Q.
PLEASE STATE YOUR NAME, EMPLOYER AND BUSINESS ADDRESS.

A.
My name is Thomas L. Spinks.  I am employed by the Washington Utilities and Transportation Commission and my business address is P.O. Box 47250, Olympia, Washington 98504.

Q.
IN WHAT CAPACITY ARE YOU EMPLOYED?
A.
I am employed as a Regulatory Consultant.

Q.
HAVE YOU PREPARED A STATEMENT OF YOUR QUALIFICATIONS?
A.
Yes.  A summary of my education and experience is provided as Ex.__(TLS-1).

Q.       WHAT ARE YOUR QUALIFICATIONS TO TESTIFY AS A DEPRECIATION 
EXPERT?
A.
I have worked in the depreciation field analyzing depreciation studies and providing staff recommended depreciation parameters since 1982.  I have attended the series of six week-long depreciation training courses from Depreciation Programs Inc. and attended numerous seminars on depreciation topics.  I have represented state commission staff in three-way meetings for the last 15 years and have analyzed depreciation studies and provided parameter recommendations for well over one hundred gas, electric and telephone companies.  I have provided expert witness testimony in several contested depreciation cases and am currently a member of the NARUC Staff Subcommittee on Depreciation.

Q.
WHAT IS THE PURPOSE OF STAFFS TESTIMONY?
A.
On December 23, 1996, GTE of the Northwest filed a Petition for Depreciation Accounting Changes with the Commission.  Staff testimony will be provided by Dr. Michael Crew and myself.  The purpose of my testimony is to provide the Commission with Washington-specific depreciation rate information including staff's recommended parameters and depreciation rates.  Dr. Crew will address the GTEs request to use economic depreciation and the Technology Futures, Inc. studies sponsored by Dr. Lawrence K.Vanston. 

Q.
HOW IS YOUR TESTIMONY ORGANIZED?
A.
In this testimony I provide background information about depreciation, the depreciation processes generally used in Washington State and a general discussion of factors that are currently influencing the plant projection lives.  In supplemental testimony to be filed June 16, 1997, I will provide specific parameter recommendations for the GTE plant accounts and sub-accounts.

  
I. BACKGROUND
Q. 
WHAT IS A DEPRECIATION RATE?
A.
In order for industry to bring about the production of goods and services in the economy, companies must make capital investments to purchase plant and equipment with which to produce the goods and services.  When the plant and equipment used in production are expected to be used in more than one accounting period, the investment is capitalized and depreciated over time.  A depreciation rate determines how much of the capitalized investment is allocated over each accounting period. 

Q. 
WHAT IS THE IMPORTANCE OF DEPRECIATION RATES?
A.
Depreciation rates are important to investors, analysts, management, shareholders and customers for many reasons.  In heavily capitalized industries like public utilities, depreciation expense is one of the largest single categories of expense so there is concern that financial reports of the company accurately reflect the financial standing of the company.  Depreciation rates are also important to the managers of companies because depreciation expense is often the largest single source of cash flow generation.  Cash flow is important in both the day to day operations of companies as well as in determining the need for external financing.  Finally, depreciation rates are important to the customers of public utilities who must pay the company the costs of providing utility services including depreciation expenses.  Because of the potential for depreciation rates to be used as a device to manipulate the financial picture of a company, or to be used to produce cash flow and reduce financing needs, or to create rates that cause customers to pay more or less than a proper amount for their services, the determination of proper depreciation rates and methods has always been important to companies and regulatory agencies.  Federal regulatory bodies such as the STB, FERC and FCC, as well as a number of state commissions have separate depreciation branches devoted to the determination of proper depreciation rates.  Specialized schools exist which teach how to analyze data and determine depreciation parameters.  The National Association of Regulatory Utility Commissioners convenes a subcommittee on depreciation and professional associations exist for the advancement of the science of depreciation.  In short, the determination of proper depreciation rates has always been an important part of sound public utility regulation.

