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ANTERIM OPINION

I. RBackground

On Februaxy 11, 1987, the Commission issued an oxdexr
instituting investigation (investigation)‘to-deternine the Federal
Communications Commission’s (FCC) Part 32, Uniform System of
Accounts for Telephone Companies (USOA) should be adopted:for -

e o

telephone companies subject to the Commission’s jurisdiction.
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Currently, telephone corporations under our jurisdiction
are required to follow the FCC’s USOA implemented in 1935 and as
amended by the FCC and adopted by this Commission with certain
exceptions. One such exception occurred in 1965 (Decision (D.)
68534, 64 Cal. P.U.C. 27 (1965)) when we chose not to adopt the
FCC’s defexred accounting for investment tax credits. However, in
general, the FCC’s USOA has been adopted because of our desire to
simplify and coordinate the accounting and reporting requirements
imposed on those telephone companies operating under the
jurisdiction of both this Commission and the FCC.

The FCC issued Part 32 because it believes that the
present USOA is archaic and incapable of providing for changes in a
complex, competitive, technological, and economic environment.

Part 32, to be effective January 1, 1988 for telephone
companies undexr the FCC jurisdiction, reflects a financial based
accounting system to facilitate the monitoring of revenues,
expenses, and investments by product, service, purpose and type:
facilitate management reporting data for cost of service and the
separations and settlement process: and to accommodate generally
accepted accounting principles (GAAP) to permit a closer alignment
with business which is not regqulated.

Our investigation identified the following six issues to
be addressed in the proceeding:

a. Percentage of Califormia telephone utility
operations intrastate, subject to this
Commission, and percentage interstate,
subject to the FCC.

Whether Public Utilities (PU) Code § 793
requires the Commission to adopt the FCC’s
Part 32. _

Identification and quantification of
implementation costs and whor Ziould bear
the burden of those costs.
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Is adopted either in whole or in part
should any modifications be recquired for
intrastate purposes.

Effects on financial reporting,
separations, and revenue requirements from
adoption of Part 32 either in whole or in
part.

Identxficat;on and analysxs of other
provisions of Part 32 which may affect
California ratemaking policies.

A prehearing conference was held before Administrative
Law Judge (ALY) Galvin on March 17, 1987. Respondent telephone
utilities agreed to file their response to issues a, b, and ¢ by
April 3, 1987. At the request of respondents and interested
parties, informal workshops were scheduled to detexmine areas of
agreement among respondents and interested partles, and to reduce
the amount of time needed for formal hearings. Workshops, set for
May 11, 12, and 1S5 through 22, 1987, were moderated by the
Commission Advisory and Compliance Division (CACD), formerly the v/
Evaluation and Compliance Division. However, parties to the
investigation were unable %o reach any consensus.

Evidentiary hearings were held during the months of
August and October of 1987. Testimony was received from
approximately two dozen witnesses representing respondents and
interested parties. Thirty-six exhibits were received into
evidence.

Concurrent briefs on all issues except for the accounting
and reporting of pension expense, tax normalization, cost
allocation manual, and a legal argument on the adoption of the
FCC’s new separations manual (Part 36) were filed on September 10,
1987. Concurrent briefs on the rema;nlng issues were filed on
October 30, 1987.

All issues except for the acasunting and reporting of
pension expense are considered in this opinien. This is because of
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the substantial amount of testimony received on Financial
Accounting Standards Board (FASB) 87 and the substantial amount of
discussion in interested parties October 30, 1987 briefs on this
matter. A subsequent opinion, expected to be issued in January
1988, will address FASB 87. ‘

Full adoption of Part 32 and Part 36 is estimated to
result in additional revenue requirements for the telephone
utilities in the short-term. This additional revenue requirement
is to be reduced gradwually and after about seven years should
result in a revenue requirement savings because of the shift of
costs from utility plant to operating expense.

Although nominal impacts are estimated for Roseville
Telephone Company (Roseville) and the smaller independent telephone
companies there are seme significant impacts on the larger
telephone utilities for 1988. Pacific Bell estimates an additional
revenue requirement of $82 million in 1988 assuming the adoption of
tax normalization and application of GAAP to embedded leaschold
inprovements, General Telephone Company of California (GenTel) $66
million on a total company basis and approximately $46 million
intrastate (exclusive of settlement effects), AT&T Communications
of California (AT&T) and Citizens Utilities Company of Califormia
(Citizens) $2 million, and Continental Telephone Company of
Californmia (ConTel) $1 million.

The Division of Ratepayer Advocates (DRA), formerly the
Public Staff Division, acknowledges that additional revenue
requirements will occux with the adoption of Part 32’s capital to
expense shift and GAAP. However, DRA’s witnesses have not examined
the reasonableness of the utilities’ estimates. DRA represents
that it has been unable to determine the reasonableness of the

utilities' estimates because of continuous revisions of estimates
by utilities. . . o
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IX. Intrastate Operations

The f£irst issue in the investigation requires a
determination of the percentage of California telephone utility
operations that is intrastate, subject to our requlation.
Respondent utilities’ f£ilings show that their intrastate
operations, except for AT&T, are approximately 80% and their
interstate operations are approximately 20%, based on the current
separations procedures. AT&T’s intrastate operations are
approximately 60% and interstate operations are approximately 40%.
No projection of intrastate operations under the new separations
manual were provided because of ongoing modifications by the FCC.
Howevexr, the intrastate factor is not expected to be changed
materially by the new separations manual.

IXI. Public Utilities Code Section 793

The second issue to be addressed in this investigation is
to determine if PU Code § 793 requires the Commission to adopt the
FCC’s Part 32. This section of the code states that the system of
accounts and the forms of accounts, records, and memoranda
prescribed by the Commission for corporations subject to the
regulatory authority of the United States, shall not be
inconsistent with the system and forms established for such
corporations by or under the authority of the United States.
Nothing in this section or § 794 affects the power of the
Commission to prescribe forms of accounts, records, and memoranda
covering information in addition to that required at the federal
level. |

Parties to this investigation unanimously agree that Part
32 should be adopted;.thawwfore, this issue should be moot.
However, the DRA’s recommendation that the utilities be required to
maintain supplemental accounting records, such as memoranda or side
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records for interest during construction and gains or losses on the
early extinguishment of debt, is of concern to the respondent
utilities.

The small independent telephone utilities are concerned
that the supplemental accounting record proposal may require
utilities to maintain two separate sets of accounting records.
Even though Pacific Bell acknowledges that it can continue, as is
does presently, to provide such additional records to the extent
that the required information is available within its primary set
of accounting records, Pacific Bell is concerned that DRA is
seeking information which uses the present USOA structure which
would require a separate set of accounting records.

A majority of this confusion stems from DRA’s
recommendation that respondent utilities implement a data
continuity mechanism for converting new data into the old USQA
accounting format to provide periodic reports. However, DRA’sS
witness, Mirza, clarified DRA‘s proposal to require major
utilities, consisting of Pacific Bell, GenTel, ConTel and AT&T, to
have in place ~a mechanism and a one-year date, most likely 1987,~
to restate 1987 data into Part 32 data. DRA proposes that the
utilities use one of the four approaches identified in Chapter 7 of
DRA’s Exhibit 2.

' The PU Code and General Orders already require utilities
to provide specific financial data. In this instance, Mirza ‘
testified that the major utilities, except for AT&T, have agreed to
provide data. They will use one of'DRA’s approaches but did not
specify which one. Subsequently, AT&T’s witness, Thiebaud, stated
that with DRA’s clarification of its request for data continuity,
AT&T could satisfy DRA’s request. Since major utilities have
already agreed to provide the data requested by DRA there is no
furtheyno2c for the Commission.tp require it formally. However,
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should the major utilities not implement a data continuity
mechanisnm, as agreed in this proceeding, DRA should file a petition
for modification of this opinion with its con¢erns.

DRA also requests that the Rate Case Plan established by
the Commissieon for a notice of intent (NOX) to file a general rate
case be revised to allow DRA additional time to coordinate with the
utility to understand Part 32 accounting requirements adopted by
this Commission and the data continuity process discussed above.

The Rate Case Plan timetable and procedure is currently
undergoing a review by the Commission in R.87-11-012 to consider
effects of legislative changes which took place subsequent to the
establishment of the Plan, such as PU Code § 311l. Accoxrdingly,
DRA’s request for meodification of the Rate Case Plan timetable

should be considered in the overall review and not be addressed in
this investigation.

Iv. Implementation Cost

Respondent utilities filed a summary of their projected

cost to implement Part 32 and recommended how such costs should be
recovered.

Inplementation cost varied among utilities. Pacific Bell
projected a $16 million implementation cost, GenTel $2 million, and
the smaller independent telephone utilities under $25,000. The
majority of the implementation costs consists of redesigning
computer systems and related programming and staff training.

A majority of the respondent utilities recommend that
costs incurred to implement Part 32 be allocated between interstate
and intrastate ratepayers, similar to other legitimate costs,
according to the current separations procedures. Although Citizens
recem.idis that it be authorized to recover its implenmentation cost
through a balancing account mechanism, GenTel does not helieve that
such cost should be recovered because implementation costs are
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virtually all 1987 expenses and recoverable through the separations
process. o

DRA concurs with GenTel’s conclusion because the majority
of the implementation costs are non-incremental, involving costs of
existing staff and resources which are already rec¢overed through
current rates. To the extent that incremental costs exist, the
majority of these ¢osts will be recovered through the existing
settlement process without further action by the Commission.

We concur with DRA and GenTel. Implementation costs
should be recoverable in the same nanner as other operating

expenses, that is, through the general rate making process and
settlenent pools.

V. gcapital to Expense Shifts

Certain indirect construction costs, conprised of
approximately twenty distinct components, currently capitalized are
to be expensed under Part 32. Such indirect costs include general

office overheads, labor related additives, property taxes, and loss
of materials and supplies associated with construction projects.
Although this accounting change will increase the
utilities’ revenue requirements during the initial years of
implementation, a cross over point, where revenue requirement is to
go negative, is estimated by DRA to occur in the mid 1990’s.
Approximately seven years after implementation, this
accounting change will result in a revenue reguirement savings
because its adoption will reduce the utilities’ recorded rate base.
To illustrate, adoption of this accounting change effective
January, 1988 will increase Pacific Bell’s revenue requirement by
approximately $118 million, GenTel’s by approximately $57 million,
ATET and Citizens by approximately $2 million, and ConTel by
approximately $1 million in 1988. 1In 1993, Pacific Bell’s
additional revenue requirement is to be reduced by $112 million to
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$6 million and GenTel’s by $54 nillion to $3 million. Revenue
requirement savings are to incur starting in 1994. The smaller
telephone utilities will occur minimal or no impact from this
accounting change. |

Each party to this investigation, including DRA, concurs
that the accounting change for indirect construction costs should
be adopted for accounting and ratemaking purposes. However, they
disagree over how the utilities should recover the resulting
revenue requirement for ratemaking purposes.

We conclude that Part 32 capital to expense shifts to the
extent they do not conflict with Commission’s current ratemaking
policies identified in Chapter 11 of DRA‘s Exhibit 2, Appendix A to
this opinion, will be adopted. The method of recovery of the costs

associated with this shift is discussed in a subsequent section of
this decision.

VI. ¢ 11y 2 ted J ting_Principl

GAAP are a common set of accounting concepts, standards,
procedures and conventions which are recognized by the accounting
profession as a whole and upon which most nonregqulated enterprises
base their extermal financial statements and reports.

Part 32 adopts GAAP for accounting purposes to the extent
requlatory considerations permit. Future GAAP changes are to be
adopted automatically, unless the FCC notifies the telephone
utilities to the contrary. In those instances whexre CAAP permits
more than one accounting method, the FCC is to select the
appropriate accounting method for use by the telephone utilities.

The adopted of GAAFX changes, exclusive of tax
normalization discussed in a subsequent section of this opinion,
will initially result in the need for additional revenue
requirements for Pacific Bell and GenTel. Eowever, the need for
additional revenue requirements will decrease over the years and in
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approximately the seventh year will result in a revenue requirement
savings.

Due to GAAP alone, Pacific Bell’s 1988 additional revenue
requirement, excluding the effects of tax normalization, is
estimated te be $44.2 million; GenTel’s is estimated to be $9
million. In 1993 Pacific Bell’s revenue requirement is to be
reduced by $17.5 million to $26.7 million and GenTel’s by $7.4
million to $1.2 million. There are to be nominal, if any, revenue

requirements changes for AT&T and the smaller independent telephone
companies.

DRA recommends adoption of all the changes which have no
revenue impact and adoption or medified adoption of most of the
remaining FCC adopted GAAP items which have major revenue impacts.
The adoption was recommended for accounting purposes only. DRA is
silent on the ratemaking treatment for the additional revenue
requirement caused by GAAP. However, DRA does recommend that all
future GAAP promulgations be considered for accounting and

ratemaking purposes on a case-by-case basis. GAAP issues
identified by DRA are:

Interest During Construction

Accounting Methods

Leaseheold Improvements

Compensated Absences

Contingent Liabilities, Workers’ Compensation
Incentive Awards

Early Extinguishment of Debt

Computer Software Cost

Depreciation

Comprehensive Normalization

Future GAAP Changes
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a. Interest During construction .

The FCC proposes no changes to its Interest During
Construction (IDC) formula in Part 32. However, because the FCC
allows short-texrm construction projects to be included in rate
base, DRA opposes the adoption of the FCC formula in faveor of the
Commission’s IDC formula. The Commission formula provides for the
accrual of IDC on construction projects expected to be completed
within one year.

GenTel recommends the FCC formula be adopted. It
believes that DRA is adveocating a short-sighted position because,
although $9 million of GenTel’s $66 million additional revenue
requirenment in 1988 is due to the FCC’s IDC method, in the long-
term (approximately seven years) GenTel will experience a revenue
requirement savings. There is no impact on Pacific Bell because
Pacific Bell does not seek a change in this Commission’s IDC
formula in this investigation.

The Commission’s IDC formula is based on scund principles
and has withstood litigation in several of Pacific Bell’s and
GenTel’s rate proceedings. This investigation has produced no
evidence to demonstrate that the FCC’s formula is superior to the
Commission’s IDC formula. Therxefore, the telephone utilities
should continue to maintain appropriate records to conform to the
Comnission’s IDC policy, currently applicakle to construction work
in progress involving expenditures of $25,000 orx more.

b. aAcgounting Methods

As previously discussed, where GAAP permits more than one
accounting method the FCC proposes to select the appropriate method
for use by the telephone utilities. Other than DRA’s vague
statement that there may be individual instances where DRA needs
additional information to review the accounting method selected by
the FCC, there were no objecfions. ,

Therefore, in those instances where GAAP permits more
than one accounting method the telephone utilities should follow
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the accounting method selected by the FCC. If the telephone
utilities, DRA, or any other party objects the method selected by
the FCC that party should bring the issue before the Commission in
a2 formal proceeding (such as a general rate proceeding).

c. Ieasehold Improvements

Under GAAP all leasehold improvements are capitalized
separately and amortized over the term of the lease, which is
generally shorter than the life of a building. Pacific Bell
estimates an additional $10.1 million revenue requirement for 1988
should this GAAP provision be adopted. Part 32 is silent on the
treatment of embedded leasehold improvements capitalized as a part
of the huildings account and currently amortized over the life of
the building.

There is no opposition teo using GAAP for leasehold
improvements on a prospective basis. DRA proposes that embedded
leasehold improvements currently in the buildings account be
amortized over the life of the buildings account. However, DRA’s
witness testified that DRA would reconsider its position should the
FCC, currently considering amortizing embedded leasehold
improvements, promulgates a specific method of amortizing the
embedded accounts. .

We concur with DRA. Leasehold. improvements should be
capitalized separately and amortized over the texrm of the lease.
Embedded leasehold improvements should continue to be amortized on
a prospective basis over the life of the buildings account.

d. Compensated Absences .

GAAP requires compensated absences to be recorded as an
expense in the yeaxr the liability is incurred. The embedded
liability is to be amortized over ten years to ease rate shock.
This is a departure from the Commission’s current policy of
recording compensated absences as an expense-inkphg”yéar the cash

-
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is actually paid out. Pacific Bell estimates this change will
result in a constant additional revenue requirement of $19.2
million. .

DRA does not object to the Part 32 accrual treatment of
compensated absences; however, it recommends that ”if a situation
arises in which a utility receives cash before the cash is actually
expended, this situation should be accounted for in the calculation
of working cash allowed in rate base.”

Since there is no opposition to the treatment of
conpensated absences, the telephone utilities should conform o
Part 32 in accounting for compensated absences. DRA’S proposed
working cash treatment for cash received by a utility prior to the
cash being expended should be addressed on a case~by-case basis in
general rate cases.

e. Contingent Liabilities. Workers’ cCompensation

GAAP requires the expected liability for workers’
compensation teo be calculated and accrued as an expense in the
current year. Pacific Bell estimates that adoption of this
proposal would increase its 1988 revenue requirement by $5.8
million. Since Pacific Bell is the only utility which is self-
insured for workers’ compensation, this proposal does not currently
affect the other utilities.

DRA does not oppose this treatment:; however, it believes
that because GAAP tends to overstate the amount of liability,
Pacific Bell and any other utility using the contingent liability
approach should use a mid-range estimate to record its liability.

Again, there is no opposition to the principle of
applying GAAP. Therefore, the accrual basis of accounting for
workers’ compensation should be adopted. However, because of the
need to estimate the amount of liability for workers’ compensation
disputes regarding the reasonableness of the -ijiabllity will oceur.
Rather than requiring mid-range estimates, the utilities should
maintain necessary documentation to support their liability.
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£. Incentive Awards

GAAP requires incentive awards to be recoxrded on an
accrual basis. The FCC did not address this matter in Part 32.
DRA represents that Pacific Bell already reports incentive awards
on the accrual basis of accounting.

DRA recommends that if GAAP is adopted for incentive
awards, the utilities should be required to account separately for
the amounts which are accrued for employees who terminate during
the year. The accruals for these employees should be reversed.

We concur. GAAP should be adopted for incentive awards
and any awards accruing for employees terminating service during
the year and not receiving the award should bhe reversed.

9. Eaxly Extinquishment of Debt

GAAP requires that gains and losses from the early
extinguishment of debt be recognized in the year of occurrence.
However, the Commission’s generic policy has been to amortize gains
and losses over the life of the replacement debt. .

