that it will largely 

752 disappear in four years _ years for the accounts subject to his 

753 adjustment}. This position again erroneously assumes no continued investment 

754 and no disposals. Additionally, there is no determination whether the current • 
755 depreciation level of the chosen account groups is materially accelerated or is a 

756 representative amount. A summary of data for the two targeted adjustment 

757 accounts is as follows: 

758 [CONFIDENTIAL TABLE REDACTED) 

759 

760 Source: From Confid . - 15-2302-01 Ostr. WP 1.8 - Adj. BCO-8 - DPU 1-11 Deprec. 

761 Exp.xlsx - tab Dep Calc. and FCC 481 filing. 

762 

763 Q. What does the above table show with regard to Subscriber Circuit 

764 Equipment? 

• 
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The first targeted account, Subscriber Circuit Equipment _ , with a GBV 

and NBV of ~nd _respectively and a depreciation life of _ 

years is completely appropriate at its current depreciation level. The Subscriber 

Circuit Equipment Account consists largely of legacy DSLAM type equipment 

which will be replaced by FTTH network interface device equipment beginning in 

earnest in 2017. Taking the Gross Book Value (GBV) of _ and dividing it 

by the asset life of _ years results in _ of depreciation expense per 

year, which evidences little acceleration from the current year actual depreciation 

at _ Because the legacy equipment is being disposed and replaced in 

the same year the old equipment will be fully depreciated the current level of 

depreciation is appropriate. This also shows that depreciation will remain very 

similar to current levels in the short run, but will actually increase after five years 

based upon the projected five year investment. The adjustment proposed by Mr. 

Ostrander is entirely inappropriate. 

[CONFIDENTIAL TABLE REDACTED) 

Source: FCC 481 

What does the above table show with regard to the Aerial Cable Account? 

With respect to the Aerial Cable, Carbon anticipates fixed asset additions to this 

category of _ over the next two years which will more than outpace the 

depreciation expense levels currently projected by Mr. Ostrander in the five year 
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period. Though depreciation will not drop as projected by Mr. Ostrander, the 

acceleration effect is present in the Aerial Cable account and can be maintained 

near current levels if disposals of the older assets at levels similar to additions 

are made. Carbon's current use of group asset depreciation does not result in an 

inappropriate base level of depreciation, and (based upon anticipated additions 

and disposals) future depreciation levels will not differ significantly from the 

current 2014 base year levels. A more appropriate and encompassing 

discussion of depreciation methodology, potential acceleration, and both the 

expense and rate base implications of changing the methodology is included in 

the Rebuttal Testimony of D Meredith filed in this Docket. • 
Describe how Carbon calculates depreciation expense. 

Carbon calculates depreciation expense using a straight line calculation in 

conformity with a group plan of accounting as prescribed by Federal 

Communications Commission (FCC) in the Code of Federal Regulations, Title 

47, Chapter I, Subchapter S, Part 32 . FCC part 32.2000 which states "(iii) 

Charges for currently accruing depreciation shall be made monthly to the 

appropriate depreciation accounts , and corresponding credits shall be made to 

the appropriate depreciation reserve accounts. Current monthly charges shall 

normally be computed by the application of one-twelfth of the annual depreciation 

rate to the monthly average balance of the associated category of plant." 

• 
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"Group plan" is defined as follows in FCC Part 32.9000; "Group plan, as applied 

to depreciation accounting, means the plan under which depreciation charges 

are accrued upon the basis of the original cost of ali property included in each 

depreciable plant account, using the average service life thereof properly 

weighted, and upon the retirement of any depreciable property its cost is charged 

to the depreciation reserve whether or not the particular item has attained the 

average service life." 

Does a group asset plan calculation of depreciation expense result in 

higher depreciation? 

No. Using a group asset method to Calculate depreciation expense will always 

result in the same total depreciation expense as calculated under any other 

accepted method . Group asset depreciation is an accelerated depreciation 

method. This means that group asset depreciation tends to produce a higher 

depreciation expense in earlier years, and a lower depreciation expense in later 

years. Conversely the rate base (NBV of associated assets subject to 

depreciation) will be reduced more quickly resulting in a lower total disbursement 

of UUSF based upon applying a rate of return on a lower NBV and over a shorter 

(accelerated) asset life. 

Is group asset an acceptable method of depreciation? 
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Yes. Group asset depreciation is an acceptable method of depreciation that is 

used for, and approved by the FCC. Carbon/Emery Telcom is using an accepted 

methodology in the calcu lation of depreciation in accordance with the guidance 

provided by the FCC, consistent with Carbon's historical practice, and consistent 

with the method of depreciation used by many other rural ILEC's in the State of 

Utah. 

In the absence of rulemaking at the state level dictating the method of 

depreciation to be employed by rural telecommunication providers in the State of 

Utah, group asset depreciation should continue to be allowed by the 

Commission . Carbon's base year depreciation calculated using the group asset 

method is not abnormally high and is consistent with anticipated investment 

levels and should not be modified. 

Mr. Hellewell from the Division of Public Utilities proposed an adjustment 

of _ to reduce depreciation expense. Can you speak to the 

appropriateness of this proposed adjustment? 

The calculation is essentially a "worst of both worlds" approach to applying what 

otherwise would be an acceptable depreciation methodology if consistently and 

historically implemented . 
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Depreciation effects rate of return calculations in two ways : first by the 

depreciation expense recorded in any given period; and second by the allowed 

rate of return applied to the NBV of these associated assets . In addition to these 

two components there are two sources of potential return - State and Federal. 

These two jurisdictions as well as the methodology have to be closely examined 

when any change is considered to ensure proper jurisdictional return (no loss of 

recovery or double recovery) . 

How did the DPU calculate its depreciation adjustment? 

The DPU's proposed depreciation adjustment was calculated by applying single 

asset straight line depreciation to individual asset detail provided in DPU DR 1-11 

Emery & Carbon - Assets and CY 2014 Depreciation.xlsx. Carbon recalculated 

the DPU's single asset adjustment to within reasonable rounding differences of 

. , and has supplied our calculation in Carbon Emery Rebuttal Testimony of 

Woolsey- Depreciation-Exhibit 4.xlsx. This exhibit also contains additional 

calculations which will be discussed latter. 

Are there issues with the DPU's proposed adjustment? 

Yes. The DPU proposed adjustment provides single asset straight line 

depreciation as if had occurred from the in-service date through 2014, then 

compared the 2014 recalculated expense to the expense recorded by Carbon to 

arrive at a difference of _ . The DPU methodology which resulted in 
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873 lower depreciation expense was applied to all depreciable assets (not just 

874 intrastate assets). This ignores the fact that Carbon in fact used a higher 

875 

876 

877 

878 

879 

880 

881 

882 

883 

884 Q. 

depreciation expense amount in its interstate fi lings upon which rate of return will 

be established for interstate recovery mechanisms. On the associated rate base 

side of the depreciation transaction , the DPU used the NBV which reflects the 

accelerated group asset methodology (lower) then added back oilly the current 

year depreciation difference of _ as a proposed adjustment to NBV. 

Thus the "worst of both worlds" occurred where the lowest possible NBV was 

used for rate base and the lowest possible depreciation calculation (single asset 

straight line) was used for expense. 

Couldn't you just adjust the NBV to reflect historical application of the 

885 single asset straight line depreciation proposed by the state to arrive at the 

886 correct amount of return on rate base associated with their proposed 

887 adjustment? 

888 A. No. Because recovery of both depreciation expense and return on rate base has 

889 already been received on the interstate portion of these assets in prior years. 

890 Any calculation by the state would have to consider th is effect. 

891 

892 Q . How would you address the DPU's concern regarding depreciation 

893 methodology? 
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The preferred course of action, which results in an overall lower total UUSF 

distribution (as discussed in testimony provided by Douglas Meredith) , would be 

to allow companies to continue to use group asset depreciation as an acceptable 

methodology as prescribed by the FCC. This would not preclude other 

companies from using a different methodology it would just be one of the 

acceptable methods of calculation . 

As an alternative. if the State feels strongly about a particular methodology for 

calcula ting depreciation and wishes to establish rules regarding this , the best 

approach would be to avoid the complications and recovery concerns of 

retroactive application and apply the new methodology going forward on new 

asset investments. If a company chooses to not follow the State methodology at 

that point then they would be subject to reconciling and adjusting their books for 

state rate making purposes as necessary. 

If single asset straight line methodology was prescribed by the State and 

adopted by Carbon on a go-forward basis, how would depreciation 

expense compare to the base year? 

I performed an analysis of the effects of making a prospective change to single 

asset straight line depreciation as of January 1, 2014. In this analysis, Carbon 

assumed that group asset depreciation would continue on historical assets as of 

12/31/13, and single asset straight line methodology would apply to all 2014 
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additions and projected additions through 2019. For purposes of this analysis 

Carbon used the projected capita l improvements filed July 1, 2015 on FCC Form 

481 . From these assumptions , the analysis provided the following results: 

• 2014 depreciation expense would have reduced by _ from _ 

to _ in the 2014 base year. 

• The six year average depreciation expense is projected at _ which is 

_ (4 .3%) lower than the base year. 

• The base year is materially representative of anticipated depreciation 

expense levels as projected in this change scenario. 

See Carbon Emery Rebuttal Testimony of Woolsey - Dep Est Single Asset 2014 

to 2019 - Exhibit 5.xlsx 

Is there another solution? 

The last solution would be an attempt to apply the DPU methodology in a way 

that considers all aspects of the proposed change including depreciation 

expense, rate base (NBV), and jurisdiction. Carbon has performed this 

calculation which is included in Carbon Emery Rebuttal Testimony of Woolsey -

Depreciation -Exhibit 4.xlsx. In this Exhibit Carbon starts by recalculating 

individual asset depreciation using the single asset straight line method through 

12/31/201 3. This allows the NBV at the beginning of the rate base period to be 

presented. 2014 depreciation expense is then calculated in the same manner, 

and a resulting NBV for 12/31 /2014 is calculated. These numbers are then 
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totaled to see the current 2014 depreciation effect and cumulative NBV effect of 

the proposed depreciation change. (See summary in rows 2531 to 2541 on the 

Carbon tab of the spreadsheet) . The depreciation change is calculated at 

_ essentially the same as the DPU calculation of _ . In this 

section you can also see the effect of adding back the cumulative NBV difference 

on rate base, which would result in a UUSF impact of _ (using 

10.50001 % Carbon rate of return) . Carbon has already described the fault of 

using this calculation as a NBV/rate base adjustment because it does not 

consider interstate return previously received on these asset differences. The 

next step in the calculation is contained in rows 2543 to 2553 in which the two 

methodologies are applied to the asset mix with the group methodology applied 

to interstate assets and the single asset methodology applied to the intrastate 

assets. This results in a 2014 depreciation reduction adjustment of 

_and a corresponding rate base/NBV increase adjustment of _ 

with an estimated corresponding UUSF impact of _ . The net decrease 

in the UUSF request resulting from this theoretically correct analysis would be 

Are there any downsides to the mixed calculation performed above? 

Yes. The intrastate/interstate mix of assets can and does change over time 

making this calculation slightly inaccurate at any given point in time. Also, any 

change from existing methodology (unless the books could be restated) will 
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cause differences in federal and state reporting that would not be easily tracked 

and would result in less transparency from a reporting standpoint. 

Again the best course of action is the choice of an acceptable methodology that 

is then applied consistently over a single asset or group asset life for both 

interstate and intrastate rate of return recovery. In the absence of agreement on 

methodology by all parties in this proceeding , the focus should be on whether the 

amount presented in the initial filing is a representative base year amount. I 

assert that the base year amount is materially representative whether Carbon 

continues to use the group method , or if a change to single asset straight line • 
methodology were made as of the beginning of the 2014 base year. 

Mr. Hellewell describes six reasons why group asset depreciation is not 

recommended. What is your response? 

I will address each of the six reasons: 

• Depreciation by computer: The ease of calculation was not a determining 

factor in the original choice of Carbon to use group asset depreciation. In 

fact until our recent system upgrade, Carbon 's accounting system would 

not handle the group calculation. • 
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• Asset Tracking : This argument is not really an issue for Carbon because 

individual assets are tracked . Only our oldest assets are an issue (think 

Qwest acquisition) . Either method could be deployed with adequate 

tracking . 

• Disposal: With appropriate individual tracking the methodology has no 

impact on disposals. 

• Group Characteristics: The problem of classification exists in either 

method of depreciation. Vehicles are not necessarily a problem as they 

are easily identified and generally disposed at or near their depreciable life 

thus reducing any possible group depreciation effect. 

• Standardization: I do not disagree with Mr. Hellewell's general statement 

here but would argue that we are among a majority of companies that use 

group asset depreciation. 

• Volatility: agree that volatility risk is increased under a group 

methodology. However this risk is mitigated through proper and timely 

disposals and balanced continued investment as needed for aging assets. 

Previously you indicated that Carbon is proposing a revenue adjustment to 

account for the impacts of converting non-regulated cable customers to 

regulated fiber internet customer. Can you tell us what the financial 

statement impacts of this conversion are? 
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1002 A. This type of migration has two major financial statement impacts. Firs!. there 

1003 would be a shift in the various components of interstate revenue requirement, 

1004 and second there would be an increase in rate base from the additional plant 

1005 required to make the conversion. We contacted Moss Adams, LLP, the CPA firm 

1006 contracted to produce our annual Cost Study. to do a sensitivity analysis of what 

1007 would have happened to ou r 20·14 cost study assuming that all of our December 

1008 31, 2014 cable internet customers in the Carbon ILEC service area had been 

1009 converted to fiber internet as of year-end. The following chart summarizes the 

1010 results of the Moss Adams Sensitivity Analysis which was performed at our 

1011 company's cost study area level (includes Emery, Carbon/Emery, and Hanksville 

1012 which operates in the boundary of SAC 502278): • 
1013 

1014 [CONFIDENTIAL TABLE REDACTED] 

1015 Source: Carbon Emerv Rebuttal Testimony of Woolsey - Cable Internet Migration 

1016 - Exhibit 1.xlsx 

1017 

1018 This analysis shows that the combined effects of the migration of cable internet 

1019 customers to fiber internet would have a per customer UUSF impact of 

1020 ($_) per month. In order to make an adjustment to this UUSF 

1021 proceeding, Carbon used a three year anticipated conversion average (similar to 

1022 land line loss) in which the _ remaining cable internet customers in 

1023 Carbon are converted to fiber, as projected in 2015 through 201 7, with a resulting • 
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projected base year adjustment impact of _ . Carbon presented this 

adjustment along with an updated calculation of the USF impact of land line loss 

covering the same period. The summary above and adjustments below are 

included in Carbon Emery Rebuttal Testimony of Woolsey - Cable Internet 

Migration - Exhibit 1.xlsx 

[CONFIDENTIAL TABLE REDACTED) 

Source: Carbon Emery Rebuttal Testimony of Woolsey - Cable Internet Migration 

- Exhibit 1.xlsx 

You also previously referred to a land line loss adjustment. Please explain. 

The land line loss projection utilizes the same methodology used in the initial 

filing which incorporated a three projection of loss for business and residential 

customers and the application of current service rates for basic service. The 

initial filing for Carbon utilized 2013 and 2014 actual historical loss to project the 

loss forward to create a three year average. The Office rejected this adjustment, 

and in BCO-7 suggests that the land line loss projection should not be included 

as a decrease in revenue. 

Do you agree with the Office's adjustment for land line loss in BCO-7? 

No. It is not appropriate to completely eliminate the land line loss projection. 

However, actual land line losses through 8/1/2015 were less than the projection 
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1046 in the initial filing resulting in an increase in revenue in the amount of_, 

1047 with a corresponding decrease in the UUSF request of _. Carbon 's 

1048 proposed adjustment accurately reflects the positive effects of lower than 

1049 anticipated land line loss, and is a more appropriate adjustment than the Office's 

1050 BCO-7 adjustment. 

1051 

1052 Q. Is the adjustment made by Mr. Ostrander to adjust income taxes as a 

1053 reflection of interest synchronization appropriate? 

1054 A. It is not appropriate. 

1055 

1056 Q. Why isn't it appropriate? • 
1057 A. With respect to the appropriateness of interest synchronization, I reject the 

1058 assertion that this methodology is "common" or appropriate in cases of 

1059 hypothetical capital structure. I am not aware of such an adjustment being 

1060 adopted in current or historical Utah telecommunications proceedings or any 

1061 FCC proceeding. I am also unaware of any such adjustment proposed or in 

1062 practice in the traditional FCC rate making/cost study separation processes. The 

1063 use of a hypothetical rate structure already penalizes Carbon to the extent the 

1064 cost of debt is less than the cost of equity applied to any hypothetical capital 

1065 structure of debt percent greater than its actual 0% debt. Effectively Carbon has 

1066 been forced from actual capital structure to a lower rate of return hypothetical 

1067 capital structure then, begrudging the already lower rate of return on debt, Mr. • 
ERRATA 



• 
1068 

1069 

1070 

1071 

1072 

1073 

1074 

1075 

1076 

1077 
-~ 

" . _, 8 

1079 

1080 

1081 

1082 

1083 

1084 

1085 

1086 

1087 

1088 

1. J 

Q. 

A. 

Q. 

A. 

Docket No. 15-2302-01 
Revised Redacted Rebuttal Testimony of Woolsey 

September 4, 2015 
Page 50 of 55 

Ostrander proposes to take the return "hypothetically" lower again by adjusting 

for tax deductions that do not exist. The adjustment is not based upon Carbon's 

actual capital structure or tax deductibility. It has no precedence or place in this 

proceeding. If we are fully considering a hypothetical debt scenario, the very real 

result of hypothetical debt should be considered. In the case of Carbon debt 

would not be used to reduce equity, but rather the only reason Carbon would 

incur additional debt is to accelerate capital projects thus increasing rate base 

assets. Carbon has not projected hypothetical assets or even been aggressive 

in projecting "known and measurable" asset additions that have occurred to date 

in 2015. If all hypothetical consequences of a debt imputation are honestly 

considered then the positive effects of the scenario should be among them . 

If you assume that interest synchronization is appropriate, has Mr. 

Ostrander calculated it correctly? 

No. It was incorrectly calculated by Mr. Ostrander. 

In what ways? 

Mr. Ostrander applied a theoretical imputation of interest related to rate base 

assets, and then calculated a tax impact of this interest amount of _. In 

this calculation he used an incorrect state rate of _ (Exh .1D,A-11 Ostr. Tab 

from Master - OCS Exhibit 2D - 15-2032-01 Ostrander Rev.Reg.xlsx) vs the 

correct Utah rate of 5%. Mr. Ostrander also uses a slightly incorrect tax gross 
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up calcula tion . The correct gross up can be accurately represented by the 

unrounded formula _ or rounded to _. 

Have you calculated what the correct interest synchronization would be? 

A. I am reluctant to provide the calculation because I don't th ink it is an 

appropriate adjustment. However, the correct numerical adjustment is not 

difficult to calculate. The correct UUSFrrax amount, if we agreed with the 

adjustment in theory, would be the Icu lated by M r. 

Ostrander. I also disagree with the ~ebt to equity hypothetical capital 

structure that is factored into Mr. Ostrander calculation. If Carbon's actual capital 

structure were used this adjustment disappears, and if ~ebt is used the 

resulting calculation would only be _ 

In the Division of Public Utilities Calculation of Rate of Return, what is the 

appropriate input for the interstate rate? 

As Mr. Coleman accurately states "The question of which rate to use is really a 

matter of whether Carbon participates in the Common Line Pool , or the smaller 

subset of companies that participate in both NECA's Common Line and Traffic 

Sensitive pools." Mr. Coleman states that he confirmed with Mr. Brandon 

Gardner, NECA Western Region Manager, that Carbon is not a Common Line 

Pool participant. 
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Is Carbon a Common Line Pool participant? 

Yes. 

Do you know how Mr. Coleman got this inaccurate information from Mr. 

Brandon Gardner of NECA? 

Carbon/Emery Telcom is one of three ILECS reporting under Cost Study Area 

Code "502278 - Emery Consolidated" (together with Emery Telephone and 

Hanksville Telcom, Inc.). It is more typical for one ILEC to have multiple study 

areas than it is for one study area to have multiple ILEC's. On September 4, 

2015 I spoke with Mr. Brandon Gardner, who indicated that he had a follow-up 

call with Casey Coleman and that he had clarified the inclusion of Carbon in the 

Emery consolidated filing and the participation of Carbon in NECA's Common 

Line Pool. With this clarified understanding, it is appropriate to use 11.45% per 

the September 30, 2014 FCC Form 492 filed by NECA as the interstate input 

when calculating allowed rate of return . Mr. Douglas Meredith will discuss this in 

more detail in his testimony. 

Did you review the Testimony and curriculum vitae of Bion C. Ostrander? 

Yes. Mr. Ostrander in his testimony and his curriculum vitae indicates he has 

maintained an uninterrupted permit to practice as a Certified Public Accountant 

("CPA") in the State of Kansas since 1990. However, Mr. Ostrander footnotes 
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1134 this statement indicating that his permit to practice is pending renewal subject to 

1135 meeting professional education hour requirements in Kansas. I reviewed the 

1136 Kansas Board of Accountancy's website and database and determined that Mr. 

1137 Ostrander has not held a permit to practice as a CPA in Kansas since June 30, 

1138 2014. 

1139 

1140 Q. Does this lapse in Mr. Ostrander's permit to practice concern you? 

1141 A. Yes. As a CPA myself, I am familiar with the rules regarding the profession. 

1142 Kansas is a two-tiered state for CPA's . This means before practicing as a CPA 

1143 or holding oneself out as a CPA, the individual must have a certificate of public • 1144 accountancy and a permit to practice . Without meeting both requirements, an 

1145 individual is not permitted to practice as a CPA in Kansas, or hold oneself out as 

1146 a CPA. 

1147 

1148 Q . Do you know if Mr. Ostrander is required to be a CPA to provide testimony 

1149 in this case? 

1150 A. To my knowledge , Mr. Ostrander is not required to be a CPA to provide 

1151 testimony in this case, but the fact that he held himself out as a CPA "for 

1152 credentia l" purposes when he does not hold this credential is troubling to me as a 

1153 certified public accountant. I believe this is unprofessional conduct and speaks 

1154 to Mr. Ostrander's credibility as an expert witness. 

1155 • 
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To summarize, what is Carbon 's current UUSF request? 

$570,643. This amount reflects the effect of the five adjustments (and 

associated tax effect) discussed herein. This amount accurately represents the 

amount that Carbon is entitled to under Utah law. 

Finally, are there any other adjustments that you have for your filing? 

Yes. As is customary, legal and consulting fees are disbursed from the state 

USF on a lump sum basis after the proceeding is resolved. I won't know this 

amount until after the proceeding but wanted to include these items as a 

placeholder for resolution by the Commission. 

Does this conclude your testimony? 

Yes. 
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REBun AL TESTIMONY OF DARREN WOOLSEY 

What is your name? 

My name is Darren Woolsey. 

By whom are you employed and in what capacity? 

I am employed by Carbon/Emery Telcom, Inc. as its Chief Financial Officer. 

There are numerous references to various affiliated entities in the 

9 testimony, can you please identify the affiliated entities and the 

10 abbreviations you will use in this testimony to refer to each? 

11 A. Yes. The affiliated entities and the abbreviations I will use to refer to each are: 

12 • Emery Telecommunications & Video, Inc. (ETV) provides internet, circuits, 

13 fiber transport, VOIP voice , customer premise equipment, and retail 

14 computer sales and service. 

15 • Emery Telcom Video, LLC (ETV LLC) provides cable tv, cable internet, 

16 and local advertising. 

17 

18 Q. Have you previously provided Direct Testimony in this matter? 

19 A. Yes . With the filing of Carbon/Emery Telcom's Application for Increase in UUSF 

20 on April 2, 2015 ("Application"), I filed direct testimony in support of the 

21 Application . My testimony included Confidential Exhibits 1-14 (with subparts). I 

22 also provided Supplemental Direct Testimony on April 24, 2015 to include the 
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2014 Audited Financial Statements, 2014 Journal Entries, and 2014 Audit 

Memorandum when Carbon/Emery Telcom, Inc. received them from the auditors. 

What is the purpose of your reply testimony? 

The purpose of my rebuttal testimony is to respond to the various testimonies 

filed in this proceeding by the Division of Public Utilities (the "Division") and the 

Office of Consumer Services ("Office"). In their testimonies, these parties 

propose modifications to Carbon/Emery's Application for Increase in UUSF. In 

this testimony, I recommend that the Commission modify or reject many of these 

proposed modifications. Specifically, I will address the testimony of: 

• William Duncan, Division of Public Utilities; 

• Joseph Hellewell, Division of Public Utilities; 

• Bion C. Ostrander, Office of Consumer Services; and 

• David Brevitz, Office of Consumer Services. 

Have you reviewed the testimony of the individuals you have identified 

above? 

Yes. 

Please identify the exhibits to your testimony. 

I am attaching the following Confidential Exhibits: 

• Carbon/Emery Rebuttal Testimony of Woolsey - Cable Internet Migration -

Exhibit 1 
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• Carbon/Emery Rebuttal Testimony of Woolsey - A&G Allocator Analysis -

Exhibit 2 

• Carbon/Emery Rebuttal Testimony of Woolsey - CSR Allocation - Exhibit 3 

• Carbon/Emery Rebuttal Testimony of Woolsey - Depreciation - Exhibit 4 

Could you please summarize your reply testimony? 

My testimony will focus on the particular adjustments that the Division of Public 

Utilities and the Office of Consumer Services are recommending in the 

testimonies filed on their behalf. Specifically, I will address: 

• Adjustment BCO-2: Allocate Corporate Overhead Expenses from Carbon to 
ETV/Nonregulated Affiliates 

• Adjustment BCO-3: Remove Prepayments from Rate Base 

• Adjustment BCO-4: Deduct Long-Term Liabilities from Rate Base 

• Adjustment BCO-5: Remove 50% of telephone plant under construction 
(TPUC) from Rate Base 

• Adjustment BCO-6: Remove 50% of materials & supplies ("M&S") from Rate 

Base 

• Adjustment BCQ-7: Reverse Carbon's Projected Access Line Reduction 

• Adjustment BCQ-8: Remove Depreciation on Fully Depreciated Assets 

• Division of Public Utilities' adjustment on Depreciation 

• Adjustment BCO-9: Adjust Income Tax Expense and Reflect Interest 

Synchronization 
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What else will you address in this rebuttal testimony? 

Carbon/Emery Telcom is proposing four adjustments to the UUSF request 

contained in the initial filing which I will discuss in detail below. However, by way 

of summary, the four adjustments are: 

• A decrease in the three year land line loss projection to reflect actual land 

line losses experienced through August 1, 2015. This adjustment reduces 

Carbon's UUSF request by $37,875. 

• An increase in revenue resulting from anticipated additional fiber to the 

home (FTTH) customers . This adjustment is $13,714 increase in revenue. 

This adjustment reduces Carbon's UUSF request by $13,714. 

• An adjustment to the amount of revenue requirement recognized by 

Carbon/Emery Telcom (Carbon) for interstate special access services 

referred to as "DSL revenue requirement". This adjustment accounts for 

DSL revenue requirement reflecting the 2014 Interstate Cost Study filed in 

July 2015, which was not available at the time of the initial filing. Carbon 's 

portion of this adjustment resulted in an increase of revenue in the amount 

of $94,120 resulting in a decrease in the UUSF request. 

• An adjustment related to long term liabilities in the amount of $600,465 

with a corresponding UUSF impact of $63,049 (10.5001% Carbon filed 

rate of return). 

As indicated, I discuss these adjustments in detail below, the combination of the 

four proposed adjustments would result in a decrease of $246,266 from Carbon's 
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initial Application filing (-$37,875 - $13,714 + $94,120 - $63,049 = -$208,758 plus 

the tax reduction effect on these adjustments of -$37,508. 

Do you agree with Mr, Ostrander that UUSF proceedings warrant rigorous 

analysis and oversight? 

Carbon/Emery Telcom consistently files annual reports with the Division of 

Telecommunications and receives review and oversight. Furthermore, Carbon 

has not filed for increased rates but has filed for an increase in distribution out of 

the UUSF. Also , the Division and Office reviewed Emery Telcom and 

Carbon/Emery Telcom in a similar proceeding in 2014. Mr. Ostrander's 

• 

testimony discredits the purpose of Universal Service by stating that no direct or • 

measurable benefit accrues to citizens in areas not receiving UUSF funding. The 

very concept of Universal Service inherently recognizes the value of providing 

affordable service to higher cost rural areas and connecting urban Americans to 

their rural counterparts. Citizens in urban areas pay into the UUSF for the ability 

to call citizens who live in high cost rural areas. Universal service benefits both 

urban and rural customers and the Office of Consumer Services represents both 

urban and rural consumers and is mandated to assess the impact of regulatory 

action on all residential consumers and small businesses (both urban and rural) . 

All telephone customers pay into the UUSF. The desire to minimize the 

payments into the UUSF should not outweigh the proper use of the funds to 

further the public interest of providing service (including advanced services) to • 
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rural end user phone customers and special access (small commercial) 

customers. Additionally, it is critical to remember that carriers who receive UUSF 

funding also have carrier of last resort and E911 obligations. Ubiquitous service 

in Carbon's area would not be possible without federal and state universal 

service support. 

Are you familiar with the Office's adjustment BCO-2 which purports to 

allocate corporate overhead expenses from Carbon to non-regulated 

affiliates? 

Yes. Mr. Ostrander proposes a modification of Carbon's A&G Allocation factor. 

In Carbon's Application, Carbon applied an A&G Allocation factor of 74%1 to 

regulated operations and 26% to non-regulated operations. The A&G allocator is 

used for several departments including CEO, Board of Directors and Public 

Relations/Marketing (PR/MK). Mr. Ostrander proposes a change of the A&G 

Allocation Factor to 50%/50% for CEO and Board of Directors and 25% reg 75% 

non-reg for PR/MK. 

Do you agree with this proposed adjustment? 

I In Table BCO-2 in Mr. Ostrander's testimony he correctly identifies the A&G Allocation Factor as 
74%/26% regulated to non-regulated. However, in Table BCO-4, and on line 711 of Mr. 
Ostrander's testimony, Mr. Ostrander incorrectly identifies the A&G Allocation Factors as 
71 %/29% regulated/non-regulated. 
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No. As I detail below, Carbon's allocation factors are accurate and no adjustment 

135 is needed. Mr. Ostrander's analysis is cursory and flawed . Mr. Ostrander states 

136 that Carbon has inappropriately used allocators to overstate regulated allocated 

137 expenses and understate non-regulated allocated expenses. However, much of 

138 the analysis performed by Mr. Ostrander and included in his testimony in lines 

139 738 to 779 was based on unconfirmed and inaccurate assumptions, and the data 

140 used to perform many of the calculations was incorrect. This erroneous data was 

141 then used to justify a proposal to change the CEO and Board allocations to 50% 

142 reg 50% non-reg. 

143 

144 Q. Please explain. 

145 A. It is Mr. Ostrander's opinion that costs have been shifted from non-regulated 

146 entities to the regulated entities. To support this opinion, Mr. Ostrander 

147 examined the Consolidated Financial Statements and "other information" which is 

148 not identified in Mr. Ostrander's testimony. The Office found that "certain financial 

149 data, allocations, and changes in amounts from year to year appear unusual or 

150 appear to favor the non-regulated affiliates," and concluded without explanation 

151 that "this type of information lends support for my adjustment to reallocate some 

152 expenses from regulated to non-regulated operations." 

153 

154 Q Do you know what financial data, allocations, and changes in amounts 

155 from year to year appeared unusual to Mr. Ostrander? 
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The Office referred to the net income for the regulated companies, and found that 

the net income for the regulated companies decreased from $1.7M to $.4M from 

2013 to 2014. However, these numbers are incorrect. Review of the 

Consolidated Financial Statements shows that the correct numbers regarding the 

regulated companies' net income are $352,032 and ($399,635) for 2013 and 

2014 respectively, evidencing a reduction of regulated net income of $751 ,667 

not $1 .3 million as stated by Mr. Ostrander. 

Were you able to determine where Mr. Ostrander's regulated net income 

numbers came from? 

No, I was not, but I can explain the reduction in regulated net income, and clarify 

why Carbon needs additional UUSF support. The decrease in regulated net 

income was almost entirely recorded on the books of Emery Telcom (not Carbon) 

as demonstrated below: 
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2013 2014 Difference 

115,223 (622,5061 737,729 

1,279,796 1,375,117 95,321 

3,784 (3,784) 

• 

Increase in all other expenses 2,986,144 2,991,069 4,925 96,462 Expenses 

Loca l Service Rev 1,155,579 1,092,033 63,546 

Recip Camp -Verizon Rev 143,904 (76,384) 220,289 

Other State Access Rev - CAF/ICC Reform 606,393 517,333 89,059 

Billing and Call Rev 161,188 161,188 

All other Revenue 2,317,883 2,210,698 107,185 641,267 Revenue 

171 

172 

173 

174 

737,729 

Source: 2013-14 audited financial statements as provided to the Office and DPU 

As shown in the table above, the net income of Emery declined by $738K. The 

175 decrease is not the result of shifting costs, as inferred by Mr. Ostrander, but 

176 primarily the result of lost revenue of $641 K and to a lesser extent the investment 

177 in FTTH resulting in increased depreciation of $95k. The largest revenue 

178 decrease was due to a federally dictated loss of reciprocal compensation 

179 revenue associated with CAF-ICC reform $220,289. Other state access revenues 

180 declined by $89,059, primarily as a result of this same CAF-ICC reform. Local 

181 service revenues declined by $63,546 due to declining local service customers. 

182 Billing and collection revenue declined by $161 ,188 as described in Emery's 

183 response to DPU 4 2.2. Other revenue declines amounted to $107 ,185. Emery 

184 Telcom did experience some expense increases. Depreciation increased by 

• 

185 $95,321 as a result of increased investment. All other expenses however only • 
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increased by $4,925. This accounts for the change in net income of $737,729 on 

Emery Telcom. The $4,925 increase in all expenses excluding depreciation does 

not support the offices premise that costs were shifted from the non-regulated 

entities to the regulated entities . 

The majority of the regulated decline in revenue highlighted by Mr. Ostrander 

191 was due to revenue decreases on Emery. Carbon did evidence a smaller 

192 reduction in net income of $64,088 from 2013 to 2014 demonstrated in the chart 

193 below: 

• 
194 

Carbon/Emery Telcom 

Net Income 

Explanations 

Depreciation & Amortization 

Taxes 

Other Income/Expense 

All Other Expenses 

Total Revenue 

2013 

276,186 

2,680,731 

162,946 
50,220 

4,370,460 

7,540,543 

2014 Difference 

212,098 64,088 

2,878,630 197,900 

116,274 (46,672) 

(17,277) (67,497) 

4,398,693 28,232 

7,588,418 (47,875) 

64,088 

195 Source: 2013-14 audited financial statements as provided to the Office and DPU. 

196 

197 This chart illustrates that Carbon actually had some revenue gain (special access 

198 less a partial offset from land line loss), and that the loss in net income was 

199 largely due to additional depreciation associated with recent and ongoing plant 

200 additions. 

201 
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So did expenses shift from the non-regulated companies to the regulated 

companies? 

No. Expenses did not shift from non-regulated companies as suggested by Mr. 

Ostrander. In fact , as shown, Carbon's "other expenses" only increased .6% 

from $4,370,460 to $4,398,693. 

What conclusions do you draw from a review of the net income numbers? 

The conclusions to be drawn from a top level financial analysis are as follows: 

• there is no shift in allocated costs from the non-regulated entities 

• 

212 • actual non-depreciation expenses did not change significanlly in Carbon • 

213 or Emery 

214 • the decline in the net income of Carbon/Emery Telcom was not the result 

215 of inappropriately allocating expenses in 2014, but rather it illustrates 

216 consistency between the two years. 

217 

218 Q. Did Mr. Ostrander's use of inaccurate numbers for regulated net income 

219 affect his analysis? 

220 A. While I find it difficult to follow Mr. Ostrander's analysis, if his conclusion is that 

221 "changes from year to year appear unusual", the "unusual" appearance could be 

222 a result of his use of inaccurate numbers. In my opinion , the inaccurate numbers 

• 
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and shallow analysis used by Mr. Ostrander make the analysis meaningless and 

the conclusions reached unsupportable. 

Why? 

The analysis is meaningless because Mr. Ostrander starts with inaccurate 

numbers on regulated net income and these incorrect numbers flow through the 

analysis causing Mr. Ostrander to incorrectly calculate the regulated companies' 

profit margin. He then compares the inaccurate profit margin of the regulated 

companies to his calculated profit margin on the non-regulated affiliates , which 

Mr. Ostrander uses (in some unascertainable way) to support his adjustment to 

reallocate "some expenses" between regulated and non-regulated operations. A 

slightly deeper analysis than that performed by Mr. Ostrander, as discussed 

above, evidences the reasons for the noted changes and shows why this course 

is not supportable. 

Are the regulated companies net income and profit margins the only 

numbers Mr. Ostrander has stated incorrectly in his analysis? 

No. Mr. Ostrander identifies the ETV net income change from 2013 to 2014 as 

$.1M. The actual decrease in net income was $212,275. Additionally, while Mr. 

Ostrander correctly states the ETV net income in 2014 as $3.1 M, he misstates 

ETV's percentage of total consolidated profit of 94%. Mr. Ostrander then 

discusses expenses where he highlights an increase in RLEC expense of $.5M 
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(the operating expense increase is actually only $340,996 ) and implies that this 

increase in regulated expenses corresponds to a similar decrease in ETV 

expenses of the same amount of $.5M (Operating expense decrease was 

actually $446,572) . The implication in Mr. Ostrander's testimony is that 

somehow this is related to a shift of costs from non-regulated to regulated 

operations. This is misleading due to the errors in the numbers. However, the 

increase in cost was a result of increased amortization and depreciation, which 

are the result of company specific plant investments. The remaining actual costs 

evidence only a slight increase in regulated costs of $85,832 and a slight 

decrease in non-regulated costs of $46,203. Accounting for the change in DSL 

• 

wholesale handling (discussed below) , non-regulated operating expense actually • 

went up by $491 ,938 which does not support Mr. Ostrander's conclusion . 

What actually caused the decreases in ETV expenses and revenue? 

The decline in both revenue and expenses in ETV related to a change in 

accounting for the DSL wholesale revenue charged by the regulated company to 

the non-regulated company which occurred when our new billing system was 

implemented in the fall of 2013. The new billing method avoids showing the 

revenue and matching expense in separate accounts on ETV and just moves the 

revenue to the regulated companies where it ultimately ends up under the old or 

new method . This change resulted in a $538,141 decrease in ETV revenue and 

corresponding expense in 2014. The remaining decrease in ETV revenue is • 
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related to a decrease of DSL subscribers (ETV) as they moved to higher speed 

Cable Internet (ETV LLC) between 2013 and 2014. This revenue shift can easily 

be viewed in the trial balances of the two non-regulated companies. 

Did the Office have the trial balances of the two companies? 

Yes. The Office had the trial balances of the two companies, the General Ledger 

of all companies and the consol idated financial statements with consolidating 

information from 2012 to 2014. However, in the testimony of Mr. Ostrander, he 

states "it is possible that the decrease in ETV's expense of $.5M and the 

corresponding increase in regulated RLEC expenses of $.5M was the result of a 

favorable shift of allocated expense from non-regulated operations to regulated 

operations, but that cannot be confirmed." The reality, however, is that the GL 

detail and allocation detail for both years were provided to the Office, and the 

Office could have confirmed that the decreases in non-regulated expenses did 

NOT result from a favorable shift of allocated expenses to regulated operations. 

But Mr. Ostrander either did not perform this analysis or did not like the results. 

Rather, he relied on supposition and unsupported assumptions to justify a 

reduction in the allocation factor from 74% regulated to 50% regulated. 

Was there anything else in Mr. Ostrander's testimony related to his 

assertion that Carbon overstates its regulated allocated expenses and 

understates its non-regulated allocated expenses that troubled you? 
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Yes. Mr. Ostrander suggests that because ETV has profit, it can readily absorb 

290 his allocation adjustments . This seems to imply that ability to pay is a proper cost 

291 allocation factor. This position is not reasonable; it is not supported by analysis; 

292 and it should be rejected by the Commission. It is unreasonable to have 

293 profitability drive allocations or adjustments. 

294 

295 Q. Do you find it unusual that the company does not have any allocation 

296 factors that allocate 50% or more of expenses to nonregulated operations? 

297 A. No. Because the company direct codes many costs, not all of the costs are 

298 subject to an allocation factor. Additionally, I am very familiar with the drivers 

• 

299 that were used to develop the allocators. With a proper understanding and • 

300 examination of the cost drivers, and analysis of the company's direct coding to 

301 ensure the non-regulated companies are not favored , the allocators are very 

302 reasonable . However neither my subjective opinion , nor anyone else's, should 

303 be considered support for a cost allocation. Rather, any cost allocation factor or 

304 method should be supported by data, which Mr. Ostrander failed to provide. 

305 Carbon has provided that data in response to various data requests to support its 

306 allocation factors. 

307 

308 Q. Mr. Ostrander suggests that total revenue and expenses can be used to 

309 determine the appropriate allocation factors. Do you believe the total 

310 revenue and expenses are rational drivers of costs? • 
ERRATA 
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No. Revenue could be an appropriate standard to use to allocate costs if a 

312 company had homogenous products. For example, if the consolidated entity of 

313 Carbon/Emery Telcom consisted solely of Emery Telcom, Carbon Emery 

314 Telcom, and Hanksville Telcom offering similar products at similar prices, then 

315 revenue could be used without significant distortion (see possible exception 

316 noted below). However when a consolidated entity offers non-homogenous 

317 services, such as cable television , broadband internet, long haul transport, and 

318 newsprint, as in the case of the consolidated entities of Carbon/Emery Telcom, 

319 revenue is an illogical basis to use when developing cost allocations. 

320 

• Q. Please explain why revenues are not a rational driver of costs. 

322 A. As an example, consider this UUSF proceeding. Carbon/Emery Telcom is 

323 requesting an additional $816,909 in UUSF funding . If Carbon is successful and 

324 receives this additional revenue, a cost allocation based on revenue would result 

325 in increased expenses going to Carbon Emery Telcom. At first this may seem 

326 rational because a large amount of expenses were incurred to go through this 

327 process (although those costs are not likely to continue). However, let's now 

328 assume that Carbon incurs these same expenses and Carbon/Emery Telcom 's 

329 current USF of $1 ,038,714 is reduced to 0, as is being proposed by Mr. 

330 Ostrander. A cost allocation based on revenue would then result in a reduction 

331 of cost to Carbon/Emery Telcom. It is inappropriate to assume that the dollar 

, . result of a UUSF proceeding should determine cost allocations. The fact that a 
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333 UUSF case is undertaken could be considered a reason for direct coding or 

334 maybe even a temporary driver, but the result of the UUSF case should not be. 

335 

336 A second example is special access transport revenue earned from a route 

337 provided significantly across ETV leased fibers from Grand Junction CO to Salt 

338 Lake City, Utah. This route generates revenue with only a handful of customers 

339 and related billing and compliance issues. The lease also provides for 

340 maintenance, thus ETV is not allowed to work or manage work on the fibers 

341 under such lease. As a result, this fiber generates revenue with no significant 

342 management attention, billing complexity, compliance, or customer service. If 

• 

343 overhead costs were allocated on revenue ETV would receive an inappropriately 0 
344 high level of costs unsupported by actual management time based on the 

345 revenue from this route. 

346 

347 Similarly, but to a lesser extent, internet revenue generated by internet 

348 customers on ETV and ETV LLC are much easier to manage as a one or two line 

349 item billing compared to a phone customer with franchise fees, excise tax, sales 

350 tax, E911 , subscriber line charges, ARC charges, poison control, EAS, local 

351 service, call features, universal service fees, and the associated billing and 

352 compliance associated with all of these billing line items. These examples 

353 highlight the inappropriateness of revenue as a cost driver. This example also 

354 begins to show why the billing records are reflective of associated management • 
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time in managing the complexity of regulated operations including compliance, 

regulatory changes, proceedings, and oversight of CSR and administrative 

employees. 

Do you believe expenses are a rational driver of costs? 

No. Expenses are not a rational driver of costs. 

Why not? 

There are significant direct coded expenses that have no relationship to the 

amount of time spent by the CEO, Board, Marketing/PR, or CSR's. One of the 

best examples that illustrates the problem with using expense as a substitute for 

a substantive cost driver can be seen with the expenses of Emery Telcom Video 

LLC (ETV LLC). The single largest expense category on the non-regulated 

entities is Cable TV programming costs in ETV LLC. These costs totaled 

$2,203,681 for 2014 (activity 73 in account 7962.61 in previously provided GL 

detail) . This cost alone is similar to the entire non-depreciation costs of ETV, yet 

programming and negotiation is handled through ETV LLC's association with the 

National Cable Television Cooperative (NCTC) leaving very little management 

time related to cable TV programming. If expenses were used as an allocation 

basis, significant costs would be inappropriately allocated to ETV LLC. It simply 

is not logical that a random programming cost increase would result in additional 

CEO cost allocation. There is no reasonable correlation. 
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Do the "billing record" inputs to the company's A&G allocation factor have 

379 a "direct" or "cost-causative" relationship to the expenses in the 

380 department cost pool that they are used to allocate? 

381 A. Yes. Billing records are representative because they are representative of the -

382 types of services, number of customers , complexity of regulatory compliance, 

383 and issues that the CEO/Board, and Marketing represent. Forward looking plans 

384 are extensions of or improvements to the existing services and have focused 

385 primarily of regulated issues since 2011 when CAF/ICC reform was implemented 

386 and continues today with ACAM model based support proposals being 

387 considered by the FCC. Billing records also reflect forward looking CEO plans • 

388 board decisions, and marketing efforts as these efforts can be measured in 

389 resulting customer growth in new and existing areas. Extension of plant to new 

390 customers and areas is also reflected in the billing records on a slight lag. This 

391 allocator is updated frequently. 

392 

393 Q. What is your assessment of the revised A&G allocator calculation 

394 performed by Mr. Ostrander? 

395 A. Carbon/Emery Telcom is not opposed to the idea of considering other cost 

396 causative drivers in addition to billing records to maintain the accounting and 

397 general allocator. As was pointed out by Mr. Ostrander. drivers in addition to 

398 billing records have been used by Carbon/Emery Telcom in the past. However, I • 
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do not agree with all of the Offices proposed drivers, or its methodology in 

considering those drivers. 

Which of the proposed drivers suggested by Mr. Ostrander to you reject? 

I reject the use of "Revenue" and "Expenses" as cost allocators. For the reasons 

I discussed above "Revenue" and "Expenses" are not at all appropriate to use to 

develop allocations. 

Do you agree that Plant can be used as an input for developing cost 

allocators? 

Yes. Carbon/Emery Telcom could consider Plant as a possible cost driver to 

determine the accounting and general allocator. If "plant" were to be used, 

"Gross Plant" would be a better indicator than "Net Plant" because the regulated 

entities use group asset depreciation per FCC part 32 whereas the non-regulated 

entities use single asset straight line depreciation. Because group asset 

depreciation has had an accelerated effect on the regulated entities, use of net 

plant as an indicator for cost allocation would result in an artificially low allocation 

to the regulated entities to the extent of the accelerated depreciation. 

Also, when using Plant as a proposed driver, shared assets need to properly 

accounted for and shown on the books of the correct entity based upon allocation 

of that asset, not ownership . As indicated in Carbon's Application , to reduce 
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duplication of equipment and costs, the Carbon/Emery Telcom entities share 

certain equipment, vehicles, and computers . This shared equipment is recorded 

on the books of ETV. This cost of this shared equipment is then allocated to the 

various related party entities based upon usage or other allocators. The shared 

equipment is presented and discussed in the initial filing as Exhibit 7b - Shared 

Assets and this exhibit was used as the basis for a rate base adjustment to 

include the appropriate portion of shared equipment in the rate base of Carbon. 

Therefore, an allocator based upon plant would need to reflect the portion 

allocated to each entity to prevent the overstatement of assets on ETV and 

• 

related understatement on each of the other Carbon/Emery related entities. Mr. 

Ostrander's analysis of plant as a driver does not take these issues into • 

consideration . 

Are there other inputs that Carbon agrees are appropriate? 

Yes. Carbon believes that records and payroll can also be valuable inputs in 

determining the appropriate A&G Allocation factor. 

Has the Office employed the proper methodology for considering these 

allocation inputs? 

No. The calculation performed by Mr. Ostrander in "Confid . 15-2302·01 - Ostr. 

WP 1.3 - Adj. BCO-2 (OCS DR 2-40 CAM Alloc.).xlsx" uses an equal weighting 

of the various dollar types and records. This method skews the allocation to the • 
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highest dollars (revenue and net plant totaling $57,224,371) and essentially gives 

no weight to billing records ($264,700) . A more reasonable approach is to 

assume that each of the drivers, if representative, should be given equal 

weighting . This can be easily accomplished by taking the average of the 

resulting allocation percentages of each appropriately identified driver. 

Have you recalculated the Accounting and General Allocator using 

additional inputs as suggested by Mr. Ostrander? 

Yes. Carbon recalculated the A&G Allocator using Gross Plant (properly adjusted 

for shared assets) , Monthly Records, and Payroll, and then weighted each 

associated allocation percent equally. This produced essentially the same 

allocation as was used by Carbon in the initial application 26.68% Emery (ET), 

46.79% Carbon/Emery (CT) and .95% Hanksville (HT) (74.42% total to regulated 

entities) as opposed to 25.67% ET, 47.55% CT, and .74% HT (73.96% total to 

regulated entities) . This calculation can be viewed in Carbon/Emerv Rebuttal 

Testimony of Woolsey - A&G Allocator Analysis - Exhibit 2.xlsx. 

Although the revised allocation would result in slightly greater expenses being 

allocated to the regulated entities (.47%), because of the insignificance of the 

increase, I am of the opinion that the base year is representative and no 

adjustment is necessary. 
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The Office proposed a different basis for Public Relations/Marketing 

466 allocations. Do you agree with the proposed adjustment? 

467 A. No. Mr. Ostrander's proposed PR/MK adjustment premise is that because there 

468 are three services and the one regulated service should be then allocated 33% of 

469 the cost; he then randomly decides 25%. Neither the 33% or the 25% is backed 

470 by substantive support. The three services considered by Mr. Ostrander were 

471 IPTV, Internet, and Phone. The affiliated companies of Emery do not offer IPTV 

472 but do offer Cable TV. 

473 When considering how to allocate costs for marketing, if certain services are not 

474 advertised at all they should get little or no allocation of costs, conversely if a 

• 

475 particular service appears more frequently it should receive an increased • 

476 allocation. With this in mind, only considering the number of services offered, is 

477 over simplistic as it does not consider the focus or frequency of marketing efforts 

478 of these services. If services are specifically non-regulated and do not contain 

479 phone advertising they are direct coded as is the case with Moab advertising 

480 which is all direct coded to non-regulated entities and reduces the actual amount 

481 of PR/MK subject to the allocator. In the regulated operating areas, phone 

482 receives a primary focus either directly or through bundles. Due to decreased 

483 interest in land lines, the advertising of bundles is critical to the success and 

484 survival of Carbon. Bundles in the regulated operating areas are designed to be 

485 Phone and "something else" either LD, cable, internet provided over regulated 

486 plant, or internet provided over non-regulated plant. Whenever a bundle is • 
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advertised and sold the regulated entity benefits. This benefit is enhanced by the 

sale of long-distance or DSL which are tied to the regulated entity due to the 

requirement to have a land line or to allocate additional loop cost (DSL revenue 

requirement) for standalone DSL. Thus, the actual sales (and advertising) of LD, 

DSL, and Bundles in general, benefit the regulated entity and cost should reflect 

this . 

As of December 31 , 2015, nearly half of the customers in the Carbon serving 

area are phone customers (6,899 phone vs 7,066 (internet and cable). Of the 

internet customers 3,096 were DSL making them also regulated customers (ETV 

purchases wholesale DSL special access service from Carbon). The number of 

Carbon serving area customers being serviced by regulated plant is 9,995 or 

71 .5%. 

In the absence of a more appropriate allocation basis, the current use of the A&G 

allocator by Carbon for PR/MK is reflective of the results of marketing efforts and 

is comparable to the customers being served by regulated vs non-regulated 

plant. 

In addition to the A&G Allocation change and PR/MK Adjustment, the Office 

is proposing an adjustment to the CSR Allocator. Do you agree with the 

proposed adjustment? 
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No. Mr. Ostrander's proposed CSR adjustment contains a variety of errors. 

What errors are contained in the CSR adjustment being proposed by the 

512 Office? 

513 A. Mr. Ostrander states that the CSR allocator should be adjusted from 63% 

514 regulated and 37% non-regulated to 35% regulated and 65% non-regulated . 

515 However, Mr. Ostrander has not provided any data or evidence to support this 

516 conclusion . There is no evidence that Mr. Ostrander's opinion of how CSR costs 

517 should be allocated is more accurate than the time study performed by Carbon in 

518 2010. In fact , it would appear that Mr. Ostrander did not verify any of his findings 

• 

519 related to CSR's in the Office data requests, and as a result, Mr. Ostrander made • 

520 several errors in his testimony related to the CSR Allocation factor. 

521 

522 Q . Please identify the errors you are referring to. 

523 A. In Mr. Ostrander's calculation of CSR costs he uses $931,313 total CSR dollars 

524 as a basis for allocating 2014 CSR costs, the correct amount of total CSR costs 

525 is $690,693.36 which results in a 35% misstatement upfront and makes any 

526 resulting proposed adjustment wrong . This data is a subset of total allocations 

527 given to the Office in DR 2-40. Carbon has utilized an Excel pivot table to 

528 summarize the data and demonstrate the error, see Carbon Emerv Rebuttal 

529 Testimony of Woolsey CSR Allocation - Exhibit 3.xlsx. The error was limited to 

530 this one data pOint. From the pivot table you can see that total expenses subject • 
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531 to allocation tie to Mr. Ostrander's analysis showing $5.6M in total allocated 

532 expenses. The highlighted green numbers on Carbon Emery Rebuttal Testimony 

533 of Woolsey - CSR Allocation - Exhibit 3.xlsx also tie to amounts shown for 

534 Board, CEO, Marketing/PR, and Human Resources. The CSR allocation amount 

535 does not tie and should have been $690,693.36. 

536 

537 Mr. Ostrander states that there are 31 CSR's per DPU 1-4(b), then goes on to 

538 state that "It is not clear why 63%, or a substantial majority of these CSR costs 

539 would be allocated to regulated operations". DPU 1-4(b) does not indicate that 

540 63% of CSR costs were allocated to the regulated entities . It does however 

• clearly demonstrate that there were 31 different CSR's between January 31 , 

542 2012 and April 1, 2015. Mr. Ostrander failed however to notice that there were 

543 also 3 additional "CSR/Advanced Trouble Shooting" employees making 34 total 

544 CSR's that worked in any given month over the 40 month period presented. His 

545 count does not consider turnover, part-time, or temporary employment. Mr. 

546 Ostrander also failed to notice that there was a table at the bottom of this data 

547 request that clearly demonstrates the number of employed employees in any 

548 given month. The summary is presented below with highlights for the base year 

549 and a summary at the bottom of the sheet: 

550 
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554 

555 Q. Please explain this data. 

556 A. Though there were a total of 34 total different employees employed during the 40 

557 month period the number employed in any given month was never more than 24. 

558 The average number of CSR's during the base period was 22.9. From this 22.9 

559 an adjustment needs to be made for part-time employees to arrive at full time 

560 equivalents. There are 7 part-time employees, so a reduction of 3.5 employees 

561 brings the FTE employee count average to 19.4. 

562 

• 
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Do all of the 19.4 FTE CSR employees use the CSR allocator for their 

primary coding? 

No. Out of the 19.4 FTE employees there are 3 dispatch CSR's that primarily 

use the dispatch allocator which more closely follows plant labor. There are also 

3 CSRs included in the advanced trouble shooting CSR group and 1 Moab CSR 

who's cod ing is all to non-regulated entities (ETV and ETV LLC). This essentia lly 

lowers the actual number of CSR's using the CSR allocator for their primary 

coding to 12.4. 

What other changes have you made with respect to CSRs? 

In conjunction with the establishment of the troubleshooting group, additional 

plant troubleshooting software tools were given to the CSR group to diagnose 

initial trouble calls. If a CSR determined that the trouble is not isolated to the 

outside plant, the call is passed to the advanced trouble shooting group. This 

greatly reduces the amount of time the CSR's spend with non-regulated 

customers . These changes were made as DSL and Cable internet customers 

increased, and despite the increased number of customers, the additional tools 

and cooperation between advanced troubleshooting has allowed customers to be 

served without requiring a significant increase in CSRs. The CSRs' actual time 

can be reviewed with a Pivot table on DPU DR1-4a Emery & Carbon- Labor 

Reports - testimony analysis .xlsx the pivot reveals the following: 
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Grand Total 777, 132,89 136,062.05 913,194.94 187,358.34 2)8,902.47 248,771.33 3,428.01 251. 101.93 3,632.86 

Regulated 1142,093. 13 t18% 

Non-Rcg 471,101.81 S2% 

585 

586 Source: Carbon Response to DPU DR 1-4a Emery & Carbon-Labor Reports 

587 testimony analysis.xlsx 

588 

589 Q, What does the Pivot table show? • 590 A. The Pivot table reflects the final disposition of all CSR Labor and shows use of 

591 CSR, Dispatch, Directory, and Moab CSR distributions as well as direct coding . 

592 The results indicate that more CSR time is actually coded to the non-regulated 

593 entities than the regulated entities (52% non-reg vs 48% regulated). As the 

594 current actual coding is highly non-regulated and combines the proper use of 

595 direct coding and representative allocators based on real cost drivers, the 

596 hypothetical allocator proposed by Mr. Ostrander is not appropriate and is wholly 

597 without basis. 

598 

• 
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The Office is proposing several adjustments to your rate base accounts. 

600 How did you determine the rate base accounts used in Carbon's 

601 Application? 

602 A. Carbon/Emery Telcom relied on pages 17 and 18 of the Incumbent Local 

603 Exchange Carrier Annual Report to the Public Service Commission of Utah 

604 (Annual Report) for guidance in determining appropriate rate base accounts. 

605 Carbon's Annual Report for the period January 1, 2014 to December 31 , 2014 

606 was submitted to the PSC and has been provided to the Office and DPU . Page 

607 17 of the Annual Report lists the net telecommunications plant in service by 

608 account. Page 18 is entitled "Other Rate Base Accounts" and includes a listing 

• of accounts typically considered as part of the rate base. A snap shot of 

610 Carbon's 2014 report is shown below as an example of the included accounts: 
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Generally the asset accounts listed in the Annual Report are added to the rate 

base and certain liability accounts are deducted from the rate base. Carbon 

included these accounts in the Rate Base in its Application as has been the 

practice in the previous proceedings before the PSC. Carbon has not departed 

from the accounts prescribed by the Utah PSC in their Annual Report nor 

changed the common practice with respect to rate case or UUSF filings. 

Mr. Ostrander has identified 4 adjustments to rate base including 

Prepayments (BCO-3), Long-Term Liabilities (BCO-4), Telephone Plant 

Under Construction (BCO-5), and Materials and Supplies (BCO-6). Do you 

agree with any of these adjustments? 

Yes, one. I believe that deducting the Long-Term Liabilities from Rate Base 

(BCO-4) is appropriate. Carbon originally did not consider the deduction of a 

post retirement benefit obligation because it was not specifically identified as a 

liability account on the PSC report. Upon examination of the nature of this 

account as well as the handling for interstate purposes as noted by Mr. 

Ostrander, I agree that a reduction from rate base should be made. I do not, 

however, agree with Mr. Ostrander's Part 36 value used for this adjustment. The 

Long-Term liability represents post-retirement health care related obligations and 

is appropriately removed from rate base because the company has already 
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recovered the expense that created the liability in prior years. However, the total 

liability needs to be reduced by: 

• the portion created through non-income statement adjustments (other 

comprehensive income); and 

• the portion that was allocated to other non-regulated entities. 

Considering these adjustments, $1 ,090,175 is the amount that should remain on 

Emery, Carbon, Hanksville. Only Carbon's portion, in the amount of $600,465, 

should be deducted from Carbon's rate base. This amount differs slightly from 

the Part 36 amount identified by Mr. Ostrander due to the adjustments for other 

comprehensive income mentioned above. 

Do you agree with BCQ-3 related to prepayments? 

No. I reject the appropriateness BCO-3. The inclusion of prepaid expenses is 

647 straight forward and allowed by practice. This policy should not be changed. 

648 

649 Q . Do you agree that telephone plant under construction (TPUC) should be 

650 excluded from rate base (BCQ-5)? 

651 A. No. With respect to the adjustment BCO-5, Mr. Ostrander seeks to remove 50% 

652 of TPUC in the amount of $935,335 and provides two reasons for its exclusion. 

653 The first is his opinion that a normalized basis of TPUC would result in a lower 

654 and more appropriate TPUC value. Though normalization conveniently reduces 

• 

o 

655 TPUC, it does not recognize that these are actual capital expenditures, that • 
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TPUC is directly tied to plant investment, and that a lower TPUC just means the 

assets have moved to another rate base account (plant in service) or have not 

occurred yet. Carbon is not proposing known and measurable plant additions in 

TPUC. Rather, Carbon is only including actual plant expenditures which 

currently reside in TPUC. This is not an account that should be normalized to 

find an "appropriate" operating level. This account by its very nature accurately 

reflects actual plant expenditures. 

What is the second reason that Mr. Ostrander gives for removing 50% of 

TPUC? 

Mr. Ostrander also suggests that we should consider the "matching principle" 

which is a GAAP principle not a "regulatory" principle. Matching attempts to align 

the financial impact of actual events to the periods in which they occur. As 

examples: 

• a retail sale should match corresponding reductions in inventory and 

recognition of cost of goods sold in the same period ; 

• expensing of a prepaid should be ratably over the periods of benefit; 

• in the case of assets, they are not depreciated until they are placed in 

service; 

• likewise existing assets that new assets are to replace are not reduced on 

the books until they incur an impairment or are actually taken out of 

service. 
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678 Mr. Ostrander's strange interpretation of mismatching does not provide adequate 

679 basis for adjustment; by suggesting that Carbon should somehow project an 

680 offset to the inclusion of TPUC of events that have not occurred. With respect to 

681 capital expenditures I have never heard of projecting future revenues, affiliate 

682 transactions , or disposals related to an asset addition that have not yet occurred 

683 under the theory of matching. This would in fact be a violation of both the 

684 matching principle which requires a transaction to be recorded in a correct period 

685 and also a violation of a second GAAP principle which prevents the recognition of 

686 contingent gains. Mr. Ostrander's arguments on removing 50% of TPUC should 

687 be rejected. 

• 

~8 • 

689 Q. Do you agree with the Offices' proposed adjustment for Materials and 

690 Supplies contained in BCO-61 

691 A. No. In BCO-6, Mr. Ostrander has proposed a reduction in materials and supplies 

692 to a "normalized" lower level arguing that the current level is artificially high. 

693 While the current level of materials and supplies on site is higher than historical 

694 levels, the higher level is real , on site, and necessary due to several factors : 

695 • Carbon is experiencing increased construction activity associated 

696 with the FTIH curb and business district in Price; 

697 • Carbon 's lead time on fiber and fiber related products has 

698 increased. Carbon is currently experiencing delivery delays of three 

699 to six months. • 
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• As a result of the increase lead times with vendors , Carbon is 

required to keep more inventory on hand to prevent shortages, and 

work stoppages that will result if required fiber and fiber facilities 

are not on site. 

The increased level of inventory is anticipated for at least the next five years and 

is properly reflected in the rate base at full value. 

The Office is proposing a depreciation adjustment on assets that the Office 

believes are either fully depreciated or will be fully depreciated in about 2 

years (BCO·a). Do you agree with this depreciation adjustment? 

No. Mr. Ostrander refers to his adjustment of BCO-8 as "remove depreciation 

expense on fully depreciated assets". Carbon has not depreciated any asset in 

excess of the book value of the asset. We assume that what Mr. Ostrander is 

attempting to describe is the effect of group asset depreciation. As indicated in 

the testimony of Douglas Meredith, group asset depreciation is an FCC 

prescribed method of depreciation which can have an accelerating effect on 

depreciation in cases where there are older assets included in the group subject 

to a depreciation calculation . However, group asset depreciation only 

accelerates depreciation; it does not result in over·depreciation (depreciation in 

excess of the book value) of any asset. 
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What errors has Mr. Ostrander made in his depreciation adjustment 

722 contained in BCO-8? 

723 A. Mr. Ostrander's BCO-8 claims to reduce "depreciation expense by $248,639 (and 

724 corresponding increase in accumulated depreciation in rate base of $124,320) on 

725 assets that are either fully depreciated or [sic) will be fully depreciated within 

726 about 3 years." Mr. Ostrander provides no rationale for his recommendation to 

727 exclude depreciation expense in the amounts $11 ,051 for Other Work Equipment 

728 and $11 ,551 for Interexchange Circuit Equipment. He states that these accounts 

729 became fully depreciated in 2014 so he just excludes the entire amount. This 

730 position assumes no continuing investment which would result in the continuation 

• 

731 of depreciation. Continued investment is anticipated since the company is a • 

732 going concern , and I assert that the depreciation levels projected in the base 

733 year are representative of expected levels for at least the next five years based 

734 upon this investment. 

735 

736 Q. Are there other accounts that Mr. Ostrander adjusted besides "Other Work 

737 Equipment" and "Interexchange Circuit Equipment"? 

738 A. Yes. Mr. Ostrander concludes that the deprecation in accounts for Subscriber 

739 Circuit Equipment and Aerial Cable is currently overstated and that it will largely 

740 disappear in four years (three years for the accounts subject to his adjustment). 

741 This position again erroneously assumes no continued investment and no 

742 disposals. Additionally, there is no determination whether the current • 
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743 depreciation level of the chosen account groups is materially accelerated or is a 

744 representative amount. A summary of data for the two targeted adjustment 

745 accounts is as follows : 

2 year 5 year 

Capital Capital 

Asset Groue GBV NBV Life Antici [1ated Antici[1ated 

Sub. Cire. Equip. 6,044,852 2,164,150 8yrs 2,699,380 8,147,385 

746 Aerial Cab le 2,593,099 443,652 20yrs 1,730,406 1,730,406 

747 Source: From Confid . - 15-2302-01 Ostr. WP 1.8 - Adj. BCO-8 - DPU 1-11 De[1rec. 

74B EX[1 .xlsx - tab Dep Calc. and FCC 481 fi ling. 

749 

Q. What does the above table show with regard to Subscriber Circuit 

751 Equipment? 

752 A. The first targeted account, Subscriber Circuit Equipment (Accts 2232 and 3232), 

753 with a GBV and NBV of $6,044 ,B52 and $2,164,150 respectively and a 

754 depreciation life of 8 years is completely appropriate at its current depreciation 

755 level. The Subscriber Circuit Equipment Account consists largely of legacy 

756 DSLAM type equipment which will be replaced by FTTH network interface device 

757 equipment beginning in earnest in 2017. Taking the Gross Book Value (GBV) of 

758 $6,044,852 and dividing it by the asset life of 8 years results in $755,606 of 

759 depreciation expense per year, which evidences little acceleration from the 

760 current year actual depreciation at $705,024. Because the legacy equ ipment is 

being disposed and replaced in the same year the old equipment will be fully 

ERRATA 



762 

763 

764 

765 

766 

767 

768 

769 

770 

771 Q. 

Docket No, 15-2302-01 
Revised Confidential Rebuttal Testimony of Woolsey 

September 4, 2015 
Page 39 of 59 

depreciated the current level of depreciation is appropriate , This also shows that 

depreciation will remain very similar to current levels in the short run , but will 

actually increase after five years based upon the projected five year investment. 

The adjustment proposed by Mr. Ostrander is entirely inappropriate. 
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With respect to the Aerial Cable, Carbon anticipates fixed asset additions to this 

category of $1 ,730,406 over the next two years which will more than outpace the 

depreciation expense levels currently projected by Mr. Ostrander in the five year 

period . Though depreciation will not drop as projected by Mr. Ostrander, the 

acceleration effect is present in the Aerial Cable account and can be maintained 

near current levels if disposals of the older assets at levels similar to additions 

are made. Carbon's current use of group asset depreciation does not result in an 

inappropriate base level of depreciation, and (based upon anticipated additions 

and disposals) future depreciation levels will not differ significantly from the 

current 2014 base year levels. A more appropriate and encompassing 

discussion of depreciation methodology, potential acceleration , and both the 

expense and rate base implications of changing the methodology is included in 

the Rebuttal Testimony of D Meredith filed in this Docket 

Describe how Carbon calculates depreciation expense. 

Carbon calculates depreciation expense using a straight line calculation in 

conformity with a group plan of accounting as prescribed by Federal 

Communications Commission (FCC) in the Code of Federal Regulations, Title 

47, Chapter I, Subchapter B, Part 32. FCC part 32 .2000 which states "(iii) 

Charges for currently accruing depreciation shall be made monthly to the 

appropriate depreciation accounts, and corresponding credits shall be made to 

the appropriate depreciation reserve accounts. Current monthly charges shall 
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794 normally be computed by the application of one-twelfth of the annual depreciation 

795 rate to the monthly average balance of the associated category of plant. " 

796 

797 "Group plan" is defined as follows in FCC Part 32.9000; "Group plan, as applied 

798 to depreciation accounting , means the plan under which depreciation charges 

799 are accrued upon the basis of the original cost of all property included in each 

800 depreciable plant account, using the average service life thereof properly 

801 weighted , and upon the retirement of any depreciable property its cost is charged 

802 to the depreciation reserve whether or not the particular item has attained the 

803 average service life." 

• 

804 . , 

805 Q. Does a group asset plan calculation of depreciation expense result in 

806 higher depreciation? 

807 A. No. Using a group asset method to Calculate depreciation expense will always 

808 result in the same total depreciation expense as calculated under any other 

809 accepted method. Group asset depreciation is an accelerated depreciation 

810 method. This means that group asset depreciation tends to produce a higher 

811 depreciation expense in earlier years, and a lower depreciation expense in later 

812 years. Conversely the rate base (NBV of associated assets subject to 

813 depreciation) will be reduced more quickly resulting in a lower total disbursement 

814 of UUSF based upon applying a rate of return on a lower NBV and over a shorter 

815 (accelerated) asset life. • 
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Is group asset an acceptable method of depreciation? 

Yes . Group asset depreciation is an acceptable method of depreciation that is 

used for, and approved by the FCC . Carbon/Emery Telcom is using an accepted 

methodology in the calculation of depreciation in accordance with the guidance 

provided by the FCC, consistent with Carbon's historical practice, and consistent 

with the method of depreciation used by many other rural ILEC 's in the State of 

Utah. 

In the absence of rulemaking at the state level dictating the method of 

depreciation to be employed by rural telecommunication providers in the State of 

Utah, group asset depreciation should continue to be allowed by the 

Commission. Carbon's base year depreciation calculated using the group asset 

method is not abnormally high and is consistent with anticipated investment 

levels and should not be modified. 

Mr. Hellewell from the Division of Public Utilities proposed an adjustment 

of $563,276 to reduce depreciation expense. Can you speak to the 

appropriateness of this proposed adjustment? 

The calculation is essentially a "worst of both worlds" approach to applying what 

otherwise would be an acceptable depreciation methodology if consistently and 

historically implemented. 
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Depreciation effects rate of return calculations in two ways: first by the 

depreciation expense recorded in any given period; and second by the allowed 

rate of return applied to the NBV of these associated assets. In addition to these 

two components there are two sources of potential return - State and Federal. 

These two jurisdictions as well as the methodology have to be closely examined 

when any change is considered to ensure proper jurisdictional return (no loss of 

recovery or double recovery). 

How did the CPU calculate its depreciation adjustment? 

• 

The DPU's proposed depreciation adjustment was calculated by applying single • 

asset straight line depreciation to individual asset detail provided in DPU DR1-11 

Emerv & Carbon - Assets · and CY 2014 Depreciation.xlsx. Carbon recalculated 

the DPU's single asset adjustment to within reasonable rounding differences of 

$20, and has supplied our calculation in Carbon Emerv Rebuttal Testimony of 

Woolsey-Depreciation-Exhibit 4.xlsx. This exhibit also contains additional 

calculations which will be discussed latter. 

Are there issues with the CPU's proposed adjustment? 

Yes. The DPU proposed adjustment provides single asset straight line 

depreciation as if had occurred from the in-service date through 2014, then 

compared the 2014 recalculated expense to the expense recorded by Carbon to • 
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arrive at a difference of $563,276. The DPU methodology which resulted in 

lower depreciation expense was applied to all depreciable assets (not just 

intrastate assets). This ignores the fact that Carbon in fact used a higher 

depreciation expense amount in its interstate filings upon which rate of return will 

be established for interstate recovery mechanisms. On the associated rate base 

side of the depreciation transaction , the DPU used the NBV which reflects the 

accelerated group asset methodology (lower) then added back only the current 

year depreciation difference of $563,276 as a proposed adjustment to NBV. 

Thus the "worst of both worlds" occurred where the lowest possible NBV was 

used for rate base and the lowest possible depreciation calculation (single asset 

straight line) was used for expense. 

Couldn't you just adjust the NBV to reflect historical application of the 

single asset straight line depreciation proposed by the state to arrive at the 

correct amount of return on rate base associated with their proposed 

adjustment? 

No. Because recovery of both depreciation expense and return on rate base has 

already been received on the interstate portion of these assets in prior years. 

Any calculation by the state would have to consider this effect. 

How would you address the DPU's concern regarding depreciation 

methodology? 
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The preferred course of action, which results in an overall lower total UUSF 

883 distribution (as discussed in testimony provided by Douglas Meredith). would be 

884 to allow companies to continue to use group asset depreciation as an acceptable 

885 methodology as prescribed by the FCC. This would not preclude other 

886 companies from using a different methodology it wou ld just be one of the 

887 acceptable methods of ca lculation . 

888 

889 As an alternative, if the State feels strongly about a particular methodology for 

890 calculating depreciation and wishes to establish rules regarding this, the best 

891 approach would be to avoid the complications and recovery concerns of 

• 

892 retroactive application and apply the new methodology going forward on new • 

893 asset investments. If a company chooses to not follow the State methodology at 

894 that point then they would be subject to reconciling and adjusting their books for 

895 state rate making purposes as necessary. 

896 

897 Q. If single asset straight line methodology was prescribed by the State and 

898 adopted by Carbon on a go-forward basis, how would depreciation 

899 expense compare to the base year? 

900 A. I performed an analysis of the effects of making a prospective change to single 

901 asset straight line depreciation as of January 1, 2014. In this analysis, Carbon 

902 assumed that group asset depreciation would continue on historical assets as of 

903 12/31/13, and single asset straight line methodology would apply to all 2014 • 
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additions and projected additions through 201 9. For purposes of this analysis 

Carbon used the projected capital improvements filed July 1, 2015 on FCC Form 

481 . From these assumptions, the analysis provided the following results: 

• 2014 depreciation expense would have reduced by $1 14,150 from 

$2,038,846 to $1 ,924,696 in the 2014 base year. 

• The six year average depreciation expense is projected at $1 ,951 ,264 

which is $87,582 (4 .3%) lower than the base year. 

• The base year is materially representative of anticipated depreciation 

expense levels as projected in this change scenario. 

See Carbon Emery Rebuttal Testimony of Woolsey - Dep Est Single Asset 2014 

to 2019 - Exhibit 5.xlsx 

Is there another solution? 

The last solution would be an attempt to apply the DPU methodology in a way 

that considers all aspects of the proposed change including depreciation 

expense, rate base (NBV) , and jurisdiction. Carbon has performed this 

calculation which is included in Carbon Emery Rebuttal Testimony of Woolsey -

Depreciation -Exhibit 4.xlsx. In this Exhibit Carbon starts by recalcu lating 

individual asset depreciation using the single asset straight line method through 

12/31/201 3. This allows the NBV at the beginning of the rate base period to be 

presented. 2014 depreciation expense is then calculated in the same manner, 

and a resulting NBV for 12/31/2014 is calculated . These numbers are then 

ERRATA 



926 

927 

928 

929 

930 

931 

932 

933 

934 

935 

936 

937 

938 

939 

940 

941 

942 

943 

944 Q. 

945 A. 

946 

947 

Docket No. 15-2302-01 
Revised Confidential Rebuttal Testimony of Woolsey 

September 4, 2015 
Page 47 of 59 

totaled to see the current 2014 depreciation effect and cumulative NBV effect of 

the proposed depreciation change. (See summary in rows 2531 to 2541 on the 

Carbon tab of the spreadsheet). The depreciation change is calculated at 

$563,256 essentially the same as the DPU calculation of $563,276. In this 

section you can also see the effect of adding back the cumulative NBV difference 

on rate base, which would result in a UUSF impact of $235,723 (using 

10.50001 % Carbon rate of return). Carbon has already described the fault of 

using this calculation as a NBV/rate base adjustment because it does not 

consider interstate return previously received on these asset differences. The 

next step in the calculation is contained in rows 2543 to 2553 in which the two 

• 

methodologies are applied to the asset mix with the group methodology applied • 

to interstate assets and the single asset methodology applied to the intrastate 

assets. This results in a 2014 depreciation reduction adjustment of $333,970 

and a corresponding rate base/NBV increase adjustment of $1 ,331,098 with an 

estimated corresponding UUSF impact of $139,767. The net decrease in the 

UUSF request resulting from this theoretically correct analysis would be 

$194,203 ($-333,970 + 139,767). 

Are there any downsides to the mixed calculation performed above? 

Yes. The intrastate/interstate mix of assets can and does change over time 

making this calculation slightly inaccurate at any given point in time. Also, any 

change from existing methodology (unless the books could be restated) will • 
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cause differences in federal and state reporting that would not be easily tracked 

and would result in less transparency from a reporting standpoint. 

Again the best course of action is the choice of an acceptable methodology that 

is then applied consistently over a single asset or group asset life for both 

interstate and intrastate rate of return recovery. In the absence of agreement on 

methodology by all parties in this proceeding, the focus should be on whether the 

amount presented in the initial filing is a representative base year amount. I 

assert that the base year amount is materially representative whether Carbon 

continues to use the group method, or if a change to single asset straight line 

methodology were made as of the beginning of the 2014 base year. 

Mr. Hellewell describes six reasons why group asset depreciation is not 

recommended. What is your response? 

I will address each of the six reasons: 

• Depreciation by computer: The ease of calculation was not a determining 

factor in the original choice of Carbon to use group asset depreciation. In 

fact until our recent system upgrade, Carbon's accounting system would 

not handle the group calculation. 
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• Asset Tracking : This argument is not really an issue for Carbon because 

individual assets are tracked. Only our oldest assets are an issue (think 

Qwest acquisition). Either method could be deployed with adequate 

tracking . 

• Disposal : With appropriate individual tracking the methodology has no 

impact on disposals. 

• Group Characteristics: The problem of classification exists in either 

method of depreciation . Vehicles are not necessarily a problem as they 

are easily identified and generally disposed at or near their depreciable life 

thus reducing any possible group depreciation effect. 

• Standardization: I do not disagree with Mr. Hellewell 's general statement 

here but would argue that we are among a majority of companies that use 

group asset depreciation. 

• Volatility: agree that volatility risk is increased under a group 

methodology. However this risk is mitigated through proper and timely 

disposals and balanced continued investment as needed for aging assets. 

Previously you indicated that Carbon is proposing a revenue adjustment to 

account for the impacts of converting non-regulated cable customers to 

regulated fiber internet customer. Can you tell us what the financial 

statement impacts of this conversion are? 
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This type of migration has two major financial statement impacts. First, there 

would be a shift in the various components of interstate revenue requirement, 

and second there would be an increase in rate base from the additional plant 

required to make the conversion . We contacted Moss Adams, LLP, the CPA firm 

contracted to produce our annual Cost Study, to do a sensitivity analysis of what 

would have happened to our 2014 cost study assuming that all of our December 

31 , 2014 cable internet customers in the Carbon ILEC service area had been 

converted to fiber internet as of year-end. The following chart summarizes the 

results of the Moss Adams Sensitivity Analysis which was performed at our 

company's cost study area level (includes Emery, Carbon/Emery, and Hanksville 

which operates in the boundary of SAC 502278): 
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Part 69 - Revenue Requirement 
As Filed 

2014 Cost Studv 

Common line 2,653,206 

Special Access 1,570,681 

DSL 809,009 

Total 5,032,896 

2014 Sensitivity w/ 
Migrated Internet 

2,584,318 

1,507,445 

1,268,011 

5,359,774 

Difference 

68,888 

63,236 

(459,(02) 

(326,878) 

Net change in Interstate Rev Req 's (326,878) 
Rate Base Increase w/USF Effect 2,551,350 10.50010 267,892 

Total UUSF Impact (58,986) Annual 
Additional Customer Impact 2,190 (2.24) per Month 

1002 Source: Carbon Emery Rebuttal Testimony of Woolsey - Cable Internet Migration 

1003 - Exhibit 1.xlsx 

1004 

1005 This analysis shows that the combined effects of the migration of cable internet 

1006 customers to fiber internet would have a per customer UUSF impact of ($2.24) 

1007 per month. In order to make an adjustment to th is UUSF proceeding , Carbon 

1008 used a three year anticipated conversion average (similar to land line loss) in 

1009 which the 1833 remaining cable internet customers in Carbon are converted to 

1010 fiber, as projected in 2015 through 2017, with a resu lting projected base year 

1011 adjustment impact of $13,714. Carbon presented th is adjustment along with an 

1012 updated calculation of the USF impact of land line loss covering the same period. 

101 3 The summary above and adjustments below are included in Carbon Emery 

1014 Rebuttal Testimony of Woolsey - Cable Internet Migration - Exhibit 1.xlsx 
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Cumulative Cable Migration Projected Impact by Year 
Revenue Im~act {UUSF 

Year Cumulative 3vr Avg Rate reduction) 

:orwersi on Customers Anticipated: Emery 15 246 246 

Emery 16 111 357 , 
$2.24 $8,619.00 Emery Emery 17 357 320 

Carbon 15 

Carbon 16 458 458 

Carbon 17 611 1,069 509 $2.24 $13,714.08 Carbon 

Projected land Line loss Adjusted for Actuals as of 8/1/2015 Reve nue Impact 

¥TO 8/1 Annual ized J,yr Avg Rate 

Emery land line loss Bus 

Res 

32 

60 

48 

90 

n $28.00 
135 $17.00 

Updated Land Line Loss 

$24,192 

$27. 540 

• 
Revised l oss Projection 

Initial Filing Projection 

Proposed UUSF Reduction Adjustment 

$51,732 
____ -..$66.378 

$14,646 Emery 

Carbon Land Line Loss Bus 

Res 

62 

206 

93 

309 

139. 5 $27.50 

463.5 $17.00 

$46,035 

$94.554 

Revised loss Projection $140,589 

Initial Filing Projection $178.464 

Proposed UUSF Reduction Adjustment $37,875 Carbon 

1016 Source: Carbon Emery Rebuttal Testimony of Woolsey - Cable Internet Migration 

1017 - Exhibit 1.xlsx 

1018 

1019 Q. You also previously referred to a land line loss adjustment. Please explain. 

1020 A. The land line loss projection utilizes the same methodology used in the initial 

1021 filing which incorporated a three projection of loss for business and residential 

1022 customers and the application of current service rates for basic service. The 

1 initial filing for Carbon utilized 2013 and 2014 actual historical loss to project the 

ERRATA 



1024 

1025 

1026 

1027 

1028 Q. 

1029 A. 

1030 

1031 

1032 

1033 

Docket No. 15-2302-01 
Revised Confidential Rebuttal Testimony of Woolsey 

September 4, 2015 
Page 53 of 59 

loss forward to create a three year average. The Office rejected this adjustment, 

and in BCO-7 suggests that the land line loss projection should not be included 

as a decrease in revenue. 

Do you agree with the Office's adjustment for land line loss in BCO-7? 

No. It is not appropriate to completely eliminate the land line loss projection. 

However, actual land line losses through 8/1/2015 were less than the projection 

in the initial filing resulting in an increase in revenue in the amount of $37,875, 

with a corresponding decrease in the UUSF request of $37,875. Carbon's 

proposed adjustment accurately reflects the positive effects of lower than 

• 

1034 anticipated land line loss, and is a more appropriate adjustment than the Office's • 

1035 BCO-7 adjustment. 

1036 

1037 Q. Is the adjustment made by Mr. Ostrander to adjust income taxes as a 

1038 reflection of interest synchronization appropriate? 

1039 A. It is not appropriate. 

1040 

1041 Q. Why isn't it appropriate? 

1042 A. With respect to the appropriateness of interest synchronization, I reject the 

1043 assertion that this methodology is "common" or appropriate in cases of 

1044 hypothetical capital structure. I am not aware of such an adjustment being 

1045 adopted in current or historical Utah telecommunications proceedings or any • 
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FCC proceeding. I am also unaware of any such adjustment proposed or in 

practice in the traditional FCC rate making/cost study separation processes. The 

use of a hypothetical rate structure already penalizes Carbon to the extent the 

cost of debt is less than the cost of equity applied to any hypothetical capital 

structure of debt percent greater than its actual 0% debt. Effectively Carbon has 

been forced from actual capita l structure to a lower rate of return hypothetical 

capita l structure then, begrudging the already lower rate of return on debt, Mr. 

