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ORINION
I. Summaxy of Decision

This Phase II decision concludes the Commission’s review
and analysis of AT&T Communicatiens of califqrnia’s (AT&T=C)
audited test year 1936 results of operation.

This decision further reduces AT&T=C’s test year 1986
total Califernia operational expenses by $32.4 million ($3.3
million on an intrastate basis), and reduces its total California
rate base by $15.51 million ($6.1 million on an intrastate basis)

- from the Declamon (D.) 86=-11-079 adopted results. These changes

result in an annual gross revenue reduction of $4.4 million on
AT&T-C’s California intrastate operations. This reduction is
spread proportienately to. reduce AT&T-C’s intrastate long distance
(including coin-sent calls) 800, WATS and private line service.

By this order AT&T-C is also directed to make a one-time
refund of approximately $109.9 million to its customers for

appropriate amounts collected subject to refund pursuant to

D.86=-11-079 and for flowing through the results of D.87-12-051,
D.87-12-067, D.87-12~070, D.87-10-088, and D.88-01~061 concerning
access charges, Universal Lifeline Telephone Service tracking and

. the Tax Reform Act of 1986, which affect the amounts collected by

AT&T-C in rates it collected and retained with interest in,excess
of its allowable expenses.

Tn. D.86-11-079 the Commission held back $15.058 million
of AT&T-C’s total Califormia operating expenses ($5.754 mzlllon on-
an intrastate basis) pending Phase IT hearings on public Stafrs
Division’s® audit report. The Commission also made the rates
authorized in D.86~11-079 subject to refund.

1 since renamed “Division of Ratepayer Advocates (DRA).
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Since the receipt and review of the DRA’s audit report
was the main thrust of Phase II, DRA was placed in a lead posture.
However, even though DRA made the initial presentation for all
issues in the Phase II hearings, and its position is routinely
discussed first in each section of this oxder, it is clear that the
burden of proof f£or the reascnableness of all expenses rests with
ATET-C under Public Ttilities Code (PU Code) Section 454.
Therefore, the requxrement for a showing of reasonableness of any
and all expenses under review herein for, Phase II otﬁApplxcat;on
(A.) 85-21-029 still rests . fully with Am&r—c-

A. Sumary of Recommended and Adopted

" In Phase II, DRA recommended further disallowances in

. addition to the. amounts the Commission held baok in D.86=11=-079.

DRA’s recommendations were vlgorously cross-examined . by AE&T-C and
DRA’S final position ‘in Exhibit 243 was changed somewhat from zts
initial audit report recommendation: (Ex. 201). ‘

In Exhibit 243 DRA recommended xg:;hg:_gxpgn_g_xggu;g;gng
of $100 million for AT&T-C’s total Californmia operations and $29
million on intrastate operations, over and above the amounts [S$15.1
‘million flor total <Califernia and $5.8 million intrastate |
operations) held back by D.86=11-079 pending the staff audit.

. A detailed breakdown of DRA’s recommended Phase II
adjustments is set forth in the table which follows AT&T-C’s
position below.

2. ATET-C’s Position ‘

In Phase II AT&T=-C requested that the Comnission find its
1986 test year headquarters and other allocated corporate expenses
reasonable and appropr;ate as costs of service for its Caleornxa
customers. AT&T-C then requested an additional $39.7 mill;on
allowance for marketing expenses on its total California operations

($18.0 million on an intrastate basis) and the setting aside of the
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audit'hold-back of $15.1 million ($5.8 million on an intrastate
basis) with no adjustments te its intrastate rate base. ATT-C’s
"request, ir approved would raise AT&T-C’s intrastate revenue
requxrement for test year 1986 by $22.6 million as set torth in the
follow&ng table.

The figures contained in the “Comparison of Adjustments”
and Appendix C tables are rounded to the nearest $2100,000 in
accordance with the rounding practice used in D.86-11-079.
Theretore. it follows that occasionally the dollar amount set forth:
in the summary tables may be $100,000 higher or lower than the
adopted result in any given section of this order. '

These rounding changes tend to average out and thus do
not alter the smgnxtlcance of any given adjustment, or seriously
azrect the overall result.

.3. Compents: ALY’s Proposed Decision

In accordance with PU Code Section 311 the ALY draft
decision prepare& by ALY Ggofée Amaroli was issued on May 11, 1988.
Comments on the proposed decision were-filed by the following
interested parties: AT&T-C, DRA, California Association of Long
Distance Telephone Companies (éALTEL), MCI Telecommunications
Corporation (MCI), TURN, and U.S. Sprint Communications Company
(U.S. Sprint).

These comments have been received and carefully
considered by the Commission. Technical changes and corrections of
errors necessitated by the comments have been incorporated in this
final decision.

Certain portions of the “comments” were simply an
extensive reargument of the parties’ positions and merely
supplemented the arguments previously briefed by AT&T-C and DRA,
especially as pertain to marketing, customer service and billing,
and the sale of the 155 Broadway property in the AT&T-C comments,
and to a lesser extent customer service and ‘billing in the DRA
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comments. In accordance with the Rulés, we have not considered
such rearguments in our deliberations.

A new Section XXX is included in this final order which:
covers the matter of overcollections by AT&T-C. This new section
considers and incorporates what we believe is the appropriate‘
method of returning certain overcollections accrued by AT4T-C over
approximately the last two years. We hereby express our thanks to-
the commenting parties who all responded to.the,assigned ALT’s
request for comments.and éxpressions of concerns on this subject.
We have used the comments and.concerns received in the preparation
of Section XII of this order. '

‘ On June &, 1988 the assigned ALJ received the “Late-Filed
Reply Comments” of AT&T-C, DRA, MCI, U.S. Sprint, and TURN. These
late=-filed reply comments were carefully reviewed, considered by
the.Commission, and incorporated where necessary in this decision.
Comments recelved|by the ALJ. after June 8, 1983 were not ava;lable
in time for“in;orpbfation into this oxder.

‘e
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ATET COMMUNICATIONS OF CALIFORNIA
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The tollowang d;scussxon provides a brief statement
regarding each of the expense and rate base adjustments listed in
the,adopted columns of the previous table. A more ccmprehensive
discussion of any.giveﬁ adjustment is contained in the ”Discussion”
for the section of this decision dealing with that issue and
adjustment.

| a- Public Relations R «

‘ This decision reduces DRA’s proposed 97.85%
disallowance of corporate and field public relations expenses by
41.4%, resulting in an allowance of about 42.7% of such expenses.

DRA recommended that we exclude $2 9 million for AT&T-C’s total

California (S1. 1-million intrastate) operations. With the

reinstated expense allowance, the adopted adjustments are reduced

to $1.7 million for total California and $. 6 million for intrastate
operations.

The reinstated‘amounts are.intended to: cover the
- noted. percentages of the following expenses:

o  25% of “Media Relations”

o 75% of "Employee Communications” -
o 50% of .”Consumer Affairs”

© 100% of ”Policy Briefings”

These public relations functions and activities are
found to be necessary on a one-time basis (for one rate case cycle)
_ at or shortly after divestiture as AT&T Corporation’s (Parent)
(AT&T) overall corporate structure changed to nmeet its new
functional environment and inform its employees, the med;a, and the
general public. about its post-divestiture organization, zunctions,‘
and avallable utility services.
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b. Reoxwanization

This decision adopts DRA‘s identified minimum expense
savings for AT&T’s major corxrporate reorganization undertaken in
1986. However, since these cost savings were largely associated
with AT&T’s overall marketing activity, the amount of the expense
savings recommended by DRA is proporticnately reduced by the ratio
of marketing expense adopted herein to the total marketing expense
budgeted for the test year. ‘ S

The result;nq adopted reorgan;zatxon savings are $2 7
mxllxon for AT&T-C’s total California ($1.2 million ;rtrastate)
operations. - _
c- Allecations Less Revepue , ,
_ DRA urged that revenues not be used for allocation of
- marketing expenses and recommended disallowance of $11.1 millieon in
expenses for AT&T-C’s total California ($4.7 million intrastate)
operations. While DRA’s recommendation is sound, it is not being
adopted. Since the D.86~11-079 adopted statewide marketing
allowance of $104.23 million is being increased by a modest amount
to reflect equal access activities which began in 1985 and
continued into the test year, as later discussed in this order, it
would not be appropriate to reduce it by over 10% by simply
applying a different allocations method here, after the fact.
' d. Allocation Less Access and Revenues

- DRA adjusted the allocation method used by ATST

Communications, Inc., to functionally allocate certain
headquarters, corporate, and nationwide expenses to AT&Y-C. DRA’sS
allocation method removes access charxges from expenses, and deletes
Leyenue and access charges from .the composite factor. Access
charges were removed on the basis that these charges are merely
collected by AT&YT-C and passed on to the local exchange telephone
companies. The result is a two-factor allocation method rather
 than the three-factor methed used by-AI&T, and is too severe for
reesonable acceptance-
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i The three-factor allocation method adepted herein .
removes access charges from revenues and expenses and substitutes
a usage factor in lieu of the revenue factor which is, by
coincidence, almost the same as AT&T Communications’ 1986 revenue
factor recomputed £o exclude access charges. The adopted
adjustment is a $4.8 million expense reduction for AT&T-C’s total
Califormia ($1.9 m;lllon lntrastate) operations, including prlvate
line usage. - :
e. RBilling and Collection

This decision directs AT&T-C to set up an interest-
bearing memorandum account and place $9.1 million of California
intrastate expenses into it, related to the development and
deployment of its customer service and billing program which was
not fully in’'place and used and useful during test year 1986. . This .
account will be maintained until AT&T-C’s separate billing program
is !ully operational -and used and useful in California.

DRA has recommended the deferral of $79.1 for
AT&T-C’s total California: operat;ons ($20.1 mlllion on an
intrastate basis) on the belief that only the account inquiry
function was in place and used and useful during the test yeaxr.

‘ AT&T=C, on the other hand, suggested, for the sake of
argument, a limited deferral of $5.7 million on its intrastate
operations until commencement of its direct intrastate toll
billing.

This order adopts as reasonable DRA‘s mindimum -
alternative adjustment of $9.1 million on AT&T-C’s intrastate
operations as discussed above. This decision also finds that those
customer service and billing program functions which were fully
implémented, used and useful and not duplicated by the local
exchange telephone companies: durlng test year 1986, were developed
and deployed in a reesonable and prudent manner by AT&T-C.
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£. ATSI-—Corporate Headgquarters (ATET-CH)

DRA recommended an adjustment of $7.1 million for
investor-related services allocated to AT&T-C’s total California
operations ($2.8 million intrastate) using a new “equal-to-all”
allocations method first adopted in D.86-~01-026 issued January 10,
1986 for Pacific Bell’s test year 1986 rate case.

However, since we do not adopt DRA‘s equal-to-all
allocations method, the adopted adjustments to AT&T-C’s expenses,
for corporate and investor-related functions and activities, are
reduced to $4.6 million for AT&T-C’s total California ($1.8 million
intrastate) operations in test year 1986.

g- Gain on Sale of 195 Proadway Building .

This decision directs AT&T~C to place $2.0 million in
a memorandum account to be credited to its California intrastate
rate base representing 75% of the allocated portion of the
previously retained (not passed through to ratepayers) gain on sale
of AT&T’ s 195 Broadway, New York.headquarters-building. ‘ '

DRA recommended. that the allocated galn on sale be
expenéed over a three-year periocd at $882 000 per year for ATLT-C’s
intrastate operations. This order instead adopts 2 one-time rate
base adjustment which has the advantage of being entirely
prospective and would essentially have the same effect as it would
have had if accomplished in 1983.

_h. AT&T Technologies, Inc.
: (Technologies] _

This decision adopts. a rate base adjustment of $4.1
million on AT&T-C’s California intrastate rate base to be amort;zed
over 1l years, as suggested by AT&T-C, for the remaining ‘ |
'predlvestltuxe Western Electric plant adjustment for rate base
allocated to~Am&I-c at the time of dzvest;ture.

Thzs~treatment also includes a $1.0 million .
adjustment to AT&T-C’s total California expenses ($.5 million on an

inﬁrastate'basis)ﬁzor test year 1986. This adopted rate base and
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expense adjustment is based entirely on. pre~1984 purchases from
Western Electr;c by The,Pacitlc melephone and Telegraph Company
(PT&T). No new plant adjustments are made for purchases-made by'
AT&T~C in 1984 through 1986 fronm Technologies since there was ne .
deternination of any excessive rate of return enjoyed by
Technologles during those years.

DRA had recommended a four-yeaxr amortlzatlon of the
predlvestiture plant adjustnent which would have resulted in a
greater adjustment to AT&T-C’s test year 1986 operatlons, but we .
find the ll-year amortization consistent with (1) the life of the
property involved and (2)'the 13=year remeining sexrvice life of the
comparable property allocated to Pacific Bell in 1984. ' Y

- This decision alse requires nodest record-keeping and
reporting of AT&T-C’s purchases from wechnologles toqether wlth

record-keeping which.would allow it to determine the return
realized on these intercompany sales, for review in any subsequent
~ AT&T-C rate proceeding ox investigation.

| i -mg:immesh :

This decision’ adopts DRA's recommended rotal
Calitorn;a expense adjustment of:$200,000 ($100 000 on an .
intrastate basis) on tha American Transtech allocated expenses to
AT&T=C.

This adjustment follows the long-standing Commission
practice of allowing affiliated companies the same rate of return
for any given year as that authorized for the utility’s operations,
on the business performed for the utility.

j.. Research and nevelognent (RED)

Funding ~ Bell Labs’ RED

This decision adopts a modest DRA recommended
adjustment of $900,000 tor AT&T~C’s total California ($300,000
intrastate) operatlons to allow Bell Telephone Laboratories, Inc.
(Bell Labs) to earn-the same return as was authorized for AT&T-C in
test year 1986. ' :
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A case could likely have keen made to first disallow.
certain research and developmeht projects as being non-beneficial
to the Calltornla ratepayers of AT&T~C. While Toward Utility Rate
Normalization (TORN) argued for such a d;sallowance in Phase I,
neither TURN nor DRA developed any record in Phase II to suppert
such a dxsellowence. -

- This order also sends a strong signal to the pertles
that a more"comprepensive showing of the benefits (or lack therect)
of Bell Labs’ research will be expected in future rate proceedings.

k. Marketing T |

' This decision concludes, a.:‘.'ter extensive rev:.ew o:t
the record and the arguments.presented “that the $104,230,000.
allowance for marketing activities adopted in D.86-11-079 for
AT&T-C’s total California test’ year 1986 operations, developed rvom
a 1984 hase year, was not an adequate amount of overall marketxng
expenses for a test year which included significant- equal access
and carr;er selection- activities. This decision also concludes
that 1984 as a start-up year presents too low a base for the test
year’ and that equal access activities in 1985 rendered it as
something of a peak year for marketing expenses.

Therefore, this order adopts a compromise of midway
petween 1984 and 1985 as a marketing expense base for test year
1986. . The adopted statewide marketzng expense thus became $118.73
mllllon result;ng in an Lntrastate anount of $51.1 mlllion.

B. Summary of Eaxmings :

The adopted summary of earnings for AT&T-C’s total
California operations and its California intrastate operations 15 -
set forth in Appendix C to-this order. .
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. izt ¢ ATET

To facilitate review and analysis of the various
corporate headquarters, gemeral office, and affiliated transactions
under scrutiny in this proceeding, a clear unde:sﬁandinq of the -
ATST Corporation organization structure is crucial. The ”ATS&T
Organization (Legal Structure)” chart, which follows, depicts the
test year 1986 organization of AT&T.

" The line of corporate control between AT&T-CH and A&&T-C,
through AT&T CGmmun;catlons, Inc. (NOMC) which will be described in
detail in the various sectiohs_of this order, is highlighted on the
organization chart.  The various affiliated companies and
subsidiaries are also shown on the to].low;ng chart and l:.st of ATS&T
COmmunxcat;ons, Inc. compan;es..




ATET Organization (Leyal 3trueture)
Teus Your 1986

ATEY
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Corporagion

ATAT
Informat ion
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ATATC
of Calit. Inc.

‘

" Notesy Bold Lines and boxes depidt |ine of carperate santrol from
ATLY Corporate Nesdguaters (ATAT+CH) to ATET-C (applicant)

# ATETHLS agtivities sie gracually being werged with ATAT Commaications, Ing, -
" Sowasr Exhibit 201, Appendia. (141, ot
u. Eait L W“A *1,. Shavin 20t 2

:
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' 22 Interexchange Operating Companies of

ATST
AT&T
ATA&T
ATST
AT&T
AT&T

. ATST

ATET

AT&T
ATET
ATST
AT&T

AT&T

ATET
ATET
AT&T

AT&T
AT&T

Communications
Communications
Communications.
CQmmunicatidns
comﬁuniéations
ComﬁﬁhiCAtions
COmmunicgtions

Communications

‘Communications

Communications

Communications

'cOmmunicAtions

Communications
cémmﬁﬂicationg
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Communications
chmunicatith
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Communications
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ATET

AT&T
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Communications
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‘of

of
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of
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of
of
of
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ot
of
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of
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Maryland; Igc.
Virginia, Inc.
Washington, D.C., Inc.
West Virginia, Inc.

New Jersey, Inc.

‘Delaware, Inc.

Pénnsylvania, Inc.

Illineis, Inc. ‘
Indiaﬁa;‘Inc-

Miéhigan,'Inc;

Ohio, Inec.

Wiscensin, Inc. =

New England, Ine.

New York,'Inc-"

Mid West, .Inc.

South West, Inc.

Southern State, Inc.

The South Central State, Iné.
The Mountain States, Inc.
california, Xnc. (AT&T—C) (Applicant)

Nevada, Inc.

The Pacific Northwest, Inc.
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D. dgxonyms : :

Throughout this decision acronyms are used to aveid ,
repeating lengthy names of entities or things. frequently discussed.
These acronyms are also commonly used by telephone companiés.and
DRA staff in their exhibits and testimony. Each acronym is usually
identitied*initially by its régular (longer) name. A complete
glossaxy of‘these acronyms is set rorth in Appendlx B to this
order. . : . -

IX. Backaround

on November 14, 1986, the Commission issued D.86-11-079
which increased ATSAT Communications of California’s (AT&T~C) test
year 1986 lntrastate revenue requirement by $8.391 million and
granted AT&T-C 2 14. 25% return on equity and 12.35% rate of return
on its intrastate operations. -D.86-ll-079 adopted test vear 1986
results of operation (R/Q) for AQ&T—C. ,

However, D.86-=11-079 held a limited number of ‘issues over -
to a second phase of this proceedzng to receive additional evmdence'
on issues raised by a staff audit, which was flled,be:ore issuance
of D.86-11-079 but after the close of hearings. D.86-11-079 made
AT&T~C’s. rates subject to refund for the specific purpose of
reviewing these limited issues. The staff audit was undertaken at
the earlier direction of the Commission (D.85-03-056, mimeo. p. 9).
The DRA audit was initiated in the fall of 1985; however, due to
work on other assignments, and the sheer magnitude of the task of
reviewing literally thousands of documents, and interviewing many
‘managers in California, New Jersey, and New York, this audit was
not completed until several weeks after the conclusion of the
evzdentlary'hearings on July 3, 1986. Due to the breadth of the
aud;t, responsive inzormation contxnued to ke recemved r;ght up to-
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the publication of the auwndit report on July 31, 1986. In that
report, the auditors recommended deferred recovery of billing
program expenses and proposed ratemaking disallowances for a broad
range of other expenses incurred by AT&T Corporation (Parent)
(ATST) direct tly or through affiliated companies.

Following its review of the audit report, AT&T expressed
its concern that numercus errors and misunderstandings were
raeflected therein. Accordingly, with the express approval of the
[then] assigned’adhinistrative law judge (ALY), AT&T met with, and
provided additional information to the auditors, in October 1986
and thereafter, in an effort to reconcile factual differences.

When it became apparent that the audit report issues
could not be resolved prior to issuance of the interim decision,
the Commission deferred the review of DRA's audlt to a second phase
of. this. proceed;ng with hearings to “commence in the summer of
1987 (D. 86-11—079, mimeo. p. 26).

On September 25, 1986 AT&T-C filed a ”Petitlon to Set -
Aside Submission of the Record for the Tak;ng of Limited Addjitional
_Evidence” relative to then recent changes in its provision of
sexrvices and facilities to Pacific Bell under ”Shared Network
Facilities Arrangements” (SNFA). After considerable discussion the
Commission adopted AT&T-C’s updated SNFA figures, adjusted to
reflect other revenue and expense estimates in D.86=-11-079, subject
to refund after further hearings in Phase II of this proceeding.

To maintain the status quo established by D.84-06-11l1
issuéd June 13, 1984 in A.82-11-07 on issues relative to the
Western Electric Adjustment, finance and public relations expenses
until the DRA staff audit could be received in Phase XI, the
Commission held back $15.058 million ($5.754 million on an’
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intrastate basis) from AT&T-C. The Commission also made the rates
authorxzed by D.86=11~-079 subject to refund in recognition of DRA
audltors' recommendations for otherxr possible adjustments, which
otherwise appeared to be settled in Phase I.

Then by D.87-04-041 issued April 3, 1987 the Commission

respended to applications for rehearing by AT&T-C and U.S. Sprint,
~granting limited rehearlng on the proper baseline for test year
1986 marketing expenses and correction of calculatlons for state
and federal tax depreciation. :

From the historical background discussed above, the -
followzng issues for Phase II were established, numerated, and
announced as follows at the fourth pPrehearing conference - (PHC) held
ror this proceed;ng on Aprll 28, 1987: .

‘ 1. The DRA staff Audxt Report of July 31, 1986
and ;ts.March 27, 1987 Supplenment,
2. "'.rhe SNFA. issue, '

3. The correction of tax depreciatien errors;
and o : a

4. The appropriateness of using 1985 versus
1984 as the base year for determining
CAT&T s test year 1986 marketing expense
allowance. _

Hearings on these issues were then scheduled for the
summer of 1987 commencing on duiy 27, 1987. Twenty-one days of
evidentiaxy hearings were held, 52 exhibits were received in
evidence, and the official hearing transcript exceeded 2,150 pages
at the conclusion of these Phase II hearings on October 21, 1987.
Opening briefs were filed by AT&T-C, DRA, and TURN. Closing briefs
were filed by AT&T-C and DRA whereas TURN opted to stand on its
opening brief. Phase IT was submitted upon rece;pt of clos;ng
‘briefs on December 31, 1987.
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TTY. Stipulations

Prior to the first day of hearing DRA and AT&T-C reached
consensus in two areas: the correction of errors ;n calculating
state and federal tax depreciation, and SNFA. The partles also
reached agreement on the appropriate amount of legal advertising
expense to be included in corporate advertising.

1. TIax Depreciation Exrxoxs ' .

In D.87=04~041 the Commission recognized an error in the
calculation of tax deprecxat;on expense and granted AT&T=-C limited
rehearing te, among other th;ngs, correct the amount on the recoxrd.
While there was some initial confusion about the precise dollar
amount in issue, DRA and AT&T-C subsequently stipulated to a $3.012
million figure on April 28, 1987, during the fourth PHC (Tr. 168).
| Thereafter, on May 15, 1987, pursuant to the terms of

\-D 87=-04-041, AT&T-C !;led Advice Letter 83 clearly stating that .

$3.012 million was the amount of annual revenue being sought:
AT&T~C sought permission to recover the change in tax depreciation
expense set forth in D.87~04-041, and to reduce its billing
surcharge to 0.108%. The ‘Commission by Resolution T=12032 dated
June' 24, 1987 adopted AT&T-C’s Advice Letter 83.
2. Shared Network Facilities : .
Axxangement (SNXA)

In Exhibit 199, Kevin P. Coughlan, DRA’s then Project
Manager in this proceeding, verified the reasonableness of the
updated SNFA information provided by AT&T=C on September 25, 1986,‘
which was incorporated in D.86~11=079.

Cnghlan.reached this conclusion after review of the
workpapers submltted by A&&T—C. He acknowledged that:
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#The financial information provided in those
workpapers appears to reflect the activities
associated with facilities that AT&T-C leases

£o Pacific Bell. Another partial confirmation

of AT&T-C’s estimate is demonstrated by the

fact that the revenues received by AT&T-C track

with the lease expenses of Pacific Bell”

(Ex. 199, p. KPC-1).

Coughlan, under cross-exam;nat;on, concurred that SNFA
effects embedded in AT&T-C’s rates should ke-as authorized in
D.36-11-079, with a slight modx:;cation te include an additional
$0.52 million in AT&T-C’s intrastate malnrenance expenses set forth
on pages 3 and 5 of D.87-04~041 issued April 8, 1987 in this
proceeding (Tx. 5267=5268).- o

3. Legal_Adxsrniﬁing_Eﬁnsnﬁs

on Aprrl 28, 1987 DRA’S counsel stated that DRA.was ready
to agree with AT&T-C that the amount of $0.936 million for legal
advertising should be added to the authorized expenses in this case-
(RT Vol. PHC=4, p. 167). This $0.936 million had been included

primarily as part of staff’s $3.8 million disallowance for

. corporate advertising because it was unaudited at the time. After

review by the staff auditors DRA now recommends that this amount be

added to the authorized -expenses. AT&T-C concurs this $0. 936

nillion figure is a total. (unseparatedy Califoxrnmia expense item (RT

. XV. Reeoxganization

As part of its audit, DRA conducted ‘an investigation of
the major restructuring, reorganization, employee reductions, and
plant consolidations that ATAT announced would take place in 1986.
According to AT&T-C this reorganization will continue into 1988 and
perhaps»beyond. DRA,recommonded that $3 5 million of the resulting-
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savings be passed on to AT&T-C’s total California operations for
test year 1986. 5 o '
1. DRA’s Position _

DRA’s Financial Examiner, Francis Fok,‘investigated‘:he
major reorganization of AT&T and determined that AT&T’s staffing
reductions actually began ac early as 1984 and continued into 1986
(Ex. 20L, pp. II=3 and II-4). . ‘ 1

DRA contends that AT&T-C has shown no test year cost
savings or. increased expenses due to these majoxr staff reductiens
throughout AT&T enterpfises- DRA explained in its opening brief
that AT&T Communications Companies and AT&YT Information Systenms
(AT&TIS) reduced their forces by significant numbers of employees
in 1984 and 1985. DRA went on to say that:

#In 1985 and 1986, the FCC Computer, Inguiry IIX
decision to allow restructuring causes further
XT&T staff changes. (FCC Docket 85-26) ©On
January 1, 1986, all AIT-C federal government
staff were moved to AT&T-Technologies (AT&T-T).
In December, 1985, ten National Account :
marketing teams from AT&T Communications merged
wéth AT&TIS staff on a trial basis. (Exh. 201,
IT=-6) : .

»Unrelated to Computer Incuiry II restructuring,
numerous employees were transferred from AT&T
Communications to ATET Corporate Headquarters
in 1985 and 1986. In September, 1985, 163 tax
personnel in AT&T Communication’s Central
Finance Office were transferred to ATLT
Headquarters. . On January 1, 1986, the entire
Public Relaticns depaxtment (approximately 350
employees), 91 interral auditors, and 150
Medical Department staff of AT&T Communications
were transferred to AT&T Corporate
Headcquarters. . In March, .1986, 147 security
personnel were also transferred fronm
AT&T~Communications to AT&T Corporate .
Headquarters. = In the same month, 60~70 payroll
development personnel were transferred to -

CAT&T-T from AT&T Communications. (Exh. 201,
IX=6 to 7.) - o ‘
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#Thus, AT&T Communications’ workforce was
reduced by over 2,600 employees prior to the
implementation of the 1986 Reorganization Plan.