Q. 
HOW IS A DEPRECIATION RATE DETERMINED?
A.
A depreciation rate is calculated by first selecting the depreciation method, procedure and technique for the calculation.  There are straight-line and accelerated methods, broad group, vintage group and equal life group procedures, and whole life and remaining life techniques.  After determining the appropriate method, procedure and technique, the life, salvage and mortality dispersion parameters are determined for use in the calculation of the rate.  The parameters are determined from analysis of existing plant data and/or a combination of existing data analysis and judgments about future expectations regarding the parameters under study.  The selected parameters are then combined with the method, procedure and technique to calculate the depreciation rate. 

Q.
WHAT METHODS, PROCEDURES AND TECHNIQUES ARE CURRENTLY USED IN WASHINGTON STATE?
A.
In this state, companies use the straight line method, broad group, vintage group, or equal life group procedures and whole life or remaining life techniques for calculating depreciation rates with one exception.  The Washington Water Power Company uses a sinking fund amortization rate on hydraulic power plant investment.

Q.
HOW HAVE DEPRECIATION RATES BEEN SET AND REVISED BY THE COMMISSION IN THE PAST?
A.
The Commission has long used an informal process for setting depreciation rates for public utilities which negated the need for adversarial hearings.  That process begins with a filing or request by a company for revisions to depreciation rates.  A company will then submit a depreciation study.  Staff analyzes the study, obtains additional information as necessary, may perform analysis of its own, and makes recommendations to the company regarding the proposal or study.  The company and staff then meet and reach agreement regarding the proposal.  The staff then prepares a memorandum for the Commission explaining the changes and recommending approval of the revised rates.  The Commission, if it agrees, approves the rates.  In the case of  U S WEST and GTE of the Northwest, the depreciation parameters are determined in concert with the FCC staff and company, while the methods, procedures and techniques ultimately depend on approval from the state commission.

Q.
HAS THE PROCESS YOU DESCRIBED CHANGED RECENTLY FOR TELEPHONE COMPANIES?
A.
Yes.  Last year the Commission established depreciation rate ranges for small telephone companies which provides them with more flexibility to change depreciation rates.  With regard to U S WEST and GTE, the FCC three way depreciation represcription process was based on federal law requiring the FCC to prescribe depreciation rates for the telephone companies under its jurisdiction.  The Telecommunications Act of 1996 (Act) revised the statutory language making depreciation rate-setting by the FCC optional for companies.  Staff understands that the FCC will be issuing a notice of proposed rulemaking regarding future depreciation rate represcription.  GTE was scheduled for FCC represcription this year and while declining the opportunity to revise its interstate depreciation rates, GTE has petitioned this Commission for revised intrastate depreciation rates in this Docket No. UT-961632, without having filed a depreciation study with the Commission.

Q.
HOW ARE THE PLANT AND EQUIPMENT PARAMETERS DEVELOPED FOR THE STAFF LIFE RECOMMENDATIONS?
A.
The process of developing projection life recommendations is an incremental one because knowledge of the telecommunications industry is cumulative.  Historically, every three years the company submits an updated depreciation study which provides the latest information on plant additions and retirements, adding the recent experience to all past experience.  This results in updated estimates of realized life and salvage experience.  

The life estimation process begins with identification of current estimates of plant service life calculated from the mortality data.  In this case, the Commission granted staffs motion to compel, and ordered GTE to provide this data to staff by June 6, 1997.  Next, consideration is given to the effect of the causes of retirement, such as wear and tear, obsolescence, and inadequacy, may have on future service life of the plant.  Since consideration was also given to these factors in prior three-way meetings, what is considered in the current study is the extent to which new developments may affect the future life of the plant under study.  The changes in circumstances which are considered  include:  (1) retirement activity since the last study, (2) requirements of public authorities, such as undergrounding ordinances, one party, universal service (OPUS) and the Telecommunications Act of 1996 (Act), (3) short term plans of the company, (4) recent legal and technological developments and (5) long term plans of the company.  The currently approved lives are then reviewed to determine whether or the extent to which any change is justified by the changes in factors.