Other than the utilities’ recommendation that GAAP be
adopted, no justification to change the Commission policy has been
offered. The utilities should continue to amortize gains and
losses from the early extinguishment of debt over the life of the
replacement debt.

h. cComputer Software Costs

The costs associated with initial operating systems’
software purchased for general purxpose computers and certain
associated right-to-use fees are to be capitalized while
applications software and recurxing righé-to—use fee are to be
expensed. ‘

The only dispute in the accounting for software costs is
in the expensing of software systems being developed internally and
applications systems for fut.ure rovenue-generating services. DRA’s
witness, Amato, recommends that such software be capitalized under
a deferred accounting approach for recovery of costs when the
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utility actuall& starts offering the service, similar to the
accounting for Pacific Bell’s 800 service software development cost
required by D.86-01-026.

Amato recommends the deferral treatment because such
costs:

Relate to future services and deferral
would allow the timing of cost recognition
to ¢oincide with revenue recognition.

May ke incurred to develop non-regqulated,
competitive service offerings. If expensed
immediately, ratepavers would be burdened
with paying the utility for sexvices which
may never benefit them.

May be incurred for a system which may
never become operational. If expensed
immediately, ratepayers would be burdened
with paying for services which the utility
may nevexr provide.

Under this proposal, costs would accumulate in a deferred
account until the software systems are examined in a general rate
proceeding. Those software systems used for new regulatory
sexvices would be capitalized, amortized over the system’s
projected life, and recoverable in rates. However, those software
systems abandoned or utilized in offering an unregulated service
would be recorded as a non-operating expense and not be recoverable
through the rate making process, irrespective of their prudency.

Pacific Bell believes that DRA’S proposal is not
appropriate because new software under development for future
revenue-generating services is not addressed in Part 32 and because
there is no significant change to the current method of accounting
for software costs. Further, the deferred method for Pacific
Bell’s pending 800 service was adopted only after the specific
service was scrutinized by all interested parties in a Commission
proceeding. C ‘ |
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The utilities are concerned that under Amato’s proposal
they will bear all the risk of the development of new software and
pass on all the benefits of the development to the ratepayers.
This is because Amato recommends that, although a return is to
accumulate with the software develoepment cost, recovery would not
occur until a new regqulated service is offered and the prudency of
such costs are scrutinized for reasonableness in a rate proceeding.
Further, if a new requlated serxvice is not implemented, the
utilities would not be allowed to recover their development cost,
no matter how prudent the costs are.

| Although the telecommunications industry is in a dynamic
era with the increased presence of innovative.technology and
competition, telephone utilities are not research or development
companies. Not even Pacific Bell’s software development for its
proposed 800 service is being undertaken by Pacific Bell:; it is

being undertaken by an unregulated affiliate, Bell Communications
Research, Inc.

Ratepayers should not be required to compensate utilities
for software develcpment costs intended for future revenue-
generating services without a mechanism to review the
intergenerational equities or the prudency of such costs.
Currently, this review is conducted in general rate proceedings on

a '‘case-by-case basis as, for exanple, Pacific Bell’s software
development costs for 800 service.

As the utilities assert, Part 32 does not substantially
depaxt from the current method of accounting for software
development costs. However, DRA proposes the implementation of a
blanket cost deferral until the service is being offered as a
regulated service or abandoned, a retrospective review.

Part 32 does not substantially change the accounting for
software ccots Sfrom the current accounting procedure as shown on
pages 3-~9 or DRA’s Exhibit 2. We will continue to address software
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development costs for future revenue=-generating services on a case-
by=-case basis. .

i. Depreciation :

Part 32 affects the depreciation accrual to the extent
that certain asset groups, such as computexr and central office
equipnent = toll, will be reclassified from one depreciation
category to another. This reclassification of categories will
change the remaining life of the categories, the reserve balance of
the existing categories and the depreciation accrual for these
categories.

DRA’s witness, Joshi, recommends that any revenue
requirement resulting from the accrual change be charged to a
deferred ‘account until the accrual reaches a cross—over point,
negating the revenue requirement. This recommendation is made even
though DRA and respondent utilities project that revenue
requirement changes associated with the changes to depreciation
categories will be minimal.

According to DRA, any changes in depreciation would be
revenue neutral until there is a represcription of depreciation
rates. Such represcription is expected to take place in 1988 for
Pacific Bell and 1990 for GenTel. Therefore, we conclude that
rather than requiring the utilities to implement a procedure to
track nominal depreciation changes that may occur in 1988 for
Pacific Bell and 1990 for GenTel, such revenue requirements, if
any, should be addressed during the represcription of the
utilities’ depreciation rates. The utilities should submit as a
part of their respective represcription filing the impact of rate
changes caused by depreciation c¢hanges adopted in this order.

Jj. Comprehensive Normalization

The issue of comprehensive normalization was initially
raised by 2aoviflic Bell, GenTel, and AT&T because the FCC’s Part 32
requires that the tax effect of book and tax timing differences be
normalized. Comprehensive normalization is an accounting concept
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that matches all income tax effects with the underlying
transactions in the accounting period in which the transactions are
reported in the utility’s income statement.

Should comprehensive normalization for income taxes be
adopted, Pacific Bell’s and GenTel’s revenue regquirement would be
immediately reduced by $46 million and $6 million, respectively.
Five years later, in 1993, Pacific Bell’s revenue requirement would
be increased $3 million and GenTel’s decreased by $3 million.
There would be a nminimal impact, if any, on AT&T and the smaller
independent telephone companies.

Prior to The Tax Reform Act of 1986, construction
overheads were capitalized for accounting and ratemaking purposes
as conponents of construction-work-in-progress (CWIP). However,
for accounting and ratemaking purxposes these overhead components
were deductible currently for federal tax purposes. The federal
tax benefits derived from taking the overhead components
capitalized as a deduction for federal tax purposes were flowed
through to the ratepayers for ratemaking purposes. This policy
resulted in a lesser ratemaking federal tax expense than what it
would have been if the overheads had been considered capitalized
components of CWIP for federal tax purpeoses and normalized.

Subsequent to the passage of The Tax Reform Act of 1986,
construction overheads that were previously deductible in arriving
at federal tax must now be capitalized in CWIP as a construction
component for federal tax purposes.

Part 32 requires overheads previously capitalized to be
expensed raising the issue of normalization versus flow-through.
Under normalization, the difference between expensing overheads
currently and the accelerated depreciation available for Federal
tax purposes would be multiplied by the statutory corporate tax
cate and reflected as a deferred tax. In other words, the company
would take the deduction currxently instead of capitalizing .it and
amortizing the deduction. Since the accounting and ratemaking
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treatment of overheads as expense has a greater effect on reducing
taxable income than does the deduction of accelerated depreciation
on a tax return basis, the deferred tax generated by this tining
difference would be added teo rate base.

Under flow=-through, the ratemaking Federal tax expense is
higher than under normalization because the cuxrent deduction of
overheads for the Federal tax calculation is replaced with the
accelerated depreciation available on the capitalized overheads on
a tax return basis.

An ancillary issue pending before the Internal Revenue
Service (IRS) is an industry wide application for a “change in
accounting methed.” If IRS approves the request, federal tax
treatment would generally be consistent with the capitalization
requirements of Part 32. However, if it isn’t approved, the
utilities would be required to continue capitalizing for federal
tax purposes the overhead components expensed under Part 32.
Pacific Bell estimates an additional revenue requirement of $2
rillion if the accounting change for tax purposes is not approved.

The utilities recommend tax normalization because it
conforms with GAAP, it results in a lower revenue requirement, and
it eliminates excessive record keeping requirements. GenTel’s cash
flow analysis shows that its ratepayers could benefit from the
adoption of normalization for the next 20 years. Although Pacific
Bell’s intrastate revenue requirement impact shows that Pacific
Bell’s ratepayexs could benefit from the aéoptipn of normalization
in 1988 by $46 million, this benefit will turn around and by 1993
cost Pacific Bell’s ratepayers an additional $2.7 million.

DRA recommends the continuation of flow=-through because
it is consistent with current Comnission policy, because the
Federal tax law is highly volatile with frequently changing
requirements, and because normalization would only benefit the
~ ratepayer in the short-term.
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The issue of normalization versus flow-through was
addressed by the Comnmission in D.84~05-036 (OII 24). Upon review
of a comprehensive analysis of all California utilities, the
decision affirmed that the flow-through treatment of timing
differences is to continue as Commission policy.

Although The Tax Reform Act of 1986 substantially
eliminates the tax benefits that were flowed through to the
ratepayers from the overhead components previously capitalized but
deductible for tax purposes, the treatment may be short lived
because additional changes to the tax code are under consideration.
A change in policy at this time may not be warranted because of the
volatility of the recent tax changes and short-term impacts.

We concur with DRA’s analysis that the Federal tax law is
volatile and that normalization would only benefit the ratepayers
in the short-term. A substantial amount of time and analysis went
into our affirmation of a generic flow-through policy. The
telephone utilities have not convinced us that the generic policy
should be modified for telephone utilities. There:oie, the policy
of flowing through tax benefits should continue as a generic.
ratemaking policy and the telephone utilities should continue, as
they have in the past to maintain memorandum recoxds reflecting the
accounting for both flbw—through and normalization of taxes.

k- Future GAAP

Part 32 adopts future GAAP pronoucements automatically,
unless the FCC notifies the telephone utilities to the contrary.
However, DRA recommends that future GAAP pronouncements should be
adopted by this Commission only after the major utilities (PacBell,
GenTel, AT&T, ConTel, Roseville, and Citizens) provide a positive
showing to the Commission that such pronouncements are for the good
of the ratepayers. To accomplish this pesitive showing DRA
recommends that: ' ‘

a. This investigation beAkept opéh‘éb.ad&régs
future GAAP changes.
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Telephone utilities’ Part 32 petitions
and/or revenue requirements filed with the
FCC should be filed concurrently with this
Commission. Copies are to be sent to both
DRA and CACD. )

For GAAFP changes, revenue impact studies
are to be provided to DRA and CACD within

90 days after the FASB releases its final
pronouncement.

For Part 32 changes initiated by the FCc,
FCC required studies should be filed in
accordance with item b.

Non-revenue items be addressed as
supplements to this investigation on a
periocdic basis as necessary.

GenTel concurs with DRA’s proposal because it believes
that FASB’s GAAP changes will be relatively infrequent.

We concur with DRA that future GAAP pronouncements should
not be routinely adopted. However, this investigation should not
be kept open for an indefinite period of time. Rather, the
Commission’s Resolution procedure should be used to address
subsequent Part 32 changes. ' Should a controversial issue occur, a
new investigation could be opened to consider the matter based on v//
an evidentiary record.

The following telephone utilities, Pacific Bell, GenTel,
AT&T, ConTel, and Citizens should provmde the following to both DRA
and CACD Directors:

a. Concurrent copies of any Part 32 petition

and/or revenue requmrement filed with the
FCC.

For GAAP changes, revenue impact studies
within 90 days after the FASB releases its
final pronouncement.

For Part 32 changes initiated by the FCC,
FCC required studies concuxxent with their
FCC filing.
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Roseville should not be included because, unlike the
other telephone utilities, its revenues requirement impact from
adoption of Part 32 and Part 36 is nominal.

With the foregoing discussions GAAF as modified by this
opinion should be adopted. Any revenue requirement impacts should
be accounted for in a manner consistent with the treatment for
capital to expense charges identified in this decision.

VII. Rost Retirement Bepefits

AT&T and ConTel recommend the adoption of a change in
accounting for post retirement benefits from the cash basis of
accounting to the accrual basis. Post retirement benefits will
change from being recorded as an expense when actually paid teo
being an expense which is accrued and recorded when earned. ConTel
took its recommendation one step further by adopting this
accounting change for its accounting records effective 1987.

Both AT&T and ConTel recommend this change in accounting
on the premise that the FASB is expected to issue an exposure draft
on converting to the accrual method for pest retirement benefits
sometine next year. An exposure draft is a proposal for a GAAP
sent out by FASB for comments by all parties prior to adoption.

' DRA asserts that adoption of this accounting change by
FASB is purely conjectural at this time. Even if an exposure draft
is issued next year, it is not currently known what actuarial
methodology may be required or accepted by the FASB. Further, once
an exposure draft is issved, there is geherally a2 lengthy period of
time before the FASB issues a final pronouncement. For example, a
FASB exposure draft on accounting and reporting by defined benefit
pension plans issued in April 1977 was adopted nine years later.

We concur with DRA. This investigation was opened to ..
. consider whether GAAP should be adopted for accounting purposes,
and if so, to what extent, not to speculate on future GAAFP
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pronouncements. The accrual method of accounting for post
retirement benefits should not be adopted at this time. Further,
ConTel should change its accounting recoxrds for Commission purposes

to conform with the cash basis of accounting for post retirement
benefits.

DRA, concerned that the adoption of Paxt 32 may have
unforeseen side effects of eradiéating prior Commission decisiens
and policies adopted over the years, recommends that if any such
issue arises, it be addressed in each utility’s general rate
proceeding. Further, adoption of Part 32 should not ke considered
a reason for any telephone utility to abandon accounting and
ratemaking requirements instituted by this Commission in past
proceedings. To the extent that such accounting and ratemaking
changes arxe ‘not specifically addressed in this opinion, we concur.

In this investigation Pacific Bell and DRA have
identified a prior Commission policy pertaining teo the accounting
~ for affiliated company transactions which needs to be modified
because in its present form it renders compliance under Part 32
impossible. |

By D.86~01=-026 Pacific Bell was required to record all
transactions with affiliated companies in Account 674, General
Services and Licenses. Although not specifically ordered to do so,
GenTel and ConTel also use Account 674 to record transactions with
agfiliated companies.

Under Part 32 accounting, affiliated company transactions
will be disaggregated to several different Part 32 accounts based
on the nature of the affiliate transactions. There will be no
account similar to the current General Services and Licenses
expense account. However, Pacific Bell and DRA developed a
procedure to provide the Commission with thé‘necessary information
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to oversee and analyze affiliated company transactions. 7This
agreed upon procedure between Pacific Bell and DRA should be used
by any telephone company invelved in affiliate company
transactions. However, AT&T, who maintains its accounting records
on a national accounting system, should be permitted to provide
affiliated company transactions on a side record basis to avoid
unnecessary costs. The procedure is as follows:

a. For each Part 32 account to which affiliate
costs are assigned, a separate and unique
subaccount code (e.g., function code,
reporting code, or expenditure code) is to
be set up to record the affiliate costs
¢hargeable to that account.

Affiliate company subaccount codes are to
be used exclusively to record agffiliate
company costs.

The cumulative total recorded in affiliate
company subaccounts’ codes for a period
must reconcile with the affiliate company
billing for that period.

Subsidiary records to support the monthly
affiliate billings are to be set up and
maintained, with such records providing an
audit trial to the Part 32 account assigned
affiliate costs and a year-to-date

accumulation of the total costs billed by
the affiliate.

Supplemental memorandum records are to be
maintained for surveillance purposes to
track Commission adopted affiliate company
adjustments.

For rate proceddings, the utilities are to
subnit their test year affiliate company
estimated costs separately. :
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IX. Separations

Telephone utilities provide both interstate and
intrastate services subject to requlation by the FCC and this
Commission, respectively. Therefore, it is necessary to allocate
(separate) the utility’s revenues, expenses, taxes, investments,
and reserves between interstate and intrastate operations. This is
accomplished through the use of a separations manual. For
intrastate purposes this separations manual is used to determine
the cost of services within the state, such as interIATA (Local

- Access and Transport Area) access, message toll, toll private line,
and exchange service.

Currently, the FCC’s Separations Manual (Part 67) is used
by this Commission. However, this separations manual is structured
by accounts identified in the FCC’s current USOA. With the
adoption of Part 32, to be effective January 1, 1988, the
separations manual is obsolete. Accordingly, the FCC issued a new
separations manual (Part 36) based on the new USOA; to be effective
Januarxy 1, 1988.

GenTel and AT&T estimate nominal impacts from the
adoption of Part 36. However, Pacific Bell initially estimated
that adoeption of Part 36 would result in an additional $28 6
million revenue requirement comprised of: , .

Lssue Inpact
(Millions)

Central Office Categoxy 6 $ 5.4
Central Office Category 8.23 (19.5)
Revenue Accounting Expense (23.7)
Marketing Expense 62.5
Other Conformance Issues —3.9

Total Impact ' $ 28.6

Part 36, in addition to conforming to Part 32w -
incorporates four separations rule changes. Of the four rule .
changes only one, the assignment of all marketing activities to—the
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intrastate jurisdiction, has a significant impact on intrastate
revenue requirements. As shown in the above tabulation, the
allocation factor for marketing results in a $62.5 million revenue
increase for Pacific Bell. -

Although DRA's witness, Low, expresses caution in
adopting the new marketing allecatien factor, he does recommend
adoption of Part 36 to the extent that it conforms with Part 32, as
adepted in this investigation.

However, Low makes no recommendation on the revenue
requirement effect of Part 36 because he has not yet analyzed
separations data from the major utilities. According to Low, he v”//
needs at least 45 days to analyze Part 36 data from the major
utilities before he can recommend whether the individual utility’s
revenue requirement is reasconable or not. Since he only received
Pacific Bell’s separations data in the first week of August and
expected to receive ConTel’s and GenTel’s on August 15 and
October 15, 1987, respectively, a DRA recommendation on revenue
requirement impacts for Part 36 will not be available until at
least January 1988.

Subsequent to the receipt of separations testimony, the
FCC revised its allocation facteor for marketing expenses to include
access revenwe, on an interim basis. The FCC is reviewing its
marketing factor and intends to issue a pexmanent factor in April
1988. With this interim change in the marketing factor Pacific
Bell’s witness, Sawyer, testified that Pacific Bell’s revenue
requirement related to Part 36 should be reduced by $62.5 million,
producing a negative $33.9 million requirement. DRA‘S major
concexrn with the adoption of Part 36 is alleviated with the interim
allocation factor. \ '

During evidentiary hearlngs GenTel’s counsel brought to
the attention of all parties a recent Ninth Circuit Court of
Appeals decision (Hawaiian Tele

ggmm;gg;gn 827 F.24 1264 (9th Clr. 1987) regard;ng the Fcc's
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authority to determine separations procedures. This decision is
being appealed by the Hawaiian Commission. By brief, DRA confirmed
that it would make any recommendations to modify the FCC’s Part 36.
However, DRA will review its position on modification of Part 36
after decision on the Hawaiian Commission’s appeal. Meanwhile, DRA
is reviewing the reasonableness of the revenue requirement impacts
from adopting P;rt 36.

Disputes regarding the adoption of Part 36 have been
resolved during the course of this investigation and all parties
recommend adoption of Part 36. Therefore, we adopt Part 36. \///

Consistent with the treatment of capital to expense
impacts Pacific Bell, GenTel, Citizens, and ConTel should recoxrd
the revenue requirement impact of adopting Part 36 in a balancing
account. Supporting workpapers should be maintained for review
until the balancing account is terminated. AT&T, Roseville, and v//
the smaller independent telephone companies should address the
revenue requirement impacts in their next general rate case or GO
96 filing, as appropriate. '

The one remaining issue, as pointed out by DRA, is the
reasonableness of the individual utility’s revenue requirement
impact from adopting Part 36. This revenue requirement issue
should be addressed during the review of the balancing account.

