Depreciation Policies of Other Carriers

Q. Let’s turn to the fourth se ction of your testimony, concerning the depreciation policies
of other carriers. Would you briefly dis cuss the data US West previously s ubmitted
conceming depreciation rates and lives of its competitors?

A. On June 15, 1998, US West witness Easton presented an analyss of the depreciation lives
prescribed for AT&T by the FCC, and the lives used by four other compants that he
considered to be competing with US West.! Mr. Easton acknowledged that depreciation lives
of mnregulated companges are hard to cone by, but he somehow obtained nformation regarding
the lives used by these particular carriers.

Next, Mr. Easton presented an analyss regarding lives wsed by other “potential
competitors.” Specifcally, Mr. Easton relied upona January 29, 1996 FCC order regarding
the depreciation lives to be used by cable televsion companies. Apparently, the lives presented
inthis FCC order were based upon lives used by cable companies for financial reporting
purposes. Since cable companies do not deploy the same plant and equipment as LECs, Mr.
Easton attempted to ‘translate” the cable company data for comparison purposes. For
exampk, Mr. Easton equated cable headend equipment with telephone circut equipment.
Simikrly, Mr. Easton compared cable transmssion equipment to telephone fber plant.

For certain plant accounts, Mr. Easton also compared US West’s proposed lives to the
lives alowed by the IRS for tax purposes. Accordingto Mr. Easton, these lives are sometimes
used by companies for firancial reporting inleu of performing detailed deprecation studies.
Finally, Mr. Easton examined composite depreciation rates used by AT&T, MCI and
Metropolitan Fiber System (MFS). The data presented by Mr. Easton was ako relied uponby
US West witness Kerry Wu, n his March 19, 1999 testimony.

Q. Has the Commission commented on the competitor data provided by US West?

A. Yes. Inits September 17, 1999 Order, the Commission rejected the US West proposal

"Electric Lightwave Inc., AT&T/TCG, Phoenix Fiber and McLeodUSA Inc.



because t was based upon an “nappropriate” amlysis of the “mi-range” lves of these

compettors. The Commission explaned its reasonng as follows:

the “competitors” chosen as comparisons are nappropriate because they do

not include at least six of the Arizona facilties-based companies that are

certifcated in Arizona, but ncluded IXCs and cablke companies that are not as

capital intensive; the lives of the other carriers were not weighted to account for

mnvestment levek and not actually recovering deprecition; the use of an out of

state carrier’s undocumerted projection lif for digttal switches which results in

a $28 milion increase for Arizoma ratepayers; the use of fnancial book lives

and Intermal Revenue Service tax recovery lives to determine regulatory

deprecition kvek. [p. 7]

Is data readily available regarding other carriers’ depreciation practices?

Yes, a mited amount of fnancial data i available for all publicly traded companes, inchiding
the CLECs that compete with US West. In particulr, publicly traded companies are required
to fle 10Ks (Anmual Reports) with the Securities and Exchange Commission (SEC). These
10Ks are the single best, most consistent source of fnancial data for CLECs. Unfortunately,
there are several problems wih this data source.

First, many carriers do not publish the specific lives they are using in computing their
depreciation expense. Even when lives are reported on the 10K, there is rarely enough detail to
be fully useful. For example, a carrier may report life ranges for two or three groups of plart,
but the categories tend to be very broad. For instance, a carrier might report that it is using
depreciation lves of 5-20 years for the category “tekecommunications network”. Rarely, ifever,
do 10Ks include detailed enough nformation concerning depreciation lives to provide a useful
comparison with each of the sevenaccounts that renain atissue in ths proceeding

Second, although all carriers include deprecation data ontheir balance sheets and
income statements, this data is typically reported wih a high level of aggregation. For nstance,
deprecition expense is typically reported at the total company level and may not be
disaggregated into ndividual plant accounts analogous to the sevenaccournts that remain in

dispute in ths proceedng Similarly, depreciation expense is often combined with amortzation

expense. Thus, ©r many carriers one can only glean an understanding of ther deprecation



policies in conjunction with their policies concerning amortzation of various capital accounts.

Third, investment data is uswally dsaggregated into only a handful of categores, suchas
plantand equipment, intangble assets, and “other” assets. Here agan, the available data & not
nearly as detailed as the information which is available for the Regional Bell Operating
Companies, like US West. Thus, it s difficuk to evaluate the extent to which the captal
mvestments of particuhlr carriers are comparabk to the seven remaining accounts.