Ostrander proposes to take the return "hypothetically" lower again by adjusting 

for tax deductions that do not exist. The adjustment is not based upon Carbon's 

actual capital structure or tax deductibility. It has no precedence or place in this 

proceeding. If we are fully considering a hypothetical debt scenario, the very real 

result of hypothetical debt should be considered. In the case of Carbon debt 

would not be used to reduce equity, but rather the only reason Carbon would 

incur additional debt is to accelerate capita l projects thus increasing rate base 

assets. Carbon has not projected hypothetical assets or even been aggressive 

in projecting "known and measurable" asset additions that have occurred to date 

in 2015. If all hypothetical consequences of a debt imputation are honestly 

considered then the positive effects of the scenario should be among them. 

If you assume that interest synchronization is appropriate, has Mr. 

Ostrander calculated it correctly? 

No. It was incorrectly calculated by Mr. Ostrander. 
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Mr. Ostrander applied a theoretical imputation of interest related to rate base 

assets, and then calculated a tax impact of this interest amount of $83,508. In 

this calculation he used an incorrect state rate of 8.93% (Exh.1 D,A-11 Ostr. Tab 

from Master - OCS Exhibit 20 - 15-2032-01 Ostrander Rev.Req .xlsx) vs the 

correct Utah rate of 5%. Mr. Ostrander also uses a slightly incorrect tax gross 

up calculation . The correct gross up can be accurately represented by the 

unrounded formula 11(1 -.05-(.95*.34)) or rounded to 1.594896. 

Have you calculated what the correct interest synchronization would be? 

I am reluctant to provide the calculation because I don't think it is an appropriate 

adjustment. However, the correct numerical adjustment is not difficult to 

calculate. The correct UUSFlTax amount, if we agreed with the initial adjustment 

in theory, would be $78,078 not the $83,508 calculated by Mr. Ostrander. I also 

disagree with the 50150 debt to equity hypothetical capital structure that is 

factored into Mr. Ostrander calculation . If Carbon's actual capital structure were 

used this adjustment disappears, and if 35% debt is used the resulting 

calculation would only be $54,655. 
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In the Division of Public Utilities Calculation of Rate of Return, what is the 

1091 appropriate input for the interstate rate? 

1092 A. As Mr. Coleman accurately states "The question of which rate to use is really a 

1093 matter of whether Carbon participates in the Common Line Pool, or the smaller 

1094 subset of companies that participate in both NECA's Common Line and Traffic 

1095 Sensitive pools." Mr. Coleman states that he confirmed with Mr. Brandon 

1096 Gardner, NECA Western Region Manager, that Carbon is not a Common Line 

1097 Pool participant. 

1098 

1099 Q. Is Carbon a Common Line Pool participant? 

• A. Yes. 

1101 

1102 Q. Do you know how Mr. Coleman got this inaccurate information from Mr. 

1103 Brandon Gardner of NECA? 

1104 A. Carbon/Emery Telcom is one of three ILECS reporting under Cost Study Area 

1105 Code "502278 - Emery Consolidated" (together with Emery Telephone and 

1106 Hanksville Telcom, Inc.) . It is more typical for one ILEC to have multiple study 

1107 areas than it is for one study area to have multiple ILEC's. On September 4, 

1108 2015 I spoke with Mr. Brandon Gardner, who indicated that he had a follow-up 

1109 call with Casey Coleman and that he had clarified the inclusion of Carbon in the 

1110 Emery consolidated filing and the participation of Carbon in NECA's Common 

1 Line Pool. With this clarified understanding, it is appropriate to use 11 .45% per 
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the September 30, 2014 FCC Form 492 filed by NECA as the interstate input 

when calculating allowed rate of return . Mr. Douglas Meredith will discuss this in 

more detail in his testimony. 

Did you review the Testimony and curriculum vitae of Bion C. Ostrander? 

Yes. Mr. Ostrander in his testimony and his curriculum vitae indicates he has 

maintained an uninterrupted permit to practice as a Certified Public Accountant 

("CPA") in the State of Kansas since 1990. However, Mr. Ostrander footnotes 

this statement indicating that his permit to practice is pending renewal subject to 

meeting professional education hour requirements in Kansas. I reviewed the 

• 

Kansas Board of Accountancy's website and database and determined that Mr. • 

Ostrander has not held a permit to practice as a CPA in Kansas since June 30, 

2014. 

Does this lapse in Mr, Ostrander's permit to practice concern you? 

Yes. As a CPA myself, I am familiar with the rules regarding the profession. 

Kansas is a two-tiered state for CPA's. This means before practicing as a CPA 

or holding oneself out as a CPA, the individual must have a certificate of public 

accountancy and a permit to practice. Without meeting both requirements, an 

individual is not permitted to practice as a CPA in Kansas, or hold oneself out as 

a CPA. 

• 
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Do you know if Mr. Ostrander is required to be a CPA to provide testimony 

in this case? 

To my knowledge, Mr. Ostrander is not required to be a CPA to provide 

testimony in this case, but the fact that he held himself out as a CPA "for 

credential" purposes when he does not hold this credential is troubling to me as a 

certified public accountant. I believe this is unprofessional conduct and speaks 

to Mr. Ostrander's credibility as an expert witness . 

To summarize, what is Carbon's current UUSF request? 

$570,643. This amount reflects the effect of the five adjustments (and 

associated tax effect) discussed herein. This amount accurately represents the 

amount that Carbon is entitled to under Utah law. 

Finally, are there any other adjustments that you have for your filing? 

Yes. As is customary, legal and consulting fees are disbursed from the state 

USF on a lump sum basis after the proceeding is resolved . I won't know this 

amount until after the proceeding but wanted to include these items as a 

placeholder for resolution by the Commission. 

Does this conclude your testimony? 

Yes. 
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SURREBUTTAL TESTIMO Y OF DARREN WOOLSEY 

' '''hat is your nam e'! 

My name is Dan-en Woo lsey. 

A.·e you the same Darren Woolsey that filed Rebuttal Testimony in this Dockct? 

Yes. 

What is the purposc of your Surrebutlal testimony? 

The purpose of my surrebuttal test imony is to respond to Mr. llellewell 's Rebuttal 

testimony filed on behalf of the Division of Public Utilities (the "Division") with respect 

to Depreciation expense. 

In rcbuttal testimony M •.. Hcllewell (lines 36 to 38) indicates that the underlying 

cause of both the DPU and OCS adjustments to depreciation expense is 

Carbon/Emery's practice of using fully depreciated assets in the calculation of 

depreciation expense. What is your rcsponsc to this tcstimony? 

Carbon/Emery i · not arbitrary or indi criminate in it s accounting for depreciation, but 

instead has consistently app lied the prescribed FCC accounting method of group asset 

depreciation expense in accordance with 47 CrR Part 32 as required by Utah 

Administrative Code R746-340-2.D. 

Docs this conclude YO III· sun·cbuttal testimony/ 

Yes. 

1 
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WOOLSEY 

A,·e YOIl the samc Da l·rcn Woolsey that has fil ed previous tes timony in this Docket"! 

Yes. 

What is the plll·pose of your testimony'! 

The purpose is to provide additional testimony regarding depreciation methods 

sub cqu nt t the Utah Public Service Commission's Order on Motion for Partial 

Summary Judgmcnt related to depreciation . 

Why Docs Carbon/Emery usc the Group Asset Depl·cciation Mcthod? 

As I have previously testi fi cd, Carbon/Em cry consistcntl y applies the prescribed f CC 

accounting method of group asset depreciation expense in accordance with 47 CFR Part 

32, a method which is also prescribed by tah Administrative Code R746-340-2 .D. 

arbon/Emery a, sign · asset unit into group ba ·ed on the specific characteristics and 

use. Oncc thcse units arc assigncd to a group, thc asset group become. thc asset for 

purposcs of calculati ng deprcciation. CarbonlEmcry uscs approved depreciation rates and 

utili zes straight-line depreciation applied to each ·'group asset." 

[s this group asset method widely accepted in the industry? 

1 
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Yes. Group asset depreciation is thc most widely accepted industry standard. 

Adjustmcnts to this method, when deemed necessary, are generally accomplished using a 

FCC lo rmula, which Joseph lIe li eweli identifies in his Testimony and which will be 

discussed herein. 

Why is Group Asset the Industry Standard for Deprcciation? 

Utilities usc the group method l'or accoun ting for their assets because indi vidua l 

components o ftJle teleconullunications network systems are too numerous to practically 

track on an individual bas is given the small relative va lue of each individual component 

assel. Additionally, utilities use the group method for component parts of larger assets 

Stich as fiber or cable lines which contain numerous component parts which are 

i.l1lpracticalto track separately. The nature of the assets ill a te lephone network makes it 

hard to separate various assets from the group. The assets are often so heavily intertwined 

that separated alone, thcy arc irrelevanl. 

Can you provide an example of what you mean by intcl·twincd asscts'! 

Yes. Yes. As an example, in 2003, UDOT did a road project from Airport Road to 

Wellington. As part of this project , Carbon/Emery was required lO install new fiber lmd 

cable to replace the abandonment of 40, 198 feet of copper in eleven sections. The 

following was abandoncd : 

Abandoned Cable: 
200 x 19 gauge =596 feet 
300 x 22 gauge = 596 feet 
900 x 24 gauge =596 feet 
300 x 22 gllUgC = 13,018 feet 
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Total Footage of abandoncd cable = 40,198 feet 

The newly installed copper was only use ful because it was connected to the existing 

copper unaffected by the UDOT project (eoppcr not on the UDOT ri ght of way feed ing 

the neighborhoods) . This demonstrates the nature of the group. While pal1 of th group 

wa. plant installed years earlier by Qwest, this relatively recent installation wa 

integrated into the exist ing group. While thi s may result in the new copper be ing 

depreciated more quickly as pm1 of the group than if it were an individual component 

dcprcciatcd at the unit level , the lact is that the component has no useful life outside of 

the group of components with which it was installed. In other words, the group 'hould 

depreciate together, because it wi ll likely be replaced or retired as a group at some point 

in time. The new add itions serve to prolong such replacement, but will not be uscful 

outside the group. 

no you have lllly examples of equipment that is too numerous to track individually? 

Yes. A good exam pic of this sccnario is sub 'criber circuit equ ipmcnt or elcctronies on the 

customcr's side of the plant. On the fibcr nctwork, CarbonlEmery installs eithcr witches 

ur Opti cal Line 'f crminal at the subscribers' premiscs. Carbon/ Emcry will purchase 

these in bulk in order to handle rcasonable install time ' on service orders, and if a 

• 

• 

clIstomcr disconnects services, then Carbon/ Emery retrieves the equipment and will • 
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redeploy the equipment at other customers' locutions. These pieces o r equipment will 

usually be retired as a group when the electronics become obsolete and Carbon/Emery 

se lects a new equi pment line. To treat these assets as indi vidualullits would he un 

administrati vely burdensome. There would be multiple " in service" dutes [or each assct 

as they are installed, removed, and reinstalled in reaction to service orders. This is why 

the industry treats them as part of a teleeommunicatiollS network group. They are 

selected us a group and will be retired as the group becomes obsolete or is no longer 

supported. 

In the Division 's approach to depreciation, is the Division snggesting that each of 

those individulIl units be accounted for or tracked on an individual basis'? 

No. In fact, whi le the Division calls its method single asset, strictl y speaking the 

Division is not drilling down to each individual asset unit. The Division is merely 

separating these various equipment units into smaller groups divided by year purchased, 

and then treats this smaller group as a single asset. The Division likely recognizes that it 

is not administrati vely prudent to maintain that level of detail. The Division's "Single 

Asset" method is not actually accounting for assets individually, but only in a dirferent 

group. The question then becomes less about whether the group asset method is used but 

rather whether the group is configured correctly and the remaining li fe of the group is 

estimated correctl y. Notwithstanding, the Division' s proposal docs not recognize the 

intertwined nature, character and lise of network assets. I recommend tlle Commission 

reject the Di vision's proposed depreciation approach. 
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Consider a simple non-telecom example: imagine a bllsi ness has a machine thm it uscs in 

its opera ti ons. When improvements and modifications arc done to that machine, the 

improvements and modi fi cations cannot ex ist or arc of littl e valuc if they are not 

integrated into the machine. Similarly, much of the telephone plant is linked in a malUler 

which only functions as a group. 

arbonlEmery employs the group method in accordance with ind ustry standards and I 

submi t its groups are properl y configured . arbon/Emery's depreciation methods are 

reviewed and audi ted each year; and C'arbonlEmery submits repol1 to tederal and state 

jurisdicti ons for review. This group method of accollnting used hy CarhonfE ll1ery is 

prudent, j ust, and reasonable, and a llows lor a correct depreciati on o f' assets. 

Thc Division takes issuc with CarbonfE ll1cry's group method, and pl'llJloses use of a 

single asset m et hod. Do yo u agree with the Division's method '? 

No. First, as stated above, the Di vision is not using a true "s ingle asset" method, but is 

using sma ller groups of capita lized additions. Thi approach Iftil s to refl ect the nature of 

telephone equi pment and the reasoning behind using group depreciation . 

. econd, the Oivision recalculat ion of depreciation is unfa ir and flawed. The Division 

goe back to the in-service date of each asset unit addition and reca lculates a ll years of 

depreciati on thro ugh 2014. Ilecause the 1/ 1/ 14 begilUling accull1 ulated depreciation used 

by the Di vision di f1e rs ii-om Carbon/EJ11ery's actual aud ited and reported ba lance there is 
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not a way to implcment its proposed methodology. Rather somc transition to singlc assct 

straight line would need to be implcmcntcd that would account for thc bcginning balance 

or existing asset groups and accumulated depreciation with allncw add itions subject to 

the new singlc asset straight linc methodology. I have calculated t.he depreciation 

expense using a transition and my calculation yields a five-year average depreciation or 

Third, the Division's supposed "single asset" methodology assumes no cumulative 

adjustment ror rate base, which results in an artifi cia ll y low depreciation expense in the 

test period. 

Why do you think the Division's depreciation expense is artificially low? 

The Division wants to apply the accumulated effect of accelcratcd depreciation to bring 

down the rate base, but then wants to apply its "single asset" depreciation expense 

ca lculation to lower current year depreciation expense. 

This reduces revenue requi rement for both rate of retUI11 and expense, by the selective use 

orboth methods. This is inconsistent wiLl1 the " test period" approach stated in the Utah 

Code and used by the Commission and Division ror rate cases and UU F proceedings. 

arbonlEmery's Application proposed to use 20 14 as the test period adjusted fo r 

Imown and measurable changcs. The Division's method clearly docs not estab li sh a 

correct test year. If depreciation is slowed using singlc assct depreciation beginning from 

the in-scrvice date, then rate base will rise (assuming additions projectcd by 

6 
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Carhon/Emery). This would make the "test period" non-representative. Further, as the 

rate base rises, eventuall y depreciation will ri se from the artificia ll y low number 

proposed by the Division, because the asset base will be increasing over time. 

The Division, in tes timony, and in briefing filed in this case hll s indicated that it has 

not I'equired Cal'bon/Eme,)' to make any changes ill its accounting. Rathe,', the 

Division has "cquested tit at the Commission adj ust Carbon/Emery 's dcp"cciation 

expense, and thc Division has used its alternative methodology to calculate thc 

amount of the recollllllended adjustment. Do you have concerns with this 

approach? 

Yes. I am very concerned with thi s approach because I believe it has signi ficant 

consequences that may be unintended. 

What are those consequences'! 

Ir the Division (and ultimately the Commission) calculates the company's depreciation 

expense using a methodo logy that dirfers from Carbon/ Emery's and Carbon/Emery does 

not change its accounting procedures to adopt this alternati ve depreciation methodology, 

problems will arise in the future. Carbon/Emery's rate ba~e wi ll be depreciated using a 

grollp method lhat may lead to an increase in depreciation expense, but Carbon/ Emery 

will not be entitl ed to clai m that higher depreciation expense associated with that rate 

base for state U SF pll rposes. On the contrary, the Division, and the Comm iss ion if it 

ado pts the Di vision 's argllment, will use the lower rate base achieved by the group 

method of depreciation, and the lower depreciation rate achieved by the sing le asset 
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method of depreciation. Thc consequence of thi s approach is that Carbon/ Emery will be 

required to file an application for UUSF disbursement annually to ensure it is permitted 

to earn a rate of return on its rate base since the rate base is deprec iating fas ter under the 

group method , but the depreciation expense is calculated using the a lternate method. 

Can you demonstrate that the Division's number is artificially low'! 

Yes. Carbon/ Emery has run depreciation and rate-base projections and over fi ve:: years the 

depreciation will rise from the Divisions proposed expense level 

to ,m average of and rate base will rise from the fi lcd lcvel of 

to This example illustrates that the 

Division's methodology docs not project a representative "test period." 

Do you havc other concerns with the Division's proposed method of depreciation 

calculation? 

Yes. The Division's method does not address the changing asset mix from Intrastate to 

Intcrstate j uri sdictions. (Sec Division Response to Data Rcqucst 1.1 (a» , a ttached hcrcto 

as Carbon/Emcry D Woolsey SSR Exhibit I. Under the assumptions ofthc Division, the 

Interstate assets will bc dcprec iated on a group basis and the Intrastate assets will bc 

depreciated on a single-as et bas is. Ilowcvcr, these are actuall y thc samc assets and it is 

an ass ignment of percentages o f each asset to each jurisdiction that is depreciatcd undcr 

different methods. Additionall y. the intcrstate/intrastate percentagc mix is changing each 

ycar, so di O'ering pOJ1ions of the assets would be deprec iated d i ffe::rent ways each ycar. 
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Thcrc is currently no accuratc way to repOrlthese changing asset mixes or the cumulati ve 

rate hase e ffeet of differing and conllicting methods using the Annua l Repons ,"h at have 

been designed by the Di vis ion. This would leave the Division unable to regulate and 

inspect the telephone companies under thi s dysfunctional dual method outside of a rate 

casco Also, in rate cases it wou ld confuse and skew the "hasc year" to make it 

unrepresentati vc. 

Arc there additional concerns yo u have with the Oivision method? 

Yes. The Di vision's currcnt methodology does not addrcss: 

• how asset disposals (with a different federal vs state basis) will be handled. 

Typica ll y, any gain or loss on disposal i adjusted through grou p deprcciation 

expense to prevcnt over or under expense recovcry on the asset. This would 

requ ire separate calculation and historical tracking to properly adju t for the 

statc 's method of depreciation expense. 

• how the Division will v iew single-asset straight-line depreciation expensc whcn it 

exceeds the group mcthod (at some point each assct has to have a reversal of 

liming differences and/or remaining differences will be recognizcd on disposal). 

I low the incrcased and cumulati ve rate base will be handled from the demarcation 

point, or date, from which the. tate requi res single asset methodology. 

Previously, thc Uivision has only considcrcd thc current year impact on ratc base, 

bUI going forward, thc Division (and the Commission) will have to recognize the 

cumulative rate base and individual asset difference from thc point in time thai the 

omll1 issioll no longer recogni zes the group methodology for interstatc asscts. 
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Why creating rate base differences, two bases for every asset, timing di fferences, 

j uri sdictional rcporting differences, additional tracking, loss of reporting 

transparency, and possible increases in total USF distributions is in the public 

inlerest. Though the Division says it is nol requiring a change in methodology, 

any company interested in ensuring proper j urisdictional returns wi ll either switch 

to the stale prescri bed methodology (with all associated interstate revenue 

impacts) or most certainl y bear the administrative burden to track these 

dillerences to ensure correct state and interstate rate of return . However, the 

Company would risk be ing penalized by the faster depreciation of rate base than 

the slower depreciation expense calculated under the Division's method as stated 

above, if the Company did not fil e a rate case or UUSF application each year. The 

Company may be afraid that the regulators would say, "since you did not come in 

for a rate case or UUSF case, we assume you earned a proper rate of return on 

those assets." This approach is not prudent, and would encourage more frequent 

rate cases. 

Why docs the Division 's use of its dcpreciation method on II Totlll Company Basis 

skew the "csults whell II compllny is using group for Intcrstate purposes? 

The use of group depreciation lor interstate purposes ollly skews the intra 'tate revenue 

requirement. Because group depreciation is above the Divisions' supposed "Single 

Asset", when the Di vision looks at the Interstate Revenues that were based on group 

depreciation, it appears that the revenues are high because the Division uses ils "Single 

Asset" depreciation. Recause the Division is looking at thi s on a "Total Company" basis, 
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the Division in effect reduces Carbon/Emcry's rcvenue requirement on intrastate 

depreciation, hecause of the supposed artificially high (c reated by the Division' s use of a 

diffe ring method than the Inter 'tate Juri sdiction) revenue recovery on the Interstate side. 

In other words, the Di vision wants the eXira revenue from the Interstate side a a result of 

group depreciation, but wants the lower overall revcnue requirement by use of its "single 

asset" method of depreciation. 

Does the Division address this issue in its calculations? 

o. The Di vision ignores thi s issue. (Sce Division's Response to Data Request 

1.1 (a),(b», attach d hereto as Cm'bonlEmery D Woolsey S R Exhibit 1.) The result is 

CarbonlEmery's Utah US F request is skewed downward . 

In Carbon/Emery's Data Request DRI to the Di vision, Carbon Emery identifies thi s 

revenue impact is ue and asks for the DPU's calculation of interstate revenue as fol lows: 

"DR 1.1 [n the filing of Carboni Emery Te!com ( arbon) forUU ' I' funding 
~n included tota l company depreciation of 
___ utilizing a straight li ne depreciation 
methodology applied to group assets as prescribed by 47 CFR Part 
32. This depreciation included both interstate and intrastate 
components. The interstate portion or the depreciation as 
calculated at the time of the UUSI' fil il~ 
P 'C allnual report (20 13 facto rs), was __ or " /0. Subsequentl y, the actual fil ed cost stu~ fOT 20 14 
(20 14 factors) evidenced or _ % 
interstate depreciation. The inter ·tate separated depreciation 
amounts result in accompanying interstate revenue from various 
sources, which for arbon include: [nter tate Common Line 
Support, tariff< d special access, switched aceess/AR /CAF-ICC, 
and DSL. The revenue result ing from interstate depreciation has 
been realized or accrued in the 2014 financial statements and in the 
UU F filing. The Division disagrees with arbon's group 
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depreciation calculation, and has proposed a recalculated singlc 
asset approach applied to tota l (interstate and illlr""aI" 
assets which results in a depreciation reduction 

a. Ple~ll1ount of interstate revenue associated with 
the _ deprec iation adjustment and idcntify the 
steps the DPU has taken to ensure that thc associated interstate 
rate of return revenue impact of the dcpreciation adjustment 
has been addressed." 

The Division indicated in its response lhat it had not calculated the interstate revenue 

associated with their depreciation adjustment calculation. Though Carbon/ Emcry docs 

not agree with thc Di vision's depreciati ons adj u ·tment, 'arbon/Emcry has perfonned the 

ca lculation of the interstate revenue impact and has dctermined that of 

interstate revenue is associated with the Division 's proposed depreciation expensc 

adjusuuem of 

Wbcn you say of intcl'statc revenue is associated wilb thc Division's 

11I'oposed depreciation cxpense adjustment of what docs that mean? 

It means that i I' the Division's method of depreciation is used, Carbon/Emery's interstate 

revenue would be rcdueed by and presumably, that amount of interstate 

revenue would be recovercd from the tate UUS F; or stated another way, if 

arbonlEmery uses the Divisions method of dcprcciation for the Interstate side, 

Carbon/Emery will rece ive $246,858 less revenue from In terstate sources. This will then 

have to be recovered from Intrastate sources. 
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Are you familiar with the other "acceptable" methods of depreciation identified in 

Mr. Hcllcwell's direct testimony? 

Yes To determine if group depreciation is fo llowing appropriate remaining asset service 

lives fo r a given group, the FCC has provided a formula for recalculating depreciat ion 

while still maintaining the group (or mass asset) s traight line methodology. The formula 

used for this calculation is correctly stated in 268678 Direct Testi mony of Joseph 

I-Iellewell for DPU 8-21-2015lines 230-23 1 as follows: 

Depreciation Rate = 100%-Aecumulated Depreciation %-Future Net Salvage % 
Average Remaining Li fe 

Two factors that require assumptions in the calculation are the date of the accumulated 

depreciation percentage and corresponding average remaining li fe as well a any 

a. sumptions surrounding the establ ishment of the average remaining life. Because the 

general methodology is maintained in the adjustment process and only the rate changes, 

thi s adjustment has generally been accepted without explicit FCC approva l. 

You mention that the Division states that the FCC method is acceptable. Please 

indicate where this acceptance is mentioned by Mr. Hcllewell . 

Mr. Hellewell states on lines 201-203 of his Prefiled Direct Testimony that: 

" there is [sic] a variety of alternatives that Carbon-I::inery Telephon could u e that 
would use the ommission approved life and rates, and would be reasonable alternatives 
for calculat.ing revenue requirement and Utah U F if correctl y employed. " 

Lines 223 -234 of Mr. ilellewell's testimony provide: 

"FCC Method : The FCC has developed a formu la that has been used to recalculate the 
depreciation rate based on the plants average remain ing life, future nel sa lvage, and 
depreciation reserve raho. This formula has been published in several orders. (fCC 00-
306, FC 96-485) From FCC 00-306, "The depreciation rate fo r an account is a function 
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of the associated plant's average remaining life, future net sa lvage, and depreciation 
reserve ratio. The depreciation rate is calculated using the following formula: 

Depreciation Rate = 100% - Accumulated Depreciation % - Future Net Sal vage % 
1\ verage Remaining Li fe 

Both the average remaining life and the future net salvage factors are based upon 
estimates that require periodic review to ensure their reasonableness." 

To your knowledge, has the Division I)crformed the calculations necessary to 

determine what the FCC method produces for Carbon/Emery? 

The Division has not performed the FCC method for Carbon!Emery, despite confirming 

that it is an acceptab le method. (See Division Response to Data Request 1.3(e» , attached 

hereto as Carbon/Emery D Woolsey SSR Exhibit I. 

Did CarbonlEmery employ the FCC Method in its calculation of depreciation 

expense as filed? 

No. Carbon/Emery did not use the FCC Method when calculating the depreciation 

expense in its application . 

Why not? 

Hi ·torically, Carbon/ Emery has not separately considered the average remaining life of 

the group of assets, but rather has simply applied the straight-line depreciation rate to tilt: 

group of assets. This approach is reasonable because CarbOn/Emery groups assets in 

manner that results in the assets having similar avcrage li ves. For example, copper cables 

that are added to rcpair a scction of outside copper plant, are added to the outs ide coppcr 

plant group because they will typicall y be retired at the samc timc as the group. 
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Additionally, 'arbon/Emery purchased its plant fi 'om Qwest. Many of the assets were 

not described in sufficient detai l to make some of the calculat ions as precisefy as 

Carbon/ Emery would normally make. Ilowever, arbon/Emery has made proper 

di sposals over the year and has actually disposed of a many assets as it has addcd to the 

groups. The fact that the r-CC Method calculations are 'imi lar (as shown below) to 

arbonlEmery' s current depreciation evidence. that Carbon/ Emery's method is 

reasonable. 

Have you calculated the dep" cciation expense for CarbonlEOlcry using thc FCC 

Method identified in MI'. Hellewell 's testimony'! 

Yes. I have reviewed Carbon/ Emery 's group depreciation methods. I believe our 

depreciation methods, as implemented accurately renect the Company's depreciation 

expcll e. However, in all effol1 to corroborate our methods, we have recalculated our 

depreciation using the FCC formula. 

Please explain your calculation of the FCC method for Carbon/Emery. 

There are two recalculations based on different date assumptions, attached hereto as 

CarbonlEmery D Woolsey S. R Exhibit 2 and arbonfEmery D Woolsey R Exhi bit 3. 

The first FCC formula recalcu lation was performed using the end of the test period year 

( 12/3 1/20 14) for purpost!s or establi shing the accumulated depreciation percentage and 

average remaining asset life. The second recalculation used a mid-yea r date or average to 

dctermine the accumulated depreciation percentage and average remaining asset life . 

Under both recalculations: 
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• l)eprec iation expcnse for 2014 group additions were prorated depreciation based 

upon the number of month 's in service, 

• average usefu l lives for eaeh group were calculated as a weighted average from 

historical in-service dates and the commission approved li ves, 

• f C pre cribed sa lvage va lues were utilized (including reclamation/disposal 

• The ca lculation was applied to total company assets which then requires 

adjustment for the interstate portion of revenue affected by any proposed change 

The results are as fo llows: 

Table I 

fCC Method for Carbon/Emery 

r----------------------,r----=~~--,---------------._--~~~~~~--~ 

As filed (as FCC Method 
Item amended by FCC MetllOd 

Depreciation DilT from fil ed 

Interstate Rev Impact (43.83%) 

I Federal-Slale Joinl Board on Universal Service; Forward-LoOking Mechanism for l figh COSI Support for 
Non-Rural l.ECs, 14 FCC Rcd 20156, FCC 99-304, ovember 2, 1999, errala: December 22, 1999, 
TE TH REPORT AND O RD ER, Appendix A. 

In 2014,Ihe F C rejecled Ihe elimination ofils salvage values, Slat ing Ihal"Adoplinga salvage rdle of 
zero for certain asset classes, rather than a negative salvage rate, implicitly assumes that there is no cost 
associated with removing those assets at the end of their usable lives. Ignoring the ract that carriers race 
actual costs to remove certain assets would be akin 10 ignoring the COSl of placing Ihe assel and would 
resuit in a flawed eSlimale of COSI recovery." FCC, Conneci America Fund (phase" Model-Based 
Suppon), 29 F C Red 03964 , (2014). 
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Revenue Requirement - ---1-
Total USF request 577, 155 

Q. Please summarize your calculations reported ill Table I? 

A. The first recalcu lation using the FCC lormula u~ing a 12/3 1/ 14 date produced nearly 

identical rcsults to arbon/Emery ' s fil ed dcpreciation expense number. The leve l of 

depreciation expense is also consistent with rorward looking alulUal FCC 481 additions as 

prescnted in prev ious exhibits of averaging over the next 6 ycars 

(through 2020). With sign i ficant disposa ls also anticipated, depreciation (under any 

method) wi ll b outpaced by plant additions and wi ll grow over timc. 

-The second FCC calculation using an average 2014 accumulated depreciation percentage 

and a 6/30114 point in time to calculate the average remaining life resulted in a slightly 

lower level of depreciation expense of This calculation is very simi lar 

to the hi storical PSC aIlnual reported average depreciation expen e (2006 to 20 14) of 

as well as reported average additions and di sposals for the same period 

of and respectively. I observe that Carbon/ Emery' s 

existing groups arc near the end or their live:, and our large projected investments wi ll be 

paired wi th ·igni !jeant di posa ls effectively refreshing these as et groups and l anticipate 

levels over thc next ' ix years to be similar to hi storieallevels presented. Though singlc-

asset ·traight-linc dcpreciation could nut be implemcnted as suggested by the Division 

(because the Division recalculated all assets rrom their in-service date) a projected • 
17 
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1/ 1/2014 change to single asset straight line going forward on actual addit ions from 20 14 

and FC 481 projected assets would result in an average annual depreciation expense 01' 

over the next six years. 

lias Carbon/Emc,-y considcr'cd othc,' dcpreciation mcthodologies'! 

Ycs. Wc have considered numerous depreciation methods, many of which have bcen 

discussed with the Division in an attempt to at Icast separate the depreciation calculation 

into interstate and intrastate jurisdictions and thereby address the revenue impact 

di scussed above. 

Does CarbonlEmcry's group depreciation establish a correct "basc" depreciation'! 

Yes, the goal oftJus proceeding is to establish a representative "base year" for purposes 

of determining an appropriate level of UUSF support. In reviewing the depreciation from 

2006 through 2014, the depreciation has averaged In looking at the 

projected capital expend itures and plans of Carbon/ Emery from 20 15 to 2020, the 

average annual plant additions will be and average depreciation will 

increase overtime accordingly. This is representative of the numbers filed by 

arbon/ Emcry using group depreciation and the numbers stated in tlus testimony as 

recalculated using the FCC adjustmcnt formula. The rcsults clearly demonstrate tJ1at the 

numbcr projccted by the Division using its ". ingle Asset" mcthod is artificially low and 

not representative of historical or anticipated CarbonlEmery operating levels. 
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My testimony confirms that even with the '0111I11is5ion's clarifi cations in its order 

allowing for adj ustments to a group a set method docs not alter materially the 

arbon/ Emery filli ng in this proceeding. 

Docs this conclude your testimony. 

Yes. 
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SU RRE B TTAL TESTIMO Y OF DARREN WOOLSEY 

What is your name? 

My name is Darren Woolsey. 

Are you the same Darren Woolsey that has filed previous testimony in this Dockct ? 

Yes. 

What is the pu rpose of your tes timony? 

The purpose is to provide additional testimony regarding depreciation melhods 

subsequent to the tah Public Service Commission ' , Order on Motion for Partial 

Summary Judgment related to depreciati on. 

Why Does Carbon/Emery use the G roup Asset Depreciation Method? 

As I have previously testifi ed, Carbon/Emery consistentl y app lies the prescribed FCC 

accounting method of group asset depreciati on expense in accordance with 47 CFR Part 

32, a method which is also prescribed by Utah Administrati ve Code R746-340-2.D. 

Carbon/Emery assigns asset units into groups based on the specific characteristi cs and 

use. Once these uni ts are assigned to a group, the asset group becomes the asset for 

purposes of calculating depreciati on. CarbonlEmery uses approved depreciation rates and 

util izes straight-line depreciation applied to each "group asset." 

Is this group asset method widcly accepted in the industry? 
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Yes. rroup asset depreciation is the most widely accepted industry standard . 

Adj usunents to this mcthod, whcn dccmcd neccssary, arc gcncrally accomplished using a 

FCC formula, which Joseph Hellewell identifies in hi s Testimony and which will be 

discussed herein. 

Why is G roup Asset the Industry Standard for Depreciation'! 

tilities use the group method for accounting for their assets because indi vidual 

components of the telecommunications network systems are too numerous to practica lly 

track on an individual basis given the small relative va lue of each individual component 

asset. Add itionally, utilities use the group method for component parts of larger assets 

such as fiber or cable lincs which contain numerous component parts which are 

impractical to track separately. The nature of the assets in II telephone network makes it 

hard to separate various assets from the group. The assets arc often so hcavily intcrtwined 

that separated alone, they arc irrelevant. 

Can you provide au example of what you mean by intertwined llssets'! 

Yes. Yes. As an exam pic, in 2003. UDOT did a road projcct from Airport Road to 

Wellington. As part of thi s project, Carbon/Emery was required to install new fiber and 

cable to replace the abandonment of 40,198 feet of copper in elcven sections. The 

following was abandoncd: 

Abandoned Cablc: 
200 x 19 gauge =596 feel 
300 x 22 gauge = 596 feel 
900 x 24 gauge =596 feel 
300 x 22 gauge '" 13,01 II fecI 
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200 x 24 gauge ~18,698 feet 
100 x 22 gauge ~ 274 feet 
600 x 24 gauge ~ 274 feet 
25 x 24 gauge = 464 feet 
400 x 24 gauge ~ 1894 feet 
200 x 24 gauge ~ 1894 feet 
SO x 24 gnuge = 1894 feet 
Total Footage of abandoned cable = 40,198 feet 

The newly install ed copper was only useful because it was COJUleCled to the existing 

copper unaffected by the DOT project (copper not on the UDOT ri ght of way feeding 

the nei ghhorhoods). This demonstrates the nature of the group. While part of the group 

was plant install ed years earlier by Qwest, thi s relat ively recent installation was 

integrated into the existing group. While thi s may result in the new copper being 

depreciaied more qu ickly as part of the group than if it were an individual compon nt 

• 

depreciated at the unit level, the fact is that the component has no u 'efulli fe outside of • 

the group of components with which it was installed. In other words, the )p"oup should 

depreciate together, because it will li kely be replaced or retired as a group at some point 

in lime. The new additions serve to prolong such replacement , but wilinOl be usefl!l 

outside the group. 

Do you bnve IIny examples of equipment tbnt is too nnmerous to track individually'! 

Yes. A good example of thi s scenario is subscriber circuit equipment or e lectronics on the 

customer's side of the plan\. On the fiber network, arbon/Emery in tail s either switches 

or Optical Line Terminals at the suhscribers ' premises. CarbonlEmery will purchase 

these in bulk in order to handle rea 'onable insta ll times on service order·, and if a 

customer disconnects services, then arbon/Emery retrieves the equipment and will • 

3 



~4 
75 

76 

77 

78 

79 

80 

81 

82 

83 Q. 

4 A. 

86 

87 

88 

89 

90 

91 

92 

93 

94 

95 

,,6 

Docket No. 15-2302-01 
Confidential Sur-Surrebuttal Testimony of Woolsey 

December 18, 2015 

redeploy the equipment at other customers' locations. These pieces of equipment will 

usually be retired as a group when the electron ics become obsolete and Carbon/Emery 

'elects a new equipment line. To treat these assets as individual units would be an 

administratively burdensome. There would be multiple " in service" dates for each asset 

as they are installed, removed, and reinstalled in reaction to service orders. This is why 

the indust.ry treats them as part of a telecommunications network group. They are 

selected as a group and will bc rctircd as the group becomes obsolete or is no longer 

supported. 

In the Division's approllch to dep"cciation, is the Division suggesting Ihnl ench of 

those individual units be accounted for or tracked on an individual basis? 

No. In fact, whi le the Division calls its method single asset, strictly speaking the 

Division is not drilling down to cach individual assct unit. Thc Division is mcrely 

separating these various equipment units into smaller groups divided by year purchased, 

and then treats this smaller group as a single asset. The Division likely recognizes that it 

is not administratively prudent to maintain that level of dctail. The Division's "Single 

Assct" method is not actually accounting for assets individuall y, but onl y in a di (Tercnt 

group. The question then becomes less about whether the group asset method is used but 

rather whethcr the group is configured correctly and the remaining life of the group is 

estimated correctl y. Notwithstanding, the Division 's proposal docs not recognize thc 

intertwined nature, character and use of network assets. I recommend the Commission 

reject thc Division 's proposed depreciation approach. 
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Consider a simple non-tt:lecom example: imagine a business ha a machine that it u es in 

its operations. When improvemt:nts and modifications arc done to that machine, the 

improvements and modifications cannot exist or art: ofliule value if they are not 

integrated into the machine. Similarly, much of the telephone plant is linked in a manner 

which only functions as a group. 

Carbon/ Emery employs the group method in accordance with industry standards and 1 

submit its groups arc properly configured. Carbon/Emcry's depreciation mcthods are 

reviewed and audited cach ycar; and Carbon/ Emery submits reports to federal and state 

jurisdictions for review. This group method of accounting used by Carbon/Emery is 

prudent, just, and reasonable, and allows for a correct depreciation of assets. 

The Division takes issue with Carbon/Emery's group method, and proposes use of a 

single asset method. 1)0 you agree with the Division's method'! 

No. Fir t, as stated above, the Division is not using a true "single asset" method, but is 

using smaller groups of capitalized additions. This approach fails to renect the nature of 

telephone equipment and the reasoning behind using group depreciation. 

Second, the Di vision reca lculation of depreciation i unfair and nawed. The Divi sion 

goe back to the in-service date of' each asset unit addition and recalculates all year: of 

depreciation through 20 14. Because the 1/ 1114 beginning accumulated depreciation used 

by the Di vision differs from Carbon/ Emery ' s actual audited and reported balance there is 
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not a way to implement its proposcd mcthodology. Rather some transition to singlc assct 

straight line would nccd to bc implemented that would account for the bcginning balance 

of existing asset groups and accumulated depreciation with all new additions subject to 

thc ncw single asset straight linc mcthodology. I have calculated the depreciation 

expense using a transi tion and my calculation yie lds a five-ycar averagc depreciation of 

$1,956,644. 

Third, the Di vision 's supposed "single asset" methodology assumcs no cUlllulative 

adjustmcnt for rate hase, which results in an artifi cially low depreciation expense in the 

tcst period. 

Why do you think the Division's depreciation expense is artificially low'! 

Thc Division wants to apply thc accumulatcd c lTect of accelerated depreciation to bring 

down the rate base, but then wams to apply ils "·ingle asset" depreciation expense 

calculation to lower current year depreciation expcnsc. 

This reduces revenue rcquiremcnt for both rate of return and expensc, by thc se lective use 

of both methods. This is inconsistent with the " test period" approach slated in the Utah 

Codc and used by the Commission and Division for rate cases and UUSF procccdings. 

Carbon/Emery's Application proposed to use 20 14 as the test period adjusted for 

known and mcasurablc changes. The Division' s mcthod clearly does not establi·h a 

correct test year. If depreciation is slowed using single asset depreciation beginning from 

the in-service date, then ratc basc will rise (assuming additions projectcd by 
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CarbonlEmery). This would make th "test periud" nun-repre ntat ive. Further, as the 

rate base rises, eventually depreciatiun will rise from the artificially low number 

proposed by the Divi 'ion, becau e the asset base will be increas ing 0 cr time. 

T he Division, in testimony, and in bl'iefin g fil ed in this cllse hlls indicated t1H1t it has 

not required Ca"bon/Ernery to make any chllnges in its accounting. Rather, the 

Division has rcqucs ted that the Commiss ion adjust Ca"bon/ Erne,'y's depreciatio n 

expensc, and the Di\'ision has used its alte r'native methodology to cli lculate the 

amoun t of the r'ecornrnendcd lldjust lllent. Do you hll \,c concerns with this 

approach? 

Yes. I alii very concerned wi th this approach bccause I believe it has significant 

consequences that may be unintended. 

W hat are tho 'c consequences? 

If the Division (and ultimately the Commi . . ion) calculates the company' s depreciation 

expense using a methodology that differs from Carbon/ Emery's and Carbon/Emery does 

not change its accounting procedures to adopt th is alternative depreciation methodology, 

problems wi ll ari se in the future. Carbon/ Emery's rate base will be depreciated using a 

group method that llIay lead to an increase in depreciation expense, but Carbon/ Emery 

will not be entitlcd to claim that highcr depreciation expense assoc iated with that rate 

basc for state UlJSF purpose . On the contra ry, the Division, and the Commission if it 

adopts the Div ision's argument , will use the lower ratc base achieved by the group 

method of depreciat ion, and the lowcr depreciation rate achievcd by the si ngle assct 
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method o f depreciation. The consequence of this approach is that Carbon/Emery wi II be 

required to fil e an application for UUSF disbursement annually to ensure it is permitted 

to earn a rate of return on its rate base since the rate base is depreciating faster under the 

group method, but the deprec iation expense is ca lculated using the alternate method. 

Can you demonstrate that the Division 'S number is artificially low'! 

Yes. Carbon/Emery has run deprec iation and rate-base projections and over five years the 

deprec iation will rise from the Divisions proposed $ 1,475,570 expense level to an 

average of$ I,956,644, and rate base will rise from the fil ed level of$ IO,787,895 to 

$ 13,779,886. This example illustrates that the Division's methodology does not project a 

representa tive "test period." 

Do yon have other concerns with the I)ivision's proposed method of depreciation 

calculation'! 

Yes. The Division's method does not address the changing asset mix from Intrastate to 

Interstate j urisdictions. (See Division Response to Data Request 1.1 (a», attached hereto 

as Carbon/ Emery 0 Woolsey SSR Ex hibit I. Under the assumptions of the Di vision, the 

Interstate assets will be depreciated on a group basis and the Intrastate assets will be 

depreciated on a single-asset basis. 1I0wever, these are actuall y the same assets and it is 

an assignment of percentages of each asset to each jurisdiction that is depreciated under 

different mcthods. Additionall y, the interstate/intrastate percentage mix is changing each 

year, so differing portions of the assets would be depreciated different ways each year. 
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T here is currently no accurate way to rcport these changing ass t mixcs or the cumulative 

rate base cffect of differing and eonnieting mcthods using the Annual Reports that have 

been de igned by the Divisi n. This would leave Ihc Division unab le to regulate and 

insp CI thc telephone companies under Ihis dysfulH.:lional dualmcthod outside of a rate 

case. Iso, in ratc cases it would confusc and skcw Ihe "base year" to make it 

umepresentati ve. 

Arc there additional concern YOII have with the Division mel hod '! 

Y cs. The Di vision's current mcthodology does not addrcss: 

• how asset di posals (with a d iffercnt federal vs s tate basis) wi ll bc handled. 

Typically, any ga in or loss on disposal is adjusted through group depreciation 

expense to prcvcnt over or under expense recovery on the asset. This would 

rcquire separate calculation and historical tracking to propcrly adjust for the 

statc ' s method of depreciation cxpcnsc. 

• how the Division wi ll view single-asset straight-l inc deprec iation expense whcn it 

exceeds the group mcthod (at some point each as. ct has to havc a reversa l o f 

timing differences and/or rcmaining differences will be recogni zed on disposal). 

How the incrcased and cumulati ve ratc basc will be handled from the demarcation 

poinl, or date, frol11 which the state requires single assct methodology. 

Prcviously, the Division has only considered the current year impact on rate base, 

hut go ing forward , the Division (and the ommission) will have to recognize the 

cumulative rate basc and individual asset difference from the point in time that the 

ommission no longer recogni zcs the group methodology for interstate assets. 
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• Why creating rate base di fTerences, two bases for every asset, timing di fTerences, 

jurisdictional reporting di fferences , additional tracking, loss of reporting 

transparency, and possible increases in total USF distributions is in the public 

interest. Though the Division says it is not requiring a change in methodology, 

any company interested in ensuring propcrjuri sdictional returns will either switch 

to the state prescribed methodology (with a ll associated interstate revenue 

impacts) or most certainly bear the administrative burden to track these 

differences to enSLIre correct statc and interstate rate of return. Howevcr, thc 

Company would ri sk being penalized by the faster dcprcciation of rute base than 

the slowcr dcpreciation expense calculated under thc Division 's method as statcd 

abovc, if the Company did not file a rate case or UUSF application cach year. The 

Company may be afraid that the regulators would say, "since you did not come in 

for a ratc case or UUSF case, we assume you earned a proper rate of return on 

those as. ets." This approach is not prudent, and would encourage morc frcqucnt 

rate cases. 

Why does the Division's usc of its depreciation method 011 a Total Company Basis 

skew the results when a company is using group for interstate purposes? 

The use of group deprcciation for interstate purposes only skews the intrastate revenue 

requirement. Because group depreciation is above thc Divisions' supposed "Single 

Asset", when the Division looks at thc Interstate Revenues that were based on group 

depreciation, it appears that thc revenues are high because the Division uses its "Single 

Asset" depreciation. Because the Division is looking at this on a "Tota l Company" basis, 
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the Di ision in elTect reduces Carb n/ Em ry' s revenue requirement on intrastate 

depreciation, because of the supposed artificia lly high (created by the Division 's use ofa 

diftering method than the Interstate Jurisdiction) revenue recovery on the Interstate side. 

In other words, the Division \ an ts the extra revenue from the Interstate side as a result of 

group depreciation, but wants the lower overall revenue requirement by u e of its "single 

asset" method of depreciation . 

Docs the Division address this issue in its calculations'! 

o. The Division ignores thi s issuc. (See Division 's Rcsponse to Data Request 

1.1 (a),(b)), attached hereto as Carbon/ Emery 0 Woolsey SS R Exhibit I .) The result is 

Carbon/Emery'S Utah SF request is skewed downward . 

In Carbon/Emery' s Data Request DRI to the Division, Carbon Emery identifies thi s 

revenue impact issuc and asks for the OJ> 's calculation of interstatc revenue as follows: 

" DR 1.1 In the filing of Carbon/Emery Telcom (Carbon) for UUSF funding 
on April 2, 20 15. Carbon included total company depreciation of 
82,038,846 utili zing a straight line depreciation methodology 
applicd to group asscts as prescribed by 47 CFR Part 32. This 
depreciation included both interstate and intrastate components. 
The intcrstate portion or the depreciation as calculated at the time 
of the lJSF filing, based upon the 20 14 P C annual repol1 (20 13 
factors), was 897,533 or 44%. ubsequently, the actual filed cost 
study filing for 20 14 (20 14 factors) evidenced 8875,987 or 43% 
interstate depreciation. The interstate separated depreciation 
amounts re ult in accompanying interstate revcnue from various 
sources, which for Carbon include: Interstate ommon Line 

upport , tariffed special acces. , witched access! R /CI\F-I C. 
and DSL. The revenue resulting from interstate depreciation has 
been realized or accrued in the 20 14 financial stalements and inlhe 

USf fi ling. The Division disagrees with Carbon's group 
depreciation calculation, and has proposed a recalcu lated single 
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asset approach applied to total (interstate and intrastate) company 
assets which results in a depreciation reduction of $563.276. 

{/. Please identify the amount of interstate revenue associated with 
the $563,276 depreciation adjustment and identify the steps the 
DPU has taken to ensure that the associated interstate rate of 
return revenue impact of the depreciation adjustment has been 
addressed. " 

The Division indicated in its response that it had not ca lculated the interstate revellue 

associated with their depreciation adj ustment calculation. Though Carhon/Emery does 

not agree with the Division's deprec iations adj ustment, CarboniEmery has perfo rmed the 

calculation o f the interstate revenue impact and has determined that $246,858 of 

interstate revenue is associated with the Di vision's proposed depreciation expense 

adjustment of $563,276. 

When you say $246,858 of interstate revenue is associated with the Division ' s 

proposed depreciation expense adjustment of $563,276, what does that mean'! 

It means that if the Division's method of depreciation is used, Carbon/Emery ' s interstate 

revenue would be reduced by $246.858. and presumably, that amount of intersta te 

revenue would be recovered from the State UUS F; or stated another way, if 

Carbon/Emery uses the Divisions method of depreciation for the Interstate side, 

Carbon/ Emery wiJl receive $246,858 less revcnue from Interstate sources. This will then 

havc to be recovered from Intrastate sources. 

12 
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Arc you familiar with the other " acccptabic" mcthods of dcp"cciation identified in 

Mr. Hellewell 's direct testimony'! 

Yes To determine if group depreciation is fo llowing appropriate remaining asset service 

li ves for a given group, the FCC has provided a formula for recalculating depreciation 

while st ill maintaining the group (or mass asset) straight line methodology. The fo rmula 

used for this calculation is correctl y stated in 268678 Direct Testimony of Joseph 

Hellewell for DPU 8-2 1-20 15 lines 230-23 1 as follows: 

Depreciation Rate = 100%-Accumulated Depreciation %-Future et Salvage % 
Average Remaining Life 

Two factors that require a sumptions in the calculation arc the date of the accumulated 

depreciation percentage and corresponding average remai ning life as well as any 

assumptions surrounding the cstablishmcnt of the average remaining life. Because thc 

genera l mcthodology is maintained in the adjustment process and only the rate changes, 

this adjustment has generally been accepted wi thout explicit FCC approval. 

You mention that the Division states that the FCC method is acceptable. l'lease 

indicate whcre this acceptance is mentioned by Mr. Hellewell. 

Mr. Hellewell states on lines 20 1-203 of hi s Prefil ed Direct Testimony that: 

" there is [sic] a variety of a lternati ves that Carbon-Emery Telephone could use that 
would use the Commission approved life and rates, and would be reasonable alternati ves 
for calculating revenue requirement and Utah USF if correctly employed." 

Lines 223-234 of Mr. Hcllewell 's testimony provide: 

"FCC Method: The FCC has developed a formula that has been used to recalculate the 
depreciation rate based on the plants average remaining li fe, futme net salvage, and 
depreciation reserve ratio. This formula has becn publishcd in several orders. (FCC 00-
306, FCC 96-485) From FCC 00-306, "The depreciation rate fo r an account is a function 
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o rthe associated plant 's average remaining life, future net sa lvage, and depreciation 
reserve ratio. The depreciation rate is calculated using the fo llowing formula: 

Depreciation Rate = 100% - Accumulated Depreciat ion % - Future Net Salvage % 
Average Remaining Life 

BOlh the average remaining life and the fulure nel salvage factors arc based upon 
estimates that require periodic review to ensure their reasonableness." 

To your knowledge, has the J)ivision performcd the calculations necessal"y to 

determine what the FCC method pl'oduccs fOI' CarbonlEmcry? 

The Division has not performed the FCC method for CarbonlEmery, despite confimling 

that it is an acceptab le method. (Sec Division Response to Data Request 1.3(e» , attached 

hereto as Carbon/Emery D Woolsey SSR Exhibit I . 

Did Carbon/Emery employ the FCC Method in its calculation of depreciation 

expense as filed? 

No. Carbon/Emery did not use the FCC Method when calculating the depreciation 

expense in its application. 

Why no!'! 

Historica lly, Carbon/Emery has not separately considered the average remaining life of 

the group or assets, but rather has simply applied the straight-line depreciation rate to the 

group of assets. This approach is reasonable because Carbon/Emery groups assets in 

manner that results in the assets having similar average li ves. For example, copper cables 

that are added to repair a section or outside copper plant, arc added to the outside copper 

plant group because they will typica lly be retired at the same time as the group. 

14 
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Additionally, arbon/Emery purchased its plant from Qwesl. Many of the a~sets were 

not described in sumcient dctailto makc some of the calculation as precisely as 

arbon/ Emcry would normally make. However, arbon/ Emcry has madc proper 

disposals over the ycar and has actua ll y di sposed of as many assets as it has added to the 

groups. The fact that the FCC Method calculations arc simi lar (as shown below) to 

Carbon/Emery 's current depreciation ev idences that Carbon/Emery's method i 

reasonable. 

Have you calculatcd the depreciation expcnse for Cal'bon/Emery using the FCC 

Method iden tified in Mr. Hellcwcll's te timony'! 

Yes. I have reviewed CarbonlEmery'S group depreciation methods. I believe our 

deprcciat ion mcthods, as implemented accurately renect the Company's dcpreciation 

expense. However, in an effort to corroborate our method ., we have recalculated our 

depreciation using the FCC formula. 

Pleasc explain your calculation of the FCC method for CarbonfEmcry. 

There are two recalculat ions based on diffcrclH date assumptions attached hereto as 

Carbon/ Emery D Woolsey . R Exhibit 2 and Carbon/Emcry D Woolsey 'SR Exhi bit 3. 

The fi rst t'CC formula recalculation was performed using the end of the lest period ycar 

( 12/31/20 14) for purposes of estab lishing the accumulated depreciat ion percentage and 

average remaining as 'et life. The second recalculationuscd a mid-year date or average to 

det rmine thc accumulated depreciation percentage and average rcmaining a. set life . 

Under both recalculaiions: 
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• Depreciation expense for 2014 group add itions were prorated depreciation based 

upon the number of month 's in service, 

• average useful li ves for eaeh group were calculated as a wcighted average from 

historical in-service dates and the commission approvcd li ves, 

• FCC prescribed sa lvage va lucs were utili zed (includ ing reclamation/di sposal 

costS) 1 

• Thc calculation was applied to total company assets which then rcquires 

adjustment for the interstate portion of revenue affectcd by any proposed change 

The result s are as follows: 

Table I 

FCC Method lor Carbon/Emery 

As filcd (as FCC Method 
item amended by FCC Method Mid-Year Convention 

testimony) Year End 20 14 (June 30, 20 14) 
Deprcciation Expense 2,038,846 2,053, I 03 1,849,286 

Deprcciation Diff from filed 14,257 ( 189,560) 

Ratc Basc Impact @ 10.5% ( 1,497) 19,904 

Interstate Rcv Impact (43 .83%) (6,248) 83,076 

I Federal-SlalC Joint Board on Universal Service; Forward-Looking Mechanism ror High 'OSI Support ror 
on-Rural LECs, 14 FCC Red 20 156, FCC 99-304 , November 2, 1999, [ rrala: December 22, 1999, 

TE T il REPO RT AND ORDER. Appendix A. 

In 2014, the FCC rejected the elimination of its salvage va lues, stating Ihm "Adopting a salvage rate of 
zero for certain asset classes, rather than a negative sa lvage rate, implicitly assumes lhat there is no cost 
associated with removing those assets at rhe end of their usable li ves. Ignoring the fclcllhal cc)rricrs nice 
aClUal COSIS 10 remove cer1ain tlsselS would be akin to iglloring Ihe cost of placing the asset and would 
resuli in a Oawed cSl imate or cost recovery." FCC, Conneci America Fund (Pha e II Model-llascd 

upport), 29 FCC Red 03964 , (20 14). 
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6,5 12 (86,581 ) 

Total US!' rcqucst 570.647 7,155 

Q. Please summar·ize your calculations reported in Table J? 

A. The first recalculation 11 ing the F C formula using a 12/3 1114 date produccd ncarly 

identi cal results to Carbon/ Emery' s filed depreciation ex pen e number. The level of 

depreciati on cxpensc is a lso consistent with forwa rd looking annllal FCC 48 J add itions as 

prcsented in previous exhibits of averaging 2,356,202 over the next 6 years (through 

2020). With significant di sposals a lso anticipated, depreciat ion (under any method) will 

be outpaced by plant additions and will grow over time. 

The second FCC calculati on us ing an average 2014 accumulated depreciation percentage 

and a 6/30114 point in time to calcul ate the average remaining life resulted in a slightly 

lower leve l of deprcciation expense of 1,849,286. This calculati on is very similar to the 

hi storica l P C annual repol1cd average depreciation expcnse (2006 to 20 14) of 

$ 1,850,377 as we ll as reported average additions and dispo als for the same period of 

$ 1,81 2,695 and $ 1,889,532 re-pectively. I observe that arbon/ Emery' s existing groups 

arc near (he end of their lives, and our large projected investments will be paired with 

signifi cant disposal· effecti vely refreshing these asset groups and I anticipate levels over 

the next six yea rs to be similar to hi storica l levels presented. Though s inglc-asset 

straight-line depreciat ion could not be implemcnted as suggested by the Division 

(becausc the Divi ·ion recalcu latcd all as ets from their in-servicc date) a projected 
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1/ 112014 change to single asset straight line go ing forward on actual additions from 20 14 

and fCC 48 1 projected assets would result in an average annual depreciation expense or 

$ 1,965,331 over the nex t six years. 

Has Carbon/Emel'y considered other- depreciation methodologies? 

Yes. We have considered numerous depreciation methods, many of which have been 

discussed with the Division in an attempt to at least separate the depreciat ion ca lculation 

into interstate and intrastate jurisdictions and thereby address the revenue impact 

discussed above. 

Does Carbon/Emery's group depreciation establish a correct " base" depreciation? 

Yes, the goal o r thi s proceeding is to establish a representative "base year" for purposes 

o r determining an appropriate level of UUSF support . In reviewing the depreciation from 

2006 through 20 14, the depreciation has averaged $1 ,850,377. In looking at the projected 

capi tal expenditures and plans or Carbon/Emery li'om 20 15 to 2020, the average aJullIal 

plant additions will be $2,356,202 and average depreciation will increase overtime 

accord ingly. This is representati ve of the numbers filed by Carbon/Emery using group 

depreciation and the numbers sta ted in thi s testimony as recalculated using the fCC 

adjustment rormula . The results clearly demonstrate that the number projected by the 

Division using its "Single Asset" method is al1ifieially low and not representative or 

historical or anticipated Carbon/Emery operati ng levels. 
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My leslimony confirms Ihal even with Ihe Commission's clarifications in its order 

allowing ror adjustmenls 10 a group asse\melhod does not a lter malerially Ihe 

arbon/Emery filling in Ihis proceeding. 

Does this cunclude your testimony. 

Yes. 
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FCC Economic Depreciation Lives 

USOA Category Economic Net Salvage ProJocUon Adjusted 
Lives Percent Lives Depreciation 

Motor Vehicles 8.24 0.1038 9.19 10.9"10 

Garage Work Equipment 12.22 -0.0558 11 .57 8.6"10 , 
Other Work Eguipment 13.04 0.0169 13.26 7.5"10 

Buildings 46.93 0.0164 47.71 2.1 "10 

Furniture 15.92 0.0402 16.59 6.0"10 

Office Support Equipment 10.78 0.0412 11 .24 8.9"10 

Company Comm E ui ment 7.4 0.0252 7.59 13.2"10 

Computers 6.12 0.0229 6.26 16.0"10 

Digital Switching 16.17 0.0157 16.43 6.1 "10 

Operator Systems 9.41 -0.0041 9.37 10.7"10 

Digital Circuit EquiJ!ment 10. :0 00 2 10.18 9.8·. 

7.6 0.0512 8.01 12.5"10 

30.25 -0.8998 

20.61 -0.2303 

26.14 -0.1753 

25 -0.1797 

26.45 -0.1458 23.08 4.3"10 

2423-m Buried - Metallic 21 .57 -0.0839 19.90 5.0·~ 

2423-nm Buried - Non-Metallic 25.91 -0.0691 24.24 4.1 "10 

Intrabuilding - Metallic 18.18 -0.1569 15.71 6.4"10 

Intrabuilding - Non-Metall ic 26.1 1 -0.1043 23.64 4.2"10 

1 Conduit 56.19 -0.0995 51.11 2.0"10 

Federal·State Joint Board on Universal Service; Forward-Looking Mechanism for High Cost Support for Non-
Rural LECs, 14 FCC Rcd 20156, FCC 99-304 , November 2, 1999, Errata: December 22, 1999, TENTH 
REPORT AND ORDER. Appendix A. 



FCC Economic Deprec iation Lives 

USOA Category 

1£1 12 Motor Vehicles 

2115 Garage Work Equipment 

2116 Other .vyprk. Equipment 
2121 Buildings 

2122 Furniture 

2123.1 Office Support Equipment 

2123.2 Co~pany Comm ESl:!lRment 
2124 Computers 

2212 Digital Switching 

2220 Operator Systems 

2232.2 Digital Circuit Equip,ment 

2351 Public Telephone 

NID, SAl and Drop 

2411 Poles 

2421 -m Aerial Cable - Metallic 

~1 -nm Aerial Cable - Non-Metallic 

~:m Underground - Metallic 

2422-nm Underground - Non-Metallic 

2423-m Buried - Metallic 

2423-nm Buried - Non-Metallic 

2426-m Intrabuilding - Metallic 

2426-nm Intrabuilding - Non-Metallic 
2441 Conduit Systems 

Economic 
lives 

8.24 

12.22 

13.04 

46.93 

15.92 

10.78 

7.4 

6.12 

16.17 

9.41 

10.24 

7.6 

30.25 

20.61 

26.14 

25 
26.45 

21 .57 

25.91 

18.18 

26.11 
56.19 

Nel Salvage 
Percenl 

0.1038 

-0.0558 

~,0169 

0.0164 

0.0402 

0.041 2 

0.0252 

0.0229 

0.0157 

-0.0041 

-0.0062 

0.0512 

-0.8998 

-0.2303 

-0.1753 

-0.1797 

-0.1458 

-0.0839 

-0.0691 

-0.1569 

-0.1043 
-0.0995 

Projecllon 
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11 .24 
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9.37 

10.18 

8.01 

19.00 

15.92 

16,75 

22.24 

21.19 
23.08 

19.90 
24.24 

15.71 

23.64 
51.11 

Federal-State Joint Board on Universal Service; Forward-LooKing Mechanism for High Cost Support lor Non
Rural LECs. 14 FCC Rcd 20156. FCC 99-304 . November 2. 1999. Errata: December 22.1999. TENTH 
REPORT AND ORDER. Appendix A. 

Adjusted 
Depreciation 

Rate 

10.90/;1 
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6.0~ 
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10.70~] 
9.8% 
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5. 3°/~ 
6.3% 
6.00~ 

4.5% 

4.7°M 
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2.00/~ 
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Introduction • 
Q: 

A: 

Q: 

A: 

Pleas~ stale yuur full name, place uf clllplo ment and position. 

My full name is Douglas Duncan Meredith. I am employed by John Staurulakis, Inc. 

("J In) as Director - Economics and Policy. JSI is a telecommunications consulting firm 

headquartered in Greenbelt, Maryland . My office is located at 547 Oakview Lane, 

Bounti ful , Utah 840 I O. J I has provided teiccoltUl1unications consulting services to local 

exchangc carriers since 1963. 

Please describe your p"ofessional experience and educational background. 

As the Director of Economic and Policy at J I. I ass ist clients with the developmcnt of 

policy pcrtaining to economics, pricing and regulatory affa irs. I have been employed by 

J I since 1995. Prior to my work at JS[, [ was an indcpendent research economist in thc 

District of Columbia and a grad uatc tudent at the University of Maryland - College 

Park. 

In my cmployment at JSI , I have participated in numcrous procecdings for rural and non

rural telephone companies. These activities incl ude, but w'e not limited to, the creation of 

forward-looking economic cost studies, thc developmcnt of policy related to the 

app lication of the rural safeguards for quali ficd local exchange carriers, the detenn ination 

of Eligible Telccommunications Carriers, the sustainability and application of univer al 

service policy for telecommunications carriers, as well as supporting incumbent local 

exchange carrier in arbitration proccedings and rural exemption and suspension and/or 

modi fication proceedings. 

• 

In addition to assisting teleconununications carrier clicnts, I havc served as the economic 

advisor for the Telecommunications Regulatory Board of Pucrto Rico since 1997. In this 

capac ity, I provide economic and policy advice to the Doard Commissioners on all 

tclecommunications issues that have either a financi al or economic impact on carricrs or 

end-llscrs. I have participated in a number of arbitration panels established by the Board • 
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to arbitrate interconnection issues under Section 252 of thc Te lecommunications Act of 

1996. 

I am partic ipating or have parti cipated in numerous nationa l incumbent local exchange 

carricr and telecommunications groups, including those hcaded by NTCA, USTelecom, 

and the Rural Po licy Research Institute. My participation in these groups focuses on the 

development o f poli cy recommendations for advanc ing uni versa l service and 

telecommunications capabilities in rural communi ties and other po licy matters. 

I have a Bachelor of A rts degree in economics from the University of Utah, and a 

Masters degree in Economics from the Uni vers ity of Maryland - College Park. While 

attending the Uni versity of Maryland - College Park, I was also a Ph.D. clUldidate in 

Economics, hav ing completed all coursework, comprehensive and field examinations for 

a Doctorate of Economics. 

Have you testified previously in federal and state regulatory proceedings on 

telecommunications issues'! 

Yes. I have tcstifi ed live or in pre-filed regulatory testimony in various states including 

Utah, Maine, Vermont, New Hampshire, New York, Michigan, Wiscons in, North 

Dakota, South Dakota, Texas, South Carolina, Telmcssee, and Kentucky. I have also 

participated in regulatory proceedings in many other states that did not require formal 

testimony, including Florida, Louisiana, Miss issippi , Puerto Rico and Virgin ia. In 

addition to parti cipation in state regulatory proceedings, I havc parti cipated in fede ral 

regulatory proceedings through fi ling of fo rmal comments in various proceedings and 

submission of economic reports in an enforcemcnt proceeding. 

On whose behalf are you testifying in this proceeding? 

I am tcstifyi ng on behalf of Carbon/ Emery Teleom, Inc. ("Carbon/Emery"). 
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Q: 

A. 

Q. 
11.. 

What is the purpose uf your testimony? 

The purpose of my testimollY is to addr.:ss the vanous issues discussed III Direct 

Test imonies offered by the Office of onsumer Services and the Division of Public 

Utilit ies. In their testimonies, the e panics propose modifications to Curbou! /11<::/ Y , 

Application for Increase in Utah niversal Service Fund ("Utah USF") support . In this 

testimony, I recommend that the ommi sion reject or modify man y of these proposed 

modifications. Specifieally, l will address the testimony of: 

o Casey Coleman, Division of Public Utilities; 

o David Brev itz, Office o f Consumer erviees; 

o Joseph Hellewell. Division of Public Utilities. 

Have you ,·cviclVed the testimuny of tbe individuals you have identified above'! 

Yes. I have reviewed all of the testimony filed in this docket. 

• 

74 
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76 Q: 

77 
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89 

In his testimony on bebalf of the Utah Office of Consumer Services (Office), Mr. 

Brevitz argues tbat the Utl,h Public Service Commission should take guidance from 

a bevy of cases in Kansas regarding the appropriate rate of return to be used by 

Carbon/Emery. Do you agree tbat tbe Kansas information is helpful in informing 

the Commission on this issue? 

ot at a ll. While Mr. I3revitz alludes that his Kansas cases were fully vetted , hi s 

testimon y actuall y indicates that on ly one case (LaHarpe 20 12) was fu lly reviewed and 

litigated . In all other cases, the cases ended wi th a s tipulati on. Furthermore, we have 110 

information from Mr. Brevitz that the LaHarpc case thoroughl y reviewed th t: various 

standard methods to dete rmine return on equ ity. So J di scount these citati ons and urge 

the Commission to give thcmlittle ifany weight. We simply don ' t have any information 

suggesting that the ratc lIsed for the return on equity was full y examined in the cited 

Kansas cases, especially absent is any reference or c itation Irom the Commiss ion about 

its eva luation and determination of the rate of cquity in the LaHarpc case. ' • . 
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116 
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118 

11 9 

Please describe what a sml,1I company premium is lind how it is used. 

A small company premium is an adjustment to the calculated rate of equity and IS 

designed to account for the fact t.hat access to equity is more constrained as companies 

get smaller. Thus, due to various factors, access to capital requires a premium over a 

return on equi ty for much larger companies. 

Did Carbon/Emery propose a small company pl'emium in this proceeding'! 

No. Carbon/Emery did not propose a small company premium in this proceeding because 

it used an overall rate of return that was proposed by the Division last yellr and was used 

in Emery 's Utah USF request finali zed earlier thi s year. Carbon/Emery assumed that 

since the Division was comfortable with its proposed rate of return in January for an 

affiliate, the same rate of return should be used in this proceeding that was fi led a few 

months later. 

What was the Division's overall rate of return used earlier this year? 

The ovemll rate of return used earlier this year was 10.50 percent. This accounts for the 

cost of debt and the return on equity weighted by a debt and equity capital structure to 

develop an overall rate of return. 

M r, Brevitz argucs that a small company adjustment is not nccessary or 

appropriate ill this proceeding. What is your opinion of the usc of small company 

adjustments when using a peer' group whose members al'e much lar'ger than the 

target company? 

I disagree with Mr. Brevitz on the applicat ion of small company adjusullents . A small 

company adj ustment or more specifica ll y a size adjustmcnt is a common adjustment that 

is used when examining small companies. The outright rejcction or this adjustment by 

Mr. Brevitz appears strident and unreasonably designed to simply produce a low rate of 

return for Carbon/Emery. 
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The Morningstarllbbotson Annual Year'book routinely reports all adjustment that would 

be applied to a company bascd on market capitalization . Depending on the 'ize o f the 

company. the size premium ranges II'om a negative adjustment of 38 basis po ints for very 

large (:ompanies to a positive adjustment of 6.10 percent for the smallest of companies. 

In a prescntation entitled "Telcom Cost of Capital Issues: January I , 2012", Dr. Hal. B. 

Heaton (BYU Professor, tan fo rd Ph.D.) describes a size premium as a "minimum 

adj ustment" to be used when applying the standard Capital Asset Pricing Model 

(CAPM). (Rebuttal Testimony of D Meredith Exhibit 1- PDF page 18) 

Furthennore, in 201 3 Dr. Billingsley (V irginia Polytechnic Institute & State Universi ty 

Associate Professor, Texas A&M Ph.D.) examined a Federal Communicat ions Sta ff 

report on rate of return that was proposed for rate-of-return carriers. (This is a report citcd 

by Mr. Urevi tz in supporting his posi tion.) Dr. Billi.ng ley recommends using the Duff & 

Phelps, another established and well respected company specializing in valuation and 

corporate finance, small company adjustment. nlis process yielded a 5.32 percent 

• 

increase for mid-sized carrier and a 7.11 percent increase for smaller rate-of-return • 

carriers. Dr. Billingsley summarizes the impact of ignoring the size effect as fo llows: 

"Using the CAPM , the Staff Report estimates that the average cost of equity for 

its entire 16-company sample is 7.1 g percent, 6.70 percent for the RHC 

subsample, 7.75 percent for the mid-sized carrier subsample, and 6.90 percent for 

the RoR subsample of companies. In contrast, the approach to applyi ng the firm 

size-adjusted CAPM recommended by Duff & Phelps produces an average cost of 

equity for the entire Staff Report company sample of 12.74 perceIll, 9 .1 3 percell! 

for the RHC subsample, 13.07 percent for the mid-sized carrier subsample, and 

14.01 percent for the RoR [Rate of ReturnJ subsample of companies. 

Consistent with the empirical evidence on the size effect, the [FCC's] tuff 

Report underestimates the equity costs of the smallest finns the most, which are 

the RoR firms that are the most comparable subsample to the average R I ,F,C. The 

data used to generate the Duff & Phelps estimates are avai lable by sub. cription • 

5 



153 

154 

155 

156 

157 

158 

159 

160 

16 1 

162 Q: 

163 

164 A: 

165 

'i 

167 

168 

169 

170 

171 Q: 

172 

173 

174 A: 

175 

176 

177 

178 

179 

180 

and are re lied on by investment pro fessionals. Dufl' & Phelps consequently 

provide obj ective evidence that the Staff Report 's failure to adjust fo r the small 

firm effect provides significantly understated RLEC cquity costs and, by 

implication, an understated average RLEC WACC." (Rebuttal Testimony o f 0 

Meredith Exhibit 2 - PDF page 55-56). 

Also incl uded as Rebuttal Testimony of 0 Meredith Exhibit 3 is the Federal 

Communications Commission Staff Report that is the subject of thi s critique. A small 

company adj ustment or premium should be an adjustment adopted by the Commission to 

evaluate the rate of equity for a small rural carrier in Utah. 

Is it your tes timony that the 10.50 percent rate of return should be used in this 

proceeding? 

Now that the issue is fu ll y open and witnesses fo r the Division and Office have argucd 

against the rate of return used last year, it is my recommendation that the Commission 

take noti ce that the rate of return for Carbon/Emery should be higher than the proposed 

10.50 percent. There is more than enough evidence to support the 10.50 percent rate of 

return based on the information in this proceeding and fil ed at the Federal 

Communications Commission. 

Please explain the information you reviewed in reaching your recommendation that 

10.50 perccnt is a minimum rate of return that will cnsurc that cquity f" eely nows to 

Carhon/Emcry for its long-term infrastructu,'c projects. 

First is the volume o f info rmation fil ed at the fCC and the FCC 's actions in a docket to 

examine the inters tate rate of return . As I mentioned earlier, in 2013 the FCC exanlined 

whetller it should change its prescribed rate of return used for investments assigned to the 

intersk1te juri sdiction. Currentl y the authorized rate of return used by the FCC is 11.25 

percent. The FCC staff issued a report (Rebuttal Testimony of 0 Meredith Exhibit 3) 

whose conclusion was cited by MI'. Brevitz. In thi s staff report, the recommended range 

for a rate of return was 7.39 percent \0 8.72 percent. What should inform the 

Commission in this proceeding is the fact that the FCC did not accept the conclusions o f 
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the staff report. The rebu tta ls of the staff repo rt prov ided by NTCA, et a1. (Rc:butta l 

Testimony of D Mered ith Ex hi bit 2) and the Rural Broadband i\ lIi ance (Rebutta l 

Testimony of 1) Meredith b hibit 4) leve led a broadside against the staff find ings to the 

extent that the FCC has kt the issue remain dOllllant for two years and no action ha. been 

taken. 

The NTCi\ report showed various errors in the sta fr report and also recommended an 

a lternative to the DCF method that uses sma ll company data to calculate a rate o f 

return- these data are from purcha es of sma ll carri ers across the country. The TCA 

report demonstrates that the I 1.25 percent rate o f retmn is in fact too low. (Using other 

methods, the Rural Broadband All iance examinati on demonstrates the same and appl ies a 

6 percent sma ll eompany adj us tment on pages 18-23). So, from the FCC's doeket we 

have one staff report that was thoroughly rebutted . The fi ndings of the two industry 

rebuttals demonstrate that the 11 .25 percent rate o f return i low for sma ll rura l carri ers 

and if any ehange were to be made, tillS rate of return should increase . In light o f the 

evidence, the FCC has let the issue remain idle and the authorized prescribed interstate 

rate of return fo r rural carri ers remains set at 11 .25 percent. 

Whnt should tbe COlli mission take fl"olll the FCC's proceeding examining the same 

issue raised by the Division and tbe Office? 

Firs t, the Conunission should recognize that the FCC's docket has a wcalth of 

information about the procedures and pit fa lls in detcrmining a rate o f return . (The 

exhibits [ have supplied provide the deta ils needed to adjust CA PM fo r ize and liquidity 

and in produc ing a levered beta, etc.) 

Second, the Commission should conclude that it should takc no action to ehange the 

interstate authorized prescribed rate o f rcturn afte r an exhaustive review demonstrates 

that the 11 .25 percent ratc of retul11 provides a reasonable incentive for cquity to freely 

!low to carriers, li ke Carbon/Emery, whose ai m is to invest in long-term in frastructure 

projects in the provi ' ion o f telccommunications service regulated by the s tate. The FCC 

• 

• 

as an expcrt agency in regulat ing telecommunications carriers has examined the issues, • 
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242 

A: 

pro and con, and has deferred from ulking actions to lower its prescribed rate of return. 

This fact should infonn the Commission and provide sullicient support for retaining 

Carbon/Emery 's 10.50 percent ratc of return in this proceeding. 

Finally, the rebuttals to the FCC's staff report show that calculating 11 rate of return for 

carriers that are not publicly traded a stock market challenges the standard financial 

models, especially when there are so few companies with public information. Traditional 

metJlOds of calculating a rate of cquity for small companies has a tendency to understate 

the lack of access to equity markets and the corresponding return that is necessary to 

attract equity to remote locations in Utah. 

Based on this information alone, the COIUmission can reach the conclusion that a 10.50 

percent rate of retul11 is reasonable and properly balanced. 

Mr. Coleman provides his u,)date to one traditional method, the Capital Asset 

Pricing Model (CAPM). What observations have you made concerning Mr. 

Coleman's application orthe CAPM'! 

First, the CAPM is very sensitive to the selected peer group of publicly traded companies. 

The CAPM methodology assigns a risk premium based on this peer group to calculate a 

return on equity. So, tJle selection of similarly situated companies to be used for 

comparison is very important. Mr. Coleman uses 13 companies in hi s peer group. 

Examining thi s peer group shows serious problems that should give the Commission 

reservations in using his peer group. 

I. HiekoryTeeh was purchased by Consolidated Communications on October 16, 

20 14 so this company cannot be in the peer group. 

2. Alteva isn' t a reasonable peer since the majority or its revenues is generated 

from its VolP operations and wireless partnership (which was so ld in 20 14), 

and not its small [LEC operations. 

3. Atlantic Tele Network docs not have [LEC operations and its primary wireline 

operations are in Guyana. It also has a good portion of revenues generated 

from wireless operations. 
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4. carthlink is not a good fit since it doesn' t have ILE operations. 

5. lOT is not a good fit since it doesn '( have ILEC operations. 

Moreover, rhe size of these companies dwarf Carboni ·mery and withoul adjustment the 

CAPM results cannot be reasonably applied to Carbon/F.mery. In Table I I show the 

access line counts for the biggest set of oJlerationally similar companies that can create a 

peer group. Table I includes more companies than what Mr. Coleman used. J presume 

Mr. Coleman didn ' t think that Veri zon or AT&T arc peers to CarboniEmery ancl he 

excluded these from his analysis. I include them due to their operations as the largest 

ILECs in the nation. 

Table I 

Comllany Exchange Ticker Access Lines 6/30/20 15 

Verizon NYSE VZ t 9,079,000 

AT&T NYSE T 18, 116,000 

CenturyLink NYSE CTL 12, 100,000 

Frontier Communications NYSE Fl"R 3,476,000 

Windstream NSDQ WIN 1.828,900 

Fairpoint Commun ications NSDQ FRP 768,222 
._--

Tclephone & Dala Syslcms NYSE TOS 510,800 

Consolidaled Conununical ions NSDQ CNSL 493,540 

Cincinnati Bell NYSE COD 389,000 
~ .. .-

Alaska Communications NSOQ ALSK 119,432 
--

Lumos Nelworks NSDQ LMOS 105 ,298 
- -

Olelco NSDQ OTEL 59,506 

New Ulrn Telecom OTCBU NULM 26,570 1 ._- - - - -
Shenandoah Tclecollllllunic;:llions SDQ SHEN 2 1,6 15 

J '-. 
Source: JSI Capital Advisors 

Also, as noted by Dr. Billingsley. some of these companies arc di stressed or are m 

bankruptcy, thereby affecting their beta va lue. fTR, WIN . ALSK, OTEL and ULM all 

report negati ve beta va lues us ing September 4, 20 15 Yahoo f inance report s (the samc 

source usc by Mr. Colcman). The. c companies should be removed from the peer group. 
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Mr. Coleman is lukewarm endorsing the CAPM for this proceeding assigning it to a 

"comfortable" status given that the Di vision fo und no other suitable alternative. Without 

adjusting the CAPM, I recommend the Commission reject the CAPM as unable to 

"produce credible results" and that t.he CAPM "must adjust for unusual economic 

circumstances" such as size and a highl y irregular interest rate market. (Rebuttal 

Testimony of D Meredith Exhibit I , PDF page 2 1, observation of Dr. Heaton on using the 

CAPM). 

Another set of pitfalls I see in tJle update provided by Mr. Coleman is that he uses spot 

rates for the input used in hi s CAPM. A generally accepted practice is to trend tJlese 

over a period of time to smooth out normal and expected fluctuations in the market. Data 

from the U.S Departmcnt of Treasury reports lhat the trend for the three-month T-Bill 

from 1990-today is 3.04 percent, and the trend for the twenty-year T-Bond is 5.009 

percent . Thcse trends are based on all the data avai lable online at the Department of 

Treasury and correspond generall y to oilier data analysis I have examined and include in 

my testimony. 

in Graph 1, I illustrate the 20-ycar yield over time and in ilii s graph, the abnormally low 

yie ld since 2009 is clearly illustrated. I propose the Commission use the Department of 

Treasury 20-year T-Bond rate of 5.009 percent tJlat was generated over I 990-today. This 

cOITesponds to the recommendation o f using an historic 4 to 5 percent va lue to represent 

a more "normal" 20-year yield. Dr. Billings ley suggests this in his review as does Dr. 

Heaton. 
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ource: Federal Reserve of Sl. Louis - Federal Reserve Economic Data (FREl) website. 

Mr. Coleman fai ls to adjust his results with a small company adjustment , perhaps because 

he excl uded the two largest carriers in the nation in his peer group. It should be obvious 

that a small company such as CarbonlEmery is cha llenged in the equity markets when 

compared with much larger companies in the marketplace. The fac t that there are only 14 

publicly traded ILEe peers in the nation and only two whose line counts are comparable 

to small company line counts-there are \ ,101 small company study areas in the nation

demonstrates that small companies do not have easy access to the equi ty markets. 

Another adj ustment to CAPM is the recognition of a liquidity premi um . This is 

discussed in some detai l by Dr. Heaton and hi s conclusion is that CAPM "must adj ust for 

differences" between securities lsizel and illiquid property." (Rebuttal Testimony of 0 

Meredith Exhi bit I, PDF page 21) 

Lastly, adjusti ng for the leverage of a company, by adjusting the beta to account for 

leverage, is another standard LOol when using CAPM. The levered beta equals the 

product of the unlevered beta and the expressIOn ( I + ( I-effective tax 

rate )x(l)ebtO/oIEquity%». 
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Have you been llble to adjust the Division's CAI)M analysis to account for thcse 

adjustments'! 

Yes, except ror the liquidity premium . r have used the meaningful peers because some of 

the peers have negative betas. I have gathered today 's spot beta, effecti ve tax rate and 

debt and equity values that arc needed to produce a levered beta. I have also used a mid

point va lue of 3 percent for the company premiulll . I also am using the historic T-Bill 

and T-Bond rates. The fo llowing table reports the results of a cost or equity of 16.83 

perccnt. The calculation is presented in Table 2 . A 16.83 percent intrastate cost or equity 

yields an adjust.ed weighted average € t of capital of 12.34 pcr~-exceeding the 
../" 

10.50 percent value proposed by Carbon Emery in its liling. IJ ~ ~ 
~ t. ~"" - <-..... 

Table 2 1S ...---
~ 

~!£t" L!~$ ~ ~ , .. ~Mg!::!ltx " - l~(.4'M 
611012015 &oW!! ~dl!l!!d !<1! 

V~fbOtl '.0"_ 0.5628 ." "" L"" ow 1S.70~ 

A'I.' Ia.U6.(lOO O.SS21 ." lS" 0.1101 0.1700 , ..... 
Cc"t~ ' 1,'00,000 I.OOU ." l ... 1.)19] 1.9140 ,1.". 
r~t CDmmuniulk>ft, , ... 211 0. .... ." .. 1.7500 .... " 11 .... 

T dephone & Oua S\'t.terru " ..... O.ssS1 ." .. 0.507. 0.1179 7.11" 
~led Communitatloni 49l.54O UU. '" .... ".lfU U'1OS , .... ," 
Ck'ItiM." lei ) •. 000 U,U U" .,. 1.0000 u.s, ,4.'" 
Lumos Hetwods los.m o.om '" ..... UOll l.OI70 ,LSOt 
SM~r~ 2U15 o.nes '" .... 0.1611 1.S111 '0.,,' 
~ - - ,UlO ...... .... 1 ......... l ..... 
T·1iI ~e'lm.tcd.l,., l ..... I 
, .......... "901> • .;;;,, - 5.0." ........ CAI' .. , ..... 

