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Q.
PLEASE STATE YOUR NAME, ADDRESS AND QUALIFICA-TIONS TO PROVIDE TESTIMONY IN THESE PROCEEDINGS.
A.
My name is Michael A. Crew.  My address is 21 Somerset Avenue, Bernardsville, New Jersey, 07924.

I am Professor of Economics and Director of the Center for Research in Regulated Industries, School of Management, Rutgers University.  I received my B.Com. in 1963 from the University of Birmingham and my Ph.D. from the University of Bradford in 1972.  I have taught applied microeconomics, including regulatory economics, at the Graduate School of Management, Rutgers University, since 1977.  Prior to joining Rutgers, I served on the faculty of several universities and colleges including Wesleyan University, Harvard University, Carnegie-Mellon University, and the University of Strathclyde.  My principal research interests are regulatory economics, peak-load pricing, and the theory of monopoly.  My current and recent research includes the economics of postal service, economic depreciation, diversification and deregulation issues for utilities, incentive regulations and access pricing.  I have published five books, fourteen edited books, and over sixty articles in journals and books including the following:  American Economic Review, Economic Journal, Bell Journal of Economics, Journal of Political Economy, Journal of Regulatory Economics, and Public Choice.  I have served on the editorial boards of Utilities Policy, the Journal of Economics and Business, and the Journal of Industrial Affairs.  I am the editor of Topics in Regulatory Economics and Policy, a series of books on regulatory economics.  I am the founding editor of two journals, Applied Economics and the Journal of Regulatory Economics.  I am currently editor of the Journal of Regulatory Economics.
In addition to my academic experience I have consulted on pricing, economic costing, economic depreciation and regulatory economics for a number of major corporations, including AT&T, BellSouth, Independent Power Producers of New York, Jersey Central Power and Light, New York Telephone, Northwestern Bell, Royal Mail, Sithe Energies, United States Department of Energy, United States Department of State and the United States Postal Service.  I served on the Board of Directors of Energy Initiatives, Inc., from 1984-1988.  My qualifications are described in further detail in my curriculum vitae, attached as Ex. ____ (MAC-1).

Q:
WHAT IS THE PURPOSE OF YOUR TESTIMONY?
A:
The purpose of my testimony is twofold:  (1) to propose that the Commission adopt economic lives as the appropriate measure for the prescribed lives used for depreciation purposes; and (2) to respond to errors and inadequacies in the arguments and analyses presented by GTE Northwest, Inc. (GTE) witnesses, Allen E. Sovereign and Dr. Lawrence K. Vanston and contained in the report appended to his testimony under the names of Dr. Lawrence K. Vanston and Ray L. Hodges.

Q:
EXPLAIN BRIEFLY HOW YOU WOULD APPROACH THE DETERMINATION OF DEPRECIATION LIVES.

A:
My approach is based upon economic depreciation which is a forward-looking concept.  Economic depreciation is driven by the cash flows expected from an asset or assets.  In simple terms economic depreciation is a measure of change in the value of an asset during a particular time period, say one year.  Economic depreciation for year 3 is derived by taking the difference in the present value of the remaining cash flows at the end of year 2 and the end of year 3.  If expected cash flows are declining sufficiently rapidly economic depreciation will be front-loaded or accelerated, relative to straight-line depreciation.  Over the economic life of the asset, depreciation will decline in each successive period.  By contrast if cash flows are growing, economic depreciation will be end-loaded.  In practice, most regulatory commissions, for example, the Washington Utilities and Transportation Commission and the Federal Communications Commission, use straight-line depreciation which involves equal payments spread over the life of the asset.