' a. SEF to SIU '
One of the three minor separations rule changes relate to

Central Office Category 6 (Category 6). Non Traffic Sensitive
(NTS) costs associated with Category 6 will no longer be
distinquished from traffic sensitive costs. This change will make
it impossible to continue to apply a subscriber plant factor (SPF)
to the subscriber line usage (SLU) to Category 6 for the purpose of
shifting NTS costs from interexchange access serxvices to exchange
services. Eowever, SPF to SLU will ccnhiznm: to apply to the
majority of NTS costs.
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A Dial Equipment Minutes (DEM) measurement teplaces the
SLU measurement, both of which measure the relative use of local
switching equipment. To put this in perspective, Sawyer calculated
Pacific Bell’s DEM and SLU interILATA access factor for March 1987.
The DEM measurement shows that 6.9% of all telephone call minutes
on subscriber lines are from interlATA access calls and the SIU
measurement shows 6.7%, or a 0.2% differential between DEM and SLU.
This differential results from the inclusion of closed end WATS
minutes in the DEM formula.

Pacific Bell recommends that the Part 36 DEM measurement
should be used to determine the shift from access to exchange
sexvices and that the shift amounts using DEM be included for
recovery in the annual SPF to SLU advice letter filing. GenTel
concurs with Pacific Bell. '

Since there is no opposition to Pacific Bell’s proposal,
the DEM measurement should be used in place of the current SLU
measurement to determine shifts from access to exchange services
for Category 6, only. '

X. other Iscues

The investigation identifies other proceedings that are
being undertaken by the FCC concurrent with Part 32. Two of these
proceedings, Part 64 (commonly known as Part X) and Part 69 are
addressed by DRA. Part 64 is a cost allocation standard for
recording transactions between regulated telephone utilities and

their corporate affiliates. Part 69 is revised access charge
rules.

a. Rart 64 ‘
'DRA’s witness,.Y»v, did not analyze the impact of Part 64
because the FCC was considering several petitions for
reconsideration and because the utilities’ cost allocation manuals
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were not yet finalized. Lew recommended that Part 64 be considered
at a later date when more information and time is available.
According to Lew, lack of a decision on Part 64 will not adversely
affect the adoption of Part 32.

On the last day of evidentiary hearings, DRA’s c¢ounsel
informed all parties to the investigation that DRA is ready to
proceed with Part 64 and requested that parties have their Part 64
testimony ready in December 1987. The telephone utilities objected
to DRA’s request because they believed that Part 64 is not a part
of this investigation. The matter was deferred to briefs due on
October 30, 1987.

DRA, concerned that the FCC has set January 1, 1988 to be
the effective date of Part 64 for interstate pﬁrposes, recommends
that the Commission address Part 64 by the end of 1987. According
to DRA, it considered Part 64 to be an issue in this proceeding and
believes that it should be considered with Part 32.

The utilities do not believe that it should be addressed
in this investigation. Although Part 64 is identified in the
investigation, similar to Part 69, it is only identified as one of
the many changes occurring in the FCC rules. GenTel and the
independent telephone companies also point out that the Commission
does not currently have an official method of accounting for the
allocation of costs between utilities and their subsidiaries.

This investigation was opened to specifically address
Part 32, its effect on intrastate rates, and the rateking treatment
of the implementation costs associated with Part 32. DRA’s own
witness testified that lack of a decision on Part 64 will not
affect the adoption of Part 32.

Part 64 is not specifically identified as an issue in
this investigation. Further, the investigation is not intended as
a “catch-all” to address wwrillary matters. To keep it open at
this time would require us to expand the investigation and to
notify prospective interested parties of our intentidns. We
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conclude that Part 64 should not be addressed in this
investigation. St

However, since the cOmmission currently does not have a
method for utilities to allocate costs between regulated telephone
utilities and their corporate affiliates, it may best to institute
a proceeding to consider the FCC’s Part 64. Such a proceeding
should ke considered by 'CACD and if warranted, proposed to us in a
new jinvestigation.

b. Raxt 69

Part 69 is another ancillary matter discussed by DRA.
However, in this instance DRA believes that because Part 69 is not
intended to have an impact on intrastate ratemaking under current V////
conditions, it need not be addressed. However, DRA does
recommend that Paxrt 69 be reviewed after the FCC issues its final
report and order to verify that it will not affect intrastate
ratemaking. Part 69 should not be considered at this time.

) XXI. Xmpacts

The adoption of Part 32 and Part 36 with modification
will have the largest revenue requirement impact on Pacific Bell,
GelTel, AT&T, Citizens, and ConTel. Based on incomplete estimates
of the utilities which have not been examined, Pacific Bell will
incur an additional revenue regquirement of approximately $118
million in 1988, GelTel $46 million, AT&T and Citizens $2 million,
and ConTel $1 million. The approximate impact on Pacific Bell and
GelTel as a result of this decision are set out below:

*
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\..

(Millions of Dollars)

Capital to Expense Shifts $ 118 $ 46
GAAP Shifts
Conmpensated Absences 19 NA

Workers’ Compensation 6 NA
Incentive Awards 9 NA

Separations (34 N2
Total $ 118 ' $ 46
(NA = Not Available)

We stress that these figures are preliminary and are based on the
estimates furnished by Pacific Bell and GenTel.

" The next issue we need to address is the method utilities
should use to recover the revenue requirement impacts caused by the
adoption of Part 32 and Part 236.

DRA does not believe that current ratepayers should be
required to compensate the utilities for the capital to expense
accounting change because the utilities will not incur any
additional out of pocket cost:; they will incur only “paper” costs.
Further, DRA contends that it is future ratepayers who are to
benefit from the resulting decrease in revenue requirement.

DRA proposes that the additional revenue required from
this accounting change be charged to a deferred account on a yearly
basis until a ¢cross—-over point is reached and the revenue
requirement from the capital to expense shift becomes negative.

The surplus received should then be offset against the accumulated
balance until the deferred account reaches zero. Concurrently, DRA
propores that the telephone utilities should be required to
maintii. subsidiary records so DRA could analyze the activity
related to each individual capital to expense shift during the
period when the deferred account is needed. DRA’s witness, Woods,
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recommends that the smaller independent telephone utilities be
exempt from using a deferred account because their additional
revenue regquirement associated with this accounting change are
nominal.

DRA’S witness recommends that a deferred account be
implemented using existing utility estimates of the capital to
expense shifts rather than actual dollar amounts because the
utilities would have difficulty in identifying and tracking the
changes without maintaining a complete separate set of recoxds.
These estimates are to be audited by DRA on a yearly basis, prior
to the utilities recording their estimates in the deferred account.
The authorized rate of return will be applicable to the accumulated
balance of the deferred account, resulting in a recovery mechanism
similar to rate base.

The utilities object to DRA‘s proposal because it
requires the utilities to estimate and maintain subsidiary records
showing the development of approximately twenty individual capital
to expense items and requires the utilities to estimate and
document yearly rates of growth or decline, associated depreciation
rates, construction expenditures, wage escalation factors, rate of
return, and net=to-gross multipliers for at least twenty years.

We do not believe the utilities should be committed to
such a long-term recovery of cost. Such a procedure would not only
result in additional cost on the part of the utilities and
additional auditing work for DRA but could result in disputes and
in lengthy proceedings regarding the detail of subsidiary records,
assumptions utilized, and inconsistent treatment among utilities.

Not only would the utilities be required to maintain a
detailed set of recoxds for approximately twenty years, the total
cost to the ratepayers and the time lag before the deferred account
is depleted would more than double the amortization period because
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of the imputation of a return to be accumulated deferred account
balance. We concur with the utilities objections to DRA’s proposal
and we will not adopt it.

Pacific Bell, Citizens, and ConTel propose that a
balancing account mechanism be adopted. They believe that such a
mechanism is equitable to both present and future ratepayers, and
to the utilities, while aveiding a dramatic increase in the record
Xeeping burden and expense of the utility. Under this proposal,
the revenue requirement impacts of this accounting change and other
impacts from this investigation are to be placed into a balancing
account with the impacts of other current proceedings, such as the
Tax OII (X.86-11-019) and the triennial represcription.

The balancing account cencept has merit and should be
considered. However, there is one important factor which the
parties appear to have overlooked. That is, the balancing account
proposal assumes a quaranteed recovery of cost.

Historically, this Commission sets rates which provide
utilities an opportunity to recover their costs and to earn a fair
return on their investment; utilities are not, as parties propose
in this instance, guaranteed recovery of costs. If the telephone
utilities implement a new maintenance program designed to reduce
future maintenance costs, such costs would be recoverable through
the traditional trending procedures used for ratemaking purposes.
Adoption of a change in accounting should not be treated any
differently.

However, we recognize that the changes occasioned by our
adoption of Parts 32 and 36 are substantial and at this point the
utilities’ and DRA’s estimates of the revenue requirement effects
of these changes is necessarily preliminary. We will therefore
establish a balancing account for those utilities which have
substantial revenue requirement impacts: Pacific Bell, GenTel,
Citizens, and ConTel. The balancing account will be established
for a limited period of time, not to exceed one year, and it will
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bear interest at the 90-day commercial paper rate consistent with
our other balancing accounts.

‘ This procedures will provide a temporary vehicle to _
isolate the effects of the USOA changes for DRA to examine and
assess the reasonableness of the utilities’ estimates of the
revenue requirement impacts. For that reason, the balancing
account should be separate from any other balancing account the
Comnission may authorize and should only include revenues and
expenses resulting from the USOA changes adopted in this decisien.

We expect to terminate this balancing account and to
place the account balances in rates (aleong. with other revenue
requirement changes resulting from the Tax Reform Act .0of 1986, the
inside wiring investigation, Pacific Bell’s 1988 attrition and
General Telephone’s final decision in its general rate case) not
later than January 1, 1989 and quite possibly sooner, in
conjunction with our decisions in our investigation into rate V//
flexibility, 1.87-11-033 instituted on November 25, 1987. We will
issue further orders disposing of the balancing account in that
proceeding.

Those utilities implementing a balancing account should
file a sumary of their balancing account as of February 29, 1988 v//
in original and 12 copies with the Commission’s Docket Office on or
before March 31, 1988. Concurrently, copies of the f£iling should
be mailed to all parties to this proceeding and detailed supporting
workpapers should be provided to DRA. The utilities should provide

copies of the detailed supporting workpapers to all other parties
requesting such documentation. .

A report on the reasonableness of the individual
utility’s balancing account should be filed with the Commission’s
Docket Office by DRA and any other interested party. The
utilities’ revenue requirement estimates and methodology for  .&...!
developing these estimates have been available to all parties, at -
least since the filing of prepared teétimony in July of 1987.
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Therefore, thirty days should be more than sufficient time for DRA
and other interested parties to review and to comment on the
utilities’ balancing account filing. DRA and other interested
parties should file its balancing account reasonableness report
with the Docket Office, and serve copies on all parties of record,
on or before May 2, 1988. The reasonableness report should
identify any issues to the utilities’ balancing account f£iling.
This report should (by issue) explain the issue, identify the
monetary impact, recommend an altermative method, explain why the
alternative method should be used, and identify the monetary impact
of the alternative method. ' _

Rather than establishing a procedure to address balancing
account issues on speculation that issues will exist, the assigned
Commissioner to this investigation will determine the procedural
method, if necessary, to address balancing account issues.

' GenTel proposes that it be allowed to recover its
increased revenue requirement through its pending rate proceed;ng,
Applicatzon (A.) 87-01-002. However, because all the revenue
requirement impacts have not been quantified and scrutinized by DRA
or other interested pafties such a proposal should not be adopted
at this time. _

Since AT&T, Roseville, and the smaller independent
telephone companies will incur minimal revenue requirement impacts,
such impacts should be addressed in their next general rate case or
General Oxder (GO) 96 filing as appropriate. o

XIXI. Section 311 Comments

Pursuant to the Commission’s Rules of Practice and
Prxocedure, the ALY’s proposed decision on this matter was filed
with the Docket Office on Novembexr 20, 1987, and mailed to alkau . : i .,
interested parties of record.




1.87=02-023 ALI/MIG/jc *

The ALY received comments filed by Pacific¢ Bell, GelTel,

AT&T, Citizens, Roseville, and DRA on December 10, 1987 and
received reply comments filed by Pacific Bell and DRA on
December 15, 1987. The comment, discussing clarification of
specific matters, to the extent adopted were included in the
appropriate place of the decision. Other than clarification of
matters addressed in the comments and reply comments, there were no
material changes to the ALYs proposed decision.

{ndi r Fact

1. This investigation was opened to determine if Part 32
should be adopted for telephone utilities subject to the
Commission’s jurisdiction.

2. The FCC’s USOA has previously been adopted by this
Commission with modifications because of our desire to simplify and
coordinate the accounting and reporting requirements imposed on
telephone utilities operating under the jurisdiction of both this
Commission and the FCC.

3. The FCC issued Part 33 because it believes that the
present USOA is archaic and incapable of providing for changes in a
complex, competitive, technological, and economic environment.

4. Part 32 is to be effective Januvary l, 1988 for telephone
utilities under the FCC Jjurisdictien.

S. FASB 87 is not addressed in this opinion but will be the
subject of an opinion in January, 1988.

6. Full adoption of Part 32 and Part 36 will result in

additional revenue recquirements for the telephone utilities in the
short-texrm.

.

7. Pacific Bell estimates an additional revenue requirement
of $82 million in 1988 (assuming adoption of tax normalization and
application of GAAP to embedded leasedhold improvements), GenTel
$66 million, AT&T and Citizens $2 millien, and.Conf2l $1 million.

8. Nominal impacts are estimated for Roseville and the
smaller independent telephone utilities.
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9. DRA has not examined the reasonableness of the utilities’
estimates. - ‘

10. Present intrastate operations of telephone utilities,
except AT&T, are approximately 80%. AT&T’s is approximately 60%.

11. No projections of intrastate operations under Part 36
were provided because of ongoing modifications by the FCC.

12. PU Code § 793 requires the system of accounts and the
forms of accounts, records, and memoranda prescribed by the
Commission for corporations subject to the requlatory authority of
the United States to not be inconsistent with the system and forms
established for such corporations by or under the authority of the
Un;ted States.

13. Parties to this investigation agree that Part 32 should
be adopted.

4. DRA requests that the major utllltles use one of DRA’s
four approaches identifiied in Chapter 7 of DRA’s Exhibit 2 to
restate 1987 data into Part 32 data.

15. DRA requests that the Commission’s timetable established
for the Rate Case Plan be extended one month to provide DRA
additional time to coordinate with the utilities to understand Part
32 accounting requirements.

16. A majority of the respondent utilities recommend that the
cost to implement Part 32 should be allocated between interstate
and ‘intrastate ratepayers.

17. Implementation costs are virtually all 1987 expenses and
are recoverable through the separations process.

©18. Part 32 requires certain indirect construction costs \//
currently capitalized to be expensed.

19. The capital to expense shift will increase utilities’
revenue requirements in the short-term. In the long-term this
accounting change will result in.revgnué requarencnt savings.
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20. All parties to this investigation concur that the capital
to expense shift required by Part 32 be adopted for accounting and
ratemaking purpeoses. '

21. Part 32 adopts GAAP for accounting purposes to the extent
regulatory considerations permit.

22. Part 32 adopts future GAAP changes automatically, unless
the FCC notifies the telephone utilities to the contrary.

23. In those instances where GAAP permits more than one
accounting method, the FCC will select the appropriate accounting
method for use by the telephone utilities.

24. The adoption of GAAP changes will impact the utilities’
revemue requirement similar to the adoption of the capital to
expense shifts.

25. DRA recommends adoption of all GAAP changes with no
revenue impact and adoption or modification of most of the
remaining FCC adopted GAAP items having major revenue impacts.

26. DRA recommends GAAP be adopted for accounting purposes,
however, DRA is silent on the ratemaking treatment.

27. The Commission’s IDC formula is based on sound principles
and has withstood litigation in several rate proceedings.

28. DRA does not object to the FCC selecting the appropriate
accounting treatment in those instances where GAAP permits more
than one accounting method.

29. All parties concur with Part 32’s requirement that all
leasehold improvements are to be capitalized separately and
amortized over the term of the lease. Part 32 is silent on the
treatment of embedded leasehold improvements.

30. GAAP requires compensated absences to be recorded as an
expense in the yeaxr the liability is inecurred.

31. GAAP requires the expected workers’ compensation

liability to be calculated andiaccraed as an expense in the current
year. ‘
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32. GAAP recquires incentive awards to be recorded on an
accrual basis. L

33. Contrary to the Commission’s generic policy of requiring
gains and losses from the early extinguishment of debt to be
anortized over the life of the replacement debt, GAAP requires the
gains and losses to be recognized as income or expense in the year
of occurrence.

34. Part 32 does not substantially depart from the current
accounting procedure for computer software development costs.

35. Conputer software development costs intended for future
revenue~generating services are currently reviewed on a case-by-
case basis in general rate proceedings.

36. New software under development for future revenue-
generating services is not addressed in Part 32.

'37. Adoption of Part 32 requires the depreciation category of
certain asset groups to change. This change results in the
remaining life and depreciation accrual of the affected categories
changing. The revenue regquirement is nominal.

38. The utilities recommend tax normalization because it
conforms with GAAP, results in a lower revenue requirement, and
eliminates excessive record keeping.

39. DRA recommends the continuation of flow=-through because
it is consistent with current Commission policy, the Federal tax
law is volatile, and normalization would only benefit the ratepayer
in the short-ternm. | ’

40. The issue of normalization versus flow-though was
addressed as a generic policy in D.84-05-036.

41. The automatic adoption of future GAAP pronouncements is
not in the best interest of the ratepayers.

42. A change in accounting for post retirement benefits from
a cash basis of accounting to w «ccrual basis on the belief that
the FASB is going to issue an exposure draft requiring the accrual
method of accounting to be used is speculative.
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43. Pacific Bell and DRA have developed a procedure to
provide the Commission with necessary information to oversee and
analyze affiliated company transactions.

44. AT&T would be burdened by the Pacific Bell and DRA
procedure, if required to incorporate it into its nationwide
accounting system.

45. The current separations manual is obsolete because it is
structured by accounts identified in the current USOA.

46. Part 36 is structured by accounts identified in Part 32
and incorporates four rule changes.

47. All parties to the investigation recommend that Part 36 v
be adopted.

48. DRA has not analyzed the reasonableness of the utilities v
Part 36 revenue requirements.

49. One of the Part 36 rule changes require a DEM measurement Vv’
replace the SLU measurement to determine shifts from access to
exchange services for Category 6.