7On May 29, 1986, AT&T (parent) announced a
major reorganization plan to merge AT&T
Communications and AT&TIS into one

- organization. The plan was scheduled to begin

September 1, 1986, (Exh. 201, II-3 to 4) AT&T

planned to cut 10,900 (9%) management and

16,500 (8%) non-management employees in 1986.

(Vol 52, p. 6441-2)% (sStaff Op. Br., p. 4.)

When asked by staff counsel, AT&T-C’s controller,. Maud E.
Thiebaud, conceded that the main objective for this reorganlzatlon
and merger was to cut costs to operate even more efziciently
(Tr. 6440).

The statf had earlier asked lf AT&T had monitored the
. 1984-1986 changes and evaluated the results ‘and starff argues that
AT&T had not done so, even though the joint marketing by the ten’
National Account teams was earmarked as “trial.” Staff also

contends that it asked iz a reorganazation analysis had been
' prepared before or during reorganization. No such plan was
available, according to DRA (Ex. 201, II=7).

DRA. argues that, in its petition requesting relief from
the Federal Communications Commission (FCC) Computer II Structural
Separation order in 1985, AT&T represented that operating costs of
$1.1 billion to $1.7 billion could be saved by merging AT&TIS with
AT&T Communications and eliminating duplicated resources. Total
cost savings of $157 to $327 million were identified in the’
marketing and marketing facilities categories (Ex. 201, II-7 to 8).

DRA notes tbat on cross-examination, AT&T-C witness
Thiebaud did not deny that the above~stated employee force .

- reductions occurred in 1985 and 1986 (Vol. 51, pp. 6396=6399).
Apparently, AT&T=C’s estimated 1986 budget was based upen
calculations that did not recognize these force count reductxons
(Vol. 62, '6401-3. and 6414). There was no dispute over whether -
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these employee reductions occurred. The dispute was,over'the
amount of cost savings attributable to ATET Communications and
thereby to AT&T-C in. 1986 (DRA Op. Br., p. 5). According to DRA:

rgince AT&T did not track cost savings or the
impact of employee force count reductions,
staff used the average savings in marketing and
facilities for 1984 which had been estimated by
AT&T in its FCC Structural Separation relief
petition as a starting point to estimate cost
savings. Staff estimated that 50 percent of
these savings would go to AT&T Communications
and 50% to AT&TIS. Staff added an inflation
factor of 5.2% for 1985 and 3.5% for 1986.
Staff allocated the amount of 'savings’
applicable to California operations for four
months in 1986. This equates to a $3.8 millien
savings to AT&T-C (California) in 1986.
(Exh. 201, II-8)” (DRA Op. Br., pp. 5 and 6.)

The $3.8 millidn‘savings fox AT&T-C’s total California .
operations was revised to $3.6 mzll;on Ln.Exhibzt 202 and corrected
to $3. 5 million in Exh;bxt 246=A.

In resnonse to~AI&T-C's rebuttal presentatlon of cost
increases in 1986 due to reorganization, DRA. pointed out that lump
sum early retirement incentive payments resulting from special
programs in 1986 would be anertized over a peried, which would be
five years under Intermal Revenue Code, Section 248 (Vol. 41,
pP. 5394).

Staff then recommended that the following tracking of
future reorganization impacts be ordered, since AT&T-C has no
existing (or proposed) procedures:

2. AT&T~-C should provide the 1mplementation
prlan including a schedule of staff changes,
whenever this. information hecomes i
available:

AT&T=C should track all costs associated
with the reorganization plan, anludlng
employee relocation costs, by organization
andtgype ldentmty;ng direct and shared
costs;
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AT&T-C should maintain monthly reports-en
costs tracked.

AT&T-C should zdentlty the total effect of
these costs zn allocations to Califormiar

AT&T-C should provide a !anal report upon
completion of reorganization including the
total economic impact. (Ex. 201, p. IXI=11
and DRA Op. Br., p. 6.)

DRA had initially recommended that any decision in this
proceeding be subject to subsequently discovered effects of
reorganization on the test year. However, starff witness Fok later
agreed that rather than issuing another interim decision, it would
be preferable to provide the reorganization impact repo:t prioxr to
the submission of the next rate case, sxmxlar to the Notice of
Intent (NOI) procedure (Vol. 42, P §428) (PRA Op. Br., p. 6).

2. AT&T=C’s Position .

AT&T-C claims that no savings were :achieved in the test
year (1986) from corporate recrganization and employee reduct;ons.
AT&T=-C argues that the reorganization adjustment, as proposed by
DRA, is for cost savings allegedly realized in the final four

_ months of 1986 as a result of the consol;dat;on between AT&T
Communications and AI&TIS'author;zed by the FCC.

AT&T-C argues that Fok noted that in 1984 AT&T had made 2

very broad estimate of savxngs that might ultimately be achieved

' through the FCC’s elimination of the structural separation
requifements set forth in its Second Computer Inquiry. While Fok
agreed that the estimate used by ATGT in its FCC filing was ~*a °
potential range for cost savings” (Tr. 5378), he used that
information to speculate that the consolidation ‘of AT&T
communzcat;ons and AT&TIS would occur effective September 1, 1986,
and that. Am&T would instantly start realizing all the cost savings.
predicted in 19845_,However, AT&T=C contend5~that, based on more .

"
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recent data, no savings were real;zed in the test year (1986)
attributable to corporate reorganlzatzon (AT&T-C‘Op. Br., pPp. 73
and 74). | .

AT&T-C calls attent'.ion‘ to Thiebaud’s testimony that the
actions announced by AT&T in late 1986 involving major
restructuring, employee downsizing, and plant consolidations would
take place throughout AT&T to refocus business operating strategies
to improve competitiveness and profitability by lowering the point
at which revenues cover expenses. She further testified that the
overall reorgenization and force management were not limited to
AT&T Communications and AT&TIS, but would in fact arffect every AT&T
entity and line of business. Additionally, she stated that “these’
activities are expected to continue through 1988, and perhaps
beyond” (Ex. 229, p. 18) (AT&T-C Op. Br., p. 74). ‘

AT&T-C then argues that full-scale consolidation of AT&T
Communications and ATETIS did not occur instantly, as Fok has
presumed. Also, the effect of this overall AT&T reorgan;zatmon was
to increase costs zn the test year with a very large charge to-,
‘earnmngs.

ATST then summarzzes nearly sevenlpages of DRA witness
Fok’s cross—exam;nntxon as concurrence that YAT&T quite probably
did not.achieve in 1986 the cost savzngs he had assumed.” (AT&T-C
Op. Br., P. 75.) Am&T-C urges the Commission to reject DRA’s
recommended adjustment.

3. DBALE_BeiQindﬁz

DRA in its: closing’ brief argued that at no time did Fok
ad:m.t that 1986 cost sav.xngs would not be -achieved. DRA explained
that Fok testified that in 1986 alone, 5,000 employees were S
eliminated, as well as 10,900 management ‘and 16,500 non-management
positions. Fok could not d;stinquish these force reductions as
. outside of the announced rreorganization” from data submitted by
AT&T=-C. Fok agreed that cost savings may actually occur in the
future; however, total reorganization expenses should be
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capitalized and amortized over a number of years in order to aveoid
- inequity to current ratepayers paying the expense of employee
incentive programs (DRA. Cl. Br., P- 10) -

4. Discussion i

Neither AT&T-C,nor DRA provided a complete record of the
costs and savings which would result over time from the major AIT
corporate reorganization undertaken in 1986. Xt is clear that DRA
was. not in a position to do so without extensive information from
AT&T: it is equally apparent that this information was not.
available to DRA, for the purposeS-of,preporing its audit report
and the supplement thereto.

.In setting rates for any given test year, we attempt To
' incoxporate normalized expenses, so that substantial one time
expenses do not unduly distort the revenue requirement. AT&T-C’s
position of neither asking for additional revenues nor providing
1n£ormat;on on cost savings to be achieved over time for this
reorganlzatzon does not assist us in reaching a well-reasoned
determination regardmng the costs and benefits of thzs corporate
reorganization.

We recognize that the real reason for this reorganization
and force reduction-is to cut costs and operate even more '
efficiently as was explained by Thiebaud (Tr. 6440). Without an
overall study-showing the costs and benefits of this reorganization
over time, it is difficult for us to project anead for the usual
three-year rate-effectiveness period following a test year to
present worth the future benefits over costs and spread those
benefits appropriately over the three-year pericd.

Since we do not have this comprehensive showing, we will
rely on the modest adjustment recomnended by DRA ($3.5 million) as
a proxy for the minimum savings on an annual basis which AT&T-C
will achieve over time from its reorganization and force reduction-

, In- apply:ng this $3.5 mill;on amount, which DRA has
xncorporated for the test year, we are aware from DRA'S test;mony
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that this force reduction savings is largely associated with AT&T’s
overall marketing activities.

' We have heretofore adopted less than AT&T-C’s :ull
Phase I request [of $156,633,000] for the marketing portion of the
$200,856,000 marketing and advertising budget.

On this point we concur with AT&T-C that if the overall
$3.5 million reorganization adjustment applies to its total
California operations in 1986, then it is correct that we should
proportionately reduce that adjustment for any adopted disallowance
in the overall 1986 marketing budget, where it is accepted that the
bulk of the reorganization savings developed by DRA will result.
Otherwise, a double disallowance would likely result. Therefore,
we will reduce DRA’s proposed reorganization adjustment by the
following proportion based on ouxr adeption of a marketing allowance
of $118,730,000 for test year 1986 adopted elsewhere in this
decision.

[ (5118,730,000 = $156,633,000) x $3,500,000 ] = 52;653,0492
The adopted reorganization adjustment will therefore be
$2.7 million on a total California basis using the normal rounding
convention. The intrastate portion of this adjustment will
accordingly be reduced to $1.2 million.

. We will also adopt DRA’s recomehded' record-keeping
requirements relative to AT&T’s major reorganization. In addition,
similax records should be kept for any subsequent reorganizations,
which heve an impact’o:.?Ver $100,000 on the overall operations of

2 TFailure to make this calculation would have the effect of
adopting a reorqanization adjustment of about $5.3 million against
AT&T~C’s overall marketing budget or a $1.8- mzllxon greater
adjustment than recommended by DRA. .
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AT&T-C or result in changes of over $100,000 in allocated costs to
ATST-C’s Califormia operations. The $100,000 level for tracking -
allocated costs or direct expenses to AT&T-C is consistent with the
rounding practice used throughout Phases I and II of this
.proceeding- To require AT&T-C to report with finex detail would
.constitute an undue burden, and alternatively to require lesser
recoxds of 'AT&T-C’s expenses and allocated costs would deny the
Commission staff the opportunity for reasonable reviews of the
utility’s operations consistent with future auditing requ;rements.

However, we will not require AT&T-C to-submit‘theoe data
until its next general rate proceeding, or in any future
investigation into-Ar&T—C's rates wh;ch »ay be ‘ordered by. this
Commlssxon. : -

*

E.’]J. * : ;‘ JJ !- E '!‘

: .In early 1984 AT&T began developing a multifaceted
Customer Sexrvice and Billing Program, consisting of ezght major
business functions, described as follows:

: . Account Inquiry--is a computer;zed data base
system that contains an image of the customer
recorxds and billing entries for AT&T-C
interexchange charges. When the company
renders the customer bill, the billing recoxds
are provided to the Account Inquiry system.
When the LECs render the bill, they provide.
AT&T=-C with a copy of the AT&T-C portion of the
bill and it is mexrged ;nto the Agcount Inquiry

Service Order Entry--is used by AT&T-C to
create the records necessary to effect changes
to«customer accounts.

Message Prooessing—-provides ror rating and
assembling the usage records that are the basis
for customer billing.

] Aocounz‘Maintenance-retains-fhe,xeoords of
AT&T—-C’s customers names, addresses and other
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identifiers. This is the central data base Zfor
the other computerized systems for accessing
information reflecting customer specific data.

Credit and. Collection--moniters accounts
receivable and notifies AT&T-C representatives
when amounts due are in jeopardy of being .
collected and establishes the extent of credit
for customers. ’

Message Investigation--supports the analysis of
unbillable AT&T Communications calls, fraud
cases and any errors found duxing the
processing of message records.

Bill Rendering--collects the computer processed
data from the other systems, deternines the
amounts due from the customer, provides details
of interexchange calls, applies appropriate
taxes, surcharges and other items and prints
the AT&T=C customer bill for mailing.

Remittance Processing~~creates account

receivable update records based upon the .

amounts paid by AT&T-C’s customers. It creates

the bank deposits and reconciles the ledger

entries for cash and accounts receivable.

(Ex. 222, pp. 10-12.) - :

Some of these functions were in place and were used and
useful in California during test year 1986, whereas others were to
be phased in for use;iﬁ subsequent years. The ”used and useful”
status of these various program functions to Califormia ratepayers
in test year 1986 became the subject of intense controversy in this.
proceeding. I . '

1. DRA’s Position

DRA, at page 7 of its opening brief, acknowledges that
this program was started by AT&T in April 1984 to-develop and
manage the corporate-wide servicing, management and billing of
' customer accounts,which.wqré performed by the local exchange
companies (LEC) at_divestiture. DRA then presented its _
 undexrstanding of the implementation schedule for the various
‘program functions which.included a 1985 AX&T pilot program in
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Minnesota to determine new credit and collection policies, and a
1986 test billing project in West Virginia. DRA stated that
interstate private line services have been billed by AT&T
Communications since 1984. However, intrastate private line
customers were billed by local exchange companies in 1986.
Separate billing for interstate WAYS/800 was being done in five
states, but not in Califormia. DRA Financial Examiner James B.
Simmons teséi:ied.that AT&T-C indicated that none of these -
activities related to customer killing, other than account ingquiry,
would be operational in California before 1987. Account inquiry
has heen performed in California by AT&T-C since 1984. (Exh. 201,
VIII-2.) ,

DRA then recommended that account inquiry costs be
allowed, but that the remaining costs of approximately $79.1
million for AT&T-C’s total California operations be capitalized due
' to the magnitude and future benefit of the expenditures. DRA also

recommended that interest be earned on the capxtalized amount. As
pertions of the billing system are implemented in Calizornia‘and
concurrent charges from LECs are terminated, appropriate costs
would be included in rate base and passed on to California
ratepayers and other costs would be apportioned to AT&T. Information
Systems. DRA made no findings regarding. the prudency of
implementing this b;llxng system. DRA recommended that such a
finding be deferred until AT&T-C seeks to place the capitalized
costs into rate base (DRA Op. Br., p. 7).

2. TURN’s Pogition «

TURN argued that AT4T-C has not demonstrated the
reasonableness of its billing and collection expenditures, and
further review of these billing and .collection procedures is
appropriate. TURN recommends that this decision affirm the
appropriateness of further rev1ew of billing and collection issues.'
TURN also argues that Resolution T-11049 and D. 86—11—079 do ng;
constitute approval of the utilities’ billing and collection
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system, nor should they be read to prejudge such a reasonableness
review. Both the resolution and the decision clearly were issued
to assure prompt.recognition of changed circumstances (reduced
expénses for billing by Pacific Bell and rate changes for AT&T-C).
Neither, argues TURN, contains a finding of fact that AT4T’s
investments in its new billing and collection system are
reasonable, as AT&T-C seems to infer. TURN believes that a
prﬁaency review of AT&T’s biiling*and collection system is also
appropriate from the standpoint that it will duplicate the services
of Pacific Bell and the other LECs.

3.  ATET=C’s pPosition

AT&T~C argues that direct expensing of all development .
and deployment costs for its customer 'service and bllllng systenm is
reasonable.

 AT&T~C contends that in permitting joint billing by the
Bell Operating Companies of customers subscribing to both their own
services and those of AT&T, the Modified Final Judgment presumed
that the amount AT&T would be required to pay the Bell Operating
Companies for billing services “would presumably be less than that
required if AT&T were o provide its own billing.” On ‘that
presumption, the court declined to require AT&T to develop its own
billing capablllty and permitted continuation of the pertormance of
combined billing services.

During 1983, as the Bell Operating Companies filed
proposed access and billing tariffs throughout the nation, it soon
became obvious to AT&T that it was not going to receive the
anticipated benefits of cost-based pricing for billing services.
Rather, the prevailing tendency was to extract profits from their .
billing servmces that far exceeded authorized levels of return.
AT&T=C determ;ned that the rates adopted in D.383-12-024 foxr Pacific
" Bell relative to A.83-06-65 resulted in 186% and 201% return on
Pacific Bell’s billing services. AT&T-C’s witnesstOnnolly
testified that it was apparent to AT&T that the LECs had little °
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incentive to. restrain the'prices they would charge for billing and
collection services (Ex. 222, p- 7). Therefore, ATS&T underteook a
thorough analysis of the altermatives to-perpétual reliance on the
LECs for billing services. AT&T-C argues that over a six-year
study period its own billing sysﬁem would cost 23% less than the
anticipated costs of LEC billing and collection services.

 On the question of which customer service and billing
functions were used and useful during test year 1986, AT&T~C cited
Connolly’s testimony:

7,..that all of the systems described earlier in
ny testimony were functioning in 1986 for
California customers, with the billing and
message processing operations on line only for
interstate services.” (Ex. 222, p. 17.) "

ATET-C also cqnténds that:

7he Company implemented its own billing of”
interstate WATS and 800 accounts in other
states in 1985 and converted its interstate
WATS and 800 accounts in Californmia in early
1986. Accordingly, the message processing,
credit and collection, bill rendering and
remittance processing functions were also used
and useful for AT&T customers in California
during the test year [for these particular
accounts).” (AT&T-C Op. Br., p. 36.)

In late-filed Exhibit 250, AT&T-C summarized its
deployment of Customer Service and Billing Program functions in
California, as follows: ' ' '
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California

- Sexvice Serfice In=Service

- WATS/800°

Account.-
Inquizy

Service Orxrder
Entry

Message
Processxng

Account
Maintenance

Credit &
Collection

.
-

.Message
' Investzgation

Bill °
Rendering

Remittance -
Processing

Private Lene

MIS

WATS /800
Private Line
MTS S

WATS/800

- Private Line

MTS-

. WATS/800 -
Private Line

MES'
wzms¢soo

Private Line

MIS.

. WATS/800

Private Line

MTS

WATS /800
Private Line

- MrS.

WAES/BOO
Private Line
MTS

1/84.

1/84

1/84

1/84
1/84

1/84 -

2/85
N/A
6/87

1/84
1/84
1/84

2/85
1/84
9/85

1/84

N/
1/84
2/85.
1784
6/87

2/85

1/84
6/87

‘DESE‘ ‘

6/84"
1/84

6/84"

1/84
1/84
9/84°

2/86
N/B
6/88

1/84°
1/84
9784

2/86..
1/84
6/88
1/84
N/A

1784

2/86

1/84
6/88

2/8€r
1/84
6/88

NOTE: MTS stands for Message Telecommunzcatxons Service,

or toll service. The service 15 marketed as AT&T
Long. sttance Service.

AT&T-C then descrlbed how California customers ‘were be;ng
provided these services from work centers both inside and out of
California (Ex. 222, p. 13 and Tab. 3, pp. 31-38).

on expensing versus capitalization of the costs of
developing the b;lllng program, AT&T=-C’s controller Maud E. .

' Thlebaud testz:;ed that because of the 1ndeterm1nant service l;re
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of the billing system and its dynamic character, the company’s
treatment of these costs as current period expenses is required
under generally accepted accounting procedures (EX. 229, p. 4).

AT&T-C’s witness Lawrence Gotfried, a partner in the firm
of Coopers and Lybrand, concurred with Thiebaud on the expensing of -
the developmental costs of the »billing and collection‘system.3 '

AT&T=-C contends that the recoxrd does not support DRA’s
argument that AT&T-C’s provision of customer service and billing -
functions duplicate those paid to the LECs. AT&T-C refers to
Connolly’s testimony (at Tx. 6107) that it has discohtinued‘the use
of customer service and billing functions from LECs when it
deployed its own systen to accomplish those functions. Accordxngly,
AT&T-C claims that neither it nor its customers are doubly charged
for performance of customer service and billing activities. |

AT&T-C further contends that the two DRA alternatives
sbown in Exhibit 251 both assume deferred recovery“of all
intrastate expenses for the organzzatlonal units which were,
perrorming development work., AT&T-C arques that thase activities
should be expensed as incurred, and accordingly even the’ $5.7
million intrastate adgustment wonld result in an lnapproprzate
deferral of expensed. - -

AT&T-C concludes that its 1986 test year expenses for
customer service and billing functions. should be adopted in full..
If a limited deferral of recovery of some of AT&T’S reasonably
incurred expenses is deemed appropriate, it asserts that no more
than $5.7 million should be deferred with interest, and the
Commission should allow AT&T to recover that amount by a compliance
filing immediately upon the commencement of ATET-C’S direct o
intrastate toll" billing (Am&T-c €l. Br., p- 9). . ’

3 On cross-examination by staff counsel he agreed that xt was. up
to the Commission to declde (whether to expense ox cap;talize these
costs] (Tr. 6217) . ,
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4. Discyssion

It is clear zrom the extensive testimony, exhlblts, and -
briefs, that the parties are widely separated in their. posztions
regardlng what functions of the customer service and billing systenm
were used and useful to AT&I-C’s California ratepayers in the test
year (1986). DRA.would have us disallow all activities and _
functions except for the account ineuiry function, resulting in a
total California ope;ations:expense adjustment of $79.1 million and
2 disallowance of intrastate expenses of $20.1 millien.

' This posmt;on is untenable. When the Commission issued
Resolution T=11049 on June 25, 1986 author;z;ng a reduction of 4
Pacific Bell’s charges to AT&T-C in July 1986 for billing and
‘collection services, AT&T-C had either already undertaken, or would.
" soon begin doing, some of the work previously performed for it by
Pacific Bell. The resolution even narrated the fact that: ”in
February 1986, AT&T-C took back its interstate WATS/800 traffic
billing” and stated its intent;on to take back most of its bllllng
functions. L ' :

Theretfore, a.t J.east 30 days prior to the J.ssuance of its
July 31, 1986 audit report DRA was, or should have been, aware of
reduced aqtivities and charges from Pacific Bell to AT&T-C, with
such activities being absorbed by AT&T-C with at least some
increases in its own expenses.
, On the other hand, AT&T-C’s position of having Calxzornxa'
ratepayer5=p;ck.up all developmental and ongoing expenses for its
customer service and billing functions during test year 1986 is
equally insupportable. This position'woulq not be reasonable
unless AT&T-C had fully absorbed all program functions including
the direct rendering of approximately 10 million customer bills
each month. This will involve the stuffing, adding postage, and’
mailing of these 10 m;lllon,envelopes to customers each menth and
then, receiving and processing about 10 mlllion customer payments
each month.
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© On Janvary 13, 1988, the Commission issued an Oxder

Instituting Investigation (I.) 838-01-007 which will investigate
AT&T’S plan to directly bill its interstate and interLATA business,
and residence toll telecommunlcatlons message serv;ces in
Cal;forn;a on or after June 1988.1

This OII is the appropriate forum for determining the
re&sbnableness‘oz AT&T~C’s plan and costs to directly bill its
customers for interstate and interLATA message toll service.
Deferred developmental and other costs, carried forward from this
proceeding, should be considered in a future rate proceeding after
the AT&T-C take-back occurs. Meanwhile, by deferxring 2 specific
anount in an Lnterest-bearing account from the date of this
decision as AT&T-C suggests the results of operation for test year
1986 may be finalized and this generai rate proceeding concluded.

The specific amount to be deferred is $9.1 million. This
is the amount that DRA witness Simmons developed from Exhibit 209,

 Appendix A,’in response to the assigned ALJ’s request that DRA give.

some consideration to the fact that AT&T-C’s.witnesses Connolly and
' Thiebaud had testified that certain Customer Service and Billing
program elements were in place in Califormia in 1986.

- In response to comments by AT&T-C that it would calculate
this amount differently and arrive at a much lower deferxal, DRA in
its June 8 1988 ”Late-Filed Reply Comments” explained that it
found no error in its calculation of the $9.1 million deferral,
and, ”...The 9.1 million [deferral] in billing and collection
expenses was calculated using this Commission definition of used
and useful facilities.” ,

We will authorize AT&T=-C to place $9.1 million of the
California intrastate expenses, so allocated from AT&T’s
development and deployment of its Customer Service and Billing
Program, .into an interest-bearmng memorandum account to accrue
interest at the .average three-month.commerczal paper rate as
publ;shed in the Federal Reserve Bulletin.

-
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This action recognizes that AT&T~C did, according to the
record in this proceeding, deploy some portions but not all of its
Customer Service and Billing Program for its California operations
in test year 1986.

This treatment further recognizes that ATST did net make'
a full, timely, and complete showing of which program functions
were deployed as used and useful during the test year for its
California operations and also recognizes that the major billing
and collection function for its residence and business message toll:
service remained with the LECs during the test year (1986).

Based on the treatment of these expenses there is no need
to deal with issues of deferred capitalization or rate-~basing the
costs for AT&T-C”s Customer Service and Billing Program in test
year 1986. The unadjusted amounts.WLll be included as test year
1986 operating expenses and the $9.1 million adjusted amount wzll
accrue interest as specit;ed above until further order of the
CQmm;ssion. :

This reduced de!erral of $9.1 million, contrasted with '
the $20.1 million disallowance recommended by DRA, recognizes that
certain customer service and billing program functions wexe at
~ least partially implemented, used and useful and not duplicated by
the LECs during test year 1986, as previously described. However,
we are also persuaded by DRA’s May 31,.1988 comments that late-
£iled Exhibit 250 was not tested and verified and thus cannot be:
used to determine the prudency of AT&T=C’s take-back of its b;llzng‘
and collection service.

The determination of prudency of AT&Y-C’s take-back of
its message billing sexvice from the LECS and its own introduction .
of direct billingiwill be determined in a tuturetproceedihq- .
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VI. gCorporate Headguarters

AT&T—CH provides the AT&T Communications companies with
advice and aseistance in public relations, public affairs, legal,
planning and financial management, accounting and treasury matters.
AT&T-CH’s functions also include AT&T’s Executive Department and
Corporate Secretary..

The decision in Phase I (D-86—11-079) reviewed, in some
detail, AT&T-CH’s operations and costs. It was AT&T’s position
that these functions were necessary and cost-ezrective,‘since
otherwise the AT&T Communications, Inc. [alsorknown as the National

Operations and Management Company (NOMC)] would have to perform
_ this work and bear the full costs, instead of an allocated portion.
As. explazned in D.86-11-079 expenses for functions pertormed within
 AT&T Communications can be defined in three ways:
1. 'Directly incurred (such as. operators’ wages
or access charxrges). ,

2. Directly assigned (such as identifiable
expenses which benefit operations in a
limited group of states).

Functionaliy allocated (all remaining

expenses which benefit.all jurisdictions

and cannot be dlrectly or uniquely

assigned).
Functionally allocated expenses are distributed to Jjurisdictional
entities such as AT&T-C, based upon several factors including
average investment, revenues, and composites of several factors.