The FCC's move to employ economic depreciation is thus constrained because straight-line depreciation is used.  Given this, changes in depreciation policy are achieved by adjusting prescribed lives.  Shortening these prescribed lives amounts to making the depreciation schedule more front-loaded.  Using prescribed lives to approximate economic depreciation should not obscure the underlying factors determining economic depreciation, namely the cash flows which can be expected from an asset or assets over their remaining economic lives.  GTE witnesses claim that prescribed lives should be further shortened to approximate economic depreciation better.  This claim is equivalent to the notion that cash flows associated with their assets are declining at an anticipated rate which merits more accelerated treatment than embodied in their current prescribed lives.  The evidence they adduce to support this implicit claim of declining cash flows is sparse and relies on techniques which cannot capture the current realities of the telecommunications sector.  Indeed, their arguments assiduously avoid the central issue here which is the large potential for growing, not declining, cash flows in telecommunications which seems apparent to almost everyone but GTE witnesses.

Q:
WHAT DEPRECIATION LIVES DO YOU THEN PROPOSE FOR USE IN THIS PROCEEDING?

A:
I propose lives that are forward-looking.  The Federal Communications Commission has made a serious effort to put theory into practice and to develop lives that are forward-looking.  I would therefore be inclined to look to the FCC for guidance.  The FCC's lives for the accounts described on page 6 and page 13 by Mr. Sovereign are presented along with the lives prescribed by the Washington Commission.
  The Commission's prescribed lives are within the limits of those set by the FCC.  Mr. Sovereigns proposal requests lives that are much shorter in all cases than the lower limit used by the FCC.  Moreover, the evidence he provides to support his case is seriously deficient.
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Q:
WHAT IS THE BASIS FOR YOUR DISAGREEMENT WITH THE GTE WITNESSES?

A:
The avowed purpose of the testimony of Mr. Sovereign is . . . to sponsor and  support depreciation rates proposed by GTE Northwest, Inc. in the State of Washington and request the Commission approve the proposed depreciation rates.  (Page 2, lines11 to 17).  He argues for the use of forward-looking lives which I wholeheartedly support.  However, the methods that he uses to achieve his proposed lives are seriously flawed and result in significant reductions compared with the current prescribed lives. When the results of Mr. Sovereign's proposed shortened lives are translated into remaining lives the result is significantly higher depreciation rates and therefore higher prices than those that result from the existing prescribed lives.  Mr. Sovereigns arguments in his testimony and the appended report do not provide a sound economic basis for the proposed change in prescribed lives.  Absent such evidence the prescribed lives should be largely unchanged.

Q:
PLEASE SUMMARIZE WHY YOU CONTEND THAT THE ARGUMENTS OF MR. SOVEREIGN  AND DR.  VANSTON ARE INADEQUATE.

A:
Mr. Sovereign  contends that because of a rapidly changing environment, depreciation lives have to be shortened.  He supports this contention by describing briefly the allegedly competitive situation faced by GTE, by reference to an alleged regulatory compact (page 10, line 3), by excessive reliance
 on a study, Depreciation Lives for Telecommunications Equipment, by Dr. Lawrence Vanston and Mr. Ray Hodges of Technology Futures, Inc.  This study is fundamentally flawed and  provides at best an inadequate basis, but more likely an incorrect basis for his argument for shortened lives.  While Mr. Sovereign has provided little credible evidence for his proposals, the effects of adopting them would be deleterious to competition and therefore to consumers who would face higher prices and perhaps less choice.

Q:  EXPLAIN BRIEFLY YOUR STATEMENT THAT THE VANSTON-HODGES  REPORT IS FUNDAMENTALLY FLAWED AND PROVIDES AN INCORRECT BASIS TO SUPPORT GTES CLAIM FOR SHORTER LIVES.

A:  The Vanston-Hodges (VH) report has two major problems.  The first is that, despite the authors claims, they have provided no empirical support or evidence for their arguments.  The second is that the Fisher-Pry substitution approach is a one-sided forecasting methodology which is unlikely to be explain much of value about technological change and competition in todays telecommunications environment.
Q:  
EXPLAIN YOUR FIRST POINT CONCERNING THE LACK OF EMPIRICAL SUPPORT OR EVIDENCE PROVIDED BY DR. VANSTON AND MR. HODGES IN THEIR REPORT.