Despite these problems, I recommend relying upon 10Ks if the Commission wants to
evalate the deprecation practices of US West’s conmpetitors or other unregulated carriers. |
am not aware of any other public source of data for unreguhted telecomnunications carriers
which s as reliable, or as readily available for a large cross section of carrers. Drawing upon
the fnancial information publshed n the 10Ks, it & feasible to look at the depreciation practices
of areasomably hrge group ofother carrers, knowing that the information for most, if not all, of
the carriers is reasonably consstent and reliable, since t is ncluded in an offical report
submitted to the SEC, and it is the type of information which s routinely relied upon by

1nvestors.

Have you assembled this type of data fromthe 10Ks filed by US West’s competitors?
Yes. I reviewed US West testimony in this and other proceedings before the Commssion, to
identify companies that US West considers to be its competitors. Inaddition, I wsed an atticle in
a trade publration (X-CHANGE magazne) which dscusses competitive conditions n Arizoma,
and ncludes a list of 16 major camriers operating in the state. [X-CHANGE, August, 1999, p.
44]. This allowed me to identify more than 20 CLECs that appear to be operating in Arizona. |
then marrowed the list by eliminating companes for which 10Ks were not available (presumably
because they are not publically traded). Also, I eliminated McLeodUSA because it apparently
does not have a sgnifcant presence in Arizona, as noted by the Commission. [Opmion and
Order, September 17, 1999, footnote 2]. The remaining 18 companes are listed on Schedule
4. Ithen analyzed the depreciation and anortization data whichis ncluded in the 1998 10Ks
forall 18 of these companes. I found that seven ofthe companes reported deprecation

separately from amortization. Accordingly, for these seven companies I also analyzed



deprecition expenses excluding amortzation.

What conclusion did you reach concerming the capital recovery policies of the seven
companies which separately report depreciation expense?

Although the specific situation varies for each frm, there & no basis for concluding that these
seven carriers are consistently recovering their nvestment innet plant and equpment more
rapidly than US West. To the contrary, t is far to say that the overall pace at which these
carriers are deprecating their investment in plant and equipment s not greatly different than that
of US West.

In arriving at this conclusion, I divided ther 1998 depreciation expense by an average
of ther 1998 begnning and ending year balances for net plant. This provided a reasonably
consistent picture of how rapidly these firms are recovering (wrting off) their existing (net)
investment in plant and equipment. The results of this analysis are provided in Table 4 below.
As shown, their depreciation ratios range from 5.9% to 30.6%. The simpk average s 15.0%;
weighted by mvestment, the average is 14.4%. This inplies that, on average, these seven firns

willrecover thetr exsting investment n plant and equipment over the next 6 - 7 years.



Table 4

Competitor Depreciation Ratios

Companies Depreciation Ratio
Advanced Radio Telecom Corp. 10.6%
Convergent Communications, Inc. 30.6%
CoxCommunications, Inc. 16.1%

Frontier Corp. 13.9%

GST Telecommunications, Inc. 5.9%

Intermedia Communications Inc. 17.0%

Nextlink Communications, Inc. 10.8%

Simple Average 15.0%

Weighted Average 14.4%

Can you be more s pecific concerning the US West side of your comparison?

Yes. I beganwith US West’s existing deprecation expense and adjusted i for the impact of
deprecntion changes which have already been adopted by the Commission n ths proceeding,
as well as the potential effect of the three different scenarios for the remaining seven accounts,
as summarizd in Table 5. The first scenario ncludes a $29.2 milion depreciation expense
increase, based upon Staff’s inputs. It results in an overall deprecation rato of 15.5%. This is
slightly higher than the average for the seven conpettors.

The second scenario includes a $14.4 million depreciation expense increase, based
upon the low end of the generic FCC lives for these seven accounts. This results in an overal
depreciation ratio of 14.7%, which s very simiar to the average for the seven competitors
(therr simple average is 15.0% and therr weghted average is 14.4%).

The third scenario illustrates what would happenif the Commission were to adopt
depreciation lves for the seven remaining accounts at the high end of the generic FCC ranges.
In that case, US West’s depreciation ratio would drop to 13.2%, which would be somewhat

lower than the average for the seven competitors.



Table 5

US West Depreciation Ratios
Scen ario Depreciation Ratio
StaffInputs 15.5%
FCCLow 14.7%
FCC High 13.2%

You mentioned that many firms only report depreciation expense combined with
amortization expense. Have you prepared any calculations using this combined
measure of capital recovery for these seven competitive carriers?
Yes. I calcuhted a broad measure ofthe rate at which these seven companies are recovering
therr total nvested capital. Specifically, I divided depreciation and amortization expense by the
average oftherr 1998 begnning and ending year totalassets (the total of the kft side of ther
balance sheet).