50. NTS costs associated with Category 6 will no longer be v/
distinguished from traffic sensitive costs making it impossible to
continue to apply a SPF to SLU factor to Category 6.

51. SPF to SLU is to continue to apply to the majority of NTS v
costs. .

52. Prt 64 and Part 69 are not identified as issues in this v
investigation.

§3. The utilization of a deferxed account to record the V//
additional revenue requirement from the capital to expense change
until the cross-over point is reached, and the revenue requirement
becomes negative would require the utilities to estimate and
maintain subsidiary records showing the development of
approximately twenty individual items. The utilities would also be
required to astirute yearly rates of growth or decline, associated
depreciation rates, construction expenditures, wage escalation
factors, rate of return, and net-to-gross multipliers.
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S4. Use of a deferred account for revenue requirement impacts
of capital to expense shifts would be costly.

55. Use of a bhalancing account on a temporary basis for
revenue requirement impacts of capital to expense shifts will aveid
an increase in the utilities’ record keeping burden and expense,
will provide a vehicle to isolate USOA impacts for further

- examination by DRA and enable the utilities to combine revenue
requirenent impacts of other proceedings before the Commission in
rates at one time. _

56. This investigation specifically states that while this
opinion may have an impact on future ratemaking, in and of itself,
it will not change existing rates.

57. There is no Commission intent to “guarantee” telephone v//
utilities recovery of all costs associated with the adoption of
Part 32. v/,

58. Utilities are entitled an opportunity to recover the
additional revenue requirement impact from Part 32. v//

59. . GenTel requests that it be allowed to recover its revenue
requirement impacts through its pending rate proceeding.
conclusions of Law

1. FASB 87 should be addressed in a subsequent opinion in
Janvary 1988, because of the substantial amount of testimony
received and the substantial amount of discussion in the interested
parties’ briefs filed October 30, 1987.

2. The telephone utilities’ percentage of intrastate
operations should not change with the adoption of Part 36.

3. PU § 793 and § 794 do not preclude the Commission from
prescridbing forms of accounts, records, and memoranda covering
information in addition to that required by or under the authority
©f the United States. - '

4. The i2uue of whethex PU COc.le' § 793 requires the
Commission to adopt Part 32 is moot since all parties to the
investigation recommend that Part 32 be adopted. -
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S. A Commission order requiring major telephone utilities to
provide DRA with 1987 data based on Part 32 should not be necessary
because the major utilities have agreed to provide the data..

6. The Rate Case Plan timetable should not be extended an
additional month because of the adoption of Part 32 because the
entire schedule is under investigation in another proceeding.

7. Part 32 should be adopted to the extent provided by this
opinioen.

8. Part 32 implementation cost should be recoverable in the
same manner as other operating expenses through the general
ratemaking process and settlement pools.

9. Part 32 capital to expense shifts should be adopted for
accounting and ratemaking purposes, to the extent that they do not

- conflict with Commission ratemaking policies discussed in this
opinion. '

10. The implementation of a deferred account to record the
revenue requirements associated with Part 32 capital to expense
shifts should not be adopted.

11. Whkile this investigation was not opened to change
existing utility rates, the utilities which have substantial
revenue requirement impacts (Pacific Bell, GelTel, Citizens, and
ConTel) from the adoption of Part 32 should be allowed an
opportunity to recover their additional revenue requirement through
the use of 2 balancing account for a period not to exceed one year.

12. The impact of GenTel’s balancing account should not be
addressed in the rate design phase of GenTel’s pending rate
proceeding until it has been audited by DRA.

13. By March 31, 1988, those utilities implementing a V//
balancing account should file a summary of their balancing account
as of February 29, 1988 with the Commission’s Docket Office. DRA

. «nd any other interested party should file a report on the
reasonableness of the balancing accounts and serve a copy on all
parties to this investigation on or before May 2, 1988.
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1l4. Part 32 impacts on AT&T, Roseville, and the smaller
telepbone utilities should be addressed in their next general rate
proceeding or GO 96 filing. '

15. GAAP as modified by this opinion should be adopted. Ahy
revenue requirement impacts should be accounted for in a manner
consistent with the treatment of capital to expense changes
identified in this opinion.

16. The telephone utilities should continue to maintain
appropriate accounting and ratemaking records to conform with the
Commission’s IDC formula.

17. Where GAAP permits more than one accounting method the
utilities should use the method selected by the FCC. However,
should any party object to the method selected by the FCC, that
party should bring the issue before the Commission in a formal
proceeding.

18. Leasehold improvements should be capitalized separately
and amortized over the term of the lease. Embedded leasehold
improvements should continue to be amortized over the life of the
buildings account.

19. GAAP accounting for compensated absences and workers’
compensation should be adopted with the embedded amounts to be
amortized over a ten-year period.

20. GAAP accounting for incentive awaxrds should be adopted.
Any awards accruing for employees terminating service during the
year and not receiving the award should be reversed. Embedded
anmounts should be amortized over a ten-year period..

21. Gains and losses from the early extinguishment of debt
should be amortized over the life of the replacement debt.

22. The Commission’s advice letter procedure should be
utilized to address subsequent Part 32 changes.

23. The accrual basis of accounting for post retirement
benefits should not be adopted at this time.

v/
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24. Computer software developnment costs for future revenue-
generating services should continue to be addressed on a case-by-
case basis. '

25. Part 32 asset groups for depreciation should be adopted.
Any changes in depreciation because of the reclassification of
certain asset groups should be addressed during the utilities
represcription of depreciation rates. The utilities should submit
as part of their represcription filing the impact of rate changes
caused by depreciation changes adopted in this order.

26. Telephone utilities should not abdandon any accounting and
ratemaking requirements instituted by this Commission in past
proceedings unless changes were specifically discussed in this
decision.

27. The utilities should use the procedures developed by
Pacific Bell and DRA to account for and to track affiliated company
transactions. AT&T should be permitted to provide information on
arfiliated company transactions on a side recoxrd basis and should

not be required to use the procedures developed by Pacific Bell and
DRA.

28. Part 36 should be adopted. Any revenue requirement
impact shbould be treated similarly to the capital to expense:
revenue requirement impacts. Supporting workpapers should be
maintained for review by the Commission’s DRA.

29. The DEM measurement should be used in place of the
current SLU measurement to determine shifts from access to exchange
services for Category 6, only.

30. Part 32 comprehensive normalization for income taxes
should not be adopted. Flow~though of income taxes should
continue.

31. Part 64 and Part 69 should not be addressed in this
investigation. '
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32. Part 32 and Part 36 as modified by this opinion should be
effective January 1, 1988 to conform with the FCC’s implementation
date of Part 32 and Part 36. |

ANTERIM ORDER
IT IS ORDERED that:

1. The Federal Communications Commission’s (FCC) Part 32,
Uniform System of Accounts for Telephone Corporations, is adopted
to the extent provided in the above opinion and shall be applicable
to all telephone utilities under the Commission’s jurisdiction.
Genexrally Accepted Accounting Principles (GAAP) currently in effect
are adopted except as otherwise provided in the above opinion and
shall be applicable to all telephone utilities under the
Comnmission’s jurisdiction.

2. The FCC’s Part 36, Separations Manual, is adopted and
shall be applicable to all telephone utilities under the
Commission’s jurisdiction.

3. Costs incurred to implement Part 32 shall be recoverable
in the general ratemaking process and settlement process, similar
to the recovery of other operating expenses.

4. Pacific Bell, General Telephone Company of California,
Citizens Utilities Company of California, and Continental Telephone
Company of Califormia are authorized to initiate a balancing
account on their books of account to record revenue requirement
impacts from the adoption of Part 32 and Part 36. The balancing
account shall bear 1nterest at the 90-day commercial paper rate.

S. Utilities :melementmg a balancing account shall file as
part of this investigation a summary of their balancing account as
of February 29, 1988 with the Commission’s Docket Office and shall
serve copies on all interested parties on or before March 31, 1988.
Concurrently, detailed supporting workpapers shall be provided to

the D;vis;on of Ratepayer Advocates, and shall be provided upon
request to other interested parties.
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6. The Division of Ratepayer Advocates and any other
interested party shall file as part of this investigation a report
of the reascnableness of the utilities’ balancing account and sexve
copies on all parties to this investigation on or before May 2,
1988.

7. The balancing account shall terminate no later than
January 1, 1989 in connection with our investigation into
regqulatory flexibility instituted November 25, 1987 (I.87-11-033).

8. Revenue requirement impacts from adoption of Part 32 and
Part 36 on all other telephone utilities shall be addressed in
their next general rate proceeding or General Order 96 filing.

9. The telephone utilities shall continue to maintain
appropriate accounting and ratemaking records to conform with the
Commission’s Interest During Comstruction formula for construction
projects.

10. The telephone utilities shall continue to conform with
the Commission’s policy of amortizing gains and losses from the
early extinguishment of debt over the life of the replacement debt.

1l. The Commission’s advice letter procedure shall be used to
address subsequent Part 32 changes.

12. Regarding Part 32 c¢hanges, major telephone utilities
(Pacific Bell, Genexal Telephone Company of California, AT&T
Communications of California, Inc., Continental Telephone Company
of California, and Citizens Utilities Company of California) shall
provide to the Division of Ratepayer Advocates and Commission v///
Advisory and Compliance Division Directors:

a. Concurrent copies of any Part 32 petition

and/or revenue recuirement filed with the
FCC.

For GAAP changes, revenue impact studies
within 90 days after the FASB releases mts
final pronouncement.

For Part 32 changes initiated by the FCC,
FCC required studies concurrent with their
FCC filing.
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. 13. Computer software development costs for future revenue-
generating services shall continue to be addressed on a case-by-
case basis. '

14. Telephone utilities engaged in affiliated company
transactions shall conform to the affiliated company transaction
procedures developed by Pacific Bell and DRA and record affiliate
company transactions of a nature previbusly includable in Account
674, General Services and Licenses as follows:

a. TFor each Part 32 account to which costs are
assigned, a separate and unicque subaccount
code (e.g., function code, reporting code,
or expenditure code) shall be set up to
record the affiliate costs chargeable to
that account.

Affiliate company subaccount codes shall be
used exclusively to record affiliate
conpany costs.

The cumulative total recorded in affiliate
company subaccounts’ codes for a period
shall reconcile with the affiliate company
billing for that period.

Subsidiary records to support the monthly
affiliate billings shall be set up and
maintained with such records providing an
audit trial to the Part 32 account assigned
affiliate costs and a year-to-date
accumulation of the total costs billed by
the affiliate.

Supplemental memorandum records shall be
maintained for surveillance purposes to
track Commission adopted affiliate company
adjustments.

For rate proceedings, the utilities are to
submit their test year affiliate company
estimated costs separately.

AT&T shall maintain its data on affiliate - .
company costs on a side record basis aund
shall not be required to set up a separate

and unique subaccount code to record these
costs.
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15. The Dial Equipment Minutes measurement shall be used in
place of the current Subscriber Line Usage measurement to determine
shifts from access to exchange services for Central Office
Category 6, only.

16. The Commission Advisory and Compliance Division shall \//
review the FCC’s Part 64 and Part 69, when available, and report to
the Commission whether an investigation should be opened.

17. This proceeding remains open for further decision on
FASB 87.

This order is effective today.
Dated DEC 2 2 1987 , at San Francisco, California.

STANLEY W. HULETT
‘ President
DONALD VIAL
FREDERICK R DUDA
C. MITCHELL WILK
JOSN B OHANIAN
Commisstoners

I CERTIEY\THAT THIS- DEC:IIC™
WAS APPROVED BY THE Aswvi
COMMISSIONERS TODAY.. =

o
-

- - -
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CHAPTER 11

PRIOR COMMISSION RATEMAKING POLICIES

L. In PSD's March 17, 1987 data request, we:asked that all

utility respondents to OII 87-02-023 identify rall prior

Commission Decesions by citation, section and ordering paragraph

which required special accounting methods and procedures which

nay be affected by this proceeding." The reason for this reguest
was to assure ourscelves that prior ratemaking adjustments which
"were based in Part 31 accounting would not be eradicated by the
adéption of.Part 32.

2. Pacifiic Bell responded on June 15, 1987, nearly three
months after PSD made the request. Pacific Bell identified only
one Commission decision invelving special treatnent which would
ke affected by this procecding, Decision 86-01-026, Interim
Order, Ordering Paragraph 6 reqardingfexpense bookings to Account
674. This decision is discussed in.Section ¢ of this chapter.

3: General Telephone's (General's) résponsc, received March
27, 1987 identified two decisions, 85-03-042 (addresses attrition
methodology) and 84=-07-108 (discussed later in this chapter).
However, General qualified their response by stating:

The orders reviewed represent those from recent rate case
-and attrition filings which were readily accessible.

4. Continental Telephone (Céntinental) responded on April 30,

1987, stating:

" Extensive legal rescarch would be necessary in order to
respond to this question. Since the Commission applies
similar policies to all telephone companies, the responses
by the different telephone companies to this question would
be very similar. Continental, therefore, suggests that the
Staff review Pacific Bell's response to this question. It

1-1
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the Staff still believes that Pacific's response is not
complete with respect to Continental, we will then undertake
the cost of this legal research.

As can Se seen from Pacific Bell's and General's responses
discusséd abeve, responses have not been sinilar.

5. Citizens Utilities Company (Citizens) stated that they
were '"not aware" of any prior decisions that regquire them to use
any special accounting methods and proccdures which may affect
this procceding. Roseville Telephone (Roseville) stated
uncguiveocally:

There are no Commission decisions which apply to Roseville
pertaining to special accounting methods and procedures.

also qualified their response by stating:

As we interpret data request #1, there are no special

accounting mcethods and proccdurcs for ATST-C ordered by the

California Public . Utilities Commission wh.:.ch will be

affected by thiz proceeding.
G. PSD was unable in the time allowed £0 do adeguate research
of cur own on this issue and we have not exanined the conmplete~-
ness of the companies' responzes. We rcmain concerned that the
aéoption of Part 22 may have the unforescen side effcct. of eradi-
ca.ting prior Commission decisions and policies which have been
adopted over the years. In orxder to avoid this, we recommend
that if such issues arisze, they be addressed in each utility's
separate rate proceeding. Furthermore, the adoption of Part 32
should not be considered a valid reasen for any telephonc company
to abandon accounting and ratemaking fequ_irements instituted by

this Commission in past proceedings.

7. what follows iz a discussion of some of the accounting and

ratemaking issues whieh we have researched to date.
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- A - PACIFIC BELL
Q.

indicating that this Commission had required only one special

After roceiving Pacific Bell's responsc on June 15, 1987

accounting procedure which could be affected by this proceeding,
Staff sent another data requcstyon June 19, 1987 asking for
differences between Part 32 accounting and current CPUC policy
which had net previously identificd as GAAP or capital to expense
shift differences.

9. Pacific Bell responded on July 13, 1987 with the following
differences between current CPUC policies and proccdufes and the
FCC's prescribed Part 32 accounting: |

l.Issue: Intrastate Depreciation

Current CPUC Treatment: The CPUC prescribes depreciation
methodologies different form the FCC
. requiring adjustment of the USOA

hooks. -

FCC Treatment: Depreciation is recorded on the
books as prescribed by the FCC.

2.Issue: Interest During Construction (IDC)

Current CPUC Treatment: CPUC ratemaking provides for the
acerual of IDC on short-term
construction projects (those
completed within one year).

FCC Treatment: The FCC specifies that sort-tern
construction projects be included
in rate base. Therefore, an :
allowance for funds used during
construction is not accrued.
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3.-Issue:

Current CPUC Treatment:

FCC Treatment:

4.Issue:s

Current CPUC Treatment:

FCC Treatment:

S.Icssue:

Current CPUC Treatment:

FCC Treatment:

G6.Iscwe:

Current CPUC Treatment:

FCC Treatment:

- APPENDIX A
Expensing Station Connection Costs

The CPUC ordered station connection
costs previocusly capitalized o be
amortized over 10 years.beginning
11/28/8L. The FCC ordered a similar
10 year amortization, but beginning
1/1/81. Differences between the
start of the amortization periods
are recorded as an adjustment to the
Paxrt 31 bhooks.

Part 32 will continue to reflect the
FCC amortization order.

CPUC Disallowance of Western
Electric Excess Profits

CPUC dicsallows such profits via an
adjustment to Part 31 plant and
depreciation.

This disallowance is not reflected
on the FCC books.

Defexrrxal Of The Income Effect On The

Sale of Land

The CPUC requires the net gain on
the sale of land be deferrxed until a
test yeaxr results of operation or an
attrition £iling.

Part 32 regquires the income effect
of these sales to recognized at the
time of the transaction.

Deferral <of Bellcore 800 SerQices
System Costs

The CPUC Decision 8$6=01-026 requires
that Pacific Bell defer its share of
the Bellcore expense associated with
the developing a new 800 number
service program until the new systen
is operational and tariffs are in
place. ‘

Costs are expensed pexr SFAS No. 2.
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Equal Access

Current CPUC Trecatment: The CPUC prescribes that Equal
Access costs are to be recovered
through the use of a balancing
account. The FCC has specified that
such costs be fully amoxrtized by
1992. Differences in these recovery
methods are recorded as adjustments
to the Part 31 books.

FCC Trcatment: , Part 32 does not change the FCC's
presceribed recovery method.

S.Issue: Investment Credit

Current CPUC Treatment: Adjustments are made to Part 21
books to reflect the restoral of
investment ¢redits lost as a result
of the IRS ¢losing agreement in the
Remand Case. For ratemaking
purposes, the CPUC treats these
credits as if they were on a fully:
cligible basis.

FCC Treatment: The USOA books recognize the loss of
¢ligibility of these credits at the
time of the IRS closing agreement.

10. Complete adoption of Part 32 would require changes to the
CPUC peolicies listed abovc,_in addition to affiliate transactions
as identified in Pacific Bell's June 15, 1987 response. PSD
believes that the current Commission policies should not be
changed. |

B - GENERAL TELEPHONE

Decisions

11. In response to PSD's March 17, 1987 data reguest, General

Iulephoné identified CPUC Decision 84=07-108 (July 18, 1984) as
containing accounting or ratemaking adjustments which may be

impacted by the adoption of Part 32 accoﬁnting. In that decision

. the CPUC restated its Octobex 22, 1980 opinion in Decision 92366




1.87-02-023 APPENDIX A

that General Telephone should allocate a portion of its general
office salaries in and above the salary grade level of manager to
construction for both accounting and ratemaking purposes. The
Commission also adopted staff's expense estimate of Ixpenses
Charged to Construction - Crcéit (Account 677) in Decision §2-04-
028 (April 6, 1982). Staff's adjustment again included an allo-
cation of salaries of gencral office personnel in public affairs,
aécounting, legal, revenue reguirements, and treasury departments
to construction. In adopting staff's recommendation the Commis-

sion stated:

In D. 92366 we stated that "given the magnitude of General’s
current construction program, it is difficult to conceive of
any of the managerial personnel not being involved in one
way ox another." Such an observation appears as valid teday
as it did at the time of the issuance of D. 92366 and we
will thercfore adopt the staff's expense estimate. . .