In Phase I DRA auditors had not completed their review of

the corporate headquarters or NOMC expenses. DRA was not satisfied
at that time that these .expenses primarily benefited California

4 See the Summary of DecisionASecthn of th;s order for further
-‘details-or AT&T’s organizational ‘structure..
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ratepayers or the shareholders or individual users of the AT&T
products or services. DRA contends that expenses should be
‘allocated to the party who benefits from them, citing priox
Commission precedents [ (PT&T: License Contract) (197¢9) in 1 CPUC 2d
488, 574=575: (AT&T-C’s 1984 test year proceeding) (D.84-06-111,
pp. 97-213 (mimeo.)]. In D.85~03-056, the further opinion on
AT&T=C’s 1984 revenue requirement, we strongly supported a staff
audit of AT&T expressly to allow DRA to determine the
reasonableness of expenses being charged to California operations
by ATST-CH and NOMC. In Phase I, of this proceeding, with its
audit in progress but not completed, DRA requested that $S15.1
million ($5.8 million on an intrastate basis) be withheld from
eapproval until completion of its audit. The basis for DRA’s
request was set forth in the Phase I testimony of w;tness Thomas
Lew as follows: '

. 1. General lack of sufficient detail, audit
trail, "and/or readily available information
to reasonably ascertain what types of

rojects the national organization has been
involved in. . .

Many data responses have generally been
responded to [in] an incomplete manner,
notably lacking sufficient detail to be
respons;ve-

Some requested information has not been.
nade ava;lable at all.

Completion time for data responses has
generally been inordinately lengthy.

Evolv;ng changes in accounting systems has
nade interyeaxr comparability a very
difficult process. (Ex. 100, Appendix 9-A,

p- 4- )
DRA’S primary concern.was with $4so 7 m;llion of costz

incurred nationally and then allocated or assigned to-CalirornLaf'
from AT&T~CH and NOMC,‘ These, argued TRA, were the same categories

A’. .
.
.
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of expenses and allocation methods that were in dispute between
AT&T-C and staff in 1984. DRA contended that the $5.8 million
Phase I hold-back on an intrastate basis simply provided that the
1984 disallowances would be maintained until its audit was complete |
[D.86=11=-079, pp- 52-54 (mimeo-)].

AT&T-C arcgued in Phase I that DRA’s proposed adjustments
were nothing more than mechanical continuations of previous 1984
disallowances and that these adjustments are no longer appropriate
following divestiture (D.86-11~079, nmimeo. p. 54).

_ With these arguments before us in Phase I of this
proceeding we faced two choices: +to identify these dollars ($15.1
million or $5.8 million on an intrastate basis), and designate them
as a portion of AT&T-C’s 1986 revenue requirement, subject to
;ezund.at the conclusion of the Phase II proceeding, or to withhold
the amount pending completion of the staff audit and hearings
thereon. Without the benefit of a completed staff audit we chose
the second option and withheld $5.754 nmillion on an intrastate
" basis until completion of Phasa IX (D.86-11-079, pp- 57-58 and 2).

The $5.8 million intrastate hold-back of Phase I
represented staff adjustments for certain affiliated transactions
in addition to the ATLT-CE and NOMC adjustments, whith we will now
address in this part of the order. The adjustments for affiliated
transactions are addressed separately in this order.

1. Position of DRA in Phase IT ' |

DRA explains that AT&T-CH bills ATST Communications
(nationwide) (also referred to as NOMC), which in turn bills AT&T-C
for certain services. DRA’s audit first addressed the basic
functional activities pexformed at the corporate level and made
specific recommendations for disallowances of those activities ‘and
services that were not considered as bemefiting AT&T-C’s California
ratepayers; DRA then addressed separately the methods used by
AT&T=-CH and NOMC to allocate the remaining unadjusted expenseslto
. AT&T-C.
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DRA further explains that its audit included a review of
. all AT&T departmental functions as described in Budget Decision
Packages (BDPF’s) and interviews of representatives of each AT&T
department. , Descriptions of the functions of AT&T’s General
Departments in 1982 (predivestiture) were compared with 1984
descriptions. DRA contends that it found the holding company
functions of these departments in 1986 to be the same as those
noted in the last license contract review in 1984.

After this rev:ew, staff aggregated the actual expenses
into groups of costs with common’ allocation bases and allocated
them as follows:

o Activities which do not provide any direct
benefit to AT&T Communications, which are
duplicative of work performed by AT&T
Communications, and/or.which would not be
necessary if AT&T Communications were a
stand-alone company . These costs were
excludedr .

Directly assignable costs were allocated to
the- relevant entities.‘

Activities which exhibited a casual
relationship to a measurement base were
allocated using that-base;

. Activities which benefited each line of
business equally and which required the
same amount of time to perform for each
entity were allocated equally to all l;nes
of business. ,

(Ex. 201, IX-4 and staff Op. Br.,
Pp. 17=19.)

DRA states that, historically, this Commission has
disallowed investor-related expenses which-are primarily incurred
for the benefit of a holdzng company, such as AT&T. (D.90362,
D.93367, and D.84=06~111.) DRA auditors reviewed the minor
additional :unct;ons which have been added since divestiture

ccord;ng to these COmm;ssion standards. No disallowances were

recommended for preparat;on of- annual reportsrto stockholders, even
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though these expenses were disallowed in the past. 'Prior o
divestiture, both PT&T and AT&T issued stock and prepared annual.
reports to stockholders. Only one expenditure .for these dual
activities was allowed. AT&Y=-C, unlike its predecessor, PT&T, does
not issue its own stock, and therefore, prepares no stockholder .
reports. Since there was no longer a duplication of expense, DRA
allowed the expense for preparxing AT&T’s annual stockholder ,
reports. However, DRA recommended reductions in total allocated:
expenses where the functions of AT&T duplicated those of AT&T-C did
not benefit California ratepayers, and were allocated under
improper methods. DRA also recommended that different allocation
methods be adopted based upon Commission precedents (Ex. 201,
p. IX=-C-1, Revision IXI and DRA Op. Br., p. 19).

In its openinq brief DRA provided an analysis and
recommendation for each ATST-CH depaxtment actiV1ty as discussed
below:

a. Executive Department \ _ .
.. Lo This includes the Office of the Chairman of AT&T and

immediate support organizations which provide executive policy and

guidance for all AT&YT entities. Staff noted that the dissemination

of corporate in:ormation,'previously performed by the Executive
Department, had been moved to the Employee Intormat;on/Publlc
Relations Department of AT&T.

In previous cases, Executive Department allocations
were cut by 61% to remove expenses for investor-related activities.
The remaining expenses were allocated as overhead for these same
functions.

AE&T Communications has ;ts own Executive Department
and Board of Directors- Policy and guidance or AT&T Communications
is performed by AT&T . Communicatlons personnel. Expenses trom AT&T
for the same act;vmties are duplicative and are primarily for the

benefit of Am&T; the holding company. DRA recommends the same 61%

.M
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reduction of these allocated expenses and allocation of remaining
expenses as overhead (Ex.. 201, IX-6, DRA Op. Br. p. 20).
b. Corporate Secretary .

The Corporate Secretary Department includes the
office of the Corperate Vice President and Secretary. It provides
support to the AT&T Board of Directors, is responsible for
shareowner relet;ons programs, and keeps all corporate records.
This department pertorms the same functxons as the predivestiture
Secretary Department. In the past, this Commission disallowed: 100%
of these allocated expenses. However, since divestiture, AT&T
Communications does not perform these functions, which are
primarily recquired by law. Therefore, DRA recommends no adjustment
for these ATLT allocated expenses (Ex. 201, IX-7).

DRA claims that this AT&T department provides
national advertising, underwrites public television broadcasts,
coordinates entity-edvertising‘and employee information and
communications programs, administers charitable contributions, and
maintains corporate axchives.

CRA arques that in pr;or decisions, the CQmmxsslon
disallowed 100% of these expenses on the basis that they were
investor-related -and primarily aimed at enhancing the corporate
image. .
" In 1986, public relations functions were transferred
to AT&T from all of its entities. This involved the transfer of
approximately 350 personnel from AT&T Communications alone. It is
reasonable, in DRA‘S view, to expect cost savings due to this
consolidation. However, AT&T asserts that this consolidation was
designed to increase efficiency and that it is not possible to
quantify cost savings (Ex. 201, IX-8). ,

g DRA found that the functions of this department in
1986 were the same. as in.1984, with the additional duty of .
preparan AT&T Annual and Quarterly Reports to shareholders. DRAg
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allowed all of the latter expenses. DRA recommends that 50% of
employee information and communications expenses be allowed because
there is some general benefit of this service to AT&T
Communications’ employees. DRA argues that the rema;n;nq expenses,
which are 97.85%, relate to investor interests and should be
disallowed (Tr. 5347 and Ex. 301, IX-10).

d. Public Affaixs

DRA explained that this department coordinates
governmental matters, including the representation of AT&T
enterprises before Congress, state legislatures, the executive
branch, ‘and other. non—regulatory agencies. The functions in 1986
_were the same as 1984.

Tradltionally, this Commission does not allow

‘ expenses for legislative advecacy, which are deemed to be investor-
" related. However, expenses for monitoring and disseminating
1nzormatxon of legislative activity are allowed.

In 1986, AT&T allocated both legislative advocacy
expenses and expenses for.monitoring and d;sseminating legislative
information. However, AT&T Communications’ Extexnal Affairs
‘Department also gathers legislative information and prepares
positions on legislation. These expenses duplicate those of
AT&T-CH. DRA disallowed 50% of this department’s expenses based
upon unallowable'legislative advocacy and duplication of AT&T
Communications” functions (Ex. 201, IX-1l and DRA Op. Br., p. 21).

e. Legal Depaxtment o

DRA asserts that this department provides periodic
legal counsel. It also coordinates all antitrust litigation,
although AT&T Communications may perform the staff work. DRA’s
adjustments were based upon the method of allocatioen, rather than
the appropriateness of total costs allocated. .

After aggregating legal expenses, staff allocated
some expenses based: upon the type of legal activity involved.' For
example, expenses for legal advice relating to personnel were
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allecated based on the number of employees. Expenses for legal
advice solely related to unregulated entities were excluded.
Antitrust expenses were addressed in Phase I of this proceeding.
. The remaining expenses. for ongoing, general legal advice and
representation were allocated equally to all lines of businesses
(Ex. 201, IX-13 and DRA Op. Br., p. 22).
f£. Human Resources, Personnel Management
. T . S : Lal e

This department establishes AT&T’s persennel
policies, coordinates all entities’ personnel and labor relations
policies, and coordinates bargaining efforts on ¢ommon issues. In
past cases, these expenses were allocated as overhead. DRA
allocated these expenses as overhead (Ex. 210, IX-14 and DRA op.
Br., p- 22).

g- Einance Department
. This department provides financial management

services, including capital acquisition and cash management. ‘
Specific activities include financial planning, pension and savings.
plan management, cash management, banking methods advice, investor
relations gquidance, and AT&T security financing services. These
activities were the same as those performed by the former Treasury
Department and Planning and Administration Division of the old
General Department. DRA claims that, in previous cases, most of
these expenses were disallowed as investor-related activities.

DRA reevaluated the 1986 activities and excluded 100%
of the expenses relating to the following activities which do not
benefit the Calltornia ratepayers:

o Joint ventures, mergers, acquisitions;

© Expenses carried over from the previous
year.

Pool of Funds and Temporary Cash .
Investments (ATLT surplus cash accounts.
used for interest-bearing cash advances
to all entities);
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AT&T Foundation, a charitable
organization;

o Institutional investor relations to
maximize the price of ATST stock.
DRA auditors then identified those functions which
should be directly allocated using a specific base. The costs for
AT&T’s Stock Sale Program and Commercial Paper projects were
 allocated using capital requirement. The costs of servicing AT&T
securitiésvby American Transtech, Inc. were allocated using
investment. DRA then allocated the remaining expenses equally to
all lines of business on the premise that these functions benefit
all entities equally (Ex. 201, IX-15 to 16 and DRA Op. Br., P. 23).
h. Financial Reports, Tax Reporting, Other
Shief Financial Officex Functions

This department provides accoﬁnting services,
'.coordinatgs AT&T business plans and budgets, establishes corporate

 tax policy'and prepares consolidated tax returns. Its functions

* were the same as the p:edivestitﬁre'CQmptroller and Planning and

_ Administration Departments. The portion of the comptroller

expenses relating to the preparation of Bell System Reports was
totally disallowed in. prior cases.

DRA asserts that in 1986, 163 tax personnel were
transferred to AT&T-CH from AT&T Communications. Tax employees
were also transferred from other entities. In 1986, 238 intermal
auditing and-security personnel were transferred from ATST
Communications to AT&T and additional personnel were transferred to
AT&ST-CHE from other entities as well. DRA argues that it would be-
reasonable to expect that such a large consolidation would result
in efficiency gains. However, AT&T showed no cost savings due to
‘this staff consolidation. :

) DRA. excluded expenses.unrelated to AT&T
- COmmunicatxons, directly allocated expenses solely'related to that .
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entity and equally allocated the majority of the remaining expenses
(Ex. 201, IX-17 to 18 and DRA Op. Br., pp- 23 and 24).
i. Corporate Strateqv and Development = |

This department provides strategic planning, merger,
acquisition and joint venture development, and diversification.
This department performs the same functions as the General Plannlng
and Corporate Matters Division of the predivestiture General
Department. In previous cases 100% of these expenses were
disallowed. DRA recommends the same treatment in 1986 on the basis
that it serves only corporate interests, performs investor interest
activities, and is entirely duplicative of functions performed at
the entity level (Ex. 201, IX~19 and DRA Op. Br., p. 24).

- 5. FPederal lati : . , .

This department represents AT&T before the FCC. Most
of this department’s activities relate to the interstate ' '
operations, foxrmerly called the 'Long Lines Division.” DRA
explains that it separated these expenses. primarily to the

interstate jurisdiction (Ex. 201, IX-20 and DRA Op. Br., p. 24).
| k. Industry Matters

This department oversees all AT&T entities’ ef:orts
in governmental and industry-related actions. DRA contends that
this department provides lobbying support and interfaces with the
Public Affairs, Public Relations and Federal Regulatory Matters
Departments.

In 1985, this department was divided and consolidated
with the Public Affairs, Public Relations and Federal Regulatory
Matters Departments. AT&T Communications has its own External
Aztairs<Departmentfwhieh analyzes legislation and.develops pesitien:
statements. DRA determined that this department performs a mixture
of allowable and disallowable activities and duplicates AT&T
Communications”. activ1 ties: therefore, it recommends a 50%
disallowance of these expenses (DRA Op-. Br., pp- 24 and 25).
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2.  position of AT&I-C : _

, ATST-C believes that AI&T—CH‘provides‘eesential home
office management - tunctlons for AT&T-C and other AT&T erfll;ated
companzes. The costs 1ncurred by A&&T-CH are allocated using a
composite allocator whdch includes assets, revenues, expenses,. and
employee count. : '

AT&T=C. wltness Rlchard B. Troxel, a partner in the flrm
of Peat, Marwick, Main & Company, testified in Phase I, that these
centralized servicee-were_beneticial, and not duplicative of
functions performed by AT&T Communications. Troxel also contended
that the relative number of employees involved in providing home
office services was the lowest number of central service employees
of all of the companies surveyed as a percentage of sales or
overall employees. Troxel opined that AT&I’s composite allocations
method was reasonable, ‘efficient, and approprlate (AT&T-C Op. Br.,
PP+ 107 and 108). -

AT&T-C notes that in Phase II DRA has recommended a
. ratemaking adjustment to test year AT&T~CH expense of approximately
$7.1 million [$9.4 million less $2.3 million for gain on sale of
195 Broadway whdch is dealt with separately herein)] on an ATS&T
Communications’ total California basis (Ex. 201, Ex. 239). The
greatest part (approximately two-thirds) of DRA’s recommendation is
comprised of proposed disallowances in national expenses for
. functional activities performed at AT&T~CH (EX. 236, Attachment C,
P. 6). AT&T-C contends that the general rationale supporting these
proposals is that the Commission made similar disallowances, "often
in the exact percentage, in predivestiture Bell System License
contract decisions relating to the expense of AT&T’s former. General
Departments. AT&T-C argues that the other portion of DR&’s'overall
proposed adjustment to 1986 AT&T=-CH expense is comprised of various
reallocations, caused by the subjective use in different
clrcumstances of sxngle-ractor allocators, an “equal to all llnes ‘
of business” allocator; and the redesignationm of £unctional expense
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as “overhead.” Some of these recommendations are based on
predivestiture cases; the ”ecual to all” allocator is based on the
limited use of that concept 'in a recent Pacific Bell case; and
other proposals appear to be newly invented (AT&T-C Op. Br.,

" pp- 108-109).

- AT&T=C disagrees w;th.what it calls DRA’s essentially
predivestiture mechanical determxnatlons [d;sallowances] in this
proceeding. ° ‘ ‘

AT&T~C presented the testlmony of its Vice President of
Regulatory Matters, Robert B. Stechert, and AT&T-CH’s District
Managex from its Chief Financial Office Department, Conrad J.
Ankiel, who contended that post—divestiture circumstances in the
test year are different from those prevailing in the Bell System
era. - . - | ‘

, AT&T-C states that, consistent with competitive market .
conditions and the reduced scale of management activities,
AT&T=-CH’s work force was only about 143 of the size of its
praedecessor orga.nization after divestiture. (Ex. 214 and’ AT&T~C Op-.
Br., p. 109). :

AT&T-C argues that the Commission should adopt AT&T-CH
expenses as reasonable and reject DRA’s adjustments which it-
alleges relied on outdated prior determinations.

AT&T=-C also argues that the Commission should reject
DRA’s attempt to revanp what it believes is AT&T’s reascnable and
consistent allocation ¢of AT&LT~CH expense. It contends that DRA's
proposed substitute allocations are 1nequ1table, arbitrary,
inconsistent with generally accepted cost accounting standards and
not required by*prior cOmmisszon decis;ons (AI&T-C‘Op- Br.,

P- 109). ‘
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3. Discussion of Corporate

While it 'is true that the overall organization of AT&T as
a corporation has changed significantly as it assumed its post-.
divestiture structure, and that it has reduced its headquarters
staff significantly, it is net true that the specific corporate
héddqparters functions® which were long considered as investor-
related have changed sufficiently to be regarded now as directly
ratepayer-related. :

AT&T witness Ankiel presented a listing and descrmptzon
of corporate headquarters functional actzv;tles recommended for
disallowance by DRA. Ankiel's.descriptions6 of the DRA
disalléwed-headquarters functional activities confirm that these
'actiwitiesvare generally related to nom-utility corporate interests
or performed for the benefit of investors, rather than AT&T-C’S -
utility ratepayers..

First, with reference to all proposed DRA AI&T—CH
dlsallowance5~that involve expenditures for any form of corporate .
advertlsing, those disallowances were laid to rest with the
adoption of the overall advertising budget for AT&T-C in
D.86=11-079, and are not being reconsidered here. o

Next, on the question of Public Relations and Employee
Information activities, AT&T-C has advanced certain arguments which
are worthy of our further consideration as to the need, in the test

.

5 Before we address a basic review of the DRA staff adjustments
for peost-divestiture AT&T-CH operations, it is important to note
that DRA also proposes a new ”"equal to all” allocations method
which would result in further reduced allocated costs to ATLT~C for
allowable corporate headquarters expenses. This new allocations
method and the reascnableness of its use for test year 1986 will be
addressed later here;n. ‘

6 A comprehensxve listing of the spec;fzc activities ldentlfled B
by Ankiel as being associated with DRA.dlsallowances is set rorth
in Appendmx A to thls order.
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year, to allow a portion of the overall AT&T Communications (NOMC)
public relations expenses. These allowances arxe not intended to
establish new precedents for the future, but do appear to be
necessary and'reasonable-during the test year to help inform
employees and consumers, on a consistent basis, of the services
which continue to be available from the post-divestiture AT&T-C.
This information is considered vital until the public is settled in
its selection of an interexchange carriex (iEC).ofhohoice. We will
review these necessary test year 1986‘public relations functions
under the next section of this order dealing with AT&T
Communications Natzonal oPeratmons and Management Corporation
(NOMC) - ' '

' However, when we address the DRA’s recommended
disallowances for corporate public relations activities at AT&T-CH
.as identified by Ankiel, we again see the types of public relations
functions and act;vxtzes which we have long regarded as investor-

related. ' Perhaps, the clearest examples, apart from the
" advertising examples, are exhibits for special corporate events,
underwriting #The MacNeil/Lekhrer-NewsHour” and the sponsorship of a
guality arts program. |

For example, AT&T contributed nearly $4.8 million, on a
nationwide basis, for the underwriting of “The MacNeil/Lehrer
NewsHour,” program in 1986 (Ex. 236, Attachment C, Sheet 3 of 6).

It is quite propexr for a Public Broadcast viewer to-
voluntarily contribute to support the Public Television Station
that airs this program. However, it is an entirely different
matter to ask that the AT&T-C customer contribute to the
development and airing of 'that program, on an involuntary baems,
through his/her interlATA telephone bill. 7The same is true of the
other DRA recommended adjustments for corporate public relations
activities and functions which include a wide range of cultural,
education, charitable and corporate identity programs.. Therefore,
we will generally adopt DRA’s position on ATS&T-CH’S public -
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relations activities disallowance, except as discussed further
under the AT&T Communications (NOMC) section of.this oxder.

A review of Ankiel’s AT&T-CH legal activity descriptions
reveals that these DRA disallowed services are clearly investox-
related, dealing with acquisitions, mexgers, and/or joint ventures.
DRA did not exclude legal services for ongoing, general legal
advice and representatzon as discussed earlier. We'w111 adopt
DRA’s.partial adjustment of AT&T-CH’s legal department activities |
for investor-related functions.

The portion of AT&T-CH’s corporate finarnce and a.ccount:.ng
functions, which deals with temporary investments, strategic and
operational tax planning, AT&T data systems activities, firancial
analysis, AT&T consolidated business planning, investor and
financial community contacts, internal audits, joint venture/merger
acquisition activities, corporate tinanéing, and administration of
AT&T Foundation, recommended for disallowance by DRA, as described
by Ankiel, is again clearly investor-related. Therefore, we will
adopt DRA’s partial adjustment for the investor-related portions of
these Financing and Accounting. functions. ) .

Lastly, Ankiel’s descrxptlon ot AE&I-Cﬁ's cOrporate
Strateqy and Development functional activities underscores DRA’s
point- that the activities sexrve corporate interests only. We'havé
routinely disallowed 100% of the expenses for these activities in
the past, as being exclusively corporate and investor interest-
related. We will again adopt these same adjustments.

DRA has recommended an adjustment of $7.1 million for
AT&T~CH’S overall services allocated to total California |
operations, which would result in a disallowance of $2.8 million on
AT&T=-C’s Califormia intrastate operations. However, since we are
not adopting DRA’s ecqual-to-all allocations method for test year
1986, as will be discussed next, the adopted adjustments to
AT&T-C’s expenses allocated to AT&T-C are reduced to $4.6 million
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for its total California operat;ons and $1.8 million for zts
intrastate operations for test year 1986.
4. DRA’S New Equal-to-All
o e , ‘

In this proceeding, in addition to performing the long-
standing adjustments for investor and holding company functions and
actmvmtzes, DRA. has proposed that we allocate certain of the
remaining allowable expenses on an equal-to-all lines of business
basis, to which AT&T-C strenuously objects. DRA applied this new
allocat;on method to the adjusted (allowable) expenses of the
:ollowing corporate headquarters departments:

o Legal

k-3 Finance

o Financial Reports, Tax Reportxng, and Chief
Financial Officex

~ DRA believes that it 15 proper to use this new method of allocating.

corporate expenses wherever the benefit of a given service appears
to be of ecqual value to all lines of bus;ness, and the expenses are
not othexrwise d;rectly assmgnable. An example of an expense which
yould best fit this description is the preparation of ATET’S |
Corporate Consolidated Federal Income Tax return by assembling the |
contents of all of the “Separate Federal Income Tax” returns of the
affiliated and subsidiary companies. The work of combining these
mSeparate” returns into a ”Consolidated” return appears to be of
equal value to all affiliated and subsidiary companies. Therefore,
DRA’s proposed “equal-to-all” allocations method would be
reasonable and proper for this and similar home office expenses,
that benefit all lines of business equally.

Unfortunately, its application and adoption in this
proceeding would not be consistent on a rate-fixing basis with the.
allocations methods utilized by other state :egulato:yjcommiSSions.'

or the FCC. We bhave heretofore adopted DRA‘S new equal-to-all
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lines of bhusiness allocat;on method in D.86-01-026. Lssued
Jenuary 10, 1986 for Pacific Bell’s test year 1986 rate proceed;ng
(Finding 14, nmimeo. p. 207).

However, Pacific Bell’s utility telephone servzce is, for
the most part, provided wholly within California and on a local
exchange and intralATA basis is subject to tne‘regulatory authority
of this Commission. -

Therefore, while DRA’s equal-~to-all lines of busxness -
allocation method has great merit, we will not adopt this .
allocation methed for determination of AT&T-C’s 1986 results of
‘operation.

We will, however, encourege-Am&T-C'tozconsider the future

use of this method, where other direct allocations methods are not

poss;ble ‘and where ecqual benefit to all lines of pusiness exists.

In so doing, we will also-place AT&T-C on. notice that there will be

a further opportunity for DRA again to present evidence and ,

arguments  for the adoption of this allocation methed in any future

AT&T=C general rate proceeding or rate investigation. : . .

memeeno ... - We also encourage DRA to further advance discussions
regerdxng the use of this allocation method in its regular
conferences on utility accountzng practices involving other
requlatory agencies throughout the nation, and through its.
membership on the National Association of Regulatory Utility
~ Commissioners (NARUC) Staff Subcommittee on Accounts.
5. DRA’s Recommended Use of Account 674
I9I_QQ:nQI3&Q_HQQQHQA:SQI§_EKR£DE£§_

DRA has recommended that AT&T book all corporate expenses
to AT&T-C in Account 674, General Services and’ Licenses, for
‘purposes of consistent reporting on a Uniform System of Accounts
- (USOA) basis. . DRA cited a precedent :or this in D.86-01-026 for
Pacific Bell (DRA.Op. Br., p. 25).

AT&T=-C contends, as explained by its Controller Maud E-

‘ Thzebaud, that AI&T discontinued the use of Account 674 at
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divestituxe; and that account is not being used for reporting to
any regqulatory commission. To reinstate Account 674 would be
extremely burdensome (AT&T=C Cl. Br., p. 23).

AT&T=-C argues that disposition of the Account 674 issue
be left in I.87-02-023 relative to revision of the USOA for
telephone c¢ompanies, and not be separately considered in this
proceeding. AT&T-C also called attention to DRA witness S;mmons'
' concurrence that a decision regarding Account 674 should be
consistent with the final determination in I. 87=-02-023 (AI&T-C cl.
Br., p. 23 and Tx. 5707). .

By D.87=12=063 issued December 22, 1987 the Commission
generally adopted the requirement for the use of Account 674‘£or
affiliate company transactions, but exempted AT&T-C from such a
specific regquirement with the following proviso: |

#g. AT&T shall maintain its data on affiliate
company costs on a side record basis and
. shall not be required to set up a separate
and unique subaccount code to record these °
costs.” (D.87-12-063, mimeo. p. 48.)