The resuls of ths calcuhtion are also summarized in Table 6 below. As shown, the
ratio ranges from 3.0% to 9.3%. The simple average s 5.5% and the weighted average is
5.7%. This indicates that these seven firms will recover therr existing nvestment (nclhiding all of

the assets on the leff side of their balance sheet) over the next 17 to19 years.



Table 6

Depreciation and

Companies Amortization Ratio
Advanced Radio Telecom Corp. 3.0%
Convergent Communications, Inc. 7.1%
CoxCommunications, Inc. 4.7%
Frontier Corp. 8.1%
GST Telecommunications, Inc. 4.5%
Intermedia Communications Inc. 9.3%
Nextlink Communications, Inc. 3.3%
Simple Average 5.5%
Weighted Average 5.7%

For comparison purposes, I have used the same three scenarios for US West. As
shown n Table7, using Staff nputs, FCC low lives and FCC high lives results n depreciation
and amortization ratios of 12.4%, 11.7% and 10.5%, respectively. All of these ratios are higher
than the corresponding averages for the seven competitors. The dscrepancy s primarily caused
by the fact that these competitors all have substantial nvestments in FCC licenses and other
assets which they are amortzing over relatvely long periods of time. In contrast, US West’s
balance sheet is not weighted down with substantal mvestments of this type; nearly all of'its

capital is mvested n phntand equipment which t is deprecating over relatively short perods of

time.
Table 7
Depreciation and
Scen ario Amortization Ratio
StaffInputs 12.4%
FCC Low 11.7%

FCC High 10.5%



Do your conclusions differ for the entire group of competitors, including those which
don’tseparately report depreciation expense?
No. As shown on Scheduk 4 of my exhbit, the results for the entre group tend to be simiar to
the results for the seven companies discussed up to this poirt. For the larger group a separate
depreciation ratio cannot be computed, but the overall capital recovery ratio ranges from 2.1%
to 10.5%. The simple average s 5.5% and the weighted average is 6.5%. This data ndicates
that, on average these eighteen frms wilrecover their exsting investiment (including all ofthe
assets on the kft side of their balance sheet) over the next 15 to 18 years.

Whike the pace of capital recovery differs for each frm, it is fair to say that none of
these carriers & recovering its total capital substantially faster than US West. To the contrary,
the data suggests that US West s writing offits Arizona assets more quickly thanmost of these

carriers are wrting offtheir assets.

Your analysis s eems to indicate thateven if the Commission were to use the low end of
the FCC ranges for the s even remaining accounts, US Wes t would be recove ring its
capital faste r than most of its competitors. Is that true?
Yes. It s fair to conclude that US West would not be phced at a competitive dsadvantage if
the Commission were to adopt lives which are at the low end ofthe FCC ranges for the
remaining seven accounts. While a slightly diferent concluson might be reached for some
accounts and/or some competitors, the overall patternis clear: the Commission can adopt lives
at the low end of the FCC range wthout placing US West at a serious competitive
disadvantage.

To the contrary, most of the competitive carriers have substantal nvestments in assets
(like FCC licenses) which they are recovering over very kngthy periods of time. Thus, ther
overall pace of capital recovery is actually quite a bit slower than that of US West, and this will
remain true even if the Commission were to adopt lives at the high end ofthe FCC ranges for

the remaining accounts.

Are you sugges ting that the Commission should adjust US Wes t’s depreciation rates to



match those of its competitors?

No. Capitalrecovery rates should be appropriate to the situation ofa particubr carrer, and
should continue to take into account the historic experience of that carrier, as well as the
specifc economic factors affecting that carrier.

The Commission has asked the parties to provide evidence concerning the capital
recovery policies of competitive carriers, but I don’t believe this data should exclusvely
determire the outcome of this proceeding. As t happens, the data indicates that US West is
recovering s capital investment more quickly than other carriers. But evenit the opposite were
true, [ don’t believe ths would compel a substantial increase m US West’s depreciation
expense. The capital recovery policies of other carriers can differ for many reasons, and this
data should not be the controlling factor which ultimately determmes the Commission’s decision
in ths proceeding

In any event, comparisons wth unreguhted, competitive companies should viewed with
caution. None of'the firms competing in Arizoma are fully conparabk to US West, in terms of
the size and scope of ther operations, the technologies they rely upon, and the assets that they
own. For mstance, the list of competitors nchided n Scheduk 4 inclides one cable televsion
company, several carriers that are predommnarntly ong distance carriers, and others that
primarily rely upon wireless technology. The Commission has already recognized that cable
companies and IXC’s are generally less capital ntensive than LEC’s. Whik wirekss carriers
can be quite capital intensive, their capital is often nvested i licenses, radio towers, and other
items which are different ffom the itens included in the accounts remaining in dispute in this
proceeding