12. Further discussion of this issue is contained in Chapter

2, Section IV.

Policies
13. In additien te the CPUC ratemaking adjustments discussed
above, General also identificd the $25,000 to $100,000 shift for
Telephone Plant Under Construction as a policy issue.
14.  The CPUC's currxent treatment is that all charges to work
orders whose budget is g;cater than $25,000 and grcatér than 60
days are placed in Account 100.2 = Telephone Plant Under Construc-
tion. Under Part 32, all charges to work orders whbse'budget is
greater than $100,000 and one year are placéd in Account 2004 =
" Telephone Plant Undexr Construction - Lpné Term. All charges to

. work orders whose budget is greater than $2100,000 and 60 days but

'11-6
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less than one year are placed in Account 2003 - Telephone Plant

.Under Construction - Short Term.

15. According to General Telephone's response to PSD data
rogquest USOA-023, based on May 1987 data, $33.3 million will
transfer from Telephone Plant Under Construction to Telephone
Plant in Service. General cstimated th&t,'on an annualized
bacsis, this will result in a reduction of FCC Interest During
Construction (IDC) of $193,000 and CPUC IDC of $3.5 million based
on the current IDC rate being used by General.

16. PSD has not reviewed this issue in detail, so we have no

comments or recommendations at this time.
C = AFFILIATE COMPANY TRANSACTIONS

Background

17. Telephone utilities t;aditionally record theixr affiliate
company transactions under Part 31 in Account 674 - General
Sexvices & Licenses (Account 674). More‘specifically,_cenéral
quephonc and Continental Telephohc Companies currently'use
Account 674 to record costs billed from their affiliated service
corporations, GTE Service CQrporation,and Contel Sérvice
Corporation, respectively. Pacific Bell uses this account to
record their affiliate company billings from Bell Communication
Rescarch and the Pacific Telesis Companies in conformance with
accounting procedures adopted in CPUC Decision $6-01-~026, Interim
Orxder, Ordering Paragraph 6, dated Janwvary 10, 1986.

18. Under Part 22, the FCC did‘not provide for an Account 674
type account to record affiliate comﬁany transacﬁidns. For its

Jurisdictional purposes, the FCC required telephone utilities to

11e7
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account for their affiliate costs by disaggregating thenm to
appropriate Part 32 accounts based on the nature of the affiliate
transaction. For example, the cost of legal services provided by
an affiliate ,would be recorxded to Part 32, Account 6725 - Legal,
while affiliate incurred costs to develop non-technical training
programs would be recorded to Part 32, Account 6723 -~ Human

Resourees.

19. During the Part 32 comment phase, NARUC and many state
commissions, including the CPUC, submitted arguments to the FCC
to retain a single expense account similar to Account 674 under
Part 32 for purposes of recording affiliate company transactions.
In the CPUC Comments on Part 32, dated May 2, 1985, the CPUC
echoed NARUC's position and advocated the importance of
establishing a single expense account o maintain a close
surveillance of affiliate company transactions. The CPUé
expreésed the concern that the disaggregation of affiliate’
company billings could crecate an additional burden for
regulators. By spreading affiliate company killings to over a
dozen accounts, the audit trail for affiliate transactions
becomes obscure, increasing the possibility that traditienally
questionable affiliate company expenditures could be concealed or
incorrectly trcated in a rate case proceeding.

20. The CPUC has maintained a close surveillance of affiliate
transactions recognizing that potential cross-subsidization .
abuses exist when regulated utilities deal with related,

unregulated companies in a less than arm's length environment..

. The CPUC voiced the need to continue the aggregation of affiliate-

11=-8 .
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costs in a2 single account to continue its effective monitoring of
affiliate transactions. In its analysis of Account 674 over the
past ten years, the CPUC staff has been able to identify numerous
affiliate issues resulting in substantial disallowances.

21. In setting forth its order to estalish Part 32's Rules and
Regulations, the FCC, however, clected not to consider the single
expense account argument for affiliate company transactions,
because it ran contrary to the FCC's goal of recording cxpenses
based upon their functional naturq. The FCC did not present an
alternative solution €o alleviate the concerns expressed by

California and other state commissions regarding affiliate

transactions.

PSD Analvsis and Position

22. Given the FCC position to account for affiliate company
transactions on a disaggregated, functional accounting basis, PSD
focused its analysis in this OII on establishing a means to
effectively regulate affiliate company transactions under Part
32. From responsces to PSD data regquests and from discussions
with utility personnel, PSD believes that it can work with the
prescribed Part 32 affiliate company accounting requirements
provided the following safeguards are undertaken by utilities:
Within cach Part 32 account assigned af:iliate costs, a
separate and unigue subaccount code (e.g., function

code, reporting code, expenditure code, ¢te.) is to be

set up to record the affiliate costs chargeable «to tuat
account. .

Affiliate company subaccount codes. are to be used
cxclusively to recorxd affiliated company c¢osts, and
affiliate company costs are not to be recorded under
non-affiliate company subaccount codes.

11-9




1.87-02-023 . APPENDIX A

The cumulative total recorded in affiliate company
subaccounts codes for a period must reconcile with the
affiliate company billing for that period.

Subsidiary records to support the monthly affiliate
billings arc to be set up and maintained with such records
providing an audit trail to the Part 32 account
assigned affiliate costs and a year-to -date
accumulation of the total ¢osts billed by affiliate.
Supplemental memorandum records are to be maintained for

surveillance purposcs to track the CPUC adopted
affiliate company adjustments.

For rate proceedings, the utilities shall submit their
workpapers to the CPUC showing their test year affiliate
conpany estimated costs separately. In other words,
affiliate company test yecar estimated costs are to be
excluded from Part 32 account test year estimates. The
utilities must also identify in their workpapers the
agfiliate company costs excluded from each Part 32
account affected.
23. The above safeguards have been set up to provide an
adegquate audit trail for the affiliate company costs and to
prevent "double counting" or mistreating affiliate company
transactions in rate procecdings. Although we prefer the single
account approach, PSD believes that this compromise approach
involving the above safeguards would not adversely hamper our
ability to analyze these transactions. Moreover, it would allow
utilities to present affiliate company costs on a ¢onsistent
basis for federal and state reporting purposes.
24. From our discussions with various utilities involved with
affiliate company transactions, the above compromise approach was
perceived to be workable. Of particular note, Pacific Bell has
agreed in writing to the safeguards proposed uad has provided a

sample of records to document their ability to comply. With
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»

respect to General Telephone, the utility has stated that they

.

.would not have any problems complying with the proposed

safeguards.

(END OF APPENDIX A)
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on Februefy 11, 1987, the Commission issued an order
instituting investigation (investigation) to determine the Federal
Communications Commission’s (FCC) Part 32, Uniform System of
Accounts for Te;ephone Companies (USOA) should be adopted for
telephone companies subject to the Commission’s jurisdiction.
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. Currently, telephone corporations under our jJjurisdiction
are required to follow the FCC’s USOA implemented in 1935 and as
amended by the FCC and adopted by this Commission with certain -
exceptions. .One such exception occurred in 1965 (Decision (D.) e
68534, 64 Cal. P.U.C. 27 (1965)) when we chose not o adopt,tng/
FCC’s deferred accounting for investment tax credits. Howéﬁér, in
general, the FCC’s USOA has been adopted because of ogy/éésire teo
simplify and coordinate the accounting and reportingsrequirements
imposed on those telephone companies operating under the
Jurisdiction of both this Commission and the FCC.

The FCC issued Part 32 because it bé{aeves that the
present USOA is archaic and incapable of ppéviding for changes in 2a
complex, competitive, technological, andgécononmic environment.

Part 32, to be effective January 1, 1588 for telephone
companies under the FCC jurisdiction,f;ezlects a financial based
accounting system to facilitate the/monitoring of revenues,
expenses, and investpents by pro§'ct, service, purpose and type:
facilitate managenment reporting data for cost of service and the
separations and settlement proéess: and to accommodate generally
accepted accounting princip%gé (GAAP) to permit a closer alignment
with business which is not Ffegulated. ‘

oux investigatichidentizied the following six issues to
be addressed in the proceeding:

a. Percentage of California telephone utility .
operations intrastate, subject to this
Commissfon, and percentage interstate,

subi;;p to the FCC.
Whethier Public Utilities (PU) Code § 793

requires the Commission to adopt the FCC’s

P:7t 32.

Identification and quantification of

implementation costs and who should bear
e burden of those costs.
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If adopted either in whole or in part
should any modifications ke regquired for
intrastate purposes.

Effects on financial xeporting,
separations, and revenue requirements from
adeption of Part 32 either in whole or in
part.

Identification and analysis of other
provisions of Part 32 which may affect
California ratemaking policies.

A prehearing conference was held before Adminlstratmve
Law Judge (ALJ) Galvin on Mareh 17, 1987. Respondent telephone
utilities agreed to file their response to 1ssue§-a, b, and ¢ by
April 3, 1987. At the request of respondentssand interested
parties, informal workshops were scheduled Xo determine areas of
agreement among respondents and interest ; rties, and to reduce
the amount of time needed for formal hearmngs. Workshops, set for
May 11, 12, and 1% through 22, 1987, w@re moderated by the
Commission’s advisory and Compliance/ Division (CACD), formerly the
Evaluation and Compliance D;v;sxonh However, parties to the
investigation were unable to reifh any consensus.

Evidentiaxy hearlngs,were held during the months of
August and October of 1987. Téstxmony was received from
approximately two. dozen wltnééses representing respondents and
interested parties. ThmrtyLSLx exhxblts were received inte
evidence.

Concurrent bragrs on all issues except for the accéunting'
and reporting of pension expense, tax normalization, cost
allocation manual, and a legal argument on the adoption of the
FCC’s new separat;ony manval (Part 36) were filed on September 10,
1987. Concurrent bgiers on the remaining issues were filed on
October 30, 1987. /‘

All 1ssues except for the accounting and reporting of
pension expense 7re considered in this opxnmon. This is because of

/
/
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the substantial amount of testimony received on Financial
Accounting Standards Board (FASB) 87 and the substantial amount of
discussion in interested parties October 30, 1987 briefs on this
matter. A subsequent opinion, expected to be issued in January
1988, will address FASB 87.

Full adoption of Part 32 and Part 36 is estimated to
result in additional revenue requirements for the telephone
utilities in the short-term. This additional revenue requirement
is to be reduced gradually and after about seven years shguld
result in a revenue recquirement savings because of thqfsﬂift of
costs from utility plant to operating expense.

Although nominal impacts are estimatedsfor the smaller
independent telephone companies there are some’significant impacts
on the larger telephone utilities for 1988./ Pacific Bell estimates
an additional revenue requirement of $82 million in 1988, Generxal
Telephone Company of California (Genrg}o $66 million on a total
company basis and approximately $46lyillion intrastate (exclusive
of settlement effects), AT&T Communications of California  (AT&T)
and Citizens Utilities Conmpany oﬂ/Ealirornia (Citizens) $2 miliion,
and Continental Telephone chpqﬂ§ of California (ConTel) $1
million. 4
The Commission’s gﬁiision of Ratepayer Advocates (DRA),
formerly the Public Starf Division, acknowledges that additional
revenue requirements wii}/gccur with the adoption of Part 32’s
capital to expense shift/and GAAP. However, DRA’s witnesses have
not examined the reasonableness of the utilities’ estimates. DRA
represents that it has’ been unable to determine the reasonableness
of the utilities’ es?&mates because of continuous revisions of
estimates by utilitﬁés.

/

!
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IX. Intrastate Operations

The first issue in the investigation requires a
determination of the percentage of California telephone utility
operations that is intrastate, subject to our regulation.
Respondent utilities’ £ilings show that their intrastate -
operations, except for AT&T, are approximately 80% and the;r
interstate operations are approximately 20%, based on” the current
separations procedures. AT&T’s intrastate operatiéhs are
approximately 60% and interstate operations are’approximately 40%.
No projection of intrastate operations unde, € new separations
manual were provided because of ongoing modifications by the FCC.
However, the intrastate factor is not expected to be changed
materially by the new separations manual.

IXX.

The second issue t:/be addressed in this investigation is

to determine if PU Code § 79¥ requires the Commission te adopt the
FCC’s Part 32. This section of the code states that the system of
accounts and the forms o:/accounts, records, and memoranda

prescribed by the cOmmij#&on foxr corpeorations subject to the

regulatory authority offthe United States, shall not be
inconsistent with the/gystem and forms established for such
corporations by or under the authority of the United States.
Nothing in this secﬂlon or § 794 affects the power of the
Commission to.preséklbe forms of accounts, recorxds, and memoranda
covering information in addition to that required at the federal
level. 4

Pa:t%és to this investigation unanimously agree that
Part 32 shoul%fbe adeopted; therefore, this issue should be noot.
However, the DRA‘s recommendation that the utilities be required to
raintain supplemental accounting records, such as memoranda or side

y
4
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recoxds for interest during construction and gains or Xosses on the
early extinguishment of debt, is of concern to the rgspondent
utilities.

The small independent telephone utilitjes are concerned
that the supplemental accounting record propossyd may require
utilities to maintain two separate sets of acgounting records. Even
though Pacific Bell acknowledges that it cay continuwe, as is does
presently, to provide such additional recqfds to the extent that
the recquired information is available wiyhin its primary set of
accounting records, Pacific Bell is conternmed that DRA is seeking
information which uses the present USPA structure which would
require a separate set of accounting records.

A majority of this confufion stems from DRA‘s
recommendation that respondent utAlities implement a data
continuity mechanism for convery¥ing new data into the old USOA
accounting format to provide périodic reports. However, DRA’s
witness, Mirza, clarified DRMs proposal to require major utilities
to have in place ”a mechanigm and a one-year date, most likely
1988,~ to restate 1987 data into Part 32 data. DRA proposes that
the utilities wuse one of Lhe four approaches identified in
Chapter 7 of DRA’s Exh +t 2.

The PU Code amd General Orders already require utilities
to provide specific tiéancial data. In this instance, Mirza
testified that the md%or utilities, except for AT&T, have agreed to
provide data. They/will use one of DRA’s approaches but did not
specify which one./ Subsequently, AT&T’s witness, Thiebaud, stated
that with DRA’s clarification of its request for data continuity,
AT&T could sati%;y DRA’s request. Therefore, since major utilities
have already agreed to provide the data requested by DRA, there is
no further need for the Commission to require it formally.

DR&/&lso.requests that the Rate Case Plan established by
the Commission for a notice of intent (NOI) to file a general rate
case be revised to allow DRA additional time to coordinate with the




utility to understand Part 32 accounting requirements adopted by
this Commission and the data continuity process discussed above.

The Rate Case Plan timetable and procedure is currently
undergoing a review by the Commission in R.87-11=-012 to cepéider
effects of legislative changes which took place subsequent to the
establishment of the Plan, such as PU Code § 31l. Accordingly,
DRA’s request for modification of the Rate Case Plan/timetable
should be considered in the overall review and not/be addressed in
this investigation. '

Iv. XImplementation Cost

Respondent utilities filed a s ry of their projected
cost to implement Part 32 and recommended/how such ¢osts should be
recovered.

Implementation cost varied ng utilities. Pacific Bell
projected a $16 million implementatioyf cost, GenTel $2 million, and
the smaller independent telephone utilities under $25,000. The
najority of the implementation costs consists of redesigning
computer systems and related progr, ing and staff training.

A majority of the respohdent utilities recommend that
costs incurred to implement Part/ 32 be allocated between interstate
and intrastate ratepayers, similar to other legitimate costs,
according to the current separations procedures. Although Citizens
recommends that it be authorifed to recover its implementation cost
through a balancing account Mechanism, GenTel does not believe that
such cost should be recovered because implementation costs are
virtually all 1987 expenses and recoverable through the separations
process.

DRA concurs wi GenTel’s conclusion because the majority
of the implementation cbsts are non-incremental, invelving costs of
existing staff and respurces which are already recovered through
current rates. To the extent that incremental ;osts exist, the
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majority ©f these costs will be recovered through the exifgting

settlement process without further action by the Commisfion.’
We concur with DRA and GenTel. Implementation costs

should be recoverable in the same manner as other operating

expenses, that is, through the general rate making’ process and
settlenment pools.

Indirect construction costs, copprised of approximately
twenty distinct components, are current capitalized but are to be
expensed under Part 32. Such indirect/costs include general office
overheads, labor related additives, operty taxes, and loss of
materials and supplies associated wifth construction projects.

Although this accounting change will inerease the
utilities’ revenue requirements during the initial years of
implementation, a cross over point, where revenue requirement is to

. go negative, is estimated by /ng to occur in the mid 1990’s.

Approximately sevgn years after imp;ementation, this
accounting change will resvlt in a revenue requirement savings
because its adoption will/freduce the utilities’ recorded rate base.
To illustrate, adoption ¢f this accounting change effective
January, 1988 will incgéase Pacific Bell’s revenue requirement by
approximately $118 milllion, GenTel’s by approximately $57 millien,
AT&T and Citizens by jfapproximately $2 million, and ConTel by
approximately $1 miYlion in 1988. In 1993, Pacific Bell’s .
additional revenue/gequirement is to be reduced by $112 million to
$6 million and GenTel’s by $54 million to $3 million. Revenue
requirement sav%pgs are to incur starting in 1994. The smaller
telephone utilities will occur minimal or no impact from this
accounting chgﬁ%e.

Each party to this investigation, including DRA, concurs
that the acqﬁﬁnting change for indirect construction costs should

~
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be adopted for accounting and ratemaking purposes. owever, they
disagree over how the utilities should recover the
revenue requirement for ratemaking purposes.
We conclude that Part 32 capital to
extent they do not conflict with Commission’

GAAP are a common set of Jaccounting concepts, standards,
procedures and conventions which Are recognized by the accounting
profession as a whole and upon which most nonregulated enterprises
base their external financial tements and reports.

Part 32 adepts GAAP/for accounting purposes to the extent
regulatory considerations pefmit. Future GAAP changes are to be
adopted automatically, unleSs the FCC notifies the telephone
utilities to the contrary., In those instances where GAAP permits
more than one accounting /method, the FCC is to select the
appropriate accounting pethod foxr use by the telephone utilities.

The adoption/of GAAP changes, exclusive of tax
normalization discuss¢d in a subsequent section of this opxnlon,
will initially resul¥ in the need for additional revenue
requirements for Pagific Bell and GenTel. However, the need for
additional revenue/requirements will decrease over the years and in
approximately the/seventh year will result in a revenue reguirement
~ savings.