I recommend the Commission accept these adjustments to the CAPM when examining 

the cost or equity fo r small companies in Utah. 

If the Commission were to use a small company premium to account fo,' increased 

risk and constrained access to equity, or adjust for liquidity constraints, or leverage, 

would it be reasonable to conclude tbe 10.50 percent ,'ate of ,'cturn is a minimum 

rate of equity for any of these adjustments? 

Yes. There are a number of adjustments or premiums that arc used to assess va lue and 

return. I have used onl y two. Graph 2 shows the various prcmia required to calculatc 

returns across financi al instruments. 
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s...,,, Ibbo<ooo U>d S"", (1988). 

(Ibbotson, Roger G., and Laurence B. Siegel. 1988. " How to Forecast Long-Run Asset 

Returns." Investment Management Review (September/October).) 

It is claimed that "the liquidi ty premIum is perhaps as important as any of the risk 

premiwns." In a paper entitled The Demand for Capital Market Returns: A ew 

Equilibrium Theory (1984), Roger Ibbotson, el til. proposed that the lhree security 

characteristics that investors most wish to avoid and, therefore, need to be mosl 

compensated for in the long run arc ( I) ri sk, (2) lack of liquidity, and (3) taxation. 

(Ibbotson, Roger G., Jeffrey J. Diermeier, and Laurence B. Siegel. 1984. "The Demand 

for apital Market Returns: A New Equilibrium Theory." Financial Analysts Journal , 

vol. 40, no. I (January/ Fcbruary) :22- 33.) In 20 I I, Ibbotson ex tended hi s research on 

liquidity 1Uld the impact of this ri sk on small companies. he quantified the liquid ity ri sk 

associated with small companies. In Table 3 I report these findings. 
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Table 3 

Liquidity 

1 4 
Size (1owut) 2 3 (highest) 

1 (smallest) 18.17% 17.46% 13.51% 6.16% 

2 16.87 15.15 11.68 6.52 

3 15.15 14.36 12.87 9.56 

4 (lugest) 12.49 11.48 11.55 9.87 

s"um: Ibbotson, Chen, and Hu (2011). 

Ibbotson, Roger G. , Zlliwu Chen, and Wendy Y. Hu. 20 11 . "Liquidity as an Investment 
Style." Working paper, Yale University (Apri l). 

While I have accounted for a conservati ve SIze premlllln 111 my ana lysis, I haven't 

assessed a liquidity premium because without funher analysis I cannot separate the 

liquidity premium from the small company premium. NevertJleless, these data reveal tJlat 

adj ustments are necessary to determine the appropriate return for a small company and 

that a standard/textbook CAPM approach should be rejected. 

I cannot address in detail the results of Mr. Brevitz because I believe he has failed to 

indicate the method used to calculate the returns on equity proposed by tJle staff in 

Kansas. Gut since he argues strongly against a s ize adjustment, I suppose that ilie CAPM 

without adj ustment was used. My discussion about adjusting the CAPM applies equall y 

to his testimony. 

Do you agree that with Mr. Coleman that there is no other practicable way to 

calculate II rate of equity for rural carriers'! 

o. T here are oilier approaches in the financial literature that attempt to resolve tJle 

knotty issues raised by CAPM and its failure as a predicti ve too l. NTCA proposes a 

method that uses actual rate-of-re turn transactions to calculate a Free Cash Flow rate. 

This metJlod is a variant of the DCF method and is explained by NTCA (Rebuttal 

Testimony of D Meredith Exhibit 2 - Appendix B PDF page 81). Using tJlis method, 

the weighted average cost of capital equals Free Cash Flow divided by Value. ECA 
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calculated the rate of rcturn for rural carriers and the median va lue wa. at Icast 11 .75 

percent. This a lternative method inlonns the Comlllission that the 10.50 percent rate of 

return proposed by Carbon/Emery is reasonable and should be adopted . I have attached 

the ILEC Transaction Roster that shows smaii carrier activi ty lip 10 20 i 5. There have not 

been many closed transactions since NTCA's analysis, so thc conclusions in the NTCA 

submission to the FCC appear to remain valid. (Rebuttal Testimony of D Meredith 

Exhibit 5). 

Let me ask you about the debt/equity structure of Carbon/Emery. Mr. Brevilz 

argues that a 50/50 ratio should be used. Please explain how the debt/equity sliding 

scale is used in Utah. 

As discussed by Mr. Coleman, the standard practice in Utah stems from a lengthy series 

of workshops and technical conferences. To account for and balance the various 

interests, a sliding scale has been used by the Division for many years and was 

recommended as a I1Ile but the Commission declined to establish this policy as a rule. 

• 

Notwithstanding the Commission's reluctance to adopt the sliding scale as a rule, it is a • 

very good approach to balance the state's interest. The sliding scale has endpoints at 35 

percent and 65 percent. If a carrier has a debt percentage above 35 percent but below 65 

percent, then the actual rate structure is used. Otherwise, if debt is 35 percent or lower a 

hypothetical 35 percent deht structure is used and similar treatment is on the other side of 

the scale. In this proceeding both Carbon/Emery and thc Division recommend the 

Commission use the sliding scale approach with a hypothetical 35 percent debt structure. 

These percentages are then used to weight the costs of capital and debt which results in 

~m overall rate of retum. Mr. Brevitz takes exception to this long-standing practice and 

argues for a hypothetical 50 percent debt. J have reviewed his testimony and I find 

nothing new in Mr. Brevitz's testimony that wasn ' t thoroughly discussed whcn the 

sliding scale was developed. I-lis comparison of large companies is unconvincing. Only 

SI-IEN is relativel y "close" to the si<:e of Carbon/Emery and it has 43 percent debt. 

Without considering the specific circumstances of Sl-lEN, Mr. Brevitz 's own evidence 

shows that the Division's sliding sca le approach is reasonable and since 43 percent is 

relatively close to the 35 percent the Division and Carbon/Emery lise, the Commission • 
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should continue to apply the Di vision 's sliding scale method to adjust for capital 

structure. 

Whll t is the approp riate interstate rate of retu rn to be used for interstate sen'ices'! 

The appropriate interstate rate o f return is 11.45 percent. Mr. Brevitz is incorrect in 

proposing another rate. The development of the interstate rate has been deli ned by 

Commission ru le. Mr. Brevitz argues that even his incorrect rate of 9.40 percent is too 

high despite the fact that the Commiss ion has established the method of how to apply the 

interstate rate in Utah . 

Mr. Coleman also proposes that the Commission apply 9.40 percent in thi s proceeding. 

Mr. Coleman is also incorrect in th is recommendation. As explained by Mr. Woolsey, 

Carbon/Emery participates in the NECA Common Line pool in conjunction wi th Emery 

Telecom. For purposes of NECA, only Emery Telecom is li sted, but Carbon/Emery and 

Hanksville are included in the Emery Telecom submissions to NECA. The appropriate 

interstate rate of return, per Commission rule, is 11 .45 percent. 

43 7 Depreciation Method 
438 

439 Q: 

440 

44 1 

442 

A : 

443 Q: 

444 A: 

445 

446 

447 

Have you reviewed the tes timony of Mr. ,Joseph Hellewell offering testimony on 

bchalf of the Division of Public Utilities '! 

Yes. 

What is deprecation ? 

Deprecation can be deli ned many ways, perhaps Ole most important delinition is how 

accountrullS define the term : 

"Depreciation accounting is a system of accounting which aims to di stribute cost 

or other bas ic value of tangib le capital assets, less salvage (if any), over the 

estimated useful li fe of Ole unit (which may be a group of assets) in II systematic 
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457 
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460 
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462 

463 

464 

465 

466 

467 

468 

469 

470 

471 

472 

473 

474 Q: 
475 A: 

476 

477 

478 

479 

and rational manner. It a process of allocation, not of valuation ." (Amcrican 

Institute of Cert ificd Public Accountants) 

A good descriptiun uf depreciation can be found III a book clllitied ··Telephone 

Economy," written by AT&T in 1952. AT&T states: 

" [t"lhe cost of tekphone plant is charged to an asset account at the time the plant is 

installed. Then, each year of the plant's service life, a portion o f its cost is charged 

against that year's revenues. Thi s charge, called depreciatiol1 , is designed to 

provide for the recovery of capi tal invested in plant as that plant is used up." 

"In theory, depreciation accruals could actually be repaid to the investors, and in 

some vcntures this is done. However, in a business which requires substant ial 

amounts of money each year for construction, there would be no point in repaying 

the investors an amOlillt equal to the depreciation accrual and then go ing to the 

capital market for that much more in new funds. Instead, depreciation accruals 

• 

are reinvested in the business, and these accruals provide funds for the purchase • 

of new plant . ... In a sense, the reinvestment of deprecation represents a recycling 

of capital." (Telephone Economy, pp 72-73) 

Carbon/Emery's deprecation expense is reinvested into infrastrucnlre that is necessary 

due to plant that has reached its useful life, plant that has become obsolete due to 

technological change- including where vendors discontinue support of vital equipment 

that is required to operate 24x7, or for new plant where demand ha~ exceeded the existing 

plant or where demand occurs due to economic activity in the area. 

What core issue with regards to depreciation is raised by Mr. HelIewelI? 

The Division di sagrees with the use of a standard and industry-accepted method of 

depreciation called group asset depreciation. Currently CarbonlEmery uses the group 

asset straight-line depreciation method to calculate allowable depreciation expense for 

inrrastructurc it puts into service for the provision of regulated telecommunications 

services. 
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Q: 

A: 

489 Q: 

490 

491 A: 

492 

493 

494 

• 496 

497 

498 

499 

500 

50 1 

502 

503 

504 

505 

506 

507 

508 Q: 

509 

-- - ----

Does Carbon/Emery use group asset depreciation in the interstate jurisdiction as 

approved by the FCC? 

Yes. Carbon/Emery has used group assct dcpreciation since the transfcr of ownership in 

200 I. It uses the FCC approvcd group assct depreciation method for cost recovery in both 

tllC interstate jurisdiction and state jurisd iction. Using two methods of depreciation in tlle 

two jurisdictions would be administratively burdensomc and would pose intractable 

problems. 

Docs tbe Division describe the "questionable results" it believes OCCIII' with the 

group asset depreciation method used by Carbon/Emery'? 

Not fully. Mr. Hellewell correct ly statcs that group asset depreciation effectively 

accclerates the allowed depreciation expense for an asset. The degree of the acceleration 

depends on the total amount of investments in the particular group. However, Mr. 

Hellewell incorrectl y concludes that this has the effect of inflating the deprcciation 

expense leading to an increase in Utah USF support. 

The facts arc quitc the opposite. The use of group asset dcpreciation accelerates the 

recovery of allowcd depreciation expense and over the life of the asset REDUCES the 

amount of U~ah USF support tllat would be generated by this asset. Tllis is because thc 

acceleration of depreciation expense reduces the rate base for which an authorized rate of 

rcturn is app lied. Ultimately, CarbonlEmery will recover 100 percent of the investment 

of the asset through depreciation expense, but with group asset depreciation the asset is 

not em'ning a rate of return lor as long as if Carbon/Emery werc using a single asset 

straight-line depreciation method. This fact is missed by the Division and consequently 

lead - the Division to incorrectly ;L~sume that group asset dcpreciation yields a 

"questionable result. " 

Could one reason for the Division's unease over group asset deprecilltioll be the 

possibility that Carbon/Emery would view the acceleration of depreciation to the 

18 
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527 

528 

529 

530 

531 

532 

533 

A: 

Q: 

534 A: 

535 

536 

537 

538 

539 

levcl of complete depreciatiou as a I·ClIsun to I·eplace prcmaturely plant or 

equipment tllllt has remaining economic lifc'! 

Mr. Hcllcwcll does not describc thi s hypothetical poss ibility. Howevcr, to the ex tent the 

Division's proposal is based in part on thi s hypothetical, the Division has nOI idel1liJied in 

thc testimony any instances that Carbon/Emery has replaced prematurely plant or 

equipment. Given thc extensive review of Carbon/Emery in this proceeding, if there 

were an example of this type of activity, I am ccrtain that the Division would have 

identified it in testimony. The absence of any instances of premature retirement suggests 

the hypothetical is a canard. 

Moreover, the decision of whether or not to replace plant is not based on past activity. 

"The decision of whether or not to replace plant must be based on a comparison of future 

expenditures, and it should not be influenced by the extent depreciation accruals have 

been reali zed on the existing plant." (Telephone Economy, p. 162) 

• 

If the Division is attempting to guard against this type of behavior, it doesn ' t have any • 

basis to claim that Carbon/Emery is making retirement decisions that are in any way 

untoward. Moreover, if an asset has value after retirement the standard method of 

calculating net salvage accounts for this value and appropriate adjustments to the 

accollilts are made. 

Thc Division admits that therc arc bencfits to the group assct depreciation method 

but argues that everyone needs to hc on the samc mcthod to assist in reviewing 

company reports, Do you agree'! 

I agree there are recognized benefits to group asset depreciation method. However, I 

disagree that there needs to be a standardized method across all carriers. Having a 

sllUldard across all companies provides little or no benefit. Contrary to the Division's 

claim, the regulated companies in Utah do not compete with one another for regulated 

services, so there is no need 10 be concerned about competitive issue in this context. 
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Also, the Division has shown it is capable o f examining various systems of accounts, so 

standardization doesn' t improve administ.rati ve effi ciency. On the contrary, if the 

Commission were to mandate using single asset depreciation for carriers that arc 

currently using group asset depreciation, there are a host of administrati ve issues related 

to keeping track of interstate group asset accounting and whether the asset is correctly 

accounted for between the interstate and intrastate jurisdictions. Since the allocation of 

cost between jurisdictions (interstate and intrastate) changes annuall y, there wi ll always 

be a gap between the state's single asset method and the interstate group asset method. 

cannot think o f how the accounting would be ab le to resolve easil y this discrepancy. 

Furthermore, if the Commission were to requi re single asset depreciation for state USF, 

the annual repOlis for each company would be less transparent since depreciation expense 

would need a separatc reconci liation schedule. While this added administrative effort can 

be ordered, I ask to what purpose? It seems that the Division's proposal is based on a 

misguided belief that something strange is happening and the single-asset method of 

depreciation will solve the problem. In reality, there is nothing fi shy going on and the 

single-asset method will create more administrative problems than it will solve. Again, a 

reconciliation could not easily deal with the gap between the state's single asset method 

and the interstate group asset method. 

I also note that if the Division wanted to standardize the depreciation method for all 

carriers- for some unspecilied slate purpose, doing so in Utah USF disbursement 

requests is a strange way to go about establishing a new slate policy. To achieve full 

compliance with its policy, the Division's only hope is that all carriers wi ll eventua ll y 

request a USF disbursement. And even then, the onl y e lTect is an ex traordinary 

adjustment to the Utall USF. No carrier would be mandated to move to a single asset 

depreciation method unless the Commission sets a statewide policy. To set thi s policy 

the Commission will have to be convinced that moving from an acceplable group assct 

metllOd , used for and approved by the FCC, will further tlle state's interests and hopefully 

reduce the administrati ve burden of nlral carri ers in Utah. We have nothing in this 

proceeding that supports such a monumental change of policy by the Commission. 
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If the Commiss ion wanted to move to a single asset depreciation method, how would 

you recommend it implement this po licy change? 

If single asset depreciation were ad pted as a policy, T recommend the! Ol11m issioll a,lopt 

the policy on a prospective basis for new assets that are purchased and placed into 

service. The Commission shou ld allow purchases of past plant assets to rcmain in their 

group for purposes of the group asset method until the group account has no more 

depreciation expense to realize. Since the Commission has allowed the usc of the group 

asset deprecation method, the retirement of thi s method should be orderly and should 

allow the current deprcciation method to be used for existing plant infrastructure . 

The primary reason for thi s recommendation is to prevent Carbon/ Emery from 

experiencing a sudden and dramatic decline in depreciation expense-funds that are used 

to reinvest in plant infrastructure. In a well managed company, my experience is that 

aside from growth or technological change that requires additional investment, the 

deprecation expense and the additions to replaee existing infrastructure generally trend 

together. The disruption caused by a sudden change to single asset from group asset 

accounting for existing assets will result in a cash-flow squeeze and should be minimized. 

Mandating a change on a prospecti ve basis will help minimize th is cash flow di sruption 

and allow Carbon/Emery to continue to invest in infrastructure as identified in its planned 

capital budget. 

Is Carbon/Emery's test year depreciation expense representative of what it will 

cxpc/'ience in the next live yea/'s? 

Yes. As explained by Mr. Woolsey, Carbon/Emery has a capital plan fi led with the FCC. 

Based on (he method I de. cribed above, the level of depreciation expense in the test year 

is representative ror the single asset straight-line depreciation of planed investment 

combincd with group asset depreciation for prior investments over the next fi ve years. 

Whi le the data show that the test year expense is higher Ulan the resulting depreciation 

expense for plaluled investment , there wi ll be lIncert~jnti es Icading to the need to replace 

• 

• 

infrastructure in the future that arbon/Emery cannot quantify, so a cushion of an • 
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Q: 

A: 

add itional 4.3 percent in deprecialion expense is reasonable. The deprecialion expense in 

the test year is reasonable estimate of whal Carbon/Emery is expecled to experience in 

the next five years. 

Docs Cllrbon/Emery manipulatc Commission approved dcpreciation rates? 

No. Carbon/Emery uses the approved Commission depreciation rates for each asset 

classification. The only difference between group asset and single asset methods is the 

calculation of authorized depreciation expense for a given year. Both metllOds use 

straighl-line depreciation, but under the group asset method, the group account 

investmenl balance is multiplied by tlle approved deprecialion rate and thi s amount 

becomes Ihe max imum deprecialion expense for Ihe group of asscls. If there is a 

suffic ient remaining nel investment balance, the depreciation expense will equal the 

maximum depreciation expcnsc. Otherwise, only the remaining portion of undcpreciatcd 

plant will be depreciated. Consider for cxample the following: Ihe initial group account 

investment balance is $1 ,000,000, the accumulated deprcciation for this group is 

$750,000, the new investment is $200,000 and tlle depreciation rate is 10 percent. Under 

group asset method, the allowable deprecation for tlle group (undepreciatcd plant and 

new investment) is 10% x $1,200,000 = $120,000. Under single asset depreciation the 

allowable depreciation for the group of assets is 10% x ($500,000+$200,000) = $70,000, 

(assuming that half of the assets are fully depreciated). If the rate of return were 11.25 

percent. The group asset method would reduce return by $13,500, while Ihe single asset 

metllOd would reduce rClurn on rate base by $5,062.50. This example is simplified since 

no mid-year convention was used. So over time, which method is preferred? If the goal 

is to minimize total Utah USF over lime, the group asset method will reduce return on 

rate base since tlle ralc basc is being rcduced al an accelerated rate. The calculation of 

group asset accounting and the corresponding continuing property records held by 

Carbon/Emery allow for absolutc Iransparency using the group asset method of 

depreciation. 

There is no manipulation 0(' Commission approved depreciation ratcs. When the 

Commiss ion set Carbon/ Emery 's specific depreciation rales in 2006, Carbon/Emcry was 
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lIS1I1g (and has continuously used) group asset depreciation. Hi storicall y, n ithcr the 

Division, nor the Conunission have had any concern or issue with group asset 

depreciation. In fact, they have tacitly approved it 's use since the rates were approved 

with the knowledge that group a. set deprec iation was being used. 

The use of group asset depreciation certainly allows for accelerated depreciation expense 

recovery, but on its flip-side, it reduces the rate base at an accelerated rate ,md saves the 

Utah USF money in the long run. 

What is your response to the various other methods the Division proposes '? 

1 fi nd it ironic that in on one hand the Division argues for standardization across all 

carriers and on the other hand says that fi ve other methods would be perfectly acceptable. 

Such inconsistency in its advocacy of policy should cast serious doubt on the 

tlloughtfulness of the Division's proposal. Further, there is no suggestion that thcse 

alternative metllOds improve or advance the state's interests. 

Please summarize your testimony on depreciation methods. 

Emery uses a standard and industry approved depreciation method. This method has the 

eOect of accelerating depreciation but also accelerates the decline of the ratc basc used 

for rate making purposes. The accounting and reporting hazards of using two different 

methods--one for interstate purposes and the other for state USF purposes has been 

ignored by the Division. Carbon/Emery's method is transparent and widely, but not 

uni versally used. The Division's position is a change in policy based on unidcntified 

concerns. If one of these concerns is to guard against the disposal and replacement of 

plant infrastructure that has a remaining economic life, there is no evidence supporting 

this concern . Furthermore, CarbonlEmery does not dispose of and replace ils plant 

infras tructure and assets until the asset is no longer useful. Group asset depreciation 

minimizes the need for state USF disbursements over the lile of the asset sincc it is 

removed from the rate base at a faster rate. If a change were to bc madc, single asset 

straight-line depreciation mcthod should be adopted on a prospect.ive basis. The 

• 

• 

deprecation expense in thc Carbon/ Emery test year is represent.ative of plans fo r future • 
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years and hanging all assets to singlo:: asset method would cause a significant reduction 

in deprccation expense recovery that will be used for future investment. For these 

reasons, I recommend the COlllmission allow Carbon/Emery to con tinue 10 use group 

asset depreciation in calculating its need for Utah USF support. 

Docs this conclude your testimony? 

Yes, 
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teaches advanced corporate finance and capita l markets. He has a lso served on till! finance 

faculty at the Harvard Business School and the University of Santa Clara . Dr. Heaton holds a 

Ph.D. in finance from Stanford University, a Musters degree in economics from Stanford 
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Following the completion of his MI3A , Dr. Heaton was a consultant with the Boston Consulting 
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Telecom Cost of Capital Issues: 
January I 20 12 

Hal Heaton, PhD 

Issues in 2012 
In typical capitalization model. parameters must be long term 
• Must not reflcct short term distortions 
• NOIIk requires that boch NOI and k be long term 

Debt as percent of capital 
.. Debt less """liable (or landUne {cleo with dedining customer base 

Appropriate risk premiums 
Historical average scill biased low due to milssive negadve retum in 
2008 
Market evidence suggests investors require higher risk premiums than 
histor ically 

CAPM estimates unacceptably low 
Dividend Growth Model better 
Decomposing the beta 
Liquidity is a critical issue 
4 Adjuslmcnu to final value or discount roues essential 

Estim.1ted Cost of Capital 
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The stock market is lower t han I 2 
years ago ... 
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But earnings have risen dramatically 
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• 
Headlines are clear that obtaining credit is difficult . . . 

• Wall Street JOllrna l: Februa ry 24. 20 I 0 
"Lending Falls at Epic Pace 
U.S. banks posted last year their sharpest decline in 
lending since 1942. suggesting that the industry's 
continued slide is making it harder for the economy 
to recover . .. . According to the FDIC. the number of 
U.S. banks at risk of failing hit a 16-year high at 702. 
More than 5% of all loans were at least three months 
past due. the highest leve l recorded in the 26 years 
the data have been collected. And the problems are 
expected to last through 20 I O . .. . .. . The struggling 
U.S. banking industry remains a problem for poli cy 
makers eage r for banks to lend again." 

Smaller, undiversified properties 
have greater difficulty obtaining debt 
• "Company size and diversification often plays role. 

While we have no minimum size criterion for any given 
rating level. company size tends to be significantly 
correlated to rating levels. This is because larger 
companies often benefit fro m economies of scale 
and/or diversification. translating intO a stronger 
competitive position. Sma ll companies are, almost by 
definition, more concentrated in terms of product, 
number of customers, and geography. To the extent that 
markets and regional economies change. a broader 
scope of business affords protection." 

[Standard and Poor's, "Corporate Ratings Criteria" page 
22.) 
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Ibbotson risk premium still biased 
by 2008 return 
• Return on large stocks in 2008: -37.0% 

• Return on long term Treasury bonds in 
2008: +25.9% 

• One year r isk premium 

= Rm - Rf = -37.0% - 25.9% = -62.9% 

• Historical average risk premium fell 
almost a full I % as a result of one year's 
number 

Risk spreads for debt elevated . .. 

Debt Pre miums over Trcasur"ies ... 
.. x 

.. x+---
It" ---_. 
"" 
"" +--11- ... 

. - .. -. 
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• 
CAPM Data 
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Vertzon Communications $10.12 28]S.s S1 11.761 ISS, IS2 32.nl 0.79 

WIOdstJ'Um $11.74 586.1 SUB] $9,1 SO 57.1% 0.90 

CAPM Estimate 
• Required Return = R( + fl(Rm - R() 

• Morningstarllbbotson 
Using 20% de bt and rclcvering .5 un levered beta 

• 2.48% + .58 X 6.62% = 6.3% 

• Treasury Rates absurdly low 
lower than inflation 

Due to demand (rom (oreign banks 

. . . and foreigners terrified of European meltdown 

., .Foreign governments kee ping currencies low for 
clnploymcnt reasons 

Beu' 

0.21 
0.11 

0.51 

0.49 

0.1' 
0,56 

0.45 

0.67 

0.61 

0.>0 

• 6.3% equity rate is lower than the rate on long 
term telecom debt-impossible! 

• As shown earlier, these results not supported by 
the market evidence. 
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Dividend Growth Model 

"ioomb«t 
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Deeper analysis of beta 

• DGM model estimates better, but still not 
very reliable 
o Growth estimates exhibit wide range 

c Affected by extreme leverage of some tekos 

• Beta estimates composed of two 
elements: 

o Pi = Pim X (a/am) 
, P im = correlation with the market 

o a/am = volatility relative to the market 

8/1/2012 
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Leveraging Formula Assumes Debt 
Essentially Risk Free 

Unlevered Beta v. leverage 
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Dobt as Porcent of Capital 

Example: AT&T rolling five year 
correlation to the S&P 500 
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Example: AT&T roll ing five year 
relative volatility to the S&P 500 

AT &T Rolling Fivc Ycar Volati lity Relative to the 
S&P 500 

,, ------- -_. , 

" 
Ol ·- -

Discussion of beta 

• Correlation fell during the merger mania 
of the 1990's 

• . .. But came back to normal levels 

• Relative volatility rose as competition 
intensified but plunged with economic 
meltdown in late 2008 
o Why? 

8/1/201 2 

• 

o 

• 
8 



• 
Treasury Rates 
10% - U.S. In te f'cst Rates 

- I HoooO" """-')'... _I t..,~ T."_" HoI. 

Example: Investors buying AT&T for yield 
"With tcns of mill\ons of people .- particularly retiring b.1by boomers -
looking (or investment income and (cd up with dismally low interest rates 
on bank accounts and bonds. brokerages and money managers believe 
there's a huge and growing audience (or the dividend pitch," {Los Angeles 
Times Febru.1ry 26. 20 12) 

"Oividends arc winning new respect now tholt yields on U.S. Treasuries :'Ire 
near record lows . ... The (ocus on dividend-paying sLOcks could intensify. as 
investors look to Innation protection . .. . AT&T. (or instance. has a dividend 
y;eld of more than 6% ... .. [USA TODAY August 24. 20 I I] 

" THE firs t security I W'1S ever aware of was a dividend.p;tying nock. the 
AT&T shoves that my grandfather. a retired postm;'m. owned when I was 
litde .... So when I heard recently th.1t some advisers were using dividend
pay.n, stocks to coax people who still hold their money in cash or low
yielding bonds back Into the equity markets. my ears perked up. '" These 
stocks also o lfer at least some SOrt of hedge against innation." [The New 
York Times June .. . 20 II ] 

8/1 /2012 
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Example:AT& T Relative Volatility 

• Investor's treating AT&T more like a bond 

o Inflation protection 

" Will end when Treasury rates rise 

o Long run, relative volatility will reflect risk of 
telecommunications industry 

• Low relative volatility applies even less to 
current risk in telecoms 

o Declining demand as consumers shift to 
cellular = high risk for landlines 

o Other telecoms showing increasing volatility 

Other telecoms show rising relative 
volatility ... 

• .0 • 

l .> t-
l .O I 
' .5 j-
'0 -: -

Sprint Nextel Rolling Five Year Volatility 
Relative to the S&P SOO 

t>~. ~~-~----------'~ 

1.0 ~ 
os • 
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• 
Beta estimate 

• f3; = Plm X (U/Um) 
~ Historically telecommunications have a correlation of about .6 

with the S&P 500 

~ Telecoms are historically about 2 to 3 times as volati le as the 
(diversified) S&P 500 

o f3 =.6 x 2.5 = / .5 

o Cost of Equity (for security) 
CAPM 2.48% + 1.5 x 6.62% = 12.4% 

· DGM 14% 

· Choose 13% 

, WACC (for securities) 
· .2)( 5.43% )( (1-.39) + .8 x 13% = 11.0% 

Liquidity 

• Liquidity refers to the ability to sell an 
":f!W;~.',1 investment easily, quickly, and at low cost 

• A liquidity discount refers to the lower value of an 
illiquid asset compared to a liquid asset of similar 
risk 

o A liquidity premium refers to the higher return 
that investo rs will require for an illiquid asset 

• liquidity became critical in January 2009 
• Ability to generate cash to meet obligations critical 

, Treasury bills were offering virtually zero interest 

• 30·day Treasury bills briefly offered negative 
interest 

8/1/2012 
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liquidity: I"ustration 
• Build a pipeline/refinery/power plant ... 

o Cost $800 million 

• Hire managers, train a work force, market to 
obtain contracts and customer base 
• Cost $200 million 

• If property generates $100 million per year 
and 10% is required rate 

Value = $1 000 = $100 1 10% 

• May need intangibles such as patents, 
licenses. copyrights, intellectual property 
• Higher revenue/cash flowlvalue to compensate 

Liquidity Illustration (continued) 

• Issue and sell stock (debt) claims on the 
property 

• Incur substantial costs to issue 

o Incur ongoing costs to stay listed 

· Exchange listing fees 

· Disclosure costs 

Regulatory costs 

· Additional auditing costs 

• Compare owning the property versus buying 
shares .... 

8/1/2012 
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• 
Liquidity Illustration (continued) 

• If you own the property you must 
- Have subscaneia l knowledge of how co operace 

facilicy. markec produces or services 

• Worry abouc hiring, firing. craining 

" Take care of all regula cory. licensing. disclosure. and 
ocher issues 

• If you own the property you do not 
have limited liability 
• Environmencal. accident. ocher licigacion may lead 

[0 losing ocher assees 

• Selling property takes time, expense, ... 

Liquidity Illustration (continued) 

• If you buy the shares 

o You do not have to know anything about 
managing, operating. marketing. regulations 

o You can buy a few shares or a lot 

. Easy to diversify 

• Shareholders have absolute limited liabi lity 

• You can turn your ownership into cash in 
seconds with the click of an icon 

• Which you would rather own? 

8/1/2012 
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Liquidity Illustration (continued) 

• If the shares sell for, say, $1 .5 billion due to all the 
conveniences and advantages 

o The property is still only generating $100 
million a year 

o Hence the discount rates extracted from stock 
and bond data must be lower than 10% 

• In addition, shares can trade at higher values due 
to property which does not even exist on the 
assessment date! 

o Wynn Resorts example 

Liquidity 

• We are dealing with a pro ert)l: tax . . . 

• Not what highly liquid claims on property will sell 
for 

• If the data obtained and used comes from stocks 
and bonds .. . 

• Which are so liquid they can be sold in seconds 
with the click of an icon .. . 

• The estimated discount rates must be adjusted to 
make them useful to value illiquid property which is 
expensive to sell , takes months to sell, and carries 
substantial risk that securities don't 

8/1/2012 
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• 
Using Securities Data 
• Securities are very liquid 

• Securities can be sold in small or large amounts 

• Operating property requires dealing with management 
hassles 

• Securities have absolute limited liability 

• Securities represent ownership in companies than can 
expand, enter new businesses 

• Securities capture value from assets that do nOt even 
exist on the lien date 

• Securities capture all intangible values 

• Not only do these facts affect extracted rates, it means 
measures of"marketlbook" do not mean there is no 
'economic obsolescence' 

Assessors recognize need for 

liqUidity adjustments 
® California State Board of Equalization, Assessors' Hondbook, 

Section 502, Advanced Appraisal, p. 63 . 
• "Most financial assets are liquid. Real estate and most 

business assets. however, arc relatively illiquid, and real 
est,1te investors must be compensated for this reduced 
liquidity." 

® California State Board of Equalization, Assessors' Handbook, 
Section 502,AdvancedAppraisal, pp. 183-184 . 
• "The argument based on lack of liquidity is a much stronger one. 

There is no question that financial assets arc significantly morc liquid 
than real estate assets . ... An adjustment for lack of liquidity can be 
made In two ways: (I) consider lack of liquidity as an added risk 
("etor and add a premium for it to the cost of equity estim;ued by 
the CAPM; or (2) y31uc the rcal estate uset using the CAPMlWACC 
without any liquidity adjustment. and then apply a liquidity discount 
to the estimated value," 

8/1 /2012 
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Appraisal texts require adjustment: 

• 13 th Edition Appraisal of Real Estate 
o "If t here are differences between a 

comparable property and the subject 
property that could affect t he overa ll 
capita lization rate concluded, the appraiser 
must account for these differences." 

o The word "must" is a very strong word 

Size premium represents a minimum 
adjustment . . . 

Site PAllni. tm •• t!tl Clph.IiUltoli ill lllill ioAs,t 

Sire Prtmutn 
Sma""" u..l1"" tftetwn in 

Dlcil. - Companr !uea04CM.1I 
~CapIHI $1.621.096 16.8!!6.311'l 1.14% 

1 .... .c.p1Hl "1999 1,620.860 I'" 
.... oCopl9-'~ '''''' ' 72811 3.8') 

Bn.lt:dowtlof Dleiles ' ·10 
HaI'U"{ IS,* 9«l JS.oI.3S1912 ·038 , &$Jl551 \S,AOO.314 018 
3 3.598535 6.996:119 0.9-1 

• ',J88'" 3.Snn4 111 , 1,621096 '312m '14 , 1,C9l6'51 1,620.960 ," 
"" 1JS9 1,(9)515 In , "1999 68? 7!.0 2 SI , 106802 422.811 ,,. 

lMi.t'Ia!!tst , "'" 106 795 610 

Datasource: MorningstarllbbOlson Annual Yearbook 2012 
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• 
Why is liquidity becoming such a 
critical issue now? 

. n.a ;.-, --

StOAt» j 

("' 1' .... . 
I 

$UIIO ~--

U.S. Pension Fund A ssets 

Why is liquidity becoming such a 
critical issue now? 

U.S. Mutual Funds 

..." . 
,..., -
.... ~---- --_._-/-, 
UiOO --- - -

olOOO .. _._-_._- ---- --

,- ~,---

' ... 
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Damadoran Liquidity Adjustment 

• Capital Asset Prici ng Model (CAPM) 
, Requ ired return 

= Risk Free Rate + Beta x Market Risk Premium 

• Beta = ~; = P;,m X (a;! am) 
• Adjusted Beta = ~ ; I P;,m 
• Adjustment = 

o (Adjusted Beta - Beta) x Market Risk Premium 

Damodaran liquidity adjustment 

Damocbnn D&-ence .- Adjusted inEquily Ptrc.,.. DilftrtnCe. 
11<0 .. ....- .... keturn 0 ... k\ WACC 

Ab~C~tiord 0.7-4 0.114 1.20 1.Ol~ ... '" 058% 

Cindnn;n,~ 1.11 0.181 ... , .. - BI ,OX O.B7J. 

ConlOlldued C~tions 1.00 0.18) 1.61 ".06% " .8% 1.59% 

C~ryUnIc 0.71 0.1&4 1.45 • .sox "9. 1 ~ 1."" 
Frontoef" C~tIOn1 0." O.~l 1.047 1.2SX 61.5% 1.15% 

-.Pes .... 0211 1.30 8.1><4% 60.1" ll~ 

Sprll'lt Nextel "' ono 1.« 9.18% 72.6% 2.55% 

AT&T 0.81 0.482 1.18 U9S 18."" 1.71X 

Vt!(llon CommuniallOm 0.77 0 ... 62 Ll6 2.46% 31.'" 1.65% 

w ........... 0.90 0.90 1.29 2.56% SI.1X 1.204" A_ 
0 .. 1.61 .. .. 4]J, 1.69S 
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• 
Summary 
• Prevailing debe/equity ratios in early 2012 biased high 

,. Muse (ie debt capacity to subject property 
" Comparable companies are large. diversified corporations 

• CAPM approach does not produce credible ,"esulcs 
" Must adjust beta (or unusual economic circumstances 

". Long run cash (J ow s require long run risk measure 

• CAPM approach still low even after adjustment 
" Treasury rate not realistic 
• Equity risk premium st ill biased low 

• DGM expected growth estimates very wide 
• Must adjust fo r differences between securities and 

illiquid property 
~ Illiquidity/Size adjustment 
') Damodaran approach 

8/1/2012 
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COMMENTS 

of the 

NATIONAL EXCHANGE CARRIER ASSOCIATIO , Inc.; 
TCA-THE RURAL BROADBAND ASSOCIATION; 

USTELECOM; 
EASTEf{N RURAL TELECOM ASSOCIATION; lIlId 

WESTERN TELECOMMUNICATIONS ALLIA CE 

I. INTRODUCnON ANI) SUMMARY 

By Public Notice, I the Wireline Competition Bureau (Bureau) has requestcd comment on 

a report prepared by Bureau staff regarding potential data and methods to be used in 

represcribing the authorized interstate mte ofretum (RoR) for rate-of-return regulated loca l 

exchange carriers (RLECs).2 

In these comments, the above-listed Associations) describe a num ber of concerns 

regarding the data, methods, assumptions and analyses presented in the Staff Report. These 

I Wireline Competition BurclIu Seeks Comment on Rate of Return Represcription Slllff Report, 
WC Docket o. 10-90, et 01. Public Notice, DA 13- 1110 (reI. May 16,20 13) (/'ublic Notice). 

2 Wireline Competition Bureau, Prescribing the Authorized Rate of Retllrn: Analysis of Methods 
fort.:rtablishing Just and Reasonable Ralesfor local Exchange Corriers, StafT' Report, WC 
Docket No. 10-90 (reI. May 16,2013) (Staff Report). 

) The alional Exchange Carrier Association, Inc. (NECA) is responsible for preparation of 
interstate access tari ffs and admini stration ofre illted revenue pools, and co llection ofccltain 
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concerns are based, in pal1, on an ana lysis of the StajJ Report conducted by Professo r Randall 

Billing$ky ur Virginia Te~h. Prof. Billingsley 's statement, attached as Appendix A, makes clear 

thai Ihe methods used in Ihe SrajJ Report to estimate the weighted cost of capital (W ACC) suffer 

from serious shortcomings as applied to RLECs, and require significant modification. In 

particular, Prof. Billingsley's statemenl describes: 

• The need for methods that use data from a representative sample of RLECs, rather than 
data from a group of proxy companies chosen largely because data lor these companies 
were available; 

• The need for alternative methods for ca lculating the WACC, in place of (or as a 
supplement to) traditional economic models the Bureau admits are flawed as applied to 
RLECs; 

• The need for methods and data that do not need corrections or adjustments to offset 
anomalous input values ; 

• The critical need to adjust WACC estimates upward for the well-established small firm 

• 

effect on equity capital costs and the dramatic effects of the lack of marketability and low • 
liquidity for the majority ofRLECs; and 

• The need to recognize that currently low Treasury bond rates do not necessarily imply 
that RLEC capital costs have fallen in tandem. 

high-cost loop data. See generally, 47 C.F.R. §§ 69.600 et seq.; MTS and WArs Market 
Structure, CC Docket No.78-72, Phase I, Third Report and Order, 93 FCC 2d 241 (1983). NTCA 
- The Rural Broadband Association (NTCA) represents nearly 900 rural rate-of-return regulated 
telecommunications providers. All ofNTCA's members are full service local exchange carriers 
(LECs) and broadband providers, and many of it s members provide wireless, cable, satellite, and 
long distance and other competitive services to their communities. Each member is a " rural 
telephone company" as defined in the Communications Act of 1934, as amended. USTelecom -
- The I3roadband Association (USTelecom) is the premier trade association representing service 
providers and suppliers for the telecommunications industry. USTelecom members provide a 
full array of services, including broadband, voice, data and video over wireline and wireless 
nctworks. The Eastern Rural Telecom Association (ERTA) is a trade association representing 
rural community based telecommunications service companics operating in slates cast orthe 
Mississippi River. The Western Telecommunications Alliance (WTA) is a trade association that 
represents more than 250 smail nlraltelecommunications companies that provide voice, 
broadband and video services in the 24 states west orthe Mississippi River. NECA, NTCA, 
US Telecom, ERTA and WTA are referred to herein as the "Associatiolls. ") 
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• Many of these concerns C,1Il be attributable to the use of severely outdated mcthods to 

ca lculate the WACC for RLECs. The StujJReport forthrightly admi ts in thi s regard that thc 

Commission 's reprcscription rules "have remained large ly unchanged for almost two decades.'" 

In fact, most of the methods used by the Bureau to analYLe cost of cap ital data for RLECs were 

developed in the 1980's, and were last used by the Comm ission to represcribe the authorized 

RoR for the telecommunications industry as a whole in 1990. 5 At that time, the industry was 

still considercd "unified" for rate prcscription purposcs6 and telephone companics did not face 

the widespread competition unleashed by the Telecommunications Act of 1996 (the 1996 Act), 

the pro li feratio n of wireless and other altclllativcs to landline te lephone servi ces, or any o f the 

myriad changes associated with the advent of Internet Protocol (lP)-based services including the 

World Wide Web. 

Even before these regulatory and market upheavals had begun to occur, the Commission 

recognized its Part 65 rate-of-return rules were in need ofa "complete review.,,7 Today, more 

than 20 years after the Commission made that detennination that review has not occurred yet the 

4 StajJ Report 4. 

5 See Represcribing the A uthorized Rate of Retllrn for Interstate Services of Local Exchange 
Curriers, CC Docket No. 89-624, Order, 5 FCC Red . 7507 ( 1990) (1990 lleprescription Order). 

6 See, e.g .. Moulltain States Tel. & Tel. Co., NIV. Bell Tel. Co., & Pac. NIV. Bell Tel. Co. 
Revisions to Tariff F. CC No. I PetitiOllfor Waiver ofSectioll 65. 702(c) of the COII/III 'n's Rules, 
Order, 4 F.C.C.R. 797 (1989). 

7 Mll iti-Association GrOllI' (MAG) Plan for Regulotion oj Interstate Services of NOli-Price Cap 
Incumbent Local Exchange Carriers and Interexchalljie Carriers, CC Docket No. 00-256, 
Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Access Charge Reform 
for Incumbent Local Exchallge Carriers Subject to Rate of Retllrn Rejiulotion, CC Docket No. 
98-77, Prescribing the Authorized Rate of Reful'/1 for Interstate Services of Laeal Exchanjie 
Carriers, CC Docket No. 98- 166, Second Report and Order alld Further Not ice of Proposed 
Rulemaking ill CC Dockef No. 00-256, Fifleenth Report and Order in CC Docket No. 96-45, and 
Report and Order in CC Docket Nos. 98- 77 and 98- 166, 16 FCC Rcd 196 13 (200 I) , 2 10 (MAG 
Order). See infra, pp. 34-36. 
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Staff Report primarily relies on the same methods to develop its recommendations . It shou ld 

come as no surpri se that the results obtained in the process are unrel iable. 

It is highl y noteworthy, fo r example, that the WACC estimates for RLE s produced 

under the Burellll' methods are lOIVer than e t imates produced for the regional Bell Ho lding 

Companies (RHCs). ~ This appears to rellect the 1980's- e ra as umptionthat RHCs are risk ier 

than RLECs because they engage in a variety of unregul ated lines of business.9 From a modern 

business perspective, however, the sit uat ion is reversed : ({LECs now face significantl y more 

marketplace and regulato ry risk than RHCs precisely because they are primarily focused on 

serv ing customers in sparsely-populated, high-co t rural areas, and are highly dependen t on 

vanish ing intercarrier compensation (lCC) revenue streams and capped universa l service (USF) 

SUpp0l1 flows. Compared to the larger and more diversified RHCs, RLECs a lso have smaller 

percentages of large, mo re profitable business customers, and are thus more suscepti ble to 

business ri sk as oe iated with loca l economic changes (e.g. plant c losures). Whereas an RH 

might easily weather the loss of one large eu tomer out o f man y, such changes can be 

devastating for an RLEC. 

Common sense uggests that an investor familiar with today's telecommunications 

bu iness environment wou ld not put dollar in an RLEC when he o r she could expcetthe same or 

a higher return invest ing in an RH (or ome other enti ty that has di vers ified operatio ns in larger 

markets wit h more enterprise customers). Yet, thi s is precisely the resu lt implied by the Staff 

Report '5 calculations. 

8 SlajJNepOI'I, App. K - CA PM and D F WACC Ranges, at 68 (suggesting an HLEC range of 
6.78 percent - 8_10 percent and a RJ IC range of7.35 percent - 9.13 percent.) 

9 Staff Report. n.45. 
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• Clearly, alternative methods should be used. In prior comments, the Ruml Associations 10 

proposed using a Free Cash Flow (FCF) methodology to estimate W ACC for RLECs. I I The 

FCF approach is essentiall y an alternative specilication of the traditional discounted cash flow 

(DCF) model used by the i3urcau, onc that uses market data specific to RLECs. It is commonly 

used by other regulatory agencies 12 and thc investment community to value firm s similar to 

RLECs and to evaluate such finns ' capital requirements, and should be u ed by the Commiss ion 

as well to estimate the W ACC for RLECs. 

The S/ajJ Report cons idered the Rural Association's FCF proposa l but dismissed thi s 

approach in a footnote, citing scveral minor concerns with the method .1J In response to those 

concerns, these comments include additional market data, and FCF results reca lculated using 

wcighted means in place o f median data . These modifications are described in detail in 

.~ Appendix B. Updated W ACC estimates using the FCF method continue to show that a RoR of 

at least I 1.25 percent is clearly reasonable and necessary in order for RLECs to continue 

10 The "Rural Associations" include NECA, NTCA, ERTA and WTA. 

II See Initial Comments o fN ECA, NTCA, OPASTCO, and WTA, WC Docket No. 10-90, et a/., 
(tiled Jan.18, 20 12) (January 20 I 2 Rural Association Comments) at 57-60. 

12 E.g. , The Federal Energy Regulatory Commission (FERC) has considered FCF in its 
eva luation of approval of a power company's issuance of long-term debt. Westar Energy, inc, 
Order Conditionally Granting AuthoriLation to Issue Long-term Unsecured Debt & Announcing 
Ncw Policy on Conditioning Securities Authorizations, 102 FERC ~ 61 ,1 &6, at ' 1 16-17 (2003). 
Similarly, it has eva luated FCF ev idence in cons idering requested regulatory incentives for 
desired investments. ITC Great Plains, LLC, Order Granting in Parl & Denying in Part Rate 
Incenti ves, Conditionally Accepting Tariff Revisions, and Establishing Hearing & Settlement 
Procedures, 126 FERC 61 ,223 (2009). The Nuclear Regulatory Commission has considered 
FCF in determining the adequacy of financial resources required for an app licant to 
decommission a nuclear power plant. Honeywell Intern.. Inc. v. NRC, 628 F.3d 568, 474 (D.C. 
Cir. 20 10). The Copyri ght Royalty Judges ("CRJ") for the Librarian of Congress used FCF 
analysis in their decision prescribing " the royalty rate satellite radio serv ices must pay to 
copyright owners for the use of sound recordings during the years 2007-20 12 ." Soundexchange, 
Inc. v. Librarian of Congress, 57 1 F.3d 1220, 122 1-22, 1223 (D.C. C ir. 2009). 

11 StajJ Report, n.94 . 
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attracting capital to support ongoing operations and additional investment in broadband services. 

The Associations urge the Commission to use the FCF approach as it estimates the WA C for 

RLECs going forward . 

The Commiss ion must also address what procedural rules it will appl y in thi s proceeding 

to represcribe the authorized RoR (assu ming the Comm iss ion continues to find that a new 

prescription is needed). The Rural Associations have previously explained that, having "waived" 

its Part 65 procedural rules for purposes of thi s proceeding, the Commission now needs to 

establish clear replacement niles or policies to govern the process. 14 A rule waiver does not 

perm it the Commission to ignore section 205(a) of the Act and relevant provi sions of the 

Administrative Procedure Act (APA), which require the Commission to providc pal1ies with a 

"f\tll opportunity for hearing" prior to is uing a rate prescription. 15 A; explaincd below, 

ohtaining commcnts on the proposals outlined in the Staff Repa/'l may inform the Commiss ion in 

thi s regard, but obtaining comments on the Staff Report will not, by itsel f, sat is fy section 

205(a)'s requircment for a " fu ll opportun ity for hearing." 16 

For these reasons, the Commission should leave the exi ting RoR prescript ion in place 

fo r the time being and foc us instead on developing new, va lid procedures and reasonable niles to 

govern future potentia l reprcseriptions. By do ing so, the Commiss ion w ill a sure that the 

authorized RoR continues to balancc ratepayer intcrcsts with the RLE industry' s need to attract 

capital in ve tment, and that any new RoR is prescribed strictly in compliance with section 205(a) 

of the Act and in accordance with the APA . 

14 Jan/llllY 201 2 HuralAs aciation Comments at n.79. 

15 / d. 48; ee also Petition for Reconsideration of ECA, OPASTCO, and WTA , WC Docket 
No. 10-90, et 01., at 29 (fi led Dec. 29, 20 1 J) (December 2011 Rural Association PFR) at 26. 

16 47 U ... C. § 205(a). 
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• 
II. BACKGRO UN J> 

In its Novcmber 20 I I USFI/CC Order,I 7 thc Commission reviewed rates for 10-year 

Treasury obligations and determined on that basis thai the current inlerstate authorized rate of 

retul11 of I 1.25 percent was too high. 18 1\ accordingly initiated a proceeding 10 represcribe the 

authori:ced RoR 19 and asked parties to submit comments on a number of questions relating to the 

W ACC for RLECs, including information on RLEC capital structures, whether larger publiely-

traded companies such as the RHCs should continue to be lIsed as surrogutcs for RLECs, 

information on RLEC costs of debt, preferred stock and equity inve tmenlS, and what factors 

should be used in determining a ":cone o f reasonableness" prior to arriving at a RoR 

prescription20 In the same Order, however, the Commission peremptorily concluded that the 

authorized interstate RoR for RLECs "should be no more than 9 percenl. ,,2 1 

NECA, OPASTCO and WTA sought reconsideration of thi s and other aspects of the 

Commiss ion's USFI/CC Order. 22 The December 2011 Rural Association PFR pointcd out that 

the Commiss ion had previously determined its traditionalmcthods lor ana lyzi ng cost of capital 

17 Connect America Fund, WC Docket No. 10-90, A National /]roadband Planfor Our Future, 
GN Docket No. 09-5 1, Estabh~hing .lust and Reasonable Rates for Local l':xchange Carriers, 
WC Docket No. 07- 135, High-Cost Universal Service Support, WC Docket No. 05-337, 
Developing an Unified Intercarrier Compensation Regime, CC Docket No. 01 -92, Federal-Statc 
Joint Board on Universal Service, CC Docket No. 96- 45, Lifeline and Link-Up, WC Docket No. 
03- 109, Notice of Proposed Rulemaking and Further Notice o f Proposed Rulemaking, 26 FCC 
Red . 17663 (20 11) (USFI/CC Order or FNIJ/lM). 

18 See Id. 1638-640. 

19 /d. 1 641. 

20 FNI'RM"I. 1056. 

21 / d. 1057. 

22 December 2011 Rural Association PFR at 26-29. 
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for RLECs cou ld not be used any longer, yet it appeared the Comm ission was planning tu usc 

those very same outdated methods to prescribe a new RoR ,v The Rural Associations explained 

that the Commiss ion must first estab lish a repre cription methodo logy that reflects the 

circumstances RLECs actuall y face today - not " ind ustry" conditions that prevailed in the 

I 980'S24 and also explained that the Commiss ion would need to prov ide interested pal1ie an 

opportu ni ty to present and respond to ev identiary showings focused on that methodology in 

order to sat isfy section 205(a)'s requirement fo r a " ful l opportunity for hearing: ,2s To date, the 

Commission has not addressed this aspect o f the Rura l Associati ons' recons ideration petit ion. 

Despite the signifi cant uncertainty surrounding represcription methods and evidentiary 

procedures to be used in thi s proceed ing, the Rura l Associati ons responded as exten ive lyas 

possib le to the questions the Commission posed in the FNPRMregarding the authorized RoR.26 

T he ./allllary 2012 Rllral Association Comments explained in detail changes in the 

te lecommunications marketplace and regulatory envi ronment that have occurred since 1990 and 

why various assumptions regardi ng the impacts and relevance of national interest rate trends, as 

well as the supposed comparabil ity of RLECs to la rger " industry" players like AT&T and 

Verizon, have clearl y become outdated.27 

13 Ie/. 27. 

24 For example, at the end of the I 980s and continu ing until recently, RL 'C OIlld charge fo r 
the use of their network for the orig ination and termination of interstate calls, through interstate 
access charges. Today, RL ECs are on a paul that elim inates terminatin g access charges without 
fu ll replacement of the revenue taken away by revised Commission po lic ies. Changes in 

olllmiss ion policy towards Uni versal Servi ce fund ing betwcen the 1980's and the present day 
are even more dramatic. 

2S December 2011 illlral Association PFR at 27-29. 

26 See, JanllCIIY 2012 Rllral Association Commellts at 47-63. 

27 E.g., the Rura l Associations cxp laincd th at the Comm iss ion cannot assume AT&T and Verizon 
are comparab le in risks to RLECs, bu t llI ust ex plain why their risks are comparable and wh y 
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• The Rural Associations also proYided the ommis ion with a paper by Professors 

Barbara Cherry, oflndiana Universit y, and Steven Wildman, then o f Michigan State 

nivers ity, 2! which funher empha ized the need lo r the Commiss ion to cons ider overall 

universal service policy directions and the impact of regulatory and marketplace changes before 

engaging in rate repre criptions. Professors herry and Wildman concluded that , when 

reprcscribing the rate o f return for KLECs, 

the FCC is, by regulatory design, creating interdependencies between the financial 
viability o f RLECs and the avai lability o f aflo rda ble uni versal service to rura l and 
remote areas. For both legal and economic reasons, this regulatory design must 
enable the RLECs to remain financia ll y Yiah le fi nns .... 111erc is long-standi ng 
lega l precedent for prescribing rate o f retu m in the uppcr range for RL ECs, and 
both legal and economic rcason for treating RLE s differcntly fro m price cap 
LECs. Fu.1herm orc, we apply a multi -period economic mode l to show that 
numcrous dcsign naws and unce.1ainties under the CAF Order can be nddrcsscd, 
at least in part, by prescribing a rate of retmn in the upper range. Reductions in 
f unding support, costly ne'" obligations, more stringent ",aiver requirements, and 
uncertainties regarding inte"l)retation and implementation of tile CAF Order mllst 
all be offiet by a higher rale of relu/"/!. 19 

The January 2012 Rural Association Comments includcd ex tensive information 

demonstrating thc cost of capital for R LECs in the current market and regulatory cnvironmcnt is 

other companies not selectcd as comparablc have di ssimi lar risks. Id. n.74; December 2011 
Rural Associalion PFR at 26-27. See also, I'etal Gas Storage, L.L.C.'. v. FERC, 496 F.3d 695 
(D.C. Cir. 2007) (" What matters is thntthe overall proxy group arrangcmcnt makes sense in 
terms of relative risk and , cven more importantl y, in tel111 S of the statutory command to sct 'just 
and reasonable ' ratcs, 15 .S.C. § 71 7c, that are 'com men urate WiUl rcturns on investments in 
other enterpri ses haYing corresponding risks' and 'sufficicnt to assure confidence in the financial 
integrity o f the enterpri sc ... [and1maintain its credit and .. . aUract capital .. .. " Id. at 700, citing 
!lope Natural Gas Co., 320 U.S. at 603.) 

28 Prof. Wildman currently servcs as the ommission's chic f economisl. ews Release, FCC, 
FCC Announccs Appointmcnt o f Steven Wildman as New Chicf 'conomist (Dcc. 27, 201 2). 

29 JanllOlY 2012 Rural Association Comments, App. B, Profcssor Barbara herry & Pro fes or 
Steven Wi ldman, Paper: Thc Ratc of Relurn for RLECs Must be in the pper Range for Refolm 
under thc Conncct America Fund Order to Ensure Sustainable Pol icy Goa ls, at 2 1·22 (emphasis 
added). 
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significantly higher than the Commission' s ana lys is of AT&T and Verizon data wou ld otherwise 

indicate, justifying continuation of an interstate RoR of at least 1 1.25 percent , if not highcr, for 

RLECs during the foreseeable futurc JO This info rm ati on includcd an analys is developed by 

Professor Randall Billings ley, of Virginia Tech, that examincd capital costs for a portfolio o r 

firm s exhibiting comparab le overall risk to RLECs. 31 Professor Uilli ngs ley pointed out that the 

Commiss ion cannot re ly on data or compan ies li ke AT&T and Veri zon to dcterminc thc RLECs' 

WACC un less it can demonst rate that the risks o f these two compan ies arc in fact imilar to 

those or RLECsn Professor l3illingsley also exp lained how it is poss ible to u. e objective 

financial measures based on clu ter analyses to determine groups or firm s racing business and 

financial risks comparable to those raced by RLEC . His analys is showed that the forward-

looking W ACC for RLECs is at least 11.48 pcrccllt. 33 

The Rural Associations also provided evidence based on RLEC acquisition prices that 

suggested costs of cap ital for RLECs substantiall y exceed the Commission's preliminary 

est imates. Th is approach determined a market -based cost of capita l for RLECs by dividing 

current free cash now (F F) by the value o f the linn .3' In thi s case, valuation was determined 

by exam ining per-linc prices paid in RLEC acqui sition tmnsaction . This reasonably assumes 

30 Id. 49-50. 

31 Id. 50, Appendix C, Statcment of Prof. Randall S. Billingslcy, FRM, CRRA, CFA. 

32 Jd. To be clear, mere co-cxistcncc in the same industry is not enough to make a company 
comparable fo r purposes of assessing risk. For example, saying that a given RLEC serving a 
single stud y area of6,000 hOll eholds faces the same level o f ri sk as a multi-national 
conglomerate like AT&T would bc akin to saying th at a food truck parked on thc corner of 13'h 
and K Street has the same risk profile as McDonalds - the simple fact that both se ll hamburgers 
does not, by itself; make lhem real istic prox ies or cven rclevant comparisons fo r risk assessmcnt. 

33 Id. 57, Appendi x C at 8, 28, 30. 

3' Id. 50. 
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• that per-line prices paid by knowledgeable investors flilly account for eurrcnt and prospective 

market and regulatory factors th at innuence the value of the transaction . Oeeause most RLECs 

do not have publicly-traded stock that allow direct estimation o f a required return on equity, 

looking li t per-line acquisition prices is the best, most objective means of measuring the required 

return . Indeed, it is that absence of liq uidity characterizi ng non-traded RL ECs that makes 

investing in these companies far riskier than investing in an RHC like Verizon or AT&T. 

The January 2012 /lu/'OI Association C:ommen/s recognized that a number of issues are 

assoc iated with using per-line priccs to estimate RLEC capital costs. The comments also pointed 

to dimculties with selecting a representative price per line g iven lack of more recent acq uisition 

data and dilTerenees in quality between RIIC and RLEC exchange a~sets . JS In stead of 

attempting to address each of these issues on a e!\se-by-case basis, however, the Rura l 

Associations suggested a rea50nable alternative approach wou ld be to look at a range of prices 

for sales occurring between 2008 and 20 II . J6 These numbers show a steady decline in 

valuations over the period. J7 Since sa les prices in prior years were considerab ly higher, it is 

reasonable to expect that prices wou ld continue to decline in the future. The Rural Associations 

conservatively ana lyzed FCF values using per-line prices ranging from $2,400 to $ 1,200. This 

J5 Id. 58. It is rea onab le to expect that RHC exchange assets genera ll y sell fo r highcr per-line 
prices than RLEC exchange asscts, which implics higher RLEC capital costs. 

J6 Id. 59. See also FairPoint Communicat ions, Inc., Form I O-K (Dec. 3 1, 2008) (purchase of 1.6 
mi Ili on access lines for approximately $ 1,700 per line); Qwcst Communications International , 
Inc., Form I O-K (Dcc. 3 1, 20 11 ) (purchase of 8.8 million access lines for approximately $2,400 
per line). Additiona l information on acquisition pricing was obtained from JSI Capital Advisors, 
LLC. 

J7 Id. 59. 
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produced median cost of capital values of at least 11.75 percent, depending on pricc-per-Iinc 

'8 vallics. -

The Ru ra l Associat ions exp lained that these numbers appear to reflect an objecti ve 

marketplace as essment by investor of current business risks associated with RLEC 

operations. 39 lndeed, g iven today' s marketp lace uncertainties as well as regulatory risks posed 

by various factors, including reforms to exi sting USF and ICC mechanism (which consist 

almost en tirely of cuts and red uct ions to ex isting programs), the Rural Associations suggested 

that investors would probably not pour additi onal money into a small rural telephone company 

without the potential for significant upside returns: 1O This pnlctieal, market -based assessment 

strongly contravenes the conventional, but unproven, assumption that hi stori ca lly low spot-

market interest rat s meaningfully eflect the true cost of capital fo r RL ECs. 4J 

The Rural Associations accordingly uggested tbe Commiss ion defer further action on 

rate rcprcscriptions until the market has had time to adjust more completely to chaJ1ges 

cfl ectuated in the USFIICC Order as well as any further changes adopted pursuan t to the 

Commission 's Fur/her No/ice . At that point, the Commission and interested parties would be in 

a far better position to gather factual evidence and analy-L.c comprehensively how change in the 

telecommunications, financial and regul atory environment are affecti ng RLECs and their actual 

co ts of obtaining capital. 

38 Id. 

39 lei. 60. 

' 0 ld. 

' J ld. 
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• 
III. HLE COMMl SrON CA NOT ImASONAUL Y RELY ON THE 

RECOMMENDATIONS SET FORTI·I IN THE STAFF REPORT TO 
HEI'RESCRJBE THE AUTHORIZED RATE OF RETUR . 

One year following submiss ion of comments and rep lies in response to the Commission 's 

FNPRM , th e Hureau is ued its Staff Report discllssing various methods and data sources thc 

Commiss ion might use to detennine the WACC for RLECs. Among other things, the Staff 

Hepar! recommends usc of the RHCs, publicly-traded mid-s ize companies, and a smull number 

ofpublicl y-tmded RI. ECs as a proxy group for RLECs gencra lly,,2 ·111C Stafflleport also 

recommends ca lculating the cost ofcquity us ing both the Capital Assct Pricing Model (C APM) 

and the lJiscountcd Cash flow (DCF) modcl, and di scusses various issues surrounding 

determination ofa "zone o f reasonab leness" within which the rate ofretull1 can be selected" ) 

Based on these analyses, the Staff Report estimates a reasonable range lo r the RLEC 

authorized RoR wou ld extend from 7.39 percent to 8.72 perccnt. 44 Inasmuch as interest rates arc 

currently at historically low levels, and considering the fact that RoR represeription proceedings 

are conducted infrequentl y, the Staff Report concludcs that the Commission should cons ider 

estab lishing the authorized RoR for RLECs in the upper half of Ihis range, between 8.06 percent 

and K.72 percent.·' S 

The Commiss ion has substantial discretion when selling an authorized rate o rrcturn, and 

may consider a broad array of evidence and methodologies in prescribing the authorized rate of 

42 Staff Report 13. 

4 ) Id.i, i 5 1, 11 7. 

44 1d · 93 . I , 62, . 

4S Id. 3. 
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rcturn : 6 nut the Commiss ion' s di scretion is not unbounded. The Administrative Procedure Act 

("PA) would require a court to set aside a represcription order that is arbitrary or capricious." 

An agency is also allowed to change its po li cies, but on ly if it provides a reasoned explanation 

for the change. As the upreme ourt recently noted: 

lTJhe requirement that an agency provide reasoned explanation fo r its action 
would ordinaril y demand that it display awareness that it is changing position. An 
agency may not, fo r example, depart fro m a prior policy sub silentio or s imply 
d i regard rule that are still on the books. ee United States v. Nixon, 418 U. S. 
683 , 696 ( 1974). And of course the agency must show that there are good rca ons 
for the new poliey's 

Here, a represcription dcc ision based on the recom mendations set forth in the Staff Report 

wou ld almost certai nly be considered arbitrary and capricious becau e th e l3ureau' s anal yses arc 

based on I'U les that demonstrably do not reflect today's telecommunications environment and that 

the Commission itself has a id require updating. As such, the Staff Reporl 's recommendations 

appear to reflect numerous III/acknowledged and unex plained reversal s of Commission policy. 

Moreover, the ca lculati ons set forth in the Sial/Reporl are based on data from a proxy 

group of RHCs, mid-size companies and publicly-traded RLE s that the Bureau admits were 

chosen primarily because data from these companies were available, no t because these proxy 

companies have been demonstrated to be representative of RLECs,,9 The ommission cannot 

reasonably prescribe 11 new autltorized RoR based all data chosen for the sake of its convenience 

rather than comparability. Finall y, the Siaff Reporl al so refl ects a number o r incorrect and 

46 E.g. , Amcndlllefll of Paris 65 and 69 oflhe COlllmissiol1~f Rilles 10 Reform Ihe Interstale Role 
of Rellirn ReprescripliOIl and Enforcemenl Process, C Docket o. 92-1 33, Report and Order, 
10 F 'C Red. 6788 (1995) 12 (1995 Represcriplion Order); Illinois Hell v. FCC, 988 r .2d at 
1254, 1265-66 (D.C. ir. 1993). 

47 5 U. .C. § 706(2)(A). 

48 FCC v. Fox, 556 .S. 502,515 (2009). 

49 See Siaff Reporl ~ 11-25. 
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• unrea li stic assumptions regarding the co t and ava ilability o f credit to RLECs, and re lics on 

estimati on techniques which the Burea u admits are nawed and which the Commission itself has 

prev iously rejected . 

In the fo llowing sections, the Associations discuss these concerns in detail. ['urther 

analyses are presented in the statement o f Prof. Randall Oi II ingsley, auaehed to these comments 

as Appendix A. 

A. The Commission M ust Give Adequate Weight to T he Drama tic Marke tplace 
And Regulatory Changes Affecting The Cost of Ca pital For RLECs. 

111e record in this proceeding shows that RLECs face unprecedented challenges in the 

provision of regulated telecommun ications services . 50 Changes in the land line telephone 

business, combined with cuts to uni versal service support and ICC revenue streams under the 

Commission' s USFlICC Order imposed despite continuing carri er-o t: last-resort (COLR) service 

and new broadband investment obligations, are literally causing investment in regulated RLEC 

businesses to dry up51 and all but shutting the spigot on access to capital for network 

investment. 52 

While the Staff Report acknowledges concerns about outdated methods, it makes only 

minor adjustments (e.g., slight expansion of the sample o f proxy companics) to methods and 

assumptions that appear firml y rooted in the telecommunications environment of the 1980's 

50 See e.g .. Comments of Moss Adams, et al., WC Docket No. 10-90, at 24 (Hied Jan. 24, 20 12); 
Alaska Rural Coa lition, WC Docket No. 10-90, at 3, 12 (fil ed Jan. 18,201 2); Comments of 
Calaveras Telephone, WC Docket 0. 10-90, at 11 - 12 (fil ed Jan . 18,201 2). 

51 See e.g ., Petition for Stay of ECA, NTCA, OPA STCO, and WTA, WC Docket No. 10-90, at 
10- 12 (fi led May 25, 20 12); olllmenlS of the Nebra ka Rural Independent Companies, WC 
Docket No. 10-90, at 55 (fil ed Jan. 18, 20 13); olllmcnts o f Chilli en the Telephone, WC Dockct 
No. 10-90, at II (fil ed Jan. 18,201 2). 

52 See Michae l J. Balhoff & Bmdley Williams, Slate USF While Paper: New Rural Investment 
Challenxe.,. (Balhoff & Williams, LLC, June 20 13). 
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rather than today', world . Factors requiring recognition by the Commission in considering any 

potential reprcscription of the au thori~ed Kot{ have previously becn de eribed by the Rural 

Associations,5J and include thc fo llowing: 

Marketplace Changes: For most of the last century, RLECs recovered the costs of 

originating and terminating long distance calls from revenue sharing or settlement arrangemcnts 

with traditional long distance carriers. During the 1980's and 1990's, these an·angemcnts wcre 

rcplaccd by tari ffed access charges during a period where companies saw substantial growth in 

interstate and intrastate long di stance toll . crvices. These traditional voice services now face 

compctition from "over the top" YolP providers, wireless scrvice , and cable com panics, and 

there have been substantial drops in revcnucs and demand for traditional switched access 

services. RLECs ' interstate access minutes of use in thc 1990's, for example, grew at a ratc of 

about 13 percent per year. Current denHlOd for RLEC switched lIccess servicc is declining hy 

approx imately 8 percent per year. 54 Similarly, access lines grew at a rate of about 5-6 pcrcent 

per year in the 1990's as customers added second lincs tor fax machines and dial-up Internet 

services. Today, RLEC access lincs arc declining by approximat.cly 4 percent per year as 

consumers increasingly cmploy ingle, multiplc-use broadband connect ions for vo ice, data and 

video or elect to dcpend ent irely on mobilc services.55 

The Commission itscJfhas acknowledged this transition, opening up dockets to examine 

how to manage th i evolution and seck ing input on how to recast un iversal service support to 

enable RLEC-scrved consumers to obtain affordable broadband service without purchas ing 

53 January 2012 Rural Association Commellls at 5 1-54. 

54 Gro"'1h rat es based on a sample o f 1,026 member of NECA 's Common Line poo l. 

55 Id. 
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• local telephone service as well. s6 These rcfonns have not yet bcen accompli shed, howevcr, and 

thus RLE s cont inue to face uncertainty rega rding cost recovery for existing services and for 

critical new broadband services. 

The Economy: In initiating this proceeding, the 'ol11l11issiol1 correctly 110ted that interest 

ra tes arc at historica ll y low levels. s7 Ilowever, the history of bus iness cyc les and Federal 

Reserve 130ard interest rate po licies make it celtain that interest I1Ites will ri se and fa ll 

periodically, and that I O-yc<Ir Treasuries will exceed their current low Icvel for much of the 15-

to-30 yea r uscfullife of broadband lines. As di scussed below and as exp lained in the 

accompanying statement of Prof. Billingslcy, th e Commiss ion should use a hi gher normalized 

rate, a current market rates arc likely to prove unreprescntative of future interest I1Ites. 

Low interest I1Ites that may be avail able to large companies li ke AT&T and Vcrizon 

mean lillie or nothing [or RLECs. Lenders indicate they have been reluctant to extend new loans 

to rural carriers since implementation of the USI'/ ICC Order began because they arc unsure of 

carriers' abi lities to crv ice the debt in a world of 5 percent annusl reductions to ICC revenues 

and capped, budgeted and otherwise unpredictab le USF revenucs. S8 There is a key difference 

between the mere level of risk-free intcrest ratcs as re flected in Treasury notes and the ability o f 

S6 See Pleading Cycle ESlGblished on AT&T and NTCA Petition~, GN Docket No. 12-353, Public 
oti ce, DA 12- 1999 (reI. Dec. 14,2012); Technology Transition Policy Task Force Seeks 

Comment on Potenti al Trials, GN Docket No. 13-5, Public Notice, DA 13- 1016 (reI. May 10, 
20 13) ; Wireline Competition Bllreall Seeks Comlllent on options to Prolllote Rural Broadband in 
Rate-aI-Return Areas, WC Docket No .1 0-90, Public Notice, DA 13-111 2 (reI. May 16,201 3). 

;7 FNPRM 1046. 

S8 E.g., Comments o fNECA , W Docket No. 10-188, at 10 ( fil ed Oct. 15,20 I 0) . See, e.g., 
Comments of oBank, WC Docket No. 10-90, et 01. (fi led Apr. 18,20 11 ); Letter from Jonathan 
Adelstein, Rural Utilities Service, to Marlene OOliCh, FC , W Docket o. 10-90, el 01., 
Attach . (Jul y 29, 2011); Lctter from C. Dougla Jan'elt , Rural Telephone Finance Cooperative, to 
Marlene H. DOI1ch , FCC, CC Docket 0. 01 -92, el 01., attach. (Aug. 10,20 II ). 
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RLECs to obtain loans. For example, RLEC investments consist mostl y or su nk costs (e.g , 

copper or fiber tran mission plant, legacy switches and new "so fiswitches", 0 ET transport 

technology, etc.). Because such investments have little value on the open market, RLI ,Cs arc 

unable to offer much in the way of col lateral to lenders . Lack of liquid co ll ateral tends to make 

lenders hes itant to extend credi t to RLECs. 

The Staff Repo/'t assumes that RLECs have access to "extcn ive funding" as well as 

below-market rate loans fro m lenders such as CoBank. 59 But a CoBank itself recently mude 

clear, " Itl here is no such th ing as a eoBank 'subsidized ' interest rate for telecommunication 

borrowers." 60 CoBank further explained that it u es a variety of key ratios for decision-making 

and ri k assessment to eva luate loans61 and that, in light of changes in the llI arketp lace and the 

various caps and lim itations placed on U F and ICC pursuant to Com mission rul e changes, 

many RLECs do not CIlrrent ly meet it lending standards.62 Since, in CoBank 's v iew, any 

reduction in the prescri bed RoR will furt her decrease the ability of RLECs to obtain debt capital, 

CoBank strongly advises the Commission not to take further action regarding the RoR at this 

time.63 

TIle Associations strongly agree. Unce rta inty regarding stab le, predictab le cost recovery 

is c learly mak ing it difficul t for RLECs to obta in credi t from trad it ional industry fi nancing 

59 See, e.g., Staff Repo/'t 49. 

60 See Comments of Co Bank, AC R, WC Docket 0. 10-90 (fi led Ju ne 2 1, 2013) at 4 ( o l3ank 
Comment ). 

61 Includ ing: DebtlEB ITDA (Earnings before Interest, Taxes, Depreciation and Amort ization, 
Equity/Assets, Debt Service Coverage (DS ) which is (EBITDA - taxes / principa l payments on 
long term debt + interest expense); and E13 1TDAllnterest Expense:. [d. 5-6 . 

62 /d. 4 . 

63 /d. 6. 
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• ource such as CoBank. In this environment, it is unreasonable for the Commiss ion to as lIIne 

the avai lability of "easy credit" at below-market rates lor RLE s. This further reduces the 

rclevance of today's abnormally low market interest rates in calcu lating the WA 'C for RLE s. 

Regulatory Uncertainty : RLECs have operated under 11 regulatory cloud for years as the 

ommiss ion has considered fundamental changes to its universal service and ICC policies. 

Although the USFlICC Order addressed 11 number o f outstanding issues, significant 

implementation i sues and details remain unreso lved, and fundamental hurdles to the 

establishment of a Connect America Fund for RUiCs remain unaddressed. Moreover, RLE s 

and their potential lenders and investors arc st ill trying to determine the long-term as well as 

near-tCll11 impacts of the Commission' s implementation decisions . What is known at this timc 

regarding the ommiss ion's 2011 USFI/CC Order is that RLE s must meet new ob ligations to 

provide broadband services to their rural customers while simulwneous ly absorbing cuts in USF 

funding, with the threat of further cuts to come as the Commission continues to adopt changes to 

rules governing support. 

Over the next decade, the industry will also be trans itioning from the traditional "calling 

p8l1y pays" regime, which as noted above provided carri ers with reimbur ement of costs to 

originate and terminate interexchange calls, to one where such intercarrier compensation is 

reduced to zero . While the Commission's rules prov ide an access Recovery Mechanism (RM) 

for some portion of these costs, it has not yet been established for all aspects of the rate clements 

the Commission indielltes must ultimately go to zcro.64 

64 USFIIC Order I R47. See also JOl7l1o/y 201 2 11111'01 Associfl/iol7 ommen/s a1 55. 
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The Staff Repurt devotes on ly a single paragraph to di scussing changes in the 

telecommunication, marketplace and regulatory environmcnt, r,s but fail s to considcr thc 

significance these changes might have on the represcription process , This is surpris ing, 

considering the activc role played by the Bureau in proposing and implementing these Sign ifica nt 

regulatory shifts in the past few yea rs, It is essential that thc Commission full y take into account 

the impacts these changes have had on the overalltelecoml1lun ications marketplacc, and the 

plight of R I ,ECs in particular, as it evaluatcs recommendations set fo rth in the Staff Report, 

n. T he " Opportunity Sample" Chosen by Thc Bureau For Its WACC Analysis 
is Unrepresentative of RLECs And Must be Rejected. 

The ommission has prev iously recognized the critical nced to base rate reprcscriptions 

on data from " om parable" firm s (i.e" fi rms exhibiting risk characteristics that are similar to 

those ex perienced by providers subject to the prescribed RoR), In developing the initial Part 65 

represcription process, for example, the Commission had hoped to use a scries of "screens" to 

identify "comparablc" firms, but concludcd that addit iona l refinemcnt to the methodology was 

necessary because the firm produccd by the "screens" did not exhibit ri sk charactcristics similar 

to lirms offering intcrstate access serviee, 66 Comparabi lity was likewise critical in the 1990 

represcripti on procceding,61 Courts have recognized as wcHthat the authorized rat c of return 

65 Staff Report 4. 

66 A ulhorized Ra/es of Return for fillers/ale Services of AT&T COllll1lUnicOlions and Exchange 
Telephone Carriers, CC Docket 0, 84-800, Phase II , Memorandum Opinion and Order un 
Reconsideration, 104 FCC 2d 1404 (1986) ~~ 21-23 (citations omitted) (1986 Part 65 
Reconsideration Order), 

67 1990 Represcription Order 181 ("We have examined each of the LECs' comparable firms 
analyses and have found that they arc entitlcd to little weight in our decision because tho e 
analyses have not identified groups or firm s comparable in ri sk to interstate access service,"), 
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• should be "commensurate with returns on investments in other enterprises having corresponding 

ri sks.,,68 

The Staff Report acknowledges that "[t]he reliability of the Commission' s analysis 

depends in large part on the representativeness oCthe proxy group it uses.,,69 TIIC Bureau 's 

solution to the "comparable firm " prob lem, however, is to se lect a sample of sixteen 

telecommunications companies that include mid-s ized companies and a few publicly-traded 

IU.ECs in addition to three RHCs. 70 

The Staff Report acknowledges that the RHCs direer signifi cantly from the RLECs that 

are the subject o f this represcription proceeding,11 but utilizcs them , not because they exhibit 

comparable risk, but because there is a wealth of information about them that supposedl y makes 

for robust cost of equity calculations. 12 

68 Illinois Bell Tel. Co. v. FCC, 988 r.2d 1254, 1260 (D.C. Cir. 1993) (quoting Hope Natural 
Gas Co., 320 U.S. at 603). 

69 Staff Report '11 11 . The Staff Report '11 6 similarly quotes from the same C01l11 decisions cited 
above. 

10 1d.'113. 

11 E.g., id. '1125 (" With regard to the second and third prongs, however, there appears to be an 
inverse relationship between the similarity to rate-of-return opemtions and the reli abilit y of 
financial data. The RHC Proxy companies have frequentl y-t raded equity and numerous anal ysts' 
growth estimates, making their financial data highly reliable (o r purposes of our CAPM and DC I' 
analysis, but with their more urban service areas and price-cap or price-flexibility regulation, 
have operations least similar to those of rate-of-return carriers."); Id. '1148 ("The average 
embedded cost of debt for all 16 carriers is 6.19 percent. For the RHCs it is 5.17 percent, the 
lower rate likely reflecting, among other things, their financial stability in the eyes of lcnders."); 
Id. 1 16 ("We agrec that RHCs likely differ significantly li·om other incumbent LEes and we 
therefore do not recommend that the Commiss ion rely exclusively on RI IC da[', in a 
represcripti on proceeding.") (emphasis in original). G iven the admitted lack of comparability, 
however, it would appear prima/acie arbitrary and capricious to accord any reli ance on the 
RHCs ' financial information. 

12 Id. '11 19 (" In this vcin, the RHCs should be included in any analys is of incumbent LEes ' rates 
ofrcturn beeausc they will provide the most reliabl e discounted cash now (DCI') estimates fo r 
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In this regard , the Staff Report appears to suffer from "strccllight c lTcct" bias - i.e., the 

tendcncy 10 use data simply bccausc it i available, not because it i relevant. " The Bureau 's 

se lection criteria appcar arbitrary for other reason as well. For example, the Bureau's approach 

limits consideration to companies with a minimum of 10 percent of operat ions associated with 

interstate telecommunications services. 7' 0 justification is prov ided for thi s percentage, wh ich 

on its face appears far lower than for RLECs as a group .75 Companies have also been selectcd 

on the basis that thcy oller services similar 10 thosc oflered by RLECs, 76 yet it is entirely unclear 

how the Bureau defines " similar erviccs." Another reason proffered by thc Bureau for selecting 

its "comparable" group is thallhese companies o ffer publicly-traded, li quid securiti es. 77 But by 

definition, such companies lIre not reprcsentative of RLECs. 

Within each subgroup of supposedly comparable companies there are other anomalies 

that should rai e cau tion flags at the Comm ission. For example, the Staff Report assumes 

without proof that thc RHCs arc in riskier businesses than RLECs. 78 While it might have been 

reasonablc in thc 1980's to assume that new lines of business such as mobile telecommunications 

the cost ofcquit y. There is a significantly grcatcr num ber of analysts' growth estimates fo r the 
RH Cs than for thc other incumbent LECs."). 

7J See, e.g., http ://cn.wikipedia.orglwiki/Slreet li ght effect (recounting story ofa policeman who 
sees a dnmk man searching for omcthing under a streetli ght and asks what the drunk has lost. 
The drunk replies that he lost his keys and they both look under the streetlight togcther. Aller a 
few minutes the policeman asks ifhe is sure he lost thcm hcrc, and the drunk repl ies, no, he lost 
them in the park. The po liceman asks why he is searching here, and thc drunk rep lies, "this is 
where the light is.") 

74 Staff Report 12. 

75 Professor Randa ll Billings ley tatemelll, App. A, at 2, 4 (Billingsley Statement). 

76 Staff Report J 2. 

77 [do 12-1 3. 

78 1d. n.45 . 
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• and infonnation services exposed the RHCs to increased risk, few investors today would suggest 

a small rural company primarily dependent on the landline voice telephony business and 

dcclining fedeml USI' support and ICC dollars is less risky than a giant telecommunications 

company with extcnsive. diverse wireline, wireless, lJ1tcmet and information services holdings. 

Differences in regulatory approaches applied to the RHCs and RLECs also require 

recognition. 79 Indeed, common sense suggests that diversified RHCs are now much safer than 

RLECs and should therefore find it easier (and cheaper) to attract capital investment. Yct the 

Bureau 's analyses show ranges of WACC estimates for RHCs that are higher than the mnge 

developed for RLECs. 80 

The l3ureau also suggests thal data from R.H Cs will produce the most reliable estimates of 

DCI' cash nows.81 While quality of daw is important, the fact that RHCs provide more reliable 

estimates of cash nows may only demonstrate that these companies are much safer and more 

reliable fTOm an investor's viewpoint. 82 

TIle Bureau likewise admits that mid-s izc companies differ from RLECs in that they are 

under price cap regulation, are larger than most RLECs, have a larger share of debt in their 

capital stnlctures, and have non-investment grade debt ratings.83 They are thus less than ideal 

7') The Commission and Congress have made major policy dccisions since the 19805 that have 
made RBOCs and other larger LECs very dilTcrent from RLECs (e.g., price cap regulation, the 
authori7Ation for the RBOCs to offer intcrl .ATA services, forbearance from many legacy 
regulations, auction and conso lidation of wireless peetrum, pennission to offer video and other 
entcrtainment services, bundling of services). The Staff Report does not appear to recognize thc 
importance of these policy decisions and their differing economic eflccls on RHCs and ({LEes 

80 Supra, n.8. 

8 1 See Id 25 . 

82 The l3ureau admits there appears 10 be an inverse relationship between reliability of financial 
data and imilarity to RLECs. Id 

83 Id 22. 
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for estimatin g the COSt of capita l for RLECs, who typicall y have lower levels or debt. The 

i:lureB u also recogn izes that the poor debt ratings of some of the mid-siLe companies cou ld be an 

indicat ion of the risk iness of their landline operations, yet e lects to treat such companies as 

outliers in its anal ysis,84 effectively ignoring the potentially cri t ica l effect such risks impose on 

RLECs.85 

Finall y, the [)ureau· s analys is incolllOrates data from a smil ll group of publicly-traded 

RI.ECs. including Hickory Tech, henTel, TD , Consolidated, New Ulm. Lumos, and Alt eva. s6 

But public ly-traded companies are qualitativel y different from non-t raded RLECs and thus 

cannot be considered representative of a ll RLECs. ome of th e public ly-traded RLECs have 

substantia l w ireless operati ons, which may not be typical for RLECs in genera l. um el"llus firm s 

sh wed ign o f finan ial distress during the sample time period and FairPoint was in bankruptcy 

durin g thi time.87 The Staff Report recognizes that these companies are fo llowed by only a 

small number o f financial analysts, which raises questions about the reliability of anal ysts' 

estimates used in the Bureau's DCI' calculations. These companies ' stocks also tend to be 

thinly-traded, which in turn causes a downward bias in CAPM est imates ba ed on their data.88 

No solutions are offered for these concerns. 