A: 
(VH) claim that their work is empirically based, in that they perform  regression analysis on real-world data.  The regression analysis results in the estimation of Fisher-Pry equations which are then used to provide forecasts of the adoption of a new technology and demise of the old technology which it is replacing.  On page 38 of their report VH state: Using linear and non-linear regression analysis, historical data can be used to obtain estimates for the parameters a and b.  These estimates can then be entered into the Fisher-Pry equation to obtain projections for future years. 

In response to WUTC REQUEST NO. 8 which asked, inter alia, for the standard statistics used in VHs regression analysis Mr. Hodges stated:  These statistics were not calculated, nor deemed necessary or useful for this type of practical analysis.  This response casts doubt on the credibility of VHs empirical evidence.  Without statistics regression estimates cannot be evaluated.  Their parameter estimates could be completely insignificant which means that even within the narrow confines of the Fisher-Pry analysis the results would have no meaning.  In particular, if the parameters estimated by VH are not statistically significant, which can only be known from the requested statistics, then making predictions on the basis of these estimates would be no better than the predictions obtained by throwing darts or some other random number generating procedure.  Thus, contrary to the above noted assertion of Mr. Hodges it is especially important to have standard statistics when attempting to provide practical analysis in support of  key policy decisions such as that facing the Commission on capital recovery.  Absent such statistics the regression analysis reported by VH is quintessentially incomplete.  One might as well be consulting an oracle or some other unfathomable source.

Q: 
IS REGRESSION ANALYSIS THE ONLY WAY VH  ATTEMPT TO ARGUE THEIR CASE?
A:  
No.  They use their judgment which is based to a significant extent on discussions and surveys of LECs including GTE.

Q:  
IS THIS AN ADEQUATE BASIS FOR THEIR CONCLUSIONS GIVEN THAT THEIR STATISTICAL ANALYSIS PROVIDES NO SUPPORT FOR THEIR CONCLUSIONS?

A:  
No.  Their approach relies to a considerable extent upon the opinions which their clients have shared with them.  The fundamentally flawed nature of their approach has recently been summarized by the West Virginia Commission.  The Commission believes that the chief flaw in Dr. Vanstons study is the fact that there is no quantitative or empirical support for the depreciation lives recommended by Dr. Vanston . . .  Moreover, Dr. Vanston conceded that third parties wishing to replicate his work would have significant difficulties in doing so.

Their admission, in response to the discovery questions, that they did not provide even the standard statistics in performing their regression analysis further damages the credibility of their results.  This is a serious indictment of their work, particularly since they claimed to rely on statistical analysis.  Therefore, I strongly urge the Commission to disregard Dr. Vanstons testimony and attachments until such statistics are reported and bear the burden of significance which is imputed to them by Dr. Vanston.

Q:
YOU HAVE SHOWN SOME SERIOUS SHORTCOMINGS IN THE STATISTICAL UNDERPINNING OF THE VH ANALYSIS.   IF THESE WERE RESOLVED WOULD YOU STILL BE AGAINST USING VHS APPROACH TO THE PROBLEM OF TECHNOLOGICAL CHANGE AND COMPETITION IN TELECOMMUNICATIONS?

A: 
Yes, I contend that Mr. Sovereign's testimony, Dr. Vanstons testimony and the report of Dr. Vanston and Mr. Hodges provide an inadequate basis for the reduced lives that they are claiming.  

Q:
PLEASE ELABORATE.

A:
Both Mr. Sovereign  and Dr. Vanston
 have a somewhat biased view of competition and a restrictive view of technological change that does not apply to today's environment in telecommunications.  These deficiencies are particularly apparent in Dr. Vanston's treatment of loop plant, the largest portion of GTE's investment.

Q:
PLEASE PROVIDE YOUR EVALUATION OF  MR. SOVEREIGN'S VIEWS ON THE EFFECTS OF COMPETITION.