Due td GAAP alone, Pacific Bell’s 1988 additional revenue
requirement, uding the effects of tax normalization, is
estimated to bl $44.2 million; GenTel’s is estimated to be
$9 million. 1993 Pacific Bell’s revenue requirement is to be
reduced by $17.5 million to $26.7 million and GenTel’s by $7.4
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- . million to $1.2 million. Thexe arec to be nominal, if any, revenue
requirements changes for ATLT and the smaller independent felephone
companies.

* DRA recommends adoption of all the changes wifich have no
revenue impact and adoption or modified adoption of pbst of the
remaining FCC adopted GAAP items which have major mévenue impacts.
The adoption was recommended for accounting purpases only. DRA is
silent on the ratemaking treatment for the ad:}ﬁﬁonal revenue
requirement caused by GAAP. However, DRA doed recommend that all
future GAAP promulgations be considered for ICcounting and
ratemaking purposes on a case-by-case basis. GAAP issues
identified by DRA are:

Interest During Construction

Accounting Methods

Leaschold Inprovements

Compensated Absences

Contingent Liabilities, Workers Compensation
Incentive Awards

Early Extinguishment of Debt

Computer sortwark Cost

Depreciatiane//
Comprehensive’ Normalization

Future GAA%/&hanges
a. . .

The FCC propoées no changes to its Interest During
Construction (IDC) formula in Part 32. However, because the FCC
allows short-term cgnstruction projects to be included in rate
base, DRA opposes the adoption of the FCC formula in favor of the
Commission’s IDC’,ormula. The Commission formula provides for the
accrual of IDC on construction projects expected to be completed
within one yeay/ .

GenTel recommends the FCC formula be adopted. It
believes thiy/DRA is advocating a short-sighted position because,




v

1.87=02-023 ALY/MIG/Ic

although $9 million of GenTel’s $66 million additional revenu
requirement in 1988 is due to the FCC’s IDC method, in the lgng-
term (approximately seven years) GenTel will experience a yevenue
requirement savings. There is no impact on Pacific Bell decause
Pacific Bell does not seek a change in this Commission’

formula in this investigation.

The Commission’s IDC formula is based on gtund principles
and has withstood litigation in several of Pacific/Bell’s and
GenTel’s rate proceedings. This investigation hd6 produced no
evidence to demonstrate that the FCC’s formula As superior to the
Commission’s IDC formula. Therefore, the telgphone utilities
should continue to maintain appropriate recy
Commission’s IDC policy.

b. Accounting Methods

As previously discussed, whege GAAP permits more than one
accounting method the FCC proposes t¢f select the appropriate method
for use by the telephone utilities./ Other than DRA‘’s vague
statement that there may be individual instances where DRA needs

additienal information to reviey the accounting method selected by
the FCC, there were no objectidns.
instances where GAAP permits more
he telephone utilities should follow
ed by the FCC. If the telephone

generally shortef than the life of a building. Pacific Bell
estimates an ag@itional $10.1 million revenue requirement for 1988
should this GXAP provision be adopted. Paxt 32 is silent on the
treatment of/embedded leasehold improvements capitalized as a part
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of the buildings account and currently amortized over the life of
the building.

There is no opposition to using GAAP for leasohold
improvements on a prospective basis. DRA proposes that embedded
leasenold improvements currently in the buildings acdount be
amortized over the life of the buildings acecount. owever, DRA’S
witness testified that DRA would reconsider its pésition should the
FCC, currently considering amortizing embedded Yeasehold
improvements, promulgates a specific method of amortizing the
enbedded amounts.

We concur with DRA. Leasehold ipprovements should be
capitalized separately and amortized over/the term of the lease.
Enbedded leaseheold improvements should gontinue to be amortized on
a prospective basis over the life of the bhuildings account.

d. Sompensated Absences

GAAP requires compensated absences to be recorded as an
expense in the year the liabkility/is incurred. 'The embedded
liability is to be amortized ovgr ten years to ease rate shock.
This is a departure from the Gimmission’s current policy of
recording compensated absencds as an expense in the year the cash
is actually paid out. Pacific Bell estimates this change will
result in a constant additlonal revenue regquirement of $19.2
million.

DRA does not pbject to the Part 32 accrual treatment of
compensated absences; Aowever, it recommends that 7if a situation
arises in which a utility receives cash before the cash is actwally
expended, this situd@ion should be accounted for in the caleulatien
of working cash allowed in rate base.”

' Since there is no oppesition te the treatment of
compensated absegnces, the telephone utilities should conform to
Part 32 in accdunting for compensated ahsences. DRA’sS proposed
working CAﬁjy,reatment for cash received by a utility prior to the
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. .

cash being expended should be addressed on a case-by-case basis In
general rate cases.

GAAP requires the expected liability for worker
compensation to be calculated and accrued as an expense/in the
current year. Pacific Bell estimates that adoption of/ this
proposal would increase its 1988 revenue requirement/ by
$5.8 million. Since Pacific Bell is the only utildty which is
self-insured for workers’ compensation, this prggosal does not
currently affect the other utilities.

DRA does not oppose this treatmenty however, it believes
that because GAAP tends to overstate the unt of liability,
Pacific Bell and any other utility using £he contingent liability
approach should use 2 mid-range estimate to record its liability.

Again, there is no oppositioh to the principle of
applying GAAP. Therefore, the accrudl basis of accounting for
workers’ compensation should be adgpbted. However, because of the
. need to estimate the amount of lidbility for workers’ :

compensation disputes regarding/the rxeasonableness of the liability
will occur. Rather than requifing mid-range estimates, the
utilities should maintain ne¢essary documentation to support their
liability.
L.

GAAP requires gncentive awards to be recorded on an
accrual basis. The FCC/did not address this matter in Part 32.
DRA represents that Pacific Bell already reports incentive awards
on the accrual basis /of accounting. |

DRA recomxends that if GAAP is adopted for incentive
awaxds, the utilities should be required to account separately for
the amounts whicly are accrued for employees who terminate during
the year. The accruals for these employees should be reversed.
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We concur. GAAP should be adopted for incentive

and any awards accruing for employees terminating service during

the year and not receiving the award should be reversed.
g. Early Extinguisbment of Debt
GAAP requires that gains and losses from
extinguishment of debt be recogmized in the year off occurrence.
However, the Commission’s generic pelicy has been/to amortize gains
and losses over the life of the replacement debih
Other than the utilities’ recommendafion that GAAP be
adopted, no justification to change the Commission policy has been
offered. The utilities should continue to i&ortize gains and
losses from the early extinguishment of degk over the life of the
replacement debt.
h. cComputer Software Costs
The costs associated with infitial operating systenms’
software purchased for general purpoge computers and certain
associated right-to-use fees are tg/ be capitalized while
applications software and recurri right~to-use fee are to be
expensed. _

‘ The only dispute in the accounting for software costs is
in the expensihg of software séstems being developed internally and
applications systems for !utuée revenue-generating services. DRA’s
witness, Amato, recommends that such software be capitalized under
a deferred accounting approach for recovery of costs when the
utility actually starts offering the sexvice, similar to the
accounting for Pacific Bell’s 800 service software development cost
required by D.86-01-026.

Amato recompends the deferral treatment because such
costs:

a. Relate to future services and deferral
would allow the timing of cost recognition
to goincide with revenue recognition.

May be incurred to develeop non-requlated,
fzmpetitive sexvice offerings. If expensed
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immediately, ratepayers would be burdened
with paying the utility for services which
may never benefit them.

May be incurred for a system which may
never become operational. If expensed
immediately, ratepayers would be burdéned
with paying for services which the y€ility
may never provide.

Under this proposal, costs would accupulate in a deferred
account until the software systems are examined in a general rate
proceeding. Those software systems used foxr new regulatory
sexrvices would be capitalized, amortized ¢Ver the system’s
projected life, and recoverable in rate However, those software
systems abandoned or utilized in offerjing an unregulated service
would be recorded as a non-operating gxpense and not be recoverable
through the rate making process, iryespective of their prudency.

Pacific Bell believes t DRA’s propesal is not
appropriate because new software der development for future
revenue~generating services is pot addressed in Part 32 and because
there is no significant change/:o\the current method of accounting
for software costs. Furtheg//the deferred method for Pacific
Bell’s pending 800 service was adopted only after the specific
service was scrutinized by/all intexested parties in a Commission
proceeding.

‘The utilities /are concerned that under Amato’s propesal
they will bear all the/risk of the development of new software and
pass on all the benefits of the development to the ratepayers.
This is because Amato recommends that, although a return is to
accumulate with the/ﬁortware development cost, recovery would not
occur until a new/regulated service is offered and the prudency of
such costs are s?mutinized for reasonableness in a rate proceeding.
Further, if a new regulated service is not implemented, the
utilities would not be allowed to recover their development cost,
no matter ho%/§rudent the costs are.

hY
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Although the telecommunications industry is in a dynadic
era with the increased presence of innovative technology and
competition, telephone utilities are not research or develdpment
companies. Not even Pacific Bell’s software developmen for its
proposed 800 service is being undertaken by Pacific
being undertaken by an unrequlated affiliate, Bell Gémmunications
Research, Inc.

Ratepayers should not be required to cgmpensate utilities
for software development costs intended for fuplre revenue-
generating services without a mechanism to refiew the
infergenérational equities or the prudency ¢f such costs.
Currently, this review is conducted in gepfral rate proceedings on
a case-by-case basis as, for example, Pagific Bell’s software
development costs for 800 service.

As the utilities assert, Payt 32 does not substantially
depart from the current method of agtounting for software
developnent costs. However, DRA przgoses the inplementation of a
blanket cost deferral until the sérvice is being offered as a
requlated service or abandoned, retrospective review.

Part 32 does not subgtantially change the accounting for
software costs from the currept accounting procedure as shown on
pages 3-9 of DRA’s Exhibit 2{ We will continue to address software
development costs for fut revenue-generating services on a case-
by=-case basis.

i. DRepreciation

Part 32'affec/s the depreciation accrual to the extent
that certain asset groyps, such as computer and central office
equipment - toll, wilwyie reclassified from one depreciation
category to another. / This reclassification of categories will
change the remaining life of the categories, the reserve balance of

the existing categofies and the depreciation accrual for those
categories. '




-

v

1.87-02-023 ALT/MIG/jc

DRA’s witness, Joshi, recommends that any revenue
requirement resulting from the accrual change be charged to a
deferred account until the accrual reaches a cross-over point
negating the revenue recquirement. This recommendation is
though DRA and respondent utilities project that revenue
requirement changes associated with the changes to deprdciation
categories will be minimal.

According to DRA, any changes in depreciafion would be
revenue neutral until there is a represcription of depreciation
rates. Such represcription is expected to take place in 1988 for
Pacific Bell and 1990 for GenTel. Thereforxe, wépconcludc that
rather than requiring the utilities to implemént a procedure o
track nominal depreciation changes that may/occur in 1988 for
Pacific Bell and 1990 for GenTel, such revenue requirements, if
any, should be addressed during the represcription of the
utilities’ depreciation rates.

j. <SComprehensive Noxpalization

The issue of comprehensivefnormalization was initially
raised by Pacific Bell, GenTel, and/AT&T because the FCC’s Part 32
requires that the tax effect of book and tax timing differences be
normalized. Comprehensive normalization is an accounting concept
that matches all income tax er:5¢ts with the underlying
transactions in the accounting period in which the transactions are
reported in tke utility’s income statement.

Should comprehensiyé normalization for income taxes be
adopted, Pacific Bell’s and;benrel's revenue reguirement would be
immediately reduced by $46million and $6 million, respectively.
Five years later, in 1993;;Paci£ic Bell’s revenue requirement would
be increased $3 million and GenTel’s decreased by $3 million.
There would be a minimay{impact, if any, on AT&T and the smallex
independent telephone cempanies.

Prior tOvThe‘Tax Reform Act of 1986, construction
overheads were capitalized for accounting and ratemaking purposes
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) ' as components of construction-work-in-progress (CWIP). However,
for adcounting and ratemaking purposes these overhead components
were deductible currently for federal tax purposes. 3#4 federal
tax benefits derived from taking the overhead components
capitalized as a deduction for federal tax purposes/ were flowed
through to the ratepayers for ratemaking purpose This pelicy
resulted in a lesser ratemaking federal tax e
would have been if the overheads had been congidered capitalized
conponents of CWIP for federal tax purposes//and normalized.

Subsequent to the passage of Th¢/Tax Reform Act of 1986,
construction overheads that were previo
at federal tax must now be capitalized/in CWIP as a construction
component for federal tax purposes.

Part 32 requires overheady previously capitalized to be
expensed raising the issue of norphAlization versus flow-through.
Under normalization, the differexce between expensing overheads
currently and the accelerated depreciation available for Federal
tax purposes would be multip%}éd by the statutory corporate tax
rate and reflected as a deferred tax. In other words, the company
would take the deduction currently instead of capitalizing it and .
amortizing the deduction./ Since the accounting and ratemaking
treatment of overheads as expense has a greater effect on reducing
taxable income than dodé the deduction of accelerated depreciation
on a tax return basii/'the deferred tax generated by this timing
difference would be Added to rate base.

Under flow=-through, the ratemaking Federal tax expense is
higher than undes/%ormalization because the current deduction of
overheads for Federal tax calculation is replaced with the
accelerated deaceciation available on the capitalized overheads on
a tax return hasis.

An Ancillary issue pending before the Intermnal Revenue
Service (I is an industry wide application for a ”“change in
accountinq/ﬁethod." If IRS approves the request, federal tax
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treatment would generally be consistent with the capitalizatién
requirements of Part 32. However, if it isn’t approved,
utilities would be required to continue capitalizing for federal
tax purpeses the overhead components expensed under Part/sz.
Pacific Bell estimates an additional revenue requireme

conforms with GAAP, it results in a lower revenue rYequirement, and
it eliminates excessive record keeping requiremepts.

DRA recommends the continuation of flow-through because
it is consistent with current Commission poli¢y, because the
Federal tax law is highly volatile with‘freqﬁzitly changing
requirements, and because normalization would only benefit the
ratepayer in the short-term.

The issue of normalization veysus flow-through was
addressed by the Commission in D.84-o§r036 (OIX 24). Upon review
of a comprehensive analysis of all California utilities, the
decision affirmed that the flow-through treatment of timing
differences is to continue as Commdssion pelicy.

Although The Tax Rerorm/Act of 1986 substantially
eliminates the tax benefits thaf were flowed through to the
ratepayers from the overhead ﬁpmponents previously capitalized but
deductible for tax purposes, e treatment may be short lived
because additional changesjfto the tax code are under
consideration. A change in policy at this time may not be
warranted because of the volatility of the recent tax changes and
short-tern impacts. j’

We concur witﬁ DRA’s analysis that the Federal tax law is
volatile and that noryélization would only benefit the ratepayers
in the short-term. A substantial amount of time and analysis went
into our arrirmation’or a generic flow=through policy. The
telephone utilitig#lhave~not convinced us that the generic policy
should be modified for telephone utilities. Therefore, the policy

—




+

1.87-02~023 ALI/MIG/jc

’ . of flowing through tax benefits should continue as a generic
ratemaking policy and the telephone utilities shouldl continue, as
they have in the past to maintain memorandum recoyds reflecting the
accounting for both flow-through and normalizatidn of taxes.

k. Euture GAAR

Part 32 adopts future GAAP pronouncements automatically,
unless the FCC notifies the telephone utiljties to the contrary.
However, DRA recommends that futpre GAAP pronouncements should be
adopted by this Commission only after the major utilities (Pac
Bell, GenTel, AT&T, ConTel, Roseville/ and Citizens) provide a
positive showing to the Commission that such prenouncements are for
the good of the ratepayers. To acgomplish this positive showing
DRA recommends that:

a. This investigation’ be kept open to address
future GAAP changeés.

b. Telephone utilifies’ Part 32 petitions
and/or revenue/requirements filed with the
FCC should be/filed concurrently with this

Commission. /Copies are to bhe sent to both
DRA and CACL.

For GAAP changes, revenue impact studies
are to be/provided to DRA and CACD within

ter the FASB releases its final
pronouncement.

For Part 32 changes initiated by the FCC,
FCC required studies should be filed in
aCCjzdance with item b.

Non<revenue items be addressed as
supplements to this investigation on a
zzxiodmc basis as necessary.

GenT concurs with DRA’s proposal because it believes
that FASB’s GKQP changes will be relatively infrequent.
We/concur with DRA that future GAAP pronouncements should

not be routinely adopted. However, this investigation should not
be kept open for an indefinite period of time. Rather, the
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) 'CQmmission's Resolution procedure should be used to address

subsequent Part 32 changes. Should a controversial issue ocedr, a
new investigation could be copened to considered the matter based on
an evidentiary record.

The following telephone ut;lxtzes, Paciftic 11, GenTel,

RT&T, ConTel, and Citizens should provide the following to both DRA
and CACD Directors:

a. cConcurrent copies of any Part 32 petition

and/or revenue requirement filed/with the
FCC -

For GAAP changes, revenue impact studies
within 90 days after the FASB releases its
final pronouncement.

For Part 32 changes initdated by the FCC,

FCC required studies ¢ current with their
FCC filing.

Roseville should not be Ancluded because, unlike the
other telephone utilities, its rdvenue requirement impact from
.adoption of Part 32 and Part 3¢ is nominal.

With the foregoing discussions GAAP as modified by this
opinion should be adopted. Yy revenue requirement impacts should
be accounted for in a mann¢® consistent with the treatment for
capital to expense chargeg identified in this decision.

Post retirement benefits will

recorded as an expense when actually paid to
being an expenge which is accrued and recorded when earmed. ConTel
took its recopmendation one step further by adopting this |
accounting ge for its accounting recoxds effective 1987.
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Both AT&T and ConTel recommend this change in accountil
on the premise that the FASB is expected to issue an exposure draft
on converting to the accrual method for post retirement benefits
sometime next year. An exposure draft is a proposal for
sent out by FASB for comments by all parties prior to addption.

DRA asserts that adoption of this accounting/change by
FASB is purely conjectural at this time. Even if an/exposure draft
is issued next year, it is not currently known whay actuvarial
methodology may be required or accepted by the FASB. Further, once
an exposure draft is issued, there is generally/a lengthy periocd of
time before the FASB issues a final pronouncepyent. For example, a
FASB exposure draft on accounting and reporthing by defined benefit
pension plans issued in April 1977 was adoyted nine years later.

We concur with DRA. This investigation was opened to
consider whethex GAAP should be adopted/for accounting purposes,
and if so, to what extent, not to specltlate on future GAAP
pronouncements. The accrual method £ accounting for post
retirement benefits should not be adopted at this time. TFurther,
ConTel should change its accounti recoxrds for Commission purposes

to conform with the cash basis .of accounting for post retirement
benefits.