Since D.87-12-063 has addressed and resolved the Account
674 issue, we will not revisit this matter here, except to use the
determination reached in that order for the purpose-of future
reporting requirements set forth in this order.

VIX. National Operations and

AT&T Communicatlons, Inec. operating on a nationwide bas;s
is known as NOMC and manages 22 IECs including AT&T-C’s california
operations.. In addition, NOMC manages AT&T’s Interstate Division.
NOMC performs support, operational planning; public relations, and
management functions on behalf of AT&T Communications, Inc. In
addition, NOMC passes through the costs of AE&T-Corperate
Headquarters (AT&T-CH) to the 22”A:&T'COmmunieations' operating
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companies, including AT&T-C and its Interstate Division;v NOME
thus provides many of the typical general office functions for the
22 IECs that serve as part of AT&T cOmmunxcatlons' natlonwmde
operat;ons.
A. Spec;tzc DRA.Recommended

EQMS_Exmmmazlxtwmﬁmensi

NOMC has been separately reviewed by DRA auditors hecause

the- expenses for Lts services are ‘allocated differently thanvthose
of corporate,headquarters,AE&T-CH
1. DRA‘s Position on NOMC

DRA in its July 31, 1986 Audit Report explained that
about 1/6 of AT&T-NOMC expenses were directly assigned and 5/6 were
functionally allocated. DRA auditors focused on the, functionally
allocated NOMC expensesrtor theixr further review and proposed
adjustments (Ex. 201, p. V-1). ]

DRA audmtors-provxded a breakdown of NOMC's estimated
. functionally allocated expenses for test year 1986 as follows:

.

7 See the “Summary of Decision” section of th;s order for more
details of AT&T’s organizational structure.

nav o
..
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DRepartment Source

Customer Service & Billing
Ext. Affairs-Regulatory

Ext. Affairs-Industry Affairs
Ext. Affairs-Public Relations
Finance

Legal

Marketing

Network

Personnel

Pensions, Benefits, PR Taxes
AT&T Corp Hdgres.

Total

NQMC’s Est;mated 1986
Intrastate

Iotal

$ 549,420
11,5802
38,890
34,925

620,388

46,422

1,960,410
- 730,870

114,045

77,946
—221.288

(Ex. 201, p. V=2.)

Salif.
(000’s)

$ 49,228
972
3,470
2,954

52,067

179,097
56,101

8,745

$387,502

372
1,436
1,327

14,223
1,491
75,768
21,875
3,348
2,298
—2.820
$145,497

DRA’S aud;t team stated that it attempted to narxow the

source of NOMC's estimated zunctional expenses-by Ldentmfylng the
activities and projects that would support “the recorded dollars fox
 1984. and 198S. However, accordxng to DRAAaudmtors, the company
representatives repeatedly stated that they neither budget nor Xeep
their books and records on such a basis. DRA auditors then
explained that as an altermative (to a standard audit of the booked
Zicures) they attempted to gain as thorough an understanding of
each NOMC department as possible through meetings with departmental
representatives and reviews of examples of departmental outputs.
Since most of the functionally allocated costs are generated out of
AT&T=-C’s corporate headquarters in New Jersey, the tean states that
it conducted part of its investigation there, during the months of
May and June 1986. DRA auditors then took the information acquired
through these interviews and inquiries, and substantiated :hehdata
and statements by sampling departmental outputs. The auditors
contend that the use of the more traditional record'sampling and -
detailed audit. techn;ques would have regquired much more tzme than’
was available to them (EX. 201, pp. V-2 and V-2).
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In Chapter V of Exhibit 201, the DRA auditors separately
. discussed their audits of the External Affairs (regqulatory,
industry affairs, public relations) Finance, lLegal, Persomnel and
the Operator Services functions’ expenses allocated by NOMC. Of
the NOMC’s estimated expenses allocated to California, in test year
1986, nearly 62% involved customer service and billing, and-
marketing functions. These expenses and DRA’s recommendation,
 including issues dealing with allocations from NOMC to California,
are dealt with in separate sections of this order.
‘ The DRA audit team, while dissatisfied with the lack of
project tracking and activity record-keeping, did not make
recommendations for s;gn;flcant test year 1986 dzsallowances foxr
- the Finance, ‘Legal, and Personnel functions of NOMc or the Operator
,Servxces allocated to-NOMC’s,Network function from AT&T-CH
(Ex. 201, pp. V=6 = V=8).

DRA did however recommend that NOMC’s est;mated test year
public relations expenses be reduced for ratemaking purposes by a
factor of 97.85% of the budgeted anount. This is the.same level of

disallowance as recommended by DRA for AT&T-CH’s Publ;c Relations

Department expenses in the test year.
On the issue of NOMC’s External Affairs Department

(public relatzons) activities, DRA Financial Examiner, Tom Doubk,
contended that the Commdssion.has long regarded activities
involving the influencing of public officials or public opinien, or
institutional image building as not appropriate for ratepayex ‘
funding. He opined, on behalf of the audit team, that this policy
is still appropriate because the company is still essentially 2
regulated util;ty that. enjoys 80%+ of the market, and because
proper cost allocation would dictate thet these costs belong to
investor-related expenses.

" Doub: then explained that prior to Jenuary 1, 1986 public
relations was included in the Extermal Affairs budget. The public
relations zunctxons were subsequently transrerred to AE&T-CH. The

e
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budget for these activities (approximately $35 million and 350
people) is expected to remain the same in External Affairs, since
the same costs are expected to be billed back from AT&T-CH.

Doub further explained that the amount estimated under
the public relations category for 1936 was $34.9 million for ATS&T
Communicatiorns total functionally allocated costs, and $3.0 million
for total company California operations of AT&T-C. Since the
activities end'dollarsfeffecting AT&T-C were expected to be the
same during 1986, the audit team felt that it was appropriate to
reduce 1986°s. estimated’expenses, for ratemaking purposes, by
97.85% of the budgeted expense, the same proportieon that it used
for the corporate headquarters public relations expense adjustment.
The adjustment amounts to $34.2 million for total AT&T
Communications, and $2.9 millzon for the Calxtorn;a ‘operations or
AT&T-C (EX. 201, p- _v-4).

~ DRA made no. adjustments for estimated NOMC regulatory or
industry affairs expenses in test year 1986, rer ‘Phase IX of this
proceed;ng. A -
2. Position of ADSI-C .

AT&T~-C contends that AT&T’s field public relations
expense was treated in summary fashion in Chapter V of the audit.
report. Relying wholly upon.the separate conclusions of the
auditor reviewing AT&T=CH’S. activ;tzes, DRA.thness Doub urged a.
98% disallowance of field public relations expense (AE&T-C Op.. Br.,
p. 80). : _
AT&T-C argues that: . .

7in attempting to justify this extrene '
‘recommendation, Mr. Doub indicated that he had
assumed, based on a corporate reorganization
for 1986 consolidating all public relations
employees. into’ AT&T Corporate Headcquarters,
that field public relations act;vitxes.would be
the same as those of AT&T Corporate

‘ Heagqu?rters (Tx. 5350-51). (AT&T~C Op. Br.,

. p - o R . . !
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Kenneth P. Todd, AT&T’s Division Manager-Public
Relations, testified that locally budgeted field public relations
functions were unchanged by this organizational change, which was
entirely administrative in nature (Ext. 237, .p. 67 Tr. 6687-89,
6696) . TFurther, Todd distingﬁished the limited, centralized work
performed by AT&T-CH. (described by the functional activity
descriptor documents reviewed by the aud;tors) as generally
separate from the work performed by field publlc relations
personnel . (ExX. 237, p. 5. Tr. 6687, 6691-92). Moreover, Todd
clained that AT&T’s rate case data request responses and workpape"s
have conslstently‘shewn that the field public relations groups and
the AT&T-CH’S groups are separate budgeting entities performing
separate functions (Ex.. 237, pp- 6 and 7). : . '

AT&T=-C argues that undex these circumstances, it was
unreascnable for the aud;tors to make such a facile and mechanical
disallowance recommendatxon.to‘AI&T's field public relations work -
even if it were assumed that the proposed A&&T-cx's disallowance
-were appropriate. '

AT&T stresses Todd’s test;mony that:

”7(Tlhe audit Team has chosen to ignore a
substantial amount of information the cOmpany
provided which describes the various activities
of the San Francisco-based AT&T Public
Relations group under my supervision, and that
of other similar field Public Relations groups.
There is little or no recognition of the many
important Public Relations activities conducted
locally in Califormia to inform Californians
about how £¢ use the telecommunications
services available to them from AT&T. These
field public relations activities represent the
bulk of the expenses allocated to AT&T
Communications of California which X expla;ned
in my original testzmony, Exhibit 73 (Ex. 237,
P 5)._

AT&T further a:gues that:

#The auditors’ nechanical application to field
public relations activ1t1es of a 98%
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disallowance factor is particularly
inappropriate for the one public relations
activity analyzed in the Audit Report --
employee communications. The first obvious flaw
in this approach is its unfair effect on the
calculation of a proposed.disallowance. At
Chapter IX, in a discussion of AT&T Corporate
Headquarters activities, the auditors indicate
an intent to disallow S0% of this function.
(Ex. 201, p. IX-5). Based on the relative miXx
of AT&T Corporate Headquartexs public relations
expense, this equates to a 2% allowance of all
AT&T Corporate Headcquarters public relations
activities; yet, a 50% allowance of field
employee communications activities would amount
to far more than 2% of all field public
relations expense.” (AT&T-C Op. Br., p. 82.)

Todd further testified that the puxpose of AT&T’S
epployee information activities is not to sell stock to employees,

' because tﬁe ESOP (Employee Stock Ownership Plan) to which DRA

auditors alluded, is wholly funded by the company. Todd had also
testified that: :
#The purpose of AT&T’s Employee Informatieon
activities is to disseminate timely and
accurate information about the company and the
telecommunications industry to- all AT&T )
employees. This responsibility is carried out
through the publication of bi-weekly regional
newspapers, weekly bulletins, a bi-weekly
newsletter for Regionmal employees and videotape
programs. Topics covered in the articles and
features in these publications include new AT&T
Communications service offerings, new
technolegy, significant sales, improvement in
the guality of work life and cost-saving .
measures effected by employees. These
publications keep employees up-to-date and .
well-versed on current issues affecting the
public, such as the carrier selection process,
the changes in the way customers dial the
operator, new service offerings and proposals
being considered by state and federal
requlators affecting the industry.

~Employee publications are also effective in
. reporting on the contributions of fellow
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emplovees in all departments for the benefit of
those who, in carrying out their day-to=-day -
jobs, would likely not be aware of events
outside their departments. This enhances
employee morale and productivity.” (Ex. 237,
PP- 7-9-and AT&T Op. Br., p. 83.) ‘

ATST then renewed Todd’s claim that the [DRA]  auditors
had not identified a single article in a single employee
publication that supports_#heir erroneous conclusion of 7primarily
image enhancement activities.” (Ex. 237, P. 9 and AT&T~C opm,

Br., p. 84.) ' o : : '

ATET concluded its argument by claiming that it has fully
jﬁstiried its field public relations expenses. It believes the 98%
disallowance tactor.which,DRA.would~mechanically apply to these
useful and beneficial activities is wholly unjustified and in
disregaxd of the record evidence. According to Todd:

#The California public, which is also AT&T’s
customer body, needs to know as much as .
possible about available telecommunications
services in order to make informed choices and,

" therefore, get the most value for the prices it
pays for the services. Employees can do a

. better job for the public they serve if they -
Xnow what is available and how it is provided.
Disallowing the expenses for these processes
would leave an uniformed public and employee
body, if the Company had to curtail its Public
Relations activities. Surely this result would
not be in the public interest.” (Ex. 237,

p‘. 12 - ) ‘ i ' ) .

-AT&T contended that it has provided on the record full,
factual, and specific descriptions of its field public relations
activities and their benefits to California ratepayers. Finally,
AT&T-C called attention to tbis Commission’s recognition of its
improved showing in Phase I of this case compared to the 1983-84
rate proceeding where it received a 100% disallowance of similar
public rélations;expenses. However, AT&T-C states that we withheld
granting5it‘any.recovetffof-publichelations expenses until the
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Phase II record was fully deVelcped‘on this issue. Now that the
. record is complete, AT&T-C asks that its public relateong expenses
be granted in-full.

3. Discussion

In Phase I DRA and TURN both opposed any allowance fox
corporate or field public relations expenses for AT&T=C... TURN
contended that much of AT&T-C’s public relations effort was
corporate overkill and that many of the functions performed by the
public relationsrgrcup duplicated those of the marketing group.

AT&T-C supported its Phase I request for $3.601 million
of public relations expenses on total California operations and
$1.372 nmillion on an. intrastate basis by a:gu;ng that these
activities provide clear and important benefits to Calxrornxa
ratepayers (D.8§6-11-079, mimeo. p. 91).

AT&T~C also argued that the 100% disallowance adopted by
the Commission by D.84-06~111 .in 1984 was .inapplicable in this
proceedihg, because the prior disallowance was premised on the lack
of explanation or supporting documentation for AT&T-C’S request.
AT&T=~C also op;ned that if it had presented & full showing for the
1984 degision, public staff would not have racommended any
disallowance. AT&T-C in Phase I also cited the decision in the
Pacific Bell rate case (D.86~01-026) wh;ch allowed 75% of Pacific
Bell’s recquirement for public relat;ons. ‘Based on what AT&T-C
termed a sparse showing in that proceeding, the Commission.
concluded that by its very nature some port;on of this expense
enhanced the corporate image of Pacific Bell, which is an activity
which does not materially benefit ratepayers (D.86-01-026, p. 170).
AT&T argued that it,’on such a meager record, the Commission
allowed most of Pacific Bell’s request, surely AT&T-C is entitled
to a full award, given the far greater ev;dent;ary detail it has
presented (D. 86=-11-079, mimeo. p. 92).

In D.86-11-~079 we stated that “we are inclined to agree
that Am&:-c has proqided_a much improved showing in test year 1986,
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but our 1984 disallowance was premised on following prior
precedents and lack of cdemonstration of clear benefits to
r&tepaye:s-” (D.86~-11-079, mimeo. p. 93.) We then left the record
open to receive DRA‘s audit report and deferred the issue until the
record was fully developed: in Phase II.

'~ In Phase II DRA would disallow 97.85% of A'.r&'.c-c'e
California intrastate publlu relations expenses as allocated from
AT&T-CH and NOMC. DRA’s recommended disallowance is $1.1 million
on an intrastate basis (Ex. 243). DRA used the same 97.85%
disallowance factor for AT&T-CH and NOMC.

This Commission has consistently disallowed® the
majority of all utility public relations activities because these
activities generally were viewed as providing greater benefits to
shareholders than to ratepayers, and more importantly were not
found to be necessary in the provision of a monopoly utility
service. However, AT&T-C comes hefore us with a request to allow
such expenses in a test year two yéars after divestiture and at a
time when its customers and potential customers were makidg_IEC'
selections as part of equal access balloting. AT&T-C raises many
supportlve Arquments for allow1nq some, if not all, of its publlc
relations expenses.

DRA. recommends against significant allowances for public
relatxons activities and functions that primarily beneflt corporate‘
image or AT&T’s investors-

Both arguments are sound; however, nezther DRA or AT&T-C
has prepared or presented a logical or rational middle ground for
,allowzng those public relations expenses that were necessary at, ox
shortly arter, the time of divest;ture te respond to the followlng
needs: '

8

8' The one exceﬁtionQbeihg D.86=-01-026 for Paci:ic~Bell where a
75% allowance of public relations expenses was granted.

- 64 -
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Timely, accurate, and consistent
information to customers and prospective
customers of utility services from AT&T-C
regarding available services, rates, and
optional rates available from AT&T-C.

Timely, accurate, and cons;stent
information in response to media inquiries
regarding the utility services avallable
from the post-divestiture AT&T
Communications companies. '

Timely, accurate, and consistent
information to AT&T-C employees concerning
corporate functions, work requirements,
redirections, and reorganizations which
were necessitated by the divestiture.

These were important one-time public relations
regquirements which appear necessary both for the benefit of
ratepayers and shareholders at and shortly after divestiture as
AT&T’s overall ‘corporate structure changed to meet its new
:unctional euvironment. , ‘

By prov:ding timely, accurate, and consistent information
.£o-the media and the public about its post-divestiture utility
services, AT&T=C was able to retain about 82% of the interexchange
market. This strength and dominance helps assure reliable sexvice
to the most remote rural areas and the ability to meet any growth
in demand for new service.

By providing timely, accurate, and consistent information
about corporate changes in functioms, direction, and reorganization
after divestiture, AT&T-C was very likely able to also maintain
employee'morale at a favorable level to meet its new commitments in
the poSt-divestiture environment. -

We'shou;dfbalance‘ratepayer’and investor interests to
cover expenses for these three important public relations functions
for one'rate case cycle. : :

‘Since we do- not have actual cost data for these
functions, we will rely on Todd’s tabulation from his Phase I

.
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testimony (Exhibit 73, page 5] where the major 1986 Public
Relations zunctxons, and the prcport;on of the total Western Region
Public Relations budget they represent were broken out as follows:

| Annrgx;_é*
' Media Relations | 31 % $341,000
Employee Communlcatxons o 27.2% 299,200
Community Relations . s % . 55,000
Consumer Affairs , T 24.5% 269,500
Executive .Communications Support 3 % 33,000
Research and Plann;ng ‘  5.7% 62,700
Polxcy Briefings = . : 1 % 11,000
Adm¢nlstrat1ve/0ther ' . 2.6% 28,600

0O 0000 0O0OO

*Calculated amount of allocation to AT&T-C’s California
intrastate operations for given percentages of budget.

Being mindful to address only those areas where ratepayer
interests are evident and sharing those functional costs with

AT&T’s shareholders, ‘we will allow the following percentaqes of the
functions named and previously described, as follows:

25% of Media Relations expenses to account
for timely, accurate, and consistent
responses to media inquiries only. This
assumes that media inquiries constituted
approximately 25% of Media Relations
effort, for an intrastate allowance of
$341,000 x 25% = $85,250.

75% of Employee Communications expenses to
assure that employeas are fully aware of
AT&T and AT&T-C’s post-divestiture
operational functions requirements .and
goals, and that employees can effectively
communicate the nature and availability of
AT&T services accurately and consistently
with customers on a timely basis. 25% of
these Employee Communications expenses are
‘left for the investors to share since
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efifective employee performance is to their
benefit as well. This also accounts for
any stock performance and other investor
information commonly shared by public
relations personnel with emplovees. This
results in an intrastate allowance of
$299,200 x 75% = $224,400.

50% of consumer AfLfairs expenses for
timely, accurate, and consistent responses
to customer and public anuxrxes as .
contrasted with ATET-C’s initiated
marketing or customer contact runctzons.
This assumes that customer incuiries
account for about 50% of Consumer Affairs
expenses, for an intrastate allowance of
$269,500 x 50% = $134,750.

100% of the cost of policy brletzngs even
though there may well be smgnzflcant
investor-related benefits result;ng from -
these policy briefings, resulting in
" intrastate allowance of $11,000.

. , _ The recap of these reinstated expemse allowances is as
follows:

6 Media Relations 31 % x 25% = 7.75% = $ 85,250
o Employee Communications  27.2% x 75% = 20.40%  .224,400
o' Consumer Affairs =~ T 24.5% x 50% = 12.25% 134,750
o Policy Brierings' o 1 % x 100% = ‘1.00% __11.000
. Total | ' 41.40%  $455,400

This 41.4% allowance will be applied to reduce DRA‘s
97.85% public relations expense disallowance of 1.1 million by
$455,400 resulting'in a public relations expense diéallowance of
$644,600 ($.6 million rounded) allocated to 'AT&T-C’s California
intrastate operations. On a total california operations baszs,
DRA’s public relations adjustment of $2.9 million ror AI&T-C'would
be reduced to $1.7 m;llzon.
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-

B. Excluding Access Chaxges
fox Alleocations

In allocating NOMC expenses to AT&T-C, NOMC included
access charges as part of its bases for revenues and expenses. DRA
auditors removed both revenues and access charges from the bases
used for allocating NOMC expenses to A¢&T-C's california
operations. , , .

DRA auditors cla;m.that NOMC allocated about 31% of its
expenses to AT4T-C using a compos;te three-factor method which

- averaged revenues, expenses, and investment. DRA auditors contend
that access charges should not be part of the revenue or expense
components because access charges are merely amounts collected from
the ratepayer on behalf of the LEC. DRA auditors'claim that
AT&T-CH personnel agree with DRA’S view regarding access charges
(Ex. 201, pp. VII-l and VII-5). The DRA audztorsAadjusted the NOMC
allocated expenses, by altering the allocations through removal of

.revenues and access charges (Ex. 10, p. VII-6). This resulted in a

' reduction of ‘NOMC c¢harges to AT&T-C’s total California operations
of $5.2 m;llion and $2.1 mill;on on California Lntrastate expenses
(Ex. 243). - -

2. Position of ATST-C on NOMC Allocations
. AT&T~C at page 86 of its opening brief describes a four-
factor COmposite B allocation method which was used by AT&T-CH fox
allocation of its Finance, External Affairs, and Legal Department
expenses. This ”“Composite B” allocation method uses expenses;
revenues, assets, and employees to form a weighted averaqe
. 7Composite B* allocation tactor.9

9 We are not aware of any DRA'issue with this AT&T-CH foux-
factor method, because no.access charges are included in the
revenues ox’ expenses for this method.
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Next, ATLT observes that:

#The auditors have recommended disallowance of
approximately $2.1 million (intrastate) to
these various departmental costs to reflect
removal of access .expense and an equal amount
of revenue from the allocation process.

(Ex. 201, p. VII~G; Ex. 206). The alleged
bases for this proposal are that AT&T Corporate
Headquarters nets access charges against
revenues.in AT&T consolidated financial
statements, that much of AT&T’s revenue is
intended to recover access costs, and that
different comm;ssxons may set access expense
dlz:erently.

AT&T=~C then.argues that while all of these ocbsexrvations
may be true, they do not warrant any adjustment, and AT&T’s
existing composite allocation methodology should be retalned as
reasonable and appropriate (AT&T Op.'Br., p. 86).

AT&T~C witness Thiebaud explained that access charges are
" the most significant expense for any AT&T Communications company.
Foxr example, in D.86-11~079, access chardges were approximately 69%
of the total adopted costs of service (Ex; 229, Pp-. 14-15).:
Because of th;s impact, access expense, or a corresponding amount
o: revenue, may be excluded from total results for the purposes of
consolidated financial statements issued by AT&T-CH. This is done
merely to allow for comparability of AT4T Communications with other
AT&T entities (Tr. 6387). :

AT&T-C’sS Troxel, its witness on allocations, observed
that, “what AT&T Corporate Headquarters does for its financial
statements is fundamentally irxrelevant to the allocation ameong AT&T
Communications cogpaﬁieS‘of nationwide AT&T Communications costs.”
(EX. 235, Pe 7.) '

AT&T=-C further argued that rindlng a flaw with recover;ng
access charges in revenues can be compared with an argument for
exclusion of depreciation, or othex components in rate hase.
AT&T~-C also contended that it is of no consequence that the various
regulatory comm;ss;ons have established dizrerent rates for access
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charges, or that some commissions have imposed a subscriber line
charge to recover non-traffic sensitive access costs, while others
have not (AT&T-C Op. Br., p- 87)- | |

' Arter'raising‘a nunber of additicnal points regarding
cimilarities and differences in regﬁlatory‘treatment by various
commissions, AT&T-C suggested that:

#None of the foregoing academic debate prompted
by the Audit Report should obscure the
fundamental fact that access is the Company’s
most substantial expense and an essential
factor in the determination of prices paid by
customers. Proper cost accounting requires® the
inclusion of access charge effects in the
Company’s cost alloccation methodology.” (AT&T
op‘- Br. ’ p’- : 88’0 ) . ‘.

Ai&T—c then concluded by referring to further testinmony

of Troxel:

#, . . The last point that I would like to make
on this issue of access charges relates to
’fajirness’ as a criterion. It is fundamental
in any cost allocation system that an
allocation method must be applied uniformly
across all cost objectives. The California
Audit Team’s suggestion to remove access
charges from 'allocation bases would axbitrarily

. and unfairly shunt AT&T’s marketing costs from
California to other jurisdictions. The fact is
that the California Commission has assigned
relatively higher acc¢ess charges than the
average of all state jurisdictions. Pretending
that these access charges do not exist is
fundamentally unfair and would create parxtially
inconsistent allocations throughout the
country. (Ex. 235, p. 8.) -

According to AT&T-C:

»the Commissien should adopt the expert findings
of Mr. Troxel, who determined that AT&T’s cost
allocation methodologies and processes are
appropriate and reascnable, conceptually sound
and consistent with generally accepted cost
accounting principles (Id. at 9). AT&T’s actual
amounts of revenue and expense, including access
expense, should be retained in the calculation
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of its Composite B allocation factor.” (AT&T-C
Op. Br., p- 89.)
3. Discussion |
' After reviewing the arguments regarding the use of access
charges in the revenue and expense factors for allocating: NOMC’s
expenses to AT&T-C’s Califormia operations, we are persuaded by
ATLT~C’s own witnesses that such inclusion is flawed.

This is especially apparent when reviewing Thiebaud’s
testimony that AT&T-CH does not include access charges in revenue
for allocating its costs. According to Thiebaud: “AT&T Corporxate
Headquarters certainly deoes not consider revenue amounts to be
anything other than revenue amounts.” (Tr. 6387.)

Thiebaud had also explained earlier that ~AT&T
Communications’ revenues are representéd [by AT&T-CH] as net of
access for the purpose of comparability with other units.”

(Tr. 6387.) .- ‘ . '

Since access charges are collected by AT&T Communications

coméahies in message toll rates and then are paséed‘oﬁ‘to-the LECs, ' -

these charges do not remain as a part of revenues retained by AT&T.
Because of the way access charges are treated, there is no more

. logic to including them in revenues or expenses, than it would be
to include taxes in these factors.,

It bas long been the policy and practice of this
Commission to exclude highly variable expense items such as taxes,
depreciation, and uncollectibles in determining the proper expense
factor for the traditional four-factor method of allocating the
headquarters or general office expenses for a multi-district
utility or multistate utility operation.

' Access charges are not consistently applied and are
highly variable from state to state as verified by AT&T=-C’s own
witnesses. Therefore, these access charges should not be included
in‘eitheryrevenue$ or expenses when revenues and expenses are used
as factors for allocating home office expenses. AT&T-CH already
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nets out these charges accordingly and we.pelieve NOMC would be
wise to follow the same practice.

In adopting this position we note that DRA has excluded
not only the access charges from expenses, bhut also revenues.

This results in only two remaining factors for allocating the NOMC
expenses, namely, expenses net of access charges and investment.