A:
Mr. Sovereign expresses concern about the potentially negative effects of competition on GTE.  He approaches the problem from the point of view of a traditional regulated monopolist.  He asks the regulator for more money.  In a somewhat competitive market the effect of raising prices is normally to encourage additional entry.  It would appear that, by asking the Commission to raise prices, Mr. Sovereign is making the entry of competitors into his local markets more attractive.  However, it is not that simple.  Most of the competition will, at least initially, be in the form of entrants buying local service wholesale from GTE for resale to their customers to whom they can now sell the full range of local and long distance services.  GTE still has some monopoly power in the local loop and could raise prices dramatically if the Commission were not there to make GTE exercise restraint.  It is significant that Mr. Sovereign speaks in hypothetical terms about competition.  He mentions personal communications systems (PCS) and cable television (CATV):  If these alternative providers capture 20% of the market, for example . . .  (Page 9, lines 9-10).   Similarly, he talks about hypothetical competition from electric utilities, IXCs, RBOCs and alternative access providers.  It is true that serious competition is expected from IXCs, but this will likely be in the form of reselling GTE local service rather than by constructing new facilities.  This is a crucial distinction.  If competitors are resellers of GTE service Mr. Sovereigns claim that the net revenue stream available for capital recovery would be reduced and the remaining life of these facilities would most likely be shorter  . . .  (page 9 lines 10-12) is of limited validity.  GTE would still find that its facilities were being used.  It would be facing reduced cash flows because it would now be selling wholesale rather than retail, but in so doing it would be avoiding the expenses involved in selling retail.  The alternative access providers are likely to be facilities-based competitors.  GTE should concentrate on competing with facilities-based competitors by offering services at reasonable prices that meet the demands of their customers, rather than making facilities-based entry more attractive by raising rates now.

Q: 
PLEASE SUMMARIZE THE MAIN DIFFERENCE BETWEEN MR. SOVEREIGNS VIEWS AND YOUR VIEWS AS TO THE EFFECTS ON COMPETITION AND ENTRY OF ALLOWING SIGNIFICANT INCREASES IN DEPRECIATION RATES AND THEREFORE THE PRICE OF SERVICE.
A:  
Mr. Sovereign apparently believes that the profits GTE can make will be enhanced by raising rates significantly now.  As most of his examples of competition are latent or hypothetical he presumably believes that there are profits to be made by an immediate increase in rates.  The problem he faces is a dynamic one and is not simple.  He has to weigh the revenues he gets now from higher rates against the more rapid entry of competitors that will ensue as a result of such an increase.  If he raises the rates too much now he may hasten entry reducing the net present values of the profits he expects.  Were GTE an unregulated company and were the Commission not charged with balancing the public interest and GTEs interests, I would encourage him to exercise his judgment as he saw fit.  However, there is the public interest to consider.  Given the market power possessed by GTE too large an increase in rates now would be against the public interest.  It would be unfair to ratepayers and competitors, and would result in inefficiencies.

Q:  
PLEASE ELABORATE.
A:  
GTE wishes to set rates that provide it with maximum net present value of profits over time.  It has market power which implies, in the absence of regulation, that it could raise rates now and expect to make additional profits as a result.  In the interests of profits it might pick an increase now that results in loss of  x per cent per year of its business to facilities-based competition.  From a social point of view this may be inefficient in that the entry of x per cent per year might be achieved by too rapid an adoption of alternative technologies.   When technologies are changing too rapid an adoption of a technology means that a more efficient technology in the future may be partially foregone.  GTE is concerned with its own profits rather than dynamic efficiency considerations such as these, but the Commission has a duty to evaluate such issues.
Q:  
PLEASE REVIEW MR. SOVEREIGNS APPROACH TO THE EFFECTS OF  COMPETITION ON GTE.
A:  
Mr. Sovereign quite clearly views competition as a major problem for GTE's capital recovery, rather than seeing the ability to compete as a benefit by enabling growth in demand for both GTE as well as the industry as a whole.  Such growth has the potential for significant increases in cash flows and capital recovery for existing assets.  Mr. Sovereigns view is at odds with the major effort by RBOCs to be allowed to compete in the (inter-LATA) long distance market.  As a quid pro quo for this major benefit the RBOCs are required to accept some competition in their local markets.  While GTE does not face the same restrictions on entry into other markets as do the RBOCs, without similar concessions GTE would have a competitive advantage relative to their rivals.  Allowing entry into local service by rivals is critical for the full potential of competition to be achieved.  If this is achieved the demand for telecommunications services will grow, and GTE will, as a major player with many advantages, have greater opportunities than ever.  Mr. Sovereign ignores the advantages possessed by GTE.