84 Staff Report 2 1. 

85 The Staff Report only notes in passing that one o f the mid-size companies (FairPo int) wa in 
bankruptcy during the period October 2009 - January 20 I I. See 
http://biz.vahoo.com/e/ 11 0 114/ frp8-k .htmI. This circumstance a lmost certain ly caused 
significa nt operational problems for the company during this period, as management resources 
are typica lly focused on bringing the company out o f bankmptcy rather than on normal day-to
day business. Bankruptcy o f a key compan y reinforce the point that the sample is probabl y 
unrepresentat ivc. 

86 lei. 23 . 

87 Billingsley Statement al 7. 

88 .';,"ta1l Report 124. 
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The Commission might reasonably overlook these problcms if it were true, as the Staff 

Report suggests, that no rcasonable altcrnative ex ists. 89 But in fact it is perfectly poss ible for the 

Commission to obtain reliable, re levant data from RLECs themselves. The .Ianl/OIy 2012 Rural 

Association COlllments suggested one method that relies on [{ LEC data. Section IV and 

Appendix 0 o f these commcnts includes add itional detail regard ing that proposa l. 

C. III Seeking 10 Determine The Cost of Equi ty, The Ilurcau Relies on 
Applications of Economic Models it Admits Are Unreliable And Flawed. 

In prev ious reprcscription proceedings, the Commission rejected any reli ance 0 11 the 

api tal Asset Pricing Mode l ("CA PM"). For example, in the Commission's inaugural 

represcription of the authorized rotc of return under the then-new Part 65 procedures, Il,e 

Commiss ion declined to utilize a CAPM methodology.90 Likewise, in the last fo nnal 

represcription proceeding in 1990 using the Part 65 procedures, the Commission accorded no 

weight to CA PM results.9 1 

The Staff Report quotes the Commission's statement from the 1990 reprcscription 

decis ion that " [wJe continue to believe that the CArM approach has the potenti al to prov ide 

89 /)ut see AT&Tv. FCC, 449 F.2d 439 (2,1d Cir. 1974) (where the COU11 remanded the 
Commission' s prescription ofa practi ce requiring unlim ited sharing o f TELPAK services 
because the Commission r.~ilcd to find such practice was "j ust, fa ir and reasonab le" bu t instead 
only " the best alternative available." Id. at 450-5 1. Ilere, the Commiss ion seeks to prescribe a 
new Rot{ and, under section 205(a) must find it "just, [a ir and reasonab le." The Staff liepo/·t 's 
recommendation to usc nawed information (data [rom finns not shown to be comparable to 
RLECs) on the basis that such data is the "best avail able alternative" will not in the Rural 
Associations' view upport the necessary "just and reasonable" findings. 

'JO 1986 Part 65 Reconsideration Order "79 . 

91 1990 Represcriptioll Order " 139 ("We conclude that these CArM estimates arc likely to 
overstate the cost of equity capital, and that no we ight should be g iven to them") and at " 18 1 
("We have also found that the CA PM analyses in the record can be accorded little weight in this 
represcripti on proceeding"). 
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estimates of the cost of equity cap ita l with the same re li abi lity as the DCF approach,',92 but cites • 

no authorit ies or studies that have since va li dated the usc of the APM for RLECs. Indeed, the 

Siaff Reparl ci tes a litany of problems with util izing CA PM anal yses in a regulatory context, 

including the fact that key component s ·'are prone to measurement error because these estimatcs 

invo lve speculati on as to in vestor expectations.,,9J The Staff Report also acknowledgcs that 

" [tJhe true value oreach o f the inputs required to implement the CAPM is unknown, and each is 

dimcult to measure precisely.,,94 Indeed, the SiaffReport goes on to note that: 

1\5 tor the CAPM , there is compelling ev idence that it docs not accuratel y predict 
equity return , which is the ultimate test for a model used specifically for the 
purpose of estimating the cost of equity, as we do here. 95 

The Staff Report also adm its that the CA I'M results it obtained were "anomalous": 

I\s shown in Appendi I I , the CA PM estimates are low compared to the cost of 
debt. This is anomalous; because equ ity is subordinate to debt with rerrd to a 
,;nmpany's profits and assets, equity , hould command a hi gher retllm. 

The Bureau attempts to gloss over prob lems with the CAPM by "averaging" the results,91 

but does not explain why averaging bad information would turn nawed in forma tion into accurate 

e timates of the cost of equity. or does the toff Report acknowledge, let alone explain, good 

92 Staff Report 57, quoting from the 1990 Represcription Order 139. 

93 /d. 58, citing Eugene 1'. Fama and Kenneth R. French, The Cupital A set Pricing Model: 
Theory and Ev idence, J. ECON. PER P. at 44 n.7 (2004) (1'0/1/0 and French). 

94 1d. 

95 Staff Reporl 61 , citing Failla and French; Roger A. Morin , Regulatory Finance: Utilities' 
Cost o/Capital, 175-89, 338 (Public Utili ties Repolts 1994) (Morin RegulaiDlY Finance). 

96 Siaff Report 84. 

91 Jd. ( "By averaging the estimates for the enti re ample of 16 companies, and emphasizing that 
uveragc in our analysis, however, the effect of at least some, though not necessaril y all , of any 
uch measuremen t error might be removed .") 
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• reasons to change the Commission's previo us rejection of such averaging as a curc. 98 The 

Bureau allempts to make other adj ustments to addrcs these anomalies, but it is unclear what 

impacts such adj ustments may have on resuils. 99 Prof. Billingsley's attached Statement 

elaboratcs on the small firm and liquidity e[1cct adj ustment that would make the app lication of 

the CAPM to the RLECs yield more reliable cost of capital est imates. 100 

In add ition, as Prof. Billingsley explains in his attached Statement, the Bureau's usc of an 

artificia lly low risk-free rate of retunl in applying the APM also results in an understalcm cl1l of 

forward-looking equity costs for RLECs. lie notes that the StajJ Report uses a Treasury bond 

r~te as of a single day that is arti ficially depressed to a level not seen for decades due to the 

eflccts of the recent finan cial cri sis. A higher norma lized rate shou ld be used because the StajJ 

Report'.~ risk- free rate is unrepresentative. 10 1 

98 See 1990 Represcription Order 164: 

Siegel's comparable firms analysis has also been criticized. Various parties 
contend that his cash fl ow selection cri tcrion is biased towards highl y profitab le 
companies, that his finn size criterion gives significance to the irrelevant history 
of how the LEes chose to divide up their opcrations into subsidiaries. and that the 
extremel y large range of betas for the selcctcd companies indicates that he has not 
identified companics with similar risks. iegel denies that the cash now critcria is 
biascd and responds to the beta analys is by arguing that he only used the group 
average beta in making his cost of cqui ty est imate. We do not believe that 
averaging Illlllifle;· the criticism. (emphasis added) 

99 StajJ Report 88: 

This adjustment is not wit hout it s own problcms. On onc hand , to the ex tent our 
estimates of the cost of debt arc too high, this choice would bias upward our 
estimates of the retUnl on eq uity. On the othcr hand, s ince the cost of equity 
typica ll y would materia lly cxceed the cost of debt, assum ing a cost ofcqui ty that 
equals thc cost of debt tends to bias our estimates downwards. 1t is not clear 
which of these two ojJselling biases i . likely 10 be larger . .. 

(emphasis added) 

100 Billingsley Statement at 8 - 13. 

10 1 / d. 13-15. 
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Given the fa ilure to explain the departure from thc Comm ission' s prcvious rejection of 

CA PM alld the ::i/af! Reporl'S acknowledgcmcnt of the Oaws with CA PM, Commiss ion reliance 

on the S/af! Reporl's CA PM results would clearly be considercd arbitrary and capricious. 

D. T he Bureau ' s Anlllysis Fails to Consider T he Impacts of S mall Firm Size 
And Illiquidity Oil RLEC Capillli Costs. 

In hi attached Statement , Prof. Billingslcy observes that the Slaf! Report considered, 

but rejceted, the concept of addi llg a risk premium ba ed Oil s ize to thc co t of equity. 102 In Prof. 

Billings ley's view. this contradicts cxhaustive, published rescarch by tbbot son Associates and 

Duff" & Phelps that documents the magnitude o f small finn and illiquid ity cffccts on stock 

returns and should have resu lted in an upward adjustment in equity capit al costs for RLEC . III 

specifically considcring ute impact or the size effect on the cost of equity capita l, Prof. 

Billingsley cites evidence fro m Duff & Phelps showing that this effect can understate equit y 

• 

cost from a minimum 01'0.42 perccnt for relativel y large finns to a maxim um 01'6.72 percent • 

for the sma lle t finn s. Since RLECs are genera ll y sma ll, Prof. Billingsley cstimates that the 

Bureau's analysis undere timates RLEC cqu ity costs by a degree that mo re closely approaches 

the larger indicated amoun t. 103 

Prof. Billingsley provides Duff & Phc lps-based estimates or the magnitude o f the bias 

introduced by ignoring size effects spec ifically for thc 16-company sample used ill the S/af! 

Reporl. While rejecting this sample because it is unrepresentative of !he average RLEC's 

riskiness, Prof. Billingsley notes that while the 'taf! Reporl cstimates the average cost of equ ity 

for its entirc 16-company sam pic is 7. 18 percent (6.70 percent for the RHC subsample, 7.75 

pcrccn! for the mid -sized carrier subsample, and 6.90 percent for ute RoR subsamplc of 

102 1d. 8, citing SltJjJ Report 175 . 

103 Ie/. 9-10. 
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• companies),I 04 a size-adjusted CA PM as recommcnded by Dufl & Phelps would produce an 

average cost of equity for the entire samplc uf 12.74 percent (9 .1 3 percent for thc RHC 

subsample, 13.07 pcrcentlor the mid-sized carrier subsamplc, and 14 .0 1 percent for the RoR 

subsample of companies). 105 In Prof. Billingsley's view, the Duff & Phelps data prov ide 

objective evidence that failure to adjust for the small finn effect provides s ignificantly 

understated RLEC equity costs and, by implication, an understated average RLEC WA CC. 106 

Prof. Billings ley also exp lains that size alone may not be the so le rcason for such higher 

capi tal costs. Smaller finn s are typ ica ll y less liquid , which mcans that fewer nftheir shares trade 

on a g iven day and that they have higher bid/ask spreads. According to Prof. Billingsley, less 

liquid shares command lowcr prices, which imply higher equity capi tal costs. 107 This suggests 

that cquity capita l costs for most KLECs should significantly exceed those of the publicly-traded 

RLECs used in the Staff Report sample. Indeed, evidence assembled by Pratt and NicuIita from 

a sample of hundreds of transactions over a 30-ycar period shows that di scounts due to illiquidity 

range from about 40 percent to 72 percent under different market conditions, even aficr 

climinating outliers. 108 In Prof. Billings ley's view, such discounts imply the Bureau 's analysis 

104 Staff Report I 83, App. I I. 

105 In order to a llow more detailed compari sons and as di scussed below, note that Duff & Phe lps 
uscs a normalized risk- free rate of 4 percent in light of current unrepresentative interest rate 
conditions and a conservative ri sk premium of 5 percent. In contrast, the Staff Repart uses a risk
free rate of onl y /.92 percent (as of a single day, March 26, 20 13) and a risk premium of 7.57 
pcrccnt, which is higher than the long-term Ibbotson Associate 's average of 6.7 percent. Note 
that the Staff Report justifies using the higher risk premium as necessary to prevent 
contradictory, "anomalous" results. See iel. 64, 87. 

106 Billingsley Statement at II . 

107 Id. 

108 lei. 12. 
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substantially understates eq uity costs for non-public ly traded RL ECs over those o f other wi c 

comparable publicly-t raded firm ~. 

E. T he S taff Report Arbitrll rily Incorporates Anomalous Input Values T hat 
Run Contrllry to Bas ic Economic Principles. 

Pro f. Billingsley also expla ins in his attached statement that the Bureau' s Ci\ PM ana lys is 

produced equity costs for about one-third of the Bureau 's sample that "are low compared to the 

cost of debt" and that these results are "anomalous", a prob lem the Bureau admits ex ists. 109 

However. while the Staff Report attributes this to "measurement error." Pro f. Billings ley point s 

out such results should serve as a red flag that there are serious fl aws in cirhcr rhe sample 

identification proeedurc andlor the Bureau' s application of the CA PM . 

Co t of equity est im3tes that are lower than the associated cost of debt for a 
company vio late the well-accepted risk/return trade-off. Equiti es should have 
higher expected returns than debt securities because eq uities are ri skier. 110 

Rather than determine what went wrong with the sampling process or its CA PM 

calculations, however, the Bureau decided to adjust the results, maskin g the problem: 

As an approx imation de igned to remove this anomal y, we performed the cost of 
eq uity ca lculation using 7.57 percent a the lower bound of the mark.et premium . 

I II 

In other words, the Staff Report acknowledges that the speci fi c value of the equity market 

ri sk prem ium used in its Ci\PM analysis was chosen solcly on the basi of the need to offset 

"anomalous" findings, an adjustment the Bureau ad mit " is not without it own problems." 112 In 

Prof. Billingsley' view, thi s practice is arbi trary, unsupported and misleading. It suggests that 

109 Staff Report 84. 

l iD lJillingsley Statement at 16. 

III taff Report '1 87. 

112 Id. 88 . 
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• the risk premium was chosen not on thc basis of the best cmpirical ev idence or using firml y-

based fimmcill l economic theolY, but rather to compensate for internall y inconsistent cost of 

equit y and cost of debt estimates. The fact such adj ustmcnts were necessary strongly supports 

the Associations' view that the Commission should give the Staff Report little weight in 

cons idering the appropriate RoR for RL ECs going forward . 

IV. THE COMMISSION SHOULD RELY ON RLEC-SI)ECIFIC I)ATA TO 
EVALUATE THE WACC FOR RLECs, UTILI ZING TilE FREE CAS II 
FLOW METHOD DESCIUD ED IN PIUOR RURAL ASSOCIATION 
COMMENTS. 

Thc lanumy 201 2 Rural Association Comments included an analys is of RLECs ' cost of 

capital that, unlike the approaches used in the Staff Report, relied exclusivcly on RL EC-specific 

data ratber than data assembled from proxy companies. I I ) This approach estimated a market-

• based cost of capita l for RLECs by dividing current free eash fl ow (FCF) by the value of the 

firm. I " Finn valuation was detennined by examining pcr-line priecs paid in RLEC acquisition 

transaction . 

Recognizing that there were a number of issucs associated with using pcr-line priccs, 

including poss ible impacts of non-regulated services, the declining numbers of acquisition 

transactions and differcnces in quality betwcen RHC and RLEC exchange assets, the Rural 

Associations examined a range of prices for sales occurring betwecn 2008 and 20 II . I 15 lllcse 

numbers showed a steady decl ine in va luations over the period, with somc recent sale 

transact ions priccd at onl y $600 per line. Since low per-line prices imply a greater eost of 

I I) See latium)' 2012 Rural Association Comments at 47-50. 

11 4 Id. 57. 

I IS Id. 
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cap ita l, 11(. the Rural Asso~iat ions optcd to apply a conservati ve approach and ana lyzed FCF 

va lues using estimatcs of price per I ine ranging fro m $2,400 to $1,200 (leav ing out low-priced 

recent transaction , which would tend to bias cost of capital estimates upwards). 

This ana lys is produced mcdian COSt of capital va lues ranging from 11 .75 percent and 

higher, depending o n pricc-pcr-line va lues. 117 In the Rural Associations ' v iew, these resu lts 

renectcd an objcctive marketplace assessment by investors o f the risks associated wi th RLEC 

operations in the currentmarkctpi<Ice and rcgulatory environment. 118 

The Bureau did not acccpt the Rural Association's estimates based on the rCF melhod. 

statin g in a footnote that the Ru ral Assoc iations' filing "does not provide suffi cient information 

to a llow meaningful assessment of its ca lcu lations." 119 The Staff Report asserts in thi s regard 

that the Rural Associations' FCF analysis was "based on unsubstantiated assumptions aboullhc 

valuc of RLEC lines instead of dcmonstrated market values" ; 120 thm it "arbitrarily reduces price-

per-line data" and " rclics on a non-random sample o f cost companies that chose to respond to a 

ECA data request;" 121 and "relics on unweighted median data wit hout prov iding mean data." 122 

In these commcnts, the Associations update and rcsubm it the rCF method orig inally filed 

in thc JanuOlY 2012 Rllral Association Commell/s. The additional information provided in 

11 6 A low per-line price indicales the buyer has more heavil y discounted the present value of 
fulure clIsh now from an inve tment, likel y a a result of higher perceived risk. To offset thi 
higher risk, the in vestor ecks a higher rate o f return . 

111 JalluClIY 2012 Rural Associalion Comments at 59. 

118 1d. 60. 

119 Staff Report, n.94 

120 1d. 

121 Id. 

122 Id. 
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• Appendix 0 demonstrates that the Associations' proposed FCF mcthod is analytically ound , as 

it is tied to a slandard DC r: practice for evaluating finn s previously endor ed by the Commis ion 

and relied upon, in part, by the Bureau for iL~ analys is. 

Thc Associations also show that thc few concerns identified by thc Bureau are misplaced. 

First, any assumptions in the Janumy 201 2 Rural Association Comments regarding the relative 

values o fRI-I C and RLEC lines were reasonable, but irrele vant because RII line valucs have 

little we ight in the proposed F r: anal ysis. 12l Moreover, the pro posed F F approach uses a 

statisti ca lly unbiased sample thaI is reprcsenlati ve of RLECs as a group . In th i respect, Ihe Fer: 

produces a far more accurate csli mate of WACC fo r RLECs than mcthods that rely on samples 

of unrepresentati ve publicly-traded proxy companics . The application orlhe FCF method is also 

superior in thaI it focuses exclusively on va lu ation or the regul ated pOition of the business, mther 

than total company operalions. 

The Bureau's suggestion that the Rural Associations arbitrarily reduced per-line prices 

for purposes of their analysis is incorrect. In fact, the Rural Associations conservatively 

excluded low per-line price data from their analysis. Had this information been included in Ihe 

anal ysis, resulting cost of capital estimales would be higher. Finally, whil e the Associations 

conlinue to believe that median calculations should be used in thc analys is to prevent outliers 

frol11 dominating the WA C calculati on, an alternati vc F F ca lculation based on thc we ighted 

mean is provided in Appendix B. This revised calcul ation continues to show Ihat the true 

WACC for RLE s is well above the range identifi ed in Ihe StafJReport. 

12l Moreover, the FCF analysis displayed in Appendi x 13 focu es on reccnt sales that do not 
invo lve RIICs. 
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V. BEFORE TAKING ANY FURTHER ACTION WITH RESPECT TO 
POTE TIAL PRESCRIPTION OF A EW AUTHORIZED ROR, THE 
COMM ISSION M S'I' AUO' CLEAR RULES GOVERNI G THE 
REPRE. CRIPTIO PROCESS THAT PROYII)E PARTIES WITH A FULL 
OI>!'ORTUNITY FOR HEARING, AS REQUIRED BY LAW. 

In its 200 I MAG Order, 12' the ommiss io n noted that its Part 65 rate-of-return 

reprcscripti on ntles were adopted before Congress enacted the Telecomm un ications Act of 19% 

(the Act), with its myriad changes to bot h federal and state laws govern ing the 

telecommunications industry. Given this changed environment, the Commissio n found that 

it would be counterproductive to initiate a new automatic review ofrate-of-rcturn 
catTicrs' autho rized rate of return at this t ime without a complete review of the 
Part 65 procedures to detclmine if they are appropriate and workable. tayi ng the 
effectiveness of section 65.101 wil l allow us to comprehen ively rev iew the Part 
65 rules to ensure that decis ions we make are consonant wi th current conditions in 
the marketplace. 12l 

As the Rural Associations have previously pointed out, that "complete rev iew" of the PaJ1 

65 rules has not yet occu rred. 126 Vet the 'taff Report ntshes fo rward to apply the W ACC 

estimation procedure. set forth in the l'at165 rules as ifnothing had changed. For the reasons 

stated in the December 20 1 I Rural AssociOliol1 PJ"R and prior comments in this proceedin g, the 

Commis ion must undertake thi s rev iew and promulgate new "rules of the road" prior to any 

potential prescription of a new authorized Ro R. 

As part of such a rulemaking the Commiss ion must also establish c lear procedure to 

govern the represeriplion process . A noted above, section 205(a) of the Act requires the 

Commiss ion to provide a "full opportunity for hearing" prior to prescribing new rates. While the 

124 MAG Order, supra note 7, at 3. 

12l MAG Order, 210 

126 December 201 I Rllml Association I'FR at 26-27; Jal1l1Q/y 2012 Rllral AssociatiOIl Comments 
at 51. 
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• Act docs notncccssari ly requi re the COll1miss ion to conducttmditionul " trial-type" hearing 

proced ures, Ro R represcription proceed ings are "adversarial in nature and depend upon a 

thorough fact-based inquiry that develops a great amount of probative evidence. ,,127 

The Associations recognize that, as pao1 of its Order initiating this proceeding, the 

Commission waived severa l Part 65 rules governing service of process and othcr outdated 

procedural requirements. 128 This wa iver purported to include section 65 .1 03 of the rules, which 

provides for detailed presentation, testing and consideration of evidence relating to rate 

prescription issues in the fonn of direct cases, replies and rebuttal testimony. The USFIICC 

Order did not, however, specify alternative procedures to govern the rcprescription process. 

The Rural Associations pointed out thai the Commission 's fai lure to specify detailed 

methods for gathering and examination of factua l evidence constitutes legal procedural en'or and 

would likely leave a rate prescription order open to reversa l by an appellate court. 129 Ir the 

procedures outlined in section 65. 103 of the Commiss ion 's rules are not to be used , the 

Commission must pecify what oth er process will be followed to assure that parties are provided 

wit h a rigorous, adjudicative, adversarial fact-fi nding hearing as req uired under section 205(a) of 

the Act and the APA. Put another way, waiver of its rules docs not pemlit the Commiss ion to 

ignore substantive and procedural requirements con tained in appli cab le statutes. 

Like the Commission 's 20 II USFlICe Order, the Staff Report does not address or make 

recommendations regarding the process to be lIscd to assure compliance with section 205(a)'s 

127 USFIICC Order 641-642. See also A IIthorized Rates of Return for the Interstate Services 
ofAT&TComnlllnication and Exchange Telephone Carriers, Repm1 and Order, 59 Rad. Reg. 
2d (P&F) 65 1 ( 1985); 1995 Represcription Order 1 5 1. 

128 USFII Order 645. 

129 December 2011 /ll/ral Association PFR at 27. 
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hearing requirements. It should be clear, however, that by simply issu ing thc Sial/ Reporl and • 
rcque tin g comment thereon, the om mission has not prov ided part ies w ith a "full 0PPol1unity 

fo r hearin g" as required by the Act. Prior rate prescription hearings have often involved multiple 

submissions from parties, g ivi ng each side a fai r chance to address and reb ut proffered facts and 

arguments. 110 Add itionally, parties havc becn given reasonab le access to discovery (ma inl y 

interrogatories and document requcsts), ei ther d irectly or as part ofa required fi ling. II I one of 

these procedural safcguards is pre ent in the context ofthc Sral/Reporl. 132 

cnainly. the Comm ission cannot rely on the limited opportunity provided by the Public 

Nolice to comment on the Slaff Reporr as providing the " full opportunity for hearing" mandated 

by section 205 of the Act. Even without considering the substantive defects described above, 

this procedural error wi ll render arbitrary and capricious any decision made by the Commission 

1)0 See e.g., Refinement of Procedures and Melhodologiesfor Represcribing Inlerslate Raies of • 
Relllrnfor AT&T COl/lmunicalions and Local Exchange Carriers, Docket 0. 87-463, 

otice of Proposed Ru lemak ing, 2 FC ' Red. 6491 (1987); Amendment of Paris 65 and 69 oflhe 
Commission's Rilles 10 Reform Ihe Inlerslale Rate of Rellirn Represcriplion and Enjorcemenl 
Processes, CC Docket No. 92-1 33, Notice of Proposed Rulemaking and O rder, 7 FCC Rcd 4688 
( 1992); RegulalOlY I?eforlll for Local Exchange Carriers Subjecllo Rate of Relllrn Regu(arion, 
CC Docket 0.92- 135, Notice of Proposed Rulemaking, 7 fCC Rcd. 5023 (1992); 0 1111110/'/ 

Carrier Bureall Sel.> Pleading Schedule in Preliminary ROle of Relum InquilJl, AA D 96-28, 
Public otice, II FCC Rcd. 365 1 ( 1996) . 

131 Thc Comm ission has, on limited occasions, used "pure" noti ce and commcnt procedures to 
prescribe rates and tari ff regulations. But these instances have typica ll y in vo lved policy maUers 
requiring determination of legislative facts, as opposed to adjudicat ive fact . For example, the 
Commission used informal not ice and comment procedures to prescri be tari fr regu lations that 
permitted the re a le of interstate pri vate lincs (A T&TI'. FCC. 572 F.2d 17 (2'''' C ir. 1978)) and 
the estab li hment of ceil ings fOr subscriber line charges (SLC) (Access Charge /leform, 'C 
Docket No. 96-262, First Report & Ordcr, 12 FCC Rcd. 15982 ( 1997) 75-87, aff'd 
Southll'eSlern Bell Tel. Co. v. FCC, 153 F.3d 523 (8'h Cir. 1998) . Such examples do not support 
abandonment of adversarial procedures in a RoR rcprescription hearing. 

132 For example, intere ted parties might cek access to detailed descriptions and explanations as 
to how the ocr model was implemented by the Bureau, and propound question regarding 
specific steps or assumption used. Parties might also rca onabl y request access to underl ying 
data in spreadsheet fo rm so (f to facilitate replication of results. 
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• to revise the authorized RoR based on the present record. 

Reliance on simple notice and comment opportunities regarding the SlaJf Report would 

also be inconsistent with prior Commiss ion determinations that additional procedural sa feguards 

arc key to better serving the public interest. For example, in its 1995 decision re lonning its Part 

65 Rules, the Commission concluded: 

l3ased on our review of the record, we conclude that the public interest would be 
bcttcr served by streamlining our ex isting papcr hearing procedures, than by 
adopting th e simpler notiec and comment regime that we proposed in the Noti ce . 
.. . Although al most a ll parties to this proceedin g support somc lo rm of 
s implification, they emphasize that represcription proceedings arc adversarial in 
nature and depend upon a thorough lact-based inq uiry that develops a great 
amount of probative evidencc. [n recognition of thi s, even thc partics who 
support simpler notice and comment procedurcs urge us to continue to promulgate 
nlies thaI a llow for, among other procedures, rebuttal pleadings and s ignificant 
discovery, including intcrrogatories. J3J 

Thc Commiss ion 's USFlICC Order failed to acknowledge this earlier decision or provide 

• any explanation as to why cxisting rules governing presentation of substantive evidence shou ld 

be changed. 

As part of any new rules intended to govern the reprcseription process, the Commission 

must specify who bears the burden to demonstmte the ex isting RoR is unjust and unreasonable 

and whatlevcl of ncw return on investment would be j ust and reasonable. IJ
' 

IJJ 1995 Represcription Order ~ 5 1. 

1)4 See genera ll y January 2012 Rural Association Comments at 61-63. Undcr Comm iss ion 
precedent, any entity favoring a lower RoR (including Commi sion stall) must prov ide su /lic icnt 
ev idence and establish on the record that their proficred RoR is just and reasonab le under section 
205(a) of the Act. For example, in a case where AT&T fil ed tariff rev isions proposing a higher 
RoR and higher prices for interstate calls, the COI11I11 iss ion assigned /\ T &T the burden o r going 
forward with the evidence supporting such changes <lilt! the burden of persuasion, in accordance 
with section 204(a)( I) of the Act. AT&T Co. Chargesfor Domestic Telephone Service, 
Memorandum Opinion & Order, 27 FCC 2d 15 1 ( 1971 ) 24. See also, American Television 
Relay, Inc. Refunds Resulting from the Findings and Conclusions in Docket 19609. 
Memorandum Opinion & Order, 67 FCC 2d 703 ( 1978) 10; 800 Data Base Access TariJfs and 
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Finally, thc Commission should obscrve the normal 60-60-2 I-day time frames for 

advcrsarial filing sct fo rth in section 65.103 of its rules. m This is crit ical for RLECs wi th 

limited resources to develop the data needed to prepare direct cases, to obtain the services of 

qualified experts to analyze this data, and to respond Iilily to ad versarial fili ngs . 

VI. CO CL SIO 

The ommis ion must make substantial modifi cati ons to methodologies uscd to develop 

the Burcau 's Staff /leport before it sceks to represcribe the <luthorizcd RoR for RLECs. s 

shown above and in thc attached statement of Prof. Randa ll Billingsley, the in itial approach 

taken by thc Bureau relies on an unrcpre entative sample of companies and fai ls to recogni ze 

circumstances faced by small rural telecommunications companie in today's marketplace and 

regulatory environment. Results produced by the Staff's methodology for RLECs appear 

obviou Iy counterintuitive when compared wi th results produced for the lIluch larger and less 

risky RIICs. 

The Commiss ion should instead use the FC F method de cribed briefiy in prior Rural 

Assoc iation comments and more fu lly in the attached Appendix B. T his approach utilizes data 

the 800 Service Management System Tariff, Order Design<lting Issues fo r In vest igation, 8 FCC 
Rcd. 5132 ( 1993) 44. Even when rate increases are not sought, a carrier seeking a " ru le or 
ord er from the Commission approving or prescribing a [new] charge, regul ation, classifica ti on or 
practice the carrier would have the bu rden of proof." Amendment oj Part 61 oj the Commission's 
/lilies Relating to Tariffs and Part I oJthe Commission's Rilles Relating to Evidence, 
Memorandum Opinion & Order, 40 FCC 2d 149 (1973) 9. This resull is consislenl with 
ratemaking deci sions of other federal agencies such liS the Fedcral Energy Regulatory 
Commiss ion ("FERC"). See, e.g., Kern RilleI' Ga 7i'ansmi.uion Company, Initial DeciSion, 
Docket o. RP04-274-023, slip op., at 46 (FERC, Apr. 12,20 11 ). See also, Colo. Interstate Gas 
Co. v. FER ',79 1 F.2d 803, 807 (10'hCir. 1986), cm. denied, 479 .S. 1043 ( 19R7); Tenn. Gas 
Pipeline Co., 94 FERC 6 1, 11 7, at 61,447 (200 1); S011lilel'l7 Company Services, Inc. , Opinion & 
Order on Initial Decision, Docket o. EL91-29-000 and EL94-85-000, slip op. at I, ( 1998). 
Association oJOil Pipe Lines p . FEUC, 83 F.3d 1424, 1431 (D.C. Cir. 1996). 

135 December 2011 Rural Association PFII at 29. 

38 

• 

• 



• from RLECs themselves, and aceumtely portrays the W ACC for the c companies based on 

• 

actual marketplace data. 

Finall y, before going any further, the Commiss ion must clarity the procedures it intends 

to follow in any proceed ing to rev ise the authorized RoR. As prev iously shown by the Rural 

Assoc iations, the Commission cannot lawfull y rcprescribe the authorized Ro J{ based on inform al 

comments, but must instead provide parties with a full opportunity fo r hearing, as required by 

section 205(a) of the Act. While this need not include trial-type hearings, at a minimum part ies 

must have the opportunity to present evidence in fu ll and obtain discovery regarding other 

parties' presentations. 

NATIONAL EXCHANGE CARRIER 
ASSOC IATION, INC. 

By: lsi Richard Askoff 
Richard AskotT 
Its Attomey 
Teresa Evert, Senior Regulatory Manage r 
Linda Rushnak, Regulatory Manager 
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(973) 884-8000 

NTCA - THE RURAL BROADBAND 
ASSOC IATION 

By: lsi Jill Canfi eld 
J ill Canfie ld 
Director, Lega l and Industry and Ass istant 
General Counsel 
Brian Ford 
Regulatory Counsel 
4 12 1 Wi lson Boulevard, 10th Floor 
Arlington, VA 22203 
(703) 35 1-2000 
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BEFORE TH 

FEDERAL COMMUNICATIONS COMMISSION 

WASHINGTON, DC 20544 

In the Matter of ) 

) 
) 
) 
) 
) 
) 
) 

Connect America Fund 'vVT Docket No. 10-90 

STATEMENT OF RANDALL S. BILLINGSLEY' 

!. PURPOSE AND SUMMARY OF STATEMENT 

The purpose of this Statement is to cri tically evaluate the report issued by the Wireline 

Competition Bureau ' of the Federal Communications Commission (FCC or Commission) 

concerning the data and methods to be used in potentially represcribing the authorized 

interstate rate of return (RoR) for rate of return-regulated rural local exchange carriers 

(RLECs) ' . I explain that the Stoff Report's recommended reasonable range for the RLEC 

authorized RoR of only 8.06 percent to 8.72 percent is unrealistically low, unreliable, and 

I Details on my quali ficat ions may be found in Billingsley Exhibit No. RS B· l . This statement presents my 
independent professional opinions and is not presented by me as a represen tative of Virginia Polytechnic Inst itute 
and State University. 

1 Wireline Competition Bureau, Pfescribing the /wthor;zed Rare 0/ Rerum: Anolysis 0/ Methods for Establishing Just 
and Reasonable Rates lor Local Exchange Carriers, Staff Report. we Docket No. 10-90, (released May 16, 
2013)(5roll Report) . 

} Federal Communications Commission, Public Notice, "'Wireline Competition Bureau Seeks Comment on Rate of 

• 

• 

Return Represcr iption Staff Report, " DA 13-1110. May 16, 2013. • 
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results from depending on unrepresentative data and errors in applying commonly-used 

methodologies.' My recommenda tion is to defer estimating the authorized rate of return 

until the Commission can develop an approach that addresses several estimation issues: 

• A representative sample of RLECs 

• Methods applicable to small, non-traded, regulated RLECs 

• A representative time period for conducting the analysis 

In brief summary, the errors and inconsistencies in the Staff Report discussed in my 

statement that support my recommendation to the Commission include: 

• Reliance on an unrepresentative sample of telecommunications firms that are 

assumed rather than demonstrated to be comparable to the average RLEC. The RLECs 

themselves should be used as much as possible as a direct sample' 

• Use of arbitrary sample selection criteria. 

• Inclusion of financially distressed firms within the sample. 

• Failure to consider the material, well-documented effects of small firm size and 

illiquid ity on RLEC capital costs, which biases the Staff Report's estimates downward. 

• An inconsistent relationship among the Staff Report's recommended weighted 

average cost of capital (WACq estimates for its sa mple of publicly-traded RLECs, 

publicly-traded mid-sized carriers, and se lected regional Bell holding companies 

• 510/1 Report, p. i. 

S The Rural Associations have previously provided the Commission with rree cash flow (FCF)-based cost or capital 
evidence based exclusively on a relatively large sample of RlECs. See Iniriol Commenrs of "'ECA, "'TCA, OPASTCO, 
ond WTA, WC Docket No. 10-90,.r 01., at 57-60 (filed January 18, 2012). 
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(RHCs), The Staff Report assumes rather than proves that the RHCs are riskier than the • 
average RLEC, which is counter-intuitive, 

• Inclusion of admittedly anomalous input values that contradict well-accepted 

risk/return trade-off principle, While this is attributed to "measurement error," I 

explain below that this is compelling evid ence that there are serious flaws in either the 

Stoff Report's sample identification procedure and/or in the application of its cost of 

capital estimation approaches, Further, the specific value of the equity market risk 

premium used is apparently chosen solely on the basis of the need to offset the 

above-noted anomalous cost of capital estimates, This practice is arbitrary, 

unsupported, and misleading, 

• Reliance on a sample of regulated companies that violates the Stoff Report's stated 

concerns about circula rity, The process employed in the Staff Report should have • 
avoided the circularity trap by identifying a sample of unregulated firms that are 

demonstrably comparable in risk to the average RLEC using objective, well-accepted 

financial data ,' 

• Use of an artificially low risk-free rate of return in applying the capital asset pricing 

model (CAPM), Treasury bond rates are depressed to levels not seen for decades due 

to unprecedented Fed intervention in the wake of the financial crisis, By definition, 

current rates are unrepresentative and a normalized rate should be used, Further, the 

implicit assumption that capital costs must have fallen along with the current general 

' This was provided in previously-filed RLEC cost of capital analysis in this proceeding. See January 2012 Association 
Comments, Appendix C, Professor Randall Billingsley Statement: In Re: Interstate Rate of Return Represcription • 
Report and Order of Further Notice of Proposed Rulemaking, FCC 11-161, November 18, 2011, 
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• level of interest rates is incorrect. There is reason to believe that the more competitive 

environment faced by RLECs has increased these companies' riskiness. The Staff 

Report 's use of an artificially low risk-free rate of return understates forward-looking 

equity capital costs for RLECs. 

The remainder of my statement elaborates on the above observations concerning the 

Staff Report. 

II. THE STAFF REPORT'S SAMPLE IS UNREPRESENTATIVE OF THE AVERAGE 

RLEC 

A. THE STAFF REPORT'S SAMPLE SELECTION CRITERIA ARE ARBITRARY 

An objective sampling method is clearly needed because the sample selection 

criteria used in the Staff Report are arbitrary. For example, the sample is limited to 

companies with at least 10 percent of operations associated with price-regulated 

interstate telecommunications services.' Yet no justification is offered for why 10 

percent is the appropriate threshold for including a firm in the sample. Nor is any 

insight provided into the effect, if any, on the composi tion of the sample if this 

arbitrary threshold is changed. 

In another example of the arbitrary sample selection criteria, the Staff Report 

notes that the Commission assumes that "the RHCs are involved in activit ies which are 

perceived as riskier than their regulated telephone business.'" Yet the Staff Report 

includes the RHCs in its sample based on the following rationale : 

1 Staff Report, p. 6, ~J 2 . 

• Stoff Repor!, footnote 45 . 
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The RHC Proxy companies have frequentlv-traded equity and numerous 
analysts' growth estimates, making their financia l da ta highly re liable for 
purposes of our CAPM and DCF analysis, but with their more urban 
service areas and price-cap or price-flex ibi lity regulation, have operations 
least similar to those of ra te-of-return ca rriers.9 

The Staff Report consequently admits that firms have been included in the sample that 

are not comparable to the RLECs based on the criterion that having more reliable data 

is apparently more important than using data tha t are re levant to the task at hand . It 

is particularly iron ic that the Staff Report asserts that the RHCs' " frequently-traded 

equity" makes their data more reliable when only a handful of RLECs have market-

traded equity. This in fact makes RH Cs vastly different from the average RLEC. 

The Staff Report's approach also recognizes significant differen es between RLECs 

and it sample of mid-sized incumbent local exchange carriers in noting that: 

[Tjhese ca rriers are primarily subject to price cap regulation rather than 
rate-of-return regulation, and are much larger than most RLECs, and 
therefore are still an imperfect proxy group. In addition, these companies 
in general have a large share of debt in their capital structures, low times
interest-earned ratios, and non-investment-grade debt ratings and thus 
are less than ideal for estimating the cost of capital for providers with 
lower, often subsidized, debt. " 

Thus, the Staff Report once again arbitrarily includes firms in its sample that are 

admitted to not be comparable to the average RLEC. 

The StOff Report attempts to overcome this problem, in part, by including a small 

• Stoff Report, p. 10, 25 

" Staff Report, p. 9, 22. 
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group of publicly-traded RLECs.II However, this does not render the overall sample 

sufficiently comparable to the average RLEC. The Staff Report's RLEC sample is 

composed of publicly-traded companies and the average RLEC is not publicly-traded. 

The sample is consequently not represen tative of the average RLEC. And, as discussed 

below, the market exacts a subs tantial penalty for the lack of marketability and 

liquidity common to firms like the average RLEC. This penalty has the effect of 

increasing capital costs. It is critically important that the Commission recognize the 

need to adjust capital costs upward to adequately reflect the impact of RLECs not 

having publicly-traded equity. 

The Staff Report does not identify a sample of companies that are demonstrably 

comparable to the average RLEC. There is, however, a stra ightforward so lution. A 

sample should be identified using the actual RLECs as much as possible. 

B. THE STAFF REPORT'S SAMPLE OF REGULATED COMPANIES VIOLATES ADMITIED 
CONCERNS ABOUT CIRCULARITY 

The Staff Report acknowledges that : 

Using market values, however, presents a regulatory difficulty: market 
forces determine the value of a firm' s debt and equity based on 
expectation of that firm's earning capacity, which is exactly what the 
regulator is trying to con trol in setting a regulated rate of return. This 
introduces circularity in the reasoning. lZ 

This implies that a sample of unregulated firms matched on risk measures to the RLECs 

would provide valuable evidence that does not fall victim to the ci rcularity dilemma. 

Notwithstanding this admission, the analysis in the Staff Report relies on a sample of 

11 Staff Reporr, p. 10, 23 . 

" Staff Report . Appendi. C, 1111. 
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regulated firms that are affected by such circularity. In contrast, a sample of 

unregulated firms that are demonstrably comparable in risk to the average RLEC using 

objective, well-accep ted financia l data, should have been identified ." 

C. THE REPRESENTATIVENESS OF THE STAFF REPORT'S SAMPLE IS MARRED BY THE 

PRESENCE OF FINANCIALLY DISTRESSED FIRMS 

The representativeness of the sample used in the Staff Report is also marred by the 

presence of numerous financia lly distressed firms. A prominent example is that 

FairPoint was in bankruptcy during the sample period. " More importantly, numerous 

firms in the sample had losses and negative book values during the five year sample 

time period. Specifica lly, seven of the sixteen firms (about 44%) suffe red losses during 

the five year sample time period (Alaska Communications Systems Group, Alteva, 

Cincinnati Bell, FairPoint Communications, Front ier Communicat ions, Hawaiian 

Telecom, and Lumos Networks) and four of the fi rms (25%) had negative book values 

during this period (Alaska Communica tions Systems Group, Cincinnati Bell, FairPoint 

Communications, and Hawaiian Telecom). The Staff Report provides no evidence that 

the average RLEC experienced comparable losses or negative book va lues during the 

five year sam ple period. 

Financially distressed f irms that are clearly unrepresentat ive of steady-state 

conditions in general or the ave rage RLEC in part icular were not removed from the 

Stoff Report's sample. The use of such fi rms renders the associated cost of capital 

11 1\ sample of firms not subject to the circularity effect was provided previously to the Commission in this 
proceeding. See January 2012 Associarion Comments, Appendix C, Professor Randall Billingsley Statement: In Re: 
Interstate Rate of Return Represcrip t ion Report and Order of Further Notice of Proposed Rulemaking. FCC 11-161, 
November 18, 2011. 

" Staff Report , p. 16, footnote 75. 
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III. 

estimates unreliable. 

FAILURE TO CONSIDER THE EFFECTS OF SMAll FIRM SIZE AND ILLIQUIDITY 

ON CAPITAL COSTS 

A. EFFECT OF SMAll FIRM SIZE ON CAPITAL COSTS 

The Staff Report considers but rejects "adding a risk premium based on size to the 

cost of equity." " The only support offered for rejecting this step is a citation to an 

unpublished working paper that provides a literature review of the size effect." 

While quest ioning the impact of the size effect over various sub-periods, the cited 

paper nonetheless observes that "(e]mpirica l research shows tha t, over long time 

horizons, firm size has been a factor in expla ining returns on listed stocks" ." The paper 

also observes that the size effect may be a proxy for the underlying liquidity risk of 

firms. This is significant in the context of the current FCC proceeding because the 

average RlEC would be considered both relatively small and illiquid. Thus, ignoring the 

small firm and illiquidity effects significantly understates the estimates of RlEC equity 

capital costs presented in the Staff Report. 

Exhaustive, published research by Ibbotson Associates and Duff & Phelps 

documents the magnitude of the small firm effect on stock returns and recommends 

" sroff Report, p. 28, ~75 . 

" As indicated in footnote 138 on paee 28 of the Staff Reparr. the working paper citat ion is: Crain, Michael A., A 
literature Review a/ the Size Effect (October 29, 2011), available at SSRN: hllp://ssrn.com/abstract=1710076 !last 
visited Apr. 16. 2013) or hnp:lIdx.doi.orgIlO.2139/ssrn.171007G (last visited Apr. 16. 2013). 

"Crain, p . 21. 
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how practi t ioners should adjust equity capital costs upward accordingly." Both 

companies provide evidence that t he rela tive performance of small vs. large 

capita lization (cap) stock does indeed vary over time. Interestingly, Duff & Phelps' 

research examines all lO-year periods on a monthly basis between 1982 and 2012. 

Their research reveals that small-cap stocks outperformed large-cap stocks S4 percent 

of the time." And the same study finds that small -cap stocks significantly 

outperformed large cap stock between 2000 and 2012 . This evidence contradicts the 

opinion expressed in the unpublished working paper cited in the Staff Report that the 

small firm effect has di sa ppeared in recent years. Ibbotson Associates also prese nts 

evidence that the above-noted pattern between small-cap and large-ca p stock returns 

is common over time. " 

While both Duff & Phelps and Ibbotson Associates support the continued general 

relevance of the size effect in estimating the cost of eq uity capital, it is important to 

specifically consider how much of an effect the appropriate adjustment would have on 

the Staff Report's estimates of RLEC equity capital costs. Using alternate measures of 

firm size beyond just traditional market-cap and considering time periods of various 

lengths between 1963 and 2012, Duff & Phelps estimates average size premiums of 

" See 2013 Ibborson' Srocks, Bonds, Bills, and InfloCion Voluorion Yearbook·, Morningstar, Inc., and 2013 Ouff & 
Phelps Risk Premium Reporr, Duff & Phelps, LLC. 

" 2013 Dull & Pllelps Risk Premium Reporr, Duff & Phelps, LLC. pp. 33-34. Note that the study examines a total of 
253 120-month periods between 1982 and 2012 . 

.. 2013 Ibbotson· Stocks, Bonds, Oills, and Inflorion Valuat ion Yearbook·, Morningstar, Inc., chapter 7. pp. 85·108. 
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0.42 percent for the largest companies and 6.73% for the sma llest companies. " In 

other words, other things being equal, the Staff Report's CAPM estimates understate 

RLEC equity capita l costs from a minimum of 0.42 percent to a maximum of 6.72%. 

And RLECs are genera lly small, which implies that the Staff underestimates RLEC 

equity cos ts by a degree that more close ly approaches the larger indicated amount. 

The magnitude of the bias introduced by the ignoring the size effect may be 

illustrated more specifically for the 16-company sample used in the Staff Report. While 

rejecting this sample because it is unrepresentative o f the average RLEC's riskiness, it 

is nonetheless instructive to compare the Staff Report's estimates with CAPM results 

that capture the size effect. Using the CAPM, the Staff Report estimates that the 

average cost of equity for its enti re 16-company sample is 7.18 percent, 6.70 percent 

for the RHC subsample, 7.75% for the mid-sized ca rrier subsample, and 6.90 percent 

fo r the RoR subsample of companies. 11 In contrast, the approach to applying the firm 

Size-adjusted CAPM recommended by Duff & Phelps produces an average cost of 

equity for the entire Staff Report company sample of 12.74 percent, 9.13 percent for 

the RHC subsample, 13.07% for the mid-sized ca rrier subsample, and 14.01 percent for 

the RoR subsa mple of companies. " Thus, the Staff Report produces RLEC cost of 

" 2013 Ou// & Phelps Risk Premium Report, p. 37. 

u Sloff Report, p. 30, ~83 and Appendix H. 

ZJ In order to allow more detailed comparisons and as discussed below, note that Duff & Phelps uses a normalized 
risk-free rate of 4 percent in light of current unrepresentative interest rate conditions and a conservative risk 
premium of 5 percenl. In contrast, the Stoff Reporl uses a risk-free rate o f onlv 1.92 percent (as of a single day, 
March 26, 2013) and a risk premium of 7.57 percent, which is higher than the long-term Ibbotson Associate's 
average or 6.7 percent. Note that the Staff Report justifies using the higher risk premium as necessary to prevent 
contradictory. "anomalous· results. See Stoll Report, p. 25, 64 and p. 32, 87. 

10 



equity resu lts that compare with professional Duff & Phelps est imates by the following 

amounts: 5.56 percent lower for the entire sample, 2.43 percent lower for the RHC 

subsample, 5.32 percent lower for the mid-sized carrier subsample, and 7.11 percent 

lower for t he RoR subsample. Consistent with the empirica l evidence on the size 

effect, the Stoff Report underestimates the equity costs of the smallest firms the most, 

which are the RoR firms that are the most comparable subsample to the average RLEC. 

The data used to generate the Duff & Phelps estimates are available by subscription 

and are relied on by investment professionals. Duff & Phelps consequently provide 

objective evidence that the Stoff Report's fai lure to adjust for the small firm effect 

provides significantly understated RLEC equ ity costs and, by implication, an 

understated average RLEC WACC. 

B. EFFECT OF ILLIQUIDITY ON CAPITAL COSTS 

While there is compelling evidence that firm size is inversely related to ca pital 

costs, size alone may not be the so le reason for such higher ca pita l costs. Smaller firms 

are typically less liquid, which means that fewer of their shares trade on a given day 

and that they have higher bid/ask spreads. Evidence indicates that less liquid shares 

command lower prices, which implies higher equity capital costs." It appears that 

there is a liquidity discoun t that is reflected in ca pital costs that is not captured in the 

size premium. RLECs are typically not publicly-traded, which make them extremely 

illiquid. Their equity capital costs should consequently significantly exceed those of the 

11 For e)(ample, see Roger G. Ibbotson, Zhiwu Chen, Daniel Y.-J. Kim, and Wendy Y. Hu, "Uquidity as an Investment 
Style; FinClncial Analysts Journal. Vol. 69, No.3, 2013, pp. 30-44. 
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publicly-traded RLECs used in the Staff Report sample of firms. 

Consider the extensive evidence cited in Pratt and Niculita's book on valuing a 

business. " They explain that it is common for equity values to be substantially 

discounted for the illiquidity and/or lack of marketability that characterize private, 

non-publicly-traded companies. Pratt and Niculita discuss two types of evidence on 

marketability discounts. The first looks at data on restricted stocks, which are public 

company stocks that are restricted from trading on the open market for a specific 

period of time. The difference in the prices of restricted and otherwi se comparable 

publicly-traded stocks provides an estimate of the value discount resulting from 

limited marketability. Pratt and Niculita cite studies that find the average price 

discount associated with restricted stocks to be between 13 percent and 45 percent. " 

The second approach studies the relationship between the prices at which companies 

were initially offered to the public (IPO prices) and the prices at which the latest 

private transactions occurred in the months prior to the given IPO. Pratt and Niculita 

find that a sample of hundreds of such transactions over a 30-year period exhibits 

discounts from about 40 percent to 72 percent under different market conditions 

even after eliminating outliers." Such discounts imply a significant increase in equity 

costs over those of otherwise comparable publicly-traded firm s. Thus, the magnitude 

Pratt, Shannon P., and Niculita, Alina V. Valuing Q Business: The Analys;s and Appraisal of Closely Held Companies 
INew York: McGraw·Hill, 2008, so. edition). 

" Prat! and Niculita, p. 431. 

" Prat! and Niculita, p. 438. 
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of the valuation discount for the lack of marketability provides another perspective on 

why the RLECs shou ld have a risk premium added to their equ ity costs beyond that 

indicated by the CAPM. The Stoff Report's fai lure to consider a lack of 

marketability/liquidity ri sk premium implicitly argues that the average RLEC is fully 

marketable and liquid even though most of them are private and therefore are not 

pUblicly-traded. The Stoff Report consequently significantly underestimates RLEC 

equity costs. 

For an additional perspective on how much the Stoff Report's RLEC equity costs 

are understated because they implicitly assume that RLECs are liquid publicly-traded 

stocks, cons ider Ibbotson Associat es' evidence on the rela t ionship between liquidity 

and stock returns. From 1972 to 2012 a broad sample of stocks traded on the NYSE, 

NYSE Amex, and NASDAQ shows that higher returns are associated with less liquid 

stocks. Indeed, the (arithmetic) average return on the least liquid stocks was 16.58 

percent while the average return on the most liquid stocks was only 11.15 percent, for 

a difference of 5.43 percent. " Liquidity premiums are not the same as size premiums 

and liquidity seems to have an even stronger effect on stock returns than size. 

Given that RLECs are largely not publicly-traded, they are by definition illiquid and 

deserving of a liquidity premium. The above Ibbotson evidence consequently provides 

a sense of just how much the Staff Report understates RLEC equity costs and the 

associated WACC. 

" 2013 Ibbotson· Stocks, Bonds, Bills, and In/lmiol1 Valuatiol1 Yearbaak', Morningstar, Inc., pp. 10S-106. 
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IV, THE STAFF REPORT USES AN ARTIFICIALLY LOW RISK-FREE RATE OF RETURN 
IN APPLYING THE CAPITAL ASSET PRICING MODEL (CAPM) 

As noted above, in its CAPM analysis the Staff Report uses a risk-free 10-year Treasury 

bond (spot) rate of only 1.92 percent, which was selected as of a single day, March 26, 

2013. The CAPM should be specified to reflect the forward -looking perspective of an 

investor. However, it is almost universally agreed that Treasury bond rates are currently 

artificially depressed to levels not seen for decades due to unprecedented Fed 

intervention in the wake of the financial crisis. Thus, the Staff Report rel ies on a single 

recent day's Treasury bond rate that is unrepresentative and, by definition, not forward -

looking. 

Valuation professionals recognize the pitfalls of using current unrepresentative, 

historically low returns that are symptomatic of the financial market crisis of 2008 and the 

market's continuing volatility. For example, Duff & Phelps recommends the use of a 

normalized 20-year yield on Treasury bonds of 4 percent." The Staff Report's use of a spot 

risk-free rate proxy of only 1.92 percent as of a single recent day is not representative of 

steady-state financial market conditions, is not forward-looking, and contributes to its 

underestimation of RLEC equity costs using the CAPM. 

In its 2011 USF/ICC Order the FCC took the position that the current interstate 

authorized RoR of 11.25 percent was too high on the basis of a review of 10-year Treasury 

" "Client Alert : Dult & Phelps Decreases U.S. Risk Premium Recommendation to 5.0%. Effective February 28, 
2013," Duff & Phelps, LLC, March 20, 2013, pp. 4 and 9-21. 
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bond rates. 30 The FCC apparently bel ieves that all capital costs must fall in tandem with . , 

the level of interest ra tes. Yet th is is incorrect . Decrea ses in interes t rates do not 

necessari ly imply an equivalent decrease in the overall cost of capital. There is evidence 

that the equity risk premium is related inversely to the returns on low risk benchmark 

debt securities. 31 Thus, when interest rates decline, the equity risk premium widens and 

when interest rates rise, the equity risk premium narrows. Eq uity costs and interest rates 

consequently do not move perfectly in tandem, and equity costs fall less than interest 

rates in a declining environment. It is consequently important not to assume that the 

authorized RoR must have fallen because the general level of interest rates has fallen so 

low of late because of the finanCial cris is. Objective empirical analysis is required to 

determine if changes in risk have more than offset the effect of lower interest rates on 

equity capital costs in general and RLEC equity capita l costs in particular. Given the greater 

risks faced by RLECs in the current competitive landscape, there is reason to bel ieve that 

their capital costs have increased on net. " 

30 See Conllect America Fund, we Docket No. 10-90, A National Broadband Plan for Our Future, GN Docket No. 09-
51, Establishing Just and Reasonable Rates for local Exchange Carriers, we Docket No. 07-135, High-Cast Universal 
Service Support, we Docket No. 05-337. Developing on Ullified Illtercorrier Compensation Regime, ee Docket No. 
01 -92. Federal-State JoillC Boord on Universal Service, ee Docket No. 96- 45. lifeline and link-Up, we Docket No. 
03-109, Notice of Proposed Rutemaking and Further Notice of Proposed Rutemaking, 26 Fee Rcd. 4554 (2011) ~11 
636-640. 

JI For example, see R. S. Harris and F. C. Marston, HEstimating Shareholder Risk Premia Using Analysts' Growth 
Forecasts," Financial Management, 1992, pp. 63-70. Speci fically, their study finds evidence that the equity market 
risk premium is expected to change an average of -0.6S1 of changes in the level of long-term Treasury bond yields. 
More recent work by Harris and Marsden also finds the same inverse relationship between expected risk 
premiums and interest rates ("The M arket Risk Premium: Expcctational Estimates Using A'lalysts Forecasts,H 

Journal of Applied Finance, 2001, pp. 6-16). 

)% My previously filed statement in this proceeding provides evidence that RlEC capi tal costs have not changed 

• 

sufficiently to justify the Commission represcribing an authorized RoR below the current 11.25 percent rate. See • 
January 2012 Associacion Comments, Appendix C, Professor Randall Billingsley Statement: In Re: Interstate Rate o f 
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• V. THE STAFF REPORT ARBITRARILY AND SelECTIVELY LIMITS CHOSEN INPUT 

VALUES AND CONTRADICTS THE WelL-ACCEPTED RISK/RETURN TRADE-OFF 

PRINCIPLE 

The Staff Report admits that its CAPM results "are low compared to the cost of debt" 

and that this result is "anomalous."" This counter- intuitive situation is found for about 

one-third of the Staff's overall sample. While the Staff Report attributes this anomalous 

result to "measurement error," it serves as a red flag that there are serious flaws in either 

the sa mple Identification procedure and/or the application of the CAPM. Cost of equity 

estimates that are lower than the associated cost of debt for a company violate the well-

accepted risk/return trade-off. Equities should have higher expected returns than debt 

securities because equities are riskier. 

Consider the Staff Report's explanation of the anomalous relationship between the 

provided debt and equity cost estimates: 

Any equity premium less than 7.57 percent results in a cost of equity that is 
less than the cost of debt for some of our firms, which violates a 
fundamental precept of economics, strongly implying error in our estimates 
(footnote omitted). As an approximation designed to remove this anomaly, 
we performed the cost of equity calculation using 7.57 percent as the lower 
bound of the market premium ... " 

Thus, the stoff Report acknowledges that the specific value of the equity market risk 

premium used in its CAPM analysis is chosen solely on the basiS of the need to offset the 

above-noted anomalous findings. Indeed, the Staff Report cautions that "[t[his adjustment 

Return Represcript ion Report and Order of Further Not ice of Proposed Rulemaking, FCC 11-161, November 18, 
2011. 

" Stoff lIeport, p. 30, ~84 . 

" Stoff lIeport. pp. 31-32, ~87 . 
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is not without its own problems" beca use it in troduces other biases that might not be 

offset ting.3s Thus, the risk premium was not chosen on the basis of the best empirical 

evidence and was not informed by an understanding of fi rmly·based financial economic 

theory. In contrast, it was chosen only to compensate for interna lly inconsistent cost of 

equity and cost of debt estimates. This practice is arb itrary, unsupported, and misleading. 

It renders the Staff Report's associated cost of capital recommendations unreliable. 

Vi. THE STAFF REPORT'S COST OF CAPiTAL RESULTS DEFY COMMON SENSE 

As previously noted, the Staff Report accepts the unsubstantiated assumption that the 

RHCs are perce ived to opera te in riskier businesses than RlECs. " The report consequently 

argues that an RHC's cost of equity should be higher than an RLEC's. Indeed, the Staff 

Report presents a RlEC WACC range of 6.78 percent to 8.10 percent and a RHC WACC 

range of 7.35 percent to 9.13 percent. " 

This begs common sense: which is riskier, a pure land line, sma ll rural 

telecommunications company or a broadly diversified, large telecommunications firm 

with extensive wire less holdings? Which would you be more comfortable investing in and 

how would you adjust your return requirements in light of your intuition? More 

specif ica lly, would you be comfortable investing in an RLEC that offered you about a one 

percent lower expected return than an RHC like Veriwn or AT&T? Few investors would 

likely invest in RlECs in such ci rcumstances. The Staff Report's cost of capital estimates 

" Staff Repor!, p. 32, ~88. 

" Staff Report. p. 8, footnote 45 . 

" Stoff Repor! , Appendix K. 
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defy financial common sense, which shows that its overall recommendations to the 

Commission are unreliable. 

VII. CONCLUSION 

The Staff Report's recommended reasonable range for the RLEC authorized RoR of 

only 8.06 percent to 8.72 percent is unrealistically low, unreliable, and results from 

depending on unrepresentative data and errors in applying commonly-used 

methodologies. One of the greatest limitations of the Staff Report is that it relies on an 

unrepresentative sample of telecommunications firms that are assumed rather than 

demonstrated to be comparable to the average RLEC. The RLECs themse lves should be 

used as much as possible as a direct sample. At a minimum, their characteristics should be 

explicitly matched with a sample of firms demonstrated rather than assumed to be 

comparable to the average RLEC. 

Of extraordinary significance is also that the Staff Report does not consider the 

material, well-documented effects of small firm size and illiquidity on RLEC capital costs, 

which biases its estimates downward. It is apparent that the Staff Report does not 

consider that the average RLEC is not publicly-traded and is consequently relatively small 

and illiquid, which indicates the need for additional risk premiums to be reflected in 

capital costs. 

The Staff Report would have us be comfortable investing in an RLEC that offered about 

a one percent lower expected return than an RHC like Verizon or AT&T. This defies 

financial common sense. Few investors would likely invest in RLECs in such circumstances 

and the Commission's acceptance of the Staff Report's cost of capital recommendations 

18 



will likely deprive the RLECs of t he abil ity to attract the capita l needed to st imulate 

continued and additional investment in broadband. It is part icularly telling that the Staff 

Report arbitrarily and selectively limits chosen input va lues and contradicts the well

accepted risk/return trade-off principle in applying its cost of capital methods. The Staff 

Report 's admittedly anomalous findings and the numerous shortcomings discu ssed in my 

comments suggest that the Commission should leave the authorized RoR at or above its 

current level of 11.25 percent pending development of new 5ampling and methodological 

approaches tha t ca n accurate ly determine the cost of ca pital for RLECs. 
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APPOINTMENTS 
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University 

Assistant Department Head, Department of Finance, Virginia 
Polytechnic Institute & State University 

Advisor, Student-Managed Endowment for Educational Development 
(SEED) 
Virginia Polytechnic Institute & State University 

Duties: Organize, advise, and instruct finance undergraduates and 
MBAs managing approximately $5.0 million equity fund on 
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Duties: Project director, responsible for the development and 
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Bachelor of Arts in Economics 
Texas Tech University 
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Institute & State University, 2002-2003. 

Teaching Excellence Award, Pamplin College of Business, Virginia Polytechnic Institute & State 
University, 1986-1987. 
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Howe, Edward Nelling, J. Clay Singleton, and E. Theodore Veit . Series Editor: Michael D. Joehnk). 
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analysis, and derivatives and alternative investments, which are in Volumes I and 3. (Cengage 
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Personal Financial Planning, (Cengage Learning: Mason, OH, 13'" edition, 2013), (Author listing: 
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related to above Personal Financial Planning book.) 
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2266 (Author listing: Don M . Autore, Randall S. Billingsley, and Tunde Kovacs). 

" In formation Uncertainty and Auditor Reputation," Journal of Bonking and Finance, Vol. 33, No. 
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"Integration of the Mortgage Market," Journal of Financial Services Research, Vol. 6, 1992, 
137-155, (Author listing: R. S. Billingsley. V. A. Bonomo, and S. P. Ferris). 

"Units of Debt with Warrants: Evidence of the 'Penalty-Free' Issuance of an Equity-Like 
Security," The Journal of Financial Research, Vol. 13, No. 3, Fall 1990, pp. 187-199, (Author 
listing: R. S. Billingsley, R. E. Lamy, and D. M. Smith). 

"Shareholder Wealth and Stock Repurchases by Bank Holding Companies, " Quarterly Journal of 
Business and Ecanomics, Vol. 28, No.1, Winter 1989, pp. 3-25, (Author listing: R. S. Billingsley, 
D. R. Fraser and G. R. Thompson). 

Abstract: Journal of Ecanomic Litera ture, Vol. 27, No. 3, September 1989, p. 1503. 

"The Regula tion of International Lending: IMF Support, the Debt Crisis, and Bank Shareholders," 
Journal of Banking and Finance, Vol. 12, No.2, 1988, pp. 255-274, (Author listing: R. S. 
Billingsley and R. E. La my). 
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"Put-Call Ratios and Market Timing Effectiveness," Journal of Portfolio Management, Vol. 15, 
No.1, Fall 1988, pp. 25-28, (Author listing: R. 5. Billingsley and D. M. Chance). 

Citation: "Using 'Dumb' Money as a Market Guide," Earl C. Gottschalk, Jr., the Wall Street 
Journal, January 17, 1989, p. C1. 

"Bankruptcy Avoidance as a Merger Incentive," Managerial Finance, Vol. 14, No.1, November 
1988, pp. 25-33, (Author listing: R. 5. Billingsley, D. J. Johnson, and R. P. Marquette). 

"The Pricing and Performance of Stock Index Futures Spreads," Journal of Futures Markets, Vol. 
8, No.3, June 1988, pp. 303-318, (Author listing: R. S. Billingsley and D. M. Chance). 

"The Choice Among Debt, Equity, and Convertible Bonds," Journal of Financial Research, Vol . 
11, No.1, Spring 1988, pp. 43-55, (Author listing: R. S. Billingsley, R. E. Lamy, and G. R. 
Thompson). 

"Valuation of Primary Issue Convertible Bonds," Journal of Financial Research, Vol . 9, No.3, Fall 
1986, pp. 251-259, (Author listing: R. S. Billingsley, R. E. Lamy, and G. R. Thompson). 

Abridged Reprint: The CFA Digest, Vol. 17, No.2, Spring 1987, pp. 18-19 . 

"The Reaction of Defense Industry Stocks to World Events," Akron Business and Economic 
Review, Vol. 18, No.2, Summer 1987, pp. 40-47, (Author listing: R. S. Billingsley, R. E. Lamy, and 
G. R. Thompson). 

"Listed Stock Options and Managerial Strategy," Strategy and Executive Action, No.4, Fall 1986, 
pp. 17-20, 28, (Author listing: R. S. Billingsley and D. M. Chance). 

"Reevaluating Mortgage Refinancing "Rules of Thumb," Journal of the Institute of Certified 
Financial Planners, Vol. 7, No.1, Spring 1986, pp. 37-45, (Author listing: R. S. Billingsley and D. 
M . Chance). 
"Explaining Yield Savings on New Convertible Bond Issues," Quarterly Journal of Business and 

Economics, Vol. 24, No.3, Summer 1985, pp. 92-104, (Author listing: R. S. Billingsley, R. E. Lamy, 
M. W. Marr, and G. R. Thompson). 

Abstract: Journal of Economic Literature, Vol. 24, No . 2, June 1986, p. 1083. 

"Options Market Efficiency and the Box Spread Strategy," Financial Review, Vol. 20, No.4, 
November 1985, pp. 287-301, (Author listing: R. S. Billingsley and D. M. Chance). 
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Reprint: CFA Readings in Derivative Securities, pp. 217-231, Charlottesville, VA: The Institute 
of Chartered Financial Analysts, 1988. 

"Determinants of Stock Repurchases by Bank Holding Companies, " lournal of Bank Reseorch, 
Vol. 16, No.3, Autumn 1985, pp. 128-35, (Author listing: R. S. Billingsley and G. R. Thompson). 

"The Informational Content of Unrated Industrial Ronds," Akron Business and Economic Review, 
Vol. 16, No.2, Summer 1985, pp. 53-58, (Author listing: R. S. Billingsley and R. E. Lamy). 

"Split Ratings and Bond Reoffering Yields," Financial Management, Vol. 14, No.2, Summer 
1985, pp. 59-65, (Author listing: R. S. Billingsley, R. E. Lamy, M . W. Marr, and G. R. Thompson). 

"Determinants of Bank Holding Company Bond Ratings, " Financiol Review, Vol. 19, No.1, March 
1984, pp. 55-66, (Author listing: R. S. Billingsley and D. R. Fraser) . 

Abstract: lournal of Economic Literature, Vol. 22, No.4, December 1984, p. 2010. 
"Market Reaction to the Formation of One-Bank Holding Companies and the 1970 Bank Holding 
Company Act Amendment," Journal of Banking and Finan ce, Vol. 8, No. 2, 1984, pp. 21-33, 
(Author listing : R. S. Billingsley and R. E. Lamy). 

Journal Articles - Other 

"Preliminary Study Indicates Optimal Number of Advisors May Be 40 +, " Managed I\ccaunt 
Reports, Issue No. 185, July 1994, p. 13. 

"Managing Portfolios Using Index Options," Futures, Vol . 14, No.9, September 1985, pp. 70-74, 
(Author listing: D. M . Chance and R. S. Billingsley). 

Monographs & Sponsored Research 

"The Evolution of Depository Institution Regulation in the United States," in Bonking and 
Monetary Reform: A Conservative Agenda, Catherine England, pp. 47-56, Washington, D. C.: 
The Heritage Foundation, 1985, (Author listing: R. S. Billingsley). 

Fare Box and Public Revenue: How to Finance Public Transportation . State Department of 
Highways and Public Transportation, Texas Transportation Institute, February 1980, (Author 
listing: R. S. Billingsley, P. K. Guse man and W. F. McFarland). 

Cases 

"Merck & Company: A Comprehensive Equity Valuation Ana lysis," Charlottesville, VA: The 
Association for Investment Management and Research, (Author listing: R. 5. Billingsley), 1996 . 
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• 
Adopted by the Candidate Curriculum Committee of the CFA Program: 1997, 1998, 1999, 
2000,2001, and 2002. 

"Equity Securities Analysis Case Study: Merck & Company," The CFA Candidate Readings II, 
Charlottesville, VA : The Association for Investment Management and Research, (Author listing: 
R. S. Billingsley), 1994. 

Adopted by the Ca ndidate Curriculum Committee of the CFA Program: 1994, 1995, and 
1996. 

Proceedings 

"Bankruptcy Avoidance as a Merger Incentive: An Empirical Study of Failing Firms," Financial 
Review, Vol. 18, No. 3, 1983, p. 94, (Author listing: R. S. Billingsley, D. J. Johnson, and R. P. 
Marquette). 

"A Multivariate Analysis of the Ratings of Bank Holding Company Debt Issues," The Financial 
Review, Vol. 17, No. 2, July 1982, p. 57, (Author listing : R. S. Billingsley and D. R. Fraser). 

Editor 

"Corporate Decision Making and Equity Analysis," Seminar Proceedings, Charlottesville, VA : The 
Association for Investment Management and Research, (Author listing: R. S. Billingsley, Editor), 
1995. 
"Industry Analysis: The Telecommunications Industry," Seminar Proceedings, Charlottesville, 
VA : The Association for Investment Management and Research, (Author listing: R. S. Billingsley, 
Editor), 1994. 

PAPERS PRESENTED AT PROFESSIONAL MEETINGS 

"Regulatory Uncertainty, Corporate Expectations, and the Postponement of Investment : The 
Case of Electricity Market Deregulation," (Author listing: R. S. Billingsley and C. J. Ullrich). 
Presented at the Energy & Finance Conference, Erasmus School of Economics, Erasmus 
University, Rotterdam, The Netherlands, October 2011. Winner of the Best Academic Paper 
Award . 

"Short Sale Constraints, Dispersion of Opinion, and Market Quality: Evidence from the Short 
Sa le Ban on U.S. Financia l Stocks," (Author Listing: D. M . Autore, R. S. Billingsley, and Tunde 
Kovacs). Presented at the Financial Management Association Meetings, Reno, Nevada, October 
2009. (Subsequently published in the Journal 0/ Banking and Finance, see article citation.) 
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"Information Uncertainty and Auditor Reputation," (Author listing: D. M. Autore, R. S. 
Billingsley, and M. I. Schneller) . Presented at the Financia l Management Association Meetings, 
Orlando, Florida, October 2007. (Subsequ ntly published ;n the Journal of Banking and Finance, 
see article citation.) 

"The Te lecommunications Act of 1996: Preliminary Surprises of Deregulation," (Author listing: 
R. S. Billingsley, P. P. Peterson, and J. M . Pinkerton). Presented at the Financial Management 
Association Meetings, Seattle, Washington, October 2000. 

"Further Evidence on the Gains from Diversification in Multi-Manager Programs," (Author 
listing: R. S. Billingsley and D. M. Chance). Presented at Managed Account Reports' conference, 
Alternative Investment Strategies, Chicago, Illinois, June 1995. 

"The Gains from Diversification in a Multi-Manager Program: Some Preliminary Results," 
(Author listing: R. S. Bill ingsley and D. M. Chance). Presented at Managed Account Reports' 
conference, Derivatives Investment Management, Chicago, Illinois, July 1994. 

"Firm Value and Convertible Debt Issues: Signaling vs. Agency Effects," (Author list ing: R. S. 
Billingsley, R. E. Lamy, and D. M. Smith). Presented at the Eastern Finance Association Meetings, 
Hot Springs, Virginia, April 1991. 

"The Valuation of Simultaneous Debt and Equity Offerings," (Author listing: R. S. Billingsley, R. E. 
Lamy, and D. M. Smith) . Presented at the Fina ncial Management Association Meetings, 
Orlando, Florida, October 1990. 

"The Choice Between Issuing Convertible Bonds and Units of Debt with Warrants," (Author 
listing: R. S. Billingsley, R. E. Lamy and D. M. Smith). Presented at the Financial Management 
Association Meetings, New Orleans, Louisiana, October 1988. (Subsequen tly published in The 
Journal of Financial Research, see article citation.) 

"The Choice Among Debt, Equity, and Convert ible Bonds," (Author listing: R. S. Bill ingsley, R. E. 
Lamy, and G. R. Thompson). Presented at the Financial Management Association Meetings, Las 
Vegas, Nevada, October 1987. (Subsequently published in The Journal of Financial Research, see 
article cita t ion.) 

"The Regulation of International Lending: IMF Support, the Debt CriSis, and Bank Shareholders," 
(Author listing: R. S. Billingsley and R. E. Lamy). Prese nted at the Conference on Bank Structure 
and Competition, Federal Reserve Bank of Chicago, Chicago, Illinois, May 1986. (Subsequently 
published in the Journal of Banking and Finance, see article citation.) 

"Valuation of Primary Issue Convertible Bonds," (Au thor listing: R. S. Bill ingsley, R. E. Lamy and 
G. R. Thompson). Presented at the Financial Management Association Meetings, Denver, 
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• Colorado, October 1985. (Subsequently published in The Journal of Financial Research, see 
article citation.) 

"The Economic Impact of Split Ratings on Bond Reoffering Yields," (Author listing: R. S. 
Billingsley, R. E. Lamy, M . W. Marr, and G. R. Thompson). Presented at the Financial 
Management Association Meetings, Toronto, Canada, October 1984. (Subsequently published 
in Financial Management, see articl e citation.) 

"The Informational Content of Unrated Industrial Bonds," (Author listing: R. S. Billingsley and R. 
E. Lamy). Presented at the Financial Management Association Meetings, Atlanta, Georgia, 
October 1983. (Subsequently published in Akron Business and Economic Review, see article 
citation.) 

"Bankruptcy Avoidance As A Merger Incentive: An Empirical Study of Failing Firms," (Author 
listing: R. S. Billingsley, R. P. Marquette, and D. J. Johnson). Presented at the Eastern Finance 
Association Meetings, New York, New York, April 1983. (Subsequently published in Managerial 
Finance, see article ci tation.) 

"A Multivariate Analysis of the Ratings of Bank Holding Company Debt Issues," (Author listing: 
R. S. Billingsley and D. R. Fraser) . Presented at the Eastern Finance Association Meetings, 

( Jacksonville, Florida, April 1982. (Subsequently published in The Financial Review, see article 
citation.) 

PROFESSIONAL EDUCATIONAL SEMINARS PLANNED AND ORGANIZED FOR THE 
ASSOCIATION FOR INVESTMENT MANAGEMENT AND RESEARCH 

(Subsequently renamed the CFA Institute) 

"Corporate Financial Decision Making and Equity Analysis," New York, NY, February 2000. 
Conference Moderator: M . Kritzman. 

"Risk Management," Boston, MA, March 1999. Conference Moderator : B. Putnam. 

"Investing in the "New" Telecommunications Industry," New York, NY, September 1997. 
Conference Moderator: L. J. Haverty, Jr. 

"Managing the Investment Professional," Chicago, IL, April 1996. Conference Moderator : R. S. 
Lannamann. 

"Effect ive Risk Management in the Investment Firm," Boston MA, October 1995. Conference 
Moderator: G. L. Gastineau. 
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"Equity Analysis: The Role of Corporate Financial Decision Making," Washington, D.C., January 
1995. Conference Moderator: R. S. Billingsley. 

"Blending Quantita tive and Traditional Equity Analysis," Boston, MA, March 1994. Conference 
Moderator: H. R. Fogler. 

" Industry Analysis: The Telecommunications Industries," New York, NY, November 1993. 
Conference Moderator: R. S. Bill ingsley. 

PROFESSIONAL SERVICE 

Board of Directors 

Virginia Tech Services, chair of audit committee, 200S - 2010. 

Socie ty of Util ity and Regulatory Financial Analysts, 1993 - 2002. 

Virginia Tech Faculty Senate 

Senator, 2006 - 2009. 

CFA Institute Activities 
(Formally the Association for Investment Management and Research) 
Professional service beyond duties performed as Vice President. 

Grading Staff, Institute of Chartered Financial Analysts, June 1987. 

Candidate Curriculum Committee, Institute of Chartered Financia l Analysts, Quantitative 
Analysis Subcommittee, 1987-1989. 

CFA Examination Analysis Team, Levels I-II!, March 1988. 

CFA Examination Grading Review Team, July 1988. 

Facu lty, CFA Refresher Course, Valuation : Equity, Charlottesvill e, VA, June 1992, June 1993, 
June 1994, UCLA, November 1994 . 

Faculty, Basics of Equity Ana lysis, Montrea l, Quebec, Ca nada, November 1994. 
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• 
Manuscript Referee for Selected Journals 

Journal af Banking and Finance 

Journal of Business Research 

Journal of Financial Research 

Journal af Futures Markets 

Financial Review 

Quarterly Review of Business and Economics 

International Review of Economics and Finance 

Journal of Business Research 

SElECTED INVITED SPEECHES/WORKSHOPS 

Paper presented at Wake Forest University and Rollins College, Spring 2011, "Short Sale 
Constraints and Dispersion of Opinion: Evidence from the Short Sale Ban on U.S. Financial 
Stocks," Author listing: Don M. Autore, Randall S. Billingsley, and Tunde Kovacs. 

Mubadala Development, "Company Analysis: Valuation, Forecasting, and Financial Modeling," 
Abu Dhabi, UAE, April 2009. 

The Richmond Society of Financial Analysts, "Reverse Financia l Engineering and the Consensus 
Equity Valuation," Richmond, VA, January 2004. 

LDC / Virginia State Corporation Commission Conference, "LDC Return On Equity: Has The 
World Changed? Common Myths in Cost of Capital Analysis," Roanoke, VA, October 2003. 

Securities Analysts' Association, "Equity Valuation and Analysis Workshop," Bangkok, Thailand, 
March 1997 and March 1998. 

Maryland - District of Columbia Utilities Association, "Telecommunica tions: Increasing Risk on 
the Horizon? An Investment Community Perspective," 71st Annual Fall Conference, Ocean City, 
MD, September 1995. 
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Bell Atlantic, "Do the 'Traditional' Cost of Equity Est imation Methods Work in the Cu rrent 
Environment?" National Accounting Witn 55 Conference, L~ndsd owne Conference Resert, '11\, 

April 1994. 

Southeastern Electric Exchange, "Trends in Estimating the Cast of Equity for Public Ut ilities," St. 
Petersburg, FL, Oct ober 1993. 

Securities Analysts' Associat ion, "Common Problems in Valuing Equity Securities," Bangkok, 
Thailand, April 1992. 

Virgin ia Bankers Associat ion, Group Five (Credit Policy Commi ttee), "Want to Sell Your Ba lik?" 
Interstate Banking in 1987 and Beyond, " Credi t Policy Conference, Radford, VA, April 1987. 

CONSULTING AC IVITIES 

Equity Valuation and Portfolio Management Consulting 

Equity valuation modeling and portfolio opt imiza tion. 

Cost of Capital Analysis and Financial Damages Estimation Consulting 

Expert witness consulting and testifying (especia lly for U.S. telecommunications firms), 
economic damages ana lysis, and va luation of private firms. See testimony filings below. 

Investment Education Consulting 

Train investment professionals preparing for CFA examinations in the U.S., Europe, and Asia. 

Selected Consulting Clients 

Bell Atlantic 

BeliSouth Telecommunica tions 

CFA Institute (formerly the Association for Investment Management and Research) 

The Financial Analysts' Review of the United States 

Howrey Simon Arnold & White, LLP 
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Institut Penembangan Analisis Finansial, Jakarta, Indonesia 

LECG 

Mubadala Development, Abu Dhabi, UAE 

National Exchange Carrier Association 

Schweser Study Program (a Kaplan Professional Company) 

Securities Analysts' Association, Bangkok, Thai land 

Sprint 

Union Bank of Switzerland and UBS AG, ZUrich and Base l 

United States Telecommunications Association 

Virginia Retirement System, Internal Equity Management 

Expert Witness Telecommunications Regulatory Testimony 
(Note : only original docket indicated; direct and rebuttal not distinguished in same docket 
spanning over one year.) 

Company 
National Exchange Carrier Association 
BeliSouth Telecommunications (Alabama ) 
BeliSouth Telecommunications (Florida) 
BeliSouth Telecommunications (Georgia) 
BeliSouth Telecommunications (Kentucky) 
BeliSouth Telecommunications (Louisiana) 
BeliSouth Telecommunications (Mississippi) 
BeliSouth Telecommunications (North Carolina) 
BeliSouth Telecommunications (North Carolina) 
BeliSouth Telecommunications (South Carolina) 
BeliSouth Telecommunications (Tennessee) 
BeliSouth Telecommunications (Georgia) 
Haviland Telephone Company (Kansas) 
Innovative Telephone Company (U.S.V.I.) 

14 

Docket No. and Year 
FCC WT 10-208 2102 
ALPSC 29054 2004 
FLPSC 30851-TP 2004 
GPSC 14361-U Remand 2004 
KYPSC 00374 2004 
LAPSC U-27571 2004 
MSPSC 2003-AD-174 2004 
NCP5C P-100, Sub 133D 2004 
NCPSC P-IOO, Sub 1330 2004 
PSCSC 2003-326-C 2004 
TRA 03-00491 2004 
GAPSC 17749-U 2003 
KCC 03-HVDT-664-RTS 2003 
VIPSC 532 2002 



• 
BeliSouth Telecommunicat ions (North Carolina) NCPSC P-100, Sub133D 2002 

BeliSouth Telecommunications (Georgia) GAPSe 14361-U 2001 

BeliSouth Telecommunications (Alabama) ALPSC 27821 2000 

BeliSouth Telecommunications (Florida) FLPSC 990649-TP 2000 

BeliSouth Telecommunications (Kentucky) KPSC Adm . Case 382 2000 

BeliSouth Telecommunications (Louisiana) LAPSC U-24714, Sub A 2000 

BeliSouth Telecomm unications (M ississipp i) MPSC 2000-UA-999 2000 

BeliSouth Te lecommunications (South Carol ina) SCPUC 2001-65-C 2000 

United State Telephone Association, et al. FCC 98-166 1999 

BeliSouth Telecommunications and 
Sprint-Florida (Horida) FLPSC 980696 1998 

BeliSouth Telecommunications (Alabama) ALPSC 25980 1998 

BeliSouth Telecommunicat ion (Florida) FLPSC 980696-TP 1998 

BeliSouth Telecommunications (Kentucky) KPSC Adm. Case 361 1998 

Company Docket No. and Year 

BeliSouth Te lecommunications (Mississ ippi) M PSC 98-AD-035 1998 

BeliSouth Telecommunications (Mississippi) MPSC 98-AD-544 1998 

BeliSouth Telecommunications (North Carolina) NCPSC P-100, Sub 133B 1998 • BeliSouth Telecommunicat ions (North Carolina) NCPSC P-100, Sub 1330 1998 

BeliSouth Telecommunications (Tennessee) TRA 97-00888 1998 

BeliSouth Te lecommunications (Florida) FLPSC 960833-TP 1997 

BeliSouth Telecommunications (Kentucky) KPSC Adm . Case 360 1997 

BeliSou th Telecommunications (Tennessee) TRA 97-01262 1997 

BeliSouth Telecommunications (South Carolina) SCPSC 97-374-C 1997 

BeliSouth Te lecommunications (Florida) FPSC 960833-TP 1997 

BeliSouth Te lecommunica tions (Alabama) ALPSC 26029 1997 

BeliSouth Telecommunications (Georgia) GAPSC 7061-U 1997 

United States Telephone Assoc iation FCC 96-262 1997 

United States Telephone Association FCC AA096-28 1996 

Southern Bell (South Carolina) SCPSC 95-862-C 1995 

United States Telephone Associa t ion FCC 94-1 1994 

Southern Bell (South Carolina) SCPSC 93-503-C 1994 

Southern Bell (Georgia) GPSC 3905-4 1994 

Southern Bell (Florida) FPSC 920260-TL 1993 
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Appendix B: 

Free Cash Flow Methodology to Calculate RLEC Cost of Capital 
Detailed Explanation 



APPENDIX B: DCF Using the Free Cash Flow Method 

Estimating the cost of capital is a very difficu lt issue, espec ially for companies whose ownership 

and debt are not t raded on open markets. Economists have developed techniques to capture 

basic elements of the cost of equity and debt. The cost of debt is primarily associated with 

market interest rates. The Discounted Cash Flow (DCF) approach focuses on discounting future 

cash flows a company is expected to yield to an equity holder. The Capital Asset Pricing Model 

(CAPM) model predicts a relationship between the expected return on an asset and its risk . 