' This result seems a little severe. While we generally
disfavor the use of revenues ag an allocation factor, preferring
use  of customers oOr usagé as a betﬁer;proxy of the level of
business conducted by a utility district or the statewide
operations of a multistate utility, a result which leaves only two
factors, when three are used for allocations to other states, does
not seem proper. |

Slnce DRA'’s results are now based on only two factors, it
is necessary to apply sore factor comparable to revenue as a third
factor. Referring to DRA Exhibit 201, page.VII-4, we note that,
AT&T-C’s 1985 usage factoxr of 8.14% is, *By. coxncidence...almost
the same as AI&T—Communications' 1986 révenue factor recomputed to
exclude access charges- ,

Therefore, we will use AT&T-C’s 1985 usage facterxr, which
we prefer, as a substitute for the revenue factor exclusive of
access charges. |

DRA’sS result;ng adjustment for ATST-C’s total California
operations is reduced from $5.2 million to $5.0 million and the
comparable intrastate adjustment will be reduced from $2.1 million
2o $1.953 million [$2.0 million rounded) for the elimination of

_access charges from revenues-and expenses for allocating NOMC
expenses to AT&T=C.. ' )

AT&T-C in its May 31, 1988 comments stated that by
substituting the 1985 usage factor instead of its revenue factor
would exclude private line usage which contrzbutes 9.2% of AT&T-C’s
total ‘California revenues.
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Accepting the inclusion of the private line revenue
percentage with the 1985 usage factor further will reduce DRA’S
adjustment by about $154,000 for total California and $60,000 on’ an
intrastate basis. The overall effect is a total Californmia
adjustunent of $4.846 million ($1.893 million intrastate) [$1.9
million roﬁndedj. This result should not be considered as a move
on our part to adopt revenues in preference to use as a factor but
rather a concern. for not omitting a portion of business actxv;ty in
allocating expenses in this proceeding. -

We also suggest that the usage factox, while in this
specific instance comparable to 1986 revenues, is generxally a
better proxy for consistently determining the level of business
activity fox each: state of a multistate operation than revenues
_which may well ba different from state to state because of
differing rate structures and levels.

" on July 1, 1983, the land and building at 195 Broadway,
New York City, the headquarters location of the AT&T Genexal
Departmehts since 1916, was sold for $93.1 million, resulting in a
net gain of $47.5 million. Subséquentiy, ATLT earned nearly $3.8
million interest on an investment of the proceeds. AT&T credited
$10.4 million to the licensee companies under the license contract
agreement and remitted the remainder to the AT&T Foundation, a
charitable trust funded and controlled by AT&T. DRA recommends a
reapportionment of this gain with 100% going to the licensee
companies. 7The resulting adjustment to'Am&:-c‘on an intrastate.
basis amortized over a three-year periocd would reduce the gross’
revenue requirement by $882,000 annually, for three years.

1. DRA‘’s Pozition ‘

DRA Financial Examiner, James B. Simmons recommended

that, since the Bell'opefating companies had made license contract
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payments, including this building’s costs since 1916, its customers
were entitled to the gain on sale in full.

In&txally'simmons had applied a factor ot 55% to the full
remaining amount, which had not been allocated to the licensee
companies and to California ratepayexs through PT&T and Pacific
Bell in past years. This 55%, as Simmons explained, in response to
the following series of clarification questions, was to reduce this
adjustment for the impact of license contract adjustments by this
Commission over the years.

#Q Now, in your adjustment for the 195
Broadway property, did you take into
account these adjustrents that the
Commission prevxously made for the license
contract == ,

Yes.'

-- and give that weight in your ultimate
adjustments?

. Yes, I did. I used the 1980 level of
effective disallowance to calculate an
allowance factor for the 195 Broadway. and
that computes to 55% allowance factor for
the 195 Broadway.

" #T don’t have historical information going
back to 1918 to show what the effective
equity would be for the effective allowance

- factor. . But I do know that the
disallowances were around 50% in the years
that I raviewed.

”7And, indeed, I £hink we adopted a 50%
disallowance in the ;nterxm decision==in

- the Phase 1 decision in this case, as a
representative disallowance factor. .

So it is your intention, then, that by use
of the 55% factor which you used, that you
recognized the fact that the Commission did
not necessarily make AT&T [whole] for its.
155 Broadway propertxes over the years’

Yes, ‘that is correct; --(Tr. 5932=5934.) -
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Witness Simmens also testified that the 55% factor was
not based on a calculation of the actual allowances and
disallowances which took place over the yearé-subsequent to 1916,
put he felt that ~it is a representative and fair allowance
factor.” (Tr. 5934.)

Aftexr AT&T-C had presentéd its testimony, DRA witness
 Simmons, in rebuttal, revised his study and recomnendation to pass
through 100% of the gain allocable to California ratepayers. He
explained this revised position by stating that both AT&T-C’s 39%
factor and staff’s 55% factor were understated and he now
recommended that 100% of the gain on sale be flowed through for the
benefit of ratepayers. He prepared a new table to support his
position, which he explained as follows: '

»The schedule clearly shows that the California
‘Public Utilities Commission: imposed no
disallowances for the years 1916 through 1948.
There is a two-year period, 1948-1950, during
which the allowed license contract fee was
about .84% of estimated revenues. Then, for
the period 1950 through 1973, this Commission
allowed Pacific a higher amount for license
contract expenses than it actually paid to -
ATET. This resulted from the fact.that
allocated actual ¢costs exceeded the agreed-upon
rate during that period of 1% of adjusted
revenues. Therefore, the Commission’s
adjustment during this period resulted in an
allowance for license contract expense in an
amount greater than the amount actually paid by
Pacific to AT&T.

”D.83162, issued in 1974, d4id not identify
license contract fees as a specific issue. The
next disallowance was made in D.88232 in 1977,
wherein a 13.29% downward adjustment’ was
adopted. This previcus percentage was composed
of 6.04% relating to identifiable investor
related expenses, and a 7.25% ‘unidentifiable’
investor related expenses. The unidentifiable
investor interest percentage was challenged by
Pacific, and the resulting separate
investigation effected a revision to the-
D.88232 adjustment, in D.90362, to reflect a
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38.6% reduction. This was the first thorough
study of license contract charges. Finally, in
D.93367 (198l1), a 57% disallowance was imposed.
Excluding the-Realignment Adjustment, which was
2 one-time unusual item relating to detariffed
items, this disallowance would have been 45%.
This final disallowance would have been in
erfect tarough 1983, when the building was
sold.

*The Team has concluded from these facts that
all of the gain resulting from the disposition
‘of the 195 Broadway headquarters building
should be credited to ratepayers in the current
case, given the fact that this building had an
estimated depreciation book life of 40 years,
and that, at least for 55 years (1918 through
1973), the CPUC allowed nearly 100% of the
billed amount of Pacific’s license contract
expenses. The relatively short peried in which
-this Commission imposed disallowances for
license, contract expenses (1974 though 1983),
would not reduce the ratepayers’ equity
interest in the 195 Broadway headquarters
propexty, because, by this late date, the
building would have been fully depreciated, and
therefore, recovered by AT&T from the
ratepayers.” (Ex. 238, pp. 42=44.)

-

DRA’s recommendation would reduce AT&T-C’s California |
intrastate gross'revenue requirxement by $882,000 each year for
three vears when amortized by an expense reduction as.suggested by
Simmons (Tr. 6921).

In response to a request from the assigned ALJ, S;mmons
prepared an altermative calculation to reduce, on a one-time basis,
the intrastate rate base of ATLT=C by the amount of the similarly
allocated gain. The resulting reduction would be $2,647,000 to
AT&T-C’s intrastate rate base (Tr. 6925 and Simmons’ letter of

November 4, 1987). : '

In its closing br;ef, at page 12, DRA argues that witness
Simmons had noted that the estimated depreclation book life of 195
Broadway was 40 yeers. For at least 55 years AT&T was allowed.
nearly 100% of license contract costs billed to Pacxtlc. The brief
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period of- disallowances by this Commisscion cccurred after the
building was fully depreciated. Thus, AT&T=-C’s arqument that there
were cost underruns in license contract fee recovery is not only '
erroneous, but would overturn historical Commission precedents of
what costs. were and were not appropriatevfor ratemaking purposes.
2. ALSI-C’s Rosition ' . o :
~ Using essentially the same historical description of the
property in question and the same periods of time for discussioen
AT&T-C sets forth a substantially different analysis of this
- proposed adjustment. AT&T-C argues at page 123 of its opening
brief that from 1918 to October 1, 1974, the Bell Systenm Operating
Companies, including PT&T, paid a flat fee to AT&T General
Departments for advice and assistance, pursuant to license
contract. By the very nature of that contractual arrangement,
‘there was no allocation to Bell System Operating Companies of
specific AT&T General Depirtments' expense, such as a return on the
pre-license contract investment in the 195 Broadway property.
However, effective October 1, 1974, the method of payment undexr the
license contract was revised. Each operating company paid an
anount that was equal to its allocated share of specific expenses
incurred by AT4T General Departments. These specific expenses
included a return on investment in property (such as the 195
Broadway land and building) which was employed in performing
1license contract work. - :
Acccrd;ngly; AT&T-C explained, when a d;strlbutlon of the
gain from the sale of 195 Broadway was made in 1983, the Bell
Systenm Operating Companies received payment in proportion to the
period of time (1975-1983) in which they had actually been billed
for a return on investment in the property. The ratio of those
eight years to the 68 years of the: building’s life resulted in the
$10.4 million distribution to the operating companles. The .balance
was remitted to the AE&T'Foundation. R
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AT&T=C contends that this distribution has never been

 cha1lenged_by any recipient of the galn, stockholder, or regulatory
agency. Nevertheless,. the DRA auditors have now questioned this
well-settled transact;on and are requesting a credit to AT&T
expense, in the,test year and beyond, to compensate ratepayers for
perceived inequitable treatment.

- AT&T-C argues that DRA’s recommendation was based on
three critical (and incorrect) assumptions: .

7o That a return on 195 Broadway investment
was included in License Contract
remittances prior to October 19747

That ratepayers of Pacific Telephone and
Telegraph fully reimbursed the costs of the
193 Broadway property from 1918 to 1974;

an

That, if a credit is due tozcilitornia
ratepayers, it should be fully attributed
to ' AT&T/s customers and not shared with
Paclzlc Bell’s customers.”

The staff auditors, as observed by AT&T=-C, szmplv‘made a
statement in the audit report that “ratepayers. funded the entire
costs, including capital and-return on investment...of the General
Departments of AT&T.~

- AR&T=C - azgues that the avxdence does not support this
proposition. AT&T-C witness Conrad J. Ankiel, a District Manager
in AT&T’s Corporate Headquarters' Chief Financial Officer
Department, testified that: '

~“There was no allocation of specific AT&T
expenses to operating companies prior to
October, 1974 under the License Contract method:
of payment in effect at that-time.

Accoxdingly, no allocation of specific gaxns
assocmated with sucn periods was appropriate.”

In additxon, Ank;el testmf;ed ‘that on a national hasis
during the 1950s, 1960s, and early 1970s the General Departments of.
ATLT were not adequately reimbursed for their expenses by the .-
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operating companies. Ar&r-c claims that even though £he. fxgures
prov;ded by ‘Ankiel are national representations, and not.
dispositive of how many dollars Calatorala contributed to this
underrecovery, all operating‘companies paid the same 1% of net
service revenues that contributed to the underrecovery.

AT&T-C then provided various references illustrating that
for test years 1946, 1964, and 1977 there were, desplte DRA’sS
testimony, Commission disallowances for AE&T’S llcense contract
services to PTE&T. '

AT&T also remarked that:

7ps stated in 1977 in Decision 88232, these
investor-related adjustments became
’traditional” in a combined disallowance factor
of 13.29%; these adjustments were in addition
o others that were proposed by Staff. (83 -
. CPUC 149, 199). Accordingly, a review of
Commission precedent dispels PSD’s.
unsupportable notion that California ratepayers .
fully funded License Contract aotivit;es for-
the 1946-1974 period.” .
As to the 1918-1946 period, AT&T-C asserts that DRA failed to
' lntroduce competent ev;dence to support its claim that license
contract: expense was. fully funded.

AT&T-C also argues that if a credat is determlned to be
appropriate, then it should be to the predivestiture ratepayers of
PT&T.. If the Commission determines that some adjustment is
appropriate, no more than one=-half of such an adjustment should be
applied agalnst AT&T’s revenue requirement, and the balance agalns*
Pacific Bell in its next rate proceeding. '

In conclusion, AT&T recommends that the Commission reject
DRA’s adjustment and adopt as reasonable the 1983 disposition of
the gain on sale of the 195 Broadway property. Alternatively, it
some adjustment is deemed appropriate, any credit due to customers

should be »plit between ATET=C and Pacific Bell.
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3. Discussion o

Following issuance of the Audit Report, AT&T-C on
May 5, 1987 filed a Motion to Strike. AT&T~-C argued that DRA’sS
- recommended disallowance to 1586 test year operating expenses
violates the ban on retroactive ratemaking. In support of its
argument, it cited several cases for the proposition that the
Commission is powerless to adopt the auditors’ recommendation for
an event that occurred in 1983 (see, e.qg., Pacific Tel, & Tel., Co.
v Public Util. Comm. (1965) 62 Cal 2d 634, and City of Los Angeles
v _Public Utilities commission (1972) 7 Cal 3d 331) . AT&T-C
maxntaxned that the Commission cannot lawfully alter the results of
operat;ons tinally adopted in D. 85-12-091. (in A.83- 01=022, the last
general rate proceeding) by adopting DRA's recommended ratemakxng
adjustment. ,

In its formal response,. DRA.argued that none of the case
law c;ted by AT&T=-C supports-the proposxt;on that a prospective’
accounting adjustment, such as that recommended here, v1o1ates the
ban on retroactive ratemaklng. .

' Furthermorek assuning arguendo the merits of AT&T-C’s
position, DRA believed AT&T-C was estoﬁped from making a
retroactive ratemaking argument, due to its railure to obtain prior
Commission approval of the 195 Broadway transaction pursuant to PU
Code Section 851, and its failure to bring this transaction to the
Commlssxon's attentlon.durlng the last rate case when the
ratemak;nq 1mp11cations could have been considered on a
contemporary basis. As events ultimately unfolded, the details of
thertfanster were first examined during the audit conducted in _
connection with this test year 1986 proceeding. Considering all
these factors, DRA argued that the Commission should disregaxd the
argument of retroactivity (s:xnzenm:.nﬂes_c.o_.mm (1982)
9 CPUC 197, 207).

On June 16, 1987, the then assigned ALJ denied A&&T-Cfs
motion to strike on the basis that the auditors are not proposing a
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retrospective adjustment to AT&T-C’s pretest year 1986 results of
operations, but rather a prospectlve adjustment to rates adopted -
for test year 1986 premised on Commission review of a 1983
transaction that the Commission did not have the opportunity to
review contemporaneocusly. This is not precisely the question
addressed in RPacific Tel, & Tel, Co., v Public Util. com, (1965) 62

cal 2d 634, or City of Ios Angeles v Public Uilities Commission
(1972) 7 Cal 34 331, which involved questions of the propriety of

refunding portzons of rates prevmously f£ixed by*:ormal, final
Commission findings.

As it later developed, AT&T=-C’s opening and closing
briefs did not dwell at length on the issue of retroactive .
ratemaking. Instead, AT&T-C devoted its more serious discussion to.
what it believed were inaccuracies in the teohnxcal development and |
caleulation of DRA’S adjustment.

For example, AT&T-C noted that prior to 1974 charges
under the license contract were not separated in a' mannexr which
would specify what portion of the payment, if any, was related to
the return on anestment on the 195 Broadway property. AT&T-C also
correctly noted that. PT&T’s ratepayers did not fully reimburse the
costs of the 195 Broadway property, as billed by AT&T-C'to~PT&T
during the periocd 1918 to 1974.

However, given the average percentage disallowance to
PT&T- on license contract billings over the years, we conclude the
picture was neither as bleak as AT&T~C claimed, nor as rosy as DRA
painted. A review of representative decisions from_this peried
does not valxdate either perspectxve. :

AT&T-C’s example of D.41416 dated April 6,

1948 (xrelative to A.28211, PT&T’s first

application aftexr World War II), wherein this

Commission adopted an allowance f£or general

services of AT&T which was about 40% less than

the amount requested for such services by PT&T,
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was unusual. 7This adjustment was much larger
_ than the more usual 13-17% disallowance
recommended by the staff in subsequent
proceedings. .
The reason for this substantial'adjustment
in 1948Awas-that the staff had excluded 13.5%
of the license contract costs at PT&T’s then
present rates. At proposed rates the amount
allowed by staff and adopted by the Commission
did not change. However, since AT&I’s billings
under the license contract were not based on
allocated costs, but rather on a percentage of
revenue basis - when the Commission in
D.41l416 - granted PT&T an increase of
622,455,000, AT&T increased its. b;llmng to PT&T
proportionately as a percentage of the
increased revenue granted by the Commission.
By the same token, DRA’s claim that from
- 1950 to 1973, where allocated expenses exceeded
the 1% license contract fee allowances, the
Commission -authorized the higher costs - was
only true at present historical rates before
any. increase was granted. To check these
results, we need only to refer to the
Commission’s formal file in- A.49142 PT&T's test
year 1967 rate case. '
In that proceeding staff, after various
adjustments, allocated $14,520,000 for General
Sexrvice and Licenses. This was $128,000 more
than PT4T had listed as expenses at present
rates. However, as staff explained in that
proceeding:.

#It should be ncted that the basis of the
staff’s estimate for Ac. €74 is the cost of




services rendered by AT&T while company

estimates of Ac. 674 are based on 1% of
operating revenue (excluding miscellaneous
revenue-and uncollectibles). The

Commission has on many occasions found that

the cost basis rather than the percentage
of revenue basis is proper. For example,
were Pacific’s rate application for $181
nillion increase in revenue granted, its,
payments to AT&T under the license contract
would increase by approximately $1.8
million with no increase in cost to

American.” (Ex. 61, p. 11-6.)

When the Commission issued D.74917 on
November 6, 1968, it granted PT&T a revenue
increase of $50,200,000 (61 CPUC 53, 91)7; AT&T
l;cense contract billing to PI&T would
accord;ngly increase by $502,000 and the so-
called excess‘staff allowance of S128, 000 at -

. present rates was washed out and became a
modest $374,000 disallowance at adopted rates.
This admittedly was a very ‘small disallowance
(about 2%) of the- amount billed by AT&T
(approximately $14,900,000). Thus, DRA’s claim
of excess allowance did not occur as a final
result in D.74917, [or for test year 1970,

D.78851, pp. 339, 340].

- From the zoregoing discussion we conclude that
significant license contract disallowances did occur in 1948 (40%)
and for 1981 through 1983 (57%). However, for othex years the
d;sallowances, when computed, werxe very likely in the range of 13%
to about 17% based on a formula of identified plus unidentified
investor interests; for example, D.67369 issued June 11, 1964
disallowed 16.6% of AT&T’s billed license fee expenses to PT&T.
(caleculated from D.67369, pp- 848-851). In addition, during the
early years before 1929 there is}no record of a disallowance for .
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these services, and there were many other years, such as test yeaf
1967 described above, when the disallowances, if any, were small.

‘ Therefore, on a judgment basis we will reduce DRA’S
proposed adjustment for the gain on sale of the 195 Broadway
building by 25%. This 25% reduction will likely be somewhat
greater than the average disallowances of license contract fees for
the period from 1918 through to the time of sale in 1983. However,
absent a more accurate calculation on a year-by-year basis which
was not provided by either DRA or AT&T-C we are compelled to
approximate this figqure. We believe that the 25% assumed
disallowance exceeds the average actual amount over the years and
thus will sl;ghtly favor AT&T-C.

' In response to AT&'I’-C'S third" request that any adjustment
. be shared wath.Paclflc Bell and applled in. its next rate
proceedzng,,we note that AT&T passed on only 11.8%.0f the gain to
the predivestiture Bell Operating Companies, and we are advised by
*DRA that this amount has already been pﬁssed_thrdugh as a reduction’
in expenses for.Pacific Bell’s customers (Tr. 6928 and 6929).

Since AT&T-C, at its own election, retained full control
over the balance of the gain and neither PT&T nor Pacific Bell ever
obtained preoductive raceipt of these funds, we seriously question
the wisdom of requirzng Pacitic Bell to be turther involved in thxs

matter.

‘Lastly, we will not apply the adjustment as an e.xpense
reduction amortized over three years as recommended by DRA. We
will instead require that ATSET-C place in a memorandum account the
amount of $2,000,000 to be credited to its intrastate rate base.
This 13-based on DRA’s intrastate adjustment of $2,647, 000
(Tr. 6925) reduced by'zs% and rounded to the nearest $100,000 as
consxstently applied herein.

" This adjustment to rate base has the advantage of beznq
entirely prospect;ve and would essent;ally have the same effect as
it would have had if accomplzshed in 1983. One exception is that
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customers of Pacific Bell who today use an IEC other than AT&T-C-
will not share any direct benefit from this gain.

' The rate base treatment of this gain also recognizes that
AT&T-C will continue in business and will utilize newer buildings:
in California which will add investment to rate base offsetting
this one time memorandum adjustment over time. Therefore, this
adjustment resembles as closely as possible a requirement that
ATST-C fold back into its operations a gain on sale of an old
building that was lérgely paid for over time by its customers.

Rate base treatment also tempers the annual revenue’
reguirement to be about one-half that which would result by an
expense adjustment amortized over a three-year period as suggested
by DRA. ' '

DRA should track the revenue meact of thls, and other -
- rate base adjustments determined in this decision, so that
appropr;ate records are ‘available for analysis as the COmmszLon

considers alternative ratemaking opt;ons fox Am&r-c.

. . . . . :

A. ATST Technologies/Western

Historically, Western Electric Company, In¢c. (Westernm)
and PT&T were arms of the same corporate entity in the Bell System.
American Telephone and Telegraph Company (American) controlled both
PT&T and Western through nearly total stock ownership. Weséérn, in
addition to acting as the manufacturing branch of the Bell Systen,
also acted as purchasing agent, supply department, developer,
storekeeper, installer, repairer and salvager. Western had several
wholly owned subsidiaries, including Nassau Smelting and Refining
Company, Inc., Teletypewr;ter Corporation, and Weco Corporat;on.
Bell Labs was owned 50% by Western and 50% by American. Western
was by far the largest manufacturer, installer, and procurer of




A.85=-11-029 ALJ/GA/Jt *

telephone equipment in the United States, accounting for 80% or
more of the total domestic business. PIL&T, like other Bell Systen
companies, made most of its purchases from or through Western undex -
a standard supply contract. The prices3under this contract were
fixed by Western.

' Because of the close affiliation of Western and PT&T,
this Commission regularly adjusted the earnings on sales by Western
€0 PTAT to allow Western no greater return on its investment than
was allowed to PT&T on its utility operations. .

At divestiture Western became AT&T Technologies Inc.
(Technolog;es), and all ties to PT&T and its successor Pacific Bell
were broken as of January 1, 1984. In addition, as part of the
reorganization of AT&T after divestiture, Technologies and several
‘other entities dealing with sales, manuracturlng, and internatieonal.
act1v1ties were combined.

_ Technologies is now a wholly owned subs;diary of AE&T-
Technologzes has three principal lines of business: (1) Components
and Electronic Systems, which manufactures electronic components'
for use by AT&T companies and for sale to~unarfiliatedfcustomors:
(2) Federal Systems, which provides equipment and services to U.S.
Government agencies; and (3) AT&T Network Systems, which
manufactures and sells communications egquipment and services to-
AT&T Communications companies and to unaffiliated communications
companies (principally the former Bell Operating Companies).
Technelegies proVides its products and services in competition with
other major equipment manufacturers, including Northern Telecon,
Stromberyg Carlson, Exicsson, and Siemens. The business
Technologies conducts with AI&T Communications constitutes only
about 10% of Technologies’ total sales and the balance of its sales
are made in the compatitive market.

1. DRA’s Position '

.DRA presented its position on Technologies’ adjustment

through its then Projec* Manager, Kevin Coughlan, who had formerly -
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testified in three separate rate proceedings relative to
predivestiture‘arfiliated transactions of Western/PT&T, recounted
the general history of these studies and adjustments from 1929 to-
the present. He described the Western adjustment as a process of
inputing expense and rate base disallowances for PT&T which would
prevent the parent Am&rlo from earning an excessive profit through
the sales of products by Western to PIT&T. Witness Coughlan
testified that in 1965 and again in 1972 the propriety of the
Western adjustment was brought to the California Supreme Couxt for
review. The court in the first instance held that the adjustment,
#...as the Commission expressly found herein, produces a fair and

reasonable result.” In the 1972 review the court’s opinion was
“gquoted by Coughlan, as follows: o

“Western must be considered part of the utility

enterprise, and its prices should be adjusted

to reflect no greater rate of return on its '

sales to Pacific than Pacific is entitled to

earn on its operations.”

Coughlan also referred to a subsequent Commission order,
D.88232 dated December 13, 1977 in A.55492 in which-the Commission
stated that Western was not guaranteed a minimum return. ‘

Coughlan then described the' principles used for
segregating the assets of PT&T previously purchased from Western
and allocated to Pacific Bell and AT&T~C at the time of '
divestiture. These assets were divided into two parts with the
bulk of the assets going to Pacific Bell, a subsidiary of Pacific
Telesis, and the remainder to AT&T-C, a subsidiary of AT&T. This
division was made, according to Coughlan, under the ”Plan.of
Reorganizatzon’ which: was part of’ the Modzzzed Final Judgment (Ex.
193, 1-5 XPC).

10 At the time- ot divestiture. (December 31, 1983) A&&T owned 100%
of the commen: stock of PT&T and Western.
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Coughlan explained that the portion of Western adjustment
that followed the assets that were allocated to Pacific Bell was
then amortized over a l3-year period from 1984. Since Pacific Bell
had no further ties to ATST. or to Technologies after divestiture,
new assets purchased by Pacific Bell from Technologies would no
longer be subject to an affiliated transaction adjustment.

For AT&T-C, the affiliated relationship continues to
exist. However, purchases of equipment by AT&T-C from Technologies
since divestiture have been small, and about 90% of Technologies
sales have been made to ocutside customers. For this reason,
Coughlan recommended that the adjustment for assets acquired by
AT&T-C at the time of divestiture be amortized over a four-year
period with no additions at this t;me, stating that no material
additions to the Westerm adjustment appear to be merited to date
(Ex. 198, 10 KPC). This staff-recommended.adjustment would, if
adopted reduce AI&T-C's gross revenue requirement by $2.1 mmllmon
(Ex. 243).

For the future Coughlan did not recommend elimination of
the Western adjustment because the corporate ties between
Technologies and AT&T-C continue to exist ‘since both are owned loor
by AT&T. TFor the years 1984-1986 AT&T-C’s construction prog:am was
relatively small put this condition could change in the future.
Therefore, he recommended that the Commission require AT&T-C to
report the following information annually to the DRA and,commission
Advisory:and Compliance Division (CACD):

. a. Annual construction budget.
b. Amount of AT&T-C of California’s purchases,

from Technologies (estimated expense and
plant categories. :

Realized rate of return of Technolegies’
sales to AT&T-C of cal;fornia by line of
business. :

cApital structure of Technologies.
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2. AI&I=C’s Position .

AT&T-C argues that since divestiture AT&T affiliates do a
majority of their business with non-AT&T customers, at prices that
are dictated by competitive market conditions. Also, pursuant to
most-favored-customer agreements, AT&T affiliates (including
AT&T-C) pay no more for affiliate goods and services than any other

~ customer under compaxable conditions. AT&T-C contends that this is
a safeguard upon the use of ratepayer-money by AT&T-C in making
purchases from Technologies, and that DRA’s witness Coughlan
considered that a condition that would favor ratepayers (Tr. 5279).