Q:
WHY ARE MR. SOVEREIGN'S AND DR. VANSTON'S VIEWS OF TECHNOLOGICAL CHANGE INAPPROPRIATE IN TODAY'S TELECOMMUNICATIONS ENVIRONMENT?

A:
Because their approach is flawed and incomplete in addressing the fundamental driver of the capital recovery pattern under competition, namely the nature and pace of technological change.

Q:
PLEASE ELABORATE.

A:
Competition and technological change may result in front-loaded
 depreciation policies where new lower-cost technology is being substituted for old higher-cost technology.  These new technologies can have the effect of dramatically reducing costs.  This dramatic cost reduction and strong competition lead to front-loading of depreciation.  There are several examples of this in telecommunications, notably the replacement of crossbar switching by electronic switching.  The new technology replaces the old technology because its costs are lower.
  The cost disadvantage of the old technology relative to the new technology results in the extinction of the old technology and its replacement by the new technology.  Avalanches of retirement and replacement are sometimes observed when technological change is rapid.  Technological change that is solely cost-reducing means that existing equipment is worth less than it would have been in the absence of the new technology.  This phenomenon has been seen with a vengeance in the case of personal computers.

Q.
IS THIS THE ONLY WAY TECHNOLOGICAL CHANGE CAN IMPACT DEPRECIATION POLICIES?

A.  
No.  First, not all cost-reducing technologies operate to the detriment of existing technologies; some cost-reducing technologies are complementary to existing technologies.  Such complementary cost-reducing technologies actually give rise to increasing cash flows from existing assets over time, with the consequence that capital recovery from these assets should be end-loaded, not front-loaded.  A rather extreme example would be the case in which it were possible to fit a $100 gizmo to your car that improved gas mileage by 100%.  This would be very much to the advantage of existing automobiles.  It would increase the present value of the services of an automobile significantly.  This is apparently cost-reducing but it differs significantly from the situation described by GTE's witnesses in that it is complementary with existing automotive technology and has the effect of increasing the value of the services of automobiles.  Such complementary cost-reducing technological progress is present in telecommunications; for example, improved signaling systems will enhance the value of other network elements.

In addition to cost-reducing technological change, it is important to consider "demand-enhancing technological progress," by which I mean change that causes the demand curve to shift upwards over time, perhaps as a result of improvements in quality or in the form of new products brought about as a result of the technological change in question.  The effect of such demand-enhancing technological progress is not to reduce the value (and the resulting cash flows) of existing networks but rather to increase their value.

There are several examples of demand-enhancing technological change, some of which are also cost-reducing, at work in today's telecommunications environment.  In addition to the old example of touch-tone there is the new asynchronous digital technology which has the potential for significantly increasing the bandwidth available on copper wire.  This kind of demand-enhancing technological change has the effect of making the assets comprising the local loop more valuable, thus raising the market value of the assets of the incumbent carrier, GTE.  Under competition, demand-enhancing or complementary cost-reducing technological progress should lead to end-loaded not front-loaded or accelerated capital recovery.

Q.
HOW DO GTE WITNESSES CHARACTERIZE COMPETITION AND TECHNOLOGICAL CHANGE?
They only recognize direct cost-reducing technology where new technology substitutes for old.  Their arguments do not recognize either cost-reducing complementary technological change or demand-enhancing technological change, both of which play a significant role in telecommunications.  This focus on simple substitution-oriented technological change is apparent throughout the testimony and the report of Dr. Vanston. 
Q:
IS IT YOUR OPINION THEN THAT THE RELIANCE BY MR. SOVEREIGN  ON THE REPORT OF DR. VANSTON MAY NOT BE APPROPRIATE IN WASHINGTON?