Q.
WHAT CHANGES HAVE OCCURRED SINCE THE LAST DEPRECIATION REPRESCRIPTION THAT AFFECT PROJECTION LIVES FOR PLANT AND EQUIPMENT?
A.
Since the last represcription two events have occurred which may influence the current outlook for the future life of certain plant accounts.  They are the passage of the Telecommunications Act of 1996 and the implementation of Asynchronous Digital Subscriber Line (ADSL) technology into the network.  

Q.
HOW DOES THE ACT INFLUENCE THE EXPECTED LIFE OF TELEPHONE PLANT?
A.
The passage of the Act influences the future life outlook for ILEC telephone plant in that the federally mandated introduction of competition into the local exchange market increases the risk that some existing investment may become stranded in the future or otherwise require earlier retirement than would occur in a monopoly environment.  In addition, the resale provisions of the Act allow ILECs to maximize utilization of existing plant in the competitive environment mitigating somewhat, the degree of increased risk.  The risk of early retirement also needs to be understood in the context of the argument raised by ILECs in Docket UT-960369 et. al, the generic cost proceeding, that they would not import new technologies wholesale into the network but rather phase them in gradually. (Rebuttal Testimony of Robert Harris, p.3).  The ability of ILECs to rapidly change out plant and equipment has also been questioned in the context of why RBOCs would not require the same depreciation schedules as IXCs.  (Affidavit of Richard Lee, CC Docket No. 96-262).   These observations also suggest that potentially adverse effects resulting from competitive entry will not be as severe as ILECs are now proclaiming.  

Q.
HOW DOES ADSL TECHNOLOGY AFFECT THE ECONOMIC LIFE OF COPPER CABLE?
A.
ADSL technology increases the speed at which copper cables can carry digital signals.  The increased bandwidth allows for the provision of broadband services such as video-on-demand.  The prior inability of copper cable to provide such services was one of the factors considered in setting lower projection lives for copper cables in prior three-way meetings.  Hence, the development of ADSL technology ensures greater revenue potential than previously thought for existing copper cable.

Q.
WILL CONSUMER PREFERENCES AND DEMAND INFLUENCE THE EXPECTED LIFE OF EXISTING PLANT?
A.
Yes.  The arguments regarding the future expected life of copper cable and other telephone plant are often stated in "either-or" terms.  Either customers use ILEC facilities or customers use competitor services and facilities.  That view does not seem to allow for the fact that modern households may desire several sources of access including wireline, cable and wireless in order to provide security from loss of service, access for more than one family member at a time, and the desire for services requiring different bandwidth capabilities.  The argument that if a competitor serves a current ILEC customer, the ILEC "loses," should be tempered with an understanding of the role that growth in demand will play in the emerging competitive environment.

Q.
IS THERE EVIDENCE OF FACILITY-BASED COMPETITION EMERGING IN  WASHINGTON?
A.
Yes.  For several years now competitive providers have been installing facilities in the Seattle area.  Competitive providers have installed switches and fiber optic rings in the downtown Seattle area.  However, the cable television companies, who were expected to be major facility based competitors, have not emerged as players.  Neither has the tremendous wireless cellular phone growth apparently resulted in any displacement of existing wireline facilities.  GTE itself is engaging in facilities-based competition outside its traditional service area.  Finally, GTE - NW Washington local network revenues grew by 3.1 percent last year.  Hence, with competition continuing to slowly develop in Washington, and revenues increasing, staff sees no basis for the radical changes in plant projection lives in Washington as proposed by GTE.

Q.
DOES THIS COMPLETE THIS PHASE OF YOUR TESTIMONY?
A.
Yes.
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