DRA, c¢oncerned t the adoption of Part 32 may have
unforseen side effects off eradicating prior Commission decisions
and policies adopted over the years, recommends that if any such
issue arises, it be addéessed in each utility’s general rate
proceeding. Furtheru/édoption of Part 32 should not be considered
a reason for any te%gphone utility to abandon accounting and
ratemaking requirements instituted by this Commission in past
pProceedings. To the extent that such accounting and ratemaking
changes are not ??ecifically addressed in this opinion, we concur.




v

I.87-02-023 ALI/MIG/j¢

; . In this investigation Pacific Bell and DRA have
identified 2 prior Commission policy pertaining to the accounting
for affiliated company transactions which needs to be modifiéd
because in its present form it renders compliance under P
mmposs;ble.

By D.86=01=-026 Pacific Bell was required to ecord all
transactions with affiliated companies in Account 67
Services and Licenses. Although not specifically
GenTel and ConTel alse use Account 674 to record ¥ransactions with
affiliated companies.

Undexr Part 32 accounting, affiliated/company transactions
will be disaggregated to several different P. 32 accounts bhased
on the nature of the affiliate transactions/ There will be no
account similar to the current General Seryices and Licenses
expense account. However, Pacific Bell d DRA develeoped a
procedure to provide the Commission witldf the necessary information
to oversee and analyze affiliated compAny transactions. This
agreed upon procedure between Pacifi¢/ Bell and DRA should be used
by any telephone company involved iy affiliate company
transactions. The procedure is as/follows:

a. Within each Part 32/ account in which
affiliate costs arxe assigned, a separate and
unique subaccount/code is to be set up to
record the affiliate costs chargeable to
that account. ‘

Affiliate compAny subaccount codes are to
ke used exclugively to record affiliate
company costs/l.

The cumulatiée total recorded in affiliate
company sgzhccountsf codes for a period

must recontile with the affiliate conmpany
billing f£¢r that peried.

Subs;dlwry records to support the monthly
ffiliage billings are to be set up and
naintained, with such records providing an
audit £rial to the Part 32 account assigned
affilfate costs and a year-to-date
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accumulation of the total costs billed by
the affiliate.

Supplemental memorandum records are to b
maintained for surveillance purposes t
track Commission adopted affiliate copbany
adjustments.

For rate proceedings, the utilitiey are to
submit their test year affiliate ¢ompany
estimated costs separately.

IX. Separations

Telephone utilities provide both interstate and
intrastate services subject to regulation by the FCC and this
Commission, respectively. Therefore,/it is necessary to allocate
(separate) the utility’s revenues, enses, taxes, investments,
and reserves between interstate and intrastate operations. This is
accomplished through the use of & separations manual. For
intrastate purposes this separa ions manual is used to determine
the cost of services within state, such as interlATA (Local
Access and Transport Area) agtess, message toll, tell private line,
and exchange ‘service.

Currently, the FLC’s Separations Manual (Part 67) is used
by this Commission. Bowegver, this separations manuval is structured '
by accounts identified #n the FCC’s current USOA. With the
adoption of Part 32, be effective January 1, 1988, the
separations manual is/obsolete. Accordingly, the FCC issued a new
separations manual art 36) based on the new USOA, to be effective
January 1, 1988.

GenTel and AT&T estimate nominal imbacts from the
adoption of Part/36. However, Pacific Bell initially estimated
that adoption of Part 36 would result in an additional $28.6
million revenuye requirement comprised of:
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(Milliens)

Central Office Category 6 $ 5.4
Central Office Category 8.23 (19.5)
Revenue Accounting Expense (23.7)
Marketing Expense 62.5
Other Conformance Issues —

Total Impact $ 28.6

Part 36, in addition to conforming to Pazt 32,
incorporates four separations rule changes. Of tie four rule
changes only one, the assignment of all marketipg activities to the
intrastate jurisdiction, has a significant impdct on intrastate
revenue requirements. As shown in the above/tabulatien, the
allocation factor for marketing results in A $62.5 million revenue
increase for Pacific Bell.

Although DRA’s witness, Low, resses caution in
adopting the new marketing allocation Lactor, he does recommend
adoption of Part 36 to the extent thit it conforms with Part 32, as
adopted in this investigation.

However, Low makes no rgcommendation on the revenue
requirement effect of Part 36 belause he has not yet analyzed
separations data from the majoy utilities. According to Low, he
needs at least 45 days to analyze Part 36 data from the major
utilities before he can recommend whether the individual utility’s
revenue regquirement is readgnable or not. Since he only received
Pacific Bell’s separationé‘data in the first week of August and
expected to receive CQnTél's and GenTel’s on August 15 and
October 15, 1987, respéctively, a DRA recommendation on revenue
réquirement impacts f£or Part 36 will not be available until at
least January 1988. ‘ '

Subsequernt to the receipt of separations testimony, the
FCC revised its aYlocation factor for marketing expenses to include
acecess revenue, 65 an interim basis. The FCC is reviewing its
marketing ract7r and intends to issue a permanent factor in

{
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intrastate jurisdiction, has a significant impact on intrastate
revenue requirements. As shown in the above tabulation, the
allocation factor for marketing results in a $62.5 million revenu
increase for Pacific Bell.

Although DRA‘’s witness, Low, expresses caution in
adopting the new marketing allocation factor, he does recofimend
adoption of Part 36 to the extent that it conforms wi art 32, as
adopted in this investigation.

However, Low makes no recommendation on the revenue
requirement effect of Part 36 because he has not/yet analyzed
separations data from the major utilities. Accoding to Low, he
needs at least 45 days to analyze Part 36 data from the major
utilities before he can recommend wheth:i/éae individual utility’s
revenue requirement is reasonable or not. Since he only received
Pacific Bell’s separations data in tg first week of August and
expected to receive ConTel’s and Gepmelfs on August 15 and
October 15, 1987, respectively, 5/DRA recommendation on revenue
requirement impacts for Part 36 w4ill not be available until at
least January 1988.

Subsequent to the receipt of separations testimony, the
FCC revised its allocatiep/;:ctof for marketing expenses to include
access revenue, on an interim basis. The FCC is reviewing its
marketing factor and intends to issue a permanent factor in April
1988. With this in égim ¢hange in the marketing factor Pacific
Bell’s witness, Sawyer, testified that Pacific Bell’s revenue
requirement rela,ed to Part 36 should be reduced by $62.5 million,
producing a negative $33.9 million requirement. DRA’s major
concern with the adoption of Part 36 is alleviated with the interim
allocation/, ctor.

/During evidentiary hearings GenTel’s counsel brought to
the attention of all parties a recent Ninth™ 2ircuit Court of

Appeals/dcision (Hawaiian Telephone company v, Public Utilities

, 827 F.2d 1264 (9th Cir. 1987) regarding the FCC’s
7/
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April 1988. With this interim change in the marketing faltor -
Pacific Bell’s witness, Sawyer, testified that Pacific Bell’s
revenue requirement related to Part 36 should be redufed by $62.5
million, producing a negative $28.6 million requirexent. DRA’s
major concern with the adoption of Part 36 is all

interim allocation factor.

During evidentiary hearings GenTel’s/ counsel brought to
the attention of all parties a recent Ninth Lircuit Court of
Appeals decisioen ( id v i ili
Commission, 827 F.2d 1264 (9th Cir. 1987)Y) regarding the FCC’s
authority to determine separations procgdures. This decision is
being appealed .y the Hawaiian Commisgion. By brief, DRA confirmed
that it would not make any recommendltions to modify the FCC’s Part
36. However, DRA will review its pYosition on modification of Part
36 after decision on the Hawaiiar/Commission’s appeal. Meanwhile,
DRA is reviewing the reasonablefess of the revenue regquirement
impacts from adopting Part 36.

Disputes regarding /the adoption of Part 36 have been
resolved during the course ¢f this investigation and all parties
recomnend adoption of Part/36. The one remaining issue, as pointed
out by DRA, is the reasonableness ¢of the individual utility’s
revenue redquirement impact from adeopting Part 36. However, since
© this investigation is nét intended to change existing rates there
is no need to determirie the reasonableness of such revenue
requirement at this time. Therefore, we adopt Part 36.

Consistent with the treatment of capital to expense
impacts Pacific BeXl, GenTel, Citizens, and ConTel should record
the revenue requirement impact of adopting Part 36 in a balancing
account. Supporring workpapers should be maintained for review
until the bai:? ing account is terminated. ATST and the smaller

independent telephone companies should address the revenue
requirement i

pacts in their next general rate case or GO 96
filing, as appropriate. \ ”
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a. SRF to SLU

One of the three minor separations rule changés relate to
Central Office Category 6 (Category 6). Non Traffic/Sensitive
(NTS) costs associated with 'Categeory 6 will no longer be
distinguished from traffic sensitive costs. Thig’ change will make
it impossible to continue to apply a subscriber’ plant factor (SPF)
to the subscriber line ﬁsage (SLU) to Categon{'s for the purpose of
shifting NYS costs from interexchange acce "services to exchange
sexrvices. However, SPF to SLU will contirfue to apply to the
majority of NTS costs.

A Dial Equipment Minutes (D neasurement replaces the
SLU measurement, both of which measure the relative use of local
switching equipment. To put this i&'perspective, Sawyer calculated
Pacific Bell’s DEM and SLU interLdEA access factor for March 1987.
The DEM measurement shows that 6£9% of all telephone call minutes
on subscriber lines are from izfiterlATA access calls and the SLU
measurement shows 6.7%, or a/0.2% differential between DEM and SLU.
This differential results from the inclusion of closed end WATS
minutes in the DEM formuld.

Pacific Bell commands that the Part 36 DEM measurement
should be used to deteyhmine the shift from access to exchange
sexvices and that the/shift amounts using DEM be included for

recovery in the annudl SPF to SLU advice letter filing. GenTel
concurs with Pacific Bell.

ere is no opposition to Pacific Bell’s proposal,
the DEM measuremént should be used in place of the current SLU

measurement to/determine shifts from access to exchange services
for Category

/ The investigation identifies other proceedings that are
being undertaken by the FCC concurrent with Part 32. Two of these
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proceedings, Part 64 (commonly known as Part X) and Part 6%/are
addressed by DRA. Part 64 is a cost allocation standard fLor
recording transactions between requlated telephone utiXities and
- their corporate affiliates. Part 69 is revised accegs charge
rules. '

a. Rart 64

DRA’s witness, Lew, did not analyze e impact of Part 64
because the FCC was considering several petipions for
reconsideration and because the utilities’ £Lost allocation manuals
were not yet finalized. Lew recommended L£hat Part 64 be considered
at a later date when more information a7d time is available.
According to Lew, lack of a decision Part 64 will not adversely
affect the adoption of Part 32.

On the last day of evideytiary hearings, DRA’s counsel
informed all parties to the investigation that DRA is ready to
proceed with Part 64 and requesfed that parties have theixr Part 64
testinony ready in December 1987. The telephone utilities objected
to DRA’s reguest because they believed that Part 64 is not a part
of this investigation. The matter was deferred to briefs due on
QOctober 30, 1987. /

DRA, concerxmod/ that the FCC has set January 1, 1988 to be
the effective date of Fart 64 for interstate purposes, recommends
that the Commission 3§&ress Paxt 64 by the end of 1987. According
to DRA, it considered Part 64 to be an issue in this proceeding and’
believes that it should be considered with Part 32.

The utiYities do not believe that it should be addressed
in this investigation. Although Part 64 is identified in the
investigation, similar to Part 69, it is only identified as one of
the many changes occurring in the FCC rules.

Thi@ investigation was opened to specifically address
Paxrt 32, itd’efzect on intrastate rates, and the ratemaking
treatment ¢f the implementation costs associated with Part 32.
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DRA’Ss own witness testified that lack of a decision on P
not affect the adoption of Part 32.

Part 64 is not specifically identified as issue in
this investigation. Further, the investigation ig/not intended as
a ”“catch=all” to address ancillary matters. 7o Xeep it open at
this time would regquire us to expand the inves¥igation and to
notify prospective interested parties of ocur/fintentions. We
conclude that Part 64 should not be addresgbd in this
investigation. '

However, since the Commission/currently does not have a
method for utilities to allocate costy between regulated telephone
utilities and their corporate arffiliAtes, it may best to institute
a proceeding to consider the FCC’s/Part 64. Such a proceeding
should be considered by CACD and Af warranted, proposed to us in a
new investigation.

b. Rart 69

Part 69 is another ncillary matter discussed by DRA.
However, in this instance DRA believes that because Part 69 is not
intended to have an impact/on intrastate ratemaking under current
conditions, it need not bé addressed. However, DRA does recommend
that Part 69 be rev;ewgf(arter the FCC issues its final report and
order to verify that ir will not affect intrastate ratemaking.
Part 69 should not bef considered 2t this time.

| /’ XX. Impagts

The adoétxon of Part 32 and Part 36 wmth modification
will have the 1argest revenue regquirement impact on Pacific Bell,
GenTel , AT&T, c;txzens, and ConTel. Based on incomplete estimates
of the utllitmes which have not been examined, Pacific Bell will
incur an addltlonal revenue requirement of approx;mately $128
million in 1988, GenTel $46 millien, AT&T and c;tizens $2 mzll;on,
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and ConTel $1 million. The approximate impact on Pac¥fic Bell
and GenTel as a result of this decision are set out/below:

Iten )
(Milliofis of Dollars)

Capital to Expense Shifts § 118
GAAP Shifts

Leasehold Improvements . NA

Compensated Absences NA

Workers’ Compensation NA

Incentive Awards : NA
Separations ' NA

Total $ 128 $,46

(NA = Not Available)
We stress that these fxgures/are prelininary and are based on the
estimates furnished by Pacific Bell and GenTel.

XXX _Balancing Account

The next zssue we need to address is the method utilities
should use to recover/the revenue requ;rement impacts caused by the
adoption of Part 32 and Part 36.

DRA doeS-nét believe that current ratepayers should be
required to compenséte the utilities for the capital to expense
accounting change because the utilities will not incur any
additional out oﬁ/:ocket cost; they will incur only “paper” costs.
Further, DRA conmends that it is future ratepayers who are to
benefit from the resulting decrease in revenue requirement.

DRA proposes that the additional revenue required from
this accountzng change be charged to a deferred account on a
yearly bas;sfunt;l 2 cross-over point is reached and the revenue

requirenent ?rom the capital to expense shift becomes negative.
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conclude that Part 64 should not be addressed in this
investigation. . .

However, since the Commission currently does not have a
nethod for utilities to allocate costs between regulated telephone
utilities and their corporate affiliates, it may best to imstitute
a proceeding to consider the FCC’s Part 64. Such a procé;ding
should be considered by CACD and if warranted, proposgd to us in a
new investigation.

b. Paxt 69

Part 69 is another ancillary matter discussed by DRA.
However, in this instance DRA believes that Yecause Part 69 is not -
intended to have an impact on intrastate rxtemaking under current
conditions, it need not be addressed. wever, DRA does not
recommend that Part 69 be reviewed atté? the FCC issues its final
report and ordex to verify that it will not affect intrastate
ratemaking. Part 69 should not be/considered at this time.

The adoption of Part 32 and Part 36 with modification
will have the largest revenue requirement impact on Pacific Bell,
GelTel, AT&T, citizenix/;nd ConTel. Based on incomplete estimates
of the utilities which have not been examined, Pacific Bell will
incur an additional revenue requirement of approximately $118
million in 19880/GelTe1 $46 million, AT&T and Citizens $2 million,
and ConTel $1‘y111ion. The approximate impact on Pacific Bell and
GelTel as a result of this decision are set out below:
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The surplus received should then be offset against the acgimulated

related to each individual capital to expense shify during the
period when the deferred account is needed. DRA’S witness, Woods,
recomnends that the smaller independent telephope utilities be
exempt from using a deferred account because their additional
revenue requirement associated with this accgunting change axe
nominal.

DRA’s witness recommends that a/deferred account be
implemented using existing wtility estipates of the capital to
expense shifts rather than actual dollfr amounts because the
utilities would have diffieculty in idéntifying and tracking the
changes without maintaining a compldée separate set of records.
These estimates are to be audited Py DRA on a yéarly basis, prioxr
to the utilities recording their sestimates in the deferred account.
The authorized rate of return w¥ll be applicable to the accumulated

.balance of the deferred accounf, resulting in a recovery mechanism
similar to rate base. '

The utilities object to DRA’S proposal because it
regquires the utilities to estimate and maintain subsidiary records
showing the development off approximately twenty individual capital
to expense items and requires the utilities to estimate and
document vearly rates oilgrowth or decline, associated depreciation
rates, construction exﬁ@nditures, wage escalation factors, rate of
‘return, and net-to—grd&s nultipliers for at least twenty years.

We do not lelieve the utilities should be committed to
such a leong=term recovery of cost. Such a procedure would not only
result in addition71 cost on the part of the utilities and
additional auditiqg work for DRA but could result in disputes and
in lengthy proceedings regarding the detail of subsidiaxy records,
assunptions utilized, and inconsistent treatment among utilities.

e |/
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Not only would the utilities be required to maintai
detailed set of records for approximately twenty years, the Yotal
cost to the ratepayers and the time lag before the deferred account
is depleted would more than double the amortization peribd because
of the imputation of a return to the accumulated deferred account
balance. We concur with the utilities objections to/DRA’s proposal
and we will not-adopt it.

Pacific Bell, Citizens, and ConTel propose that a
balancing account mechanism be adopted. They' lieve that such a
mechanism is equitable to both present and fufure ratepayers, and
to the utilities, while avoiding a dramatic /increase in the record
keeping burden and expense of the utility./ Under this proposal,
the revenue requirement inmpacts of this accounting change and other
impacts from this investigation are to bé placed into a balancing
account with the impacts of other currdﬁt proceedings, such as the
Tax OIT (X.86~-11-019) and the triennidl represcription.

The balancing account concept has merit and should be
considered. However, there is one Amportant factor which the
parties appear to have overlooked./ That is, the balancing account
. proposal assumes a guaranteed reﬁovery of cost.

Historically, this Commission sets rates which provide
utilities an opportunity to regover their costs and to earn a fair
return on their investment: uﬁﬁlities are not, as parties propose
in this instance, guaranteed /recovery of costs. If the telephone
utilities implement a new miintenance program designed to reduce
future maintenance costs, guch costs would be recoverable through
the traditional trending procedures used for -ratemaking purposes.
Adoption of a change in Zccounting should not be treated any
differently.