A.
Yes.  Dr. Vanston's approach is a one-sided and somewhat mechanical forecasting technique which does not address adequately the complexities of technological change and competition now facing the telecommunications industry.  In particular, it only deals with substitution-oriented technological change, which may make it a good predictor in situations where substitution dominates.  However, the nature of technological change in telecommunications is likely to be much more complex than simple substitution.  For example, just because crossbar switches have been replaced by digital switches does not mean that digital switches will be replaced any time soon.  Thus, mechanical extrapolation techniques based on past experience, like Fisher-Pry techniques, at best provide only limited insights to regulatory commissions in determining their policies on capital recovery.

Q:
YOU IMPLIED EARLIER SOMETHING TO THE EFFECT THAT DR. VANSTON'S APPROACH SEEMED PARTICULARLY WEAK WHEN IT COMES TO PREDICTING THE COMPOSITION OF LOOP PLANT.  WOULD YOU ELABORATE?

A:
On page 19 of the VH report, Dr. Vanston states:  We use the term FITL [fiber in the loop] to refer to any architecture that extends fiber to an area of no more than several hundred customers, the last link to the customer may be on copper pairs, coaxial cable, fiber, or wireless.  There are a number of architectures that are under consideration or being planned.  A true consensus has yet to emerge on a single FITL architecture. Continuing changes in technology costs, regulation, business relationships, market forecasts, and market share assumptions probably mean consensus will be arrived at only gradually.  (Emphasis added.)

Despite being fairly careful in qualifying the potential applicability of his analysis he still draws the very strong conclusion "Whatever technology is chosen, it will displace the vast majority of copper investment."  (Page l9).  The critical question of how long this will take he addresses by providing three scenarios for adoption of FITL and by a brief discussion of some of the alternative technologies.  This discussion, like almost all of Dr. Vanston's report, focuses entirely on substitution, and ignores completely the effects of demand-enhancing or cost complementary technological change.  For example, he refers to ADSL (Advanced Digital Subscriber Line) as an interim copper technolog[y]."
  However, it can also be viewed as a potential alternative to installing fiber, thus increasing the cash flows and thereby extending the economic lives of existing copper technologies.  The methodology Dr. Vanston uses ignores such critical issues as these, is highly judgmental and even speculative.  His approach, thus, leaves much to be desired when so much investment is at stake and provides little confidence in the claimed forward-looking lives derived from it.

Q.
SO YOU TAKE ISSUE WITH DR. VANSTON'S APPROACH TO TECHNOLOGICAL CHANGE MAINLY ON THE GROUNDS THAT IT MAKES UNSUBSTANTIATED CLAIMS,
  IS ARBITRARY, INCOMPLETE, MECHANICAL AND ONE-SIDED AND FAILS TO ADDRESS MANY RELEVANT CONSIDERATIONS? 

A.
Yes.  That briefly characterizes my views.

Q:
DO YOU HAVE ANY FURTHER PROBLEMS WITH MR. SOVEREIGN'S APPROACH APART FROM THE FACT THAT IT RESTS ON THE WEAK FOUNDATION OF DR. VANSTON'S REPORT?

A:  
Yes.  Mr. Sovereign s approach, by its very nature, is calculated to understate the value of GTEs assets and result in a reserve deficiency even if the value of GTEs assets in total have increased.  What matters is the total value of the assets, not the value of each asset taken in isolation.  This is particularly important in a network industry because of the inherent interactions that occur.  Indeed, under technological change of a demand-enhancing or cost-complementary variety, the value of the network will always be increased by more than the initial cost of the investment.
  This implies that the company will invest, despite its claims about inadequate depreciation, as long as the investment is otherwise profitable.  Similarly, if the investment is unprofitable it will not rationally invest whether or not it is compensated for its reserve deficiency.

Q: 
YOU IMPLIED EARLIER THAT YOU DISAGREED WITH MR. SOVEREIGNS VIEWS ON THE REGULATORY CONTRACT.  PLEASE ELABORATE.

