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My name is Richard B. Lee. | am Vice President of the economic consulting firm
of Snavely King Majoros O’Connor & Lee, Inc. with offices in Washington, D.C. My
testimony proposes eight adjustments to the revenue requirement presented in the
testimony of Qwest witness George Redding. My adjustments have the effect of
changing Qwest's revenue requirement deficiency of $201.2 million to an excess of

$46.2 million.

Adjustment 1 — Customer Operations Expense

Adjustment 2 — Corporate Operations Expense

These adjustments reduce Qwest's revenue requirement by $20.5 million for
customer operations expense and $11.7 million for corporate operations expense.
These adjustments reduce expenses to the level appropriate for the test period
(December 31, 1999) based upon the trend of these expenses from January 1997
through December 1999.

In my surrebuttal testimony, | explain that Mr. Redding's challenge to my
calculations based upon booked expenses subsequent to the test period should be

rejected. As Qwest itself has conceded, financial bookings beyond the test period are

irrelevant to the determination of appropriate test period adjustments.




ARIZONA CORPORATION COMMISSION

Docket No.T-01051B-99-0105

Summary of Pre-Filed Testimony of Richard B. Lee
Page 2

Adjustment 3 — Services Deregulated by FCC

This adjustment reduces Qwest’s revenue requirement by $2.4 million to reflect
the removal of half of the losses for services deregulated by the Federal
Communications Commission (“FCC”). This policy adjustment is consistent with that
made by the Commission in Qwest's last rate case, and ensures that intrastate
ratepayers are not burdened with the full effect of losses incurred in providing services

deregulated by the FCC.

Adjustment 4 —- Directory Advertisinqg

This adjustment reduces Qwest’s revenue requirement by $41.3 million to reflect
the long-standing imputation of directory advertising revenues in the determination of
intrastate revenue requirements. This policy adjustment is based upon the decision of
the court to transfer the directory function to the Bell Operating Companies in 1984 so
that the significant profits of this operation would continue to be used to reduce local
telephone rates.

In my surrebuttal testimony, | explain that the 1988 Settlement Agreement on
this matter does not require the discontinuance of this policy adjustment. While the
1988 Agreement requires the Commission to consider the fees and value of services

received by Qwest from DEX, the basis for imputation remains the value of the directory

function transferred to DEX.
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Adjustment 5 — Productivity

This adjustment reduces Qwest's revenue requirement by $25.6 million to reflect
productivity improvement beyond the test period. As | explain in my direct testimony, if
the Commission allows adjustment for input price increases beyond the test period, as
proposed by Mr. Redding, it must also allow an adjustment for expected productivity
improvement. My adjustment is based upon Qwest’s average productivity since 1994.

In my surrebuttal testimony, | explain that Mr. Redding’'s challenge to my
calculations based upon booked expenses subsequent to the test period should be
rejected. As noted above, such bookings are irrelevant to the determination of
appropriate test period adjustments. The Commission should expect no less than

average productivity gains from Qwest in this proceeding.

Adjustment 6 — Depreciation

This adjustment reduces Qwest's revenue requirement by $110.5 million based

upon a calculation which assumes that the lives approved by the Commission in
Decision No. 62507 became effective on the depreciation study date, January 1, 1997.
Depreciation rates prescribed by the FCC have been made effective coincident with the
depreciation study date since 1991. My calculation also updates depreciation rates as
of the test period, December 31, 1999. | note that this calculation is consistent with
FCC rules which allow the use of very short depreciation lives, such as adopted by the

Commission, only in conjunction with a below-the-line increase in depreciation reserve

levels.
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In my surrebuttal testimony, | explain that the use of very short depreciation lives
without a depreciation reserve increase would result in excessive depreciation expense.
The court had found that excessive depreciation expense represents, in effect, capital
contributions paid by subscribers. | contend that the Commission is not empowered to

require telephone subscribers to contribute capital to finance Qwest’s operations.