AT&T~C’s Vice President of Regulatory Matters, Robert B.
Stechert, testified that: :

#, . . AT&T Technologies sells its products and
services in highly competitive markets. To be -
competitive, AT&T Technologies must necessarily -
constrain its return to a reasonable level’
consistent with its business risk and capital
structure as recognized by Mr. Coughlan. The
demands of the marketplace thus ensure that
LAT&T Technologies’ prices to all its customers -
are reasonable. AT&T ‘Communications, which
purchases only-a small part of the output of
AT&T Technoleogies, automatically benefits from
these marketplace constraints. In addition,
AT&T Communications is contractually guaranteed
a "most favored customer” status, which further
ensures optimum pricing benefits in purchases
from ATSLT Technologies.

»Under these post=divestiture conditions,

neither the incentive nor the opportunity
exists for AT&T Communications to subject
California ratepayers to the burden of ”excess”
return through the instrumentality of AT&T
Technologies. Rather, AT&LT Communications’
customers are assured that prices for goods and
services purchased from AT&T Technologies .
reflect a reasonable return.” (Ex. 221, pp. 10
and 11.) . .

AT&T-C further contended that its views were supported by
the Commission’s June 30, 1986 comments filed in FCC Docket 86~11l.

. N
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Stechert believes the Commission indicated in those comments its
belief that the appropriate measures for prices paid by utilities
to affiliates are the market prices those affiliates establish in
providing services in the marketplace generally. Those are the
Prices that AT&T pays its affiliates for their services (Tr. 5993).
AI&T-C‘argues that the Commission can best demonstrate-its faith in
narket prices in the current proceeding by adopting Stechert’s
recommendation to discard affiliated transaction requlation 'for
AT&T because ©f the prevailing marketplace conditions.

AT&T-C alseo claims that, while not agreeing to a
wholesale withdrawal of traditional affiliate return analysis, DRA
Project Manager Coughlan also recognized that conditions have
substantially changed for Technologies, compared to those faced by
Western in the Bell System. Accordingly, AT&T-C contends that, he
testitiedfthat,; different business risk exists for Technolegies
and that a higher rate of return is therefore appropriate (Ex. 198,
p. 10-KPC). \ | L
. In conclusion AT&T-C believes the evidence demonstrates
that the return -of-Technologies was lower than the 12.35%
authorized for AT&T’s Califormia regulated operations in the test
year, and below the 12.7% applicable td 1984 and 1985 results.
Further, if the adjustment is to be phased out, AT&T believes an
ll-year amortization period, which coincides with the Commission’s
treatment of similar plant held by Pacific Bell; should be adopted
in lieu of DRA’s !our—ye&r proposal. AT&T=C alsc asks that it not
be burdened with oppressive reporting requirements, especially for
transactions or individual lines of business.within‘Technoloqies.‘
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3. Discussion
, The Western/Technologies adjustment raises three basic
concerns: the treatment of predivestiture assets purchased from
Western, the 1984 through 1986 AT&T-C purchases from Technologies,
and what level of reporting, if any, should be required to keep the
Commission informed as to.the reasonableness of prices paid by
AT&T-C for the products it purchases from Technologies.

First, with regard to the predivestiture assets which
were purchased by PT&T from Western and allocated to AT&T-C at the
time of divestiture, the assigned ALJ requested that DRA witness
Coughlan prepare a one-page calculation to show the impact on
revenue requiremeht and rate of return ¢f the DRA four-year versus
the AT&T-C ll-year and the adopted Pacific Bell 13-year phase-out
' proposals on a comparable basis (Tr. 5299-5300).

- Coughlan’s calculation is set forth in the following -
tabulation:

-
*
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Western Adjustment
DRA PacBell™ ATET-C
. 4=Yaar 13=Year ll-Year .
Rescription o Amort. = Amext.. Anoxt. ,
(Dollars in Thousands) o B .
_ Western Rate Base ($ 3,788) (S 68,694) (4,132)
Rate of Return | 12.35%  12.52% 12.35%
Net Revenue Requlrement‘ . (468) (8,600) - (510)
Net Revenues | 628 3,194 228 |
Change in Net Revenue = | ' R
. Requirement (1,096). - (11,794) (738)°
Intrastate Rate Base 374,921 10,005,119  ° 374,92).

Incremental Rate of Returm  0.29% 0.12% 0.20%

. Notes: . - o a Lo

1 Pacific Bell data from D.86-03-049.

2 rs1.388 x:qugan_ - [$.738 mi;lion] = [$738,000)

1.8813

.
*
W

AT&T-C Testimeny of Maud E. Thiebaud. (Ex. 229, p- 32.)

O

Net to gross Multipl;er.

A careful review of Coughlan’s calculation and tabulation
reveals that because of AT&T-C’s relatively small intrastate rate
base a four-year amortization of the pred;vestxtu&e Western
adjustment would result in a $1.096 million revenue reduction ($2 1
millien gross revenue reduction, previously discussed), and a .29%
reduction in rate of return.

- The 1l-year phase-out proposal of AT&T~C would moderate
the annual adjustment to $. 738 m;lllon net and $1.4 mzllion gross '

- 02 =
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revenue (rounded) with a .20% reduction in rate of return to AT&T-C
over 11 years. The impact of this adjustment is somewhat larger
than that for Pacific'Béll‘using,a=13-year phase-out of the assets
purchased from Western because of its much larger rate base and
earlier, thus longer (13-year) amortization. ‘

We will adopt the ll-year amortization of the Western
adjustment suggested by AT&T-C for the remaining (predivestiture)
assets purchased-by‘fhe PT&T and segregated to AT&T-C on January 1,
1984. - This treatment will spread the ratepayer benefits over the
useful life of the property involved and will also assure that
ATST-C receives the same treatment for this adjusted property 2as
has«been accorded to Pacific Bell.

Concerning the 1984 to 1986 assets purchased by Am&r—c
fron Technologies, DRA and AT&T-C both agree that no adjustment for
ATLT-C’S pﬁrchases from Technologies during this period be made.

We w111 adopt that recommendation.

with reqard to the tracking of future puxchases by AT&T=C

from ‘Technologies, we will adopt the- annual reporting requirements

recquested by DRA, except for the annual determination of ”“Realized
rate of return of Technologies sales to AT&T-C of Califormia by
line of business.” The balance of the reporting on sales by
Technologies to AT&T-C requested by DRA does not appear to be a
significant burden to AT&T-C and Technologies. Regarding the
realized return on lines of business, we will only require that
ATST-C and Technologies maintain their respective accounting.
records, including such memorandum accounts as necessary, in a
manner which would permit the development of such calculations when
AT&T-C’s intrastate rates are next deﬁerhined. ' o
B. american Trxanstech | ‘
American Transtech is a wholly owned subsidiary of AT&T
'whlch servmces,securitles (stocks and bonds) and provides a varlety
of shareholder—related services foxr AT&T and numercus other )
companies- ‘The work of American Transtech for. Am&r, accord;ng to
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DRA auditors, includes administrative support for the ATS&T
Opportunity Calling Program, including tabulation of call
information, handling customer inquiries, and mailing credit status
reconciliations; direct telemarketing solicitation for selection of
AT&T in equal access areas; preparation of abandened property
reports, data security servigces, including outside storage of
disaster recovery files:; record-keeping functions relating teo
savings plans; and preparation of 1099 tax forms. DRA.poxnted out
that American Transtech also performs marketing, data security, and
employee relocation services for AT&YT Information Systems, and
shareowner services for Corporate Headquarters and the seven
regional holding companies which resulted from divestiture.
American Transtech also maintains bond records, handles stock
transfers, prepares tax inforration reports, and administers bond
calls and maturities for AT&T-CH, according to DRA auvditers (Ex.
201, p. X~7).

Except for certain new services, the work of American

" Transtech for ATLT is essentially the same as that performed by the

Stocks and Bonds Division of AT&T’s Generxal Department prxor to
divestiture. ' ‘
‘ 1. DRA’= Recommendation

The DRA audit team computed the rate ¢f return employed
by American Transtech on work performed for AT&T and found it to be
far in excess of that found reasonable for AT&T-C. Therefore, it
recommended that these carnings be adjusted to achieve a rate of
return equal tTo that authorized by this Commission zor AT&T-C. The
DRA audit team’s recommendation would result in an adjustment of
$217,000 for total California and $100,000 (rounded) for intrastate
operataons.

on short notice, DRA auditor James B. Simmons recommended
that this adjustment be increased (doubled) because of rev1sxons‘
nade in supplemental test;mony and development of a new table

(Ex. 203). -AT&T=-C’S. counsel objected to these last minute changes

v
N .




A.85-11-029 ALJ/GA/3t *

claiming that the information relied on by the staff for these
adjustments‘wes sought and received by staff “...seven .or eight
months prior to the supplemental testimony date.” Then AT&T-C’s
counsel moved to strike this revision and the motion was granted
subject to verification that the DRA auditors had this information
for 45 days or more and, therefore, it could have been incqrporeted
in DRA’s supplement to the audit report or otherwise provided to
AT&T-C at least 10 days before the July 27, 1987 hearings
(Tr. 5452).° Following this exchange DRA confirmed its previously
recommended adjustment of $100,000.

2. ATEI=C’s Position :

AT&T-C argues that no adjustment to the expenses of
 American Transtech is appropriate because its services to ATET
,amount to~about 26% of its business and the remaining 74% 15 with
unaffiliated companies (Ex. 221, pp. 17-18)- AI&T-C,claxms,that.xt,
pays American Transtech prices that are no higher than those paid
by other customers (Tr. 5977).

- AT&T=-C witness Stechert testified that:

ramerican Transtech’s prices: rdr its services to
AT&T are demonstrably reasonabkle. Prior to the
formation of American Transtech, AT&T’s in-
house shareowner sexvices expense was $11.08
per account. In 1986, American Transtech’s
shareowner services price to ATLT was $3.80 per
account =-- constituting a reduction in AT&T’s
shareowner services expense per account of

[ about 66%. .

”More fundamentally, AT&T Communications’
customers are protected by the competitive
marketplace == and by American Transtech’s
beneficial pricing practices -- from.any
likelihood of unreasconable expenses for
shareholder services. The prices charged AT&T
are equal to or less than the prices charged
any of American Transtech’s other customers.”
(Ex. 221’ Ppo 18-19)5 '

Moxeover, AT&T-C argues that, as a practical matter, the
audltors’ recommendation was mooted by the receipt: 1nto evmdence o! o
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American Transtech’s reduced test year 1986 billings to ATST for
shareowner services. As a result of competitive pressures,
American Transtech’s prices for these services in %986 were on
average reduced by 32.4% from 1985 levels, ‘and its return on
investment decreased by 76.3% (Ex. 248; Tr. 5971=-72).

‘ Noting thé-dramatic effects of DRA’s proposed use of 1986
data (a reduction of 93.5%, to approximately $14,000 before
separations), AT&T urges the Commission to reject DRA’s proposed
adjustment and adopt the American Transtech expense incurred in the
test year. -
DRA counters AT&T-C’s argument claiming that AT&T-C’s
analysis (of the 1986 reductions) ignored the fact that the excess
1985 amount of rate of return was included in the test year
estimates and therefore an adjustment was still needed to reflect
excessive 1986 prices paid by ratepayers. DRA further contended
that the existence of excessive returns in the present competitive
environment supports the retention of affiliated transaction
regulation, at least' for the present.

The work performed by American Transtech for AT&T does
not appear to be subject to significant risk. It is service work
that can be planhed~aﬁd carried out on an ongoing basis. It is not
subject to even the pressures associated with manufacturing caused
by material shortages, on the one hand, or overproduction.of
similar equipment by other manufacturers, on the other hand. In
providing shareholder services, American Transtech can establish
realistic and definite work schedules for meeting the needs of its
ATS&T arfiliated customers being reascnably sure that the work will
be needed and performed as scheduled. '

o American. Transtech received nearly $25,000,000 in |
business from AT&T for servicing securities in 1985. AT&T-C has
not persuaded-us.that‘rendéring these services, on an affiliated
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basis, is any more rlsky than the utlllty's lnterLAIA telephone
business. ‘ :

In addition, this Commission and the courts have‘lonq :

held that such services, when provided by an affiliate, should not
enjoy a greater return than that authorized for the utility itseltf
(D.67369 "dated June 11, 1964, Case 7409). The investor related
adjustments made in D.67369 were upheld as reasonable by the
California Supreme Couxt (62 C 2d 634, 662-663).
. . We will adopt DRA’s recommendation of a $100, 000 expense
adjustment for the investor-related services of American Transtech
on AT&T~C’s intrastate operations. '
C. PBell Iabs’ RED . ,

'~ Bell Labs remains the basic research arm of AT&T, as it
was before divestiture, and conducts about $2 billion of R&D each
year. AT&T’s annual budget for R&D and. for “Fundamental Research”
for the AT&T Communications Sector is $289.2 million in test year
1986 (Ex. 201, p. XI-1l). . These funds are used by Bell Labs to
perform Fundamental Research into solid state physics and other
basic sciences, to advance the means by which to comnunicate or
transmit ideas and intelligence. Bell lLabs also carries on applied
research called R&D into integrated and other existing circuit
technology, éelephony; and optics to expand, test, and develop new
methods and products for communication systems. AT&T-C’S :
contribution to this overall R&D effort approaches $26 million per
year for its total California operations (Ex. 201, p. XI-1l).

1. DRA’s Position ‘ .

. DRA witness Maurice F. Crommie analyzed the test year R&D
budget for Bell Labs as allocated to AT&T-C¢s total Calirornia
operations in the amount of $16.5 million foxr R&D, and $5.1 mlllxon
for fundamental research. ($6.9 million and $3.6 million,
respectively, on lts intrastate operations) (Ex. 201, p. XI-l).
From his amalysis Crommie later determined that Bell Labs realized .
$3.6 million or a.retuxn on investment of 16.2% for these services

.
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contrasted with the 12.35% last authorized by this Commission fox
AT&T=C. He then adjusted the $3.6 million of realized return to
$2.7 million to achieve the same return as that authorized for
AT&T=C (12.35%) for test year 1986 as follows:

Return on ATST=C R&D and

(5000°s)

| AT&T-C Exceeds DRA
ATST=C DR2 aneunt __ Percent

$2,546 $1,941 $605. 3124
—1.032 - 787 245 31.1
$3, 5.73l 52,7282 ses0  31.2%
(Source Ex. 202, p. MFC-I) B

Notes:

1 Based on Return on Investment (ROI) of 16.2%.

2 Based on ROIX of 12.35% allowed in Commission D.86=11-079.

Under cross-examination Crommie did agree that the
Research, Development and Demonstration (RD&D)(sic] program would
provide'a direct .benefit to California customers of AT&T-C. He -
also agreed that the blanket 50% disallowance previously applied by .
this Commission to Bell Labs, prior to January 1, 1984,...”"no
longer might be necessary.” He agreed that the conmposite :
allocation factor used to allocate costs of Bell Labs to AT&T-C and
other communications entities was reasonable. He also stated that
he had been informed about one other decision (unspecified as to
what state or communications company involved) where the xate of
return allowed Bell Labs was the same as that allowed to the.
company. I T
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- TORN’s Position ,
TURN did not address the reasonableness of Bell Labs’

¢harges to AT&T-C in ‘Phase II of this proceeding, but in Phase I it

did recommend a full disallowance of the entire amount requested by
AT&T-C for R&D and fundamental research (D.86-11-079 mimec. pp-
120-111). TURN in Phase I argued that the company has the burden
of proving that the projects will be used and useful in a
reasonable timeframe, that AT&T-C has not done so and, therefore,
the entire amount should be disallowed.
3. ATET-C’s Positi

ATST-C axgues that Bell Labs operates in an international
research environment in competition with numerous industrial,
govermnmen=tal, and academic research entities, and that ATST
Communications Sector funds approximately 40% of Bell Labs/
fundamental research and 20% of its R&D work. Bell Labs does
research for the Federal Government, Technologies, and other AT&T
entities. AT&T-C contends that after a thorough review of the
' nature, funding, and benefits of Bell Labs’ work DRA auditor
Crommie found that AT&T’S expense for research performed by Bell
Labs was reasonable and beneficial to ratepayers, except for the
minoxr adjustmeht to the rate of return earmed by Bell Labs.

AI&TQC‘argued against the Commission’s long-standing 50%
expense adjustment for Bell Labs’ R&D which reflected the
predivestiture 50% ownership of Bell lLabs by Western. Since
Technologies now contributes its fair share to Bell Labs’ R&D
efforts, the 50% adjustment is ne longer appropriate. AT&T-C
recounted, at page 103 of its opening brief, that: #As Mr. Crommie
and AT&T witness Stechert agreed, this primary benefit’ test ;s ne
longer applicable as a result of post-divestxture changes in
corporate structure.and funding practices.- : )

ATET=-C witness Stechert had testizied that business risk
should be taken into account: .

#,..The Audit Staff’s proposal to apply a rigid
return-on—xnvestment analysxs to AT&T Bell
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Laboratories expenses is especially :
inappropriate in this proceeding. Essentially,
the Auditors seek to impose for the first time
a Western Electric—like adjustment in the
research area that would constrain an AT&T
Communications affiliate with differing
business risk and financial structure at the
very time the same Audit Staff recognizes that
such an adjustment in the nanufacturing area is
likely to reflect little or no activity:. This
fundamental inconsistency in the Audit Staff’s
recommendations strongly militates against the
proposed disallowance for AT&T Bell
Laboratories expense.

My recommendation is to reject the Auditors’

proposed disallowance. The competitive market

effectively guarantees that ATLT Communications

will continue to pay no more than the

raasonable costs for research work performed by

AT&T Bell Laboratories.” (Ex. 221, pp- 15-17.)

AT&T-C also contended that Crommie agreed that Bell Laks
faces a substantial business risk that is inherent in all research
- activities, that.thg'scientist doas not know, by,deziniiiqn, how a
research activity Qr\experiment will ultimately come out
(Tr. 5685). ) e :

While we agree that the simple 50% disallowance which was
commonly adopted for the R&D efforts of Bell Labs before
divestiture should no longer apply, we are not convinced that,
under the present 100% ownership by AT&T (which also owns 100% of
Technolegies) there is potentially any difference in the real
beneficiaries of the R&D performed by Bell Labs.

‘ It could turn out that Technologies will be the greatest
beneficiary of the Bell Labs’ research in the future, and ,
Technologies’. sales are, at least at the present, predominantly
outside of AT&T. ) A -
L ‘Therefore, the concerns raised by TURN in Phase I of this
proceeding that no proof had been advanced that the research being
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performed by Bell Labs would be used and useful in a reasonable
period of time to the ratepayers of AT&T-C are still valid.

' Wwitness Stechert brought no new evidence to Phase II of this
proceeding to set aside TURN’/s concerns and a:guments. In fact for
its argument AT&T-C appears to have relied uolely on a statemert “‘
made by DRA witness Cromm;e in response to a question from AE&T-C'
counsel, that he agreed that there will be a direct benefit to
California customers of AT&T-C as a result of the expenditures for
research and development (Txr. 5647-5648).

DRA’s current audit study and treatment of the allowable
funding of Bell Labs are a significant departure from the more
traditional disallowance of allocated costs. for a sizeable portion
of the Bell Labs’ effort. DRA’s current analysis and -
recommendations ror-Bell:Labs"expenses are also different from its
analyses of energy utilities’ research, design, and development
expenses. For those expenses DRA performs a program-by-program
analysis and then advances recommendations to disallow those

prograns or activities which are not llkely to be, or become, used .

and useful to ratepayers in the near future. An example of DRA'’s
more specific analysis of energy utilities’ research, design, and
development activities can be noted by reviewing the discussion at
pages 83-90 of D.87=-12=066 issued December 22, 1987 in Southern,
california Edison Company’s.test year 1988 general rate case.

In response to TURN“s Phase I concerns, we hereby place
AT&T-C on notice that we will expect, in any future rate proceeding

or investigation, a more detailed and affirmative showing by AT&T-C

that the R&D efforts of Bell Labs are or will be beneficial to
AT&T-C’s customers and will be used and useful in a reasonable
period of time. We will also expect AT&T-C to address our
concerns, that-Technologies with about 90% of its sales to outside
markets will be the predom;nant bene:icmary-or this overall R&D -
effort. :
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While we agree with DRA witness Crommie that it is often -
impossible to predict the outcome of R&D activities, and that poses
the risk of uncertainty, such risk is clearly different from
business risk.

There is no record that would suggest that Bell rLabs will
not be compensated for any failing projects. Absent such evidence,
it follows that Bell Labs will receive income equal to its
established budget, regardless:or the outcome of its R&D projects.
Thus, Bell Labs’ R&D efforts have less business risk, if any, than
AT&T-C itself would incur in its lntrastate utility |
telecommunications operations.

Based on this discussion DRA’s recommended nodest
adjustment, to allow Bell Labs to earn the same return on its
_ investment for R&D activities as was authorized for AT&T-C, is the
ninimum reasonable adjustment we should consider. We will
therefore reduce AT&T-C’s total California expenses by $900,000 and
its intrastate expenses by $3oo 000 (rounded) as reccmmended by
DRA. " . .

X. Marketing — Use of 1985 v 1984
___As a Base For Test Year

»

Marketing may be defined for the purposes of this
proceeding as,the.aggregate-ot functions involved in transferring
goods and services from producer or supplier ([in this case, AT&T
and AT&T-C] to consumex ([in this case, a consumer of interexchange
long distance telecommunications services).

In D.86=11-079 the Commission adopted $126, 623 000 as
reasonable commercial expenses for test year 1986,.consisting of
$22,393,000 for advertising and $104,230,000 for marketing
activities en a total California basis. In AT&T-C’s. appl;catlon
for rehearing of pe86-11#079,<it reqﬁested that the Commission.
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substitute 19385 in lieu of 1984 as the baseline year for
calculating- the appropriate marketing.exﬁenses‘:or test year 1986.

The Commission, by D.87<04-041 dated April 8, 1987, did.
grant limited rehearing on this remaining marketing issue based on
the following discussion in that order: _ .

#_..for reasons of equity, we have decided o
allow AT&T-C to present argument, based on the
existing record, on the question of whether
1985 is a more appropriate year than 1984 to
begin our determination of allowable marketing
expenses for test year 1986.  We caution AT&T-C
that the limited rehearing we grant on this
issue is solely for the purpose of allowing the
parties to address the above question, and to
receive into evidence figures describing
specific 1985 expenditures. During this
rehearing, we will not allow any additional
testimony concerning justification of those orx
any other expenses, nor will we -allow
additional testimony on any .other
marketing/advertising-related issue. Our focus
now should be the OIX. To ensure that Phase II
of this proceeding is not prolonged any more
than is absolutely necessary to give AT&T-C its
day in court on this issue, we will limit
AT&T=C’s showing to one hearing day, and the
PSD’s and TURN‘s showings to one-half day each.

*We note that by granting this limited
rehearing, we are not implying any preconceived
commitment t¢o moving to a 1985 base. In making
the ultimate decision, we will weigh AT&T-C’s
new 1985 evidence against the existing state of
the record on the cost~justification question,
reflected. in Findings 24 and 26 of D.86-11-079,
as modified below. Such a balancing of
equities is crucial to reaching a decision |,
which is fair to both AT&T-C and its California

ratepayers.” -(D.87-04-041, mimeo. pp- 2 and

1. DRA’s Position
DRA did not recommend that 1985 be used as a base year

for marketing, claiming there was no evidence presented by AT&T-C
to show that 1985 provided a better year than 1984 for purposes of

- 103 -
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estimating 1986 marketing expenses. DRA arqued that its analysis
of 1985 pointed to the opposite conclusion and major adjustments
would be necessary to 1985 expenses should this be used as the

' representative or normal year.

DRA’s Financial Examiner Francis Fok testified that three
significant adjustments would need to be made to AT&T-C’s booked
nunber. fox 1985, prmor to using 1t for ratemaklng purposes- He\
then itemized these adjustments as "follows: B

”a. Equal Access;
b. Billing and COllectlon. and _
c. Force Reductxon Expenses.” (Ex. 246, p. 3.)

Fok expla;ned the need for these adjustment as follows:

7Equal Access stemmed from the Modified Final
Judgement of the AT&T divestiture proceeding.
All telephone customers were to select a long
distance telephone ‘company as their primary
provzder. Access to such selected provider’s
service was to be automatic (i.e. not having to
dial a long access code). Cutovers primarily
took place in 1985 ‘and 1986. After being
cutover, customers who wish to switch to
another long distance company will have to pay
a service fee to their local exchange telephone
conmpany.” (Ex. 246, p. 3.)

Fok determ;ned that AT&T=-C expended significent suns of
money to promote subscription of customers in order to maintain
and/or expand its market share, and the audit team recommended that
such expenditures for equal access be excluded for ratemaking
purposes because: Expenses to maintain or increase the company’s
market share in the face of competition had not been considered

‘appropriate by.this.Commission, and this promoticonal program was a

non-recurring, unusual, and significant event over and above a
reqular. marketing effort in a normal year. TFok opined that the
unusual nature of these (equal access). expenses made them
unsultable for inclusion in ongoing rates developed for a: test year_
CEx 246 p- 4). . ' ‘
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Fok also explained the rationale for his billing and
collection adjustment as being consistent with the deferral and -
capitalization of billing and collection developmental costs by DRA
witness Simmons (Ex. 246, p. 4)-. ' |

Regarding his force reduction expense adjustment, Fok
explained that those are expenses associated with early retirement
incentives, severance payments, and employee relocation expenses '
incurred in AT&T-C’s attempts to reduce its operating costs. He
believed that the benefit of such a large scale reduction extends
beyond the year in which these foxce reduction costs were 1ncurred
(Ex. 246, p. 5).

Using the 1985 recerded base amount w:th these
adjustments, including a three-year amortization of employee force
reduction expen;es, DRA arrived at. a 1986 marketing expense
allowance of $86.89 million which was lower than the booked 1984
marketing expense amount of $96.460 million and $17.34 million
~ lower than the $104.230 million already adopted for test year 1986
by the CommisSLOn in Phase I (Ex. 246, Appendix B and D.86=-11-079,
p. 90).

DRA argues that the booked 1985 marketing expenses
without these adjustments, for equal access, capitalized billing
and collection and three-year amortization of employee force.
reduction expenses, would reflect marketing expenses at their
highest in this three-year period. A peak year is not su;table as
a representative year (DRA Op. Bx., p. 32).

As a further argument against a higher marketing base,
DRA.challenged AI&T-C'S claim for the need of added marketing
activities to cover the con:inu;ng customer change of carrier
selection.. DRA stated that:

#On. December 7, 1987, AT&T-C distributed a
response to an ALJ request for further
information on the alleged 20% ‘churn’ rate to
which AT&T-C w:tness, Mr. Fuller, testified.
The ‘churn’ rate is the continuing customer
change of carrler atter the initial selection
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process is over. AT&T-C’s response provided
support for a rate of 8.8%. Testimony that the
rate is 20% was not substantiated. It may ke
that some degree of ‘churn’ will always be
present after the equal accaess cutover.
However, staff would expect all carriers to
address retaining customers, as well as wooing
new customers, in normal marketing strategies
without additional costs. Whatever the churn
rate may be in 1986 and future years, the scope
and size of customer selection in 1985 and early
1986 would not reoccur.” (Op. Br., p. 31.)

DRA thereby concluded that 1984, rather than 1985, was a
more representative base year for determination of reasénable_
nmarketing expenses for AT&T-C in test year 1986.