Moreover, although these carriers may provide services which compete directly with
those offered by US West, they don’t necessariy rely upon the same mix ofassets, and ther
mix of services may be different than that of US West. A frm like MCI Worldcom, for
exanple, provides both bcal and ong distance telephone service, as well as local access and
long haul (backbone) Internet services. Finally, some of these conpetitors have only been in
busiess a few years, and therefore have newer, less depreciated plant then US West. Whether

therr current captal recovery practces wil prove adequate remains to be seen. I question



whether it would be wise to adjust US West’s captal recovery policies to match those of
smaller, new firms. The latter frms are basng their deprecation and amortzation policies upon
a very limited range of hstoric experience, and are forced to rely heavily on nherently
speculative projections concerning customer demand, technology and other factors, and yet
they have very limited hstoric experience which they can draw upon in developing these sorts

of projectiors.

Are there other comparisons which could be useful to the Commission?
Yes. I recommend that the Commission ako look at the capital recovery policies of other
incumbent local exchange carriers. Although they may not operate in Arizona, these carriers are

otherwise quie simibr to US West.

Have you prepared any comparisons with these other LECs?
Yes. The nost comparable companis to US West are obviusly the RBOCs and other
regubted LECs. I have wsed data reported n the FCC’s 1998 Statistics of Comnunications
Common Carriers (SOCC) to calcuhte average depreciationrates for all reporting RBOC:s,
other (non-RBOC) reporting LECs, and all reporting LECs. The latter group includes both
RBOCs and non-RBOC:s. The results are presented on Scheduk 5. Page one shows balance
sheet accounts and depreciaton and amortization expenses for these three groups of LECs.
Page 2 shows the composite depreciation and total capital recovery ratios for these three
groups, and compares them to the rates for US West wsing the same three scenarios discussed
earler.

As shown onpage 2 of Schedule 5, the composite depreciation rates for the RBOCs,
Other Reporting LECs and Al Reportng LECs are 13.5%, 13.8% and 13.6%, respectively.
These ratios are bower thanthe correspondngratios for US West that would result from
adoption either ofthe Staff nputs or the low end ofthe FCC lives for the remaining accounts n
dispute. They are only slightly higher than the US West ratio that would result if the Commission
were to wse the high end ofthe FCC lives for these accounts. A similar pattem occurs when

one conpares total capital recovery rates. These results show that using lives towards the low



end ofthe FCC generic ranges for the sevenremaining accounts will allow US Westto recover

its total capital nvestment ata pace that 8 comparabk to, or slightly faster than, other LECs.

US West Witness Kerry Wu has argued that lives are more important than rates, when
comparing US West to other companies. D o you agree ?
No. Data concerning both lives and rates of capital recovery can be usefulin the context of this
proceeding Capital recovery rates (like those discussed above) enable the Commission to
compare how rapidly US West will be albwed to recover (write off) its capital, relative to the
pace at which other companes are recovering (writing off) their capital. Ako, capitalrecovery
ratios capture the net impact of numerous different factors, suchas whether a firmuses ELG or
whole life depreciation, whether or not it is amortzing any reserve deficiences, what survivor
curwes it is usng and whether t is assuming positive or negative ret salvage. If one boks at
lives abne, one doesn’t take mto account all of these different factors, which ultimately impact
the amount of depreciation expense, and thus the speed with which a frm s recovering its
capital investment.

That s notto say that depreciation lives are conpletely rrekvart. In particubr, a
comparison with the lives adopted by the FCC or state regulators n other jurisdictions can be
useful n providing a benchmark against which the Commission can compare its judgment

conceming individual accounts.

Do you have any evidence to present regarding lives used by other local exchange
carriers?

Yes. As I explained earlier, there © very little public data available regarding the lives used by
unregulated carrers. However, data is avaiable for the RBOCs. This is particulrly useful
because t provides an ndication ofthe lives which have been approved by regulators in other
jursdictions for carrers which are similarly situated to US West. Schedule 6 shows the FCC
prescribed lives for Ameritech, Bell Athntic, Bell South, SBC and US West. Data for each
RBOC appears on a separate page. Each page shows FCC prescribed lives for the seven

remaining accounts, for each state in which the RBOC operates. In many cases, these are the



same lives adopted by the state reguhtory commissions, because matching lives are often set by
agreement between the FCC and the respective state commission. For comparison purpose, |
also have presented data on lives that other state commissions have approved for US West.

This data s presented on Schedule 7.