Economic theory underlying Weighted Average Cost of Capital (WACC) shows that business risk 

is the key element of the cost of capitaL' 

These techniques are based on simplifying assumptions of rational investors, highly efficient 

markets, and market expectations that are closely in line with market performance. The Staff 

Report recognizes that these assumptions have been called into question by economists 

including Fama and French, and Shiller. 2 According to another scholar, Joseph Stiglitz, a Nobel 

Prize winner in economics, neoclassical approaches to determining cost of capital are suspect 

because they assume no credit rationing, despite the widespread use of such techniques to 

limit loans to less risky customers instead of charging higher interest rates. 3 

As to the cost of capital techniques developed by Modigliani and Miller and used by the Bureau, 

Stiglitz said, "Modigliani and Miller ignored the possibility of bankruptcy and the costs 

associated with it - and the fact that the more a firm borrows, the higher the probability of 

bankruptcy. They also ignored the information that might be conveyed by an owner's deCision 

to sell shares; an owner's eagerness to sell shares at a very low,price almost surely says 

1 Modigliani, F.; Miller, M ., "The Cost of Capital. Corporation Finance and the Theory of 
Investment", AM. Eco. REV. 48 (3) : 261-297 (1958). The theorem assumes away default risk and 
tax shields. 

2 Staff Report 1111 58 n.99, 62 n.l08. 

3 See JOSEPH E. STlGllTZ, FREEFALL: AMERICA, FREE MARKETS, AND THE SINKING OF THE WORLD ECONOMY 246 
(W.w.Norton & Company, Inc. 2010) In regard to credit rationing, in recently filed comments in 
this proceeding, CoBank asked that the Staff Report 

"include a paragraph discussing the lack of funding availability for RLECs given that 
unpredictability in the cost recovery mechanism because of limits and caps on universal 
service funding and inter-carrier compensation adversely impact RLEC creditworthiness. 
Essentially, lenders are constrained with respect to prudent and appropriate RLEC 
lending, consistent with regulatory underwriting and credit administration 
requirements, when the income capacity of a RLEC borrower is not reasonably 
predictable and well establi shed over time." 

Comments of CoBank, WC Docket No. 10-90, 5 (filed Apr. 18, 2011). 
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• something about his views of the firm 's future prospects. '" Recent sales of assets, therefore, 

could have a strong bearing on an investor's required rate of return . This information is a key 

benefit of using the Free Cash Flow (FCF) approach described below. 

The FCF method estimates the cost of capital based on actual information conveyed by buyers 

and sellers of rural access lines, rather than generalized market data and "proxy" companies. 

The FCF method is another form of the DCF technique. However, the standard textbook 

illustration of DCF assumes a passive investor valuing a traded share of equity, deriving a bid 

price based on the stock' s future cash inflows (i.e., the dividends the investor expects to 

receive). The required return of this type of investor is limited to a return on equity, that is, the 

return on the stock purchase. To derive a WACC, an analyst would then have to estimate the 

cost of debt and weight the debt and equity funding sources, which adds complexity and is 

likely to introduce errors, especia lly for estimating the WACC for companies not traded on 

orga nized exchanges. 

The FCF method relies on actual operating data for the current cash flow, growth in operations, 

and actual asset sa les to estimate the value of a firm. In effect, it relies on a DCF calculation 

made by an investor who is acquiring assets and is likely to manage them. The investor values 

the company by estimating the future free cash flow the company will generate and discount 

back to the present. The strike (sales) price is in effect the value of the firm measured as either 

the market value of its assets or the market value of its debt and equity. As a result, the 

required rate of return of an active investor already embeds the cost of equity and debt. The 

FCF approach, therefore, avoids having to deal with separate errors of estimating the cost of 

debt and equity as well as the target capital structure weights. 

The FCF method is closely akin to a standard payback technique that produces a return on 

investment estimate. People buying and selling properties typically want to know how long it 

will take to recover their original investment and what level of return the investor can expect. 

For example, if the FCF multiple is 5, it means that investors want their money back in five years 

and effectively want a return on investment of 20%. In sales of rural access lines, the 

transaction is defined by the sale price, the number of lines, and XEBITDA. S 

, See Stiglitz at 246. 

5 Times EBITDA is similar to estimating the sales price as a multiple of cash flow. See 
Attachment 1, provided by JSI Capital, Inc., which includes one such multiple analysis based on 
OIBDA (Opera ting Income Before Depreciation and Amortization) . 
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The FCF approach is well accepted by financial analysts and is described in standard textbooks, 

including McKinsey & Company's book on Va luat ion,6 cited as authoritative in the Staff Report. 7 

The 2005 edition of this text de cribes the "well-known cash flow perpetuity formula:" S 

Value = FCF,=,/(WACC - g) 

According to Koller et 01., "this formula is well established in the finance and mathematics 

literature.',9 

The Rural Associations used this formula to derive the fo llowing relationship :JO 

WACC = FCF/Value 

This formula does not include growth or g, beca use an analysis of yearly revenue requirement 

growth showed that the three-year average of 9 is .01 percent. Given the uncertainty in the 

environm ent, this is our best guess of the future level of g. Since the predicted 9 has a 

negligible impact on the calculations, it can be ignored when using the formula to derive WACC. 

There are other practical advantages of using the FCF method besides its simplicity. For 

example, FCF data are limited to RLEC regulated activities, for which cost of capital 

determinations are relevant for purposes of prescribing an au thorized RoR. By contrast, the 

Staff Proposed Proxy includes companies for which as little as 10 percent of overall operations 

cou ld be classified as incumbent LEC price-regulated interstate te lecommunications. J 1 

6 Tom Copeland, Tim Koller, and Jack Murrin, VALUATION: M EASURING AND MANAGING THE VALUE OF 
COMPANIES (McKinsey & Company 2000). 

7 Staff Report ~~ 12,64. 

S M cK insey & Company: Tim Koller, Marc Goedhart, and David Wessels, VALUATION: MEASURING 
AND MANAGING THE VALUE OF COMPANIES 62 (John Wiley & Sons, Inc. 2005) . 

9 Id. at 62. 

10 January 2012 Association Comments at 57. 

II Staff Report ~ 12. 
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• Moreover, the dataset used by the Rural Associa tions in this analysis consists of 633 cost and 

average schedule companies, as opposed to the 16 proxy companies used by the Bureau in 

preparing its recommendation. '2 

The WCB staff expressed concern that the FCF analysis " rel ies on a non-random sample of cost 

companies that chose to respond to a NECA data request,'''3 In fact, as noted above, the 

datase t consists of both cost and average schedule companies. To test whether the FCF sa mple 

is representative of the NECA common line pool, however, it is possible to plot the line size 

distribution of the common line pool and overlay it with the line size distribution of the FCF 

sample. As one can see in Figure 1, the two distributions are very similar, which is further 

supported by a statistical test. 14 

12 These data have previously been provided to the Commission. See Letter from Regina McNeil, 
Vice President of Legal, General Counsel & Corporate Secretary, National Exchange Carrier 
Associa tion, Inc., to Ms. Marlene H. Dortch, Secretary, FCC, CC Docket No. 01-92 (filed Feb. 29, 
2011). 

13 Staff Report 11 56 n.94 . 

14 The Kolmogorov-Smirnov two-sample test had a p value of 0.19, indicating the null 
hypothesis of identical line size distributions in the FCF sample and the common line pool could 
not be rejected. 
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Figure 1. Cumulative line size distributions of the NECA common line pool and FCF sample. 
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CL Pool: NECA Common Line Pool. 

FCF Sample: Sample of companies used in FCF analysis. 

The WCB staff also expressed concern the Rural Associations approach "arbitrari ly reduces 

price-per-line data." IS Attachment 1 displays data from a number of ILEC property 

transactions, including ones as recent as July 2, 2012. In comput ing the cost of capital at 

different price-per-l ine values, the Rural Associa tions originally used a range of $1,200 to 

$2,400, with $1,800 as the midpoint price-per-line. 'G The only transaction reported in the 

accompanying JSI Capital table for the most recent years that does not include a large fraction 

of non-regulated services 17 had a price of $1,053 per line. This recent sa le recorded by JSI 

Capital suggests the value of RLEC lines continues to drop. 

IS Staff Report ~ 56 n.94. 

16 January 2012 Association Comments. 

17 In the JSI table, Attachment 1, recent transaction prices are based on connections which 
include ILEC and CLEC access lines, DSL and high speed subscribers and video subscribers. In 
cases where the difference between access lines and connections are substa ntial we drop the 
observation because we cannot determine what proportion of the observation is related to the 

• 

• 

regulated service. • 
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This recent transaction price is well below the midpoint value of $1,800 shown in the Rural 

Associations' January 2012 Comments. In fact, $1,053 is less than the $1,200 at the low end of 

the Rural Associations' range. Since cost of capital estimates using the FCF method increase as 

per-line prices decrease, it is clear that the line sales price range used in the Rural Associations' 

January 2012 Comments provides a conservative view of recent market valuations and WACC 

for RLECs. 

Figure 2 displays the data suppl ied by JSI Capital for all rural service area transactions, whether 

related to regulated services or a broader class including non-regulated services. It is apparent 

that prices are clearly trending downwards. It is interesting to note that recent sa les whether 

they include non-regulated services or not have per connection prices that are below $1800 per 

connection. Besides the price decline, it is also apparent that the number of transactions has 

drifted downward over time and has practically dried up in the last two years reported, 2011 

and 2012. The lack of more recent transactions strongly suggests that the market is in paralysis: 

buyers and sellers cannot agree on prices. This suggests rural properties are becoming 

increasingly illiquid, which should also drive up the required return by an investor. 

6 



Figure 2. High, low and weighted average price per connection paid for observed ILEC property 

transactions. 
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Connections include ILEC and CLEC access lines, DSL and high speed data subscribers and video 
subscribers. 

The Staff Report also criticized the Rural ASSOciations' analysis based on its use of unweighted 

median data, without provid ing mean data. We continue to recommend use of median 

calculations to prevent outliers from dominating the WACC calculation. This is consistent with 

the Commission's approach to developing capital and operating expense benchmarks in its 

U5F/ICC Order, which adopted quantile regression techniques partly as a means of limiting the 

effects of outliers in analyzing data. Koller et 01. also generally use medians to reduce the 

weight given to extreme returns when evaluating an investment opportunity. The median is 

also a practi ca l way to summarize cost of capi ta l estimates for the sample as 159 companies 
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• reported a nega tive free cash flow in 2010. As in the case of developing price/earnings ratios, 

the FCF ratio makes little sense as valuation tool when a company is operating at a loss. 18 

• 

Nonetheless, to address the Bureau's concern the following chart displays the weighted mean, 

which among other problems reflects negative estimates. Using this approach the resulting 

range for WACC is between 8.69% and 17.38%, still well above the Bureau's estimated range. 

Cost of Capital for Di fferent per line Purchase Prices 

Price" $2400 

Weighted ' Median 

Weighted- Mean 

• Weighted by total access lines. 

11.75% 

8.69% 

Price" $2100 

13.42% 

9.93% 

Price " $1800 

15.66% 

11.59% 

Price " $ 1500 

18.79% 

13.91% 

Price " $ 1200 

23.49% 

17.38% 

Finally, it bears noting that WACC estimates obtained by the proposed FCF method range 2-6% 

above estimates produced by the Bureau for larger companies such as the RHCs and mid-size 

price cap companies. This result appears reasonable considering that larger companies, 

particularly the RH Cs, are more diversified than RLECs and have significantly less exposure to 

regulatory risk based on changes to USF and ICC mechanisms. Several of the small and mid

sized companies in the Bureau's sa mple recen tly were either under financia l stress or in 

ba nkruptcy. This likewise suggests that an investor wou ld want a defa ult premium to invest in 

sma ll companies such as RLECs. The lack of rural line transactions is an indicator that t he 

market is frozen. This is a strong indica tor that a liquidity premium is necessary as well . 

Conclusion 

The FCF DCF is an accepted approach to estimating WACC. For purposes of this proceeding, it 

has distinct advantages over other approaches. FCF uses a large sa mple of rate of return 

companies for its ca lculations, not proxy companies. It focuses on the required return for 

regulated services. The FCF method calcu lates WACC directly, without the use of proxy 

estimates for the cost of debt, the cost of eq uity, and the ca lculation of debt and equity shares. 

Most importantly, it passes a reasonability test . The required return on a rate of return 

property is several percentage points higher than that for AT&T and Verizon . This premium is 

consistent with the riskiness documented by, among other things, steep recent decl ines in sales 

prices for ru ral lines. 

18 At best, one could think of the weighted mean as an expectation of both positive and 
negative reported FCF levels in a particu lar period . However, in a period of extended recession, 
the weighted mean is likely to be sensitive to short term depressed conditions. 
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Executive Summary 

The rules of the Federal Communications Commission authorize incumbent local exchange 
carriers (LECs) subject to rale-of-return regulation to earn a prescribed rate of return, currenll y 
I 1.25 percent, on speci lied investment in plane used and useful in rhe e ffi cient provis ion of 
cenain interstiue te lecommunications services. The authorized rate of return i also used to 
determine the support incumbent LECs receive from the Universal Service Fund (USF or Fund) 
for High Cost Loop Support and Interstate Common Line Support. 

In keeping with its statUlory obligation to ensure that rates are just and reasonable, the 
Commission must set the rate of return high enough to allow carriers to mainta in their cred it
won hi ness and attract capital, bul no higher. If the rate is too high, CUSlomers pay unreasonably 
hi gh prices both Ihrough di rec t payments to carriers and through excessive Universal Service 
Fund fees. 

In the USFIICC Tralls/orlllatioll Order, the Commission concluded that it should represeribe the 
authorized rate-of-return and initiated a represcripli on proceeding. One formula for determin ing 
the ra te of return is the Weighted Average 'ost of Capital (WACC), which the Commission' s 
ru les speci fy is the sum or Ihe cost of debt, the cost of prererred stock, and the cost of equity, each 
weighted by its proportion in the capital structure of the telephone companies. 80th Ihe National 
Exchange CruTier A sotialion and the Ad Hoc Telecommunications Users Commillee prov ided 
analyses of the WA CC, relying on one 0 1' both of the methodologic ' to find the cost of equity that 
Ihe stan- uses in this Report . We appreciate their contribulion to the record and build on Iheir 
work in this Repon. Although our analyses differ from theirs in cenain respects, the approaches 
are fundamenta!!y similar to the approach set out in this · taff Repon. 

The Commission las l represcribed the authorized rate of return in 1990, reducing it from 12 to 
11 .25 percenl. The Commission no longer has current data of the lype it used to prescribe the rale 
of return in 1990, and substantial changes in technology, regulation, and the marketplace in the 
last 23 years ra ise a number of issue. regarding how to represcribe the rate of return. 

In an effon to inform the Commission as it moves to resolve Ihis proceeding and set a rate o f 
return that beller reneelS market realities and protects the consumers and businesses that pay into 
the Fund while providing more certainty for rate-of-return carriers, this Wireline ompetition 
Bureau Sta ff Repon reviews the record in this proceedi ng, discusses various methods and dma 
sources that could be used to determine the WACC, and cons iders Commission opt ions for 
addressing the Commission ' s goals and the issues raised by carriers, s tate regulators, consumer 
advocates. and others. pecifical/y, the Repon discusses, among other things: 

• Using publicly-traded rme-of-return incumbent LECs as proxies for rale-of-return 
incumbent LECs generally 10 determine the WACC. The Commission' s 1990 
represcription proceeding used the Regional Bell Holding Companies as proxies. 

• Calculating the cost of equity using both the Capiwll\ sset Pricing Model and the 
Discounled Cash Flow Model. In 1990, the Commission used the Discounled Cash Flow 
Model to determine the co t of equity. 

• Determi ning a "zone of reasonableness" within which the rate of return can be selected. 

Finally, the Repe)!1 calculates the WACC usi ng various methods and data sources and de termines 
a zone of reasonable WA CC estimates rangi ng from 7.39 percent to 8.72 percent. oling, alllong 
other things, Ihe current histori call y-low interest rates and the infrequency of represcripti on, the 
Report concludes Ihat the Commission should consider establishing the authorized rate of re turn 
in Ihe upper half of this range, between 8.06 percent and 8.72 percent. 

• 

• 

• 
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I. INTRODUCTION 

I. The Federal Communications Commission (Commission) prescribes a unitary 
rate of return (commonly re ferred to as the '·rate of return" or "authori zed rate of re turn") for the 
roughly 1200 incumbent local exchange carrier (incumbent LEC) study areas subject to rote-o f
return regulation.' The authorized rate of return is used to determine inters tate common line rates 
and special access rates for rate-of-return incumbent LECs' and is a lso used in calculating some 
forms of support provided by the Universal Service Fund (US!' or Fund), including High Cost 
Loop Support (HCLS)3 and I"ters tate Common Line S"ppo'1 (I C LS).' The Commission, noting 
the major changes that have occurred in the market s ince the authori ?ed rale of retum was last 
prescribed in 1990, initiated a represcription proceedi ng in Ihe Furlher Nolice l>Ortion of Ihe 
USI"lICC Transformalion Order.' 

2. The sla ff of the Wireline Competit ion Burem, (Bureau) has prepared this Sta ff 
Report (Report) to ass ist Ihe Commission a' il conside rs prescribi"ll a new authorized rate of 
relurn. Taking into account comments fil ed in response to the Further Notice released in 
conjunction wilh the USFI/CC Transformation Order," as well as regulatory and markel changes 
s ince the Commission 's las t represcript ion, Ihis Report analyzes various policies regardi ng 
represcriplion and poss ible procedural and substanli ve changes 10 the represcriplion process. We 
discuss analyt ica l approaches to calculali ng the rale of return, wi lh part icular emphasis on 

I The Commission is required by Section 20 1 of the Cornltlunicutions Act of 1934 to ensure that rates arc 
"jusl and reason.ble." See 47 U.S.C. § 20 1(b). Section 205(a) of the Ael aUlhorize< Ihe Commission, on 
lin upproprillic record, to prescribe just and reasonable charges of common carrier.;. See 47 U.S.C. § 
205(0). 

l in tJ,c USF/ICC Transformation Order, the CornrnissiolllOok rale--of-relUrn incumbent LEes ofT of ratc
of-return regUlation for interstate switched access services. &c Connect America Fund ct 01., we Docket 
No. 10-90 et aI. , Report and Order and Further NOliee of Proposed Rulemaking. 26 FCC Red 17663. 
17983-84, para. 900 (20 II ) (USI'"IICC Tramjurm(l/ion Order), pets. for review pelldillg slIb 1I0 nl. /11 re: 
FCC 11-161. No. 11-9900 (10th Cir. filed Dec. 8, 20It ). 

) See 47 C.F.R. § 36.62 1(aX I). 

' See 47 C.F.R. § 54.901. 

, USFIICC Tram/ormation Order. 26 FCC Red at 17870, paras. 639-40. The Commission reduced Ihe 
authori zed rate of return from 12% to 11 .25% in 1990. See Represcribi"~ 'he Alllhor;=Cl/ Rale of Refllrn 
f or IlIIers/ate Services 0/ Local Exchange Carriers, CC Docket No. 89-624. Order, S FCC Red 7507 ( t990) 
(1 990 Rcprescriplion Order). The Commission 's rules require that Ihe COlllmission isslie a notice 
inquiring whether it should undertake a rcprcscription if the monthly average yields 01l1en-year United 
Slates Treasury securities rcnmin, for" consecutive six month period, at le;tst 150 basis points above or 
below the average of the monthly uvcrage yields in cffect for the conseclltive six monlh period immediately 
prior to the effective date of the eurrcnt prescription. See 47 c. r .R. § 65.10 I. The Commission noted that 
the trigger was mel and initiated a represeription proceeding in 1998. but lhc proceeding was terminated in 
lhe MAG Order, leaving the authorized nile ofrctum unmodi fi ed. See A111lti·Associatioll Groll" (MAG) 
Plan/ or Regu/arion of Interstate Service.f of Non· Price Cap I"cumbe"t I.ocal F.xclumgf! Carriers (md 
Itlle,.exclumge Curriers, CC Dockel No. 00·256, Second Report and Order :md Further Notice of Proposed 
RulclIlHking, 16 FCC Red 196 13, 1970 1, pan •. 208 (2001 ) (MII G Order). In Ihe USFIICC Tram/ormation 
Order, the Commission notcd thatlhe monthly average yicld.'j; for the past six months had been "over 450 
basis points below the monthly average yields in the six months immediately prior to the lust prescription." 
USFIICC TraIlS/ormation Order, 26 FCC Rcd at 17870, para. 640 (citing to-Year Treasury Conslant 
Maturily Rllte (GS IO). Federal Reserve Bank ofSI. Louis (available at 
http://research.stlouisfed.orglfred2lsericsiGS I0) (Iasl visi led Oct. 21.20 II )). 

• U. ·NICC Trans/ormation Order. 26 FCC Rcd at 1805 1-56. p"ras. 1044-60. 
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calculalinglhe cost of equity, and examine how bcstlO cstabli h a "zone of reasonableness," a 
range within which the rale of relurn should be scI. 

3. As discussed in groalcr detail below, we believe a rca onable analylical 
approach. lIsing available dala. would establish Ihe zone of reasonablcness for a unitary mle of 
return between 7.39 percenl and 8.72 percent .' Based upon our analysis of anOlher illlportani 
financial benchmark for rate-of-return carriers (based upon limes interest earned ratios), and 
given current historically-low interesl rales and the infrequency of represcriplion, we conclude 
Ihal Ihe rale of return should be se lecled from the upper end of Ihis range, bel ween 8.06 percenl 
and 8.72 percenl. 

IJ. BA CKGROUND 

4. Large markel and regulatory change ' have occurred s ince the Commission lasl 
prescribed Ihe unilary rale of return in 1990.' Allhallime, there were 135 mill ion incumbent 
LEC access lines, with thai number increasing at a rale of three percent annually· By 2008, Ihe 
numbcr of incumbent LEC access lines had decreased to 122 million, and wereconl inuing to 
decrease al a rate of 7.5 percenl annua lly. I. In 1990, Ihere were five million wireless subscribers, 
while Ihere were 270 million by 2008. 11 Since 1990, Ihe Commission has promulgated ru les to 
implement Ihe 1996 Communications ACIIl lind expand price cap regulali on,1l and has removed 
interstate switched access from rate-or-return regu lation. lot The provision of video and data 
servi ces, including broadband dal" services by incumbent LECs, has grown exponenl ially.I' In 
addition, there has been subsla ntial indus try consolidalion.I' The Commission has granted 
AT&T, Verizon, and Qwest forbearllllce (i'om the Cos I Accounting Rules, including Ihe filing of 
Automated Reponing Managemeniinformalion System (ARMIS) repons upon which Ihe las t 

7 ommissioll rules require thai the final dctcrminalions of the cost of debt , cost of equity. cost of preferred 
stock, and of thcir capital strllClIIre weights be accurate to two decimal places. 47 C.r:.R . § 65.306 . 

• 1990 lIepre.<criplion Order,S FCC Rcd at 7507, para. I. 

') See TremLr ill Telephone Senice, Federal Communications Commission, Wirclinc Competition Bureau, 
Industry Analysis and Technology Division;u Table 7-3 (Sept. 20 10) (20 10 Trelld .. ill Telepholle Service), 
available at htlp:llwww.fcc.gov/reportsltrcnds-lelephony-service-20 10. 

IO ld. 

II Id. , Table 11-3 (reporling CTIA slOlislics). 

I' 47 U.S.C. § 1302. 

IJ See, e.g .. Joint Petilion 0/ P,-ice Cap Ilo/ding Compnnies for Com'usia" of A ,.erage Schedule Affilimes 
10 Price Cap Regulation omlfor Limited Waiver Relie/. we Docket o. 12 ~63; Canso/it/Iller} 
Communicmiof1s Companies Tariff F.Cc. No. 2, Transmittal No. 41 ; Frolllier Telephone Companies Tariff 
F.Cc. No. 10, Transmittal No. 28; Winds/ream Telephone System Tariff P e.c. No. 7, Transmittal o. 57, 
Order, 27 FCC Red 15753 (20 12). 

I' U. FIICC Transformation Orde,·, 26 FCC Rcd al IR052, para. 1049. 

I' 1tI. al 17983, )lara. 900. 

16 See, e.g., A7(t:. T /11(:. and /Jell olllh Corporat;oll /lpplicalion/or Transfer 0/ Control, we Docket No. 06· 
74, Memorandum Opi nion and Order, 22 FCC Rcd 5662 (2007); Order on Reconsideralion, 22 F 'C Rcd 
6285 (2007); slJe Commlmicariolt.f Inc. and AT& T Co"p Applications for Approval a/Transfer o/Control, 
WC Dockel o. 05-65, Memorandum Opinion and Order, 20 FCC Rcd 18290 (2005); Veri:oll 
Comm unications I llc. and Mel, Inc. Applicmioll.f/or Approval a/Transfer o/Comrol, we Docket 0.05-
75 , Memorandum Opinion and Order. 20 FC Rcd 184)) (2005). 
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represcription was based. 17 The Commission's rcprcscription rules, however. have remained 
largely unchanged for almost two decades." Those rules speci fy Iilal the Com mission establish a 
unitary rate ofrelllm (i.e., a s ing le rate of return) for specified interstate services for all rate-of
re turn incumbent LECs," and Iilalthe Commission may, but need not , initiate a represcription of 
this un ita?: ra te ofret"rn if there has been a specilied change in the yield on U.S. Treasury 
securities. 0 

Estimated Weighted Average Cost or Ca pi ta l 2002 - 20 12" 

0 12 , 

"I ... :7 
u 
u ... • 
~ - ...... 

- fCC ... 

ro. 

"See PetiliOIl 0/ AT&T Inc./ or Forbearance Ullder 47 US.C. § 160/rom EII/orcemenl o/Ce,.taill o/Ihe 
Commission 's Cost Assignment Rules: Petilion 0/ Bel/South Telecommrmicaliolls, Inc./or Forbearance 
Under 47 U.Sc. § 160/rom En/orcement o/Cerlain o/ the Commi,r.rion ·s Co.fl A.fsigllmem Rules, we 
Docket Nos. 07-21, 05-342, Memorandum Opinion and Order, 23 FCC Rcd 7302, 7307, para. 12 (2008), 
pel. for recoil. pelldillg, pel. for revielV pelldillg, NASUCA v. FCC, Case o. 08- 1226 (D.C. Cir., filed June 
23 , 2008); Petilion a/Qwest CorporllliOIl /or Forbearance/rom En/orcemenl o/Ihe Commission ·.f ARMIS 
and 492A Reporting Requiremellls Pursuant / 0 47 u.s.c. § 160(c): Pelilion 0/ Verizon/or Forbearance 
Under 47 u.s.c. § 160(c) from EII/orcemenl 0/ Cerla;n o/ Ilre Commission 's Recurdlceeping and Reporlillg 
Requiremellls, WC Docket Nos. 07-204, 07-273, Memorandum Opinion and Order, 23 FCC Rcd 13647, 
13660, para. 23 (2008). 

" 47 C.F.R. §§ 65 .101 el seq. 

'· 47 C.F.R. § 65.1. 

20 47 C.F.R. § 65 . IOI(a), (b). If the Commission determines that the monthly average yie lds on tell (10) 
year United .. tates Treasury securi ties remain, for it consecutive six ll10lllh I>eriod, lit ICl.tst 150 b(lsis points 
above or below lhe ovcrage of the monthly average yields in eficct for the consecutive six month I>criod 
immediately prior to Utc effecti ve date of the current prescription, the COlllmission is required to issue a 
notice inquiring whether a rate of return represcriptioll should colllmence. 47 C.F.R. § 65 .10 I (u). It is 1101, 
however, required to cOlllmence the represcription. 47 C.F.R. § 65 . IOI(b). 

21 \V ACe calculations in th is table were made us ing 'A PM with betas from SNL Kagan, which use daily 
data and are not ttdjusled towards onc. While OUI IIlllin analysis uses weckly data for the betas and adjusts 
thcm towards one. we show in lhc rcport that this methodological difference is inconsequential. We 
assume a 5.79 pcrccnt markct risk premiulll , and risk-free rates frolll September 17 of each year. 
Qlherwise, the methodology is ident ical to \Im\ used for the 20\2 capiH" llSSC\ pricing model estimalcs 
dcscribed in lhe report . 

3 



Federa l Communica tions Commiss ion DA 13-1111 

S. If the omillission elects to rcprescribe the authori zed rate of return, its rules 
require the new rate to be based upon its analysis of the cost of debt and equity, and the ratio of 
debt to equity. also k.nown as the "capital structure." Specilically, the Commission is to calclliate 
a Weighted Average Cost of Capital (WACC) by summing the e timated COSt of debt , cost of 
preferred stock, ancl cost of equity, each weighted by its proport ion in the capital structure o f the 
telephone companies taken as a wholeY Because there is a range of reasonable estimates for 
each of the clements of the WACC, the Commission identifies a zone of reasonable WA CC 
esti mates and then decides, based on policy considerations, where within that "zone of 
reasonableness" to prescribe the unitary rate ofrelum .2J 

6. Olle thing that has not changed is the crit ical importance to both the indu try and 
customers th"tthe Commission establish an appropri ate rate of return. The WA CC is the 
minimum ratc o f return required to all racl capilal to an investmenl (e.g., by incurring debl and/or 
selling stock). Thc rate of return must be high enough to provide inveslors confidence in the 
ufinancial integrity" of a carrier, so lhat it can maintain its credi t~worlh incss and attract capital.z.t 
It "should not be higher Ihan necessary for this purpose,"" because this would result in 
unreasonably high prices for customers and excessive demands on U F. TIle rate of return 
should also be "commensurate with relUnlS on investments in other enterprises having 
corresponding risks."'· As the Uniled State COU,1 of Appeals for the District of Colum bia 
Circuit (D.C. Circuil) has recognized, "rate of return decisions arc approp,riatcly treated as policy 
determ inations in which the agency is ack.nowledged to have expertise." , 

7. Further explaining Ihe need to set the rate of return correelly, the Commiss ion 
has observed that if the authorized rale of relurn exceeds a carrier 's aCIual A , the carrier 
may have an increased incentive to expand its rate base inefficienlly," lhereby affecting customer 
prices and demands on USF.29 Conversely, if the authorizcd rale of return is insufficient to cover 
carriers ' WACC, carriers will be denied the opportunity to earn a reasonable rate of rei urn on 
their investm ent, and ul timately will decline to make ongoing investments in the provis ion of 
ellicicnl service . In either casc, incentives to provide and consume regulated services would be 

" 47 C.F .R. § 65.305(0). 

" 1990 ReprescripI;o" Order, 5 FCC Red 111 7508, p",.. 7. 

,. Us. v. FCC, 707 F.2d 6 10, 6 12 (D.C. ·ir . (983) (quoting Feder"ll'ow.r COlIIlII 'n v. Nope NOII/roi Gas 
Co.,320 .S. 59 1,603 ( 194'1)). 

" Us. v. FCC, 707 F.2d at 612 (ci ting Perlll;(111 Bas;n Area ROle Cases, 390 U.S. 747, 79 1-92 (1968)). 

'" lIIillois nell Tel. CO. I'. FCC, 988 F.2d 1254, 1260 (D.C. Cir. (993) (quoting 1I0pe Nalllr,,1 Gas 0., 320 
U.S. at 603). 

" It!. at 6 1X (citingSIIII Oil CO. I' FPC, 445 F2d 764, 767 (D.C. Cir . 197 1». 

28 See, e.g., I'olicy and RlIleJ Concerning Rates/or Dominant Carriers, CC Docket No. 87-313, Further 
Notice of Proposed Rultonaking, 3 FC Red 3 195, 3219-20, paras. 39-40 (1988); Policy m,d Rilles 
Concerning Rates/or Dominont Corrier.f, CC Dockct No. 87-3 13, Report and Ordcr and Second Further 

otiee of Proposed Rulconaking, CC Docket o. 87-3 13,4 FCC Red 2873, 2889-90, para. 30 (1989) . 

29 As the Commission noted in the context of U F assessment rcfonn, one of its primary g.oals was lo 
"ensure the stabil ity and sufficiency of the universal service fu nd as the marketplace continues to evolvc." 
Vellera/~Slale Board 011 Universal Service eJ 01., CC Docket I 0.96-45 el al., Further alice of Proposed 
Rllleonaking ond Report and Order, 17 F Rcd 3752, 3759, para. 15 (2002). 
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distorted, creating economic inefficiencies." While the fundamental principles of W ACC 
analysis remain unchanged and largely unchallenged in this proceeding, commenters highlight a 
number of changes in regulation, lechnology, and the marketplace that have occurred si nce 1990. 
These changes raise questions about when and how the Commission should calculate the 
estimated cost of debt, preferred stock, and equity, and about how the Commission should 
calculate the capital structure of the companies subj ect to rate-of-relurn regulation. We discuss 
these issues, and other issues raised by cotnmcntcrs, below. 

III. DISCUSSION 

A. Identifying and Obtaining Data to Compute the Weighted Average Cost of 
Carlital 

8. As discussed "bove, the WACC is the key to establishing the rate of return. We 
therefore begin this section with an analysis of the financial data needed to calculate the WA CC 
and the n consider the sources fro 111 which we can obtain that data. 

t. n3ta Needed to Ca lculate the WACe 

9. To calculate a company 's (or a group of comp"nic, ' )" WA CC, we "ccd 10 

determine : I) the company 's capilal structure, i.e., the prop0l1ions of deb I, equity, and preferred 
slock a company uses to finance ils operations; and 2) how much Ihal debl, equity, and preferred 
slock cos!." In Ihese calculations, we will consider book values (also called "accounting values") 
or ma rke t values (also called "economic values"), as :lppropriaLc, and as discusscd in grcale r 
detail below. 

10. While Ihe cost of debt can often be estimated directly for each tirOl, the cost of 
equity for firms that are not publicly traded can only be inferred based on dalll from firms thai arc 
publicly traded. In the past, the Commission used the Regional Bell Holding Companies (RHCs) 
as proxy firms to determine capital structure and the costs of dcb~ equity, and preferred stock for 
all incumbenl LECs." We discuss below the extent to which the RJ-ICs, as well as other groups 

JO A significant portion of the assets to which the authorized rate ofreturn applies will be l>aid for, directly 
or indirectly. from the nalionwide universal service funds. This could lower the ri sks debt and equity 
holders benr as compared with purely commercial activities, but that we have made no attempt to quantify 
that clTeet or ;II1Y other impacts of regulation 011 carrier risk. 

31 The Commission's rules specify that WACC analysis be based on whole-company costs and capital 
slruclure. See 47 C.F .R. § 65.300. Although carriers jlrc elui11ed to earn a prescribed rate of rei urn only 011 

specified invesLment in planl used and useful in the efficient provision of certain interstate 
telecommunicat ions services, i.e., ils mte base, 47 C.F.R. § 65.800, it is not possible to buy stock solely in 
Ihe LEes' inters tatc l.tcccss operations. 1990 Represcripliun Or{ier, 5 FCC Red at 75 16, )Jara. 76. 
Accordingly, the Commission must usc a company's overall equity 10 determine the cosi of cquity 
applicable to Ihe company's rate base for which the rate ofrclum is authorized. 

12 A firm 's cost of debt and C<luity CHlJ vary by line of business del>cnding 011 Ihc specifi c ri sk of Ihe 
business. So, too, might a firm 's mix of debt and C(luity linancing V~lry dcpcnding on the risk or other 
faclors specific 10 Ihe particular line of business. Thus, Ihe WACC eSlimalc for a particular project or linc 
ofbusincss should bc based on Ihc costs of dcbl und equity for the projeci or the business line, and on Ihe 
mix of financing Lhal would be optimal for thai project or busincss Iinc, evcn if Ihcsc arc not independently 
financed . In practice, we cannot meaSure the WACC of':'IIlY particular line of'busincss with sulTIcicnl 
,Iccuraey (mosl notably because Ihe relev3Iu dat.1 are not available below lhe level of the firm ). and so have 
developed WACC cSlimnles Ih:.11 rellectlhe cost ofd cbt cllld C(luily and Lhc mix or debt and equilY 
financing for Ihe entire business. See 1990 Represcriplion Order, 5 FCC Red nl 5710-11 , PUnts. 31-34. 

H See generally 1990 ReprescripliOIJ Order. 
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of companies that the Commission could use, are Sui Ulblc proxies for incumbent LECs gcneril lly. 
and rate-of-return LECs in particular. 

2. Identifying an Appropriate Proxy Group 1'01' Ihte-of-I{eturn 
Ca rriers 

II. The re liability of the ommission' s analysis depends in large part on the 
representativeness of the proxy group it uses. Accordingly, we must cons ider how 10 identify a 
group of finns that can serve as an effective proxy for rate-of return LECs as a whole. We 
discuss below potent ial proxy groups identified by our rules, commenters, and COlllmission staff. 

12. The cost of capital i ' a fun ct ion o f rio k, and it is difficul t to measure risk 
dillerences umong the incumbent LECs precise ly. In selecting a representative proxy group, it is 
important 10 compare the qualitative characteristics of the firms for which the WA C is being 
calculated with those of the potential proxies- looking in part icular at whether Ihe pOlenliul 
proxies face similar risks, and whether, in the view of experienced industry observers, the 
potential proxies have an institulional selup simil ar to that of the represented fin"s ." It i. also 
important to consider the type of financial data avail able about those firms . Staff used the 
fOllowing three-part test to select proxy companies : 

• Threshold 0/ !ncllmbellt LEe Operations. StafT attempled to discern Ihc amounl of 
companies ' total operations Ihat can be classified as incumbenll.EC f"'icc-regulaled 
interstate telecommunications serviccs, limiting consideration to those companies for 
which this proportion of operat ions const ituted at least 10% of overall operations. 
Although this is a low threshold, we nOle that Ihese are still fundamentally 
communications companies, and many of their other lines of business provide related 
services. 

• Similarily to Rate-oj-Relurn OperatiollS. Slaff attempted to determine the extent 10 

which firms offer the same or similar services as those for which we arc trying 10 

determine the WACC. As discussed above, the relevant service is price-regulated 
interstate special access and common line service. Companies prOViding this service will 
face sim ilar market and regulatory risks thai affect the cOSI OI' capital. ompalues serving 
rural Or high-cost areas are more similar to rate-of-retum LECs than companies serving 
urban areas, and companies subject to rate~of~return rc~ulalion are more similar than 
those subj ect to price cap or other incentive regulation. S 

• Reliability o/Financial Data. As discussed in detail below, the analysis of tile cost of 
equity relics on data associated with the public tniding of a company 's equity and the 
availabi lity of analysts' growth cSlimates ofa company. If a company's equ ity is traded 
infrequently, or is infrequently the subject of analysts' growlh estimates, its linancial data 
is less reliable in detel1l1ining the cost of equity. im ilarly, a company 's overall financial 
health makes its financial data more reliable in detelmining the cost of equily than that of 
a company in financial difficulty. 

13 . Though each possible proxy group has its strengths and weaknesses when 
ana lyzed according to lhese criteria, staff proposes that the Commission use data from a group of 

34 See generally Tom Copeland, Tim Ko ller, and lack Murrin. ValUaiion: Measur;ng and Managing the 
Vallie o/Compallies .1 219 (McKinscy & Comp.ny, llIc. (2000)). 

)j It may also be wonhwhilc to consider the similarity of OI)Crations of publicly·tradcd "pure pluy" cable 
companies. 
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16 carriers (the" taff Proposed Proxy") consisting orlhree groups of proxy carriers discussed 
below: the RH s,lO the Mid-Size Proxy Comp.mies," and Ihe Publicly-Traded RLECs." We also 
discus our grounds for rejecling proxy grouJlS proposed by com mentel'S in this proceeding" 

:t o Sta ff Proposed Proxy 

14. We believe il is appropriale 10 use Ihe Rl ICs, Ihe Mid-Size Proxies, and Ihe 
Publicly-Traded IU-ECs 10 create a SUI IT Proposed Proxy 10 use as a proxy for the universe of 
ralc·of-rclUrn carriers. While none of these sub·groups, standing alone, is necessarily sufficient, 
we believe Ihat the 16 companies Ihat comprise Ihe Siaff Proposed Proxy represent a rangc of 
company Iypes and capilal costs that collectively can serve as a reasonable proxy for the rare-of
relurn carriers. We analyze Ihe WACC for these com panies individually, by group, and 
colleclively. Each of the companies in the SlatT Proposed Proxy sal isfies Ihe first prong of the 
three-part lest. That is, based upon slatTrcview of publicly-filed documenls, 10 pcrcenl or 1Il0re 
of their revenues cOllle frolll the provision of price-regulaled interstate lelecommunications 
services as an incumbent LE . 

(i) Regional Dell Holding Companies 

15. Thc Commission's curren I rcprescriplion rules cxplicilly conlcmplalc using the 
RIICs' · as proxies," bUI a number ofpartics filed comments opposing the usc ofRHCs as proxies 
for rale-Of-relurn incumbent LE s." For example, rhe Ad Iloc Telecommunicalions Users 
Committee (Ad Iloc) suggests thai the RlICs, among olher large companies, are not appropriate 
proxies for rate-of-return carriers because larger companies have capitul Slnlcturcs "more heavily 
weighled loward the relatively 1Il0re expensive equity Ihan debl" compared to smaller RLECs Ihat 
"never go 10 capilal market~ to raise funds" and instead "borrow funds direclly from [Ihe Rural 
Ulility Service] aI rates that include no risk prem i um.'~J The al ional Exchange Carrier 

36 The RHCs ~Irc AT&T, Vcrizon, and Century Link. The Commission decided in 1990 to usc the capital 
slrueture oflhe Regional Bell Holding Companies mther than Ihe Regional Bell Opcmling Companies 
because the capital structure or the BOCs is subject 10 manipulation by the holding companies. See 1990 
neprescriplioll O,der, 5 FCC Red at 5708, para. 8. 

J1 The Mid-Size Companies arc Alaska Communications, Inc .• Cincinnati Bell . FairPoint Communications, 
Frontier Communications, Hawaiian Te1., Lumos, and Windslrcam . 

11 The Publicly-Traded RLECs nre Alleva, Consolidated Communications, J lickoryTcch. New Uhn 
Tclephollc, Shenundoah Tclccommunicutions, and Telephone and O'lla Systems. 

to TIle Starr Proposed Proxy includes 311 publicly traded Incumbent LECs meeting the test described above, 
for which reliable dUla is available. As discussed below, a Ilumbc:r orpublicly~ tntl.Jed RLECs were omitted 
frolllthe Slall' Proposed Proxy . 

• 0 Many COll1lllenters in the current represeril)tiol1 proceeding refer to "RBOCs" or "ROes" or simply 
AT&T, CcnturyLink, and Verizoll. There is no indication umt (he conunenters believe the opemting 
compunics should be used rather than the holding companies. and this Report docs not revi si t the 
distinction between the two . 

.. , The Commission 's mles sl>eciry thut the components OrUle WACe be calculated lIsing RI Ie duta 
reported to Ihe Commission through ARMIS . 47 C.F.R. § 65 .300(0). The rules do not , howeycr, require 
that the Commission usc the results or those calculations to determine the unitm"y rale orrcturn "if lhc 
record in that proceeding shows that their lise would be unreasonable." Id . 

• , See. e.g ., NECA etlli. Comments lit 56, n.98 lind App. C, Statement or Prof. Randllil S. Billingsley, 
Billingsley Exhibit RSB-2; see gellerally Ad Hoc COlllmenls. 

4} Ad lIoc omments at 5~6 . 
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Association (NECA or NECA et al.) argues that "other cOm panic", whcl1measured on objecti ve 
terms, in fact more closely resemble RLECs in terms of business risk than (A T &T and Veri70nj 
and should accordingly be used in any analysis in tended to eSlimate KLEC costs of capitaL .... In 
1990, the Commission addressed the issue of thc extellt to which the RHCs werc rcprcsentative of 
regulated incumbent LEC operations generally, noting Rl-lC diversilication, includi"r thcn
nascen! ccllular operations, but concluding that the RHCs were appropriate proxies.' 

16. We agree that RIICs likely dilTer s ignificantly from other incumbem LECs and 
we therefore do not recommend that the Comm ission rely exclusively on RHC data in " 
represcriplion proceeding." Nevertheless, the RII s, like most olher incumbem LECS, whether 
subject to price cap or rate-ol~return regulation, offer regu lated wircline voice crvice as a 
s ign ificam ponion of their business; this s imilarity SUPPOl1S the inclusion ofRll s among the 
proxies to be used in this proceeding. As discussed above," thi ' diversification. in panicular with 
regard to expansion of wireless service, has continued. 

17. Am ong the companies in the 'taff Proposed Proxy, the financial data available 
for the RHCs is 11I01'C likely to produce a reliable WA C measurement than dala from any other 
group of incumbent LECs. As compared with the incumbent LEes generally. the RII s are 
subject to substantially greater scrutiny From regulators, analysts and investors, including stock 
market traders, and consequently their self~reporlS arc likely to be undenaken with greater care, 
and more quickly corrected where errOrs are made. At the same time, there is relatively accurate 
cxtel11al information available about these firms. rol' example, their shares arc lI'aded frequently , 
and in relatively high volumes, by highly infonn.d trader'. This means that the hare price for 
these firms is likely to rapidly capture new information aboulthese companies as it become, 
available. Additionally, the RHCs have many large and sophisticated shareholders, who have 
strong incentives to watch the companies' behavior and to seek damages for misreponing. 

imilarly, analysts and credit agencie , all in competition with each other, follow such com panies 
carefully, and publish repons about the same. 

18. rurther, WACC estimates are likely to be most accurate for carriers, such as the 
RHCs, with relatively constant and unremarkably high or low debt-to-equity and times-interest
earned-ratios, and solid bond ratings. Thus, we believe that the nearly cel1ain and significant 

44 NEeA ct al. Comments fit 50 . 

• , 1990 Represcriplioll Order, 5 FCC Red 75t6-19. paras. 76-t 02. The Commission nOled ("Illhe record 
docs show dlat (he RHCs arc also involved in acrivities which arc perceived as ri skier than Lheir regulated 
telephone business. We therefore find thaI we should give some weight in our decision to the possibi lity 
that a cost of equity estimate for an RHC as a whole company might somewhat overstate the cost of eqUity 
lor interstate access service ulone." Jd. at 7517, para. 86 . 

.;G The Commission's rules specify that the ca lculations "shall be based on duta reported to the Commission 
in ARMIS rcp0rl FCC Repon 43-02 . 47 C.F.R. § 65.300(0). In 2008, the Commission granted AT&T, 
Verizon, and Qwcst forbearance from the filing of FCC Rcpon 43-02. See. e.g., Peri/ioll o/QlI'est 
Corporation for Forbearance from Enforcement of the Commis.rio" 's ARAIIS find 492/1 Reporting 
Requiremen/s PUrSlIUlJIlO 47 Us.c. § 160(c), we Docket 0.07-204. Memorandum Opinion and Order, 
23 FCC Red t8483 (2008). The Comlllission has nOI coliecled the ,\RMIS data identified in our rules 
since 2007 due to the gntnt of forbearance to Ihe RI-ICs. In the FUrlher mice ponion or ,he USFI1CC 
Transfornrlllion Order, the Commission sought comment on what uddilional data the Commission should 
require tlnd rely upon in the absence of current ARMIS data. USFIICC Trallsjormlllion Ol'ller. 26 FCC 
[{cd at 18052·53, para. 1050. Staff recommends th.u the Commission waive the requirement or Section 
65.300 of the Commission's rules. 47 C.F.R. § 65.300 . 
• , ,. 4 ..,ee supra , para. . 
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benefil of having a more accurale cslimale oflhe RHCs' WACCs provides an objeclive 
benchmark lor our analysis (albei l one Ihal musl be treated carefully). 1\1 a minimum, given Ihe 
size of the RllCs,lhe subsl,mtially large share of lhe industry's debt and equily capilal they raise, 
and competition among all incumbenl LECs for the limiled amounl of capital provided by debt 
and equity investors, WAC eslimates for Ihe RHCs provide a benchmark against which 10 judge 
Ihe reasonableness of differences among WA C cstimales for all oflhc incumbent LECs. To 
enable comparisons, we repon WACC estimates for RII s separately from WACC cSlirnales for 
olhcr incumbenl LECs, in addilion 10 developing an overall WA C eslimale. 

19. In Ihis vein, the RHCs shou ld be included in any analysis of inc urn ben I I.E s' 
rales of reI urn because they will provide the moSI reliable discounled cash flow (0 F) estimales 
for the COSI of equity. There is a significantly grealer number of analysts' growth estimates for 
Ihe RHCs than for the other incumbent LECs. TIlese grO\\1h estimates arc used to csUtblish the 
consen us growth r'dte used in one or lhe models (the Discounted Cash I'low, or DCI' Model) 
used to determine the cosl of equily. The greater number of analysts' gromh estimates makes the 
consensus growth rate more re liable, and therefore makes the DCF model cost of equity, and 
ultimately the WA C, more reliable (though again, such numbers must be lreated wilh care: we 
do not assume that that tlte RJ-ICs are identical 10 other incumbent LECs, but therc lire important 
si milarities between these groups, and it is valuable to have reasonably objective information 
about at least one). 

20. For these reasons, we believe that RllCs should be included among those 
companies in the proxy group for calculation of the WA 

(ii) Mid-Size Proxies 

2 1. Staff also considered publiclY-lraded mid-sized incumbenl LECs," .md 
recommends tltat Alaska Communications Services, Inc., incinnali Bell, FairPoint, Frontier, 
Hawaiian Telcom, and Windslream (the "Mid- ize Proxies"), be included in the Staff Proposed 
Proxy for calculation of a composite WACe. The Mid-Size Proxies are more similar to rate-of
return operations than are Ihe RI-I s: unlike Verizon and 1\ T &T, which also provide extensive 
wireless service, the Mid- ize Proxies are less diversified and (it us more closely match the 
majority of incumbent LECs' wireline service offerings, have a significant fraclion of their 
incumbent LE operations in population sparse, high cost, rural areas of the country, and have a 
relalively large number of analysts' growth estimates reflected in the consensus growth rate used 
in the 0 I' model to estimate the cost of equity. 

22. However, these carriers are primarily subject to price cap regulalion rather than 
rate-of-return regulation, and are much larger Ihan most RLECs, and therefore arc s till an 
imperfect proxy group. I n addition, Ihese companies in general have a large share of debt in their 
capital structures, low timcs-imercst-carncd ratios, and non-investmenl-grade debt ratings and 
thus are less than ideal for estim ati ng the cost of cap ital for providers with lower, onen 
subsidized, debt. As with the RII proxies, we recommend that Ihe Comm ission include Ihem in 

.q See Pt\ PUC Re\)ly al6. Such a group would be consistent with the Pennsylvania PUC's 
recommendation lhllt "proxy company groups tlml arc composed [of) mid-size c.,rriers thai arc subsidiaries 
of publicly tmdcd holding companies without wireless operations should be utilized for the derivation of 
the [return on equity] estimates applicable co Ihe operations of wire line carriers that primarily serve higher 
cost ruml areas ." We Ilote by wuy of example Ihtu AT&T and Verizon together accounted for over 6 1 % of 
wireless subscribers by 2008. Implementation a/Sectimr 6002(b) o/Ihe Omnibus Budgef Reconcilialion 
Ac/ of 1993, Fifteenth Iteport. WI' Docket 10-133,26 FCC Red 9664, 9696, pano. 31 (20 11 ) (using 2009 
sI3tislics). 
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calculating a composite WA , hut not rely on them exclusively. 

(iii ) l' ublicly-Tn.(lcd RLEC Proxie.< 

23. The Rll Cs and the Mid-Size Proxies dill"r rrom ratc-or-rdul'l ' inoumbent LEC 
in thm their operations are not substantially subject to ralC-of-rerurn regulation. Staff has 
idemi fied Seven publicly-traded U.S. incumbent LeCs subject to rale-of-return regu lation thm 
could serVe as prox ies 1'01' the ommission's calculat ion of the WACe. These carriers arc 
HickoryTcch Corporation, Shenandoah Telecommunications Company, Telephone and Data 
Systems, Inc., Consolidated Communications, New Ulm, Lumos, and Alteva" (the " Publicly
Traded RLEC Prox ies"). 

24 . We do not, however, recommend using the Publicly-Traded RLEC Proxies as the 
sole proxy because their fi nancial data is not as reliable for the types of calculations needed to 
determine the cost or equity. SOll1e of the Publicly-Traded RLEC Proxies have a small number of 
analysts ' growth est imates. It is these analyst growth estimates that arc used in the DCF I110de l to 
determine the eo·t of equity; if there are too few estimates, the reliability of the DCF estimate of 
the cost of equity is reduced. Simi larly, some of these small carriers appeM to also have thin ly 
traded stuck. Data from stock trades is used by in the Capital Asset Pricing Model (CA PM) to 
eslimate the cost of e'l uity; stock that is infrequently traded cou ld resu lt in a bias in the Ci\PM 
estimate of the cost of equity . Finally, thcrc arc only seven such carri ers, a number lhat is 
probably not large enough for measurement errors reOected in the estimates to be expected to 
largely offset each other, especially given lhat these errors might not be totally random and the 
fact that any given error may be large. 

(iv) Reeommend.tion : the St:.ffProposcd Proxy 

25. The staff recommends using all three groups, the Staff Proposed Proxy, to 
determ ine the composite WACC. Each of the companies in the Sta lTProposed Proxy provides 
price-regulated interstate service as an incumbent LEC, and such servi ce is estimated to exceed 
the ten percent threshold of the li rst prong in the Commission's test: Threshold of In cum be lit 
LEe Operations. With regard to the second and third prongs, however, there appears to be an 
inverse relati onShip betwcen the similarity to rate-o f-return operations and the re liabil ity of 
fin ancial data. The RH C Proxy companies have frequemly-traded equi ty and numerous ana lysts' 
growth estimates, making their fi nancial data highly re liable for purposes of our Ci\PM and DCF 
analysi , but with their more urban service areas and price-cap or price-Oex ibi li ty regulation, 
have operat ions least similar to those of rate-of-return carriers. Accordingly, we do not 
recommend relyi ng cxclusively on the RHCs despite the reli abil ity of thei r fi nancia l data. 
Conversely, the Publ icly-Traded RLEC Prox ies, subject to rate-of-rerurn regulation and serving 
rural and higher cost areas, are most similar to rate-of-rerum operations. However, their stock 
tends to be infrequent ly traded, and there are few analysts' growth estimates for use in our CAPM 
and 0 F estimates. The Mid- ize Proxies, although subject to price cap regulation, have 1110re 
rura l and high-cost service areas than the RIIC Proxies, and in that regard have greater sim ilarity 
to rate-of-return operations . The Mid-Size Proxies ' stock is more frequently tradcd than that of 
the Publicly-Traded RLEC Proxies, and there arc more analysts' growth est imates for the Mid
Si ze Proxies than there arc for the PUblicly-Traded RLEC Proxies. However, the 
disproponionate capital structure (specifica lly wi th regard to the large share of debt) and non
investment-grade debt rating of many of these companies make their financia l da ta less re liab le 
than that of the RI-IC Proxies. Collectively, the three groups represent a wide specuum of 
incumbent LEC operations, include both price cap and rate-of-return regulated operations, and 

4() Alleva was formerly Warwick Va lley Telephone.. 
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include Ihose incum bent LECs wilh Ihe mosl widely Iraded equity, allowing greater confi dence in 
the calculalions that re ly on Ihe public trading of stock, espec ially given Ihat it is highly uncertain 
where within that speclrum non-publicly-traded RLECs lie. 

b. O thcr P" oxics Consid c"ed 

26. Ad Hoc and NECA each submiued a proposa l for data sources for ca lculating the 
WA CC.'" While we build on the Ad Hoc and NECA analyses in several olher respecls, for the 
reasons discussed below, we believe the taffProposed Proxy beller reOecls Ihe risks faced by 
rate-of-return carriers, and would thererore enable the Commission to bCllcr estimate the rate or 
return those carriers require. 

(i) Da modara" Telecom tilil)' Proxies 

27. Ad Iloc proposes to use publicly avai lable COSI of capi la l dma com piled by 
Professor Aswmh Damodaran oflhe Siern chool of Business at New York Universi ly, 
spec ifically the " Ielecom uli lily" SCClor of Prof. Damodaran's Cost of Capital by Sector 
compilation (Ille " Damoda,"n Telecom Uti lilY Proxies")." 

28. Although the Damodaran Telecom Ulil ity Proxies data is readily avai lable 10 Ihe 
public and has the advantage of having been compi led by a source wilhout an inleresl in this 
proceeding," we beli eve Ihe SlalT Proposed Proxy is preferable for detcrmining the rate of return 
for U.S. ralc ofrelu", incumbenl LECs. Although the Damodaran Telecom Uti lity Proxies 
include several publicly-traded ineumbenl LECs included in Ihe laff Preferred Proxy (i.e., 
Alaska Communications Services, Inc., CentutyLink Inc., incinnali Be ll , Consolidaled 
Com municalions, FairPoint Communicalions, Frontier Communications , HickoryTech Corp., 

ew Ulm Telecom Inc ., Alteva, and Windstream Corp.), Ihe majority of the Damodaran Telecom 
Utility Proxies arc either (primarily) foreign (e.g., B Commun icalions Ltd (Israel ), BCE Inc. 
(Canada), BT Group A DR (Uni ted Kingdom), Deutsche Telekom A DR (Germany), Ilellenic 
Telecom Org. A (OTE) (Greece), Manitoba Telecom Services Inc. (Canada), Telelbnica SA 
ADR ( 'pain), Telefonos de Mex ico AOR (Mexico), and therefore not necessarily subjecl lo the 
same market conditions or regulatory stnlclure as U.S. rate-of-return incumbent LECs, or do nol 
provide service as incumbenl LECs (ERF Wi reless Inc. , IDT Corp., ITC Deilacom, Level 3 
Communicalions , pot Mobile International Ltd. , tw telecom, XO Holdings Inc.) 'l1,e 
Damodar"n Telecom Utilily Proxies may be more represenlalive of Ihe g lobal 
Ielecommunicalions industry generally than is the SlaffPreferred Proxy , but for the narrow 
purpose of determining the W ACC for U .. rale-of- relurn incumbent LEes, we believe the Staff 
Prefe rred Proxy is betle r sui led than the Damodaran Telecom Ulilily Proxies. 

so Ad Hoc Corn men's !II 4-6; NE A el "I. olllmenis al 56-57 and App. B al 8- 1 I . 

SI Asw;:uh Dmnodaran, Cost a/Capital bySeclor, DAMODARAN ONLINE, 
hup:l!pnges.slern.nyu.edu!-ndamodarlNew_ Jlomc_ l'ageldalafilelwacc.hlm (Iasl vis iled OCI. 2, 2012). For 
20 11 the Damodanm Telecom Utility Proxies were: Alaska Comlllunications, Inc., n Communica tions Lid, 
BeE Inc., BT Group ADR. Ccnturyl...ink Inc., Cincinnati Bell, Consolidated Communications, Deutsche 
TelckolH ADR, EHF" Wireless Inc., FairPoint Communications, Frontier Communications, Hellenic 
Telecom Org. SA (0'1'13), IlickoryTcch ·orp., IDT Corp .• ITC Deltacom. Level 3 Commun icalions, 
Manitoba Telecom Services Inc., Ne\Y Ulm Telecom IIIC., Otclco Inc., pot Mobile International Ltd ., 
SureWe.o;1 ommunications. Tclcfonica SA "DR, Telefonos de Mexi co "DR, tw (elecom, \Van\'ick Valley 
Tel Company (now Alleva), Windstrcmn Corp., and XO Holdings Inc. Id. 

S~ Ad Hoc Commcnts m S. 
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(ii ) RCA P roxies 

29. NECA proposes 10 use financial da'" from a group of twenty firms (the "NECA 
Proxie,") that it describes as facing "comparable overa ll risk" to the universe of rate-of-return 
incumbent LECs. The ECA Proxies arc : 3M Company, Abbott Labs, Advance Auto Pt. , 
Albemarle Corporal ion, Autoli v, Inc., Flard C R, Inc., Baxter International, Church & Dwight, 
Coca Cola Company, Cooper Industries, Pic., Dentsply International, Ecolab, Inc., I'Iowers 
Foods. Flowscrve Corporation, General Dynamics, Idex Corporation, Johnson & Johnson, 
Raytheon Company, Sigma Aldrich, and V F Corporation. NECA selected its proxies by 
calculating a vector of variables chosen to measure financia l risk for an "average RL EC:'" 
NECA then conducted a cluster analysis of firms that had the appropriate data avai lable in bOlh 
the Zacks Investment Research data appl ication Research Wizard and in the Value Line 
Investment ' urvey, selecling the cluster that was closest to the value of the "average RLEC." 
While this approach is not necessarily invalid, it ShOldd be uscd in conjunction with common 
sense analysi ' ofbte iness conditions. 

30. The representativeness of proxy firms is particularly at issue when, as wilh the 
NECA Proxies, the proxy companies are facia lly quite dissimilar to the ra te-of-return incumbent 
LECs. Unlike the Damodaran Telecom Utili ty Proxies, the NECA Proxies arc not lim ited to the 
telecommunications field . Indeed, the port.folio docs not include a s ingle telecommunications 
company, and is instead based on companic ' - like Coca Cola, Johnson & Johnson, or Raytheon 
- that have little business resembl ance to rate-of-return carriers. I.ike the Damod.ran Telecom 
Util ity Proxies, the NE A Proxies include loreign companies. As discussed above, we find lhis 
makes them less suitable proxies because forl>ign, non-incumbent LE . companies do not " 1OI> the 
same market risks or regulatory structure that rate-of-rerurn incumbent LECs litee. Finally, even 
if we were to overcome these hurdles , NECA has not sufficiently demonstrated that the financial 
risk values it uses as an RLEC average are in fact represent.alive. For all or thesc reasons, we do 
not recomlllend using the ECA Proxies in the calculation of the WACC. 

B. Com put ing the WACC 

31. As discussed above, the WA CC estimates the rate of return that the incumbent 
LECs must earn on lheir investment in facilities used to provide regulated interstate services in 
order to attract sufficient capital investment. The ommission ' s rules speeily that the composite 
WACC is the sum of lhe cost of debt, the cost of preferred stock, .lI1d lhe cost of equity, each 
weighted by its proportion in the capital structure of the telephone companies:s, 

WACC = (Equity/(Oebt + Equity + Preferred)) x Cost of Equity + (Oebt/(Oebt + Equity + 
Preferred)) x Cost of Debt + (Preferred/(Oebt + Equity + Preferred)) x Cost of Pre ferred 

32. In this part, we calculate these elements and determine the WACC for the 
recommended Staff Proposed Proxy. First, based upon the financial oata of the companies in the 
StatT Proposed Proxy (the Proxy Finns), lVe de termine the capital structure of the Proxy Firms, 
i.e., the proportions of debt, equity, and preferred stock the Proxy Firms use to finance their 
operations. We then calculate how much that debt, equity , and preferred stock cost the Proxy 
Finns. Finally, lVe multiply the proportion of debt, equity, and preferred stock by thei r respective 

Sl NE:CA et al. Comments at App. C, Statement ori'l'of. Randall S. Biliingsley.AII.eh. 3. This veelor 
contains normalized values of the following variables: equitY~lo-{otal capital ratio; cash flow-based interest 
coverage ratio; the standard deviation of tile ratio ofa firm 's operating cflsh fl ows to lotal asset'i; :lI1d the 
linn 's operating cash-now-to-total assets . 

\< See 47 C.F.R . § 65.305(0). 
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costs; the SUIll of these products is the WACC. 

33. The formulas for determining the cost of debt, cost of preferred stock, and capital 
structure arc codified respecLively in sections 65.302, 65.303, and 65 .304 orthe COlllmission's 
rules" The rules do not, however, specify a formula for the cost of equity." 

34. In the Fllrther Notice portion of the USFIICC Tram!orlllatioll Order, the 
Commission soughL comment on whether it should augment or replace its WACC ca\culation 
with other analyses or approaches." Noting that "many rate-of-return companies have divers ified 
beyond regulated voice services, for example to oITer broadband, video, or wireless services/'" 
the Commission sought comment on whether the WA C "should be computed for only the 
regulated portion of the company's business, or at the level of the entire company?"" Although 
there was lillie dispute regarding the WACC formula itself, there were differing views on how LO 
measurc the components of the WACC." 

35. I·laving recommended the type of data the Commission should usc, and the 
companies that would comprise the Starr Proposed Proxy, in this section, we now analyze the 
data to determine: (a) capital structure; (b) the cost of debt; (c) and the cost ofequiLY. As 
discussed below, we do not have sutTicient data to calculate the percentage of preferred stock in 
!l,e capital structures or LO calculaLe the cost of preferred stock . Accordingly, as discussed below, 
we have not included it in Lhese calcu lations. 

l. Cupit,,1 Structure 

36. The capital structure of a firm is the percentage of debt, preferred stock, and 
equity the firm uses to fin ance its operations. For example, if a lirrn had $60 of debt, $ 10 of 
preferred stock, and $130 of equity, lhen iL' capital structure would be 30 percent debt 
(60/(60+ I 0+ 130)), five percent preferred stock (10/(60+ I 0+ 130)); and 65 percent equity 
(130/(60+ 10+ 130)). 

37. The WA C can be calculatcd with the "observed" capital structure, which is 
based on book values or the market values at a moment in time, or a fim" s "target" capital 
structure, which is the capital structure the firm wishes to obtain· ' The ommission 's rules 

" 47 C.F.R. §§ 65.302-65.304 . 

,. 47 C.F.R. § 65 .30 t . 

S1 USfoIlCC Transfo,.mation Orc/er", t8052, paro. 1049 . 

,. Id. 

" Id. 

GO See. e.g ., ECA et al. Comments al AI)P. C, Statement of Prof. Randall S. l3illillgslcy. 

61 To muxirnizc its value, 1I firm will seck (0 minimize its cost of capital by targeting it.Ci oplilllaimix of debt 
and c<luity. This is not, however, a reference to a hypothetical capital structure, such as one that regulators 
sometimes use to develop WACC estimates. For eXlIIlIple, 3 n all-eq uity firm cou ld lower its WACC by 
adding rehllively low-risk, tax-deductible, low-cost debt to its capital structure. But it could only lower the 
WACC up to a point, after which the benefits of the additional debt would be lIlore than offset by higher 
debt and equi~ costs. as the additional debt significantly increases the probability of financiul dislrcss, 
including deCault and bankruptcy. substuntiotlly increases agency costs and int.mgiblc costs, such 115 (hose of 
losing the flexibility of financing Cuture project with debt. See Roger A. Morin, Regulatory F;nallce' 
Uti/ities · Cart ofCapiwl, 4 t3-429 (Pubtic Uti tities Reports t994) (Morin lIegulalory Fil/al/ce). A tirm 's 
target capital structure can be difficult for firm outsiders to 'assess~ there is "no univcrsal1heory of the debt· 
C(luity choice," Stcwart . Myers. C"pi 'al Structurc. J. Econ. Pcrsp. 8t -t 02 (Spring 200 t) (Myers Capillli 
SlruclUre) . 
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specify lhal capital Simcrure is to be calcu lalCd ba~ed uJlon book values·' A discussion of the 
issues associated with larget capital slructure and with using book va lues and market values in 
calculating the capital structure is included in Appendix C. For the reasons given below, we 
recommend that the Commission use market va lues rather than book values when calculating 
capital structure, as we find market values to be a bettcr indication of the firms target capital 
structures. 

3. Book Value Ca pil"l Siructure Results 

38. The Commission's mles currently require that the capital struc ture be calculated 
using the observed book val ues of debt, preferred stock. and equ ity. "Oook value" means the 
value on the company's balance sheet. Under thc Comm ission's rules, capital structure is 
calculated as follows:" 

Book Value of a Particular Component / (Bool( Value of Debt +Book Value of Preferred 
Stock + Book Value of Equity) 

39. Appendix 01 shows the share of debt based on book values, in the capital 
stmcture for each carrier in the Staff Proposed Proxy from 2008 to 2012. The average share of 
debt for Ihe taff Proposed Proxy was 73 percent in 20 12, based on book values. However, we 
question whether this average sh~tre of debt is representative. For instance, six of the 16 carriers 
in the sample. have remarkably high debt shares both absolutely and relative to their debt shares 
based on market values. ~ 

Company Book Value Share 
of Debt (as a 

percentage of total 
company book 

valu e) 
ACS 107% 
CBT 135% 
Consol ida ted 90% 
FairPoint 150% 
Lumos 82% 
Wind stream 88% 

40. By comparison, AT&T' s debt percentage is 42 percent when based on book 
values, and Verizon's debt percentage is 36 percent. 

4 1. Add itionally, ACS 's, CBT' s, and FairPoint 's book value capital structures arc 
not represenwtive o f their target capital strtlcture ',.' i. e., the capital structures that the companies 

., 47 C. F.R. § 65 .304 . 

• , 47 C.F .R. § 65.304. 

64 Sometimes accounting 10 scs, arising, for example, from large amounts of interest payments, 
depreciation, or amorti1.3tion, result in debt levels that exceed the book value of the firm 's assets. III these 
cases, a liml might have a book capital structure that hilS more than 100% debt and a Ilcg:ttive C(luity 
percentage equaling the absolute va lue orthe amount by which the debt percentage exceeds 100%. 

6$ Excluding the six carriers that have remarkably high debt shares, i.e ., debt shares 82 pcrcem or greater, in 
2012, the average book value capi ta l strllcnlre is 51 percent debt, and the average mllrkel value capital 
structure is 44 percenl debt. 
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would strive to obtain over tim e. A book value of debt that exceeds 100 percent of debt plus 
equity is I\ol\sensical. It is also atlea,t unlikely that even a 100% debt capilal Siructurc is 
opt imal ." As noted, a firm' s capi ta l structure is optimized by choosing the levels of debt and 
eq uity which minimi ze its over-all cost of eapi tll l necessary for its operations.·' It is a widely 
held belief lhallhere arc tradeoffs between Ihe benefits of debt financing versus those of equity 
financing," whieh means that optimal capital s tructure will in volve a mix of debl and equity. 
ACS, CBT, nnd FairPoint have non-investment-grade bond ratings. Consolidated, Windstrealll , 
and i.UIllOS have book values unlik.ely 10 represenllheir target capital structures, a, Ihe high 
degree o f leverage ofConsolidatcd and Windstream is li kely a reason thai they also have lower 
debl ratings. (Lulllos has no debt raling.) This suggests that even n 100% debt capital structure 
would not minimize these companies' WA CC, as Ihe penalty for a lower debt rating is high 
inlerest rates. 

b. Comparison of Book Value 311d Market Value Callital 
Structure Results 

42. Because several carricrs havc book va lue capita l s tructures in excess of 100 
percent debt, we arc concerned Ihat the book value calculations required by Section 65.304 of the 
Commiss ion 's rulcs·' may not provide reasonable data as required by Section 65.300.70 As 
discussed above, market value ealeulmions reported on Append ix D2 me an alternative to book 
value calculations; here we compare Ihe two calculalions. Overall , as explained in more detail 
below, we believe that capital structures based on market values almost certainly provide a morc 
accurate approximation of the carriers ' targel capital structures." We nole that NECA and Ad 
Hoc arrive at results that arc closer to our chosen market capital structure o f 54 percelll (scc both 
Appendix 0 2 and Appendix II ) than to our book capita l structure of73 percent. In particu lar, Ad 

66 Indeed, if a firm 's stock trades at a positive price, there is a strong presumption Uml the firm has H 

positive equity value and therefore its debt is less than 100% of debt plus equily. 

67 See, e.g., Giacchino and Lesser, Principles of Utility Corporate Fi"allce at 80-82 (Public Util ities 
Reports 2011 ) (Giacchillo and Lesser ) noling Ihe optimal debt/equity ratio for a regulated finn may be 
dincrcnt from the debt/equity ratio for a non-regulated firm . 

61 While the exact nature of this tradeoff is an open question. (heories addressing if include the Utradeoff," 
"pccking order," and "c.1sh fl ow" theories. Myers Capital Siruciure at 81-102. They dcpan from the cl as.~ i c 
fram ework laid Oul by Modigliani and M iller, Franco Modigli ani and Merton H. Miller, The Cost of 
Capital , Corporalion Finance and the Theory of Investment, 48 A. Econ . l~ev. 261-297 (Julie 1958), in 
which capital structure has no effcci on Ihe va lue of a firm . 

'" 47 C.I' .R. § 65.304 . 

10 47 C.F.R. § 65.300. The largel cllpilnl slruclure of a rim, is dimcult. ifllol impossible. to ascertain 
precisely. Howcver. ira given firm has a poor bond rating and a capit.11 struclure Llml differs significanl ly 
from Ihe Cal)ital structures of firms with solid bond ralings in the Slime industry- whether Ihc.lie differences 
show up in comparisons of book va lue or market va lue capital slructurcs- wc reasonably can conclude Ihlll 

Ihe given fi rm 's observed capilal structure could nol be its target capital stmelure. Where Ihe eapilal 
structure of a firm is so exaggerated and so obviollsly out of tine with such an industry benchmark, as with 
some oCthe firms in our sample, its usc might render an eSlimate ofthe WACC for that finn meaningless. 
lilld a prescription based upon Ihat C5timatc unrca-liollable. 

71 "Your first choice should be to use the firm 's target t.1pital stmcture for the weights. However, if you are 
an outs ide analysl IUld do not know the tiuget weights, it would probably bc bcsllo estimate weights based 
0 11 the current (mnket values of the capital componcnts." Eugene F. Brigham, Phillip R. Daves, 
Intermediate Financi,,1 Management, 392 Sw. C. (Feb. 23, 2012). 
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1I0c arrives al a share of debl of 46 pcrcenl ," and NECA uses a share of debl "f21 percenl. " 

Com pany Book Va lue of Market Va lue of 
Debt (as a Dcbt (as fi 

percentage of total pereentnge of total 
compa ny book company book 

value) value) 
ACS 107% 86% 
CBT 135% 71% 
Consolidmed 90% 66% 
FairPoint 150% 82% 
Lumos 82% 59% 
Windstream 88% 62% 

43 . By comparison, AT&T's debt percentage based on book value is 42 percent, as 
compared 10 26 percenl based on market value; and Verizon's debt percentage is 36 percent based 
on book values, as com pared to 28 percent based on market values. The share of debt thallhese 
two carriers have in their capital struclures is much lower than the share of debt in the capital 
Sl rUClures of the six carriers mentioned above, and both AT &1"s and Veri7~n' s book value and 
market value debl shares arc relatively close, in contrast to the book value and markel value debl 
shares oflhe six carriers. In addition, AT&T and Verizon have highly, bulnot the highest, rated 
investmenl grade deb!," which would suggesl that the capital slnlcture that we observe for these 
carriers likely better reflecls their target capital strucrure than the same measure for the other six 
carriers.7s 

12 Ad Hoc Comments at 18. 

73 NECA el al. Comments , App. C. Stulcment of Prof. R3ndall S. Billingsley at 8. 

N Investment grade bonds have a re latively low risk of default and therefore a re latively low yield. These 
bonds aTC rated "Baa3" or higher by Moody's and "B8B4" or higher by Standard & Poor's and Fitch. NOIl
invesllnenl grade bonds have tt relatively high risk of default. These bonds are rated "Sa' " or lower by 
Moody's and "00+" Or lower by SI.ndard & Poor's and Filch. See 
http://www.litchratings.coI11Jwcb _content/rat iogS/fi tch _ratings_definitions _and _scales.pdf , 
hnp:llilllg.en25.com/Web/StandardandPoorsIRalings_Defini lions.pdf; http://www.moodys.eolll/ratings
processiH alings-Definilionsl002002 (last visited Apr. 16, 2013). 

l.S Calculating these carriers' average cnpital structures oyer the five-year period from 2008 to 20 12 might 
make their target clll>ital structure more evident. A large amount of debt financing or equity financing in a 
single yc~tr, or sharply negative earnings or OJ nmdolll economic OCcurrence during th~ last two or three 
years might produce a significant deviation from the target capi tal Structure. Five years is likely to be long 
enough that the historical effects of any such individual developments would be lessened by the averolging; 
at the same time, the I>eriod likely is short and recent enough to be representative of the carriers' turrent 
financial situation. The exception to the usefulness oflooking at the average would be FairPoint, which 
entered and exi led ballkmplcy during the five-year period. Accordingly, we do not give any weight to what 
the average for FairPoint might tell us. Based on book values, the average of the five-year average share of 
debt for the sample of carriers, excluding FairPoint, and also Haw.:tiian Telcom and Lumos, as capital 
structure data arc 110 1 avai lable for either of the latter (wo carriers for every year of the five-year period, is 
63%, which i signific811tly greater than 46%, the average of the five-year average share for these carriers. 

16 

• 

• 

• 



• 

• 

Federal Com m unica tions om mission DA 13-1 .IJI 

44. We notice similar trends across the different proxy groups. In book value 
calculations for 2012, the RII s had an average of '13 percenl debl, the Mid-Size Carriers had an 
lIverage of 103 percent debt ; and the Publicly-Traded RLECs averaged 60 percent. 13y contrast, 
in market vallie calculalions the RH s averaged 33 percent debl, the Mid-Size Carriers averaged 
72 pcrcelll debt, and the Rate-or-RelUrn Carriers averaged 47 percent debt. ' · We therefore 
recommend lhat, despite precedcntLO the contrary (when the proxy group was the RHCs)," 
market value capilal Slructures should be used lO calculllle the WAC ,. 

2. ost of Debt 

45. The Commission ' s rules provide thai the cost of debt" is calculated as follows: 

Excluding the six carriers that have remarkably high debt shares , the average of the five-year average book 
value cal>it.11 structures is 44%, which is re lative ly close to 35%, tilt: tlvenlge of the nvc~yc"r uvcrage 
market va lue capilal structu res . 

Based 0 11 live-year average book values, the four carriers (listed in Ihe table above, exclud ing FairPo int and 
Lumos) huvc remarkably high debt share..c; both absolutely and relative to thei r debt shares based on I1larket 
values. Based on average book values, ACS's debt is 102%. of its c",pittll structure, as compared to 67%, 
based on market values; BT 's is 144%, as compared 10 78%; Consolidated 's is 92%, as compared to 66%; 
and Willdstrcam's is 9 1 %, as compared to 57% . Agai n, based on the averagcs, these carrier's book va lue 
cal>ital structures arc not likely to be representative of their target capital structures, as these stmclures 
exceed 9 1% or g reater. 

'6 See http://www.see.gov/cdgar.shlml(llIslvisiled Apr. 16, 20t 3) for individual firms ' 10-K reports. 

7' See 1990 Repre .• criptioll Order, 5 FC Red.1 75 t 0, p.ra. 28 . 

,. Having concluded thnl we should use market values to determine the capital structure, the question 
remains whether to use dahl for the mosl recent year, 2012, or whether to usc market values averaged over 
a longer period of time, such as the five-year period discussed above. Based on market values, the avemge 
share of debt in 20 12 for the 13 carriers, excluding FairPoint. Ilawaiian Teleorn, and LUIllOS, is 51%, while 
the average oCthe flve-yenr average share for these carriers is 46%. We conclude that the analysis would 
not be s ignificantly affected by the choice between these two values. We will usc 2012 I1Hlrkel vnlues , 
howcver, because these values reneet investors' expcclntions, and the same expectations arc renccted in 
our cos t of equity estimates. In theory. if we were to use lhe five-year average market values, we would 
have to adjust the cost of equity downw,lrd s lightly to reflect the slightly lower risk associatcd with the usc 
of these nmrket "nlues in cclpital structures as opposed to the risk associated with the usc of the 20 I 2 
market values. We note that there arc financial rormulas thai can be used to make such an adjustment 
where one is warranted. Roger A . Morin, lew Regulatory Finance (I>ublic Utilities Reports 2006) al 220-
23, 243, and 479-482 (Morill New Reglilatory Fillance) . 

While the cupital structure lIdjllsllnellt to renect relatively less debl and more equity by ilselfwould 
increase Ule WACC, the downward adjustment to the cost or equity would reduce the WACC, partially 
offsetting the effect of the cHpit:11 Slmcturc adjustment. The ndjustmcnlto the capitul structure is relatively 
easy 10 make, but the adjustment to Ihe cost of equity is relative ly complex. As the two adjustments arc 
o ITseliing, the net elTeet o f choosing 201 2, rather than five-year average, market value capital stniClures 
could bc sm.lI . 

79 Aller-I.ax cosl ordebl is lypic;,lIy used in induslry calculalions oflhe WACe. In Ihese cases,lhe WA CC 
is used as the discount rate in calculating thc nct present value of future cash fl ows. rhe stream of ruture 
cash nows 10 be discounted assumes that the firm will finance these flows with equity; lhe recognition of 
debt financing is through the usc of the uner-ulx cost ordebt when developing the \VA . However, the 
rate-o r-return c:lrricrs regulated by the F C develop .. revenue requirement used to sct price.~ in part by: I) 
calculating the tOlal allowable rcturn on rate base; (2) calculating the taxable rraclion of the tOlal rcturn tlull 
is available to shareholders after paying the tax-deductible intercs t on thc debt; <lnd applying the rederal and 
state corpontte income tux rates to thc cquity holders ' fmction oflhe tOlal return 10 calcu late Ihe carrier 's 
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Embedded Cost of Debt=Total Annual Interest Expense/Average Outstanding Debt" 

where "Total Annual Interest Expense" = "the total interest expense for the rno t I'C('CllI two year 
for all local exchange carriers with annual revenues eq ual to or above the indexed revenue 
threshold as defined in § 32.9000" and "Average Outstanding Debt" - the average of the total 
debt for the most recent two years fo r all local exchange carriers wi th annual revenues equal to or 
above the indexed revenue threshold as defined in § 32.9000." TIlese data are readily available 
from St"fl" Proposed Proxy C<1 rriers ' Form 10-Ks. 

46. As a threshold matter, we believe that this equation is incorrect : it uses (wo 
years' interest expense divided by an "verage of two years ' total debt, resulting in an 
overstatement of the cost o f debt. This would approximately double the true embedded cost of 
debt. We therefore recommend that the Commission instead usc the following equation for 
calculating debt based on the most recent year's interest expense: 

Embedded Cost of Debt=Prevlous Year's Interest Expense/Average of Debt Outstanding at the 

income taxes. The total return and income taxes are part of the carrier' revenue rC(luiremeflt. Under this 
approach, the pre·t3x cost of debt is used to calculate: the WACC and (holt calcuh.ltion enables the carrier 
fully to compensate its debt and equity holders and to pay the taxes 0 11 the return available to equity 
holders. Accordingly. the \V ACC estimates we develop in this Rt!port refl ect the Ilre·tax cost of debt. 
When the WACC is used outside of the context ofealculating a revenue requirement in this man ncr thc 
prc·lax cost of debt might have to be adjusted downward to account for the tax benefits of debt financing, 
Ute so-called "tax shield." 

.. 47 C.F.R: § 65 .302. Tho Commission's ru les require that embedded cost of deb I be used to calculate the 
WA CC, which is logically consistent with its rules requiring the use of an original cost (essentially a book 
va lue) rale base. There is an argument for use of current debt yields in plact! of the embedded cost of debt, 
as current yields better ref1ectlhe opponunity cost of debt capital invested in the firm . However, current 
debt yie lds multiplied by tho debt holders ' share of a book value rate base docs not provide these investors 
with their opportunity cos!. I{the rale base inslead werc based on market value. current debt yie lds should 
be used in place of the embedded cost of deb I, 10 better renect opportunity cost. See Morin New 
Regu/alory Finance at 26·27. 

To illustrate why the use of current debt yields in calculating the WACC would not provide debt holders 
with their opportunity cost, assume that the embedded cost of debt is 5%, the current yield on equivalent 
debt is 2.5%, the cost of equity is 10%, and that thc ratc base is S100 and is finan ced with S50 of debt and 
S50 in C<luity, each expresscd in book value terms. Thc debt holder receives the embedded cost of debt, 
5%, times the debt share of tile book value rale base, $5D, 0,. a rerum of$2.50, which matches Ihe 
contractual obligatjoll of thc finn to its debt holders. The debt holder receives a return ofS2.50, or five 
I>crcem, on the book value share of the rate base, S50, regardless of the current yield on equivalent debt, 
2. 5% in our example. Moreover, the WACC would be 6.25% if it were bust!d on the current debt yicld 
rather than the embedded cost of debt (2.5% current cost of debt times the debt holders' share of the rate 
base, 50%, plus the cost of equity, 10%, times the equity holders' share of the rate base, 50%). The 6.25% 
total rate ofrewrn applied to the rate base of$IOO yie lds a total return ofS6.25. Given that the fi xed 
obligarion on Ule debt is $2.50, Ihe rerum that remains to compensate equity holders after payment to the 
debt holders is $3 .75, which equates to it rate Of rt:lurn of ollly 7.5% on the book v:lluc of the e<Juity 
holders' invested capital ofS50 (S3.75 divided by S50), much less than the rate of return equity holders 
require, 10% in our example. 

If instead the cmbeddcd cost of debt is less than the current yield on equivulent debt, and the WACe is 
based on that current yield, debt holders again receive a rcturn equal to the fixed amount of the cont ractual 
obligation on the outstnnding debt, while equity holders this time receive a return that is g.-cuter than they 
require. 