2. TURN’S Positi | ‘

TURN appeared in Phase IX, and brought back Josepth.
Therrien, Vice President of Marketihg Communications of Winston
Managehent, Inc., as its witness on thermarkating issue. Therrien
had testified on the marketing issue for TURN in Phase I of this
. proceeding and contributed effectively to the record on the
marketing issue at that time. On the question of substitution of
1985 for 1984 as a base for estimating, Therrien testified as
follows: ' '

7As far as I can, see, ATLT is trying to
substitute one set of hollow, unjustified
figures for another. All we can say for
certain about the 1985 number is that it’s
higher than the 1984 number. It suffers from
2ll the same infirmities I discussed in my
initial testimony:

7rirst, there has still been no effort to
disaggregate this figure to show that any or
all of the programs or activities it covers are
beneficial or cost—-effective. While I
recognize that the Commission has restricted
the introduction of background information that
night justify 1985 expenditures, it seems clear
from the cross-examination and ALJ examination
of AT&T witness Thiebaud that the utility still
does not prepare these-basic analyses. For
example, AT&T cannot distinguish costs of

- 106 =
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servicing existing customers from those of
marketing for new ones (See generally Tr. Vol.
54, at 6642-6678). ATLT-C still hasn’t '
just;f;ed one cent of the $60.5 m;ll;on they
claim to have spent in 1985.

Moxe broadly, AT&T-C has never justified their
astronomical marketing and advertising
expenditures =-- for 1984, 1985 or any year --=
which all seem directed toward maintaining the
utility’s 80+ percent market share. Vormally,
the client for advertising and marketing.
services would demand extensive justification
for such expenditures. Yet California
ratepayers are being asked to sustain
expenditures for marketing and advertising that
have never been 3ustx£1ed to anyone, and seenm
far too high. In my opinion these costs are
better borne by ATLIT’s shareholders.

#Pinally, the utility ltself has denied that

1985 was a business-as-usual year, that

otherwise might have been, claimed as a more’
secure baseline than the tumultuous first year
after divestiture. Instead, AT&T points out ..
that marketingnapproaches-nnd organizations are .
still undergoing major changes -- the take-back

of bllllng and collection is a major example

that is continuing in 1987 and: beyond...

(Ex- 247' pp- 3 &nd 4-) "

Therrien c¢ontinued by stat;ng that'

#Just because AT&T spent the money doesn't make
it reasonable. In fact, huge increases for
poorly-defined projects all but quarantee that
the money would have been poorly spent.”

(Ex. 247, p. 4.)

Then he concluded his testimony with the following
recommendation to the Commission:

#AT&T has provided nothxng to indicate that 1985
repraesented a post-divestiture business-as-
usual baseline, nor that any part of the
spending in that year was cost-justified by the
utility’s management. Under these
circumstances, the Commission has no basis for
substituting a 1985 base. for the 1984 hase
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geyeloped in D. 86-11—079 ” (Ex. 247, pp. 4 and

TURN in its brief emphasized that no showing had been .
made by AT&T-C, that the expenditures were necessary to maintain ox
expand the utility’s 80% market share. TURN argues that AT&T-C has
met no reasonable standard of proof regarding its marketing kulget..

TURN’s counsel concluded by arguing that, while the over-
generous budget’ adopted in (D.86-11-079) has become final, the
Compmission can still affirm its responsibility by refusing to
substitute AT&T-C’s unsupported 1985 data as a basis for 1986
expenditures. TURN recommends that the Commission issue a finding
that this new data is unusable, and direct ATST-C to produce better
justifications in its next proceeding (Brief at p. 3).

. 3. ATET=C’s Position
"AE&T-C; in its opening brier at‘pages 52-54, stated that
in its Phase I order, the Commission made an interim award of

$104.2 million on a total California basis, resultlng in a $44.7
million marketing expense allowance on an intrastate basis. AT&T-C
calls attention to the fact that the Commission used an unadjusted
1984 baseline plus a consumer price index (CPI) inflation factor in
axriving at its test year marketing expense allowance (D.86-11-079,
Pp. 90-91).

_ _ AT&T=C argues that, in its application for rehearing of
the interim decision, AT&T requested the Commission to substxtgte
1585 as the baseline year for its calculation of a final award for
marketing expense. AT&T believes that it showed that the Phase I
recoxd evidence--particularly the undisputed'tespimony of Mr. Zemke
of the Marketing Regional Vice President Staff--demonstrated that,
of the two years, 1985 was far more representative of 1986
conditions.. The company’s first year of operations was 1984.
ATST-C also-alleges that at the beginning of 1934, PT&T had not |
assigned a stand-alone sales force or adequate information systems'
to AT&T at divestiture, AT4T had not developed its own. customer
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service capabilities, and the first carrier selection activities
associated with the deployment of equal access were still months
away. As 1984 passed, AT&T claims that it gradually built up its
sales force and support systems, deployed‘its_first'accounﬁ-inquiry
and servic¢e orxder entry work centers, and began to contend with the
difficult competitive challenges imherent in caxxiex selection.
AT&T-C argues. that all of these activities were reasonable and
necessary to meet customer needs. The critical fact, it says,'is
that these act;vrtles were implemented gradually, and often late,
in the year:; because thase expenses were for only a partial year,
the use of actual 1984 expense as a baseline severely understates
full year’s worth of expense for these functions.

By contrast, AT&T-C argues that the 1985 expense was
comprised of the true annual expense of activities started in 1984,
‘together with increases Ln force and facilities due to the :urther
deployment of customer servzce work centers and management ]
1n£orm§tion systems, and due to the Fee’s mld-year alteration of
the allocation procedures for so-called ~default” customers. These
customer support functions and market conditions continued through
1985 and 1986. Accordingly, 1985 should be substituted for 1984 in
the Commission’s methodology.

In its application for rehearing, AT&T estimated that
the 1935-plus-1n£lat;on award would be $139.8 million, on a total
California basis, or $61.0 million intrastate. Because no party
had addressed 1985 actual marketing expense exclusive of.
advertising, there was no Phase I record support for AT&T’s
estimate. In D.87-04-04), the Commission granted a narrowly
focused rehearing limited, AT&T-C contends, to receiving into
evidence AT&T’s 1985 booked marketing expense. In Phase II, AT&T
believes it has shown, with DRA’s concurrence, that its intrastate
marketing expense was $60.512 million in 1985 and that $62.69
n;llion is the award that would result trcm use of an unadjusted
1985—plus-1n£latxon methodoloqy.
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While other AT&T witnesses brierly’discussed marketing
issues, Mike D. Fuller, Revenue Support Manager of AT&T’s Western
Region Marketing Office, and Controller Maud E. Thiebaud testified
in suppert of its position that 1985 was a more representative
baseline than 1984 for a test year 1986 marketing allowance.
Fuller disagreed with DRA witness Fok that carrier selection was a
~non-recurring, unusual, and significant event over and above the
regular marketing program.” Fuller instead opined that carrier
selection did not end in 1985 but “continues each time service is
ordered, expanded, changed, or moved” (Ex- 245, pp. 2 and 3).
Fuller concluded.

#To be competitive in the california-

. marketplace, carriers must maintain ongoing

programs which provide useful information to
. customers and facilitate the selection of their

long distance carrier. Because customers have -

the freedom and the power-to change their

carrier of cheoice whenever theay wish, routmne

and vigorous marketing to these customers is

now a permanent condition in the competitive

interexchange market.” (Ex. 245, p. 5.)

On cross—examination, Fuller explained that, in addition
to all the activity associated with the normal 2additions and’
deletions of lines, AT&T-C would also experience a large customer
reselection of IECs after equal access. He called this reselection
#churn” and estimated it to be 20% over an unspecified period of
time. DRA‘s counsel and the assigned ALY questioned the 20% figure
and asked Fuller to verify it and over what period it occurred
(Tr. 7037=7044) .

© After further review by Fuller, AT&T-C responded by
letter on December 7, 1987, to the ALY, that the ”“churn” rate was
greater than 8.8% for the pefiod of Qctober 1984 through September
1987. For the first nine months of 1987 the verifiable churn rate
- was- approxlmately 3.2%, and in a separate-workpaper, provided by
Pacific Bell to AI&T-C an estimate of 4 8% churn was made for theu'
full year 1987.
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Fuller was also questioned about AT&T’s marketing
practices before and after initial carrier selection. Fuller
‘responded as follows:

. « . If your question is did we send reballot
mail pieces and telemarketing to people that
already selected us, no. That’s an irritatien
to the customer, so we did not do that.

#TIL the question.is‘do we have other activities
that continue to focus us as the favorable
vendor, as perhaps a mail piece that informs
them of other services that have been offered
or a rate reduction that now allows them better
use of their monthly phone bills, we continue
to do those kinds ¢of things, and to us that’
also carrier selection-related behavxor.” (Tx.
7050-7051.) ‘

Fuller was also asked how many direct mail pieces were
sent to California in 1986. He responded in Ex. 252 as follows:

~Approximately 5.8 million carrier selection

. letters were mailed to Californians in 1986,
“including 1.6 million acknowledgement and
confirmation notices following selection. The
average cost per item including postage was 40
cents for the residential mailings- and 69 cents
for busmness mazllngs.

Thiebaud and Fuller were questioned on what advantages
the large number of AT&T-C’s smaller customers could expect to gain
by a 5% to 10% saving (25¢ to $l1) on AT&T-C’ s monthly bills of $5
to $10 or less, when LEC conversion charges and other costs would
offset the savings of switching for a year or more. Fuller
responded that to attract AT&T-C’s customers, other IECs were
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willing to reimburse potential customers ror the LEC’s carrier
conversion charge of $5. 26.*%

Thiebaud had earlier presented testimony confirming
AT&T~C’s recorded 1985-ma:keting expense of $138.9 million on a
total California basis and $60.5 million on an intrastate basis
(Ex. 229, p. 36 and ExX. 244, pP. 5).

Thiebaud then recommended that the Commission totally
reject DRA witness Fok’s recommendations for reductions of the 1985
baseline amount. She opined that DRA had not challenged the
accuracy of the recorded amounts and she recommended their adoption
as the 1985 baseline. Accordingly, usiﬁg the addition of an

1l EHe provlded two wrltten examples of such offers as part of Ex.
252, and explained that: '

. | #In addition to the attached examples, the

following . interexchange carriers were surveyed .
oy telephone on- October 12, 1987

"Allnet .
Execulines, Inc.
MCI :

Starnet

Us ‘Sprint

Western Union

#Each of these interexchange carriers offered to
reimburse the $5.26 conversion charge, and one,
Allnet, offered an additional $5.26
reimbursement to convert back to the original
carrier if a customer was dissatisfied with
Allnet’s sexvice.

¥Considering the direct mail examples, the
telephone survey results, and the fact that
Pacific Bell and General Telephone provide at
least one free carrier change in the first 180
days following central office conversion, the
$5.26 conversion charge is not an effective
impediment to customers interested in trying .
new interexchange carriers.” (Ex. 252, p. 2.)
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inflation factor, as the Commission had done in D.86-11-079, she
reconmended adoptionAQI $143.9 million on a total California basis
and $62.7 million on an intrastate basis as AT&T-C’s allowance for
l986~market1ng expenses (Ex. 244, p. 5).

Under cross~examination Thiebaud did agree that once
carrier selection had been made, there were likely a significant
number of customers who were neither moving nor dissatisfied with
their carriex and “we probably don’t have to worry about them.”
‘However, she deferred to Fuller questions on how AT&T-C dealt with.
customers who, for whatever reasons, would have to reselect a

carrier (Tr. 7000-7001) .

_ Thiebaud did con:xrm that 7by about September 1986, a
large majority of equal access had been completed. We still are in
the process of going through the equal access conversion.” (Tr.
7005.) . In addition, AT&T-C did not present any evidence that it
was losing signiricant'nuhbers of customers to other IECs,
erespective of the other IECs’ offers to cover the reselectlon

charges imposed by the LECSs.

Notwithstanding the concesszons of Fuller and Thiebaud,
AT&T~C argued: that Fok’s ad:ustments to the 1985‘basel;ne figure
were inappropriate; that Fok’s billing and collection adjustment
would be mooted by the decision on 1986 audit adjustment; that
carrier selection activities were similar for both 1985 and 1986:
and that customers were perennially free to reselect primary IECs
and, any many did so. AT&T-C also argued that 19385 and 1986 were
very sinilar years reflecting wvery similar marketing requirements
(AT&T-C Op. Br., pp. 55 and 56). :

Finally, AT&T-C argued against Fok’s proposed adjustments
for force reduction expenses on the grounds that such reductions in
force “in 1985 were routine and ordlnary, rather than being of the
*large scale’ percelved by Mr. Fok.” AT&T-C also pointed to
Thiebaud’s testimony that the average number of employees ih‘the
marketing=department'wes approximately equal in 1985 and 1986 and
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that salary expense for all groubs, whose costs were assigned to
maxketing, increased from 1985 to 1986. :

AT&T~C then urged that the Commission reject all proposed
adjustments to 1985 marketing expense in its determ:nat;on of the
test year marketing award (Op. Br., p. 67).

In its closing brief AT&T-C renewed its arguments against
DRA’s proposed adjustments, and also challenged TURN‘s witness
Therrien. AT&Y-C argued that Thexxrien’s career exper;ence was ;n
advertising, not marketing, and advertising was. not an xssue in
Phase IX. AT&T-C also contended that during the two years of
litigating this proceeding Therrien never reviewed any of its
marketing department’s extensive confidential business records ox
data, never requested to visit any AT&T work center, and never
Lnterv1ewed a single marketing represen:at;ve of AT&T.

Simply put, AT&T-C argues, Therrien was uninformed on the
specifics of AT&T’s marketing operations and failed to recogn;ze
the deployment and growth in customer.service and support. zunct;ons
that required budget. increases over the 1984 level (Cl. Br.,

PP. 20-21). -

4. Discussion

" In AT&T-C’s 1984 test yvear proceeding, the Commission

cons;dered AT&T-C’s budget request for combined narketing and
advertising of $182,050,000 representing approximately $13.50 for
each of the then roughly estimatgd 13.5 million access lines. It
also considered its staff’s recommended combined marketing and
advertising allowance of $53,000,000.repiesenting_about_$3.93 per
- access line. In D.84=-06-111 the Commission determined that:

”...the staff’s proposed allowance of .
$53,000,000 for advertising and marketmng,
wh;le only 29% of AT&T-C’s $182,050,000, would
still provide for expenditure 1n.1984 the not
inconsiderxrable sum of $3.93 for each of the
state’s 13.5 nillion access lines. Recognizing
the unusual circumstances faced by AT&T-C in
establishing itself in the newly competitive
rield of interLAmA communications the
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Commission finds, by exercxsing its. expertzse

and judgment, that $5 per access line, or’
- $67,500,000, for total California AT&T-C

mr)cetmg and- advertising, is a reasonable

allowance for advertising and marketing expense

‘combined.” (D.84-06-111, mimeo. p. 96.) .

In Phase I of this application the Commission had before
it AT&T-C’s combined marketing and advertising budget request of
$200,856,000 for test year 1986. In Phase I, DRA recommended
combiped allowance of $89,623,000 for marketing and advertising
based on disallowance of ‘corporate advertising and a reduction of
50% of all other advertising. On the marketing side DRA
established a range using the divested amount of marketing expense
of $38 million for 1984 as the lower end and the actual $96.5
million maxketing expense for 1984 as the upper end and then
dividinglthe sum by two. By this calculation DRA would allow
$67.230 million for marketing expenses. : :

‘ _ In Phase.I, TURN presented evidence critical of DRA. being
too favorable to the company, claiming that DRA began with the
assumption of some validity of the company’s requested 1986

" figures, in the absence of any justification by the company. TURN’

_ believed that the company did not justify $22'million of
advertising or for the $96 million of marketing expenses. TURN
stated its prezerred approach was to begln with the divested '
anounts for advertising of $11,010,000 and $38,000,000 for
marketing, and escalate those figures by the media inflation level
for advertising and the CPI for marketing. The resulting TURN
recommendation for test year l986“aévertising expense allowance was
$12,973 000 and for marketlng was $41,060,000 for a total of
$54,033,000. TURN also offered two .alternatives using the 1984
staff’s recommended 1evel of $53 million adjusted for inflation to
arrive at the first alternate of $58,734,000 and the Commission
adopted 1984 level or $67 500 ooo ;n:lated to $79 533,000 using the
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medxa inflation factor and inflated to $72,937,000 uszng the CPI
Lnrlat;on factor, as. addltzonal alternatives.

In adopting a level for 1986 in D.86-11-079 at page 87
(mimeo.), the Commission stated thats:

AT&T=C’s request of $200.9 million represents
more than a'200% increase over the $67.5
million awarded in our 1984 decision on a
combined basis. This is obviously far more
than the rate of inflation experienced during

“the intervening years. However, AT&T=-C has
never accepted the 1984 disallowances in this
expense categoxy (totaling $114.5 million) and
has been spending in excess of the amounts
authorized, thus opting to require its
shareholders to absordb these excess amounts.”

The CQmm1s310n also expressed concern.relatlve to the
ratepayer benefit of thls marketing and advert;smnq activity -
stating:

7AT&T-C has expended cons;derable effort in this
_ case to explain the organizational structure of
| . its marketing budget process, and the

competitive environment of the 1986 marketplace
in which it operates. It has provided
substantially moxe information in this
proceeding than it provided in 1984. However,
sheexr numbers of witnesses and copious amounts
of information, while helpful and preferable to
a paucity of-information, do not automatically
mean that an applicant has met its burden of
proving that the amounts it requests are
reasonable. This is especially true where
disturbing questions exist about the magnitude
of the level it requests in these expense
categories. = This question really goes to
whether and how the levels of advertising and
marketing AT&T-C proposes to pass on to

California ratepayers actually benefit the
latter...”

L2 A
#One of the very real dilemmas we face is
attempting to gauge how much California
ratepayers should be required to pay to be
persuaded to remain with AT&T-C in this equal
access environmment. We believe that we have a
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responsibility to ensure that California
ratepayers do not shoulder an inappropriate
level of costs in order to allow AT&T-C to wage
its all-out battle with the competition.  We
see no benefits to ratepayers in allowing this
to happen by giving AT&T-C virtual carte
blanche in this area. We must set some limits,
given our established ratemaking policies on
the commercial expense area, and their focus on
a demonstration of ratepayer benefits.
Therefore, we must reject AT&T-C’s $200.9
million request, because we believe it is
unreasonable to require California ratepayers
to bear the costs of this excessive amount.”
(D. 86-11~o79, m;meo. PpP- 87, 89.)

Following the ‘above discussion the COmmxssmon made the
:ollow;ng determination:

#For purposes of establishing a reasonable
commercial expense, we will use the amount of
$126,623,000. This amount consists of
allowances of $22,393,000 for advertising and
$104,230,000 for marketing, derived as follows:

#a. We use PSD’s recommendation of $22.393
million for advertising, given the fact
‘that it is based on PSD’s review of
AT&T=C’s 1986 request, coupled with the
application by PSD of this Commission’s
recognized ratemaking policies, to
disallow institutional advertising.
PSD’s adjustment of 50% is appropriate
given the fact that much of AT&T-C’s
advertising request does have the effect
of institutional advertising. (See TURN
Opening Brief, pp-36-38.)

For the marketing component, we use as a
starting point the $96.460 million
actually spent by AT&T in 1984. We
recognize that this amount is in excess
of the amount authorized in 1984
(remembering that the $67.5 million is a
combined figqure for marketing and
advertising), but we believe it provides
a good starting point because presumably
it represents a de facto sharing of
these dollars between the ratepayers and
shareholders.
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We adiust this $96.460 million starting
poant to account for the rate of
inflation in intervening years; in
accordance with TURN’s recommendation in
this case the adjustment is 4.3% CPI
inflation for 1984 and 3.6% for 1935
(see Exhibit 122 footnote 1).

Applying these adjustments, we arrive at
a marketing expense allowance of
$104,230,000 on a total California
basmsm (D.86=11-079, mimeo. p. 90.)
The advertising allowance is not an issue in Phase II.
However, to place the overall amount on a comparable basis with the
1984 award for combined marketing and advertising of $5.00 per
access line, the $126,623,000 represents over $8.90 per’ access
line, assuming a 5% increase in the 13.5 million access lines from .
1984 to 1986, for an-assumed 1l4.2 mill:.on12 access lines for 1986.
In D.87-04-o41, we granted limited rehearing on the
narrow issue of “...whether 1985 is a nore appropriate Year than .
‘1984 to begin our determination of allowable marketing expenses for .
est year 1986.”7 (supra.) J
. On this poznt DRA and TURN presented addxt;onal ev;dence
to buttress the 1984 base (of $96,460,000) as the appropriate base
 year; on the basis of their studies, with increases for inflation,
these parties mainfain,that the Commission in D.86~11-079 has

12 This 14.2 million assumed number of access lines for 1986 is
based on the 13.5 million access line number used in D.84-06-111
increased by 5% and rounded up. This figure appears reasonable
when compared with the total number of recorded end-of-year
customers of all California local exchange telephone companies, as
reported in their 1986 annual reports to this Commission. That '
total is 13,548, 753.
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already adopted a more than adequate marketxng allowance of
$104,230,000 for 1986.

DRA would not use the composite recorded 1985 amount of
$138.9% million and merely allocate it to Califormiar; however, if
the 1985 amount is used, DRA would make adjustments as_deséribed
earlier, and arrive at a 1986 allocated and adjusted amount of
$86.89 million as its recommended allowance for the test year. 0f
course, this result is a marketing allowance for the test year that
is $17.34 million less than that already adopted in Phase I.
(supra.) . :

AT&T=C’s position remained that the 1985 recorded and
unadjusted amount allocated to California of $138.9 millien should
~ be inckeased for inflation to $143.9 million and adopted as its
marketing allowance for the test year. However, as DRA asserted in
its brief, the use of 1985 marketing expenses without adjustment
would reflect marketing expenses at their b.:.ghest13 in this three-~
year period [1984-1987] (Op- Br. 32 and Ex. 246, pp. 6~7). ’

'As is evident from this background and from our Phase I
decision, we have been uncomfortable all along with the record that
has been developed on marketing expenses. our decision that
authorized the use of intlatxon—adjusted 1984 actual data was a -
compromise based on the lack of a complete and appropriate

rationale from either TURN or from AT&T-C, the two parties whose
showings we found most prébative-

| We would have preferred to utilize TURN‘s methodology
exclusively, for its witness Therrien proved the most credible on
this issue. ' Nevertheless, we were forced to f£ind a more reasonable
starting point for marketing expenses than was presented by TURN.

13 While AT&T-C’s. overall recorded 1986 marketing expenses were
higher than in 1985, AT&T-C’s marketing force counts began a ..
decisively downward trend after reaching a plateau in m;d—lsae
(Ex. 246, p. 7 and Appendix C).
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We axe now faced with arguments in equity regarding the
suitable base year. Ideally, we would have determined the:
reasonableness of a particular representative base year and 'then
inflated it as Therrien suggested. However, the public policy and
market structure upheavals that AT&T-C faced from 1984 to 1986 all
influenced marketing expenses directly. We agree that 1984 was 2
start#up‘ye;r for the new AT&T-C’s marketing organization, but 1985
and 1986 featured extensive equal access marketing efforts that
have in large measure since subsided. In reviewing the three.
years, ‘no one stands out as representative of “business as usual”.

We note that customers will choose the more attractive
option when given a choice, and AT&T-C success at marketing could
indicate ‘a certain increase in customer satisfaction. Competitive
responses. to such efforts could benefit customers of all IECs.

In this light, we are still faced with the task of
considering AT&T-C’s 1984 and 1985 marketing expenditures and
establishing a reasonable value for ratemaking. While we accept
- AT&T-C’s characterization of 1984 as a start-~up year, we also find
mexrit in the contentions of DRA and TURN that equal access.
activities in 1985 rendered it as something of a peak for marketing
expenditures (especially when noting the need for adopted 1986 -
values to serve for 1987 and 1988 as well). One choice left open
to us is to adopt AT&T-C’s 1985 actual expenses along with the
carrier selection adjustment proposed by DRA’s Fok (as AT&T-C
outlines at page 9 of its comments to the proposed decision).

While we find some merit in this compromise, we still
believe that 1985 expenses were unrepresentatively high even with.
this adjustment. Instead, we will make an equitable choice to
average 1984 (as a valley) and 1585 with Fok’s carrier selection
adjustment (as a peak) to determine the reasonable marketing
expenses for AT&T-C for test year 1986. The adeopted value
(adjusted for ;nflation) is thus $51.1 million on an.xntrastate
basis. -
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In adopting this recommendation we again‘artifm, as we
stated in D.84-06-111 at page 96 (mimeoc.) that:

7The Commission does not consider ratios hased
on revenues appropriate for the purpose of
establishing revenues, because, anong other
considerations, of the introduction of th
circular reasoning aspect.” :

Also,vin'b.86-11-079'Ordering Paragraph 3. on page 229 (mimec.) we
directed that: ‘ ‘

#In future rate proceedings, if AT&T-C wishes

California ratepayers to bear a share of

allocated advertising and marketing expenses,

it shall present a cost/benefit analysis in its

direct showing, over the latest available 1l2-

month recorded period, as well as its pro forma

analysis of future commercial expenses.”
. This requirement continues to appear sound and reasonable
with the proviso that the cost/benefit analysis should be developed
"to give attention to small, average, and large use customers. The
use of a direct allocation-and specific cost/benefit analysis
should help to set aside the question of the reasonableness of
revenues as a proper allocation factor which we have previously

questioned.

XI. Reporting Requirements

During the course of its audit, DRA repeatedly claimed
that it had difficulties reconciling the costs and benefits of the
functions, activities, sales, and return on investment associated
with home office and affiliated transactions as charged to AT&T-C.
DRA also had concerns regarding the actual in-service dates for the
various billing and collection program functions and the beginning
and ending dates for various corporate reorganizations.

Many of DRA’S .concerns were related to allegedly
inéomplete‘data'résponses and/ox lack of specificity in the
. accounting records provided to DRA for auditing purposes.

»

- 121 -
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Considerable time was used both on and off the formal record in an
attempt to reconcile differences between AT&Y-C and DRA relative to
the information DRA needed to present its evidentiary showing.

| By addressing the specific issues raised by DRA as we
have throughout its order, it may be possible for AT&T-C to - plan
and use better record-keeping and provide certain periodic reports
to DRA to assist it, in 2 more orderly and less cumbersome analysis.
for any future rate. proceeding, or 1nvestigat;on, before this .
Commission. :

As we recap, in Appendzx D to this order, the report;ng
requirements that we have adopted, we are amindful of AT&T-C’s views '
and arguments that we not overburden it with the retention and
presentation of voluminous data not ordinarily developed
maintained, or required in the ordxnary course of its bus;ness, and
especially that of its non-—utility affiliated operations.