Adjustment 7 — Rate of Return

This adjustment reduces Qwest's revenue requirement by $26.1 million to reflect

the rate of return found appropriate by DOD/FEA witness Charles W. King.

Adjustment 8 — Revenues

This adjustment reduces Qwests revenue requirement by $15.0 million to reflect

the level of revenues appropriate for the test period. This adjustment is based upon the

trend of intrastate revenues from January 1997 through December 1999.
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My name is Charles W. King. I am President of the economic consulting firm of Snavely
King Majoros O’Connor & Lee, Inc. with offices in Washington, DC. I am appearing on behalf of
the Department of Defense and all Federal Executive Agencies. My testimony, both direct and
surrebuttal, deals with the rate of return that should be authorized on an original cost rate base for the
Arizona intrastate operations of US WEST, now renamed Qwest. For purposes of this testimony, 1
refer the subject company as “US WEST” or “the Company.” Much of my direct testimony and all
of my surrebuttal testimony responds to the testimony of US WEST’s rate-of-return witness Peter

Cummings.

Direct Testimony

In my direct testimony, I find that a fair rate of return on the original cost rate base for US
WEST’s Arizona intrastate operations is 9.54 percent. When applied to the fair value rate base, this

return percentage should be adjusted to produce the same amount of return dollars.

In developing this return, I have accepted US WEST’s claimed capital structure of 47.6 debt
and 52.4 percent equity. I have also accepted US WEST’s claimed cost of debt of 7.39 percent.

The cost of equity must be determined in a manner that responds to the mandates of the U.S.
Supreme Court as laid down in a series of decisions, the most relevant of which is F.P.C. v. Hope
Natural Gas. In that decision, the Court found that a fair equity return is one that is commensurate
with returns of enterprises having corresponding risk and one that will allow the enterprise to

maintain credit and attract capital.

I find that “enterprises having corresponding risk” to US WEST’s Arizona intrastate
telephone operations are other Bell Regional Holding Companies (“RBHCs™) and electric utilities

with bond ratings equivalent to or higher than US WEST. I challenge Mr. Cummings’ claim that

unregulated industrial, service or financial enterprises have risks similar to that of US WEST.




I consider the Discounted Cash Flow (“DCF”) procedure to be the most accurate test of a
market return to equity capital. The basic premise of this procedure is that the market establishes a
price for each stock at the discounted present value of all future flows of cash that investors expect
from purchasing that stock. These cash flows consist of two components, the immediate cash flow
in the form of a dividend and the prospect for future growth in dividends. The DCF return to equity

is therefore the sum of the dividend yield and the expected rate of growth in dividends.

The “classic” DCF formulation, which the Federal Communications Commission (“FCC”)
believes should be given the greatest weight in determining equity return, combines the dividend
yield in the immediate period (coming year) with consensus estimates of the rate of growth in

earnings as determined by surveys of investment analysts.

For US WEST, I find that the immediate dividend yield is 3.0 percent, and the consensus of
forecasts of growth is 7.22 percent for a classic DCF indication of 10.22 percent. The corresponding
DCF indications for the other RBHCs are 12.01 percent for Verizon, 12.73 percent for BellSouth and
15.18 percent for SBC. For a comparison group of 34 electric utilities with Moody’s bond ratings of
A3 or better, the classic DCF returns range from 9.06 to 14.83 percent, with an average of 11.53

percent.

An alternative to the classic DCF model extrapolates the historical trend in earnings per share
growth to estimate the rate of future earnings growth. I develop these DCF returns but find that they

are so varied as to question their reasonableness.

An alternative to the DCF procedure is the Capital Asset Pricing Model (“CAPM”) on which
US WEST witness Cummings places considerable reliance. This model is based on the proposition
that investors, through diversification, can eliminate most of the specific risk of an individual stock,
but they cannot avoid the overall risk of the stock market as a whole. The CAPM employs a measure

called “beta” to assess the relative risk of an individual‘ stock to that of the overall market. Beta

reflects the covariance of the fluctuations in the price of the individual stock with that of the market:




a beta of 1.0 means that the stock fluctuates to the same degree as the market, a beta of .5 means that

the stock price fluctuates with the market at only half the rate as the market.