" 47 C.F.R. § 65.302. 
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Beginning and at the End of th e Previous Year 

47. Ahernalively, an eSlimate oflh. currelll COSI of debl for a given company could 
be based on Ihe currelll yield on bonds lhal have Ihe same r3ting as and a maturity Ihal is sim ilar 
10 Ihe company 's bonds . Such an eSlimale is li kely 10 be impreci c in at leasl some cases, as it 
would be difficult using such a simple approach 10 accounl for the characlerisl ics of debllhal 
significanlly "ffecllhe yields Ihey pay. Such debl characleristics includc Ihe malurilY, e.g., 5, 10, 
or 20 years, fixed versus variable inlerest ra tes, seniorily, and whelher Ihe debt is callable or 
convertible. A more precise calculation might also require knowledge of how much of each Iype 
of debl inslrumenl each company uses. I lowever, as inleresl rales have been declining for a 
number of years, and companies that are in good financial heahh Iypically arc able 10 refinance, 
on average thc embedded COSI of debt and the currelll COSI of debt for Ihese companies should nol 
difTer significantly, provided therc have nol been subslantial changes in the cost of debt since the 
last liIing of the companies' 10-Ks. Thus, we recoll1mend using Ihe melhod specified in the 
Commiss ion 's rules. as corrected, to estimate the cost of deb I , at least at this time. We note, 
however, Ihal for companies not in good financial health, Ihe embedded COSI of debl may to sOllle 
exlelll reneci low rates to which the companies no longer have access. Whether Ihe WACC is 10 
be based on Ihe Olllmission 's COSI of debl fonnula or a currenl eosl of debl calculation, the 

ommission should consider calculating the WACC based upon firms thm have either 
investlllenl-grade bond ratings, or limes-interest-earned ratios roughly equal 10 Ihe ratios of firms 
that have such a ruting, given Ihatthe WACC estimates of such firms, firms thai arc not in 
financial dis tress, generally would be more reliable. 

48. The embedded cost of debt calculated lL' described above, based upon data from 
the Siaff Proxy Firms' SEC filings, is reported in Appendix E. The average embedded cost of 
debt for all 16 carriers is 6.19 percenl. For the RHCs il is 5. I 7 percent, tite lower rate likely 
renecting, among other things, their financial stability in Ihe eyes of lenders. The Mid- ize 
Proxies pay an average interest rate of7.65 percent. The Publicly-Traded RJ..EC Proxies pay an 
average interest rale of 5. 14 percent on their debt. 

49. We note that ilmay be necessary to reduce, or cap, the embedded cost of debl 
due to the availability of government subsidized loans to most, if not all, rate-of-return carriers. 
When the interest rates carriers face arc nolmarket-based bul rather subsidized by the 
government or by non-profit entities (e.g., the Rural Utilitic.s ervice (RUS), CoBank, or the 
Rural Telephone FilUUlee ooperative (RTFC», these subs idized rales must be taken into accounl 
in calculating carriers' cost of debt. This is becHuse RJ..E s may have access to loans at below
market interest rates; for example, RUS currently ofTers loans with inlerest varying from current 
Treasury rates to no more Ihan five percenl." If such eXlensive funding is readily available to 
most RLECs from these sources, Ihen even a generous estimale of Ihe COsl of debl should be no 
more than Ihe current highest rale charged by RUS, CoBank, or RTrC. It is unclear, however, 
whelher it would be feas ible andlor unduly burdensome for a carrier to finance all of its assels 
with loans from these lender ', and 10 refi nance older debl al current rales. 

50. We point out lh.t Ihe staff eSlim,"e of the cost of debt, 6.19 percent, is higher 
Ihm11he estimates provided by NECA (4.42 percenl) and Ad Hoc (3.63 percent). Of course, the 
NEC" und Ad Hoc eSlimales were for very different groups of proxl, firms. NECA uses the 
expecled yield on corporale bonds rated A- by Standard and Poor' . . l This is Ihe average bond 

12 See http://w\Vw.rurdcy .usda.gov!supportdocurncnls/lclccomloansflyerfaclshecl .p<Jf (last visited Apr. I G, 
2013). 

" NECA cl 01. Com men Is, App. C, Sialemeni of Prof. Rondall S. Billingsley 01 8. 
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ra ling of the firm s in Iheir porlfolio. Ad lloc relies on Ihe infornlll ti on made publiciy available by 
Prof. Damodaran 10 oblain ils cost of debl eSlimales. Damodarsn uses seclOr-by-seclOr debt 
eSlimales," and Ad Hoc uses his reporled after-tax cost of debt to calculale Ihe WACC. As 
explained in this Repol1 , the pellinent COSI of debt in the context of how the FCC ca lculates 
revenue requirements is the pre-lax eosl of debt. Using the pre-tax cosI oI' debl provi ded by Ad 
Hoc," the Ad I lac COSI of debl is 4.79 percent." 

3. Cost of Equity 

51. Equity is the value ofa firm' s assel ', such as equipment, paten IS, and goodwill , 
a fler Ihe firm' s financialliabililies have been deducted. n,e Commission's rules do nOI speci fy 
how the COSI of equily is to be calculated," and there are several assel pricing melhods that might 
be used to estimate the cos I of equity. For its preliminalY analysi s in Ihe USPIICC 
Trans/ormation Order, the Commission used CAPM, the most widely used method in 
commerce." The Com mission sough I commenl on using CAPM and on using the Discounled 
Cash Flow Model (OCF), on which it rel ied to calculate Ihe cos I of capital in the 1990 
Represcription Order" Oath models calculale Ihe cost of equity based upon an analysis of 
firms' common stock. Parties offered lillie discussion regmding APM or Ihe difference between 
CAPM and DCI' . 'ECA provided analysis based upon bOlh DCI' and CA PM," and Ad Hoc ' s 
comments arc based on a study using CAPM .91 We discuss below bOlh of lhese popular models 
for measuring Ihe cost of equilY. In this Report we usc both models to delermine Ihe cost of 
equity, and 10 create a zone of reasonableness. because balh models have di ffcrenllimitations' 2 

52. BaCkground. Equity derives ils market val ue from the expected present 
discounted value of the profits it can generale. Because Ihe market for the products and services 
sold by a firm and capital markets are not static, the expected flow of profits changes with new 
informal ion, and the value of equity is always in flux. In publicly Iraded companie., ownership 
of the corporation is shared among slockhoiders according 10 their stockholdings. In the event of 
liquidalion, stoek.holders are enlilled 10 a share of the proceeds Ihat remain from selling off the 
assets of the company and repaying the firm 's creditors. If ponions of the company' s equity arc 
Iraded on a regular basis on the stock market, Ihere is a readil y observable price for Ihe enrirety of 
the finn's equity : the price o f a share multiplied by Ihe number of shares outs tanding. 

,. Ad !-loc comments at 18. 

" Id. 

" Id. 

" 47 c.1' .R. § 65 .30 I. ("The Cosl of equity shall be determined in represcriplion proceedings .fter giving 
full consideration to the evidence in the record. inc luding such evidence as the Commission may officially 
notice."). 

lUI John R. Graham and Campbell R. IInrvey, The Theory and Practice of Corporate Finance: Evidence from 
the Field, 60 J. FIN. ECON. 81 187-243 (200 I) (Graham and Harvey) . 

" lJSFIICC Tr"'lS/ormotinn Order, 26 FC Red "I 18054. ".r •. 1055 (ci ting 1990 Represcription Order, 5 
FCC Red .t 7527-29. p.ras. 174.1 89). 

'" NECA cl aI. Corn l11cnl5 at 56-57 and API'. C, Slalemenl of Prof. Randall S. flitlingsley 01 6-7, 15·26 . 

91 Ad I {oe Comments at 5-7 . 

., See, e g .. t'hitlips, .hartcs F. Jr ., The Regutation of Public Utilities. Public Ulililies Repol1S. tnc .. ( 1993) 
aI394-97. 
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53. In privately held nrms, including the overwhelming majority of RLE s, 
however, equi lY cannot be readily measured, even Ihough an equity figure is repo.1ed in their 
balance sheets. Un like in publicly traded finn., in private nrms claims 10 the rc idual value of 
lire assets of the company "ner repaying its creditors are not traded in a market. Therefore, there 
is no market price reOecting the consensus of investors as to tire value of a private firm 's equity; 
that value can only be inferred by looking at companrble publicly traded companies. 

54. The cost of equity of a firm is the return that investors require given the 
perceived risk of the nrm's expected stream of future profits. In the case of publicly traded 
companies, one can observe the stock market price of equity, and any dividends it pays, and can 
est imate Ihe after-the-facI cost of equity based upon these data. But as explained above, in the 
case of privately held companies, the price of equity is not observed. Accordingly, the 
established practice in finance to estimate the cost of equity for privale nnlls is to lind publicly 
traded firms tlu.t have similar risk as the private firms. TI,e cost of equity is estimaled for these 
publicly traded companies, "nd that estimate is attributed to the private olles'3 

55. The effort 10 identify publicly traded firms with risks similar to those of privately 
hcld nrms has two obvious limitations. first, there may be impo'1"nt, unobserved risk factors 
that drive a nnll to become publicly traded in the first place. TI,is makes it likely th"t even if the 
company appears to be identical in risk to the private finn whose cost of equity is being 
estimated, important though unobserved di ffercnces that could affect the cost of equity remain. 

ccond, it is not likely that a publicly traded finn will be idcnticalto a privately traded olle even 
in the observable risk characteristics, making the choice of representative finns an ultimatcJy 
imperfect "nd subjective method. 

56. As the cost of equity reOcets the uncertain expectations of investors, there is 
potemial for introducing significant errors into the estimates, and no single model can be counted 
on exclusively to provide a precise estimate orthe cost of equity. Each methodology has 
conceptual shortcomings, requires the use of informed judgment, and involves measurement 
error. We discuss these models, and their strengths and weaknesses, below," 

9) The 'ollllnission also sought comment on the importance of notalion COSL~. small costs associated widl 
lhe issuance of stocks or bonds, for our CO.C;l of equity calculations, USFI/CC Trails/ormation Order, 26 
FCC Rcd at t8054, para. 1055, bu. received liltle commen!. See, e g., I ECA o. al. Commen.s, API'. C, 
Swtement of Randa ll S. Billingsley til 7. Of uti carriers with at least one: ratc:·of·rcturn study area, we have 
identified fewcr than twenty that arc publicly traded. Because floL1tion costs tend to be proportiollutcly 
smull . illld arc primarily relevant for public companies issuing new securities, we believe lhallhey arc nol 
significant for the vast majority ofRL.ECs (which are nol publicly traded) and have not been incorporated 
inlo calculations meant to be representative ofRLECs in general. 

.. ECA has provided an cstimn.e or .he cost or equity bosed upon ano.her model, " Free Cash Flow (FCF) 
model analysis in which currcnt free cash now is divided by the value of the firm . See NE A ct aJ. 
Comments at 57-60. Oased upon its Hnalysis, NECA concludc.'i that the average value for cost of capital is 
betwecn 11.75% and 23.49%. Id at 59-60. NE A docs not provide sufficicrH information regard ing its 
analysis to ~tllow meaningful assessment of its calculations. NECA's analysis is based upon 
unsubstantiated assumptions about the value of RLEC lines instead of demonstrated market values (see 
NECA ct III. Comments at 58 C'RLEC lines may be more valuable than price cap companies' rum I lines for 
at le;:Isl two reasons. First, RLEC lines are in beller shape because these comp:lI1ies have herelofore 
focused their full attention, investmenl and maintenance upolliheir rural exchanges,"); arbi trarily reduces 
price-per-Iine data (see NECA ct \\t, Comments ~,t 59 ("Since 2008, sale prices for lH ... ECs and price cup 
exchanges suggest a range between $3200 and S 1500 per line. rfootnote ol11incd]. Sales prices in prior 
years wcre considerably higher, and the likelihood of cOlllinued decline in P is not unreasonable. Therefore. 
it appears reasonable to usc tl $2500 10 S 1200 price-per-line range to produce cose of capital estimates,"); 
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57. Limitalion" ojModels Used to Estimate the Cost of Equity. Outsidc of the 
regulatory context, CA PM is the most widely used model for determining the cost of equi ty." 
D F, however. is the most widely used in regul ation, and was used in the Commiss ion' s 1990 
reprc'cription .... • At that time the CUrIlmis.ion chose D F over CAPM fOI determining the co t of 
equity, but srated that "l wle continue to believe that the APM approach has the potential to 
provide estimates ofthc cost ofcquity capital with the same reliability as the DCF approach."" 
We use both methods in this taffReport to estimate the cost of equi ty 

58. Unlike DCr:, CAPM docs not require analysts' predictions regarding changes in 
dividends, ami so eliminates that particular elemem of speculation from the equation. By the 
ame token, however, the inputs required to implementlhe CAPM, in particular, the expected 

bcta93 and the expected risk premium, are prone 10 mcasurcmcru error because lhese eSlimates 
involve speculalion as to investor expectations.'" The tl1le value of each of the inputs required to 
implement the CAPM is unknown, and each is difficult 10 measure precisely. In formulation, the 
constant-growth DCI', the variant of the general DCI' model used in the past by the Commission 
an" in this Repol1, also assumes that a firm' s dividends grow althe same rate in perpetuity, which 
is unlikely. Ilowever, it can be argued thaI in fac t it allows for fluctuations around a long- run 
average growth rate, and error as to expected dividend payments in the more distant future have a 
limited impact on the accuracy of Ihe approach, for example, because investors reasonably could 
be expected to largely if not completely discount the value of the dividends they might expecl to 
receive beyond the foreseeable future 'OO 

relics on a non·randol1l sample of cost companies that chose to respond to i.t NECA dura request (NEeA Cf 
OI l. Comments at 59); and relies on unweightcd median data WitJlOut providing me"," data. /,i. For these 
reaSOns. we find ECA 's F F IInulysis unpersuasivc with regard to the issues discussed in this Report. 

., See, ".g., William F. Sharpe, Capi ta l Asset Prices: A Theory of Market Equilibrium under Conditions of 
Risk, J . FIN. 31425-442 ( 1964). Methods such as the ,ordon Growlh Model or Dividend Discount Model 
(DDM) popularized by Gordon and Shapiro in 1959. (See Myron J. Gordon & Eli Shapiro, Capilal 
Equipmenl Analysis: The Required Rale of Pro lit , MGMT. SCI. at 102-1 to (\956» were widely used in 
praclice prior 10 this lime. ("tn the 19405 and 1950s, prior to the development of the Capital Asset Pricing 
Model. .. the cosl of equity capital was backed out from the cash flows Ihal investors could expect to 
receive on their shares in relation to the current price of the shares. A popular method of estimating the cost 
ofequilY this way was the Gordon and Shapiro ( 1956) model, in which a company's dividends are assumcd 
to grow in perpetuity at a CO llstant rote g." Andre F. Perold, The Capital Asset Pricing Model, J. ECON. 
PERSP. al 3-24 (2004) . 

.. 1990 Represcription Order, 5 FCC Red at 7528. para. 178. 

91 /d. at 7523 , para. 139. The 'oll1mission round that th e- CAPM estimates submitted in lhat proceeding 
used unrealistically high betas and risk premiums. Id. 

on As discussed in greater detail below, beta is a measurement of the volatility ofa company's stock relative 
to the volnlility of the market. 

99 Eugene F. FUl11a m\d Kenneth R. French, The C"pitnl Asset Pricing Model: Theory and Evidence, J. 
ECON. PERS? al44 n.7 (2004) (Fama alld Frellch). 

100 To understand why, consider that the general DCr model a stllnes that the stock price is cqu:ll to the 
presenl value of all fU lUre dividends, and that the discount rute exceeds Ihe dividend growth ratc . As the 
discount rate is greater than the growth ralC:, dividends after somc period of time, albeit I)Ossibly a long 
period, becomc insignificant. Thus, the constant~growlh DC F' model is valid 8S long as <I farm is able 10 

grow at conSlant growth nile for a sufficiently long pcriod. not forever. For example. assuming a discount 
ralc of 10% per year. a dividend growth rate oftive percent pcr year. and a ellCl'cnt dividend of SI.OO per 
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59. While in a conslal11-growlh DCF analysis, companic.s wilh high dividend growlh 
rales (relati ve to Ihe expecled long-run growlh rale of Ihe economy as a whole) may be judged to 
have high COSIS of equity, Ihe incumbent LECs in our sample arc forecast 10 have modest growth 
rates. Accordingly, the D F model is suitable fo r estimating thei r Cosl of equity . Funhermore, to 
the eXle"t Ih" t any of the firms in our sample have growth eSlimates thai might be judged high, 
we nole Ihat firms have in the pasl (and can in Ihe fU lure) grow at above average rates for long 
periods of time, pe ri ods long enough Ihal investors mighl place little or no weighl on the returns 
that mighl be expecled to be avai lable at Ihe lime that growth stans to slow significant ly . To 
eSlimatc fUlure dividends, it is s tandard praclice 10 rely on Ihe consensus eSlimales of induslry 
analysls. 10 1 \"Ie consider this reasonable, since investors, pal1 icularly institutional investors that 
roulinely buy and sell signifi canl quanli lies of stocks, rely on Ihese analysLs' estimates when 
mak ing such decisions'·' The analysts' eSlim ales arc expensive to produce, and Ihe services thai 
colleellhe avai lable range of estimales have substanlial prices, indicaling Ihat Ihe purchasing 
investors significantly value such services. Moreover, even if analysts' growth estimates turn out 
10 be 100 high or 100 low in hindsighl, arguab ly 'uch error is largely irrelevant. As long as 
investors base their expectati ons on the analysts' estimates, these are the estimates, regard less of 
whether they are 100 oplimisli c or 100 pessim islic, that arc re fl ected in Ihe market price o f 
equity.'·' 

60 . The DCr model cannol be used 10 estimate Ihe cost of equity for companies thai 
do nol pay dividends on a regular basis, however, such as Cincinnati Dell. For these compan ies, 
we cannot calculate Ihe cosl of equity using Ihe D F model and Ihus will lack a second estimale 
10 cO'Toboralc Ihe company-specific resllits of the CA PM. 

6 1. As for Ihe CAPM, there is compelling evidence thai il docs not accurately predict 
equity relurns, which is the ultimate tesl for a model used specifically for the purpose of 
estimating the COSI of equily, as we do here.'''' Moreover, a substanlial fraclion of investors are 
nol significantly diversified, and face complmy specific-risk, contrary 10 a key assumption of the 
CAPM.'·' Also, bela, Ihe lone risk faclor in Ihe CAPM , arguably needs 10 be supplemenled with 
other risk variables, such as dividend yield, firm size, and skewness, to explain security returns.'" 
And (here are real-world conslrai nts on investor horrowing, such as on short selling, contrary to 

year that is paid annually, the present value of the dividend paymerll in year SO is approximrnely 10 cenlS, 
and in year 11 5 this value is "'pproximately 7..cro. 

101 See, e K., 1990 Reprucriplion Order,S FCC Red at 7515 , para. 67; Mo,.in New Regllllllory Finance at 
297-303; Giacchino and Lesser at 253. 

102 1990 ReprescripliQn Order ul 7529. parn. 188 . The Commission previously fou nd the lISC of consensus 
forecasts of industry analysts 10 be II rcnsonablc approach to estimating dividend growth rates, and relied on 
them in the 1990 Represaiplion Order 

101 Some argue that earnings growth rate estimates of analysts that work for investment bunking and stock 
brokerage finns tend to be overstated, and lise of these estimates in the 0 F lIlodcltt!nds to bias COSI of 
equity cslitnatcs upward. See Peter D. Easton and Gregory A. Sommers, Effect of Armlysts' Optimism on 
ESlimates of the Expected Rate of Rctllrn Implied by Earnings Forecasts, J. ACer. RES., 983- 101 5 (2007); 
Alorin New Regu/atory Finance CI t 299-302. 

IQ.I See, generally, FaJIta and French; Mu,;n Negu/aloIY Finance at 33 8; 1\I'or;1I New Regu/alory Pinance ill 
175 9. 

lOS Nlorin New Regula/my I;immce at 175 . 

106 t'vlo,;" Regulatory Finance til 33 8; Morin Ne w Uegula/ory Finance al 175·89. 
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onc of the CA PM assllmptions.'·7 

iI . C"pil . , Asset " ,-i('inll Motlcl (f:AI'M) 

62. The Capilal A»ot Pricing Muucl i> widely II;,CU by fi nancial plUctitiullcr, ill 
indust!), to calculate the cost of equi ty of publi cly tmded firm s.'ei For example. a survey at 392 

hiefExeeutive Officers in the Uni ted States found that " APM is by far the most popular 
method of estim ating the cost of equity capital: 73.5 percent of respondents always or almost 
always use the CA PM." ,09 It is the benclun ark for academic rescarch in fi nance."· Using lhe 
CAPM estimates of the cost of equity for" representative fiml to calculate the WA C for 
regulated industri es is also standard procedure. "' CA PM starts out with the "ssumption that 
investors fi lce a lradeoffbetween !lSsets wi th high returns and high volatility and assets wi th low 
returns imd low volatility, with volatili ty understood as the standard deviation of returns. 
Investors Ihen create a divers ified port folio o f assets that give Ihem Ihe highest rate of return 
possible for their chosen level of risk. The model then fu rther assumes that all investors have the 
samc expeclalions about Ihe behavior of the markel, an assumpt ion lhal is sufficient 10 derivc Ihe 
market equilibriul11 rale of rei urn for any given asset. 

63 . The required rute of return in CAPM is: 

Asset rate of re turn = Risk free interest rate + Asset Beta"Marke t Pre mium 

'nlC risk free interest ralc is the return that investors can get on their money having the certainty 
that there will be no default. U.S. governmenl securil ies arc considered to fu lfill this role, as 
there are few alternative asseL', if any, which have a higher probability of full repayment than 
U.S. governmenl debt. " ' 

64 . Long-term Treasury yields should be u 'ed in the CAPM as the risk-free-rale 
because common stock is a long-term investmenl ' l3 As a long-term inveslment, Ihe ex pected 
rale of return on common stock depends on long-lerm cash fl ows. Moreover, RLEC assets have 

10} A10r in New RegulOlory Finance at 175, 177. 

10111)1 The ctlicicnt market hypothesis is the foundation upon which the CAPM (and the D F model) is 
based, and there arc no real alternatives to estimltting the cost of equity that are 110 1 based 011 it. See 
C iacchino lUllll.esser at 250·25 1. The hypothesis has sharp critics. Id .. see illso Robert J. Shiller, From 
Effi cienl Markels Theory 10 Behavioral Fin.nce, J. ECON. PEHSJ'. 8)- 104 (200). 

100 Graham and J 11Ir\ley at 187- 243 . 

110 See, e.g., Famll and french at 2S 6; G;(Jccl,illo and Le.fser at 185 . 

II I "Regulators use the CAPM to establish a "niir" rate of return on invested citpital for public utilities umt 
other firm s subject to price regulation. For example, a commission regulating an electric power company 
may have to cstablish a price that the company is allowed to charge its customers for electrici ty . The 
commission will do so by computing the cost of producing the electricity, including an allowimce for the 
cost of capitaL ... In computing the cost of capital,;:1 regula tory comm ission llluSl compensate the providers 
ofeapital for the risk they bear by investing in the electric utility. Because the investors are able to 
diversify thei r investment portfolios. the only risk the regulators need to coml>Cllsatc them for is market 
risk, as measured by betn ." Zvi Bodie and Robert C. Merton, Finllm:c at 352 (Prentice Hall 2000) 

112 For example, Forbes rcpOrls the thoughts of former Federal Reserve Chltirman Alan Greenspan on this 
issue: "The United States can pay any debt it has because we can always print money to do that So there is 
zero probllbility of default ." hllp :/lwww.forbes.com/silcsijohnlhllrvey/20 1210911 O/impossible-to-defaulll 
(lnsl visiled Apr. 15. 201) . 

113 Sec Morin New Regulatory Finance 3t 151 - 152. 
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long use ful lives that typically arc financed with long-term securilies.' 1< Thus, Ihe appropriale 
risk free rale is Ihe olle reflecled in long-term (e.g. , 10- or 20-year) U.S. Treasury bonds ralher 
Ihan shorter-Icrm U.S. Treasury notes or bills (e.g. , five-year notes, or 90 or 30 day bills).'" 
Shan-term inveslors would Ii.ce reinveslment risk althe end of every 90 day period, for example, 
because they do nol currently know whalthe rates will be in90 days, 180,270, and so on, while 
the value o f the underlying asset depends onthc present value orils long-Ienn future cash fl ows, 
regardless of inveslors' investment horizons. Whether a 10-,20-, or 30-yell r Treasury bond rate 
should be used is 1II1 open question. In our delailed analysis be low, we take the interesl rale on 
the I O-year Treasury note as Ihe risk free rale because the s landard devialion of lhe mean 
historical equity premium measured reilltivc to relums on 10-year Treasury securities is readily 
available. This rate was 1.92 percent as of March 26, 20 13116 Ad Hoc does nol specilY how it 
com pUled the risk free rale. NECA uses a 20-year Treasury nolc rale' 17 This choice does nol 
have II major impact on ECA ' s COSI of equi ry calculalions, which arc higher than oms primarily 
because of Iheir choice of markel premium. 

65 . Because we be lieve Ihe inleresl rale Ihat is Ihe best predictor of lhe future interest 
rale on governmenl securities is the curren I interesl rale (which is consislenl with the hypolhesis 
thai interest rates 1o llow a random walk). wc usc the currenl rate as the risk-free interest rate. 
This rate incorporaLes an accurate reflec ti on of investors ' current cx pcctutio l1s about the future 
rate. The staff recommends usi ng this eSlimate of the risk free interesl rate, which is forward 
looking, because CAPM requires the usc of forward -looki ng val ues. 

(i) Primary Vari:tblcs in CA PM 

66. There arc a number of variables needed 10 delermine the cost of equity us ing 
CAPM: I) Ihe choice of which markel indcx is 10 be used for this analysis; 2) Ihe time period 
over which 10 measure risk; 3) the market premium, which is the markel ' s retum above Ihe relurn 
thaI wou ld be offered for a risk-free investment; 4) addilional risk premiums; and 5) belas, which 
measure the volalilily of a company ' s slock relalive to Ihe market. We discuss our analysis of 
these variables below. 

67 . Choice of Mark.,lndex. To calculale Ihe cosl of equity using CA.PM, the returns 
on an individual company 's equity are compared to the returns on equity generally. In Iheory, 
this comparison should be 10 a comprehensive markel portfolio;'" in prac liee, it is necessary 10 

select a market index for this comparison. The choice o f which market index is to be used has 
been debated.'" The S&P 500 is considered a suffic ient market index because il includes enough 
securilies 10 be broadly representative of the ent ire market. It is widely used by regulalors,"· was 

II" Ill.; (J illcchiIJo and Le.rscr at 234- 35. 

liS See generally Tom Copehllld, Tim Koller, lind Jack Murrin, ValUalion: Measuring and Manllgi" K 'he 
fla/I/e O/Camllllnies a. 217 (McKinsey & Company, Inc. (2000» (CoJle/al/d). 

121 http://www .trca."iury .gov/resource-center/dal'a-chart-centcr/i n(crcst. 
rdtesiPlIgcs!rcxtV icw.aspx?data=yic ld (Last acc"-,,cd May 2. 2013). 

117 ECA ct Ol io Comments, App. C. Statement o f Prof. Randall S . Billings ley ill 23 . 

111 Sec generally, Fanta and Joi·em:h. 

11 9 (j;m:dlino and Lesser ttl 225 (Noting that this point was made ill "{.s Jtudic.~ hy Failla rshowing l tlml 
when a portfolio has 50 or more assels. the influence o f the covil ri.1I1ce terms swamps the influcnce ofthc 
individual variance terms."). 

,,. Id 
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used by ECA in its comments, III and we use the S&P 500 in this Report. Ad Hoc's source 
docs not spec ify the market index used in its WACC calcu lations'" 

68. Choice of Time Period. -n,c,c i general consensus that a long historical time 

DA 13-1111 

period is most appropriate in producillg ri!>k premium c:,tiruatc~ based on historical data.12l Even 
unusual events can be repeated in the long run. For this rca 'on, unusual market events should not 
be dropped from the sampl e simply on the basis that they were outliers, a point rei nforced by the 
recenl tinancial cris is. We use Ihe lime period 1928-20 J 2. ECA does not u 'e a hislorical 
markell>remium, and Ad 1I0c does not specify how ils markel premium is calculaled."· 

69. Market Premillm. The markel premium is defined in the CAPM as the diITerence 
between Ihe return one can expect 10 cam holding a markel porI fol io and the risk-free inlere I 
rate. Here we find calculating the histo rical market premium to be Ihe best approach avai lable 10 
us, and fo r the data available to us, we find the reasonable range for markel prem ium ranges from 
1.22-10.54 percent. 

70. A survey of 150 finance lextbooks found rhat 129 textbooks consider Ihe 
expected market premium ro be the relevant var iable for estimating the cost of equity, and 82 look 
the view that invesrors consider the average historicalmarkel premium 10 be the besl forecast of 
the expected market premium.IlS It is common to rely on as long a time series as possible when 
calculating the average historical market premium. 126 

7 1. A com monly used 'ource, Ibbotson,' '' eSlimates Ihe expected marker premium 10 
be 6.7 percent based on Ihe hisroricalmarket premium over Ihe twenly-year U.S. govern men I 
bond rale'" The calculalion is the arithmet ic average difference between Ihe S&P 500 company 
srock rotal annual returns and the government bond iI/come returns (i .e., excluding capilal gains 
on the bonds)' 29 over the period 1926-2010.';0 Unfortunately, we did not have access to the 

'" NE A el 01. Comments at 5, App. ,Slalement of Prof. I{nndall S. Billingsley al 22. 

122 Sec the definition orUCost of Equity" at 
hnp:tlpeople.stern.nyu.edu/adal11odar cw_ll omeJ'agcldnlafilctvariable.hlm (Lasl accessed 05tO t/20 I J) 

III Gillcchino and Le:i~·er at 225. 

12<1 Sec the definition or "Cost of Equity" at 

hllp:ttpeople.slem.nyu.edu/adamodar ew _I-lome ] agcldalafilclvariable.htm (Lasl accesscd 05/0 1/20 13) 

III Pablo Fernandez, The £quily I~remiw" ill 150 rexlbooks, J. FrN . TRANSFORMKIlON, Capco Inst. al 14-18 
(2009) (Fernal/de:), which repons thaI of 150 textbooks, " 129 claill1lhe REP [requi rcd (by investors) 
equity prem ium] = EEP [Expecled cquilY prem iumj" and that "82 books usc Ihe II EP [liislorical cquity 
premium] as lhe best estimation of the EEP." 

126 Mor;n New RegulfllOlY Finance at 157; Gillcchino and Lcsser nl 235-236. 

"' Ibbolson SBBI 201 1 Classic Yearbook; Market Results ror locks, Bonds, Bi lls, and Inn'l ion, 1926-
20 10 (Ibbotson Associates 20 11 ) ( lbbOlSOH) . On COlll lllOll ll SC of IhbOlSOH, 5ee Morin New RegulolO1Y 
Finance at 157-1 58. 

'" Ibbolsol/ al 124, Table 10- t. 

129 The income portion ortolal bond return (i.e.) the coupon rule). 1I0t the Iota I return, is used on grollnds 
titat the income return better rencclS lhe risk-free portion ofille bond return, as realized capital gains or 
losses arc largely unanticipated by investors. See generally, Ibbol.fOll; .tec also G;occhino (lnd Lesser at 
234 . Ibbotson :r 20-ycar market prem ium from 192610 2010, based on IOlal returns froll) holding 
government bonds, is 5.7 %, a full percentage I)oim less than Ihe mle determined by focusing on income 
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underlying data for the Ibbotson calculation 10 provide a conndence interval around the reported 
estimated means. We recommend that the Commission obtain these or similar data. 

72. The average historical market premium above the 10-year risk free rate for the 
longest period readily available to liS (1928-20 12) wa' 5.88 percent and came from data supplied 
by Prof. Damodaran'" The caleul'lIion is the arithmetic average of the difference between the 
annual return on the S&P 500, and return on the 10-year U.S. government bond including capital 
returns. The interval defined by two slandard deviations'" around the I O-year government bond 
historical market premium was 1.22-10.54 percent. Statislically, we are approximately 95 percent 
confident Chat the true mean v(lluc of the l11C1rkcl premium lies within these ranges. ll ) However, 
ulcre is substanlial variation in observed markel premiums over this period (for example, for the 
10-year markel premium, the lowest market premium in any year was -56.65 percent, and the 
highest 49.27 percent). Ideally, we would have considered the 10- and 20-year historical 
premium on government bonds, over both the total bond rellirn and Ihe bond income return . 

73. SUlvcys are another source for expected markel premiums. There ,ore risks 
associated with us ing surveys.'" We considered three surveys, but the range each survey reports 
mixes estimates made under differing assumptions, such as the purpose of the survey, the 
specified market portfolio, and Ihe specific risk free rate. Consequentl y, they cannot be formally 
compared with each other or any other estimates, but perhaps provide rough sanity test ranges. 
The first survey, from 2009, reported an average from 150 finance textbooks of6.5 percenl from 
a range from three to len percent.'" The second, a survey of over 1500 finance and econom ics 
professors conducted during 20 I 0 found that the average market premium estimated by the 462 
U.S. based academics in the sample was 6.0 percent, with a range of two to twelve percent. The 
third, the January 2013 resuits oflhe quarterly poll of American CFOs regularly conducted by 
Duke University, found that the surveyed FOs expect the market premium of U1C S&P 500 over 
the ten-year government bond to be, on average, 3.83 percent , with the surprising range of -32 to 

relurns only. Ibbo/soll al 32, Table 2-1. See also, Rogcr O. Ibbotson, The Equity Risk Premium, RES. 
FOUND. CF A I"'ST. al 19 (20 II). 

110 The relhlbilhy of U.S. stock market data prior to 1926 is questionable. Morin Nelli Regulatory Finance 
al t58-1 59. 

m The standard dcvinlion oCthe market premium was 2.33%. (Aswmh Darnodnrnn, Professor ofFinuncc at 
Ihe Siern School or Busincss at New York University, 
hup:llpages.stern .nyu.edu/-adamodarlNew_Homc_PagcJdalafile/hiSlreISP.hlml) (Iasl visiled Apr. 15, 
2013). 

1)2 !-:len: we refer to the estimated standnrd deviation of the estimated menn market premium. In olher 
words, we refer to the sample standard deviation of the observed distribution ofmarkcl premiums, divided 
by the square root of the number of ye.1.rs (minus I ) for which we have data, i.e .• the square root of 84 - I = 
83 . Becc1use the dislribUlion of the eslimaled mean approaches a normal dislriblllioll as the sallll>le size 
grows, for;I sample oflhis size, we can expect thm ~Iround 95% of the lime the me~1I1 market premium will 
be within two standard deviations of the estimated mean of5 .88%. 

I)) The range defined by tWO siandard deviations of the eSlinlaled mean above and below the estimated 
mean is an approximate 95% conridence interval for Ihe mcun. This mcans Ihul therc is a 95% chance thai 
the true mcan is within this range. Setting the confidence coefficient at 95% is common. See, e.g., 
Statistical Methods in Discrimination I.itigation at 168 (Marcel Dekker 1986); Confidence Limits, 
IIANDUOOK OF BIOLOGICAL STATISTICS, available al hllp:/Iudcl.cdu/-mcdol1aldlsl.'eonr.hlml (llIsl visited 
Apr. 16,2013). 

13" See, e.g .. Mor;n Nell' Regula/olY Finance at 161 ·62. 

Il S /''enumrJe= at 14-18. 
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98 percent 'l6 The Ibbotson and Damodaran his to rical averages lie well within these ranges. 

74 Another approflch Ilmt l1lake~ lI~e of expectatinn~ is to estimate (he average DCF 
return to C(luity for the components or thc S& I' 500. and obtain the implied market prcmium by 
~ublructillg lht; risk-free rate. NECA applicu this analysis and found an implied market prcmium 
of 11.2 pcrccnt, substantially higher than any other estimate we are aware of(excluding the 
obviously very high estimates of some erOs). '" 

75 . The Effect o/Size 0 11 Market Premillm. NECA asserts that "[eJxtensive research 
documents that small capitaliz.1tion linns such as the average RLEC also require an additional 
risk premium ufabout 1.53 percent." However, recent research indicates that the s ize effect 
"seems to vary over time or even disappears."'" with smaller lirms in the United States not 
performing significantly better than large ones from 1980 onward. TIlerefore, we do not 
recommend adding a risk premium based on size to the cost of equity. '" 

76. Beta. A company ' s bela is the coefficienl on market reI urns resulting from a 
simple regression of the security'S returns on market rctums, i.e. , it is a measurement of the 
volatilily of a company' s slock compared 10 Ihc volatility of the market. If a company has a beta 
of one, changes in Ihe return on a company 's stock are the same as those in the market generally. 
If a company ' s bela is zero, changes in its returns do not correlate with changes in the market 
generally. A beta grealer Ihall zero but less lhan one means a company ' s stock generally moves 
in the sante direction as the markel. but not as much as the market A beta greater Ihan one means 

a company' s slock moves in the same direction as the market, but the changes are of greater 
magnitude. The returns 011 stocks with very low belas will rail less when the market goes dowlI 
than returns 011 those slocks wilh high betas, allowing investors to be less susceptible to market 

1)6 Graham and lIarw!y. The range orlhe survey can be found in "March 2013 United StOICS Topline 
Table • . " c!o.wrvey.org. DukelCFO. Web. 10 Apr. 2013. hllp:/Icfosurvey.orglI3q2lQI-13-US-Topline
Updaled.rtf. al 39 (lasl visiled Apr. 162013). Since Ihc poll was starlcd in June of2000, Ihe quarterly 
average has never gone below 2.12% or above 4.78%. 

'" NECA presents lin analysis by Prot Billingsley Ihat applies the DCF methodology 10 calculale the 
required relurn for the S&P 500. See NECA el al. Commenls, App. C, Slatemenl of Prof. Randall S. 
Billing~lcy at 7; Prof. Billingsley considers that, in a time of economic crisis. and "in the wake of the recenl 
financial crisis in Ihe U.S.," investors are pessimistic and demand higher relurns than they historically have. 
It!. at 22. The DCF approach to estimating (he market premium is not without its critics. See Cope/ami 31 

222 (AnalYSIS "have shown limiled skill inlorecasling price changes in Lbe S&P 500. In addilion, Ihe 
formula thaI provides Ihc basis for this approach assumes perpetual growth at a constant ralc. This is a 
particularly siringcnt a.t;sumption."). 

III Crain, Michael A., A Lileratllre Re"ieUl oflhe Size Effect (October 29, 2011). available at SSRN: 
hllp:/issm.com/abstracJ= 17 t 0076 (Iasl visiled Apr. 16, 2013) or hnp:lldx.doi.orgll 0.2 t 39/ssm.171 0076 
(Iasl visiled Apr. 16, 2013). 

119 HilI see Giaccl,;lIo and l.es.rer at 239 ("Empirical studies have typically found (hal small firms typically 
have higher reltJrns over the long run than larger firms."). These authors report on the findings published in 
the MomillgstCtr 2009 snBI Valuation Yearbook as to the implied Si7..e premiums, mea.t;ured by sublracting 
the estimated CAPM return above the ri sk· free nile from the actual rctum above the risk~ fn:e rate, for the 
period 1926 to 2008, for 10 different firm sizes, based on market capitalization. These premiums. which 
would be added to the cost of equity estimates obtained using Ihe CAPM, ranged from 5.81 percent for Ihe 
smallest groul) of firm s (the smallest (jrm in this group had a market capitali7.ation ors 1.6 million), to 1.54 
percent for the fi nh largest group (the smallest firm in this group had a market capilali7 ... 1tion of S 1.85 
billion), to minus .36 percent for the largest group (Ihe smallest firm in this group had a market 
capitalization ofS 18.628 billion). the only group lhal had a ncgative Si7..c premium . It is unclear whethcr 
Ad Hoc adds a size effecl, bUf their 5.5 percent market premium suggests that they do not. 
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risk. TIlis feature make · them pc:lfticularly attracti ve, and investors rcquire lowcr returns from 
them. Conversely, assets with high betas wil l substantially increase their returns on ly when the 
market goes up. Oecause returns on these stocks tend to improve noticeably only when the 
market as a whole is improving, investors req uire high returns from asselS with high betas. Betas 
for the RHCs, the Mid-Size Proxies, and the Publicly-Traded RLE Proxies arc included in 
Appendix F.'" These betas lire based upon a regression analysis of each company's returns on 
stock compared to the returns on the 5&1' 500 for the 5-y""r period end ing September 18, 
20 12.'<1 These estimates are forward- looki ng inasmuch as recent historica l vulues predict future 
ones. 

77. Some additional methodo logical choices must be made when obtaining betas. 
11lese include the periodicity of re turns used in the regression, and whether to adj ust the value of 
beta towards one. 

78. Periodicity of Data. Data on stock re turns arc available on a daily basis, and the 
S L Kagan financial service to which the Commission subscribes uses daily data for its be", 
regressions. Ilowever, weekly data and monthly data are used most frequently both in the 
financial academic literature and in practice.'" Appendix F reports betas using dai ly, weekly, 
and month ly data. We note that Ad Iloc uses weekly data'" and NECA uses betas provided by 
Value I.inc, but docs not document the underlying methodology . As shown in Appendix F, 
however, the variations nrc inconsequential: ollr average beta is 0.89, whereas Ihe average Vitluc 
Line beta for the companies in our portfo lio is 0.85. 

79. Using higher frequency data, such as da ily observations, creutes certain 
problems, but using lower frequency data creates different problems. On one hand, the s tocks of 
the smallest compani es in our portfolio arc not tnoded very frequently, which can lead to 
s tatistical bias in beta calcu lations bused on higher frequency, such as daily, data. On the other 
hand, betas caiculated with 1110l1lhly data usc fewer observations, lInd several ofthel11 lose 
statistic,,1 s ignificance in our sample. The belas in this Report have bccn calculated using duily, 
wcekly, and monthly data. 

80. Adjustment Towards One. Betas provided by financial services other than NL 
Kagan, such as Bloomberg and Value Line, frequelltly give a weight 01"213 to the beta obtained 
from simple regression and then add 113 to the result. '" This has the effect of maki ng all betas 
c loser to one. It is meant to account for the empiri cally observed tendency of betas to move over 
time towards the market beta of one.'" Appendix F reports betas with and without this 

140 T -statistics and H-squared values associated with these betas arc provided in Appendix G. 

1"1 Prdclitioncrs very oftell obtain betas from financial services providers. The stuff did not have full accc. s 
to ~U1y financial information service other limn SNL Kagan that would provide methodological dctai l5 about 
their bela calculations. Oetus that arc publicly available on the "Hemet rarely include a discussion of their 
methodology. 

142 Giacchino and l.e.uer at 225. 

lot) See the defi nition of betas at 
hltp:/Ipeople.<tem.nyu.eduladamodar 'ew_ll olllc]ugcldutalilclvariablc.hu" (La.'t accessed 05/0 tnO 1 J). 

'44 Itl. 

,., tarshall E. Blume, On the Assessment of Risk, J. FIN. at t-tO (197 t). 
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adjustmel1l. ". 

RI. Appendix F ,hows the neta, of the 16 representative firms in Our portfolio'" 
When bda. are calculated using daily data on returns. the average beta is 0.81; when weekly data 
li re lIserl , O.R4 ; wilh monthly dala, Ihe average becolllc, 0.75. Adjusting week ly beta, for the 
empirically observed tendency to revert lowards Ihe markel Ucla of one, Ihe average bela is 0.89. 
Compared 10 Ihe market, these arc relalively low values. It Illust be understood that they do nOI 
mean Ihal the U.S. telecomm unicalions utility sector has a low level of risk for investors. They 
do mean, however, thaI much oflhe risk borne by ulili ly investor can be easily diversified away 
by investing elsewhere in Ihe market. In turn, Ihis implies that the required returns on equity for 
telecom should not exceed the overall market return on equity. This conclusion doc nOI change 
if we focus our attenlion on Ihe com pan ies Ihat arc primarily under rale-of-return regulation. The 
average belas using the melhods described above become 0.69 (daily), 0.77 (weekly), 0.61 
(monthly), and 0.85 (weekly, adjusled 10 ward one). implying even lower required rerurns on 
equily than the overall telecom ulilily portfolio. While the precision of beta cstimme.< fa lls as the 
po.1folio becomes smaller, there is no indication that Ihe smaller RLECs require higher returns on 
equity than Ihe rest of the telecom uli li ty portfolio. 

82. To ensure slatislical significance, our preferred betas usc weekly data. We 
adjusled for Ihe tendency to reverl 10 ward Ihe market mean of one over lime. These betas arc 
high ly statislically significant, '" and arc close to Ihose reporled by Value Line as or March 27. 
2013 . Where our Publicly-Traded RLEC Proxies portfolio has an average bela of 0.85. Value 
Line has 0.8R; wilh midsize carriers, the difference is between 0.99 and 0.93 ; for the RBOCs, it i · 
0.81 versus 0.70; and the averages for the enlire portfolio lire 0.89 and 0.85, respective ly. These 
differences are small lind changing the set of bel as used docs nol have a significanl efTecl on our 
WACC calculations. 

(ii) CAPM Cost of Equity Results 

83 . We calculalcd the cost of equity using CA PM based upon various Uctas and Ihe 
arillllnelic mean oflhe market premium . The results arc shown in Append ix H. Wilh our 
preferred weekly data adj usted belas, the average cost of equity for the 16 company portfolio is 
7. 18 percent; for the RBOCs 6.70 percent; for Ihe midsize Cimiers 7.75 percenl; and for the rale
of-relurn carriers, 6.90 percent. 

84 . /Is shown in Appendix II , Ihe C/I PM estimales a re low compared 10 Ihe cost of 
debt. This is anomalous; because equi ty is subordinale to debt wilh regard to a company's profits 
and as ·cts, equity should command a higher return. The arilhmetic mcans of tOlal returns on 
large company slacks (I hose in the S&P 500 index), small company stocks. and long-term 
corporale bonds for the period from 19261020 10, respectively were 11.90, 16.70, and 6 .20 

146 Ad Hoc does not usc such ::tn lIdjustmenl . 'ee the definition of betas at 
http://pcoplc.stcrn.nyu .cdu/adamodarlNcw _Homc]agc/dalafile/variabJc.hlm (LlIsl accessed 05101120 13). 
NECA uses Value Une Uctas . Removing Ihe adju •• ",en. would Change our average bet. from 0.89 to 0.84 
and would incre:lse the CAPM cust ofcquity by .3 1 percent 

•• , Some proxy firms have been part of., merger during the last five years . In those cases, we used data 
from the acquiring company. OCC:lUSC FairPoint emerged frorn bankruptcy in 2011 , data are only available 
for lhe 19 months preceding our analysi!i . 

I'" Both our daily and weekly datu based betas afC highly slatislic(llly significant, IlickoryTcch has the 
lowcst I-stat istic, 3.93, and a p-valuc 0[0.000 (i.e., the probability or incorrectly rejecting the Ilull 
hypothesis that belH cCluals zero is 0.000.) On the olher hand, our estimates using momhly d;wl are not 
statistically significl:Inl (even at the 10% level) for FairPoint or ~hellandoah. 
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percent. The differences between the large company stock return and the long-term bond re turn 
and the small company stock return and the 10ng-tel111 hand return were 5.7 and 10.5 percent, 
respec ti vely. '" A ' shown in Appendix II , the average cost of debt for the 16 company port fol io 
is 6. 19 I,crcent (versus a 7 .1 g percent cost of equity); 5.71 percent (versus 6.70 percent) forthe 
ROOCs; 7.65 percent (versus 7.75 percent) for the mid-size carriers; and 5.1 5 percent (versus 
6.90 percent) for the vnriolL~ rate-of-return carriers. We nOle that the CAPM estimates of the cost 
of debt for six of the sixteen carriers - New Ulm, Alteva, Alaska, Hawaiian, and Frontier - arc 
actually higher than the cost of equity. For New Ulm : the cost of debt is 5.4 1 percent (versus 
4.83 percent cost of equity); for Alteva: 5.89 percent (versus 5.0 percent); for Alaska: 7.38 
(versus 6.84 percent); for Hawaiian: 7.52 (versus 6.30 percent); and fo r Fronti er, 8.27 (versus 
7.56 percent). Cost of debt estimates that arc higher than the cost of equity for some companies 
arc li kely largely the result of measurement error. By averaging the estimates for the enti re 
sample of 16 companies, and emphasizing that average in our analysis, however, the effect of at 
l ea~t some, though not necessaril y a ll , of any such measurement error might be removed. These 
anomalies also could reOect in part a higher embedded cost o f debt than the cost of debt that 
would be issued today . In p8l1icular, the cost of debt could have fa llen since the IO-K fonns upon 
which our embedded debt calculations are based were last fi led. 

85. While the difference between the cost of debt and the cost of equity would vary 
over time and across carriers, the current authorized rate of return was based on an 8.8 percent 
cost ol" debt estimate and a 13.19 percent cost of equity estimate at the ti me of the 1990 
represcription, represent ing a 4.39 percent difference between the cost of debt and the cost of 
equity . That difference is signi ficantly higher than the .99 percent average ditl"erence between the 
estimates of the cost of debt and the cost of equity for the 16 incum bent LECs that comprise the 
StalTProposed Proxy based on the CAPM estimates in this Report. While both the current and 
the 1990 estimates arc subject to error, the 0.99 percent difference in the current estimate seems, 
a~ discussed below, to be low, a result that could arise from an overestimate of the cost of debt, an 
underestimate of the cost of equity, or a combination of the two. As discussed below, we address 
this issue in detemlining the reasonable CAPM WACC Range. 

(iii) CAPM WACC Range 

86. In this section we establish a range for the cost 01" equity based on the CA PM, 
and a resulting CA PM range for an estimate of the WACC. Variation in our estimates of the 
CAPM WACC comes primarily from the cho ice of the market premium, incl uding choices made 
to deal with situati ons where the cost of equi ty is fOllnd to be too close to, or lower than, the cost 
o r debt, and so we rocus on these.'so Requiring a minimum return to equity necessary to ensure 
all cllrriers ' cost of equity is not less than their cost of debt, we conclude that the CAPM ana lysis 
suggests the WACC most likely lies between 7.39 and 8.58 percent. 

87. Any equity premium less than 7.57 percent resull' in a cost o f equity that is less 
than the cost of debt for some of our finns, which vio lates a fu ndamental precept of financial 

'·' Ibbotson. Roger G., The Equity Risk Premiulll . RF.s . FOUl'll). eFA tNST. al 19, Tbl 1 (20 11 ). 

ISO The assumptions behind the various bel'a estimates of our set of rc::prescntalivc companies do not lead to 
substan.i,,1 changes in the average WACC of our portfolio. For cXiunplc, if we fi xed the market premium 
at the average historic market rate of 5.88% and looked atthc upper and lower CAPM bouru..ls crcl.Ilcd by 
using di fferent beta estimation mcthods (tlmf is, our four vcrs ions oftJle betas plus bct(ls provided by 
eXleOlal analyst selvices; see Appendix 12, the resulting WACC runge runs from 6.2 8% to 6.82%. In 
contrast, using our pre ferred betas (weekly data and adj wited towards one), and allowing lhe market 
prcmium to vary across the range reported in financial1.cxtbooks of3-1 0% which is narrower limn Ihe 
historical range we also consider. gives a WACC ntngc of 5.56% to 8.36%. 
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economics, strongly implying error in our estimates. ' " As an approxim al ion designed 10 remove 
this anomaly, we performed the cost of equity ca lcu lation using 7.57 percent as the lower bound 
of the market premium, obtaining cost of equity ranges of 8.69- 1 1.3 pcrcenl.' " 

88. This (tdju~ll1lcn t is not without ib own problems. On one hano, \v the ex tent OUi 

estimates of the cost of debt are too high, this choice would bias upward our estimates o f the 
return on equity. On the other hand, since the cost of equity typically would materially exceed 
the cost of debt, assuming a cost of equity that equa ls the cost of debt tends to bias our estimates 
downwards. It is not clear which of these two offsening biases i likely to be larger. 

89. The cost of equity ranges that arise from the 16 exami ned carriers using the 
textbook and professorial market premium ranges, the historical confidence interval, and the same 
ranges with the truncated market premium ntnge, arc illustrated in the chart below. As discussed, 
we prefer the historical confidence interval. 

Alternative Estimates of CAPM Cost of Equity 

____ COllo! 

..... ..... 10 .... II .... Equity 

90. CAPM WACe. The CAPM WACCs that result from the CAPM costs of equity 
just outlined arc reproduced in the chart below. Again, focusing on the cases where no catTier's 
cost of e<luity is less than its COSI of debt, our reconlmended CAPM W ACe range i. 7.39-8.58 
percenl. 

lSI In the event that II company must be wound up, debt holders are paid ahead of equity holders, and 
hence, by definition, C(luity holders bear morc risk than debt holders. To comJlensate for lhat risk, equity 
holders require a greater return. 

U2 Using Ibbotson 's long-term risk premiulll, 6.7 percent , the 20-year government bond yield on March 26, 
20 13 of2.75 percent, and the adj usted bews in the APM , results in an overall average cost ofcquily 
estimate of8.74 perccnt, and a cost ofequily e tirnate for each c:lrricr in the sample that excecds its cost of 
debt estimate. However. if it were avai lable to us, we wou ld still likely have to truncate the 95 percem 
confidence interval around th is mean . 
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Alternative CAPM Estimates of the WACC 

9.16" 

~----------------------~~----~---------- \YACC 
8.D!' 9.0;6 7 .,", 10 .0"6 

9 1. Cost of Equity for Different l'roxy Groups. Analysis of the CA PM cost oC equity 
for differelll proxy groups, as shown in Appendix H, does not demonstrate substallli al varia tion 
across subgroups. The variations across these subgroups arc not stutistica lly s ignific8n!. '" 

92. In summary, we prefer the two standard deviation spread around the his torical 
mean market premium observed in the S&P 500 index, but we place a lower bound on the market 
premium range that ensures a cost o f equity thai is no less than the cost of debt for all 16 
companies examined . The result is a CAPM WA CC rdnge of 7.39-8.58 percen!. We note that 
this range is between the WACCs based on CAPM analysis provided by Ad Hoc, 6.24 percent, 
und by NECA, 12.1 percent. 

b. Discounted C ash Flow 

93 . n,e general discounted cash now model '''' assumes that the price ofa share of 
stock is eq ual 10 the discoullled preselll va lue of a ll its expected future dividend payments 
ex tendi ng to in fi ni ty."' Usi ng projections of the firm 's future dividends, IS' the general OCF 

UJ A Iwo-sided slalislicullcst showed nonc ofthcsc averages were statistically ditTerent from the other at 
the 0.05°;') confidence level. 

. ~ 'n le general discounted ensh now model is exprcsscd us fo llows: 

p. = D, /( I +K. ) ,. D,J( I t K. )' t D,J( I I K.) I nnd so on conti nuous ly 

wherc: 

D .. 1l2 D" = expected dividends in eoleh year; 

p \) = currenl stock pricc~ 

Ke .... requircd rcturn on, or cost of, equity. 

ISS nlUS, thc value ofcol11Jl1on stock is expressed as (he value of its stream ofdividcnds 1,0 infin ity. This is 
justi fi ed by ass lI ming Ihut lhe investor has an infi nitc invcsunenl horizon, or by assuming tlwt lhe expected 
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1Il0dei calculate. Ihe implicit rel urn on equ ily requ ired by investors as refl ected inlhe currenl 
price of Ihe slock. The assumplion Ihat the price of a share of stock i< equal to the expected 
present discounted value of the finn 's future dividends is reasonable, as it is a s tatemenl of the 
cfficicnl lllarkcl hypolhc::,is. The gelleral DCF model call be modified lo m;corunlodalc difl't:r..:nl 
dividend growth palterns. 

94 . The most widely used modified version oflhe general 0 I' model, the conslant-
growth, or slandard, DCI' model, '" calculates the cost of equily as: 

Cost of Equity = (Dividends pe r Share. /Price pe r Share.) + g 

where Cost of Equity = COSI of com mon stock equity; Dividends per Sharel = annual dividcnds 
pcr share in period I ; Price per Share. = price pCI' hare in period 0; g = constant growth rate in 
dividends r er share in the future; and 0 1 = (I + g) lim es Do, lhe an.nual dividends per share in 
period 0." The Commission used Ihis approach in 1990. " . NECA uses the quanerly version of 
Ihe COnSl<lnl growth nc:1' modeL' ''' Thai version of the model assum es thM dividends arc paid 
quanerly, while Ihe version we usc assum es that dividends arc paid once a year allhc end of the 
YC3r.

16 1 

(i) DCI' Variables 

95. Historical dividends and share prices are public infonnation. While dividend per 
share (DPS) growth forecasts arc nol generally ava ilable, industry analysts roulinely make 
earnings per share (EI'S) growth forecasts, and dividends tend to grow as earnings grow.'" EPS 
growth forecasls arc commonly used by invesl rs. 'OJ The Commission used EPS growth in the 

resalt price at the end of a limited horizon is itself a present va lue of the expected dividends following the 
end of lhal horizon 10 the new purchaser. See IHorin New Regilialory Finance at 250-253 . 

I ~ The general DCF model cannot be used to calculate the cost of equity for a firm that does not pay 
dividends. 

IS7 The constant-growth OCF model assumes that the stock's price and expected earnings per share grow at 
the salTle mte as expecled dividends. lfthe stock's price is expected to grow significantly faster or slower 
lhan dividends, estimates of the cost of equity obtained using the standard DCF model might be 
significantly less reliable. See .~1ori" New Regulatory Finance at 256-258 . 

lSI Data from http://fin3nce.yahoo.com/ on Mar. 27, 20 13. The dividend in the DCF model is an annualized 
dividend reflecting the most recent dividend payment prior to Mar. 27, 2013 . \Ve did not multiply g by .5 
to calculate D .. as the Commission did the last time it last prescribed the rate of return for incumbent LECs. 
1990 Rcprescripl;o" Order. 5 FCC Red at 7S II . para. 36. II did so then becuuse all of the carriers in ils 
!Oample had inc re:1.~ed their dividends per share within the prior six month!'. Id In contrast, only TDS. 
AT&T, and Cenlul)'Link, alllong the carriers studied herc, have done so in the six 111 0nths prior to March 
27, 2013 . 

IS. 1990 Roproscrip/ioll Order, 5 FCC Red at 15 15, para. 67 . 

160 NECA el al. Comments, API>. C, Statemcnt of Prof. Randall S. Billingsley at 15-1 6. 

161 The Commission rejected use orthe quarterly vers ion of the constant growth DCF model in 1990 
proceeding. See 1990 /lepre"crip/ioll Order, 5 FCC Red, 7501, al pp. 75 15, paras. 70-12. 

162 Earnings create the capacil)' to pay dividends. See ,'-forin New Regulatory Finance at 250-253 . 

163 The datubilscs that cOll tain EPS rorecasts are eXI>Cllsivc, but widdy used by institutional investors. 
ind icating thm the inrormation conta ined in them is or considerable value. 
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DCf model in the 1990 Represcrip/iOIl Order.'" 

96. We ohtained long-term EPS growth forecasts online from Yahoo Finance,'·' 
CNN Money,'" Zack ' s Inves tmelll Research, '" and Reuters, ,6. to use as estimates of g'.' The 
growth forecas ts published by these four entities rencetthe consensus of analys ts that study the 
incumhentl.EC industry. Yahoo finance obtains its data from Thomson Financial network, 
which is owned by Thomson Reuters,"O Thompson Reuters owns the Institutional Brokers ' 
Es timate System (IBES), the systcm from which the Commission obtained its claw to estimate g 
in the 1990 Rer'escrip/ion Order. ' 71 That database is perhaps the most respected of il5 kind in 
the industry.'? lack's is a well-respected finn that has been in business developing consensus 
forecasts for ,nany years .17l Reuters is owned by Thompson Reuters. We do not know the source 
of the to reeast data published by CNN Money, To ensure the quality oeruture DCI' analyses, the 
staITrccommends that the Commission purchase access to a financial information service 
including analyst to recasts of EPS andlor DI'S grow~l , such as IB ES. NECA uses the consensus 
of the analysts ' earnings-per-share grow rates reported by Zacks. '" 

97. The consensus to recast for the large incumbent LECs, such as AT&T, re neclS a 
re lati ve ly large number of analYSIS' views, while Ihe consensus fore cast for Ihe RLECs, such as 
Shenandoah, re fl ecls a relalive ly small number. Accordingly, the forecasts for smallcr incumbenl 
LECs should be expecled 10 have greater uncerla inty. 

98 . We used Ihe current slock price (at the close o f markets on March 26, 20 I J), not 
an ~lVerage pri ce, in the DCI' model. The use of the current stock price is consis tent with Ihe 
semi-strong form orthe efficient market hypothesis, which holds that all publicly available 
infonn ation is fully reflected in current stock prices. 'I1I11S, the curren I price is a bener estimale of 
the fundamental value of the s tock than any other price, and should be used to es limate the COSI of 
equity, based on this hYPolhes is.'" NECA uses the average of the three most recent monthly 

, .. 1990 lI' IJrescriplioll Order, 5 FCC Red at 7519, para. 99. 

,40 hnp:/Ifinancc.yahoo.com (13.<1 visited Nov. 9, 2012). 

' 66 hnp:/Imoncy.cnll.com (Iasl visited Mar. 27, 2013 ). 

' 61 hllp:/IWWW.7.1cks.com(las. visited Mar. 27, 20 13). 

161 htlp:l!www.rculcrs.com/ fiIHlncc (last visited Mar. 27, 20 13). 

169 E.1ch source other Ih,1II Reuters describes its l ong~lerrn fOreCl]SI as a fivc·ycar forecast. I{culers 
describes its forccasl as a long-lcrtl1 forecast, without spcciJ)dng how far inlo the future this forccasl 
extends. Zacks' growlh cstimllics .. Iso C1.111 be obt;:Iincd online from MSN Money, available at 
hllp:llmoney .cl\n .col\\ ~ .mu NASDAQ.com, ovoilo#}/e 01 hnp:Jlwww.nasdaq.com. 

,,<I See hnp:/Ilill<lncc.yahoo.colll ( las, visi,ed Mar. 27, 20 13). 

'" 1990 Reflrescrifllioll Order, 5 FCC Red III 7511 , p"ra. 36 

172 See Mor;" New !legu{a/ory Finance at 301-303: Giacch,."o mul L.e~·ser al 253; 1990 Represcriplion 
Ord. r, 5 FCC Red al 7515, para 67. 

I1J See Morin Regulatory Fittance ~u 155-1 56; Mari" New Reglila/m y Fi"ance 31 301-303; Giacchi"o and 
Lesser at 253 . 

,74 NECA c' al. Commenl<, API' . C, S""eIl1Cllt orproi'. Rllildall S. Billingsley aIl S. 

m See Nlol'i" New ReJ(fliofory F inance at 279-280; Edwin J. Elton and Mar1in J. Gruber. Modern Portfolio 
Theory and Investment Analysis 3t 36 1 (Wiley 2006). 
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I · . 17. 
C oSlllg prices. 

(iI) OCt" Cost of Eq uity nc., ults 

99. We cakulak ,ll"e 0 t of equity u ing the constant-growth D F model ba cd 
upon Ihe four di fferenl data sourccs. The resul ts are shown in Appendix J, and a concise 
summary of these resuits is sci out in Ihe table at Ihe end of Ihis seclion. The average D r cost of 
equity estimates oblained using growth rates from these four di fferent data ources range from 
8.88 percenllo 10.77 percent. TIle conscnsus forecasls from the four sources likely reflect , 10 

some exten! , survcys of the same ana lysts. In somc cascs, however, the forecast' differ 
significant ly and so do the DCF cstimates. These ocr estimates have a substantially higher 
lower bound than Ihe lower bound on our CA PM cstimates of the cost of equity thai usc Ihc full 
range of textbook markct premium (8 .88 percent compared wilh 4.60 percent). When the 
lextbook and OCF ranges are chosen to ensure all of Ihe carriers in our sample havc a cost of 
equi ty thai is no lowcr than their cost of debl, the DCF range lies above Ihe CAPM range. Thcsc 
four cases arc ill ust rated in the chart that follows. Our prcferred D F cost o f equity range (as 
explained below) is Ihe laSI of Ihese, 10.54 to 11 .58 percent. 

Historical CAPM and DCF Cost of Equity Overlap 

11..15" 

lUSS 

1'-"" 

L-____________________ Cost of Equ ity 

4.014 6.014 8 .0* IO.~ 12 .~ 

100. While no single sourcc of publicly-available, non-subscripli on fcc-based amllyst 
projections allows us 10 producc estimales for all of the dividend-paying carriers in our sample, 
given Ulallhe magnilude o f the foreeasls used is relatively modest, and that we are relying on a 
samplc of companies and forecasts from a number of differcnt and reputable sources, we believe 
Ihc constant-growth DCr model provides reasonable estimates of Ihe OCF -based cost of equilY. 

101. DCr does not appear to produce reliable estimates for Wil1dslream and ACS 
based upon published conscnsus growth rales. The publ ished growth rates are low, and usc of 

176 111C Commission used the average of the monthly high and low stock prices in the 1990 proceeding. 
See 1990 Represcriplioll Order, 5 FCC Red, 7507, al pp. 75 14 , paras. 6 1-63 . 
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these rales in mosl case resulls in COSI of equily eSlimales Ihal are less Ih,m the COSI of debl 
eSlimate ' for these two finns, unl! in one case a negalive cost of equily est imate for 

OA 13-1 111 

Windslream. '" These results make no economic sense, even Ihough il is plaus ible for analysis 10 

project low and even negative growth in earnings per share. As equity is more risky than debt, no 
rational investor would ever purchase any finn's common slock if that firm 's debt is expected to 
provide a higher rate of return . And no investor would ever pay a positive price for a common 
stock on which the expecled rale of relum is less than 7..ero. 'l1,esc anomalously low cost of 
equily estimates reneel a limitation of the constant-growth D F model : it is unlikely 10 produce a 
reasonable cost of equiry estimate when the growth rate is very low or high. Indeed, when 
developing Ihe cosl of equity in the 1990 Represcriplion Order, the Commission applied" screen 
designed to remove from consideralion those firms for which the cost of debt exceeded the cost of 
equity '78 

102. I lowever, depending on the source, excluding Windstream and ACS, the average 
of the growth forecasts ranged from 3.45 to 5.78 percent.' ''' No DCF estimate is made for New 
Ulm Telecom or Alleva because none of the sources that we used publi sh a long-run growth rate 
forecast for these carriers. No I CF esti mate is made for FairPoint, Cincinnati Bell , or Hawaiian 
Tclcom hecause these carriers do not pay common siock dividends. Dependi ng on the source 
used, the average cost of equity for as many carriers that pay dividends and for which a growth 
rate was published online, including Windst .. eam and ACS, ranges bel ween 8.88 percenl and 
10.77 percent. The average cost of equily estimates range between 9.38 and 10.94 percent for the 
RBO 's, 8.28 and 11 .72 percent for the rate-of-relurn carriers, and 5.85 and 14 .27 percent for 
percent for the mid-size carriers. For the reasons g iven above, we remove Windsrream and ACS 
from the sample we use to estimate the cost of equity. Excluding Windstream and ACS, the 
average cost of equity for the entire sample of dividend-paying carriers ranges from 10.40 to 
11.44 percent, while the avera~e cost of equity for the remaining midsize carrier, Frontier, ranges 
from I 1.83 to 16.79 percenl." 

177 These growth rates for Windstream vary from minus 11 .25 percent to positive 0.01 percent, depending 
on the source. TIle growth rate estimatcs that Zacks (1%) and CNN Money (-2%) provide for Windstrealll 
result in cost of equity estimates of' 13.4 1 % and 10.04%. respectively. These equity cost estinmtcs arc 
greater Ihan ule debt cost estimates for Windstrcam, 7.33%. In contrast, the growth ralc estimates that 
Yahoo Finance (- 11.25%) and Reuters (-6.83%) provide for Windstrcam re.c;uh in cost of equity cstimates 
of negative .35% nnd 4.62%, respectively. These equity cost estimates are less than the debt COSI estimate. 

Only Iwo of the four sources provide a growth estiml.lte for ACS. The growth rale estimates that Yuhoo 
Finance and CNN Money I>rovide are the same (negative 10%), and this estimate results in a cost of equity 
~stimute of J. J J%. This equity cost estimate is less than the debl cost estimate for AC , 7.3 8%. 

111 Some I>arlies ill the 1990 prescription procc~ding urgucd that compunies whose cost of equity eSlinultcs 
did not exceed their cost of debt should be excluded from the equity analysis. In response, the Commission 
removed from consideration companies whose cost of equity cstil1l3leS were below the yield on single A 
corporate bond ratings. Sec 1990 Represcl'iplio/l Order, 5 F Red at 751 3-t4. paras. 55·58. 

17Y Excluding Windstream and A , the average of the growth rate forecasts is from 1.74103.9 1%. 

ISO Nei ther the cost of equity estimates that are greater than the cost of debt for Windstrcam nor the 
estimates that are less Limn the cost of debt for Windstream and AC arc reOcelcd in these rtmgcs. Use of 
the CNN Money growth rates docs result in a cost of equity estimate lhat is greater Ihan the cost of debt 
estimate for Windstrcam. Ifwc do not remove Windstrcam's equity estimate from the estimalcs that arc 
based on eN Money growth rules, the average equity estimate based 011 this source decreases from I 1.44 
percclH, which is the top of the this range, to I 1.30 percent. Usc or the Z.lcks gro\\1h rales lIlso docs result 
in a cost ofequily estimate that is greater than thc cost o f debt eSlirnate for Windstream. Irwe do not 
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103. To minimize the extent to which we rely on a range ofcquity cost estimates that 
is affected by the number of firms for which each source provides estimates, and to maximize the 
extent to wh.ch the avai lable growth rate mformat,oll mforllls these est illl ates, we develop a 
si ngle cost of equity estimate for each of the I I finns usi ng all of the growth estimate available 
for that firm , and then calculate the average of these cost of equity estimates.'" '10 do this, we 
idemily the low and the high estimates among the available estimates fo r each firm, de termine the 
midpoint between these two estimates, and use this value as the growth rate in the DCF model for 
each firm . We usc the midpoint of the high and the low growth rates, rather an average of all of 
the growth rates, to avoid applying too much weight to estimates of analysts that might be 
renected in the consensus estimate of more than one source. 

Constant-Growth DCF Average Cost of Equity Estimates 
g 

midpoint, 
min . debt 

cost = 
g avg. debt 

Four g Four g midpoint, - equity 
sources, sources. g midpoint, min . de bt g midpoint, cost diff. , 
including excluding including cost = exclud ing if equity 

Windstream Windstream Windstream equity Windstream cost < 

Group and ACS and ACS and ACS cost and ACS debt cost 
RoR carriers 8.28-11.72 8.28-11.72 11.06 11.06 11.06 11.06 
Mid-size 
carriers 5.85-14.27 11.83-16.79 7.32 9.67 14.31 13.47 
RBOCs 9.38-10.94 9.38-10.94 10.55 10.55 10.55 10.55 
All carriers 8.88-10.77 10.40-11.44 9.90 10.54 11.25 11.58 

104. The cost of equity estinHlles based on this midpoillt growth rme analysis are in 
Appendix J. Based on this analysis, the overall cost of equity estimate for the I I firms is 9.90 
percent. nlese cost of equity estimates fo r the rate-of retum incumbent LEes, mid-size 

remove Windstream 's equ ity estimate from the estimates that arc based on Zacks' growth rates. the average 
equity estimate based on th is source increases from 10AO percent to 10.77 percent. 

's, The number of !irms for which each source provides 31111lysts' cstinHttcs varies: Yahoo Finance and 
eN Money provide estimates for II firm s. Zacks for eight; and Reuters for six. The cost of equity 
estimates we developed using growth csti r1HlleS frol11 these sources vary because the growth estimates are 
sometimes significantly different for the same fimls. For example, the low growth mIt e.~til11alC for 
Frontier is 1.5 percent (based on CNN Money gro\\1h rates), while the high estimate for this firm is 6 
percent (Yahoo Finance). For ch;:lt reasoll, the cost of equity cstimatc fo r Frontier varies from I J.8 percent 
to 16.79 percent. The cost ofcquity estimates also are likely 10 vary beC3U!ie the number affi rms for which 
each source provides estimates varies. Thc common subset of linns fo r which each source docs provide 
c!airnates comprises the following six firms : Consolidated, Windstrcam. Frontier, AT&T, Verizon. and 
Century Link . The avcmgc c!>tirnale oflhe cost of equily for these six finns ranges frol11 9.24 (Yahoo 
Finance) to 12.09 percenC (Z<lcks). The low average cost of equity estimate for thesc six tirms is higher 
Ihan the low average estimate for all of the finns for which ,my source provides growth r:II CS, as reported 
above, 8.88 percent (aga in , Yahoo Finance), and the high estill1ate bast:d on the six is higher than the high 
estimate for all of the firms, 10.77 percent (again, 7 ... 1Cks'). 
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incumbenl LECs, and Ihe RaO s are 11.06,7.32, and 10.55 percenl, respeclively. Excluding 
Windstream and AC from the sample, for the reasons given above, Ihe overall cos I of equily 
estimale using midpoilll growth rales for the nine remaining firms is I 1.25 percenl. The COSI of 
equity eSlimate for mids ize incumbent LECs is 14 .3 I percent, which is the estimate for Fromicr, 
Ihe only remaining midsize firm in the sample, and the estimates for the rate-of-return incumbent 
LECs and the RBOCs arc unafTected by the exclusion of Wind stream and ACS. 

105. There arc ways to evaluatc Ihe sensilivily of exc luding Windstre",n and ACS 
from the sample, olher than simply removing these carriers from Ihc sam pic. One way is to set 
Ihe cost of equ ilY estimate for each of Ihese IWO firms equal to its COSI of debl eSlimatc. and then 
10 recaiculale Ihe average oflhe cost of equilY eSlimates for all of the II firms. Selling Ihe cost of 
equily eSlirnale equal to the COSI of debl eSlimale for the two firms, while also using the midpoint 
growth rales 10 estimate the cost of equity for the olher ninc firms, produces an overall average 
cost ofequi lY eSlimale of 10.54 percelll . All else the same, this approach would understale the 
overall cost of equity for WindsLream and A S and thus the overa ll average estimale for the II 
firms, because equily is riskier than debt , and inveslors would expect to receive a higher retum on 
equity as compared to debl, not the same return. However, if Ihe embedded cOSI OI' debt were 
greater than Ihe currem cost of deb I, as of the measurement date for our analysis, then this 
overstatement would be at lea~t partially off.~el. 

t 06. Another way 10 evaluate the sensilivity of excluding Windstream and ACS is to 
set the cost of eq uity est imate for each of the two firms equal 10 the debt cost estimate of each 
firm plus the average difTerenee between the cost of equity estimates and the cost of debt 
estimates for the other nine firms. nlculating the average difference between the cost of equity 
eSlinmtes and the cost of debt estimates for the other nine firms, adding this increment to the cost 
of debt estimate for WindsLream and ACS, and using the midpoint growth rates to estimate the 
cost of equity for the other nine firms, produces an average cost of equity estimate of I 1.58 
percent. All else the same, this approach might also tend to understate the overall cost of equity 
for Windstream and ACS. These two firms ' debt cost estimates, 7.33 and 7.38 percent, 
respectively, arc higher than the average of the debl cost eSlimates for Ihe other nine firms, 5.64 
perccm, suggesting that the these two finns' equity would be riskier than average and have a 
greater than average cost. If that is so, then the increment that we add to their debt costs to 
estimate their cost of equity would be too small. The table below summari zes our constant
growth DCI' model estimates. 

107. We believe Ihal we 'hould give the mosl weight to the equity cost estimates that 
incorporate the midpoint growth rates, and the least weight to the es timates that incorporate only 
growth rates from a single source, because the former estimaies simultaneously reOect the larger 
body of information reOected in the growth rate estimmes from all the sources. We also believe 
thai 10 the extent that use of these growlh rates produces cost of equily estimates that have no 
economic meaning, stich estimnles should be omitted. Or, al the very least, the impact of 
including such meaning less equity costs estimates on the overall eSlimate has 10 be taken into 
account. In this regard, there is no dispute that equi ty is riskier than debt and has a grealer cost. 
Accordingly, cost of equity estimates that arc sign ificantly less Ihan COSI of debt estimates is 
strong ev idence of clear error thai, if unaccounted for, is likely to impair the res uits of an equity 
cost analysis. Here the inclusion of Windstream and Alaska, both of which have debt cost 
estimates that are greater than their cOSI of equily estim;tles based on midpoint growth rmes, 
significantly reduce the overall cost of equity estimate based on the midpoint growth rate 
estimates. 

108. We therefore find Ihal the lower bound of a reasonable range for the cost of 
equity, based on midpoint growlh rates, is, atlhe very least, 10.54 percenl. nlis lower bound 
figure incorporales cost of equity estimates for Windstrcam and A set equal to their cost of 

39 



Federal Communica tiuns Comm ission IlA 13- 111) 

debt, which. all else the sallle, is a conservative adjustment. We also find that the upper bound of 
this range is I 1.58 percent . This upper bound fi gure incorporates cost of equity estimates for 
Windstream and ACS set equal to the ir cost or debt, plus the average or the dincrences between 
the cost of eq uity and cost of debt eSl imales for Ihe other nine firms, whi ch, all else the same, is 
a lso a conservative adjuSlmen!. However, the results we obtain, as displayed in the chan below, 
do not suggest the exislence o f any strong positive relationship belween Ihe COSI of debl and the 
cost of equity in the eSlimales for the nine other firms in our . ample. We do nOI find a reasonable 
range to be hi llhcr Ihan 11.58 percent, given Ihe data for our sample of firms. 

Debt and Equity Costs 
0.1800 

0.1600 

0.1400 . ------<..-------'---
0.1200 

Cost of 0.1000 
Equity 0.0800 

0.0600 .j--

0.0400 

0.0200 

+ +---

0.0000 +---,.---,--~---,--___, 
0.0000 0.0200 0.0400 0.0600 0.0800 0.1000 

Cost of Debt 

109. As a rough lest oflhe reasonableness of the lower and upper bound of this range 
of cost of equity estimates, we calcul ate the difference bel ween the average cosl of debt eSlimale 
for Ihe sampl e of the II firms and the lower bound cost of equi ty estimate, on the one hand, and 
difference bel ween the average cost of debt estimate and the upper bound cost of equity estimate, 
on Ihe other. We then compare Ihese two differences to three benchmarks. The difference 
between the average cost of debt for Ihe II fi rms, 5.89 percent, and the lower bound cost of 
eq uity estimate, 10.54 percent, is 4.65 percenlage points (or 465 basis poims). The difference 
between Ihe average co t of debt for Ihese firms and the upper bound cost of equi ty estimale, 
11 .58 pcrcem, is 5.69 percenlage points (or 569 basis poinls). 

110. We have Ihree rcadily-available benchmarks for evalualing the reasonabl eness of 
Ihc debt-equilY differences reflected in our lower and upper bound cost of equity estimates. The 
firsl benchmark is 4. 9 percentage point · (439 ba is poims). Th is is the di fference between the 
cost of debl, 8.8 percent, and the cost or equity, 13. 19 percent, on IVhich the Commission 's 
currenl 11.25 percent aUlhorized rale of return is based. This rate of return was developed in 1990 
based on Ihe debt and equilY costs at that time. The differcnce between the lower bound CO 'I of 
equity estimate and the average of the cost of debt estimates exceeds the debt-equity COSI 
ditTerence reflected in Ihe Com mission ' s currentl y authorized rale of return, but by only 26 basis 
points. Thus, Ihese two cost di ffe rences arc roughly equal. The difference between Ihe upper 
bound co t of equity eSl imate and thc average of the cost of debl cstimates exceeds Ihe debl
equity cost difference reflecled in the Commission 's current authorized rate by 150 ba is poi nts. 
Thus, Ihere is a morc material dinerence hetween Ihe debl-equity cost diffcrence reflected in our 
upper bound cost of equ ity eSli male and the debt-equity Cosl difference refl ected in Ihe aUlhori zed 
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rate of return (which was based on ana lysis of a different set of firm · and is now more than two 
decades old). 

II I . ·lllC second bcnclunark is the average dillerence between the large company 
stock return, i.c ., &P 500 compani es, and the long-tenn eorporMe bond return, from 1926-20 I 0, 
5.7 percent. '" We use this historical di fference as a benchmark to judge the debt-equity cost 
difference renected in our estimates because the returns on debt and equity that inves tors actually 
reali?e over a long period of time must rellect their expectations; otherwise, they would not 
invest. To the extent that the S&P 500 represents the broad ponfolio ofassets avai lable to 
investors (as assumed for the A PM ",,,,lysis in this Report), the average S&P 500 company 
wou ld have a beta of one. The average beta for the sample of firms in this Repon, adjusted for 
the tendency of beta to move toward one over time, and estimated using weekly data, is .89. So 
the avenoge firm in our sample has a somewhat lower beta, or a lesser amount of non-diversifiable 
risk, than the average ·&P 500 compnny. Equity investors in the average S&P 500 company 
might therefore require a higher return on the stock of such a company, relative to the return they 
would require on that company's debt, than the rctllm investors might require on an investment in 
the s tock of the average finn in our sampl e, relative to that firm's debt. Keeping that in mind, the 
debt-equity cost differences reflected in our lower bound and upper bound cost of equ ity 
est imates, 465 and 569 !oasis points, respectively, arc both less than the historical debt-equity 
return differences for S&I' 500 firms, 570 basis points. n,is suggests our ocr cost of equity 
range is re'lsonable. 

11 2. The third benchmark is the difference between small company stock returns and 
the long-tern1 corporale bond returns, from 1926-20 I 0, 10.5 percent' " This benchmark might be 
peninent to our sample of firms because only four of these firms arc S&P 500 firms; the other 
(jrms are much smaller than S&P 500 firms . The debt-cquity cost differences rellected in our 
lower bound and upper bound cost of equity estimates, 465 and 569 basis points, respectively, arc 
both s ignificantly Ie. s than the historical difTerence between equity and debt relllrns for sm811 
company stocks, 1005 ba<is points. 'n,is suggests our ocr cost of equity range might be too 
low, However, ifit is true that. as other analysis suggests,l ... retums to small compan.ies are no 
longer statistically difTerent from those of larger companies, then this bcnchmark docs not 
provide any insights. 

113. In summary, none of these three benchmarks suggest in a compelling way that 
our lower and upper bound estimates for the cost of equity arc unrcasonable. 

(i ii) DCF WACC I{angc 

114. We recummend that a reasonable ocr WACC Range be established by usi ng the 
lower and the upper hound for the reasonable range of cost of equity esti mates, i.e., frolll 10.54 to 
11.58 percent, along with the cost of debt and capital structure estimates developed above for 
each linn in our sample. When the lowcr and the upper bound DCr cost of equity estimates are 
used to determine the WA C, the ocr WA C Range is 8.45 percent to 8.72 percent. By 
cumparison, NECA 's WAC estimate based upon a 0 r analysis of the cost of capital was 
10.85 percent. 

'" Ibbolson, Roger G .• The E'luity Risk Premium, Re.<. Found. CFA host. AI t9, Tbl t (20 t I). 

II) Id. 

IS-4 Crain. Michael A .• A Literature Review of the Si;e Fffect (Oct. 29, 20 11 ). mlai/able (II SSR 
http://ssrn.com/abslracl=t710076 (laS1 visi1ed Apr. t 6, 2013) or hup:!Idx .doi.orgll 0.2 t 39155rn. t 7 t 0076 
(last visilcd Apr. 16, 20 t3). 
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c. 'ost of PrefeJ'l'cd Stoel, 

115. The Commission's rules pecify that the WACC calculations incorporate the cost 
of preferred "oek.'" Preferred stock b s tock that entitles its holders to receive a share of the 
assets of the corporation before comlllon stockholders do, and offers other benefits, such as 
priority when dividends arc paid, that vary across firm s. Of the carriers in alii' representative firm 
portfolio, CenturyLi nk, Cincinnati Oell Telephone Company, TO and Alteva have issued 
preferred stock. Our main source for financial data in this represcription, S L Kagan, reports 
that none of these companies has issued preferred stock since at least January 1, 2000.'86 The 
data called for by our rules to calculate the cost of preferred stock arc either not avai lable 10 us or 
not publicly reported, so we are unable to include the cost of preferred stock in the calculation of 
the \IIACe. \lie expect that including the cost of preferred stock from the \IIACC, if we were 
able to do so, would not significa'lIly alter our results for the following reasons. The 
representative firms do not typically raise capital through the issuance of preferred stock, as 
indicated by the prolonged period of time in wh ich the)' have not done so; most of them do not 
i. sue preferred stock at all. Further, preferred stock is only a small share of the capital structure 
for the proxy firms that have uch srock. In Ihe case of Cincinnati Bell, for example, on a book 
value basis, preferred stock is around three percent of the firm 's capital (debt plus preferred stock 
plus common stock), and for Alteva it is roughly a half of a percent. The preferred stock of both 
CenturyLink and TDS is not traded frequently and as a result we cannot observc iL~ market price, 
which keeps us from being able to calculate the precise share, on a market value basis, of the 
preferred stock in the capital structure of these comp.nies. However, the rCi.sons li sted above 
give us confidence that both these carriers and the companies for which we usc them as proxies 
follow the same pattern - inclusion of preferred stock in the WA CC calculation would not 
significantly alter the WACe. Accordingly, we recommend thaI rhe Comm ission waive or 
eliminate the rcquiremcnI to include the cost of preferred stock in the WACC calculation. 