A:
Mr. Sovereigns arguments can be briefly summarized in the following manner.  In return for certain obligations, the implicit regulatory contract provided GTE with a monopoly franchise and the understanding that it would be allowed a reasonable opportunity to recover its costs.  In this environment, [r]egulated lives approved by the Commission have been artificially long in order to keep customer rates lower. (Page 10, lines 4-5).  Because GTEs depreciation rates were too low in the past it should now be allowed to catch up so that it can recover such costs.  As GTE enters the competitive arena, it becomes increasingly difficult to recover its investment in plant that no longer has economic benefit.  Future pricing cannot include costs associated with plant rendered useless by competition, technology and regulatory change. (Page 10, lines 7-10.)

Q:
WHY DO YOU FIND THESE VIEWS OBJECTIONABLE?

A:
I find them objectionable because they are based upon a misconception as to the nature of capital recovery and are likely to have no validity in the case of telecommunications in Washington State.  Dr. Vanston and Mr. Sovereign also have a myopic view of the nature of capital recovery concentrating only on depreciation.  For a firm to recover the capital it has invested, what matters is whether the cash flows it expects will be sufficient to provide it with a return on its capital at least equal to the cost of its capital.
  Accountants divide the returns to investment into the return on capital and the return of capital.  The latter is depreciation.  For an unregulated firm to make money it does not care very much about how the returns to investment are divided between rate of return and depreciation.  What matters is the bottom line, the net present value of its cash flows.

Q:
WHAT ARE THE IMPLICATIONS OF THIS FOR GTE AND THE LECS?

A:
Since the divestiture by the American Telephone & Telegraph Company of the LECs, the LECs and GTE have been highly successful.  They have benefited from the competition in long distance with strong growth in access demand.  They have benefited from technological advances.  They have been highly profitable.  In short, they have been rather successful in recovering their capital whatever their regulated books might show.

Q:
PLEASE EXPLAIN WHAT THE ADVERSE EFFECTS ON COMPETITION ARE LIKELY TO BE IF GTE'S REQUESTS ARE GRANTED.

A:
Dr. Vanston expresses his view about the importance of  increasing the amount of fiber-in-the-loop.  If his strategy were adopted prematurely in the manner that Dr. Vanston seems to be implying then there would be adverse effects on competition.  One potentially anti-competitive scenario would be where GTE used the additional revenues it is requesting to subsidize unregulated ventures.  The case of a major investment in fiber may be particularly important here.  If GTE embarked upon a program involving the installation of fiber in the local loop - fiber to the home - the additional revenue from the requested capital recovery could be used to subsidize GTEs entry, for example, into the video business.  This is not just an academic concern.  Dr. Vanston emphasizes the importance of deploying fiber not just in the feeder but also in the loop.
  A latent threat to competition is present here.  Narrow band telephony could continue to be provided by copper wire.  The main reason for installing fiber to the home is to permit video and enhanced internet access.  Competitors and telephone service customers will be extremely disadvantaged if GTE were given the opportunity to subsidize unregulated activities on the back of basic telephony.

Subsidizing broadband would also be anti-competitive in that it would create a first-mover advantage.  Because fiber provides massive increases in capacity, has low operating or marginal costs and because, once installed, its installation costs are sunk
 the first-mover incumbent can almost always undercut an entrant.  This is true even in cases where the entrant has a lower cost technology.  Because the marginal costs of the installed fiber are so low the entrant is normally unable to undercut the incumbent's price.  So there are potentially serious anti-competitive and therefore anti-consumer consequences of over-compensating companies like GTE for the provision of basic telephony.

Q:
PLEASE SUMMARIZE YOUR TESTIMONY.

A.
The arguments provided by GTE witnesses, Mr. Sovereign  and Dr. Vanston together with supporting study, are weak in economic terms.  They provide an inadequate basis to support the shortened economic lives which GTE is requesting.  Mr. Sovereign relies on Dr. Vanstons approach which does not reflect the realities of todays competitive market and the impact of technological change.  The approach of Mr. Sovereign and of Dr. Vanston is to take each part by itself.  This approach, in effect, deconstructs the whole network and disallows much of the synergy, learning curves, scale and scope economies that are present in telecommunications networks.  In addition, Mr. Sovereign relies on the approach put forward by Dr. Vanston which only recognizes substitution-oriented technological change, and does not recognize the existence of demand-enhancing and cost-reducing technological change.  This is completely inadequate for addressing the issues of technological change facing telecommunications today.