However, we recognize that the changes occasioned by our
adoption of Parts 32 gnd 36 are substantial and at this point the
utilities’ and DRA‘s /estimates of the revenue requirement effects
of these changes is/necessarily preliminary. We will therefore
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i .establish a balancing account for those utilities which/have
substantial revenue requirement impacts: Pacific Bel
Citizens, and ConTel. The balancing account will b established
for a limited period of time, not to exceed one ygar, and it will
bear interest at the S0-day commercial paper rape consistent with
our other balancing accounts.

This procedure will provide a tempprary vehicle to
isolate the effects of the USOA changes f£or’ DRA €O examine and -
assess the reasonableness ¢f the utiliti 4 estimates of the
revenue reguirement impacts. For that’.eason, the balancing
account should be separate from any other balancing account thre
Commission may authorize and showld oély include revenues and
expenses resulting from the USOA changes adopted in this decision.

We expect to termimate this balancing account and to
place the account balances in ratés (along with other revenue
requirement changes resulting from the Tax Reform Act of 1986, the
inside wiring investigation, gaci:ic Bell’s 1988 attrition and
General Telephone’s final decision in its general rate case) not

later than January 1, 1989 aéd quite possibly sooner, in
conjunction with our decis¥ons in our investigation into rate
Llexibility, I.87-11ﬁ___4{instituted on November 25, 1987. We

will issue further oxders disposing of the balancihq account in
that proceeding.

Those utilities implementing a balancing account should
file a summary of thelr balancing account as of February 28, 1988
in original and 12 c¢pies with the Commission’s Docket Office on or
before March 21, 1988. Concurrently, copies of the filing should
be mailed to 2ll pdrties to this proceeding and detailed supporting
worKpapers should/be provided o DRA. The utilities should provide
copies of the detailed supporting workpapers to all other parties
requesting such documentation. _

A repPrt on the reascnableness of the individual
utility’s baljrcing account should be filed with the Commission’s

® |
§
\u
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Docket Office by DRA and any other*interested party on Or before
April 20, 1988, with copies served on all parties.

GenTel proposes that it be allowed to regover its
increased revenue requirement through its pending’ rate proceeding,
Application (A.) 87=-01=002. However, because L1l the revenue
requirement impacts have not been quantitiéﬁ/und scrutinized by
DRA or other interested parties such a proposal should not be
adopted at this time.

Since AT&T and the smaller independent telephone
companies will incur ninimal revenue 5gquirement impacts, such
impacts should be addressed in thei;,next general rate case or
General Oxder (GO) 96 filing as appropriate.

Findj r Fac

1. This investigation wasjfopened to deterxrmine if Part 32
should be adopted for telephone/utilities subject to the
Comnissicn’s jurisdiction.

2. The FCC’s USOA has/previously been adopted by this
Commission with modifications because of our desire to simplify and
cooxdinate the accountingiand reporting requirements imposed on
telephone utilities operating under the jurisdiction of both this
Commission and the FCC.

3. The FCC issued Part 32 because it believes that the
present USOA is archalc and incapable of providing for changes in a
complex, competitiv3l technological, and economi¢ environment.

4. Part 32 is to be effective January 1, 1988 for telephone
utilities under the FCC jurisdiction.

5. FASB 87 is not addressed in this opinion but will be the
subject of an opinion in January, 1988.

6. Full doptioﬁ of Part 32 and Part 36 will result in

additional revenue requirements for the telephone utilities in the
short-ternm.
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i . 7. Pacifi¢c Bell estimates an additional revenue requiremént
of $82 million in 1988, GenTel $66 million, ATA&T and Citize
million, and ConTel $1 million.

8. Nominal impacts are estimated forxr the smaller ;
telephone utilities.

9. DRA has not examined the reasonableness of
estimates.

10. Present intrastate operations of telephohe
utilities, except AT&T, are approximately 80%. T&T’s is
approxinately 60%.

11. No projections of intrastate operatdons under Part 36 °
were provided because of ongoing modificati by the FCC.

12. PU Code § 793 requires the system of accounts and the
forms of accounts, records, and memorandd prescribed by the
Commission for corporations subject to fhe regulatory authority of
the United States to not be inconsistefit with the system and forms
established for such corporations by/or under the authority of the

.United States.

13. Parties to this investigation agree that Part 32 should
be adopted. .

14. DRA requests that the/major utilities use one of DRA’s
four approaches identified in Apter 7 of DRA’s Exhibit 2 to
restate 1987 data into Part data.

15. DRA requests that /the Commission’s timetable established
for the Rate Case Plan be ended one month to provide DRA
additional time to coordirfate with the utilities to understand Part
32 accounting requirement's.

16. A majority of /the respondent utilities recommend that the
cost to implement Part /32 should be allocated between interstate
and intrastate ratepayers.

17. Implementation costs are virtually all 1987 expenses and
are recoverable through the separations process.
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18. Part 32 requires indirect construction costs
capitalized to be expensed.

19. The capital to expense shift will increai' utilities’
revenue requirements in the short-term. In the lodg-term this
accounting change will result in revenue requirepment savings.

20. All parties to this investigation codZEr that the capital
to expense shift required by Paxrt 32 be adopted for accounting and
ratemaking purposes. , :

21. Part 32 adopts GAAP for accounting purposes to the extent
regqulatory considerations permit.

22. Part 32 adopts future GAAP nges automatically, unless
the FCC notifies the telephone utilisfés to the contrary.

23. In those instances where GAAF permits more than one
accounting method, the FCC will s%xéct the appropriate accounting
method for use by the telephone ytilities.

24. The adoption of GAAP cﬂanges will impact the utilities”

revenue requirement similar to/the adoption of the capital to
expense shifts.

25. DRA recommends ai?ption of all GAAP changes with no

revenue impact and adoptioy or modification of most of the

rexaining FCC adopted GAAE/items having major revenue impacts.

26. DRA recommends GAAP be adopted for accounting purposes,
however, DRA is silent the ratemaking treatment.

27. The Commissich’s IDC formula is based on sound principles
and has withstood 1it¥%ation in several rate proceedings.

28. DRA dees noé object to the FCC selecting the appropriate
accounting treatmenx/in.those instances where GAAP permits more
than one accountinl method.

29. All parties concur with Part 32’s requirement that all
leasehold improvements are to be capitalized separately anéd
anmortized over the term of the lease. Part 32 is silent on the
treatment of embedded leasehold improvements.




)

T.87-02-023 ALI/MIG/3c

. ‘I'
-

30. GAAP requires compensated absences to be recprded as an
expense in the year the liabkility is incurred.

31. GAAP recuires the expected workers’ compohsation
liability to be calculated and accrued as an expofise in the current
year.

32. GAAP requires incentive awards to b¢ recorded on an
accrual basis.

33. Contrary to the Commission’s generic policy of requiring
gains and losses from the early extinguisZient of debt to be
anortized over the life of the replacemént debt, GAAP requires the
gains and losses to be recognized as i come or expense in the year
of occurrence. .

34. Part 32 does not substantially depart from the c¢urrent
accounting procedure for computer/software development costs.

35. Computer software development costs intended for future
revenue-generating services are currently reviewed on a case-by-
case basis in general rate pxoceedings.

36. New seoftware undel develeopment for future revenue-
generating services is not/addressed in Part 32.

37. Adoption of Part 32 requires the depreciation category of
certain asset groups to/change. This change results in the
remaining life and depreciation accrual of the affected categories
changing. The revenue requirement is nominal.

38. The utilitfies recommend tax normalization because it
confornms with GAAP/ results in a lower revenue requirement, and
eliminates excessive record keeping.

ommends the continuation of flow-through bhecause
it is consistent with current Commission policy, the Federal tax
law is volati and normalization would only benefit the ratepayer
in the short=term. ,
issue of normalization versus flow—-through was
addressed ¥s a generic policy in D.84-05-036.
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) . 41. The autonmatic adoption of future GAAP pronouncemgnts is
not in the best interest of the ratepayers.

42. A change in accounting for post retirement befiefits from
a cash basis of accounting to a accrual basis on the Yelief that
the FASB is going to issue an exposure draft requiring the accrual
method of accounting to be used is speculative.

43. Pacific Bell and DRA have developed a pYrocedure to
provide the Commission with nécessary information to oversee and
analyze affiliated conmpany transactions.

44. The current separatiocns manual is/obsolete because it is
structured by accounts identified in the Qurrent USOA.

45. Part 36 is structured by acco %s identified in Part 32
and incorporates four rule changes.

46. ALl parties to the ianvestigation recommend that Part 36
he adopted.

47. DRA has not analyzed thefreasonableness of the utilities
Paxrt 36 revenue requirements. _

48. One of the Part 36 ruYe changes require a DEM measurement
replace the SLU measurement tofdetermine shifts from access to
exchange services for Category 6.

49. NTS costs assoc;aﬁ%d with Category 6 will no longer be
distinguished from traffic/sensitive costs making it impossible to
continue to apply a SPF to SLU factor to Category 6.

50. SPF to SLU is o continue to apply to the majority of NTS
costs.

51. Part 64 and/Part 69 are not identified as issues in this
investigation. j/ '

52. The utilization of a deferred account to record the
additional revenuejsrequirement from the capital to expense change
until the cross—ofér point is reached, and the revenue requirement
becomes negativejswould require the utilities to estimate and
maintain subsid}ary records showing the develeopment of
approximately ﬁbenty individual items. The utilities would also be




53. TUse of a deferred account for revenue r
of capital to expense shifts would be costly.

54. Use of a balancing account on a tempofary basis for
revenue regquirement impacts of capital to expgnse shifts will avoid
an increase in the utilities’ record keeping burden and expense,
will provide a vehicle to isolate USCA impActs for further
examination by DRA and enable the utilitjes to combine revenue
requirement impacts of other proceedings before the Commission in
rates at one time.

55. This investigation specifigally states that while this
opinion may have an impact on futupe ratemaking, in and of itself,
it will not change existing rates '

. 56. There is no Commission/intent to “guarantee” telephone
utilities recovery of all costg/ associated with the adoption of

. Part 32.
$7. Utilities are entifled an opportunity to recover the

additicnal revenue requiremént inpact from Part 32.

58. GenTel requests fhat it be allowed to recover its revenue
requirement impacts through its pending rate proceeding.
songlusions of Iaw

1. FASB 87 should be addressed in a subsegquent opinion in
January 1988, because/of the substantial amount of testimony
received and the subgtantial amount ¢f discussion in the interested
parties’ briefs zilda October 30, 1987.

2. The telephone utilities’ percentage of intrastate
operations should/not change with the adoption of Part 36.

3. PU § 793 and § 794 do not preclude the Commission from
prescribing forps of accounts, recorxds, and memoranda covering
information in/addition to that regquired by or under the authority
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) . 4. The issue of whether PU Code § 793 recquires th,
Commission to adopt Part 32 is moot since all parties t6 the
investigation recommend that Part 32 be adopted.

5. A Commission order requiring major telephone utilities to
provide DRA with 1987 data based on Part 32 shou « not ve necessary
because the major utilities have agreed to provide the data.

6. The Rate Case Plan timetable should ot be extended an
additional month beczuse of the adoption oflpart 32 because the
entire schedule is under investigation in another proceeding.

7. Part 32 should be adopted to-thé(extent provided by this
opinion. .

8. Part 32'imp1ementation cost ghould be recoverable in the
same manner as other operating expenges through the general
ratemaking process and settlement pools.

9. Part 32 capital to expefise shifts should be adepted for
accounting and ratemaking purpoges, to the extent that they do not
conflict with Commission rat ing policies discussed in this

opinioen. .

. 10. The implementatiofnh of a deferred account to record the
revenue requirements assodiated with Part 32 capital to expense
shifts should not be adopted. '

1l. This investigation was not opened to change eﬁisting
utility rates, therefeore, the utilities which have substantial
revenue requirement Ampacts (Pacific Bell, GenTel, Citizens, and
ConTel) from the adoption of Part 32 should be allowed an
opportunity to regover their additional revenue requirement through
the use of a baliAncing account for a period not to exceed one year.

12. The ixpact of GenTel’s balancing account should not be
addressed in the rate design phase of GenTel’s pending rate
proceeding il it has been audited by DRA.

13. By/March 21, 1938, those utilities implementing a
balancing account should file a summary of their balancing account
as of Febrbary 28, 1988 with the Commission’s Docket Office. DRA
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and any other interested party should file a report on the
reasonableness of the balancing accounts by April 20, 1988.

14. Part 32 inpacts on AT&T and the smaller tel:%ﬂgne
utilities should be addressed in their next general radte proceeding
oxr GO 96 filing.

15. GAAP as modified by this opinion should e adopted. Any
revenue requirement impacts should be accounted for in a nanner
consistent with the treatment of capital to expense changes
identified in this opinion.

16. The telephone utilities should coftinue to maintain
appropriate accounting and ratemaking records to conform with the
Commission’s IDC formula.

17. Where GAAP permits more than/one accounting method the
utilities should use the method selected by the FCC. However,
should any party object to the methdé selected by the FCC, that
party should bring the issue before the Commission in.a formal
proceeding.

18. Leasehold improvements should be capitalized separately
and amortized over the term of the lease. Embedded leasehold
improvements should continue/to be amortized over the life of the
buildings account. '

19. GAAP accounting/for compensated absences and workers’
compensation should be 3dopted.

20. GAAP accountimg for incentive awards should be adopted.
Any awards acecruing ggr employees terminating service during the
year and not receiving the award should be reversed.

21. Gains anq/qo sses from the early extxnguzahment of debt
should be amortized over the life of the replacement debt.

22, The COmémssxon ’s Resolution procedure should be utilized
to address subsd&uent Part 32 changes.

23. The d&crual basis of accounting for post retirement
benefits shoufa not be adopted.
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24. Computer scoftware development costs for future revenu
generating services should continue to be addressed on a case Y-
case basis.

25. Part 32 asset groups for depreciation should be 4dopted.
Any changes in depreciation because of the reclassification of
certain asset groups should be addressed during the utylities
represcription of depreciation rates.

26. Telephone utilities should not abandon any accounting and
ratemaking requirements instituted by this Commisgion in past
proceedings unless changes were specifically disCussed in this
decision. dé/, »

27. The utilities should use the procedlres developed by
Pacific Bell and DRA to account for and to Frack affiliated company
transactions. '

28. Part 36 should be adopted. Any revenue requirement
impact should be treated similarly to the capital to expense
revenue requirement impacts. Supportifg workpapers should be
maintained for review by the Commission’s DRA.

29. The DEM measurement should be used in place of the
current SLU measurement to determihe shifts from access to exchange
services for Category 6, only. '

30. Part 32 comprehensive/normalization for income taxes
should not be adopted. Flow-through of income taxes should
continue.

31. Part 64 and Part 69 should not be addressed in this
investigation. / . _
32. Part 32 and Part/ 36 as modified by this opinion should be

effective January 1, 1988/to conform with the FCC’s implementation
date of Part 32 and Part/ 36. : : :
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INTERIM ORDER
IT IS ORDERED that:

1. The Federal Communications Commission‘’s/ (FCC) Part 32,
Uniform System of Accounts for Telephone Corxporations, is adopted
to the extent provided in the above opinion shall be applicable
to all telephone utilities under the Commissyon’s jurisdiction.

2. The FCC’s Part 36, Separations Mafiual, is adopted and
shall be applicable to all telephone utilfties under the
Commission’s jurisdiction.

3. Costs incurred to implement Fart 32 shall be recoverable
in the general ratemaking process ang/ settlement process, similar
to the recovery of other operating gxpenses.

4. Pacific Bell, General Tellephone Company of California,
Citizens Utilities Company of Ca)Yifornia, and Continental Telephone
Company of Califormia are authgfized to initiate a balancing
account on their books of acc t to record revenue requirement
impacts from the adoption of/Part 32 and Part 36. The balancing
account shall bear inter at the 90-day commercial paper rate.

5. Utilities impleyenting a balancing account shall file a
summary of their balancifig account as of February 28, 1988 with the
Commission’s Docket Office and shall serve copies on all interested
parties on of before ck 21, 1988.

6. The Commisgion’s Division of Ratepayer Advocates and any
other interested pa shall file a xeport of the reasonableness of
the utilities’ ba cing account on or before April 20, 1988.

cing account shall terminate no later than

Part 36 on a)l othex telephone utilities shall be addressed in
their next general rate proceeding or General Order 96 filing.
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9. The telephone utilities shall continue to maintain
appropriate accounting and ratemaking records to conform with the
Commission’s Interest During Construction formula for Construétion
projects.

10. The telephone utilities shall continue t¢ cornform with
the Commission’s policy of amortizing gains and 1 54é; fron the
early extinguishment of debt over the life of :Zéif;placement debt.

11. The Commission’s advice letter procedirfe shall be used to
address subsequent Part 32 changes.

12. Regarding Part 32 changes, major tielephone utilities
(Pacific Bell, General Telephone Company of California, AT&T
Communications of Califoxrmia, Inc., Contjhental Telephone Company
of California, and Citizens Utilities
provide to the Commissions Division of Ratepayer Advocates and
Commission’s Advisory and Compliance/Division Directors:

a. Concurrent copies of Any Part 32 petition
and/er revenue requifement filed with the

revenue impact studies
within 90 days after the FASB releases its
final pronouncestent.

ges initiated by the FCC,
udies concurrent with their
FCC filing.

13. Computer softwar develobment ¢costs for future revenue-
generating sexrvices shall continue to be addressed on a case=by-
case basis.

14. Telephone ptilities engaged in affiliated company
transactions shall gonform to the affiliated company transaction
procedures developgd by Pacific Bell and DRA as follows:

a. Within each Part 32 account assigned
affiliate costs, a separate and unique
sybaccount ¢ode shall be set up to record
e affiliate costs,chargeable to that
count.




Affiliate company subaccount codes shall be :
used exclusively to record affiliate
company costs.

The cumulative total recorded in affiliate
company subaccounts’ codes for a peried
shall reconcile with the affiliate company
billing for that period.

Subsidiary records to support the monthly
agfiliate billings shall be set up/and
maintained with such recorxds providing an
audit trial to the Part 32 account assigned
affiliate costs and a year-to-date
accurulation of the total costs billed by
the affiliate.

Supplemental memorandum records shall be
maintained for surveillance purposes to
track Commission adopted affiliate company
adjustments.

f. For rate proceedings, e utilities are to
subnmit their test year affiliate company
estimated costs separately.

. 15. The Dial Equipment Minut measurement shall be used in
place of the current Subscriber Line Usage measurement to determine
shifts from access to exchange sexvices for Central Office
Category 6, only. ‘ ‘

16. The Commission’s Advis¢ry and Compliance Division shall
review the FCC’s Part 64 and Pazt 69, when available, and report to
the Commission whether an investigation should be opened.
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FASB 87. ‘ .
This order is effective today.

17. This proceeding remains open for rurther;jjjysion on
* Dated , at San Francisco, california.