4. WACC Resu lts 

11 6. Appendix K shows the \IIA CCs resulting from using both APM and OCr:, 
together wilh Ihe component values of each model and Ihe estimates of the cost of debt and 
capila l structure . 

5. Establishing (he ZOll e of Reasonableness 

11 7. As discussed above, in determining the authorized rate of return the Comlllis ' ion 
eSllrblishcs a zone of reasonable estimates of the overall WACC. After identifying this "zone of 
reasonableness," the Commission should determine, based on policy considerati ons, where to 
prescribe the unitary rate of return_ 111 To determine a zone of reasonableness, we compare the 
range of WACCs produced when the cost of equity is determi ned using CAPM with va') ' ing 
market premiums,''' and the range produced when the cost of equity is determined using DCF 
with varying analysts ' forecasts. These two ranges are illuslraled in Ihe durrl below. 

'" 47 C.F.R. ~ 65.303. 

, .. See. genemlly, htlp:l!www.snl.com/ScclorsIMediafDef.1ul! .aspx (Ia" visi ted Apr. 16, 20 (3). 

'17 1990 Repl'escl'iplion Order, 5 FCC Red at 7508, para. 7. 

III We usc weekly adjuslt:d betas for CA PM because we find Ihem oplimal for methodological reaSons. 
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Preferred CAPM and DCF WACCs 

1.45% 1.72" 

L-----------------------------___ \y~C 
8.~ 9.016 

118. Without strong reasons for preferring one of these sources over another, given 
the data avai lable to us, we recommend a zone of reasonableness that runs from 7.39 percent, the 
lower bound of the WA CC AI'M 95 percent confidence interval, to 8.72 percelll, the upper 
bound of the DCI' W ACC range. We note that the zone of reasonableness is between the WACC 
estimates provided by Ad I-/oc, 6.24 percent, and by NEeA, 10.85 percent (using DCI' to esLimate 
the cost o f capital)1I2.1 percent (Using CAPM to estimate the cost o f capital). 

a. SeleeHng Ihe Unitary Rale ofRelu,·n: T imes fnte resl Ea r ned 
Analysis 

119. As one approach to choosing a unitary rate of return within the zone of 
reasonableness, as well as to assess the reasonableness of this range, we provide a Times-Interest
Earned (TIE) ratio analysis. nle TIE ratio shows the number of times that a firm 's earnings 
cover its interest obligations'" for a given WA CC, and hence is indicative of what various rates 
of return mean for the ability ofa finn 10 pay its debts. Consequently, TIE ra tio analysis provides 
a check on Ollr cost of eq ui ty estimates. Based upon this analysis, we recommend that the 
Commission select a llnitary rate of retllrn near the upper end of the zone of reasonableness. 

120. ·Ille TIE analysis is not a substitute for the determination ofa zone of 
reasonableness; it docs not allempt to determine the cost of capitli l. Rather, it is one of the key 
measures thai bond raling agencies lISC to assess a firm '5 creditworthiness and (0 assign corporate 
cred it ratings. l90 Firms o nen arc expected LO maintain adc(luatc TIE or similar coverage ratios 
under their contractual obligations to debt holders, and lenders evaluate creditworthiness in part 
based on the TIE ratio. The ratio can be calculated a number of ways; ,., the 11 , I1Itio onen used 

1'9 See Morin Regu/afOly Finance at 240-243 . 

190 See J\IIorin Regullllory Finance at 24 1-242; Morin Nell' Regu/mory Finance at 445-446; Giocchino and 
Lesser"t 63-64,107.108. 

191 For example, some lenders usc after-lax OI)Crating income in I.he mlllleralor or lhis ralio. 
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hy bond rating Clgcncic is: 

TIE = Earnine Before Inte rest and Taxes/lnte re t Charge 

121. To assess Ihe effeclS of prescribing a rale of relUrIl based upon a panicular 
WACC estimate. we calculate a pro forma TIE ralio for each incurnbelll LEC in our sample and 
compare Ihese ratios 10 a range afTIE rat ios. Thai is, we calculale Ihe number of limes Ihat each 
incumbent LE 's earnings would cover its interest payments, assuming that each carns the same 
given rate of return, which in turn equals a part icu lar WACC, and Ihcn compare Ihese num bers 10 

criteria onen used by analysts to determine whether a linn's in lerC.t coverage is adequate. 

122. We note that, just as our WACC eSli mates refl ect holdi ng-company cost of debt 
and capital structure data, so too do these pro forma ratios. e ither Ihe WAC . estimates nor the 
proforma ratios would precisely represent regulated interstate special access or comm on line 
sClv ices, even if the holding company WACC and pro /orllla "'tios arc precise. Given that the 
WACC e timates arc based on holding company data, it is logically consistent to evaluate these 
estil11<IICS by analyzing T IE mlios developed from holding company data. 

123. The TI E ratio analysis is part icularly helpful in weighing the impact of a unitary 
rate of return On carriers that have WA C s that might difter signifi cantly from Ihe average 
WACe. In addit ion, there are a number of fi nns in Ollr sample thai arc highly leveraged and have 
a high cost of debt, meaning that these firms have relatively large interest expenses. As the "1"1 -
ratio is speci fi cally designed to determ ine the abi lity of a firm to cover its intereSI payments, il i 
especially useful for evaluating WACC estimates relating 10 a sample that has a number of 
highly-leveraged fi rms, such as ours. 

b. Calcula ting the TIE llatio 

124 . We calculale for each incum bent LEC in our sample a prof orilla TIE rat io for a 
number of di lTerenl WACCs. To calculate these ratios, we assume Ihal each such LEC will earn 
a rate of return cqual to these various WACCs and usc our estimatcs of each incumbent LEC's 
cost of debt and capital structure,''' the currcnt federal and state corporale income tax rale, and 
the implied cost of equity for each WA C estim ate. 19

' TIle current federal income tax rate is 35 
percent,l9-4 and we assume lhat the current state income tax rate is 5 pcrccnLI9S We also assume 

192 We note that the value of the proforma nllio depends only 011 the pcrcenragcs of debl and equity; il is 
not affected by the absolute amounts debt and equity refl ected in these percentages. 

19.1 The return to equity holders is what remains of the totu l return uHt!r the incum bent LEe I>ays the fixed 
amount of the interest obligations 0 11 the debt. Thus, there is an impl ied cost of equ ity for each WACC, 
ussuming thallhe pre.Cicribcd ralc of return is set equal to that W ACe. Given D. E. Kd• K'f> and T. us 
defined above, and a series ofWA CC estimates, we calculate the impl ied cost of equity by rearranging the 
WACC equ;uion find by substituting values for these variables imo that equation. The rearranged equation 
is as fo llows: 

K" = (W ACC - (D/(D+E»Kd)/(F.I(D+E)). 

I" 26 U.S.C. § I I (b)(D). This is the Cllrrenl Slaltllory maximum corporare federal income lax rate. The 
revenue requirement on wh ich a rate ofret'UTIl carrier's interst:l1 c rates are based includes an allowance for 
recovery of fcdtral income t~IXCS based 0 11 this slatulory maximum ratc. The nUe base is net of the ... "nount 
orany deferred taxes arising from timing differences between the actual l>aymcnt of taxes to the 
government and the recognition of these tuxes in the revenue requirement, wh ich in turn resu lt from 
differences between tax depreciation and regulafOry depreciation expense schedules. 

I'» Irthe slate corporate income lax ratc is less than 5 percellt , Ihcll lhe proforma T IE ratio is higher Lhan it 
should be as the amount in the dCll0l1lirmiOr of this ratio aSSumes Ihru the carrier is able to recover Slate 
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that all income i. available to meet coverage requirements, interest expense is the only fixed 
charge, and that the book value of a carri er's assets, nct of depreciation, i.e., (he equivalcnt of 
regulated firm' s rate base, equals invested capitaL'" The equatioll that we usc to calculate the 
proforma TIE ratios is equivalent to the one above (earnings before interest and taxes divided by 
fixed interest charges) and is as follows: 

TIE = ({(D/(D+E))Kd ) + ((E/(D+E))(K .. /(1-T))))/((D/(D+E))Kd ) 

where: 

D = debt outstanding; 
E = equity outstanding; 
Kd = cost of debt; 
K. = implied cost of equity; 
T = composite federal and state corporale income tax rate.,·7 

(i) Pro Forma TIE nolins 

125. Appendix L I shows the incumbent LEC' s pro forma TIE ratios for WA 'C 
e 'Iimates ranging from six percent to 11 .25 percent. The capital s tructure used in calculating 
these particular sets of ratios reneets the use of market value capital structure (as used in our 
WA C estimates). These ratios vary significantly among Ihe incumbent LEes for a given 
WA C estimate . For example, given a six percellt WA estimate, A 's pro forma TIE ratio 
is .95, while AT&T's ratio is 6.29. ACS has a relatively large share of debt in its capilal slrueture 
and a high cost of debt, so its pro forma TLE ratio is relatively low. Conversely, AT&T has a 
relatively low share of debt in its capital struclure and a relatively low cost of debt, so its pro 
forma TIE ratio is relalively high. n,e pro forma TIE ratio also varies Significant ly for all of the 
incumbent LECs over the range of WACC estimates. For example, TDS's pro forma TIE ratio is 
3.73, given a six percent WA C eslimate, while its pro forma ralio is 7.54, given an 11.25 
percent WACC estimate. 

income luxes llS5uming thalthc lux mle is 5 percent. The opposite is true iflhc state income lax mte is 
higher than 5 perccnl. 

196 J f flat all of a ClUTier's earnings are available 10 meet covcnlgc rcquircmcnls. the pro forma ratio would 
be lower because the numcrator of this ralio would be lower. I Cirllcrest expense is not the only fixed 
charge, this ralio would be lower if these fixed charges require payment before or allhc same time as the 
required interest payments because the numer:ltor would then be lower. I f a regulated carrier 's idtc base is 
less than the mnounl of invested capital , the pro fanna ralio would be affected. The lIlost obvious reason 
why the two amounts might not be equal is that a regulator might make a disallowance to u (jrm 's rate base 
if:1I1 assctlhat is purchased by the (jrm and (jnanccd by investors is not u prudclll investmenl, or iran asset 
is nol used and uscfhl in providing service. In this case, the pro jorma Tl E ratio would be lower as the 
numcmlor would be lower thall otherwise bccl:\\lSC earnings arC lower as the authorized mle of return is 
i.11>plied to a rme base Ih;:11 is net of the disallowance. In addition, if investors finance deferred charges, 
deferred pension expenses, or construction work in progress, lor example, the 3mOlllll of invested capital 
will exceed the nHe base iran allowance for each item is not included in the rate base. IfslIch allowances 
arc excluded from Ihe rate base, the pro jorma TIE ratio again would be lower than otherwise (as the 
\VA 'CS in this analysis arc not adjusted upward to account for these exclusions from Ihe rate bnsc). See 

Morin New Regulatory Finance, at pp. 15- 17, 31-32, 495-97. 

197 The composite federal and state corporate income lax rale is .3825. given a federal income t:lX rule of 
.35 and a Slale income (ax nuc of .05 . 
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(ii) His torical TIE Ralios 

126. Appendix M show' the hi<tnrio"' T I E ratio mcn<lIren " ' the holcling company 
level for each of the incumbelll LEC. in the sample, for the period 20 IOta 2012. and the average 

. r hi· ... ' ,., ratios lor t at llrcc~year PCrluu. 

127. The average, historical T Il:: rutio for AT&T, Veri zan, and TO in 2012 is 3.99. 
The average of the three-year average TIE ratios for these incumbent LECs is 4.43. '99 AT&T and 
Verizon have high (but not the hig he ·t) debt ratings from Moody's (A2 and Baa2 depending on 
the security, and A2, A3. and Baa I, respectively), Standard & Poor's (A- for both), and Fitch (A 
for both). AT&T's 20 12 TIE ratio is 4.0. while its three-year average rat io is 4.63 . Verizon 's 
2012 T IF. ratio is 4.83, while its three-year average rat io is 5. 17. TOS has ratings near the low 
end for investment grade debt from Moody's (Baa2), Standard & Poor's (BBB-), and Fitch 
(I'II:IB). TOS' s 20 12 '1'1 E ra tio is 3.16, while its three-year average ratio is 3.50. 

128 Appendix shows the bonn ratings for each incumbent 1.F.e in the sample. 
AT&T, Verizon, and TO currently have investment grade debt ratings from all three of the 
major debt rating agencies. Each of the other incumbent LECs does not have investment grade 
debt ratings for all of its debt from as many rating agencies as rated its debt, or docs not have a 
bond rating. 

(iii) Til': Hatio Benchmarks 

129. To assess the affect changes in the authorized rate of rerum will have on carriers. 
we compare carriers' TIE ratios at different WACCs to three TTE ratio benchmarks.'oo We have 
chosen the following benchmarks 

I) RUS standards for hard<hip loans, after-lax TIE Ratio = I 

2) Federal Fi nancing Bank loans standards, TI E Ratio = 1.25 

3) CoBank loans standard , 1'1 E Ratio = 1.5'0' 

130. For purposes of com parison, we also include a comparison of pro Jarilla '1'1 E 
ratios to a TIE ratio of 4 .5, which is the average of the TI E ratios from 20 IOta 2012 of carriers 

I~ Fairpoint is omitted rrom the actual, historicnl averages and medians for carriers that have below 
investment grade debt sct rorth in Appendix 11 · 13 because the relationship between TIE rutios and bond 
ratings reflected in these summary statistics otherwise would be skewed by this carrier's entry into and exit 
from bankmptcy. 

199 ACS, CST. Consolidated Communications, Fa irPoint, Frontier, and Hawaiian Tclcom do not have 
investment grade siock . CcnturyLink's debt is mtcd investment grade by Moody's and FilCh, while 
Standard & Poor 's rates its debt speculative grade. Some of Windstream 's debt is rated investment grade 
by Moody's, while Standard & Poor's und Fitch mte all ofits debt speculative. \Vc regard 'cnluryLink 
and Windstream as Imving speculativc grdde debt for purposes Oflhi s analysis. The actmtl. historical 
average TIE mlio for this category of incumbent LECs in 20 12, excluding FairPoint, is 1.48. The average 
of lhe lhrce~ye ar average TIE ratios for these incumbent LECs is 1,94. 

200 We note that the RUS 311alysis is conducted using after·tax camings. A TIE ratio based on after~ t ax 
earnings is cquullo n TIE ratio based on pre-tax carnings ifzero earnings arc avlt ilable to equityholdcrs in 
Ihe fornl of dividends or retained earnings after the firn1 pays its debtholders, creditors, suppliers, etc., 
bcwlUSC in this case the linn would pay no corporate income taxes. If there arc positive curnings nvnilable 
to cquityholdcrs, then the prc·tax TIE ratio is grcttter than the aficr·tax TIIZ ratio because in this Ctl~C the 
firm would pay corporate income "'xes. 

'0' Seelle"erally, 7 C.F.R. § t714 . 
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Ihal have inveslmem grade hond ralings rounded UplO Ihe nearest tenlh of a percenl (the 
InvesUlIent (jrade TIE Kalio). A firm Ihal issues inveslment grade debt, a grade assigned by the 
major bond raling agencies, is unlikely 10 default on ils inleresl obligalions and U,ercrore is able 
10 issue debl al a relatively low rate of in Ie res t. Bond ralings significanl ly affcci inveslors' 
pereeplion of risk, and Iherefore .ffecllhe rale of relurn Ihal bOlh deb I and equity investors 
rcquirc?02 

13 I. I' 01' this comparison, we compare Ihe pro forllla TI E ralios for each carrier in the 
Staff Proposed Proxy, ea lcu laled in accordance wilh Ihe procedure dcscribed above, lo <lclllal, 
hislorical ralios ca lculaled for carriers Ihm have invesunenl grade debt. We calculale actual , 
historical ralios for each carrier Ihal has inveslment grade bond ratings by dividing aClual, 
historical earnings before inlerest and taxes by actual, hi torical inlerest expense. 

(iv) AlIlIlysis of Ca "r ie r TTE Ratios at Various WACCs 

(a) Carrier TIE Ra tios : Pro Forma, Pre-Tax, 
Market Value C"pita l Struth" 'es 

132. A rale o f return ofeighl percenl, a figure Ihat lies roughly inlhe middl e of the 
WAC zone of reasonableness, results in an average pro forma TIE ralio of 4.46, which is almosl 
equal to Ihe investmem grade TIE ratio of 4.5 . All carriers have pro forma TLE ralios that exceed 
1.25, and 15 oul of 16 have TIE ralios that exceed 1.5.'" By comparison, a rale of return of nine 
percenl, a figure rough ly allhe lop of our WACC zone of reasonableness, results ill an average 
pro forma TIE ratio of 5. 1 0, and all carriers have a pro forma TIE ralio exceeding 1.5. A 
significanlly higher rale of relurn, for example, 10 percent, would produce an average pro forma 
TIE ratio of 5.74. All carriers exceed" 1.9 ratio, and Ihrce excced 10.0 . 

(b) Ca" r icr TrE Ratios: Pro Forma, Pre-Tax, 
Book Value Capita l Structures 

133 . To be c.1utious, we also cl.lculale pro forma ratios based on book valuc capilal 
s lructures, inslcad of Ihe market value capital s tructures renected in the pro forma ralios 
discussed above. Appendix L2 also shows Ihe incumbent LEC's pro forma TIE ratios for WACC 
eslimales ranging from six percent to 11 .25 percent, calculated as explained above (excepl using 
book value capita l s tructures). As explained above, a number of Ihe firms in our smnplc have 
high shares of debl in their book value capital struclures. And Ihe share of debl for these finns 
based on book value capital struclures is much higher than the share based on markel value 
capital structures. On the one hand, Ihe usc of market value capital struclures 10 calculale the 
WACC benefits Ihe incumbent LE s because the WACC is higher than ifbook value eapilal 
SlrucLl.res were used. On Ihe olher hand, if book value capital s lructures are represenlative of 
how incumbenl LECs finance regulated incumbcnt LEC services, thcnthe incumbcnl LECs 
would havc higher inicresl payments Ihan the payments implicit in Ihe pro formo ralio ba~ed on 

202 We lise a threc·ycar average ratio, not Ihe 1110st recent year's average, because the ratio will OuclUatc 
over time without there ncccss.uily being a change in the debt rating at Ihe SOllle lime. None of the firms 
that currently have the invcstll1cnI grade debt rating had a ruling below that at any point during these three 
years. We do not usc an average calculated over a longer period than three years because bond raling.1i 3rc 
supposed to be (orwllrd·looking. 

20) The pro forma TJ E ratios reported in this I>aragraph are calculated based on before-lax earnings. These 
ratios would be lower ifthc)' were based on .. ncr-tux cHmings ifpositivc cumings urc av~,iltlblc 10 

cquityhoJdcrs. as these earnings would be ~ubjcct to corporate income tuxes. Thus, these pro forma ratios 
8re not directly COItl I)arnble to the RUS benchmarks. We make the more precise cOIllI>arison to the RUS 
benchmarks below. 

47 



Federal Communica tions Commiss ion DA 13- 1111 

markel value c"pilal Slruc!Ures. Therefore, a given level of earnings would cover imeresl 
payments fewer limes than indicaled by the pro forma ratios based on markel value capital 
Slructures. Anolher reason to use book values 10 calculale pro forlllo 'I'll.: ratios .s that the TIE 
ratios that bond ralings agencies and industry analysIs examine typica lly are based on book value 
data. 

134. Rased on this second pro lorllla TIE calculation, and given a rale of relurn of 8 
percenl, Ihe averageprolorllla TIE ratio is 3.37. Two carriers, FairPoint and CBT, have a TI E 
ratio below one, three carriers have a ralio below 1.25. and s ix below 1.5'" A rale of return of 9 
percent would produce an average TI E ralio of3.86. Two carriers slill have a TIE ratio less than 
one, one carrier has a TI E ratio of 1.23, all olher carriers have a TIE ratio exceeding 1.25, and 13 
of 16 exceed 1.5. 

(e) Ca rrie.' T IE Ralios: Pro Forma, After-Tax, 
Book Value Ca llit,,1 Structures 

135. RUS exam ines after-tax TI E ralios based on book value data. We calculate the 
proformo TIC ratio a Ihi rd way, this time on an after-tax basis us ing book value capi tal 
struclures, so thallhese ralios arc comparable to the RUS benchmarks, using the following 
equation: 105 

TIE ; (((D/(D+E))K,,) + ((E/(D+E))K •• ))/((D/(D+E))K. ) 

Appendix L3 also shows the ineumbenl LEC's after-tax, book value pro lorma TIE ratios for 
WACC estim ates ranging from six percent to 11 .25 percent. 

136. A rate of relurn of 8 percent produces an avenlge aHcr-lax, pro fo rma TIE ralio 
of 2.45 . At this rate of return, all but two carriers, FairPoint and ST, have TIE rat ios exceeding 
one. Five carriers have TI E ratios less than 1.25 , and seven have TIE ratios less rhall 1.5. A rale 
of return of 9 percellt produces all average after-tax pro forma TIE ratio of2. 76. Allhis rale of 
return two carriers still have TIE ratios less than one, three carriers have TIE ralios less Ihan 1.25, 
and six carriers have TIE ratios less than 1.5. A rate of return of 11.40 percenl is required to 
produce an aller-tax pro forma TfE ratio that equals or exceeds Olle for every carrier. At Ihat rate 
of reI urn, Ihree incumbent LECs still would have atler-tax pro forma ratios that are less than 1.50, 
alld two would have ratios thaI are less Ih,m 1.25. At the same lime, a nile or return that high 
would produce an average after-tax pro forma TIE ratio of 3.50, a ratio that is much higher than 
all or the R US benchmarks. 

c. TIE Ratio Analysis Conclusion 

137. Based on these analyses, we conclude that an authorized rate of return in the top 
halfofthe zone of reasonablencss would strike a reasonable balance belween providing highly 
leveraged firms with adequate interesl payment coverage and providing less leveraged finns with 
100 much coverage. 

, .. Id. 

205 The nUlllerator of this equation excludes;,tIl allowunce: ror corporal ~ income taxes. This eClmlli 11 is 
otherwise identical to the TI E eqmuiollllsed to above to calculate proforma TIE ratios based on before-tax 
earnings. 
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c. Gra n ts 

138. ubstantial telecommunications inrrHstructurc grants in recent yearsl06 raise the 
issue ofho\\' such grants might affec t carriers' WACC. Regulaled companies should nOI be 
receiving any rale of relurn on gran IS. When Ihe grants are received directly by the regulated 
company, the grants musl be crediled 10 the appropriale plant accounL'·' This will exclude the 
granl from earning the rale of relurn and exclude the plant gelling depreci'llion expenses. 

rediting Ihe grant to plant account protecL, Ihe nlte I)ayers from paying rate of return on the 
plant and also paying for depreciation expenses on Ihe plant that gets included in Ihe cost of 
service. Howcver, given the current freeze of cOSI calegory relationships for some ratc-of-return 
carriers,'" planl accounts crediled may nol be represenlmive and relaled expenses, for example, 
may be allocated unreasonably. 

139. When an affiliated company receives a grant, the grant should be transferred 10 
Ihe regulaled company in accordance wilh ParI 32 oflhe ommission's rules."'" Specifically, Ihe 
Commission's rules require Ihat for all assets oulside of lariffIransaclions sold by or Iransferred 
10 a carrier from its affi liale, the asset sha ll be recorded al no more Ihan the lower of fair markel 
value and net book COSt.21

• In Ihis case, only Ihe nel hook value of Ihe inveslmenl in excess of 
Ihal paid for by the granl would be recorded in the plant account. As ahove, if the granl is large, 
Ihis Ireatmenl categori:wlion (separations) may nol be representalive. 

140. In Ihe case or large grants, the "ccounling nlles Illny need 10 be slrenglhened 
andlor modified so that the categorizalion is more representalive .lI1d thaI the inveslmenl paid ror 
by gran Is, whether directly 10 the regulaled company or Iransfetred 10 Ihe regul"lcd company by 
an affili"le, does nOI receive deprecialion or return Irealmenl. 

IV. CO eLUSION 

14 1. Developmenls in the telecommunicalions industry, regulation, and Ihe 
marketplace since Ihe Commission lasl eslablished a rale-or-reIUnl have s ignificantly changed 
how the Commission should analyze Ihe rate-of-retunl carriers should earn. In its last 
represcriplion, the Commission could rely primarily on ARMIS reports. Those reports came 
Ii'om companies wilh inveslmenl-grade bond ralings-companies engaged in subst<lnlially Ihe 
SMle wireline operalions as Ihe small incumhcnt I.ECs also subject 10 rale-of-rellll'll regul"lion. 
Analysl eSlimales of lhe expecled growlh rales of those companies were plentiful and the 
companies ' equ ilY waS widely Iraded . 

142. Today, wilh those ARMI ' reports a Ihing of the paSI, and wiUlthe largesl 
lelephone companies increasingly dissimilar frolll Ihe smaller rale-of-return companies, the 
Commission musl expand its analysis to include smaller carriers 10 ensure ils analysis reasonably 

"" See. eg., Broadband Technolo~ Opportunities Program (OTOP) Quarterly Prog",m Slalu. Report , 
National Tc: lecollllnullic8liolls <lnd Information Administration, Sept . 20 12 C' ln 2009 and 2010, NTIA 
invested approximately $4 billion in 233 STOP projects bcncfitling every Slate, as well as five terrilOr ies 
nnd the District of Columbia."). available al 

hllp :II,,~vw.llli • . doc.govm leslnlia/publiealionslblop_ I 4lh_CJuarterly _rcporl.pdf (iasl visiled Nov. 16, 2012). 

lOl 47 C.F.R. § 32.2000. 

201 Ju";sdiCl;o"al Separolinn.'i and Referral 10 lire Federa/~Stale .Ioint RoaNI, CC I)ocket No. 80·286, 
Reporl and Order, 27 FCC Red 5593 (20 12) (exlellding Ihe separaliolls freeze IInlil Jlllle 30, 20 (4). 

209 47 C.F.R. § 32.0 1 . 1 seq. 

"· 47 C. F.R. § 32.27. 
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renects the circumstances of those smaller incumben t LECs. Doing so raises a number of other 
issues. Firms not frequently traded provide less-reliable data Irom which to determine COSI. 

Firms in financial distress do not provide meaningful data lor some of the essential calculations 
necessary to determine a reasonable rate of return . 

143. Based upon the analys is in this Report , we believe the Commission can address 
thesc concerns by using a broad range of publicly- traded incumbem LE s, including [he RHCs as 
we ll as mid-s ize carriers and smaller carriers. U ing [he data from these carriers, the Commission 
can determine zones of reasonableness ba. cd upon two differentmcans of calculating the cost of 
capital : DCI' and CAPM . Based upon the ana lysis descri bed in thi Report , we believe that the 
range of 7.39 percent to 8.72 percent represents a robust zOne of reasonableness from withi n 
which to select the alllhorized rate of return . Ana lyzing the effects of a new nltc of return with a 
TIE analysis, and given current historically low in terest rates and the infrequency of 
represcription, we concl ude that the rate of re turn should be at the upper half of that zone of 
reasonableness, from 8.06 percent to 8.72 percenl. 

144. The data and observations set f0l1 h in this Report should provide valuable 
assistance (0 the Commission as it moves forward wi th pre. cribing an authorized rate of return 
that ensures just and reasonable ra tes for eu tomeI's and helps ensure the s tability and sufficiency 
of the universal service fund while allowing incumbent LECs (0 cont inue to maintain their credit 
and to allrac t capi tal. 
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APPE l)I X A 

List of USF/ICC Trtlll.foTIIIII/ioll Fur/ller No /ice Comlll enter. nnd Heply Comm enters 

Comm e nC er 

Ad Iloc Telecommunicati ons sers Committee 
Alaska Reguilltory Commission 
Alaska Rural Coalition 

Spire Wireless 
CTiA - Ti,e Wirele. s Association 
Gila River Telecommunications 
G V W Consulting 
Hopi Telecommunications 
Mescalero Apache Te lecom Inc. 
Moss Adams 
National Association of State Utility Consumcr Advocates, Maine 

Omce of the Public Advocate, ew Jersey Division of 
Rate Counsel and Uti lity Reform Network 

National Cable & Telecommunications As ociation 
cbraska Rural Independent Companies 
ECA, NTCA, OPASTCO and WTA 

Parrish, Blessing & Associates 
R A - The Competitive arriers Association 
Time Warner Cable 
T-Mobile USA 
United States Telecom Association 
Universal Service for America Coalit ion 
Windstream Communications 
Washington IndependcllI Telecommunications Association, 

Oregon Telecommunications Association, Idaho Telecom 
Alliance, Montana Telecommunications Association and 
Colorado Telecommunications Association 

Reply Commenter 

Alas ka Regulatory Commission 
Cellular South 
GTA Telecom 
GVN W Consulting 
Louisiana Telecommunications Associati on Small 

Company Committee 
Montana Telecommunications Association 
Nati onal Association of State Utility Consumer Advo ates, Maine 

Onice of the Public Advocme and ew Jersey Division or 
Rate COllnsel 

NIO 'A, NTCA, QPAST 0 and WTA 
cw Mexico Exchange Carrier Group and Mescalero Apache 

Telecom Inc. 
Pennsy lvania Public Ut ility Commission 
RCA - TIle Competitive Carriers Associalion 

SI 

A bb"evia tion 

Ad Iloc 
AI~,ska om mission 
ARC 
C Spire 

TIA 
Gila River 
GVNW 
Hopi 
MATI 
Moss Adams 
NA UCA et a1. 

NCTA 
Nebraska Rural 
NECA et al. 
I>arrish 
RCA 
Time Warner Cable 
T-Mobile 
U.S. Telecom 
USA oalition 
Windstream 
Western Associations 

Abbreviation 

Alaska Commission 
Cellular SOllth 
GTA 
GVNW 
Louisiana Small 
COlllmi ltee 
Montana Association 
NASUCA et al. 

Run,l Associations 
NMECG and MATI 

PA PUC 
RCA 



Federal Com mu nications Commiss ion 

Rural Iowa Independent rclcphonc Association 
Texas Statewide Telephone Coorerative. Inc. 
Universal ervicc ror America Coalilion 
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RllTA 
TSTCI 
USA Coalition 
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Appell dix 13 

Comparison oflUIC Embedded Cos t of n ebt Found in 1990 Represc riplillo wilh 10- Yellr 
Treasuo·y 'ole Yield 
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APPENDIX C 

Discussio n of Book Values "lid arket Va lues in C:llculation of Ca pital Structure 

I . This appendix discusses the strengths and weaknesses of usi ng book and market 
values to estimate the capilal structure of a firlll . T he book v~lue of a firm is the book value of its 
equity plus the book value of its liabiliti es. The market value of" firm is the amount that would 
have to be paid in a competitive market to purchase the company and fu lfill all of its financial 
obligations, i.e .. it is equal to the sum of the market value. of the firms ' equity and debt. 
Regulators, including the FCC, typically use book values to determ ine the capi tal structure of 
firms, while academics and finallcial analysts favor target values or in their defect market values, 
whi le advisi ng aga inst book values.' 

2. While the book and market values of debt are often s imilar, the book and market 
values of equity arc not. This difference will lead to different capital structure and WACC 
estimates depellding 011 which one is used. 

A. Book Value 

3. Book equity records the nominal value of the financial inves tmenls made in a 
company at the time those investments were made. 'l1,e book value of equity is the sum of the 
nominal dollar value at which fu nds were invested in the com pany by the owner(s), plus Ihe 
nominal value of earnings retained throughoul the history o[lhe finn , Book equity can be split 
into two com ponenLs, neither of which will reflect market valuation: the historical ma"ket value 
of a company's shares at the time they were issued (share capital plus additional paid-in capita l), 
and aggregate retained e.1mings, recorded in nominal values. When new business opponunities 
open up for a company and new ftlture profits seem likely, book values of equi ty will not 
immediately re flect this, even tl,ough market values automatically wi ll ; and when past 
investments arc demonstrated to have been unwise, book values are not revised downward as 
market values are. 

4. nlere arc a number of arguments lhat suppon Ihe usc of book values when 
determining a finn's WACC. ome rate-of-return praclitioners argue that the larget capita l 
structure is reflected in the book values, not the market values, of debt and equity.' If a firm over 

I See, e.g., H. Kent Baker, J. Clay Singleton, and E. Theodore Veil, Survey Rcsc~'rch in Corporate Finance : 
Bridging Ihe Gap belween Theory 'Illd Pmclice al t42 (Oxrord University Press 20 11 ) ("r inance Iheory 
specifies Ihal the weights used to calculate WACC should renCtl a linn's target capital stnlchlrc . . . , 
Clearly, the weights used to ccllculale WACC should not be book~V3luc weights appearing on the firm's 
balance sheet, unless, by coincidence, they also happen to be the capital SlrUClllrc weights th3t max imize 
the firm 's stock price. Book-value weights of debt and equity ignore current market conditions .. . . Some 
experts advocate using market·value weights based on the number of shares of COllllllon stock, the market 
price per share. and the market vl.llue of:\ fi rm's outs tanding debt. [ThisJ is cleOldy beuer than using book· 
value weights. ") 

1 See Morin New Regulatory Finance at 452. See also John R. Graham and Campbell R. IInrvey. How Do 
cros Make Capilal Budgeli ng and Capilal SIrUCIUre Decisions? 1. M'p. CORP. FI . al t2-13 (2002). The 
authors found from a survey of 392 FOs that 19% of firms do not have a target debe ratio; 37% have a 
fl exible target; 34% have a somewhat tight target or range; and 100/0 have a strict target. Among regu lated 
firms, 67% were found to have tight or somewhat strict targets. The authors also found that only 16.4% of 
finns say that changes in the market value of equity arc important or very imponant to their debt decisions. 
In the Virginia Arbitration, Ihe r'8rties debated the meril of using book or market values to estimate .. 
finn's target capital structure. See o/,w Petition or\VorldCom, Inc. Pursuant to Section 252(cX5) orthe 

54 

• 

• 

• 



• 
FederAl COtllll1t1uicntio liS Commission DA 13-11 11 

time issues debt and equity in increments so a to maintain a long-n1l11argct capital struclUre that 
is based on book values, Ihen Ihe relurn needed 10 cover the COSIS of debl and equily ha' 10 be 
based on hook value proporlions because Ihese are the actual proportiolls in which these funds arc 
issued. III fact, regulators cOllventionally allow a rate of return on the actual equity alld debt 
issued, which is what book value renects.) In that case, it is (obviously) logically consistent to 
usc book value weights (along with the embedded cost of debt) to dctennine the WA CC beeallse 
the rate of return (which is based IIpon the WACq is applied to an original cost rate base' 
(essentially a book value rate base) .. uch ratemaking a lso is easy to understand and is 
administratively efficient.' 

5. Use of book value weights (a long with U,e embedded cost of deb I and a book value 
rale base) is consistent with the belieflhal inveslors' right to a fair and reasonable rale Ofrelunl 
on the capital applies to what Ihey have actually invested in the finn' Moreover, as the 
contraclual obligalioll as 10 the amoulll of interest payments On existing debl is fixed, regulators 
prevent equity holders from realizing "windfall" gains or losses when Ihe markel rale of interesl 
increases or decreases by allowing the finn to earn a return equal to the embedded COSI of debl 
limes U,e book value of debt, plus Ihe COSI ofequiLY Limes the book value ofequily.' Further, if 
invc tors expect 8 regulated firm actually LO cam u return on a book vulue rate base thai, on 
average, over a long period of time, is equal 10 ils cost of capital, then Ihe market value or the 
lirm will (approx imately) eq ual its book value.' Regulalion could then be viewed as successful if 

Comrmmicatiol1 Act [or Preemption orthe Jurisdiction or the Virginia Slate Corporation Commission 
Regarding Inlcrconneclion Disputes wilh Vcri7.on Virginia Inc., and for Expedited Arbitration, CC Docket 
Nos. 00·218, 00-251 (Virginia Arbitration), Rebuttal Teslimony of Dr. James II. Vanderweide on behalf of 
Vcrizon Virginia, Inc. lit 24-37, dnlcd Aug. 27. 2001; IUld Surrcbullal Testimony of JoJUlI.IIiJ'shlcifcr on 
behalf of AT&T and Worldcom, Inc., al 53-59, dalcd Scp!. 21, 2001. 

J The one instance where the Commission used market vaJUc.li of debt and equity to estimate the capital 
structure was in the Virginia Arbitration, where the rate base to which the rate OfrClunl was 31>plied was a 
market value mle base consistent Wilh the omrnission's Total Element Long ({Ull Incremenlal Cost or 
TELRIC rules that governed in Ihal proceeding. Pel it ion of WorldCom, Inc. Pursullnllo Seeliou 252(e)(5) 
of lhc oOlrnunication Act for Preemption of the Jurisdiction of lhe Virginia State Corpordtion 
Commission Regarding. (nterconucclion Disputes with Vcri7.on Virginia 1nc., and for Expedited 
Arbitration, CC Dockel os. 00-2 18,00-251, Memorandum Opinion and Order, 18 FCC lIed 17722, 
17753·58, panlS. 65-76 (WCB 2003) . 

• For example, a'iSlime Ihat a regulated finn has an embedded cost of debt of 5% (thai is, the finn is 
conlraelUally obligaled 10 pay debt holders a coupou rale of 5%), a COSI of equity of 10%, and book va lue 
nile base C(llIltlto SIOO, SSO orwhich is finllnccd by debt holders and S50 dollars of which is financed by 
equil)' holders. The book value weights of debl and equity arc thus bolh 50% (S501S 100). The \V AC is 
7.5%, giveulhcse assumplions «.5 x .05) + (.5 x .1»), and Ihe total re(lui red relum on mle base is S7.50 
(.075 x SIOO). Ofll'a! tOlal return, the debl holders receive $2.50, or a 5% rale ofrelllrn ($2.501$50), which 
is precisely cqllallhc cost of deb I. And equity holders receive II return o(SS.OO, or <I 10% nile ofrctllrn 
($5.001$50), which is precisely equal 10 Ihe cosl of cquily. 

S Conversely, such ratemakins does not perform well in terms of rationing cllstomer demand or incerlling 
rmmagcriul efficicncy. Sec, Jamcs Bonbriglu, Albert Dnniclscn. und David Knmerschen, Principlcs of 
Public Ulilily Ralcs at 300 (public Utilily Repons, 2d cd. 2008). 

• U v. FCC. 7071'.2d 610, 612 (D .. Cir. 1983). 

1 Morin New Regula/ory F;nance at 452. 

• For example, consider a firm thallms a zero long·tcrrn growth ratc and no debt. These IIssurnptions 
require lhat the firm pays a dividend, otherwise the firm must grow. at Icast if it is being operated 
efficiently. AsslIlIle that the finn's rate base equals net book va lue. 
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the book valucs and the market values o f equ ity lire (approximatel y) equal to clIch other.-

6. Book vai lies also provide investor, with stability and therefore protect the rme-ot~ 

return calculation agai nst the vagaries renected in the variabi li ty of the market' s valuat ion ofthc 
firm's debt and equity' · Such market varia ti on can be substanti al. 

7. Finally, the usc of book val ues avoids the circu larity problem associated wi th use of 
market values. Specifically, unlike book values, market values renect investors' expectations as 
to the curren t or anticipated allthorized rate of rcturn, while the regulator is Irying 10 dctcrmine 
what Ihe authorized rate of return should be independent of markel expectations about the current 
or anticipated authorized rate of re turn. I I 

8. Despite this, book values have a fundamental difficulty: accounting processes do not 
effective ly capture changes in prices, tecimology, demand and other circumstances, and 
consequently, book values become increasingly disconnecled from the underly ing assets they are 
intended to repre cnt. In some cases, th is disc(lnnection can be so severe " 5 to render book va lues 
meaningless. 

B. M.rket Vullle 

9. The bas ic critique of book val ues,jllst foreshadowed , is that they arc not 
economically meaningful. As a resull , it is a standard practice in applied corporate finance to 
infer the target capital structure of a firm on the basis of the market value of its equity, debt, and 
olher sources of capital" The basic argument in favo r of this is that market values renect exactly 
the underlying net value of the linll and it a,"eL' (al least as presently priced by Ihe market). 
J (owever, whether this relJects the targe l capital s truclUre, rather than merely the currenl capital 

A rate-of-return carrier's expected earnings, E, arc c(IUai lo the allowable mle of return , r, times mle base, 
assumed to equal book value, B. Thus, E = r x 13 . The easiest way to identi fy the firm 's dividend stream is 
10 assume it pays a constant steady-stale dividend, D, consistent with Ihe zero growth a.o;sumption, thut is, 0 
equals earnings (assuming 7...ero growth), or D r x 13 . The present value of such a stremll is r x BI k, where 
k is the ma.rket-determined cOSt of capital for the timl. Alternative dividend streams tlmt would sa tisfy 
investors and the zero gro\\1h Clssumption must have the same present value a.<; this dividend stream; 
otherwise they would either affect growth assumptions or fail to sati sfy investors. 

The m"rket value, M, ofa firnt 's s(ock is the: present value o(rhc future di"idends investors C,'<pCCll0 

receive, discounted al the risk-adjusled cost or capital, k: M = Dik = (I' x 8 )1k . Thus, MIB = rlk. The 
simplest and really only plausible case for which this rorrnula is true is where M = B and r :::: k. 

See A. Lawrence Kolbe, James A. Head, Jr., and George R. Hall, The C:ost orCapit,,!. Estim;.uing the I~atc 
or Retum ror Public Utilities a125-33 (The MIT Pre," 1984). 

1jI Morin New Regu/mory Fi"ance at 452. This argument should be understood in the nanow sense of 
evaluating the outcome, i.e ., the end result , or the rate~settillg process; it should 1101 to be conslrued as 
endorsing as a starting point an approach by which regulators wou ld set rates so as to produce a market 
equitY·10·book equity mtio of 1. We note that economic theory suggests that in the long·run in a 
compclitivc indusrry me market value ofa firm 's common equilY should C(IUal the replacement CO!;! orits 
assets, which will not necessarily be the case when the market and book va lues of equity are equal. ee 
Morin NeIll Regll/mory Finance at 376·378. 

I. See, e.g., Charles F. Phillips, Jr ., The Regulation or Public Utili lies at 336·38 (Pubtic Uti lili<s Repons, 
Inc. 1993)~ A/or;n New Regulmory Finance at 452 . 

II Atto,-;" New Regu/awry Finance at 452·53 . 

12 See generally Torn Copeland. Tim Koller, and Jaek Murrin. Valuation: Me~lsuril1g and Mnnaging the 
Value of Companies, Chapl« 10 (McKinsey & Comp.ny, Inc . 2000). 
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structure of the firm, remains an open questi on. There is evidence that financial manager very 
ollen ignore Ihe market value or equily when deciding on how much debt firm s should issue." 

10. Markct val ues have the addilional advantage orbcing readily and objeclively 
observable. at leasl in the case or publicly listed compan ies. 

I I . Using market values, however, presents a regulatory diffi cu lty : marke t rorces 
delermine the value or a firm 's debt ami equity based on expeclation or Ihal firm 's earn ing 
capacity, which is exactly what the regulator is Irying to control in setting II regulaled rate or 
return. This introduces circularily in Ihe reasoni ng. To see th is problem, consider a rale or relurn 
that inadvertently allows monopoly pricing. Inveslors, seeing an attract ive assel in Ihe rorm or 
Ihe regulated firm , will seck to buy it, driving its price up unt il the expecled return on the 
inveslmenl exactly compensates Ihe marginal investor ror thc risk associaled with holding that 
asset. This means that irthe regulator c hecks whether they sCllhe righl rale or return, il will 
appear thai they in ract have, because the market price or the assel adjllslcd 10 bring expecled 
relurns 10 inveslors in line wilh all olher investmenl opponunities. Thus, to know w hat the right 
ra te or return is, the regulator must be c<lrerul in treating market valuations as g iven . 

IJ See John I{ . Graham and Campbell R. I·lurvey, How Do FOs Make C3pil31 Uudscling and CapitOl I 
Stnlcture Decisions? J. ApI'. CORP. FIN .• 1 12-1 3 (2002). 
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Appendix 01 • 
Historic,,1 Bnol, V"lue S haye., ornehl 

Cnmp:lny 2012 2011 2010 2009 2008 Aver.ee 

Alaska Communications Systcms GroUI} (ACS) 1.07 1. 10 1.04 0.95 0.95 1.02 

AT&T Inc . (T) 0.42 0.37 0.35 0.39 0.39 0.38 

Century Link (CTL) 0.50 0.51 0.43 0.43 0.51 0.48 

Cincinnati Ilcllinc. (CIlB) 1.35 1.40 1.36 1.50 1.57 1.44 

Consolidatcd Communications Holdinj!s (CNSL) 0.90 0.95 0.92 0.92 0.92 0.92 

FairPoint (FRI') LSO 1.12 -0.01 0.00 0.99 NA 

Frontier COl1lmunications Corporation (FTR) 0.67 0.65 0.6 1 0.93 0.90 0.75 

Hawaiian Tclcol11 (HCOM) 0.69 0.63 NA NA NA NA 

HickoryTcch Corp (HTCO) 0.73 0.73 0.73 0.78 0.81 0.76 

Lumos (LMOS) 0.82 0.86 0.40 0.00 NA NA 

New Ulrn (NULM) 0.43 0.43 0.45 0.47 0.50 0.46 

Shenandoah Telecommunications COllluany (SHEN) 0.53 0.45 0.49 0. 14 0. 18 0.36 

Telephone and Data Systems (TDS) 0.27 0.25 0.25 0.25 0.27 0.26 

Verizon (VZ) 0.36 0.37 0.34 0 .40 0.37 0.37 

Alteva (A LTV) 0.49 0.00 0.03 0 .07 0.11 0. 14 

Windstrea", (WIN) 0.88 0.86 0.90 0.96 0.96 0.91 o 
0.73 0.67 0.55 0.55 0.67 0.63 

G rouo Averat!t 

Rll Cs 0.43 0.41 0.37 0.41 0.42 0.41 

Mid-Size 1.03 0.96 0.78 0.87 1.07 1.03 

Publicly-Traded RLECs 0.60 0.52 0.47 0.37 0.46 0.48 

• 
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• AI.,,,cndi, 1)2 

His toric,, 1 Market Va lu e S ha,'cs o r Debt 

Company 2012 20ll 2010 2009 2008 Avera ge 

Alaska Communicat ions Systems Group 0.86 0.80 0.52 0.60 0.57 0.67 

AT&T Inc. 0.26 0.25 0.25 0.28 0.27 0.26 

Ccn,uryLink 0.44 0.48 0.34 0.40 0.55 0.44 

Cincinnmi Bell Inc. 0.71 0.81 0.82 0.74 0.82 0.78 

Consolidated Communications Holdings 0.66 0.6 1 0.61 0.63 0.72 0.64 

FairPoint 0.82 0.90 1.00 0.00 0.89 NA 

Frontier Communications COrj)oralion 0.66 0.62 0.45 0.66 0.63 0.61 

Ilawniian Tclcom 0.65 0.51 NA NA NA NA 

HiekoryTech Corp 0.51 0.44 0.47 0.51 0.64 0.51 

LUlllos 0.59 0.50 1.00 1.00 NA Nil. 

NewUlm 0.58 0.53 0.61 0.60 0.56 0.58 

Shenandoah Telecommunications Company 0.39 0.39 0.29 0.06 0.05 0.23 

Telephone and Darn Systems 0.42 0.35 0.28 0.29 0.31 0.33 

Vcrizon 0.28 0.3 1 0.31 0.37 0.33 0.32 

Alleva 0. 19 0.00 0.01 0.04 0.08 0.06 

Windstrcam 0.62 0.56 0.51 0.57 0.57 0.57 

Average 0.54 0.50 0.50 0.45 0.50 0.46 

Group Average 

RHC. 0.33 0.35 0.30 0.35 0.38 0.34 

Mid-Size 0.72 0.70 0.66 0.5 1 0.70 0.66 

Publicly-Traded HLECs 0.47 0.40 0.47 0.45 0.39 0.39 
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Appendi x E 

Embedded Cost ofDcbt 

Clinic.' 2011 Non- (' u r l"C~. IH 2012 Debt Non-tut'rent 20 12 (fll erest Embedded Cost (I I" 
Lonl!.-tel'm Dchl Lone- Ienn Debt E:mense Deht 

mco S 118,828,000 5 135, 133,000 55,749,000 11.53% 

TIJS 5 1,529,857,000 S I ,72 1,571,000 $86,745,000 5,34% 
NU I.M 539.809,000 $42,494 .000 52,227.000 5.4 1% 
SII EN 5 158.662.000 $230,200,000 57,850.000 4.04-/0 

CNSL 5875,719.000 $ 1.208,248,000 $72,604,000 6.97% 

I.MOS 5323,897,000 S304,325,000 $ 11,92 1,000 3.80% 
A LTV SO SI4,095.000 54 15,000 5.89% 
Iton Avct'uge $435,253, 143 5522,295,143 S26,7ft7,2ft6 5. 14-/0 
WIN 58,936.700,000 $8. 114,900,000 5625,100,000 7.33% 
ALSK 5538,624,000 5533,772,000 539,570,000 7.3~Wo 

BCOM 5297,400,000 5292,4 10,000 $22, 183,000 7.52% 
I'm $8,224,392,000 58,'105,'188,000 5687,985,000 8,27% 

FRP 5992.690,000 5948.470,000 567,6 10,000 6.97% 

COO 52.520,600,000 $2.676,000.000 $2 18,900.000 8.42% 

Midsi:t.e 53,585,067,667 53.495 ,1 73,333 5276,89 1,333 7.65-/0 
A\·cl .. ~e 
CTL 52 1,355,259,000 5 19,399,644,000 $ 1,3 19,000,000 604,% 
VZ 550,303,000,000 547,6 18,000,000 52,57 1.000,000 5.25% 
T 56 1,299,737,000 566.358,'183,000 53.444,000,000 5.40% 
IUIOC S44,319,332,OOO $44,458,709,000 S2,444,666,667 5,71% • Avcnll! e 
t\ "cngc rur S9,844,698,37S 59,875,202,063 5573,928,688 6,19% 
All Carriers 
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Belas 

C;trrier Uetas 8eC ~l s 8etas Bet.s (Weekly n .... Vnlue 
(Daily (Weekly (Monlhly Adjusted Towards I) Line Ueta 
Data) Oala) Oata) 

HTCO 0049 0.67 0 .88 0.78 NA 

TDS 1.08 1.1 2 1.03 1.08 0.95 

NULM -0.14 0.24 -0.28 0.50 NA 

SI'IEN 1.53 1.3 1 0.85 1.21 0.85 

CNSL 0.94 1.03 1.08 1.02 0.85 

LMOS 0.73 0.73 0.33 0.82 NA 

ALT V 0.18 0.29 0.42 0.52 NA 

RoR 0.69 0.77 0.6 1 0.85 0.88 
A"cnlge 
WIN 0.82 0.9 1 1.04 0.94 0.95 

ALSK 0.85 0.76 0.66 0.84 0.75 

HCOM 0.42 0.62 0.79 0.74 NA 

HR 0.84 0.94 0.77 0.96 0.95 

FRP 1.83 1.25 1.22 1.1 6 NA 

CBB 1.1 0 1.46 1.19 1.30 1.05 

Midsize 0.98 0.99 0.95 0.99 
. 

0.93 
Av.r.~. 

CTL 0.73 0.70 0.74 0.80 0.75 

VZ 0.70 0.74 0.56 0.83 0.65 

T 0.77 0.72 0.68 0.8 1 0.70 

RBOC 0.73 0.72 0.66 0.81 0.70 
Av."'~. 
-",'el'age 0.8 1 0.84 0.75 0.89 0.85 
for All 
Cnnicn; 
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Appendix G • 
T-stntistics a n" I~-slju:orcd Va lu es of Mont bly, Weekly, and Daily I.lelas Used in CAJ'M 

betas using monthly d.1I8 betas using weekly data betas using daily datu 

CSI'rier t-statistic r-squnrcd I-stat istic r-scluared I-statistic r-s(luared 

I ICOM 4.23 0.0305 3.03 0.0733 1.77 0.1108 

I ITCO 4.95 0.2968 7.83 0.1922 11.03 0.0883 

TDS 5.45 0.3388 14 .07 0.4341 3 1.75 0.445 1 

NULM -1.33 0.0295 1.9 0.0 137 -1.99 0.0032 

SHEN 3.63 0. 1851 11.05 0.32 12 32. 19 0.4519 

CNSL 8.09 0.5305 14 .34 0.4434 30.7 1 O.4l86 

LMOS 0.32 0.0072 1.92 0.0501 3.49 0.0338 

ALTV 3.3 0.158 4.82 0.0827 5.3 I 0.022 

WIN 7.91 0.5 192 13.21 0.4035 32.2 1 0.452 1 

ALSK 2.55 0.1012 6.63 0. 1455 18.52 0.2143 

FTR 5.19 0.317 11.58 0.34 18 26.01 0.3498 

FRP 1.82 0. 12 1 3.51 0. 1009 11.36 0.19 17 

eBB 5. 12 0.3 11 4 13 .73 0.4223 24.6 0.325 1 

CTL 6.27 0.4039 10.35 0.2935 26.77 0.3632 • VZ 5.71 0.3599 15.4 0.4789 36.12 0.5093 

T 8.19 0.5366 17.63 0.5465 43.6 0.60 19 

• 
62 



Federal Cnmmunic~llion s ofllmiss ion OA 13- 1111 

• Appendix H 

Cost of Equi ty: Ca pita l Asset PI'ici n!: Model 

Carrier Cost of Cost of Cost of Cost of F.quity Cost of Eq uity 
['Iuily [ 'Iulty Equi ty (\Yeekl)', Adju er:d (V. lu. Line Betas) 
(Dally (Weekly (Monthly Bet liS) 

Betns) lIe tn s)~ Betas) 
IITCO 4.79% 5.85% 7.07% 6.50% NA 

TDS H.30% ti.53% 7.95% 8.29% 7.5 1% 

NULM 1.12% 3.35% 0.28% 4.ti3% NA 

SIIEN 10.90% 9.6 1% 6.89% 9.0 1% 6.92% 

CNSL 7.45% 7.96% 8.26% 7.9 1% 6.92% 

LMOS 6.22% 6.19% 3.84% 6.73% NA 

"LTV 2.99"10 3.6 1% 4.40% 5.00% NA 

RoR 5.97% 6.44 % 5.53% 6.90 % 7. 11 -/. 
Aver:ll!,t 
WIN 6.76% 7.29% 8.03% 7.46% 7.5 1% 

~K - -
6.92% 6.37% 5.82% 6.84% 6.33% 

HCOM 4.37% 5.54% 6.55% 6.30% NA 

FTH 6.ti9"/. 7.44% 6.46% 7.56% 7.5 1% 

FRP 12.67% 9.25% 9. 10% 8.77% NA 

CBB 8.42% 10.48% 8.92% 9.59"10 8.09% 

Midsize 7,67°;' 7.73% 7.48% 7.75% 7.36% 
Avcnt.e.e 
CTL 6.22% 6.04% 6.26% 6.63% 6.33% 

VZ 6.02% 6.28% 5. 19% 6.7ti% 5.74% 

T 6.43% 6. 14% 5.93% 6.69"10 6.04% 

RBOC 6.23% 6.15% 5.80% 6.70% 6.04% 
AVCnl[!t: 

Avenge 6.65% 6.87% 6.31% 7. t8% 6.89 % 
for All 
C"rriers 

-
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Appendix 11 • 
Weight ed Avera ge Cost (If Capitol 

-
Currier \)ehU Embedded CoS! of C DS! of CAPM DC I' 

(\)eb.+ Cost of Equity Equity WACC WACC: 
E'llI ity) Debt (CA I'M (DCI' 

~ i ll g Using 
Weekly, Zacks EPS 
Adjusted growth 
Betas) estimates) 

HTCO 50.67% 4.53% 6.50% NA 5.50% NA 
TDS 41.85% 5.34% 8.29% 6.52% 7.05% 6.03% 
NULM 58. 12% 5.4 1% 4.83% NA 5. 17% NA 

SHEN 38 .56% 4.04% 9.01 % NA 7.09% NA 
CNSL 65.57% 6.97% 7.9 1% 10.88% 7.29% 8.31% 
LMOS 58 .55% 3.80% 6.73% 7.43% 5.0 1% 5.30% 
ALTV 18.99% 5.89% 5.00% NA 5.17% NA 

RoR Average 47.47 % 5. 14% 6.90% 8.28% 6.04 % 6.55% 
WIN 62.49% 7.33% 7.46% 13.4 1% 7.38% 9.6 1% 
ALSK 85 .74% 7.38% 6.84% NA 7.30% NA 
HCOM 59.3 0% 7.52% 6.30% NA 7.02% NA 

FTR 66.30% 8.27% 7.56% 15. 14% 8.03% 10.59% 
FRP 81.95% 6.97% 8.77% NA 7.29% NA 

CBB 70.69% 8.42% 9.59% NA 8.77% NA 

Midsize Average 71.08% 7.65% 7.75% 14.27% 7.63 % 10.10% • eTL 44 .22% 6.47% 6.63% 10.06% 6.56% 8.48% 
VZ 27.80% 5.25% 6.78% 11.77% 6.36% 9.96% 
T 26.07% 5.40% 6.69% 10.98% 6.36% 9.53% 
RIlOC Average 32 .70% 5.7 1°;" 6.70% 10.94% 6.42% 9.32% 
A \'erage ror All 53.55% 6.19% 7.18% 10.77% 6.71% 8.47% 
Ca rriers 
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Weigh led Average Cosl of Capilal: Allcrn:llivc Specifica tions of CAPM Bel:o 

Carrier D:oily Belli Weeldy Monlh ly Adjusled Wccldy Va lue Line 
WACC Bela Bela Bela WACC Bel:o WACC 

WACC WACC 
HTCO 4.66% 5. 18% 5.78% 5.50% N/\ 
TDS 7.06% 7. 19% 6.85% 7.05% 6.60% 
NULM 3.62% 4.55% 3.26% 5.17% NA 
SHEN 8.25% 7.46% 5.79% 7.09% 5.81 % 
CNSL 7. 14% 7.31% 7.41% 7.29% 6.95% 
l.MOS 4.80% 4.79% 3.8 1% 5.01% NA 
ALTV 3.54% 4.04% 4.69% 5. 17% N/\ 
RoR Avera~c 5.58% 5.79% 5.37% 6.04% 6.45% 
WIN 7.12% 7.32% 7.59% 7.38% 7.40% 
ACSK 7.3 1% 7.24% 7. 16% 7.30% 7.23% 
" COM 6.24% 6.72% 7.13% 7.02% N/\ 
fTR 7.81% 7.99% 7.66% 8.03% 8.02% 
FRP 8.00% 7.38% 7.35% 7.29% NA 
CBO 8.42% 9.03% 8.57% 8.77% 8.33% 
Midsize 7.48% 7.61% 7.58% 7.63% 7.74% 
Averape 
cn 6.33% 6.23% 6.35% 6.56% 6.39% 
VZ 5.81 % 5.99% 5.2 1% 6.36% 5.61% 
T 6. 16% 5.95% 5.79% 6.36% 5.87% 
RBOC 6.10% 6.06% 5.79% 6.42% 5.96% 
Avera!!e 
Average for 6.39% 6.52% 6.28% 6.71% 6.82% 
All Ca .. riers 
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Appendix 13 • 
Weighted Aven' ge Cns! of Capital : Alternative Sources of Ana lyst Projecllons for DCF 

Carrier Ya hoo nc l' CNN Money Reulers DCF Zacks DCF Midpoint 
WACC DCFWACC WACC WACC WACC 

HTCO 7.07% 11.34% NA NA 9.21% 

TDS 6.03% 6.03% NA 6.03% 6.03% 

NULM NA NA NA NA NA 

SHEN 12.29% 11 .04% NA NA 11.66% 

CNSL 8.3 1% 8.31% 8.3 1% 8.3 1% 8.31% 

LMOS 5.30% 5.30% NA 5.30% 5.30% 

AI.TV NA NA NA NA NA 

RoR Average 7.80% 8.40% 8.31 % 6.55'% 8.10% 

WIN 4.45% 8.35% 6.3 1% 9.61% 7.03% 

ALSK 6.49% 6.49% NA NA 6.49% 

HCOM NA NA NA NA NA 

HR 11. 14% 9.47% 9.78% 10.59% 10.31% 

FRP NA NA NA NA NA 

CBB NA NA NA NA NA 

Midsize 7.36% 8. 10% 8.05% 10.10% 7.94% 
Avera~c 

CTL 6.6 1% 6.64% 7.1 0% 8.48% 7.54% o 
VZ 9.23% 11.99% 8.79% 9.96% IO.3Q% 

T 9.29% 9.64% 9.53% 9.53% 9.46% 

RBOC Average 8.38% 9.42% 8.47% 9.32% 9.13% 

Average for 7.84% 8.60% 8.30% 8.47% 8.34% 
All Carriers 
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Cost of Eq uity Usi ng Disco unted Cash Flow Model 

ClUTier Cost of Cost of Cost of Cost of Cost of 
Eq uity Equity Equity qnity Equity 
(Y"hoo (CN Money (Reuters (Z"cI<s ( IJeF 
DCF DCF I)C F DCF Midpoi nt) 
E..1i 111" tcs) E..tima tcs) Es ti,""t es) E..ti111" to.<) 

J-ITCO 9.68% 18.34% NA NA 14.01% 

TOS 6.52% 6.52% NA 6.52% 6.52% 

NULM NA NA NA NA NA 

SI IEN 17.47% 15.43% NA NA 16.45% 

CNSL 10.88% 10.88% 10.88% 10.88% 10.88% 

LMOS 7.43% 7.43% NA 7.43% 7.43% 

ALTV NA NA NA NA Ni\ 

RoR Avera!!c 10.40% 11.72% 10.88% 8.28% 11.06% 
WIN -0.35% 10.04% 4.62% 13.41% 6.53% 

ALSK 1.1 1% 1.11 % NA NA 1.11% 

II COM NA NA NA NA NA 

FTR 16.79% 11 .83% 12.75% 15.14% 14.3 1% 

I'RP NA NA NA NA NA 

CBB NA NA NA NA NA 

Mitlsi"c 5.85% 7.66% 8.68% 14.27% 7.32% 
Average 
cn. 6.72% 6.77% 7.59% 10.06% 8.39% 

VZ 10.76% 14 .58% 10.15% 11.77% 12.37% 

T 10.67% 11.1 3% 10.98% 10.98% 10.90% 

rHloc 9.38% 10.83% 9.58% 10.94% 10.55% 
Average 
Average for 8.88% 10.37% 9.49% 10.77% 9.90% 

A ll Canicrs 
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A ppendi x K • 
CA I'M and I)C ACC Ra nges 

Canier CAPM CAPM DCF DCF CA PM CAPM DCr Dcr 
Cost or Cost or Cost or Cost or WAce IVAce WAce WAce 
Equity "quity Equity ECluily Lower !,per Lower pper 
Lower' Up"er I.ower Upp.r Bound Bound Hound Bound 
Bound Bouilli Bound 801ll1d 

HTCO 7.82% 10.13% 14.0 1% 14.0 1% 6. 15% 7.29% 9.2 1% 9.2 1% 

TDS 10.1 2% 13.34% 6.52% 6.52% 8.12% 9.99% 6.03% 6.03% 
NULM 5.67% 7. 14% NA NA 5.52% 6. 13% NA NA 
SHEN 11.05% 14.63% 16.45% 16.45% 8.3'1% 10.55% 11.66% 11.66% 
CNSI, 9.63% 12.66% 10.88% 10.88% 7.88% 8.93% 8.3 1% 8.3 1% 
LMOS S.il % iO..54% 7.43% 7.4:;% 5.58% 6.59% 5.30% 5.30% 

ALTV 5.89% 7.45% NA NA 5.89% 7. 15% NA NA 
Ron Avenge 8.33% JO.84% J J .06-; .. 11 .06% 6.78% 8.09% 8. 10'/. 8. 10°/, 

WIN 9.05% 11.85% 7.33% 13 .02% 7.98% 9.03% 7.33% 9.47% 

AL§K 8.26% 10.75% 7.38% 13.07% 7.5 1% 7. 86% 7.38% 8. 19% 
HCOM 7.55% 9.77% NA NA 7.54% 8.43% NA NA 
l~rR 9. 18% 12.03% 14 .3 1% 14 .3 1% 8.58% 9.54% 10.3 1% 10.3 1% 
FRP 10.74% 14.20% NA NA 7.65% 8.27% NA NA 

CBB 11.79% 15.67% NA NA 9.4 1% 10.55% NA NA 
Midsize Average 9.43% 12.38'/. 9.67';' 13.47% 8. 11 '/0 8.95% 8.34'/. 9.32 0/. 

CTL 7.98% 10.36% 8.39% &.39% 7.3 1% 8.64% 7.54% 7.54% 
VZ 8.18% 10.64% 12.37% 12.37% 7.3 7% 9. 14% 10.39% 10.39% • T 8.07% 10.48% 10.90% 10.90% 7.37% 9. 15% 9.46% 9.46% 
IlBOe Average 8.080/, J 0.49'10 10.55'10 10.55°/ .. 7.35% 8.98';' 9.13'/" 9.13% 

Average ror All 8.69-;. 11.35'10 10.54% 11 .58°/. 7.39% 8.58% N.4S% 8.72% 
Carriers 
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Pro Forma Pre-Tax Times-lnieresI-Earned Ralios 
(Markel Value CapUal Siruelures) 

If If If If 
WACC = WACC = WACC= WACC= 

0.06 0.07 0.08 0.09 
Ihon TIE Ihon TIE Ihon TIE Ihtn TIE 

Carrier = = = = 

HlckoryToch Corp. 3.62 4.32 5.03 5.73 
Ttlephone and Data 
Systelll,,-Inc. 3.73 4.46 5.18 5.9 1 

New Uhu Tclecohllnc. 2.47 2.98 3.50 4.0 1 
Shen~lIdo.h 

Telecommunications 5.62 6.66 7.70 8.74 
ConsoUdated 
COllllllunica lions 1.5 1 1.86 2.22 2.57 

"unlOS Networks Corp. 3.75 4.48 5.2 1 5.94 

Alleva 8.07 9.52 10.97 12.4 1 

RoR Aven!!e 4.11 4 .90 5.69 6.47 

WIDdstr .. m CorporaUoD 1.50 1.85 2.21 2.56 
Alaska CommuDlcaUons 
Syslems 0.95 1.17 1.43 1.68 

HawaUan Trlcom. 1.56 1.92 2.28 2.65 

Frontier CommunlCltion~ 1.15 1.45 1.74 2.04 
.-.Irl'olnl 
CommunicaUons Inc. 1.08 1.31 1.65 1.93 

ClnclnnaU nell 1.01 1.28 1.56 1.83 

Mldslz. Avera!!e 1.21 1.51 1.81 2. 12 

Ctnluryl.lnk 2.78 3.34 3.91 4.47 

Verlzon 6.04 1.15 8.26 9.37 

ATT 6.29 7.44 8.59 9.74 

RBOC Avoragt 5.03 5.98 6.92 7.86 

Avera!!. ror All Carrltrs 3.20 3.83 4.46 5. 10 
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If If 
WACC = WACC= 

0.10 0.1125 
Ihtn TIE IIlt8 TIF. 

= = 

6.44 7.32 

6.63 7.54 

4.53 5. 17 

9.78 11.08 

2.93 3.37 

6.67 7.58 

13.86 15.67 

7.26 8.25 

2.91 3.36 

1.94 2.26 

3.01 3.46 

2.33 2.70 

2.22 2.57 

2. 10 2.44 

2.42 2 .80 

5.04 5.75 

10.48 11 .86 

10.89 12.33 

K.80 9.98 

5.74 6.53 
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Pro Forma Pre-'fax 'l im es-Jn tc rcst~Ear ll cd Ratios 
(Book Va lu e C api! al Struct ures) 

IrWACC IrWACC IrWACC IrWACC 
= = ~ = 

0.06 0.07 0.08 0.09 
Ihen TIE thell TI E thell TIE Ih en TI E 

C:trricr = = = = 

HickorvT.ch Corp. 2.30 2.79 3.28 3.76 
Telephone And Da tA 
Systems. 6.13 7.25 8.38 9.50 

New Ulrn Telecom Ill c. 3.53 4.22 4.91 5.6 1 

Shcnanllo:l h Telecom 3.96 4.72 5.49 6.25 

l:onsolid li lcd. 0.96 1.1 9 1.45 l.il 

LulUos Networks Corp. 2.48 3.00 3.52 4.04 

Alleva 2.73 3.29 3.85 4.41 

n oll AVfrl!ge 3. 16 3.78 4.41 5.04 

\ \findslream 
COrpOI'Ation 0.93 1.14 1.39 1.64 

Alaska Communicutions 0.76 0.82 1.02 1.23 

lI awaiian Telcom 1.90 2.3 1 2.73 3. 15 
Frontier 
Comm UII ic.'ltioIIS 1.1 3 1.42 1.71 2.01 
FairPo int 
Communications 0.57 0.67 0.76 0.86 

CincinnOlti Rell 0.53 0.6 1 0.70 0.79 

Mitls ilc Average 0.97 1.16 1.39 1.61 

Celllury Liuk 2.37 2.87 3.37 3.87 

Veri1.on 4.55 5.42 6.28 7. 14 

AT f 3.70 4.42 5.14 5.86 

ItBOC AY.ra~e 3.54 4.24 4.93 5.62 

A\'('nll!c (or All Carriers 2.41 2.88 3.37 3.86 
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trWACC Ir WACC 
= -

0.10 0.1125 
Iheu TI E Ihell TI E 

= = 

4.25 4.86 

10.62 12.03 

6.30 7. 16 

7.01 7.97 

1.97 2.29 

4.55 5.20 

4.97 5.66 

5.67 6.45 

1.89 2.20 

1.43 1.69 • 3.57 4 . 10 

2.30 2.66 

0.95 1.12 

0.88 0.99 

1.84 2.13 

4.37 4 .99 

8.00 9.08 

6 .. 17 7.47 

6.32 7. 18 

4.35 4 .97 
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Pro Forma Afler-T"x Times- Interest-Earned Ratio.' 
(Huuk Vallie C:opila l Stn, clures) 

If If If If 
WACC = WA CC = WACC = WACC -

0.06 0.07 0.08 0.09 
Ihell "1'1 E IhclI T I E Ihell TIE Ihen TI E 

Carrier - = = = 

HickorvT ech Corp. 1.80 2. 11 2.4 1 2.7 1 
Teltllhone nnd OalA 
Systellls In c. 4.17 4.86 5.55 6.25 

New 111 111 Telecom Ilic. 2.56 2.99 3.42 3.84 

ShenAlld on h Telecom 2.83 ).30 3.77 4.2'1 
Consolidated 
COlli III IIniea lions 0.96 1.1 2 1.28 1.44 

Lumos Netwurks Curp. 1.92 2.24 2.56 2.87 

AllevA 2.07 2.41 2.76 3.10 

RoR Avern ee 2.33 2.72 3. 11 3.49 

WiudslrcMIn Corporation 0.93 1.08 1.24 1.39 
Alaska CommunicAtions 
Sl'§l<ms 0.76 0.89 1.01 1.14 

I-Iawnii:m Telcol11 1.55 1.81 2.07 2.33 

Frontier Comnluflicalious 1.08 1.26 1.44 1.62 
FairPoilil 
Commuuic;ltiolls Inc. 0.57 0.67 0.76 0.86 

Cill Ciuu:lti Hell 0.5 3 0.6 1 0.70 0.79 

Midsize. Average 0.90 1.05 1.20 1.36 

Cent ury Link 1.85 2. 16 2.46 2.77 

Vuizoll 3.19 3.73 4.26 4.79 

AIT 2.67 3. 11 3.55 4.00 

RnOC Avernee 2.57 3.00 3.43 3.85 

Avtr:le.e for All Carriers 1.84 2. 15 2.45 2.76 
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If If 
WAC = WACC -

0.10 0. t1 2S 
Ih . n TIE Ih en TIE 

= = 

3.0 1 3.38 

6.9'1 7.81 

4.27 4.81 

4.7 1 5.30 

1.60 I.XO 

3. 19 3.59 

3.'1 5 3.88 

3.88 4.37 

1.55 1.74 

1.27 1.43 

2.59 2.9 1 

1.80 2.03 

0.95 1.07 

0.88 0.99 

1.51 1.69 

3.08 3.'17 

5.32 5.99 

4.44 5.00 

4.28 4.82 

3.07 3.45 
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Appendix M • 
Hislorical Tilllcs- Illtcresl-~~"rn cd Ratios 

- - -
CompAny 201 2 20 11 2010 Avcntgc Ralillg 
AT&Tlllc. 4.00 2.86 7.05 4.63 I 
'I'elephonc and D.11.:1 Sys tems 3. 16 4.00 3.36 3.50 I 
Vcrizoll 4.83 4.68 5.99 5.17 I 
AJ.tska Communications Systems Group 1.59 1.32 0.97 1.29 S 
Cincinnati Bell Inc. 1.16 1.20 1.36 1.24 S 
Cell luryLink 1.95 1.88 3.8 1 2.55 S 
Consolidated Communications Ilolding5 1.10 1.84 1.83 3.47 S 
Frontier Communications Corporation 1.33 1.37 1.5 1 1.40 S 
Hawaiian Telcoln 1.84 I.?X 7.80 3.87 S 
\Vindstrcam 1.43 1.49 1.96 1.63 S 

FairPoint -2.68 6.45 - 1.05 0.91 S 
IlickoryTcch Corp 3.37 3. 13 5.13 3.88 NA 
New Ulm Telecom 2.0 1 2.20 1.90 2.04 NA 
Shenandoah Telecommunications Company 4.64 3.92 7.82 5.46 NA 
Alleva -32.57 -58.47 NA -4 5.52 NA 
LUlllos 3.30 ·3,02 7.16 2.48 NA 

Averages 
Investment Grade Carrier 3.99 3.85 S.46 4.43 
Spccuhllive Grade Carrier (excluding FairPoint) 1.48 1.58 2.75 1.94 • 
Source: SNL Kagan, EBIT and InlereSI Expense figures. 
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Lollg-Term BOlld Rat in gs 

Company Moody's S& 1' FiC ch 
lAlllg Lung 1""" g 
Term Term ST Term 

AT&T Inc . A2 A- F I A 
AT&T Corp A2 A 
Indiana Bell Telephonc Company, Inc. Baa2 A 
I)cllSauth Corporation A2 WD A 
Pacific nell A2 A 
Southwestern Bell Telephonc Company A2 A 

Verizon A3 FI A 
Vcrizoll Global funding Orr) A3 
GTE Corpora tion Baa l A 
Cclleo Partncrship A2 A 
Verizon Wircless Capital I.l.e A2 A 

Qwest Baa3 BBB-
Qwest Capital Funding Baa3 1313 13-
QWe5t Corporation BB-
Mountain Slales Telephone and Tclegraph Co 
Northwestern Bell Telephone Company 

Telephonc and Data Systems BBB- BBB 

( United States Cellu lar Coq)oratiol1 BBB- BBB 
Windstrcarn BB- BB+ 

WindslrC3111 Holding of lh. Midwest BB- BB+ 

Windstrcam Georgia ommun ications BB- 1313+ 

Alaska Commun ications Systcms ,roup B+ 
onsolidnted COlllmunicntions Holdings • 

Consolidated Communicat ions Inc. B1 
Consolida ted ommunicutiol1s Finance Co B3 

FairPoint B2 
Frontier Cornmunications Corporation Ba2 BB+ 

ew Communications Iloldings Inc. Ba2 
incinnati Bell Inc. BI B B 

incinnali Bell Telephone Company Ba1 B B 
CcntUlyLink Baa3 BB BBB-

El11barq Corporation B.a3 B B-
cntcl Capital Corp B.a2 

Carolina Telephone & Telegraph Company Baa l 
Embarq Florida, Inc. Ba. 1 
United Telephone Co. of Pennsylvania Ba 

Hawaiian Tclcol1l Inc. B 
Huwaiian Telcoll' Commllnications 

HickoryTcch Corp 
NcwUlm 
Shcnllndouh Tclecommunications 'ompany 
Alleva 
LU llIos 
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1?cdcra l Communications Commiss ion DA J3-1 11 1 

APPENDIX 0 

Proposed Corrcction of Rule 47 C. F. R. § 65.302 (C ost of Debt) 

The Fedcrnl Communications Commiss ion amends 47 

CFR part 65 to read a ' follows: 

I'ART 6S- INTERSTATE RATE OR RET RN pn ESCRI PTION PUOCF. II RES AND 
METHODOLOGI ES 

§65.302 Cost of Deht 

The formula [or determi ning the cost of debt is equal to : 

Embedded Cost of Debt 

Where: 

Total Annual Interest Expense 

Average Outstan ding Debt 

"Total Annual lntercst Expense" is thc total interest expense [or the most recent year [or all local 
exchange carriers wilh annua l revenues equal 10 or above the indexed revenue threshold as 
defi ned in §32.9000. 
"Average Outstandi ng Debt" is the average of the lolal debt oulstand ing allhe beginniJlg ami at 
the end of the most recent year-for all local exchange carriers wi th annua l revenues equal to or 
above the indexed revenue thresho ld as defined in §32.9000. 

[60 FR 28545, June 1,1995, as amended at 67 FR 5702, Feb. 6, 2002 1 
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Summary 

The Rural Broadband All ian e, the Small Company Coalition and the Alexicon 

Companies (collectively, " Rura l Company Group") submit that whi le the Staff Repurt prov ides a 

useful framework to estimate a reasonable rate of return, the analysis requires significant 

adjustments in order to be applicable to Rate of Return Incum bent Loca l Exchange Carriers 

(" RoK I I.E n . 

The cost of cap ital is a function of risk . In cllses where differences in risk characteristics 

between guideli ne or proxy companie and the va luation subj ect ex ist, adjustments to the cost of 

equity are required . RoR lLECs have significlllltly more risk than the proxy group composed of 

Regional Bell Holding Companies, Mid-Size Price Cap Carriers, and Pub licly 'rraded RLECs . 

The increased risk to RoR ILECs is caused by smaller scale and scope of operations, higher 

levels of regulation, greater risk to revenues, and the lack of liquidity and marketability of 

ownership interests. Therefore, the rate indicated by analysis of the proxy companies should be 

adjusted upward to rceogni7..e the higher level of investment risk in RoR ILECs. 

The higher level of investment risk in RoR ILECs can be quantified as ( I) a size premium 

and (2) a premium due to lack of liquidity and marketabi lity of owner hip interests. 

Professional valuation standards, a preponderance of academic findings, government agency 

guidance, establi shed legal precedence and common analyti cal practices demand the inclusion of 

risk prcmiums for size and lack of marketability in the calculation of the cost of equity. An 

annuall y updated investment risk premium report by Duff & Phelp. indicates a size premium 

ranging from 6.02% to 6.54% is warranted . In 1977 the Interna l Revenue erviee isslied 
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• Revenue Ruling 77-287, which recognized the restricted tock studies as empirica l dala useful 

for guidance in quantifying diseounls for lack of markelabilily. Restricted stock and privale 

placemenl sludies indicale an avemge discou nt for lack of marketability of approximately 

2 1.70%. These stud ies have been used eXlensive ly in U.S . Tax Courts to determine the value of 

close ly-held bus inesses. 

Since the cost of capital is a funct ion of ri sk, a reasonab leness tesl regarding the 

represcriplion of the rate of retum must include a comparison of the current and pasl risks to 

investment. The RoR ILECs market space has changed signifi cantl y due to technologica l 

advancements as well as changes in regulation stemming from the 1996 Telecom Act. The 

following markel and regulatory changes have resulted in significantly more risk 10 investments 

in Rate of Return Incumbent Loca l Exchange Carriers in 20 13 than in 1990: 

• Risk 1990 2013 
Wire less Limited voice usage (5 mill ion Ubiqu itous voice, data and video 

subscribers) (> 300 mill ion subs) 
Text Messaging Non-existent Preferred communication method of 

ages 13-25 
Internet World Wide Web non-existent E-mail, social media messaging, and 

computer-based video call ing have 
become significant replacements to 
telephone calls 

CLEC& VoIP Non-ex istent 36% of wireline eOlUlections provided 
by interconnected CLI:iC & Vo IP; 
mi lIions more use "over-tbe-lop" 
VoIP services 

Competi live Entry Monopoly loca l service areas No barriers to competit ion; RoR 
enjoyed by RoR ILECs; local and fLEC areas open to wireless, CLEC, 
long distance providers sp lit VoLP and others 

Revenue Majori ly of revenues derived from Majority of revenues from Iimiled 
Instabi lity network users via local and access and unpredictable universal service 

rates. Funclioning rate-o r-retum fu nds ; access rates transitioning to 
economic model. zero. Rate-of~return mechanism 

effectively abandoned. - - -

IV 



Due to the obvious and significant increased risk to RoR ILEes, (he required return 011 

equity in 2013 must bc hi gher than the 13. 19% cost of equity used in 1990 in ordcr to allow 

carriers to maintain their cred it-worthines and attract capital. When the Federa l Reserve' s 

monetary poli cies, which havc arti fi c ially deflated the market cost of debt, are taken into 

cons iderati on, it is reasonable to conclude that the rate of rcturn in 201 3 shou ld be highcr than 

that prescribed in 1990. 

The Capi tal Asset Pricing Model and Discounted Cash Flow analyses of th c proxy group 

(with necessary and appropriate adjustments for size and lack of liqu idity/marketability), thc 

S/ajJ Report recommcnded cost of debt, and a 60% equity-40% debt capital trucrure resu lt in a 

requ ired rate of return for RoR ILECs in the range of 13.75% to 16.36%. 
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In the Maller of 

Berore the 
Federal Communications Commission 

Washington, D.C. 20554 

Connect America Fund 

) 
) 
) 
) 

we Docket No, 10-90 

COMMENTS OF ALEXICON CONSULTING ON BEHALF OF 

THE RURAL BROADBAND ALLIANCE, 

THE SMALL COMPANY COALITION AND 

THE ALEXICON COMPANIES 

Alexieon Consulting respectfully submits the following Comments on behalf of the Rural 

Broadband Alliance, the Small Company Coalition and the Alexieon Companies (collectively, 

"Rural Company Group") in response to the Public Notice released May 16, 2013 in the above-

referenced proceeding, These Comments specifically focus on the issues set forth in the 

USFI/CC Transformation Order I and the subsequent Staff Report2 regarding Ihe represcriplion 

of the authori zed rate of return used to delennine certain rate. and support of rate-o f~ relllrn 

incumbent Local Exchange Carri ers, 

The Rural Broadband Alliance is a telecommunicmions policy think-tank and grassroots 

educational organization whose members include over 120 rural local exchange carri ers suhjec t 

I COImccl America F und el 01" we Docket o. 10-90 et a I. , Rcpo r1 and Order nnd Further Notice of Proposed 
Rulclllaking, FCC 11- 161 , (reI. Nov, 18, 2011) ("USI"IICC Trans/ormation Order"), pet., ,/or revielV pending slI b 
110m, III re: FCC 11 -161, 0, 11-9900 (10" Cir, Filed Dec,8, 201 1), 

2 Prescribing the A ulhorizec/ Rme of Refurn: Analysis of Methods fo r Establishing JUSI and ReaSOIwble Rales/or 
I.oca/ J:xcJumge Carriers, we Dockel No. 10-90. Sluff Reporl , DA 13- 11 11 (wirclinc COllip. Bur. Re I. May 16. 
201 3) ("Staff Report"), 



to rate-of-rerum regulation. The Small Company Coalition is an initiative led by small company • 

executives that strives to ensure that the voice of sma ll companies i heard by those who have a 

genuine interest in protecting and enhancing the communication service needs of rural 

Americans. The Alexicon Companies cons ist of private, municipal, co-operative, and Tribal 

small , mral telecommunications ean'iers in cleven states. Collective ly, the Rural Broadband 

Alliance, the Small Company Coalition and the Alexicon Companies represent over 150 ratc-of-

return incumbent local exchange carriers. 

The Rural Broadband Alliance and the Small Company Coalition asked Alexicon 

Consulting for assi tance in prep11ring comments because uleir members rea lize that regardless of 

the debt/equity ratio employed , it is not possible in the real world to obtain investment financing 

to deploy broadband infrastmclure when the overall eaming opportunity is limited to between 

8.02% and 8.76% as recommended in the StajJ Report . Fearing that the business sense and 

experience of its members would not be, by itself, sufficient to attract the attention of the Federal 

ommunications Commission ("Commission") to reject the S/ajJ/?epol'l proposal, the Rural 

Broadband Alliance and the Small Company Coalition sought Alexicon Consulting'S economic 

expel1ise to provide the analysis and assessment that provides the basis for rejecting the SlajJ 

Report proposal. 
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• I. Introduction: A Fair Analysis of Required Rate of Return for 
Incumbent Local Exchange Carriers Requires A Complete Risk Assessment 
And The Application of Necessary Risk Premiums. 