Mr. Sovereign also makes an ill-founded claim that the Washington Commission may be in breach of an implicit regulatory contract if it fails to honor GTEs request.  The Commission should note that the future of telecommunications will not be driven by a backward-looking implicit regulatory contract, but by the forward-looking logic of capital investment decisions required in a competitive market.  In the context of todays telecommunications industry claims about breaching regulatory compacts have no substance whatsoever.

Adopting the lives requested by GTE could also have negative consequences for competition and, therefore, for consumers and competitors.  Therefore, I strongly recommend that the Washington Commission reject GTEs proposal for shorter lives.

Q:
DOES THIS CONCLUDE YOUR TESTIMONY?

A.
Yes.

�The prescribed lives were set by the Washington Commission effective January 1, 1995.  It should be noted that the other lives cited by Mr. Sovereign  are irrelevant to this case since they concern providers of competitive service.


The FCC lives are taken from the FCCs Third Report and Order released May 4, 1995 in CC Docket No. 92-296.  


�This column is taken from attachment to Settlement Agreement in Docket No. UT-940926, December 15, 1995.  


�An example of his excessive reliance on the work of Dr. Vanston is as follows:  The TFI study presents a thorough and proven analysis of such trends. (page 12 ,lines 10-11) (emphasis added).  The study is neither thorough nor proven and is weak analytically.


�See page 42, Decision, Public Service Commission of West Virginia, Case No. 96-1516-T-PC et al.; Charleston, W.Va.


�Henceforth, I will use only Dr. Vanstons name when referring to his report with Mr. Hodges.


�Front-loaded depreciation is usually referred to in accounting as accelerated.  It simply means that the depreciation payments decline over the life of the asset.  This contrasts with the straight-line method where the payments are equal in each period.


�I am simplifying considerably.  A new technology might replace an existing technology not just because it is cost-reducing but because it provides output of much higher quality.  Sometimes the difference is dramatic, for example, touch-tone which dominates rotary dialing on both the quality and cost dimensions.  Touch-tone is not only more reliable, easier to use and faster than rotary, but it can be used to input data directly to computers.  So touch-tone increased demand for existing services because it was faster, etc., and created a demand for new services because of its ability to input data easily.  800 service benefited dramatically from this latter feature.


�Indeed, where technological change is advancing as rapidly as in the ease of PC's, it may be economic to hold off a purchase.  However, in the case of telecommunications where demand has to be met, delay may not always be feasible.


�See  page 19,  Lawrence Vanston and  Ray Hodges, Depreciation Lives for Telecommunications Equipment:  Review and Update, Technology Futures, Inc., 1995. 


�The Public Service Commission of West Virginia recently reached a similar conclusion.   It concludes that while several of the assumptions advanced by [Dr.] Vanston regarding technological obsolescence and substitution have a logical validity, those assumptions are not sufficiently supported by the evidence to be adopted by the Commission for purposes of  establishing depreciation lives[T]he chief flaw in Dr. Vanstons study and conclusions is the fact that there is no quantitative or empirical support for the depreciation lives recommended by Dr. Vanston. (Emphasis added.)  See page 42, Decision, Public Service Commission of West Virginia, Case No. 96-1516-T-PC et al, Charleston, W.Va.


�This is assuming rational investment behavior on the part of the firm.


�In the jargon of finance the net present value of the cash flows discounted at the cost of capital would be positive.  In this event the firm will have recovered its capital and would make a profit on the investment.


�In his testimony Dr. Vanston states:  Especially important are Fiber in the Loop (FITL) architecture that extend fiber to the distribution portion of the local loop.  (Page 7, lines 16-18.)


�Sunk costs arise from transaction-specific investments, which, by their very nature, have little or no value in an alternative case.