I find that all four of the measures required to implement the CAPM are highly uncertain and
to some extent subjective. (1) The determination of the risk-free return is subjective because the
yields on U.S. Government securities, which are the traditional measure, vary depending upon the
term of the instrument. (2) The measurement of beta is uncertain because beta varies by time period
and because there is considerable debate over whether “adjusted” of “unadjusted” betas should be
used. (3) The measurement of the risk premium of the market as a whole is highly controversial.
The historical risk premium approach, which uses the recorded difference between stock and bond
yields over more than seven decades, is so conceptually and statistically flawed as to be without
value. The ex ante measurement of the market’s risk premium used by Mr. Cummings is
conceptually acceptable, but it is redundant with the DCF procedure because it applies that theory to
a large number of companies to arrive at the market return. (4) Finally, the assumption that beta and

risk premium are linearly and proportionately related has no conceptual or empirical basis.

The beta measure may have some value, however, as a test of relative riskiness, as it appears

to explain some of the variation in the DCF return indications of among the four Regional Bell
Holding Companies. Specifically, the relatively low beta for US WEST may explain its low DCF

return requirement.

Using the 10.22 percent DCF return for US WEST as the bottom of the range, and the 12.73
percent for BellSouth as the top, I select 11.5 percent, the approximate midpoint, as the appropriate

return to equity for US WEST.

Unlike Mr. Cummings, I do not adjust this DCF-based return for the costs of stock flotation.

I demonstrate that Mr. Cummings’ adjustment grossly over-recovers the stock flotation costs that US

WEST has incurred since 1984.




The 11.5 percent equity return, when weighted with the debt portion of US WEST’s capital,

yields a composite return to total capital of 9.54 percent.
Surrebuttal Testimony

My surrebuttal testimony responds to six criticisms of my testimony made by Mr. Cummings

in his rebuttal testimony.

First, Mr. Cummings asserts that my statement that all market returns are comparable to all
other market returns is incorrect. I respond that Mr. Cummings either did not or chose not to
understand this statement. Investors establish the price they are willing to pay for any stock by
balancing their valuation three things: the dividend yield, the expected growth in earnings, and the
confidence in that future earnings growth. Investors compare these three elements for all stocks with

all other stocks in setting prices they are willing to pay.

Second, Mr. Cummings states that the electric companies I use for comparison purposes have
much lower risk than telephone companies. I concede that the companies are less risky, but the
activities at issue in these proceedings, which are the Arizona intrastate landline service of US

WEST, are quite comparable with the predominant activities of the electric companies.

Third, Mr. Cummings states that I understated the forecast dividend yield of Verizon. The
dividend yield I used was based on the initial investors’ services’ forecasts of Verizon’s dividend.

Those have since been revised, and I accept Mr. Cummings’ update.

Fourth, Mr. Cummings states that I inappropriately included a DCF refum analysis for the
pre-merger US WEST company. I point out that the analysts’ forecasts I used for my DCF analysis
were made prior to the final approval of the merger with Qwest. I include the DCF study of US
WEST that I performed in October 1999 when the merger with Qwest was far from certain. Both

studies show a very low return requirement consistent with US WEST’s low beta and its very high




proportion of revenue from low-risk local telephone services.

Fifth, Mr. Cummings argues that I inappropriately dismissed the historical risk premium
model as flawed. Mr. Cummings fails, however, to address, let alone rebut the demonstration in my

direct testimony that this approach is so conceptually and statistically flawed as to be without value.

Finally, Mr. Cummings contends that I failed to provide adequate allowance for stock

issuance expense. Using Mr. Cummings’ own numbers, I demonstrate that stock flotation costs are

negligible and that his allowance would grossly over-compensate the Company for those costs.