The Rural Company Group has the same goal as expressed in the Staff Report, which is 

"to inform the Commission as it moves to resolve this proceeding and set a rate ofrelUm that 

beller reflects market rea lities."} The Staff Report provides a useful framework lor ana lysis of 

an appropriate rate of retum for Rate-of-Return Incumbent Local Exchange Carriers ("RoR 

ILECs") . The Rural Company Group generally agrees with the use of the Capital Asset Pricing 

Model and Discounted Cash Flow method for valuation purposes, the selection of the proxy 

group, and the use of the market value of debt for cap ital structure purposes. 

The Commission must set a rate of return high enough to allow carriers to maintain tbeir 

• credit-worthiness and attract capital in order to meet its statutory obligation' The International 

Glossary of Business Vaillalion TermsJ defines required rate of return as " thc minimum rate of 

return acceptable by investors before they will commit money to an investment at a given level 

of risk." By definition then, a required rate of return must account for the risks of a given 

investment in order to attract capital. The Staff Report recommendation fails in this regard 

because the analysis docs not include the necessary risk premiums to account for the differences 

between the proxy group and the subject group of RoR (LECs. 

) Slaff Report, Executive Summary, p. i . 

• U.S. v. FCC, 707 F.2d 610, 6 t 2 (D.C. Cir. (983) (quoting Federal POIO'er Comm '1/ v. Nope Nfl/llral Gas 
Co., 320 U.S. 59t , 603 (t944)). 

S Adopted by the American Insti tute of Certified Public AccountanlS, the American Society of Appraisers, The 
Canadian Institute o r Clmrtcred Business ValU:llors, the Nlttiomll Association of Certified Valuation AnalYSIS, (l nd 
'-he Inst itute of Busincs!> Appraisers. 
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Indeed, the StaJ! Report notes "the co [of capital i. a funct ion of risk,,6 and also "the 

reliabi li ty of the Commi~~ ion' s analysi~ dep~nds in large part on the rcpre~"ntativ,,"ess of til" 

proxy group it u es . .,7 The importance of proxy group select ion cannot be overstated when using 

a guideline portfolio in va luat ion. In case where di fferences in risk characteristics between 

guideline or proxy companies and the valuation subject ex ist, adju tmelllS to the cost of equity 

are required.8 

The proxy group companies and the RoR LLE s differ significantl y in scale and cope of 

operations, level of regulation, source of and risk to reven ues, liquidity and marketabi li ty of 

ownership interests, and other observable risk characteristics. Dcspite mentioning a few of 

the e differences,9 the raJ! Report analysis fail s to recognize necessary risk premiums for the 

observable additional risk characteristic in its calculation of a required rate of retum. 

The Rural Company Group recolllmends the recognition of a size premium and a 

premium due to lack ofliquidity and marketab ility in the ca lcu lation of the cost of equity ofRoR 

fLECs. Cost of equity adjustments for size and lack of marketability are supported by business 

valuation standards, the preponderance of academic texts, numerous empirical studies, and 

authoritative gu idance of the Internal Revenue Service and U.S. Tax Courts. Fa ilure to 

incorporate necessary risk premiullls in the cost of equity would rc ult in a rate of rerum 

insufficient to attract capital and maintain the credit-worthiness of RoR ILE s. 

6 Stuff Report . t p.6, pano 12. 

1 JcI Ht p. 6, par. tt. 

g American SocielY of Appraisers Husi"es,f Valuation Standard VII- ValufI(iOIl Viscounts and Premiums: .. A discount 
or premium is warranted when characteristics affecting the value orthe subject interest differ sufficiently from those 
inherent in the base value 10 which the discount or premiulll is applied." 

, Staff Report at p.8, P'''" 16 (re: ditTerences with Regional Bell Holding Companies); at p. 9, para 22 (re: 
differences between price cap and rale-or-return regulation); at p. 21, paras 55-56 (re: the differences between 
publicly traded alld privately owned equi ty). 
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• II. The Staff Report Provides A Useful Framework To Estimate A 
Required Rate Of Return. 

Thc SlajJ Reporl properly rccogniz~s the importance of using the weighted average cost 

of capital ("WACC") fomlllia in detcnnining the interstate authori:led Rate of Retum ("RoR"), 

and proceeds from therc to estimate the capital structure, cost of debt, and cost of equity of a 

selectcd proxy group. Thc mcthodologies used in Ille SlajJ Reporl, including Ille constant growth 

Discounted Cash Flow model ("DCF") and the Capital Asset Pricing Model ("CAPM"), have 

been used in numerous jurisdictions for man y regulated uti li ties and, if used correctly, are able to 

estimate a reasonable RoR. 

A. The Capital Asset J'ricing Model alld Discounted Cash Flow methods arc 
appropriate valuation methodologies . 

• One of Ille key pieces of infonnation necessary to detcrmine the W ACC is an estimate of 

the cost of equity (return on equity or " ROE"). The determination of a reasonable RO E is the 

most complicated portion of the W ACC and by extension carries with it no small amount of 

controversy. Thc S/ajJ Report utili zes two valuation models in estimating a reasonable ROE -

thc CAPM and the DCF. Both of these methods ill various forms, as stated in the S/ajJ Reporl, 

are widely used by financial profcss ionals in estimating ROEs - both within and outside Ille 

I d I ... d 10 regu ate te eCOntmUllicat lons III ustry scgmcnt. 

The CAPM focuscs on the posit ive and largcly linear relationship bctween risk and ratcs 

ofrclurn required by prudcnt investors . While there arc different versions of the CAPM 

equation, in genera l it provides a reasonable basis upon which to cst imate the ROE input to the 

WACC C<llculation. Thc key is using thc industry standard modern vcrsion of the CA PM, 

'O ld .. • 1 p.22, pam 57. 
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accounting for differences in risks characteristics between the proxy and subject interest, and e 
using a rati onal and data-driven process. The Rural ,ompany Group will provide fimher 

comment Oil the use o f the CJ\ PM below. 

The DCI', as stated in the Staff Report, "assumes that the price o f a share of stock is equal 

to the discowlIed present value of all its expected future dividend payments extending to 

infinity.,, 11 II is known as the most widely-used methodology for regulatory bodies in setting 

allowed returns, and it recognizes that an investor's required return is ri k sensitive. In simple 

tenns, the DCF equation, isolating the required return variable, can bc stated as [required rate of 

return = di vidend yield + di vidend growth rate] . Similar to the APM, the challenge with using 

the DCF is in using the proper variables to account for the investmelll risk. 

Overall , the use of the C!\PM and DCF provides a useful framework to estimate ROE. 

However, and as will be discussed filrther below, these models must properly account for tlle e 
differences in risk between the proxy group and RoR !LECs to comply with common analytical 

practice, professional valuation standards, academic theory, legal precedence and other 

authoritative guidance. 

B. T he proxy group should be selected from within the domestic wireline 

telecommunications industry. 

The Staff I?eport is correct in stating that the " rei iabil ity or the COln mis ion' s ana lysis 

depend on large part on the representativeness of the proxy group it uses.,,12 The most 

important use of the group of proxy companies is to obtain data to populate the DCF and C!\PM 

models in order to estimate a reasonable RO E, which is then used in the WA C equation. The 

ROE to be used in the detennination of the authori zed RoR cannot, paradoxically, be based on 

" td., nt p.D , para q) 

12 ld., 011 p.6, para I I e. 
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• (for the most part) the companies who will be impacted by the new RoR - small , rural LECs. 

• 

Only companies with publicly traded equity (shares of stock) generate the data necessary to 

determine company-specific ROEs using CAPM and OCF. For small , privately-held companies 

such as RoR ILECs, a group of representative proxy companies is used to accomplish this task. 

It is then vital that the group of proxy companies is chosen with the utmost of care, and, 

to the gre<ltest extent possible, resembles the target group of companies (those to which the 

resultant RoR will be applied). Staff applied a three-part test in determining the best 

representative proxy group, the features of which are ( I) threshold of incumhent LEC operations, 

(2) similarity to rate-of-return operations, and (3) reliability of financial data . 13 Obviously, there 

can be differences of opinion as to the test to undertake, such as described by the Rural 

Associations' comments. 14 However, the Rural Company Group strongly believes that the 

selected proxy group must at least consist of companies in the same industry, or hazard that any 

results using a different type of group will need to be so heavily adjusted so as to be 

meaningless. Therefore, and while the Rural Company Group may have criticisms of the 

application of the three-part test as described in the Staff Report, we agree with the overall 

outcome - that the proxy group consists onl y of members of the domestic wireline 

telecommunications industry. 

C. Market dcbt data is a bettcr guide for capital structure pUrjlOses. 

The Rural Company Group agrees with the approach described in the Staff Report to 

determine the proxy group capital structure based on market values. Thi method is superior to 

Il Id., at p.6, para 12 

.. SC"C ConunenlS of NECA, NTCA. OPASTCO, and WTA (filecl January 18,2012) in WC Docket No. 10·90 • • et 
01 .. at Appendix C. ('rofessor Randal DilJingslcy useS'1 (,;oUlIJurablc risk basis for selecting a proxy group, and 
arrives nt a group that comains 110 wirclillc tclecommunications finns. The Rural Company Group docs not believe 
such" group, with very linle apparent similarities 10 RI .F.Cs, is a reasonable basis for estimating (t rcltsoflablc ROE. 
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the alternati ve - book debt amounts - because using long term debt reco rded on company books • 

refl ects dec isions made in the past, where the goal in selling the W ACe in thi s proceeding is to 

arrive at a forward-looking RoR. i5 

The Rural Company Group agrees that the cost of debt equation currently codified in the 

Commission 's rules l6 is in need of correction. The SlaffReporl details the problem with the 

current equation and recommends a solution. J7 Obviously, to arrive at a cost of debt by dividing 

two years ' worth of interest expense by a two-year average long tenn debt balance will result in 

an inaccurate an wer. Thus, the Rural Company Group agrees with the revised formula 

proposed in the Slaff Reporl. 

The Slaff Reporl arrives at an average cost of debt based on (I) data from the sixteen 

proxy companies, and (2) the corrected cost of debt equation discussed herein. 18 The cost, 

6.19%, is derived from the average of the proxy b'fOUP 'S interest expense for 2012 and the 

balance of long teml debt at 12131 /2012. 19 The Rural Company Group, with the caveat 

discussed below, agrees with the Slaff Reporl's approach in using the embedded cost of debt in 

arriving at the 6.19% used in the W ACC equation. 

One issue with calculating the cost of debt using embedded, or historical, data is that it 

carries into the calculation decisions made in the past by the companies incurring the debt. One 

ofthc many factors surrounding these decisions is the state of the economy at the time tlle debt is 

" The RoR adopled as a resuh oflhis proceeding is necessarily " forward-looking", as il will be applied from Ihe 
adoption dale going forward, and due to the historical reality of how often the Commission has revised the RoR (the 
last time being 23 years ago). 

1. 47 CFR § 65.302 

11 Slaff Report ttl p. 18, plu a 46 

" Id. al 1'1'.17-20, para 45-50, Appendix E 

" Id., Appendix E 
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• incurred, and the federal monetary policy in place. In response to the 2008 recession, the Federal 

Reserve adopted a moneta ry policy designed, in part, to keep longer tenn interest rates down. lO 

• 

This monetm-y policy, in tum, has had the general effec t of keeping the cost of long tenn debt, 

such as that incurred by the proxy companies, artificially low.ll Given this fact,the cost of debt 

detclmincd in the Staff Report may be understated. The Commission should take this into 

consideration when arriving at the overall W ACC to be appl ied to Ro R lLECs. 

III. Adjustments To The taff Report Analysis Are Necessary to Ensure a 
Rate of Return High Enough to Allow Carriers to Maintain Their Credit
Worthiness and Attract Capital. 

While the Rural Company Group agrees in principle with the approach to detcmlining the 

W ACC as delililcd in the Staff Report, there arc a number of adjustmellls needed before the 

Commission can arrive at a reasonable RoR for small, mral ILECs. While the Rural Company 

Group docs not believe there are any systemic problems with Stall' s approach, there are 

nevertheless cmcial defi ciencies in the execution of the analysis that must be add ressed, 

including ( I) the proper capi tal stmcture, and (2) risk premium adj ustments to recogn ize 

materially different risk characteri stics in the average RoR ILEC and the proxy group . 

A. The C apillli Structure should be 40% debt and 60% equity. 

According to the Stalf Report , the Commission should utilize a market-based capital 

stnlcture that based on Sta fl's proxy group, resul ts in a capital structu re that is 46% equ ity and 

20 See e.g., Federal Reserve Bonrd press re lease June 19, 20 I ) ttvni lablc 31 

hllp:llwww.fcdcm lrcscrvc.gov/newsevcnl r. slmol.lnOI306 J9a.htm 

" Sec e.g .• Moody's Yield on Seasoned Corporale Bonds - All Induslries. AAA. accessed al 
www.rcdcralrcsc[Yc.gQv/rclcases/hl Idata. t . This data sho ws the Irend in Corpornlc AAA bond yields from 1976 
Ihrough 20 12. The average rrom 1990 Ihrough 20 12 is npproximalely 6.53%, while Ihe yield reported ror 20 12 was 
3.67%. 
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54% debt, utilizing all companies in StafT's proxy groupn However, in a footnote in the lap 

Ueparl, the debt rati o resulting from excluding FairPoint, Hawaiian Teleom, and LUnloS is 

. 2' pre cnted as 51% for 2012, and decrease to 46% usmg an average over the past fi ve years . . 

The exclusion of FairPoint, Hawaiian Teleom, and Lumos was presumably done due to thc 

outl ying nature of some of these companies' statis tiesN The Rural Company Group believes the 

Commission shou ld uti lize a capi tal structure that better reflects the operating and financial 

characteristics of small , rural I LECs. 

One of the key characteristics of sma ll , I1lral lLEC. is their inherent lack of easy aece 5 

to capital markets. While many rural ILECs may have access !O additional debt through sources 

such as the Rural Uti lities ervice ("R S") and oBank, the fact rema ins that small rural ILECs 

must have a ready source of capital ITom which to fi nance current and long tenn operat ions. For 

a non-pub licly traded company, allowable debt burdens are limited as a mallcr of practicali ty, 

and thus 1110 t capital needs come from equity. FurthemlOre, when uncerta inties fac ing small 

rural ILECs are inerca ing in the post-USI'IICC Tralls/orlllolion Order environment, reliance on 

debt will naturally, and rationally, decrease. 

Lower reliance on debt by RoR ILECs is already in evidence. The two major lenders to 

rural carriers, CoBank and Ihe Rural Utilities Service, report sharply lower lending for network 

infrastmctllre over the last year. CoBank reports that it is mak ing no new infrastructure loans in 

21 Staff Reporl ., at p. 17. para 44 ( .. We Iherefurt~ recommend ... market m/lle capital .'ilrllclJlres should he lI.fed (0 
ca/clI/ate lire WACC'); fOOlnole 78 (" We wil/llse 20 12 lIIarket va/lies ... "); Appendix It 

" Id., foo lnole 78 

24 Sec e.g., Staff Report It' p. 15, para 4 J (" ", FairPoilfl ha/s) nOIl -investmenf bOlld rlllingsll); and footnote 75 
(u .. ,excluding FairPoim, (lIId also Howaiirm Telcom lIIzd Lllmos. as capital sln,cture dOlO was lIof (Ivai/able/or 
e;lher of the faller fWD carriers for every year oll"efi\le~yeor period ... to). 
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• light of the challenging and uncerta in investment environment in thc wake of the F C's recent 

•• 

reforms. In a letter to the ommiss ion, Robell F. West, Co Bank Senior Vicc Pres ident, statcd: 

"CoBank is concerned about the negative impact the USFI/CC Transformation Order 
(the Ordel) is hallillg on investment in rural broadband. The various caps and limitations 
on universal service funding and inter-carrier compensation, e:,p ecially lor rote-o}return 
carriers, are making it increaSingly difficult/or us to extend credit/or the purpose 0/ 
deploying ubiquitous rural broadband netlVork~ . .. 15 

The U.S. Department of Agriculture's Rural Utilities Service ("RUS") has annua ll y 

loaned its entire capacity of avai lab le funds until 201 2, whcn it was able to lend only 11 .6% of 

the $690 million that was avail able to rural RoR ILEes. FUlther, of another $736 million 

ava ilable for RUS broadband loan , only 9.4% ($68.9 million) was bOITowed in 20 12.26 

As a resu lt of the rea li ties of operating a small, non-publicly traded rural ILEC in today's 

environment, the Commission must reflect a higher equity ratio in its calcu lation of the WACC . 

The Rura l 'ompany Group therefore recommends the Commission uti lize a cap ital stmcture that 

" Le ller or Robert F. Wesllo FCC, Marlene II. (Jorlch, May 18,20 t2, availabte at 
hltps:/Iprodllct. www.neca . orgl~a~d9c.slwwl1d ll05IJcul!ill!!ull!I. 

26 The United Stales Dcpanmcllt of Agriculture I Rural Development. wl'he Teleco l1lmunications Progranl," 
presentation by RUS Deputy Adminislr<lIor Jessica Zufolo to the aliolHll Association of Rcgulntory Utility 
Commissioners, WlIshington, DC, February 2, 20 t3, slide 5. Sec, also, "Vilsack, RUS Meet With Gcnochowski To 
Discuss The Need For More Changes In Implementation OfUSF-ICC Transformation Order: Warn OfUninlcnded 
Consequences And Need For USF-ICC 'uppon To l3e Sufficient and Predictable," Independent Telecom Report, 
Volume 12, Issue 3 (February 18,20 13), pp. 3-5); "In the meeting [with F C Chairman Julius Genachowski and his 
sta ll] , [Secretary Vilsack and] USDA officials nOled thai demands ror RUS loans dropped dramatically in 20 12. 
RUS rcported "demand" for only 37 percent of the funds that were actually 31>propriatcd by Congress. USDA cited 
Ihe reductions in usr and ICC Ihal will restlil from the implementation of tile FCC's Trallsformation Order liS the 
rcason for the decline in loan applications. Rural carrier ;:,dvocales have notcd that the reduced loan activity reflects 
the adverse impact of the FCC Order on infrastructure investment and rural community economic devclol>IIICIU ," 
The figures were also reported in un ex p.ulc filed at the FCC on February 15.2013. The reconciliation is that the 
"demand" for loans was reported as 37% according 10 Secretary Vi lsack. bUllhe RUS tlchmlly "obligated" the 
U1110uniS reported by Ms. Zurolo. 
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is 60% equity and 40% debt , based on the average capital structures for StafT' s proxy group, 

excluding the midsize carriersH 

B. The Staff Report has misrepresented the availability nnd cost of debt for rate-of
return Local Exchange Carriers. 

The Staff Report mischaracterizes the availability and COSI of debt for RoR ILEes when it 

claims that loans made by CoBank do not carry market-based interest rates, and when it claims 

thai low-interest rate loans are widely available from the Rnral Utility Service.28 Loans made 

available by RUS are limited as to who can borrow and to what use borrowed fimds can be put. 

As to the CoBank fallacy, CoBank itself filed early comments requesting the Bureau correct its 

report. 

RUS offers debt financing under a nllmber of programs of which the 

Telecommunications Infrastructure Program is the most relevant to this proceeding.29 According 

to RUS, proceeds from Telecommunications Infrastructure Program loans can be used for new 

construction, improvements, expansions, and for acquisitions and refinancing (with certain 

restrictions). The Staff Report claims that " it mlly be necessary to reduce, or cap, the embedded 

cost of debt due to the availability of govenuuent subsidized loans to most, if not all, rate-of-

return carriers.")O However, the facts support a different conclusion. A plain reading of the 

allowed usc of the RUS Funds demonstrates tllat (I) not all uses of Funds are allowed, and are 

thus restricted by regulation, and (2) not all carriers would be reasonably able to avail themselves 

21 This average equals 40.08%. Midsize carriers can reasonably be excluded for several factors, including (I) the 
relatively high level of debt resulting from acquisition activity (FairPoint , Winustrc3111), and (2) non-investment 
gr.lde bond ratings, which reflect higher risk and higher i,uerest costs , and are noted for some of the carriers 
(FairPoint, Cincinnali Bell ) 

" StaJJ Report al p.19. para 49 

" See ill generat 7 CFR § t 735 

lO StaJJReport al p.19. para 49 
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• of these funds . For example, a company needing operating capital cannot simply expect to 

• 

reccivc an RUS Tclecommunications Infrastnacture Program loan; a "operating cap ital" is not 

one of the allowed uses ofthc limds. In addltton, some companies nHly have currcnt loan 

covcnanlS that, for example, restrict the company's ability to providc thc RUS with a first lien on 

all of the borrower's propcl1y - a requirement for RUS 10ans.)1 Thus, tllC ommission cannot 

reduce or othelwise adjust thc cost of dcbt for inclusion in the WAC based on this fa llacious 

reasoning. 

Staff's implication that oBank offers loans with government-subsidizcd intercst rates is 

clcarly incorrect. Fortunately, CoBank tiled early comments pointing out this error: 

" We ask that the Staff Report be corrected tn rejfect accurately CoBank 's requirement to 
charge a market interest rate tn aI/telecommunications company borrowers and to 
remove any comments that slIggest ill any way that CoBank provides slIbsidized illterest 
rate loans to telecommunications companies. ,,)1 

CoBank goes further, however, and attacks the entire statcment made in tlle Staff Report 

suggesting that the cost of debt be capped or reduced due to the ex istence of loans containing 

government subsidized interest rates : 

"We filrlher ask the [sic) paragraph 49 of the Staff Heport be removed in its elltirety given 
il is misleading lIIith respect to the avaiiabililY offunding to RLECs.',)) 

The Rural ompany Group agrees with CoBank's comments, and recommends the 

Commiss ion utilizc a cost of debt no less than that documented herein. 

JJ 7 CFR § t 735.22(b) 

" CoBank, i\CIl CommonlS, fi led June 21, 2013 in WC Docket No. 10-90 at 5 

)) td. 
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c. Professional standards a nd au thoritative guidance demand inclusion of 
necessa ry cost of equity adjustments for the differences in risk characteristics between the 
proxy group a nd rate-of-return Incumbent Local Excha nge Carriers. 

The Stal/ Report cost of equity analys is does not comply with profess iona l valuat ion 

talldards or common analytical practices because it does not make necessary adjustment to 

account for the diffe rences in risks between the proxy group and RoR ' LEes. 

For purposes of th is di scussion, the tenns "discount" and "premiu m" are interchangeable; 

they both re fer to adj ustments made to the mte of retum. Shannon Pratt, one of the world 's 

leading authorities on business valuation, states: 

"The plII'l)ose 0/ a discount or premium is to make an acijustmelll from some base value. 
The adjustment should reflect the differences between the characteristics 0/ the subject 
imerest (the interest being valued) and those of the base group on which indica/ions of 
value exist. ,,34 

In fact, the applical ion of necessary value discounts/premiums is required by pro fessiona l 

valuation standards. The American Society of Appraiser Standards state: 

"A discount or premiuIII is warranted when characteristics affecting the value of/he 
subject interest differ sufficiently ji'Olll those inherent in/he base value to which the 
disco lint or premium is applied. .. lS 

The National As ociation of Certified Valuation Analysts Profess ional Standards al 0 

requires the application o f ri sk premiums for marketability, liquidity, control and other similar 

factor J6 

,. Shannon Prall, "Overview of Dusine..~s Valuation Discounts and Premiums and the Gases to Which They arc 
Applied", p. 2. (htu);//www.shannoup.1!tlt.comlarticle1ovcrvjcw business valuation el i COUIUS premiums. .pd D. 

)S American Society of Appraisers Business Valuation Standard y/t . ValuatiOll Discoums (III(/ Premiums 
(h!!p:!lwww.appntiscrs.org/Filesll'rofessional%20Standards/bvstandards. ndO· 

J6 NACVA Pro/es,o;irmal Standards, DcvcfoplllcrH Standards 3.1 1 and 3. J2. 
Ch1!R:/lwww.nacva.coI1l/PDF IACV A Standards.pdf) 
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• 
statcs: 

The American Institu te of CCI1ified Public Accountants has a similar standard which 

"During /he course of a valuation engagement, /he valua/ion analys/ should consider 
IVhe/her valua/ion adjustmen/s (discoUnls or premiums) should be made /0 a pre
adjlls/mellt value, Examples ofvalua/ion adjus/mell/sfor valua/ion of a business, 
business ownership ill/eres/, or securi/y include a disCOllllt for lack a/marketability or 
/iflllidity and a discoullt for lack of control. .. )7 [emphas is in the originalJ 

f urthcnnorc, thc application of risk premiums to the va lue of small and closely-hcld 

businesses is suppOited by govcmmcntal authority and legal preccdcnt. lntemal Revenue 

Rulings 59-60 and 77-287 recognize the va luation differences and considerati ons for mall and 

closcly-held companies. Numerous Uni ted States Tax Court and Court of Federa l Claims cases 

have found signi ficant discounts/prcmi ums duc to lack of markctability, lack of control and 

industry risk. While the sheer volume of case data makes a complete list of cases and discussion 

• of findings unwieldy, the vast majority of cases focus on the level of risk adjustment since the 

necessity of such additional risk adjustments is a well -established precedent. )8 

Based on the weight of professional s"~ndards , prcponderance of academic findings, 

govemment agency guidance, and establi shed legal precedence, one can only conclude that risk 

premiums must bc applicd to the base va lue in cases with sign ificant differences in risk 

)1 AICPA Statement 011 Standards for ValUlIlion Services, pam 40. 
hit DJ.f:tI\V\'t .3 it p-3. Orgll nterestA rcasfl: orclIsicA lid Va I uat iou/Downiocldableoocu mcnlslSS V S Full V crsi 011. pd f) 

JI Sec: Mandelbaum \I, Commissioner, T.e. Memo 1 995 ~255 (Julie t 2, 1955) , 
liuber v. Commissioner, T.C. Memo 2006-96; 2006 Tax CI. Memo LEX tS 97 (May 9, 2006). 
ESlale 0/ Frazier Jelke 11/ v. Commissioner, T.C. Memo 2005- t 3 t (May 31, 2005). 
Clori.'so W. Lol'l'O v. Commissioner, T.C. Memo 2003·258 (Sep. 3, 2003). 
,,'slale 0/ Websler E. Kelly v. Commissioner, T.C. Memo 2005-235 (001. 11,2005). 
ESlale o/lielen A. Del'wy v. Commi.,sioner, T.C. Memo 2003· t 76 (June t 3,2003). 
ESlale 0/ Mildred Green v. Commissioner, T.C. Memo 2003·348 (Dec. 29, 2003). 
Okerlu"d v. U"iled Sioles , 53 Fed. Ct 34 t (Fed. CI. 2002), mOlion/or nelV Iriol denied, 2003 U.S. Claims 

LEX tS 42 (Fed CI. 2003), oJ/'d, 365 F.3D t004 (Fed. Cir. 2004). 
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charactcristi cs hetween the subject group (RoR ILECs) and the proxy grollp IIpon which the 

value is based. 

1. Significant characteristics affecting value differ bctwcen the proxy group 
and Rate of Return Incumbent Local Exchange Car ricO's. 

The Staff Report selected domestic telecommunications carriers wit.h some wireline 

service as surrogates for RoR ILE ·s. The proxy group consists of Regional Oell Holding 

ompanies ("RHCs"): AT&T, CenturyLink, Veri zon; Mid-Size Price Cap Companies ("Mid-

Size") : Alaska Communications Systems, Cincinnati l3ell, Fa irPoi nt Communications, Frontier 

Communications Corporation, Hawaiian Tc\com, Lumos, Wind tream; and Publicly Traded 

RL ,Cs ("RLECs"): Alteva, Consolidated Communications Holding )9, HickoryTech Corp, cw 

Ulrn Telephone, Shenandoah Telecommunications, Telephone and Data Systcms·o 

In the USFI/CC Trans/ormation Order, the Commission lists factors that should be 

considercd in determining a reasonable required rate of return for RoR lLECs including 

(1) their unique compctitive and market conditions; (2) differences in diversification of offerings; 

and (3) infrastructure deployment; among other possible considerations'" Additionally, the 

protessional guidance of the ational Association of Cert ified Valuation Analysts, Americllll 

Society of Appraisers, and Internal Revenue Service Rulings dictate that financial strcngth, 

compet itive position, govenuncnt rcgulation, market conditions, control and marketability factors 

must be considered in the valuation of closely-hcld busincs es. 

)9 We would note that Consolidated is miscntcgorized as a rale-of-return company in the SlOjJ Report. Consolidated 
consists of five IOCe11 exchange carriers only one of which (Surewesl) is rate-or-return. The other four companies 
operate under price Cltp rcguhllion . 

•• Sioff Repoy!, page 7. 

•• USFI/CC rrmlS/ormnl;on Order , para 1056. 
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The Rural ompany Group agrees with the SlGjJ Report that " the cost of capital is a 

function of ri k,,42 and also " the re li abi lity of the Commiss ion's anal ys is depends in largc part on 

the representativeness of the proxy group ituses ." ,41 The StajJReport notes that (I) RII s differ 

significantly from other ILf!Cs in size and divers ity of operations as well as regu lation;" and (2) 

Mid-Size I)J'Oxies arc subject to price cap regulation rathcr than rate-of-return, arc much larger, 

and have a capital structure with more debt than RoR ILECs:s In add ition, the Publicly-traded 

RLECs arc also signi fi cantl y larger and have sca les and scopes of operations that are not 

comparab le to the average RoR 'fLEC. In sum, the proxy group companies and the RoR ILE s 

differ significant ly in scale and scope of operations, level of regulation, source of and risk to 

revenues, liquidity and marketabi lity of ownership interests, and other observable risk 

characteristics. Each ofUlese differences results in greater risk to Ule RoR fLECs than to the 

proxy group companies . 

While the Rural Company Group recogni zes that an imperfect proxy group is 

unavoidable, that limitation can be overcome by the application of necessary adjustments to 

quantify the differences in investment spec ific ri sk. However, Ule StajJ Report fails to provide a 

comparative risk assessment between RoR fLECs and the proxy group despite the fact that such 

a failure is contrary to professiona l va luation standa rds, common industry practice, and the 

ommission 's instructions in the USrtlCC Trans/ormation Order,46 Consequently, the required 

<2 Staff Repol'l at p.6, para 12. 

4J Id al p. 6, pam I I. 

4. Id at p. 8, p1lrl.t 16. 

"ld at p. 9, para 22 . 

.. USNtCC Trans/orlllation Order, para t 056. 
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ratc-of-rctun! ca lculated in the Siaff Repor/ is insutlicient and wi ll not allow RoR ILECs to 

attract capital from investors considering simi lar risk investments. 

2. A size prcmium must be applied to properly recognize Ih e differences 

between the subject companies and th e proxy gro up. 

Regardless of how size is measured - revenues, asset , number of cllstomcrs, number of 

employees, etc. - the difference between the proxy group companies and the average RoR ILEC 

is vast. The Rural Company Group used thc ECA 2012- 1 High Cost Loop data submission and 

20 11 tarifTfiling to ca lcu latc the average reb'll iated revenues, telephone p!;lI1t in service, and 

number of access lines for 675 cost RoR TLEC rudy areas·7 We obtained equivalent data for 

the proxy group companies from the individual company 201 2 SEC Fonn 10-Ks. 

Proxy Group and Company 

Averages of Proxy Groups: 

Regional Bell Holding Companies (RHCs) 

Mid·Size Companies 

Publicly Traded RLECs 

Average of All Proxy Companies 

Average Cost RoR ILEe (675 study areas) 

Difference as an Order of Magnitude 

Regional Bell Holding Companies (RHCs) 

Mid·Size Companies 

Publicly Traded RLECs 

Average of All Proxy Companies 

$ 

$ 
$ 
$ 

$ 

Annual Regulated 

Re ve nues - 2012· 

38,889,000.000 

1,960,464,857 

251,072,498 

8,243,543,062 

7,455,236 

5216 X 

263 X 

34 X 

1106 X 

Telephone Plant rn 
Service 

@12/31/2012 

$ 170,856,000,000 

$ 5,263,123,000 

$ 1,191,158,821 

$ 34,784,800,871 

$ 34,292,002 

4982 X 

153 X 

35 X 

1014 X 

Access Lines 

@12/ 31/2012 

22,712,667 

1,105,698 

248,033 

4,835,380 

4,391 

5172 X 

252 X 
56X 

1101 X 

The differences are so large th at we chose to express them a an order of magnitude. The 

average proxy company is over one thousand ti mes larger than ule average RoR ILEC in terms 

47 The NECA HCL dahl submission is avail.ablc af hflpS :/Iwww.ncc.I .~lblicJn lerior. aspx?;d= J J O. We removed 
the 91 study are.1S belonging to the Publicly Traded RLEC proxy group from the c"lculation leaving 675 cost RoR 

• 

• 

(LEe study areas . Access Lines nnd Telephone Plnnl in Service arc Ihe average of lhc DL 060-Total Loops .md DL • 
160-TOIal TPI ., respectively. 
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• of revenues, telecommunications plant assets and customers. Even the smallest proxy group, thc 

• 

Publicly Traded RLECs, is over thirty times larger Ulan the average RoR ILEe. A full size 

comparison and details of the calculation of averages is provided in Appendices I and 2. 

Since the Rural Company Group represents a significant number of the RoR ILECs we 

also compiled the actual 2012 data of the represented companies for compari son. The survey 

represents 157 RoR ILEC study areas which include both cost-based and average schedule 

recovery companies. The results arc similar: 

Annual Regulated 
Telephone Plant In 

Reve nues - 2012-
Service 

@12/31/20U 

Average of All Proxy Companies $ 8,243,543,062 $ 34,784,800,871 

Rural Company Group (157 study areas) $ 

Difference as an Order of Magnitude 

8,251,467 $ 

999 X 

40,433,362 

860 X 

Access lines 
@U/31/20U 

4,835,380 

4,887 

989X 

The differences in size between the proxy group and RoR ILECs should be obvious to 

even the most casual observer. 

a) Smaller size results in greater risk, and the "Size Effect" is greatest 
in the smallest companies. 

The Staff Report dismisses the idea of a size premium in three brief sentences based on a 

single inconclusive study· s However, it is a well-established, empiri cal fact that smaller sized 

firms experience higber risk and there fore require greater returns. A.n extensive amount of 

research has shown that a great dea l of a company's risk can be attributed to its size."9 The tota l 

., Stal! Report, p. 28, para. 75 . 

<l1J Shannon P. Pratt, Roben F. Reilly. and Robert P. Schwcihs. Yaluing Sma/l lJusinesses and Professional Practices, 
Third Edi, ioll, (McGraw. I Ii II 1998) al p. 2 to. 
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risk also increases with decreas ing company size so The Du ff & Phelps Risk Premium Repo11 

shows a clear inverse relationship between size and historical rates of return, regardless of how 

size is measured. In Graph I, as size decreases (from left to ri ght), the average annual return 

over the time nldy horizon tends to increase fo r each of the eight size measures. 

Graph 1: Average Ann ual Return , 8 Alternative Measures of Company Size (1963-2012) 

e 20%; 
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Source: Duff &:. Phelps Risk l7emium Report 2013 

Staff suggests that the size premium varics or even disappears (a lthough this assertion 

appears to be contradicted by their own footnote on the SUbject) and therefore, should not be 

con idered in the cost of equity e timate .51 Staff' s statement is misleading and contrary to the 

empi rical evidence and market realities. In their study of small company stock perfomlance, 

Annin and Fala chetti found that regard less of any rolling 20-year time framc from 1926, there is 

no single period in which mall company stocks did not outperform large company tocks. 52 In 

all but a few periods examined, the stocks of small public companies have rea lized returns 

substantia ll y in excess of tho e of larger companies. Furthermore, tarr s statement that smal ler 

')() Ibbotson Associutcs, Siocks. Bonds, !JiIl and Inflation (S80/) Valuo/;oll Edilioll2005 Yearbook, p. 129. 

" Staff Report, p. 28, para. 75. 

S2 Michael Annin and Domin ic Falaschetli , "'s There till a Size Premium'!" CPA /:.x pert (Wilner 1998). 
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• firms in the United States have not perfonned significantly better than large ones from 1980 

onward is demonstrably untrue. Morningstar/ Ibbotson produces a Risk Premia Over Time 

Report which shows the size premium for micro-capitalization stocks for time periods begirming 

in every year from 1926 to 2008 and ending in 201 2. [n other words, the repoll shows the annual 

size premium returned for every length of investment holding time from 86 years to 4 years. 

Examination of the results shows a positive size premium for micro-capitalization stocks for 

every investment holding time period ending in 201 2. Sl In fact, since the last rate of return 

represcription in 1990 micro-capitali zation stocks have outperfornled larger stocks by 4. 1 %. S4 

• 

It is not surprising that there wi ll be short periods of higher vo latil ity in the retu rns of 

smaller finns; that is, after all , the logica l outcome of increased risk. ShOll periods of 

underperformance by micro-capitalization fimls are expected due to the long-term tJ'cnds (scrial 

correlation) observed in the historic size premium. ss However, these fluctuations do not indicate 

a fundamental shill in the markets that would eliminate the size premium. 

Academic studies 311d theory aside, it is important to consider the common sense aspect 

of the issuc and ask " is it reasonable to expect small companies to be more risky than large 

ones?" Most small companics havc very real aspects of risk that are not present (at least not to 

the same degree) in larger companies. Smaller firms such as RoR !LEes have greater risks due 

to greater rcliance on key persons, reduced market reach, customer and supplier concentrations, 

fewer financial resources, non-di versified product/service offerings, differences ill regulation, 

limited informat ion systems, and a host of other issues. Does the small three-store retail chain in 

" 10/3 IbOOt5011 SIJOI Risk Premia Over Time Report. Appendix A, Table A-6. 

,. Id. 

)oS Miclmcl Annin and Dominic Fal,t'«:hctli . His There Stil l a Size I'remium'!" CPA /:.J:perl (Winter 1998). 
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one community have more risk than Wal-Mart '! The answer is 3 resounding a "yes". Yet the 

Siaff /l epon recommendation make no such di stinction. This fa ilure results in a cost of equi ty 

estimate for RoR ILEC that is insufficient and unreasonable. 

b) The size premium has been reliably quantified . 

In fact, size premiums are quanti fied annually by leading investment resources such as 

the Momingstarllbbotson SI3I3 I Valuation Yearbook and The Duff & Phelps Risk Premium 

Report . Both the Momingstarllbbotson and Duff & Phelps rcpol1 I rovidc size premiums that 

arc intended for use as additives in either buildup or APM models using guideline portfolios. 

Duff & Phelps uses eight al temative size measure to rank companies into 25 size portfo li os: 

market va lue of equity; book value of equi ty; 5-year average net income; market va lue of 

invested cupita l; tota l assets; 5-year average EBITDA; sales; and number of employees. 

RoR ILEe data for three of the eight size measures is avai lable and yields the following 

results from The Duff & Phelps Risk Premium Reporl 2013: 

Siu Mea.surt: Average RoR I LEe Porlfolio ltank Size Premium 

Book Value of Equit/6 B-2 $ 12,532,382 25 6.02% 

ales (Revenues)S7 8 -7 $ 7,455 ,236 25 6.17% 

Number of Employees 
, g 

8 -8 52.2 25 6.54% 

56 Book Va lue of Equity is estimated ns e<lual to net assets from the 201 2-1 NE 'A High 'ost Loop data submi:>siull 
'IS discussed in Appendices I and 2. This estimate is obviously high since it assumes <I capital stnlcturc or 100% 
equity / 0% debt. however it still pl:lccs the average RoR I LEe wcll within the smallest size category. 

n See Append ix 2 for calculat ion of average revenues. 

SII NTCA 20J 3 Survey u/ Compen.ratioll ond Denajils ;n lite Jndepelldem Tclecommllll ;caJ;OIl~' Industry. The survey 
represents 3 t 2 RoR tLEC members ofNTCA. 
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• Based on the empirical evidence, one can onl y conclude that a cost of equity size 

premiulll in excess of 6% is warranted for RoR I LECs. 

3. An additional adjustment to the cost of equity for lack of liquidity and 
marketabilit y is warranted. 

Barron 's DictionalY of H/lsiness Terms defines marketability and liquidity as follows: 

MlIrketability: Speed and ease with which a particular product or investment may be 
bought or so ld . In comlllon use, marketability is interchangeable with liquidity, but 
liquidity impli es the preservation of va lue when a security is bought or so ld.59 [emphasis 
in the original) 

All investors prefer marketable, liquid investments to un marketable, illiqu id ones. The market 

for securi ties in the United States is considered the most liquid market for any kind of property 

anywhere in the \\Iorld .6O Empiri ca l evidence indicates that investors ex tract a heavy price 

• discount relative to actively traded securities fo r ownership interests that lack this high degree of 

liquidity and marketability . The vast majority of RoR !LECs are not publicly traded; therefore, 

an adj ustment for illiquidity is warranted. 

a) The Internal Revenue Service, U.S. Tax Cuurts, and international 

appraiser organizations r ecognize the need for valuation adjnstments due to 
lack of market:lbility. 

I\s discussed previous ly, numerous Uni ted States Tax Court and C01ll1 of Federa l Claims 

cases have found significant discounts/premiums due to lack of marketability. Intemal Revenue 

Ruling 77-287 specifically mentions the use of restricted stock srudies to recognize the valuation 

differences and considera tions for small and closely-held companies. The Internal Revenue 

Service published a 11 6-page Discount f or Lack of Marketability Job Aid fa /' illS Valuation 

S9 Jack P. Friedman, cd .. Barron 's Dictiunary uf IJusiness Terms, 2nd cd. (Barron's. 19(4), p.363. 
600 Shannon I' . Prall with Alina V. Nicul ita, Valuing A Business - 71,e Analysis lIud Appraisal o/Closely Held 
Compallies. Fifth Edi tion, (McGraw-Hi li 2008) at p. 4 18. 
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Professionals in 2009 which reviews the empirical studies and court findings regarding the 

subject 61 . Additionally and as previously di scussed. thc professiona l guidance of the National 

Association of Cel1 ified Valuation Analysts, American Society of Appraisers, and Internal Revenue 

Servicc Rulings dictate that marketability factors must be considered and accounted for in the 

valuation of business ownership interests. 

b) The size effect is not a proxy for lack of marketability. 

Some pal1ies may contend that lack of liquidity and marketability is already accounted 

lor in the size premium. However, the previously discussed size effect is not a proxy lor 

illiquidity or un marketability. The Duff & Phelps and Morningstar/Ibbotson size premium 

calculations each usc stocks (both small and large) that are offered for daily trading on major 

stock exchanges . The size premium only represents liqu id investments. Therefore, it is 

impossible for the size premium to include the valuation differences between readily-sold, 

marketablc public stocks with known prices and low transaction costs and the ownership 

interests of much smaller, closely-held busincsses such as RoR ILEes. An additional premium 

must be used to capture the investment risk difference for liquidity/marketability. 

c) Many empirical studies quantify the lack of marketability 

discount. 

There is an abundance of empirical data that quantify the discount for lack of 

marketability ("DLOM "). The studies may be grouped in three categories for discussion 

purposes: securities-based approachcs, restricted stock studies, and private placement studies. 

The securitics-based approaches use theoretical option pricing models and observations of 

illiquidity demonstrated by traded stock prices and option prices. Due to the nature of these 

61 Available al hllp://www,irs.gov/pub/irs.ullldlolll.r!df. 
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• studies, securities-based approaches are not considcred appropriate for usc with privatcly-held 

companies. 

The restricted stock studies compare the price of publicly traded sharcs to thc sa lc of 

rcstricted shares of the same compan y that are identical in rights and powers except for thc 

ability to bc freely marketed. Privatc placcmcnt studies compare the 1><11e price for blocks of 

publicly-tradcd stock sold through private plaecmcnts, gcnera ll y to various institut ional cntity 

buyers, to the sa le pricc of the smne stock as traded on thcir pri mary listed market. 

Thc rcstricted stock studi es ind icatc an average DLOM of approximatcly 33%; while 

examination of ovcr two dozen restricted stock and privatc placement studies combined yields an 

average DLOM o f 2 1.70% (scc Appcndix 3 for more detail s). Sevcra l of thc restricted stock 

and private placement studies have been used in many cases before United States Tax Courts and 

thc Court of Federal Claims to dctermine appropriate DLOM for privately-held business 

ownership intcrests. 

IV. Reasonableness Test: Rate of return ILECs have greater risks in 2013 
than in 1990 so the required cost of equity should be higher. 

Since the cost of capital is a function of ri sk, any reasonablencss test regarding the 

represcription of the nlte of retum must include a comparison of the currcnt and past risks to 

in vestment. Thc RoR ILECs market spacc has changed significantl y due to tcchnologica l 

advancements as well as changes in regu lation stemming fro m the 1996 Telecom Act. Thc 

following market and regulatory changes have resulted in signi fi cantly more risk to investments 

in Ratc of Rcturn Incumhent I,oca l Exchange Carri ers in 2013 than in 1990: 

• Wireless Telephony: In 1990 wireless te lephony was a limited. complimcnL.1ry 

vo iec-only service. According to CTIA, there were less than 5.3 million wireless 
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subscribers in 1990 with no wireless-only househo lds. In 201 2, there were over 

326.4 mi llion wirelcss subscriber conncctions featuring vo ice, data and video 

service and almost 36% of U.S . households are wireless-only.62 

• Intcrnet: Although the Intcrnet ex isted in 1990, there was no World Widc Web 

(which would be launched in August 1991) . 6) Today the Internet is used by 85% 

ofaduhs and 95% ofteenagers64 , and 94% of the U.S. population has acee s to 

broadbandM E-mail , socialmcdia messaging, and computer-based video call ing 

have become significan t replacements to telephone ca lls. 

• Text Messaging: Text messaging did not exist in 1990. By 20 I 0 text messaging 

had become the most popular form of communication, surpassing cmail and voice 

calls.66 

• CLEC and VoIP: Competi tivc Local Exchange CalTiers ("C \.foCs") and Voice-

ovcr-Internet Protocol ("VolP") carriers did not ex ist in 1990. Accord ing to the 

Wirelinc Competition Bureau as of June 20 11 , 36% of wire line cOlmections are 

now provided by interconnected CLEC and Vo lP providers.67 

• Competitive E ntry: In 1990, RoR lLECs operated in monopoly local servicc 

arcas. By 201 3, virtuall y all barriers to competitive entry had been eliminated and 

til Data from C."T IA - The Wireless Association avuilublc III lttp:llwww.ctia .org/l.ldvoclicylresearch/ 

" ·'The World Wide Web, NOllhe Inlernel, Turns 20 Today", PCMag.colII , Augusl 6, 2011 . 

64 Data frol11 May 2013 and September 2012 surveys by the Pew Research Center (www. -'winterr~) 

65 FCC's Eighth Broadband I'rogre.tf Report 

6(, hit :lIwww.redoxYAen.comidesktop-tc:<1 i!!!if? lag=tc:<Hncssugc-slalistics-20 12 

6; LoclII Telephone Competitiun: SWillS as of Jzme 30. 101 I. Industry Analysis and Technology Division. Wireline 
Competition Bureau (June 2012). 
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Ro R ILECs compete for voice and data services with wireless, CLEC, VoIP, 

social media, cable TV companics, satellite and other service providers. 

Compctitors have lewer regulatory requirements creating an uneven playing fi cld . 

• Revenue Instability: In 1990, RoR fLECs received most oftbeir revcllucs 

directly from the users of t11eir networks via loca l rates and access rates set by a 

functioning rate-of-return mechanism. High Cost Loop Support and Long Term 

Support were ava ilable to carriers. By 20 13, the rate-of-rcturn cconomic model 

had been effectively abandoned. Interstate common line costs are recovered via a 

limited univcrsal service fund. High Cost Loop funds have been reduced and 

rendered unpredictable due to a flawed benchmark ing process. Intrastate and 

interstate switchcd access revenues have been frozen and are subject to annual 5% 

reductions as access rates are transitioned to zero . 

While the Commission has inarguably increased tbc risk on small RoR ILECs by its 

regulatory actions sincc 1990, it has not led to fewer obligations. When local service areas were 

opened to competition by virtue of the 1996 Act, small RoR ILECs were still expected to serve 

all customers who rcquested servicc, even though competitors typica ll y operate under 

significantl y reduced regulation. This obli gati on, known as carrier oflast rcsort, was part of a 

regulatory compact between incumbent LECs and the regulators. One of thc purposcs of this 

compact was to recognize the continuing need for a carrier of last resort , even in the Jlost-1996 

Act envi ronmcnt, through the universal service support progmms. The USFI/CC 7hlllsjormalioll 

Order increased obligations on small RoR ILECs at the same time it reduced univcrsal service 

support and, perhaps more importantly, cast a shadow on the future of the program in total. All 

of this happened without the small RoR ILECs side of the regul atory compact changing. The 
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situation of more obligations with fewer resources leads to increased risk for small RoR ILECs • 

as compared to the larger carriers. 

The Commission has further exacerbated the risk situation for RoR ILECs by instituting 

reforms that are retroactive in efTect. Retroactive changes to investment recovery rules arc a 

profound concern to rational debt and equity investors . Indeed, the Commission appears to be 

sending mixed messages to investors. On one hand, the Commission states a goal of incenting 

investment in broadband infrastructure and IP-switching, yet on the other hand, they seek to 

reduce the rate-of-return and recovery mechanisms upon which these investors rely. 

The argument that the cost of equity in 201 3 should be lower than in 1990 can only be 

bascd on difTerences in the risk-free rate of equ it y (the cost of cap ital is generally defineu as the 

sum of a risk-free rate and a risk premium). The current risk-free rate is significantly lower than 

in the past , but this is due to Federal Reserve monctary policy enacted to buoy the U.S. economy 

in the wake of the Great Recessioll. As a part of their quantitative easing program, the Federal 

Reserve has purchased over $3 trillion dollars of government bonds in the last four years 

producing a benchmark interest rate of 0.00% to 0.25%. As previously discussed, the Federal 

Reserve recently announced a tapering plan to increasc intercst rates that may begin as soon as 

next year. For ratemaking purposes, the temporary and artificial depression of long-teml interest 

rates should be adjusted when setting a prospective required rate of return. 

Any objective observer can plainly see that RoR ILECs have significantly morc risk in 

20 13 than in 1990. The Commission itsclf has introduced significl1l1t equi ty risk to RoR ILECs 

over the last fift een years via decisions on competition, uni versa l serv ice funding, and 

intercarrier compensation. Failure to account for the noted increases in risk to RoR ILECs 
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• amollnts to a fa ilure of the Commiss ion' s statlltory obligation to prov ide a reasonable rate of 

• 

return . Consequentl y, in order to attract and maintain investment capital the required rehlrn on 

equity in 20 13 should be greater than the 13.19% cost o f equity on which the Commission's 

cllrrent I 1.25% authori zed rate of return is based. 

V. Calculation of the Weighted Average Cost of Capital 

The StaffRep0r/ utili zed the basic fonn of the Capital Asset l'ric ing Model ("CAPM"). 

However, the gcnerally accepted industry valuation method is the "mod ified CAPM" which 

includes adj ustments for s ize and company speci fi c risks68 

Similarly, the Staff Report uses the constant growth model in its Discounted Cash Flow 

("DCr") analysis which is used to estimate the return on equity of the proxy group. Once aga in, 

no adjustment is made to differentiate the required returns of the proxy group with the required 

rate of return for RoR !LECs, an investment group with significantly higher risk characteristics. 

The Staff Report should have used the DCF as the basis for a build-up model. The cost of capital 

is generall y defined as the sum of a risk-free rate and a risk premium. The build-up model 

div ides the risk premium into its three main subcomponents and estimates the cost of capital as 

the sum of ( I) a risk-free rate, (2) an equit y risk premium, (3) a size premium, and (4) a 

company-specific ri sk premium (e.g., illiquidity/unmarketabil ity). 69 

611 Shannon P. Pra ll wilh AlirlU V. iculila, Valuing A Business - The Analysis and App,.aisal of Closely Held 
Compclllies, Fifth Edition, (M cGraw-ll ili 2008) al p. 193. 

69 Shannon Prall and Roger Gn.tbowski, COSI ofCapilal: ApplicatiOfI (md E'w mp/es. J ilt Edilion (John Wiley & Sons. 
2008). See Chapter 7. 
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Conscqucntly, the Cost of Equ ity should be ca lculatcd in the fo ll owing manner to • 
properly account for the documented differences in risk between the prox y group and RoR 

ILECs: 

COST OF EQUITY ESTIMATE DCF Build-up Modified CAPM 

lower Ranlr. Ul!e~r Ranle lOWN R.anle U~er Aa!!lt! 

Proxy Group Cost of Equity 10.54% to 11.58% 8_69% to 11.35% 

Size Premium 6.02% to 6.54% 6.02% to 6.54% 

16.56% 18.12% 14.71% 17.89% 

Premium for Lack of Marketability 1.277139 1.277139 1.277139 1.277139 

RoR ILEC Cost of Equity 21.15% to 23.14% 18.79% to 22.85% 

The Proxy Group Cost of Equity ranges are those recommended in the Staff Report. As 

previously documented, the size premium range is based on three measures of size from The Duff 

& Phelps Risk Premium Report 2013. The premium for lack of marketability is based on the • 21.70% average DLOM from the two dozen restricteu stock and private placement studies listed 

in Appendix 3. Impounding the discount rate into a rate of return is a mattcr of simple 

arithmetic: the rate before the discount is multiplied by one divided by one minus the DLOM 

(I I (I - .2170) = 1.277139].70 The resulting cost of equity ranges for RoR 1LECS are 21.15% to 

23.14% from the DCF Build-up model and 18.79% to 22.85% from the Modified CAPM, 

respectively. 

The W ACC is calculated in thc following manner based on the estimated cost of equity, 

the cost of debt from the SI(Jff Report , and the Rural Company Group recommcnded capital 

stnlcture as previously di scusscd: 

70 Shannon P. Pratt, Robert F. Rei lly, and Robert P. Schwcihs, Valuing Small Bus inesses lind Profession,,1 Praclices, • 
Third Edit ion, (McGraw-Hili 1998) at p. 223 . 
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WEIGHTED AVERAGE COST OF CAPITAL 

I DCF Build-up Modified CAPM 

EQUITY: lowe, Ran£e Upper R.an.e Lower Ranae Upeer R'-"'ae 

Cost of Equity 21.15% to 23.14% 18.79% to 22.85% 

Percentage of Capital Structure 60.00% 60.00% 60.00% 60.00% 

Weighted Cost of Equ ity 12.69% to 13.89% 11 .27% to 13.71% 

DEBT: 

Cost of Debt 6.19% 6.19% 6.19% 6.19% 

Pe rcentage of Capital Structure 40.00% 40.00% 40.00% 40.00% 

Weighted Cost of Debt 2.48% 2.48% 2.48% 2.48% 

We ighted Cost of Capital 15.17% to 16.36% 13.75% to 16.18% 

The resulting required rate ofretum ranges for RoR ILECS are 15. 17% to 16.36% from 

the OCF Bui ld-up model and 13.75% to 16.18% from the Modified CA PM, respectively . 

VI. Conclusion - A Reasonable Range for the Rate-of-Return of Local 
Exchange CarriCl-s is 13.75% to 16.36%. 

The Staff Report provides a uscfu l framework to begin the est imation of a required rate of 

retun! for RoR ILECs. The Rural Company Group generally agrees with the use of a Capita l 

Asset Pricing Model and Discounted ash Flow analys is to estimate the cost of equity; the 

selection of domestic wireline carriers as a proxy group; and market -based debt data . However, 

the Staff Report analysis requires significant mJjustmenlS in order to be app li cable to RoR ILE s. 

The cost of capital is a function of ri sk. In case where differences in ri sk characteristics 

between gu ideline or proxy companies and the va luation subj ect exist, adjustments to the cost of 

equity are required . RoR [LECs ha vc significantl y more risk than the proxy grou p composed of 

Regional Bell Holding Companie ,Mid-Size Price ap Carriers. and Publicly Traded RLE s 
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due to greater reliance on key persons, reduced market reach, customer and supplier 

concentrat ions, fewer fi nancial resources, non-diversified produet/selvice offerings, limited 

information systems, and a host of other issues. 

A reasonab leness test regarding the represcription of the rate of return mllst include a 

comparison of the current and past risks to investment. Significant technological and regulatory 

changes have resulted in significantly more risk to the RoR ILEC market. The rise of wireless 

telephony and text messaging; web-based communications such as e-mail, .ocial media 

messaging, and computer-based vidco calling; as well as regulatory changes that have introduced 

unpredictability and uncertainty of revenue streams have created a risk profile for RoR ILECs 

that is much higher than the risks in 1990. Consequently, in order to attract and maintain 

investment capital the required return on equity in 20 13 should be greater than the 13. 19% cost 

of equity on whieh the Commission's current I 1.25% authorized rate of return is based. 

The Rural Company Group submits that the preponderance of academic theory, 

professional valuation standards, empirical data, legal precedence and common industry practice 

require the application of premiums for size and lack of marketability in estimating the cost of 

equity lor RoR ILECs due to the differences in risk compared to the proxy group. Application 

of such premiums to the DCF and CAPM framework provided by the Staff Repurt analysis 

results in a cost of equity range of 18.79% to 23.1 4%. 

The Weighted Average Co t of Capital calculated with ( I) thi s cost of equity, (2) the Staff 

lIepo/'t recommended 6.19% cost of debt , and (3) a 60% equity - 40% debt capital structure 

yields a req uired rate of return range of 13.75% to 16.36% for RoR ILECs. 
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For all the reasons set forth herein, The Rura l Company Group respectfully urges the 

Commission to flllfill its statutory obligation to set a rate of return suffic ient to allow carri ers to 

maintain their credit-worthines and attract capital by authorizing a rate of return in the range of 

13.75% to 16.36%. 

Respectfu lly submi tted by, 

July 25,20 13 

ALEX ICO CONSULTING ON BEHALF OF 

THE RURAL BROADBAND ALLIA CE, 

THE SMALL OMPANY COALITIO ,A D 

T HE ALEX ICON COMPAN IES 

By: s/Vincent H. Wiemer 
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APPENDIX 1: Size Comparison 

Annu~1 R~culated 
Telephone PI."t In 

Net Tel.phone PI~n t in Ace.n Unes 
Proxy Group MId Com~ny R.f Service 

Revenues · lOU· 
" 12/31/2012 

SeNko ~U/ll/2012 

Regional Bell Holding Companies (RHCs): 

AT&T I S 59.567.000.000 S170.907.000.000 S 109.767.000.000 31.887.000 
CenturyLink I S 17.320.000.000 S 32.086.000.000 S 19.032.000.000 13.748.000 
Verizon I $ 39.780.000.000 $ 209.575.000.000 $ 88.642.000.000 22.503.000 

Average of Proxy Group $ 38.889.000.000 S 170.856.000.000 $ 72.480.333.333 22.712.667 

Mld·Size Companies: 
Alaska Communications Systems $ 258.583.000 $ 1,463.320.000 S 410.861.000 136.675 
CincinnatlBpll I $ 730,500.000 5 4.016,400,000 5 1,587,400,000 573,900 
FairPOint Communications 1 $ 973,649,000 $ 2,080,400,000 $ 1.438,309,000 952,067 
Fronticr Communications Corporation I $ 5.011,853.000 $ 14.353.763.000 $ 7,504.896.000 3.173.169 
Hawaiian Teleorn I $ 385,498.000 $ 639,343.000 $ 507.197.000 392.877 
Lumos I $ 206.871.000 $ 460.735.000 $ 316.825.000 31,200 
Windstream I $ 6.156.300.000 $ 13.827.900.000 $ 5.862.700.000 2.480.000 

Average of ProK'( Group $ 1.960.464.857 $ 5,263,123.000 $ 2.5 18.312.571 1.105,698 

Publlcty Traded RLEC s: 

Alteva , $ 27.942.000 $ 79.799.000 $ 16,446,000 15.024 
Consolidated Communications Holdings I $ 472, 1 00,000 $ 1,670,432,000 $ 884,930,000 398,326 
HickoryTech Corp 1 $ 64,746.000 $ 437,623.000 $ 182,959,000 42.396 0 New Ulm Telephone 1 $ 32,482.988 S 125,290.928 $ 44.824,025 30,252 
Shenandoah Telecommunicat ions 1 S 54.658.000 S 61J.685,000 $ 365.474,000 22,297 
Telephone and Data Systems 1 $ 854.506.000 $ 4.222,123.000 $ 1,569,418.000 979,900 

Average of Proxy Group $ 251.072,498 $ 1,191.158.821 $ 510.675,171 248,033 

Averages of Proxy Groups: 

Regional Bell Holding Companies (RHCs) $ 38.889.000.000 $ 170,856,000,000 $ 72,480,333,333 22,712,667 
Mid-Size Companies $ 1.960,464.857 $ 5,263.123.000 $ 2,518.312,571 1.105,698 
Pubficly Traded KLECs $ 251.072,498 5 1.191.158,821 $ 510.675,171 248.033 
Average of Nt Proxy Companies $ 8,243,543,062 $ 34,784.800,871 $ 14,883,327,439 4,835,380 

Rate of Return ILEes: 

Rural Company Group (157 study areas) S 8,251.467 $ 40,433,362 $ 13,817,233 4,887 
Average Cost RoR ILEe (675 study areas) $ 7,455,236 $ 34,292.002 $ 12,532.382 4,391 

Notes: 

-Regulated Revenues ore wireline or equivolent segment operations 
1 - source 2012 SEC Form lO·K 

2 - source: Revenues and Telephone Plant in Service from 2012 SEC Form l O·K; Access hnes from USAC report 

3 - Actual TPIS, net TPIS and access line amounts as of December 31,20 12. Annual 2012 regulat ed operating revenues. 

4 · sec AppendLx 2 for source and calculation deta ils 

The aClual 201 2 size eharacteri lies for the Rural Company Group SlUdy area were compiled for 

157 sludy areas which include bolh cosl-based and average selllcmcnl RoR ILECs. 
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APPEND IX 2: Ca lculation of Rate of Retu .... Incumbcnt Local Exchange 
CalTier Size Charactcristics 

The Nationa l Exchange Carrier As ociation High Cost Loop 201 2 - I data submiss ion was 

used to estimate the size characteristics of the average Rat.e of Return Incumbent Local Exchange 

Carrier.7 ) The lICL data submission for cost settlement carriers contains a significant amount of 

operating and financial data for the carriers inc luding access lines, telephone plant in sc)v ice, 

accumulated deprec iation and many operating expenses. 

The H L data submiss ion for average schedule settlemcnt carriers does not have asset or 

expense data SO these carriers were not included. We a lso removed 91 study areas belonging to 

members of the Publicly Traded RLEC proxy group from the calculation (see list at end of 

Appendix). The amounts of Telephone Plant ill Service and Access Lines are listed in Data 

Lines 160 and 060, respectively. A simple average of these amouDts was calculated for the 675 

RoR fLEC study areas. 

The ca lculation of average revenues was not as straightforward because revenuc figures 

are not reported in the H L data ubmission or in any single publicly-available data base. 

However, due to the nature of rate-of-return regulation we can make a reasonable estimate o f the 

average RoR !LECs revenues by fo llowing the basic revcnuc requirement fOn1lUla : 

Telephone Plant in Service - Accumulated Deprec iation = Rate Base x Rate-of-Return = 
Retulll on Rate l3ase + Operating Ex penses and Taxcs = Revenue Requirement 

11 Avaihtblc for download alllltps:llwww.ncca.or .Publiclnlcrior.asp:<?id-... 1190 



The BCL data submission contains the telephone plant and accumulated depreciation 

balances a well as mo t of the operating expense amounts. n However, customer operations 

expense and total depreciation expense is not includedH Fortunately, there is another source of 

data for these expen es, namely the NECi\ interstate access tariff fi ling. We calcu lated (I) total 

customer operations expense as a percentage of total operating expenses and other taxes and (2) 

total depreciation expense as a perccntage of telcphonc plant in sctvice. 74 

Estimate of Average RoR IlEe Regulated Revenue Requirement: 

Total Plant in Service $ 34,292,002 

Accumulated Depreciation $ (21,759,620) 

Rate Base S 12,532,382 

Rate of Return 11.25% 
Return on Rate Base $ 1,409,893 

Operating Expenses: 

Plant Specific Expenses $ 1,565,238 

Network Operations Expense 461,001 

Depreciation Expense 1,871,238 5,46" of IPI!) 

Customer Operations Expense 622,912 11.49% of Total Other Expenses 

Corporate Operations Expense 1,164,226 

Operating Taxes 360,728 

Estimated Revenue Requirement S 7,455,236 

NECA Historical Data Period 2010 Total Subfoct to _ions 
260 - Total Expenses & Other Taxes 4,297,015 

200 - Customer Operations Expense 442,764 11 .49% 

Total Expense less Customer Operations 3,854,251 tOO _ 

190 - Depreciation/Amonization Expense 1,351,083 5.46" 

370 - Total Plant in Service 24,759,729 100._ 

72 Sec the rollowing HCL DiHa Line:,: 160-Tclcphonc Plant in Service; 190-Accumulated Depreciation; 445-Tolul 
Plant Specific Expenses; 450-Network Operations Expense; 565-Corpornte Operations Expense; and 650-0perating 
Taxes. 

i) NOle Ihal depreciation cxpcn~c of central office C(luipment and cable and wire facilities is illcluded (DL 525 and 
DL 530) but depreciation or expense of general ~upport facil ities is IIUI. 

• 
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" See N/:XA "li"oll.,milto/ 11'0. 13/4, Volume 2, Exhibit 2, page 5 ors (July 2011). Data is derived rrom lines 260, • 
200, 190 and 370. 
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•• Publicl y Traded RLEC proxy group study areas rcmovcd from ca lcu lations: 

1"_1_"""""'" l!!!!!!!l-...... 1"""'1 I .. -1-"""""", l!!!!!!!l- ....... I-I 
542334 ~~ .... "-"""'ESfTa. CA ""'"0 T~.Prdtm~1nc.. MOIM3~CA"rB.. r-.c C)( 

35"'" I-idoyToch l'ElRTlI'OHOOM"EOt IA :mm Tdc{h:nO mel D:t..l $pcrrG, Inc.. >AON<fTaco w 
UOZ17 Tdqtolokd(Ua9(.""B.n;. IMElIA T8. C(R' II< ""'17 T~M1Ox.1~n:. MT \o8foCNTB. co w 
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APPENDIX 3: Empirical Evidence Supporting Discounts for Lack of 
Marketa hili ty 

Summary of R estricted S tock and Private Placement Studies's 16 

Discount 
Siudy Dale Period # of Mean Medl,n 

covered cOI1lEBnles 

SEC 11I. lil"lioll.1 Illvesior Siudy Report , 1971 1971 66-69 398 24.00% 
GeI",oll restricled stock. J 972 1972 68· 70 89 33.00% 33.00% 
Moroney, 1973 1973 68.70 145 35.60% 33.00'10 
Maher. 1976 1976 69·73 34 35.50% 33.30% 
Trout 1977 68·70 60 33.50"10 
Sl!Indard Researeh Consullnnts 1981 78·82 28 45.00% 
Johnson & RaceHc 1981 67· 73 86 34.00% 
Willnmcue MaDagement Associates 1989 81.84 33 31.20% 
Wruck. Karen Ii. 1989 79·84 

Regislered 36 -4 .10% 1.80% 
Unregistered 37 13.50"10 12.20% 

Silher 1991 81-88 69 33.80% 
liertzel & Smilh 1993 80·87 106 20.10"/. 13.30% 
Managemenl Plonning. Inc. 1997 80·95 49 27.70% 28.80% 
Johnson. 1999 1999 91 -95 72 20.20'10 
Columbiu Finall~iul Auvisul'S 2000 96-97 23 21.00% t4 .00~~ 

Columbia Financial Advisors 2000 97-98 15 13.00"10 9.00~, 

Rnjaj. Denis. Ferri,. Sarin 2001 2001 90·95 
All 88 22.20"10 20.70% 
Regislered 37 14.00"10 9.90'10 
Unregislered 51 28.10"10 26.50% 

FMV Dalabase. 1980 - 411997 2010 80·97 243 22.80"/, 20.80% 
FMV Database. 511997 · 1012007 2010 97-fJ7 311 20.80"10 16.00% 
FMV Dalabase. 1112007 . 1012008 2010 07-08 43 8.60"10 6.00% 
Finnerty 2003 91·97 101 20.10"10 15.50% 

18.40% 16.70% 

W" 2004 86·97 30 1 8.70% 19.80% 
Rnrclayflloldcrnes.</Sheehnn 2006 79·97 594 18.70"10 17.40% 
I Jarri s-Tmsman Valuation Associates 2009 07·08 80 18.10% 14.40% 
Average 21.70% 19.20% 

1S Discounts for Lack Qf Marketability~rhcory .. Evidence and Technique by John J. Stuckdl.l le, Sr. was used as;:, 
reference material for some of the siniislics included here. '111is Jlublication is aVOt illlblc ul www.bvrcsoun.:cs.com. 

76 In formation from Va hmlion Advisor~ , I.LC witS used II reference mnlcrial for SOUle orlhe stat ist ics includcd here . 
Dala is avn il llbic at www.bvmarketdata.com. 
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RATE OF RETURN FOR INTERSTATE SERVICES • 
2 Q. Please state your full name for the record. 

3 A . Douglas Duncan Meredith. 

4 

5 Q. Arc you the same Douglns Meredith that filed Rebuttal Testimony in this Docket? 

6 A. Yes. 

7 

8 Q: In Mr. Brevitz' Rebuttal Testimony (Lines 16-102), he propounds the idea that the 

9 interst:lte rate used for Carbon/Emery from NECA's FCC Forms 492 sllOuld be 9.4 

10 percent. What observations do you have regarding this proposal? 

II A: I recommend the Commission reject this proposal. My recommendation is based on 

12 

13 

several facts. First, Public Service Conunission rule R746-360-8(A)(1 )(a)(i) requires the \ . 

Commission to usc the prior year return reported by NECA to the FCC on FCC Form 492 

14 for incumbent telephone corporations. The relevant rate of return for Carbon/Emery is 

15 11.45 percent. The NECA Form 492 reported to the FCC and to be used in this 

16 proceeding is attached to a ECA transmittal letter received by the FCC on September 

17 30,20 14. (Surrebuttal Testimony or D Meredith Exh.ibit I) In the transmittal letter, Ms. 

I R Patricia Chirico, explains that "NECA has provided two Form 492 reports. The first 

19 app lies to companies that participate in NliCA's Common Line pool. The second applies 

20 to the smaller subset of companies that participate in both ECA 's Common Line and 

21 Traffic Sensitive pools." It is incumbent on the Commission to select the Form 492 that 

22 applies to CarbonlEmery. CarbonfEmery docs not participate in NECJ\'s Traffic 

23 Sensitive pool and consequently the Forl11 492 that applies to Carbon/Emery reports a 



• rate o f return of 11.45 percent. The Form 492 that Mr. Brevitz references docs not apply 

25 to Carbon/Emery because it is used for carriers that participate in both NECA pools. 

26 

27 Q: What about the concept of a blended interstate rate and using the second Form 492 

28 as 11 proxy for CllrbonfEmery? 

29 A: The PSC rules don' t suggest using another interstate rate as a proxy. Furthermore, the 

30 proxy idea fails due to the fact that Carbon/Emery left the Tra ffi c Sensitive pool in part 

3 1 because it fel t the pool wasn' t properl y representing its interests. Consider the Special 

32 Access component of the Traffic Sensitive poo l. The 20 13 NECA ratc of return for this 

33 component of interstate service is 6.05 percent. The authorized rate or return for this 

34 component is 11.25 percent but due to a number of factors, NECA incorrectly set its tariff 

fI prices too low or incorrectly predicted a higher level of demand and the reali zed rate of 

36 return was almost half of what it is authorized to yield. Because Carbon/Emery left the 

37 pool and arranges its prices to yield a rate that is closer to the FCC authorized 11 .25 

38 percent for interstate services, the proxy is not appropriate. There isn' t any sound 

39 rationale to fo rce a de faCIO incorrect proxy onto Carbon/Emery in this procceding. 

40 

41 Q: If the Commission were to use a proxy rate--contrary to its own rul~what should 

42 the proxy rate be fOI" interstate services? 

43 A: The prescribed autJlOrized rate of return for interstate services is 11 .25 percent. I have 

44 already dcscri bed the fact that while the FCC has had ample opportunity to change this 

45 rate, it has chosen not to change it. Thus, if the Commission wanted to modify its rule I 

2 



46 would recommend it apply the FCC prescribed rate of return. However, thi s change • 47 shouldn't happen in th is proceeding. 

4X 

49 Q: When did the FCC last review the 11,25 pel'cent rate of return'! 

50 A: The FCC confirmed cont inued usc of the 11.25 percent rate of return in thc MAG Order 

5 1 released in 2001. (FCC 01-304: Multi-Associalion Group (MAG) Plan for Regulalion of 

52 Inlerslale Services of Non-Price Cap Inc 11m bent Local Exchange Carriers and 

53 lnterexchange Carriers Federal-Slale Joinl Board on Universal Service Access Charge 

54 Reform f or lncumbent Local Exchange Carriers Subjecl lo Rale-oJ-Retllrll Regulalion 

55 Prescribing the Alllhorized Rate ofRelllrn ji:H InlerSlale ervices of Local Exchange 

56 Carriers -- J.5Slled: 1110812001) Mr. I3revitz stated that thi s rate was establ ished in 1984 

57 (Li ne 98), leaving the reader to infer the FCC hasn' t examined thi s issue for over 30 • 58 years. Moreover, as I previously di cussed in my rebuttal testimony, the FCC created a 

59 record in 201 3 regarding its authorized rate and has not revised the I 1.25 percentage, 

60 

6 1 Q: Does this conclude your surrebuttal testimony? 

62 A: Yes. 

• 
3 
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• NECA J 
80 South Jefferson Rood • Whippany, NJ 07981 

Patrk:ia A . Chirico 
Exocuttvo Director 
rarfffs. Rates. COSls & Ave",go Schedules 

September 30, 2014 

Mr. Steven Steckler 
Federal Communications Conllnission 
Industry Analysis & Tcchnology Division 
Wireline Competition Bureau 
445 12lh Street, SW 
Washington, DC 20554 

Dear Mr. Steckler: 

Carbon/Emery T~com·OoCket' 15-2303-01 
Surrebuttal Testimony 0 Mer'edith Ex 1 

NECA Filed FCC 492 - Scp12014 .pdf 

Volco: 973-884-8087 
Fax: 973-884-6469 

E-mai: pcmrico@neea.org 

RECEIVED - FCC 

SEP 302014 

FOOei8I Communlcatilns GIlmmlss\oll 
Bureau I Offico , 

Attached please find, in accordance with Part 65.600 of the Conunission's Rules. the Rate of Return 
Report covering the cumulative period of January 1.2013 through December 31.2013 for common 
line and Ir'affic sensitive pools administered by NECA. The attached reports contain Rates of Return r calculated from data reported to NECA pools. 

NECA has provided two Form 492 reports. The [lISt applies to companies that participate in 
NECA's Common Line pool. TIle second applies to the smaller 'subset of companies that participate 
in both NECA' s Conunon Line and Traffic Sensitive pools. Because all Common Line pool 
participants receive a uniform return on investment. the Common Line rate of return reported on 
both forms is identical. 

In addition. the current version of Form 492 requests data separately for the End Office. Information 
alld Local Transport elements. NECA only has switched access data available at the category level· 
and consequently is unable to provide separate information for these elements. Infonnation on 
aggregate switched access results is provided as an attachment to the Form 492 report applicable to 
companies that participale in NECA's Common Line and Traffic Sensitive pools. 

If there are any questions regarding the enclosed. please call me. 

Sincerely. 

Enclosures 

cc: FCC Secrclary 

EXHIBIT 

Ice-IfJ ~ 
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National Exchange Carrier Association, Inc. 
80 South Jefferson Road 
Whippany, NJ 07981 

Cumulative Period Covered 
from : 011 13 to 12I !3 

Common Line Pool Form 
Addi tional Statements 

Pursuant to Section 65.600 of the Commission's Rules, NECA is submitting cumulative period Ratc 
of Rcturn information for thc Common Line Pool for the period January 20 13 through December 
20 13, as of thc August 20 14 settlement view. 

All of the individua l line items on the Form include estimates and arc subject to further adjustments, 
as Exchange Carriers revise data. The amounts in this report requirc the fo llowing additional 
explanations: 

I. This Common Line·only poo l report supplements data contained in NECA's combined 
Common Linerrramc Sensitive pool f orm 492 Report. Common Line data contained herein 
is duplicative of the data contained in NECA's combined report and the combined reports of 
individual exchange carriers that participate in NECA's Common Line pool but not its Traffic 
Sensitive pool. 

• 

2. Six companies converted from average schedule settlements to cost-bascd settlements during • 
the cumulative period. These conversions affect the levels of expenses and investment 
associated with the Common Line Pool during the reporting periods. 

3. The 2012 Second Further Modification of Average Schedules was effective beginning July I, 
2012. The 2013 Modification of Average Schedules was effective beginning Ju ly 1,20 13. 
These fonnulas are the basis for total payments to average schedule companies in the current 
period that are included, along with Category I.B NECA administrative expenses, in line 2 of 
NECA's Form 492. 

4. As of August 2014, cost study data representing 100.0% of the Common Line cost company 
revenue requirement are reflected in the attached report. This is expected to materially reduce, 
but not eliminate, changes to the reported pooling data and earnings leve ls as errors and 
omiss ions are di scovered. Also, pursuant to FCC rules, Interstate Common Line Support 
payments for calendar year 20 I) arc subject to true-up in 2015. 

5. The report includes cumulative period rate of return data reported to NECA for 1,12 1 study 
areas that participated in NECA's Common Line tariffs pursuant to Commission ru les . 
Reported cost and average schedule settlements informat ion is used for the study areas in the 
report. 

• 
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I. Name: and Address of RcportinC Company 

National Exchange ClI'Ticr Associacion 
80 Soulh Jef1erson Road 
Whi an. NJ 01981 

FCC.'l 
NEeA Common Line Pool PartieiplUlls 

2. Reponing reftod 
e.) Annual Pcrtod Covered 

From: 01/1) To: 
(b) Cumulative Period Covered: 

From: 01/11 To: 
RAn: OF RETURN REPORT 

(R~(Id Ins/ructions on Re~'n 8ejOl't Compkt'ffgJ 
Doll. Amounts Shown in Thousands 

12113 

12113 

1. Particulars CA) In!tlslIte Access Common Line (C) S",ciolllccess 
Cooenl Year Cumulalive Current Year C'umuillive CUffcnt Yell Cumulative 

I. TOlal Revc:nues Nil NA SI,345,442 SI,345,442 NA Nil 

2. Tocal Expenses and Taxes NA Nil SI,141 ,679 SI ,"',679 Nil Nil 

J. Opel. Inc. (Net Return) (1 ·2) Nil NA 520l,16l 520l,16l NA NA 

4. Rate Basc-(Av&- Ne! Invest) NA Nil $I ,nl ,146 51,171,846 ..... ..... 
S. Rale: o(Rc:lurn (%) AlUlUalized I'll NA II.4S,.. 11.45% I'll Nil 

6. FCC Ordered Refund· 
Amortized for Cunenl .. A I'll SO SO NA "A 
Pc. iod (see lil'IC 6 IMII ) 

7. Net Return (i rltl. eff«t of NA Nil $20l,163 520l.163 Nil "A 
FCC Orde, Refund) (l+6) 

a. Rale of Retum (incl . effect ofFCe Nil NA II.4S% 11 .. 5% NA Nil 
Order Rcfund) (7/4) Annualized 

Switched Trame Scn.,iHve 
3. Particulars (0) End OfT.,. (E) InfonnMion (F) Local Tnuu_ 

Current Year Cumul_ive Current Vear eum ..... ivc C\urelJl Ye. CUJnulative 
I. T olAl Revenues Nil NA NA NA NA NA 

2. TotaJ Expenses atMI Taxes NA Nil Nil NA NA NA 

3. Oper. Inc. (Net Rth.-n) ( 1-2) Nil NA NA Nil Nil NA 

4, Rate Base-{Avg. Net Invesl.) NA 1'111 Nil NIl NA NA 

S. Rate of Reharn (Yt) AntuaaJiud NA NA NA Nil NA NA 

6. FCC Ordered Refund- Nil NA NA NA NA Nil 
Amortized for CUffent 
Period (see tine 6 Inslr) , 

1. Net Return (incl. effed of Nil Nil NA Nil "II Nil 
FCC Ordu Refund) (J+6) 

8. Rile of Rerurn (incl. effeci ofFce Nil Nil NA NA Nil Nil 
Order Refund) (714) Annual ized 

4. Races of Return for the Swilchc:d Trame. Sensilive CateiOfY S. Multiplicative faciO. Used for Annualizine Rale 
(a) Cuneol Year (b) Cumulalive o( Return (Of Cumul8live Measurement Pe,tod 1.0000 

6. TOCfll Oul-o(-Period Adju.shnenl 
NA NA (see instruction K) SO 

1. CCW(teahon: t Cettlfy 1M! I .... lIM chl.rfi~ .. 1 officltor the duly ___ pcd ~ount~ olT'lCa: !hat I J ..... CUlnWlal dtc ro.cBOI"I rcpc:wt: 

lhal to lhc best of my Ir.no-Wae. ,,,rOl1Mlioa • .rId Wier. all .talematU of rKt concained ill WI npotl _ trllC altd this "pon if;. CC)rTDCI l\ttcn'le.!lt 

orihc bus:ifteu Ind arr.irf 01 the. ~1UImOd rCllpClftCbI ill rHpCCC 10 each &ltd CWf)' mMW let fortb dMm" "'... ' ficd 

OlJle Typed Name of Person Sisning Title or PCTSOn SigninG Tel. No. 

91)·884· 8190 
09IlMOI4 Peter OunblI Chief Fmancial Offie.er 
WIt.UUl. ' " LSliST" ' EWfJ"U MAO£ON TtlS ~ AU ....... ISHA.U 8'" nNl ANOI()R IM,.,SOMoIENr fU J COOi. T11'U " . S--IOOILA~ UYOCATtOHor Al',j 'l' 

'CC"'''S.~'''',lOl . 
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National Exchange Carrier Associntion) Inc. 
80 South Jefferson Road 
Whippany, NJ 0798 1 

NECi\ Tariff Partic ipants Ponn 492 
Additional Stalements 

Cwnulative Period Covered 
From: 01113 10 12113 

Pursuant to Section 65.600 of the Conunission's Rules, NECA is submitting cwnulative period Rate 
of Return infonnation for the Common Line and Traffic Sensitive categories for the period January 
2013 through December 2013, as of the August 2014 settlement view. 

All of the individual line items on Fonn 492 include estimates and are subject to further adjustments, 
as Exchange Carriers revise data. The amounts in this report require the following additional 
explanations: 

1. NECA does not collect pooled data for Switched End Office, Infonnation, and Local 
Transport. It collects data for total Switched Access only. Attachment I provides partiCUlars 
for total Switched Access. 

2. Beginning July 2012, switched access revenue requirement amounts in "Swilcl\!'rl Traffic 
Sensitive" colwnn and included in the " Intenllate Access" column are frozen and adjust 
yearly pursuant to USFIICC Transfonnation Order. They do not represent actual revenue 
requirement for mCA pool participants. 

3. Begitming July 20 12, "Switched Traffic Sensitive" and "Interstate Access" columns include 
intrastate terminating-switched access revenue and intrastate switched revenue requirement 
that were frozen and adjust yearly pursuant to rules promulgated in the USFIICC 
Transfonnation Order. Abo beginning July 2012, total revenues reported in those columns 
include CAF ICC support and ARC amounts. 

4. Six companies converted from average schedule settlements to cost-based settlements during 
the cumulative period. These conversions affcct the levels of expenses and investment 
associated with the Common Line and Traffic Sensitive pools during the reporting periods. 

5. The 2012 Second Further Modification of Average Schedules was effective July 1,2012. 
The 20 13 Modification of Average Schedules was effective July 1, 2013 . These fonnulas are 
the basis for total payments to average schedule companies in the current period that are 
included, along with Category I.B and I.C NECA administrative expenses, in line 2 of 
NECA's Fonn 492. 

6. As of August 2014, cost study data representing 100.0% of the Traffic Sensitive cost 
company revenue requirement are reflected in the attached report. This is expected to 
materially reduce, but not eliminate, cbanges to reported pooling data and earnings levels as 
errors and omissions are discovered. Also, pursuant to FCC rules, Interstate Common Line 
Support and CAF ICC Support paymenls for calendar year 2013 are subject 10 true-up 
through 20 16. 

7. The report includes cumulative period rate of return data reported to NECA for 1,071 study 
areas thaI have participated in both NECA's common line and traffic sensitive tariffs 
pursuant to Commission rules. Reported cost and average schedule settlements infonnation 
is used for the study areas in the report. Revenues for these study areas are derived using the 
pool realized rate of return. The Totallnterslalc Access columns consist of data summed 

• 

• 
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from Ihe Common Linc and Truffic Sensilive calegories. Exchange carriers nol included in 
NECA's Fonn 492 filed an inlcrslale access lllriff during Ihe moniloring period and file Iheir 
own Fonn 492 pursuHnl to Commission rules. 

8. NECA reports ilie Rate of Relum as an aggregate for Ihe Traffic Sensitive category for 
monitoring purposes per Authorized Rates of Rerum for Interstate Services of AT&T 
Communications and Exchange Telcphone Carriers, CC Docket No. 84-800 Phase (, 
Memorandum Opinion find Order, FCC 86-14 (released March 24, 1986) at n. 51. 
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