Therefore, in Appendix D, we will limit the scope of
periodic reports and emphasize necessaxy memorandum record-keeping
to allow AT&T-C to present the data needed by DRA in connection
with any future rate proceeding. o

1. Background and Responses to
mmmmmn;s_

Ordering Paragraph 18 of D.86-11-079 directed that the
rataes established by that decisior, #...will bhe collected sub:ect
to refund, until a final decision is rendered in this 1986 test
year proceedlng. . Thereafter, by various other decisions this
Commission has ordered reductions 'in access charges and other
expenses which have reduced AT&T-C’s costs of operations. The
savings from these reduced costs of operations have not been
retleéted.in,rates.and‘thds result in accumulated overcollections




A.85=11=029 ALJ/GA/3t **

of $163.6‘million14 annually over existing rate levels until

AT&T-C’s rates are reduced to reflect current expenses. (AT&T-C’s
May 31, 1988 response to AlJ’s request regarding refunds.) In

. addition, another $21.5 million has been accrued by AT&T-C from
niscellaneous expense reductions.

Lastly, since the interim rates established by
D.86=11-079 were made subject to refund pending this Phase II
order, AT&T-C will be recquired to refund to its ratepayers an’
additional $6.6 million as of July 1, 1988 due to the final
disposition of this proceeding (A.85~11-029).

The total. amount available fox refund as of July 1, 1988
is approxlmately $109.9 million based. on the data noted above.

To prevent further accrual of overcollections by AT&T=C,
rates must be reduced to bring them in line with cuxrent costs-
This can be done by reduclng current rates by $168.0 million
annually. 15

The assigned ALY asked the parties to specifically
address their comments or. concerns regaraing his proposed order to
reduce rates to a current cost basis and to refund overcollections
effective July 1, 1988, and whether these directives fulflll the
requirements of PU Code § 453.5. He also directed the parties’
attention to Kenneth corv v Public Utilities Commission et al.
(1983) 33 ¢ 3rd 527, wherein the California Supreme Court cited its
earller opinion in mmm..awmmm
ngmggglgn (1979) 24 Cal. 3rd 836, for review in preparlng thelr
comments.

14 The accumulated overcollectlons at uly 1, 1988 would he 1/2'
this amount or 531.8 mllllon.

15 $163.6 mllllon annual reductlons for D.87~ 12-067 D.87= 12—070,x
D.87-12-051, D.87-10-088, and D.88~10-061, and $4.4 mllllon zor
revenue requirement reductlons adopted hereln. :
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2. ATS&T=~C’s Position

AT&T~C filed a separate detailed response to the ALJ’s
specific recuest. In its response AT&T-C stated that its refund-
plan should not be delayed until the final resolution of this rate
case. AT&T-C then called attention teo the fact that on May 20,
1988 it filed Advice Letter 97 seeking authority to reduce its
current rates effective July 1, 1988 in order to flow through all
past: expense reductions heretorore ordered- in the following rlve
decisions: :

o D.87-12-067 Pacific Bell . ©  O.P. 35 &.38
D.87-12-070  GTE California o.P. 1& 2
D.87-12-051 Pacific Bell 0.P. 3
D.87-10-088 ULTS (Tracking) .= O.P. 2
D.88-01=061 Tax Reduction Act  O.P. 1A
AT&T in its comments opined that if it must defer all

refunding until final resolution of this rate case, it could not
meet the July L, 1988 proppséd taxget date. Therefore, AT&T-C asks
. that its Advice letter 97 be approved expediﬁiously and that any,
additional rate adjustments which may arise-from this proceeding be -
considered and implemented by a surcharge following the issuance of
a final order in this proceeding (AY&T-C Comments, P- 2).

. A careful review of AT&T-C’s Advice Letter 957, appended
to its comments, reveals that its.proposal would substantially
reduce its intrastate toll rates for the six-month peried July 1
through Decenber 31, 1988. It would also apply a modest surcredit
to its private line services for the same period. The rate impacts
of Advice Letter 97 (if adopted) would be. approximately as follows:

© Reduction/Surcredit for July 1988 onlvy with
an effective rate raduction of 44% on
Switched Services, and a Surcredit of
approximately 3% on Private Line, and a

© Reduction/Suxcredit for August 1, 1988 to
December. 31, 1988 with a rate reduction of
23% on Switched Services, and a Surcredit of
approximately 3% on Private Line.
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These impacts do not include effects of this Phase II
decision in A.85-11-029. The change would be nominal in any case
(2% or less). _ ‘

The benefits of AT&T-C’s Advice letter 97 rate reductions
would be entirely prospective and apply to message toll and private
line sexvices rendered from July 1, 1988 through December 31, 198s8.

AT&T-C believes that its Advice Letter 97 fulfills the
requirements of PU Code § 453.5 and is consistent with decisions of
the California Supreme Court. AT&T-C comments that:

#3ection 453.5 provides that “Whenever .the
commission orders rate refunds to be
distributed, the commission shall require
public utilities. to pay refunds to all current
utility customers, and, when practicable, to
prior customers, on an equitable pro rata
basis...’ (emphasis added).

#ATSET’s intended distribution to all .
customers (residential as well as business) is
consistent with this Section. Indeed, any
required distridution to prior customers,
residence or business, as far back as March, .
1986, would be cost-prohibitive and, in many
instances, simply impossible. Since commencing
business on January 1, 1984, virtually all the
message toll billing for AT&T’s intrastate
interLATA services in California has been
performed by the state’s 24 leocal exchange
companies; the records and data assoclated with
this billing function are neither maintained
nor controlled by AT&T. To require these 24
local exchange companies to identify and
analyze the usage of all AT&T customers over
the past two years in oxder to- calculate
refunds based on that prior usage would recquire
an enormous work effort and would cost ATELT,
and ultimately its ratepayers, nearly as much .
as the refund itself.” (AT&T-C Response to ALJ
Request, pp. 3 and 4.)

: ATET-C also estimated that the task of reviewing customer
. bills back to March 1986 and a -separate calculation of each )
intexLATA toll charge together with the preparation of refund

= 125 -
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checks to each prior customer would involve about three million
man-hours of effort at a cost of more than $90 million.
. AT&T-C contends that: “As a practical matter, the work
' force needed to complete this job in a reasonable period of time:
simply does not exist.”
AT&T-C also comments that:

© Many of the LECs do not maintain billing

) records for longer than 90 days.

o6 Pacific Bell and General Telephone Company
of California (General) were specifically
excused by the Commission in D.91337,

PP. 44=45 from refunding to any prior
residential customers--on the basis that Lt
would be extremely costly, time consuming,
and unsuccessrul.

The Commission determined that a strict
retroactive refunding requirement on the
part of General--even with respect to its -
business customers would be impracticable
and thexefore not required under PU Code
§ 453.5. '

Attempting to-zdentify and track the prior
toll usage of AT&T-C’s long distance
customers during the peried of ”inter-
exchange carrier selection” adds a refund
complexity never before addressed by this
COmm;ssion.

AT&T-C then cited four other advice letters that it filed
with this Commission to distribute overcollections to current
customers based on current (prospective] usage; these were:

o Advice Letter 30, effective October 29, 1984,

o Advice letter 66, effective September 1, 1986,

o Advice Letter 83, effective July 1, 1987, and

o Advice lLetter 90, effective January 1, 1988..

Lastly, AI&T—C stresses that its proposed #...refund plan
is also consistent with the California Manufacturers’ decxs;on.”
tQAliz9xn1s_MAnuxss:uxs::.AsﬁgsiA:ismL__Jﬂxz (1979) - 24 Cal. 34 836.)
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In that case, according to AT&T-C, the California Supreme Court
held that the Commission had exceeded its authority when it
»distributed” supplier rebates to utility balancing accounts (as an
offset against prospective rate increases), rather than refunding
in accordance with PU Code § 453.5. The Court was not asked under
those circumstances whether retroactive refunding was either
cost-prohibitive or practical. AT&T-~C also called attention to the
Court’s instructions to the Commission relative to refunds and then
summarized its position for this proceeding as follows:

#The Court further stated that in formulating a
refund plan, the Commission should be, '
’...nindful of section 453.5’s admonition that
the obligation to provide pro rata refunds
based on past usage is limited by : '
considerations. of practicality.” (Id. at 848.)
The Court further instructed that ’...where a
statute is theoretically capable of more than
one construction, [the Court] will choose that
which most comports with the intent of the
Legislature...’” (Id, at 844.)

#Accordingly, the Commission has full authority,
within the recquirements of Section 453.5, to
consider the complex circumstances and
practical limitations in connection with AT&T’s
proposed refund. AT&T’s plan -- which will
refund all prior expense savings to present
customers on the basis of current usage —- is
both reasonable and practicable; it is
consistent with the decisions of the California
Supreme Court; and will fulfill the basic
underlying requirement of Section 453.5 that
all such refund distributions must be made on
an ‘equitable pro~rata basis.’”” (AT&T-C
Response to ALJT Request, pp. 9 and 10.)

ATET-C in its LateQFiled Reply comments dated June 8,
1988 responded to other parties’ charges that its Advice Letter 97

would set predatory_and aiticompetitive rates as follows:

77.S. Sprint, MCI, CALTEL, and DRA argue that
AT&T’s plan to distribute the Commissioen’s
previously ordered expense reductions to
current customers based on-current usage is
anticompetitive and violates Section 453.5 of
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the Public Utilities Act. The protestants are
wrong on both counts. ’

*rirst -- with respect to the potential
competitive impact of AT&T’s planned refund -
it is critical to remember that the access
charge reductions and tax savings which
constitute the primary bases for these refunds
have been enjoyed proportionally by all
interexchange companies (IECs), including MCI
and U.S. Sprint. The Commission’s SPF to SLU
access charge reduction plan clearly
anticipates that all resulting expense savings
realized by IECs will be passed along to their
customers in interexchange rate reductions,
thereby reducing the potential for unecononic
bypass of the local exchange network.

7although both MCI and Sprint have expressed
concern over the manner in which AT&T proposes
to refund its expense savings, both companies
have had == and will continuve to have -- the
same opportunity as AT&T to pass these access
charge reductions and tax savings along to
their customers...” (AT&T-C June 8, 1988 Reply
Comments, p. 5.). : .

Other,Pa:tie#"Positions.on
ALT’s Proposed Refund Plan

DRA, CALTEL, MCI, TURN,.énd U.S. Sprint all filed
" comments regarding'the'proposed refund plan and all were opposed to
the method recommended by AT&T-C in Advice Letter 97.

-a. DRA_Comments on Refunds :
Referring to Qoxv v RPUC, DRA contends that:

#The Corv decision specifies that the statutory
formula contained in Public Utilities Code.
Section 453.5 nust be used to distribute
refunds. Under ¢orv, present customers must be .
conpensated on the basis of prior usage to
which the refund ¢corresponds, and, where
practical, prior customers must also
participate to the extent of the overcharges
which they previocusly paid.

#ATLT-C’S May 20th Advice Letter No. 97
proposed to refund in two steps. First,
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rate reductions ordered prior to January 1,
1988 will be accomplmshed by a negative
surcharge for the month of July, 1988. Second,
rates will be reduced for a period. of six
months from July 1 = Dec. 31, 1988 to reflect
lo8sg access charge reductions.

AT&T=C proposes to reduce rates of present
customers regardless of present or past
usage and regardless of whether a present
customer was a customer for the period in
which refunds apply. This is not a refund
plan, it is a proposal to reduce rates in
lieu of refunds and clearly vielates the
gory decision.

#This proposed refund plan would invite
customers of interlATA competitors to
switch to AT&T-C to obtain rate reductions -
of approximately 40% for a period of six
months. SuchncOmmlssion-approved tampering
with the interLATA market to the benefit of
AT&T-C is untenable.” (DRA May 31, 1988
Comments, pp. 1 and 2.)
DRA then stated’ that it will request that Advice
Letter 97 be suapended pending the issuance of a final decision in
this proceeding. On June.8, 1988 DRA filed its request to Suspend
Advice lLettexr 97.
. On June 8,°1988 DRA as a part of its ~#Late-Filed
Reply Comments” recommended that the Commission use, ”...the
existing 90 days usage data available to AT&T-C with weighting
factors to compensate for the exact period within which refunds
were due.”, for computing one-time refunds. In addition, DRA
recommended that approxxmately one-tenth of the amount be reserved
for prior customers who may have left the company. DRA also
recommends that public notice of ordered refunds be required: such
notice would state ”...when, where and how a. prior customex could‘
claim, prove and recexve any refund to which he/she is entltled.

(DRA June 8, 1988, Late-Filed COmments, Pe 7.)

.
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b. CALIEL Comments on Refunds

In its filed comments, CALTEL recommended that the
advice letter filed pursuant to the revenue requirement
determznatzon in this proceeding ”...only reflect [AT&T-C’s] post-
July 1988 revenue requzrement.” Any overcollection occurring. prior
to that date should be refunded pursuant to the Refund Plan filed
pursuant to this order. ~That Refund Plan, in turn, should provide
" for direct refunds to- existing customers (and, where practical.
prior customers) based on those customers’ usage during the period
March 1986 - to the effective date of the rates implemented...” in
this proceeding.  (CALTEL May 31, 1988 Comments, p. 2.)

‘ CALTEL also directs attention to the fact that many _
of the IECs as “pure” resellers were permitted, in the past, to use
lower cost exchange facilities for origlnatlng access rather than
being required to use more expensive feature group racxlitles from
the LECS. By D.85-06-115 and Federal Communications commission
(FCC) Docket 86-1, this Commission and the FCC began to require all

' IECs to purchase originating access services out of the LEC’s |
access tariffs and to not receive any credits reflecting WATS
usage. As a, result many IECs that employed WATS during 1986 and
1987 are no longer users of WATS or any other service from AT&T.
»These ILECs cannot, therefore, receive any refunds distributed as
future reductions.”

CALTEL stresses that:

7The IEC WATS customers of AT&T stand in the
same shoes as the large natural gas u ers '
described in
A4

(1979) 24 CAL 34 386, 157 Cal. Rptr. 676.
Those natural gas users had paid
overcharges during particular years and
then substantially left the gas system
prior to the period that the benefits of
suppller refunds, which were o be passed
into future rates through adjustments to a
balancing account, would be placed into
effect. The. CMA.holdlng is described in

‘.(1983) 33 Cal. 3d 522, 189 Cal. Rptr. 386.%
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c- MCI Comments on Refunds
In its comments MCI urged the Commission adopt & one-
time refund which'in its view is required by PU Code § 453.5. MCI
contends that in addition, -”The statute, as interpreted by the
courts, expresses a strong public policy favoring the distribution
of refunds back to the same customers who paid the revenues to the
utility in the first place. In fact, the statutory alloecation of
refunds recquires that current customers must be compensated on the
basis of their prior usage.” (MCI May 31, 1988 Comments, p. 2.)
MCI also urges the Commission to take care, ”...that
the prices which utilities charge reflect current costs, and thus
send the proper price signals to customers. If it does otherwise
consumptzon,and investment decisions will be skewed
'-Lnappropruately, and Am&T would be granted an artificial market
advantage.” (MCI May 31, 1988 Comments, Pe 3.) R . : '
| MCI summarized its May 31, 1988 comments on refunds
as follows: ' ‘

#No one should be heard to complain if
(AT&T—-C’s] prices reflect current costs,’
including access, other intermal costs and
a reasonable return. But a six month
refund plan, foxr example, could easily
result in prices for that periocd of time
which would fall well below those costs. .
Under those circumstances the Commission
would be sanctioning unlawful, predatory
pricing, and would assure that AT4T’S .
competitors would be unprofitable for that
pericd of time. Such a result may well be
consistent with AT&T’s shareholders best
interests, but it would not serve the
public interest. The Commission should
take care that no refund plan permit
[AT&T-C] to design rates which would fall
below [AT&T=-C’s] then=-current ¢osts.” (MCI
May 31, 1988 Comments, P. 4.) . -

On June 8, 1988, MCI submitted late-Filed Reply
Comments which buttressed its position in opposition to prospective.
rate reductions in lieu of one-time refunds, and provided
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additional support foxr the comments earlier submitted by DRA and
U.S. Sprint discussed herein. ,
‘ d. U.S, Sprint:Comments op Refunds

' U.S. Sprint .opined that the Commission’s careful
evaluation of the filed comments is crucial, because the way the
refund proc¢cess is structured and implemented could affect the state
of competition in the IEC industry for some time.in the future.

U.S. Sprint detailed its support for a one~time

refund instead of the AT&T-C’s prospective rate adjustment
contained in Advice Letter 97. U.S. Sprint contends that in that
advice letter ATET=-C proposes six months of rate decreases for only
current customers in lieu of a refund. “This type of proposal is
anticompetitive and predatory. The Commission should reject AT&T’S
proposal because it proposes below cost predato-y pricing which
will negatlvely affect competition during a crucial transitional
phase; it attempts ‘to lock in customers by offering below cost

 rates for a sustained period which are cross-subsidized from above

cost rates oz:ered during an earlzer.period, and ‘it discriminates
between customers by failing to distribute any re:und to former
customers. (U.S. Sprint May 31, 1988 Comments, p. 2.)

' U.S. Sprint asserts that AT&T-C’s Advice Letter 97:.

»#_ ..forces current customers to remain with
AT&T during a six month period to obtain
the full refund due the custoper.”

w W

”What AT&T really is doing, in trymng to win
the gane, is recquesting that the Commission
allow it to offer below cost prices to its
current customers in the last half of the
year, with those rates cross-subsidized by
the over=cost prices of the first half of
the year. Not only is this type of refund
unfair, because customers owed refunds will
not receive them, but it is illegal.

#AT&T should be . ordered to refund the noney
to customers owed it, both current and
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previous, on a one time lump sum basis. To
deny refunds to previous customers
constitutes rate diserimination hetween
classes of customers in violation of
Section 453.5 of the California Public
Ttilities Code which indicates, in relevant
part, that

’Whenever the commission orders rate
refunds to be distributed, the
commission shall require public
utilities to pay refunds to-all
curxent utility customers, and when-
practicable to prior customers, on an
equitable, pro rata basis...in
proportion to the amount originally
paid for the utility service involved,
or in proportion to the amount of such
utility service actually received.’

7Those customers who purchased AT&T services
in early 1988 but now are purchasing
sexvices from other carriers will pay more
for the early 1988 AT&T services than
customers who remain with AT&T. This form
of rate discrimination is very invidious,
because it is designed to impose exit
penalties on customers who switch to other
carriers. This anticompetitive rate
discrimination should not be permitted by
this Commission.¥ (U.S. Sprint May 31,
1988 Comments,.pp. 3 ‘and 4.)

U.S. Sprint summarized its comments stating that the
refund not be tied to current customers’ prospective rates because
the adjustment of prospective rates for accomplishing a refund has,

#...the strong potential to discriminate
against some classes of customers, allows
predatory below cost pricing subsidized by
earlier above costs rates, and permits AT&T
to ‘lock-in’ customers during a crucial
transition pericd in the interexchange
industxy. For all practical purposes, the
Commission needs to play its public "
interest role as a referee, and call ‘foul’
to AT&T’s game plan. The Commission is
entrusted with and empowered to create the
rules of this’ game. VU.S. Sprlnt
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respectfully requests that the Commission
makes sure that the rules are fair, that
AT&T plays by them, and that all players '
have the opportunity to compete.” (U.S.
Sprint May 31, 1983 Comments, pp. 6 and 7.)

In its Late-Filed Reply Comments U.S. Sprint stressed
that AT&T-C has not demonstrated why it should be allowed to
distribute the nmoney that lawfully belongs to former large
customers to its current customers. U.S. Sprint then requested
that AT&T~-C’s Advice Letter 97 and ”...its ill-advised proposal be
rejected,” and that the Commission recquire that any refund plan be
adequately supported by relevant data and comments by other paxties -
to this proceeding. S ‘

e. mm_mm_xmms

TURN by its May 31, 1988 ”Comments” recommended a
one-time refund of the overcollectmons and then chided: AT&T-C as
:ollows-

- 7The ALJ's recommendation that a one time

: ' refund of /approximately $116 million’ be
made to [AT&T-C’s] customers to flow
through.results of access charges,
Universal Life Line Telephone Sexrvice, and
Tax Reform Act of 1986 overcollections as
well as amounts collected subject teo
D.86-11-079, should be adopted forthwith.
It is not surprising that, separately
[AT&T=C] filed an advice letter subsequent
to- the issuance of this proposed decision
that calls for a different distribution.
AT&T doesn’t give .up easily. Neither de
consu?ers.' - (TURN May 31, 1988 comments,
p. 1.) : _ :
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4. Discussion

_ The question of how to convey the monies that have
accrued in AT&Y-C rate qvercdllections‘is a complicated one that
requires careful consideration. We are, on the one hand, faced
with a substantial memorandum account and a utility (AT&T) willing
to distribute it to ratepayers via an immediate rate reduction.
Alternatively, competitors and certain customers uxge us to offer
lump-sum refunds and leave rates more or less at current levels.
We have labored diligently to assess the reasonableness of
expenditures whose disallowance again lowers competitive rates.
Certain parties have argued both for refunds (which would .keep
rates higher) and for disallowances (which would lower rates).

We did not expect such difficulties when we decided to
consolidate a series of access charge reduction flow-throughs inte
one rate adjustment. Rather than ordering immediate AT&T-C rate
adjustments for each change in local exchange access chaxges, we .
ordered that a memorandum account be kept, with interest, to be
reflected in AT&T-C’s rates upon our order. We did this to
ninimize customer ccnzusioniregarding frequent rate adjustments and
to minimize the administrative costs to all concermed (regulators,
customers, and AT&T-C). We anticipated that this memorandum
account night contain increases as well as decreases, depending
upon the outcomes of the various local exchange decisions upon
which the access charge changes would be based; indeed, we
refrained fronm labéling,this a balancing account solély‘ to minimize
the acéounting and financial reporting issues that such a
designation would raise. We alsc expected this account to be
eliminated exped;txously, and today’s action does So. |
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Over a period of months these nonies have accumulated
rapidly. The question now is whether to depart from our original
intention to reflect these access charge cost reductions in rates
on A-going-forward‘basis, or whether to accept any of the arguments
présented in faver of an altermative treatment. .

We should first note that we have carefully reviewed the
legal issues raised by the cases of California Manufacturer’s
Asseciation v, Public Utilities Commission (1979) 24 cCal. 3d 836
and Soxv v, Public Utilities commission (1983) 33 Cal. 3d 522, and
we do not find them constraining upeon our ability to proceed with a
wholly prospective rate adjustment for AT&T~C. Specifically, the
Saliformia Mapufacturer’s Association case (from which Coxry
follows) involved supplier rebates returned to the utility for
sexrvice delivered several years in the past. There are no. supplier’
rebates here, nor do the access charge. reduct:ons date back longer
‘than a matter of months.. :

AT&T=C’s competitors argue for a retrospective refund, .
'presumably with the intent of facing higher competitive long
distance prices than would obtain with a prospective adjustment.
The competitors assert that a prospect;ve reduction would be
anticompetitive. ' " -

' However, we must note that all interexchange carrie:s
have received the benefits of the access‘cparge reductions; the
amounts accrued in AT&T-C’s memorandum account have been paralleled
by proportionately similaxr access charge reductions received by all
interexchange carriers. For some months we have kept AT&T-C’s
rates above the level that these reductions would have permitted:
its competitors have presumably either passed throuQn some of their
savings in lower rates to attract customers, or retained théir
savings and kept rates close to AT&T-C’s (in which case the
accumulated savings will be available for competitive responses to
an AT&T=-C reduction). In either case, AT&T-C and its 1nterexchange
competitors will have been on an even tootzng in regards to thelr
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access charges and ability to maintain comparable rate levels for
the entire period in question (excepting, of coursé, the
competitors’ own costs, which are their business). We are
therefore satisfied that the competitive implications of a
prospective rate adjustment’ are reasonable.

Certain large‘customers note that they might benefit more
from a proportional refund granted on the basis of prior use rather
than by a prospective rate reduction. Z=ven if true;Athis,argument
is not persuasive given the brief time these rate reductions have
been postponed. The arguments by the California Association of
Long Distance Telephone Companies regarding the direct assignment
of WATS by this Commission and the FCC raise the issue of customers
that may have discontinued prior use of ATSLT-C in part due to other
regqulatory decisions. However, the migration away from AT&T-C
_sexrvice is asserted to have occurred during 1986 and 1987, while
the access charge reductions at issue here were added to the
memorandum account in 1988. Had we nct employed the memorandum
account, the access charge reductions would have been passed into.
AT&T-C’s rates after these customers had already left AT&T-C.

ATET-C/s position as an interexchange carrier that bills
the majority of "its customers through local exchange operating
companies is another factor in this decision. Because these local
exchanges do not retain AT&T~C billing records for more than S0
days, it is not practicable toﬁreﬁuire a refund to all customers
based on earlier billing. AT&T-C’s comments make this fact clear
in estimating that three million man-hours might be required to
make such refunds; while we are unsure as to the exact magnitude of
the required effort, it is.clear that such an effort could easily
‘exhaust the balance of the memorandum account. We ‘are not
convinced that refunds based'on immediate past usage (i.e., up to
90 days) have much to recommend them over a rate adjustment based
on usage in the présent and in the immediate future. .Given the ‘
imp:actibility‘of‘going back more than 90 days, ve would.éxpect'a

- 137 -
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going-forward rate adjustment to perform almost as well as a refund
in matching.prospective rate reductions to the savings those same
customers would have received had we lowered AT&T-C’s rates as each
access charge adjustment occurred. .

Finaily, we are bound to ask whether the needs of ’
customers are ketter served by a refund or by a substantial rate
reduction. We have found before that a rate reduction will
stimulate greater volumes of calling; these additional calls create
benefits to consumers that they would not otherwise receive if
rates were to remain near current levels. We believe that most
customers will prefer to make more future calls at cheaper rates.
instead of receiving a one-time refund based on recent. use. |

Given our preference for a rate reduction, we must -
determine i%s specific form. AT&T-C’s Advice Letter 97 proposes a.
special July surcharge in addition to a substantial rate reduction
that would take effect for the remainder of the year .- e see no
reason to cut rates dramatically one month followed by a
substantial increase the.next; tbis would create some of the
administrative cost and customer confusion we sought to avoid by
. consolmdat;ng the access charge ‘pass—throughs lnto-one rate
adjustment. Instead, we will reject Advice Letter 97 and ordex
AT&T~C to implement a uniform percentage reduction for switched
sexrvices to be erfectivg from 3uly 1, 1988 until the end of the
year. This reduction will include the effects of amortizing the
memorandum account as well as the rate impacts associated with the
findings in this decision. Specifically the affects of previously
experienced expense reductions should be applied to produce a
uniform six-month surcredit, while ongoing reductions in the
authorized revenue requirement should be applied to reduce rates. '
For private line-services, AT&T-C\should use the approach £ollowed
in Advzce Letter 97 to- bring rates in line with costs.
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Findi . _ o A ‘

1. Review of DRA’s audit report was the main thrust of this.
proceeding: therefore, DRA made the initial presentation of all
issues in the Phase II hearings and its peosition is routinely
discussed first in this ordex;: nonetheless, the burden of proof for
the reasonableness of all expenses rests with ATST-C under PU Code
Sectlon 454.

2. AI&T*began a. major corporate reorganization in 1986 which -

will affect nearly every part of its operations when it is fully
‘ 1mplemented.

3. The basic reason for AT&T’s reorgan;zat;on, initiated in
1986, was to cut costs and xmprove the efficiency and conpetitive
wosition of AT&T’sS overall operat;ons. ‘ .

4. AYT&T’s overall employee expenses were likely anreased ’
for test yeaxr 1986 due to AT&T’s corporate reorganization.

5. Neither AT&T~C nor DRA furnished full details of the near
term :uture benefits of the reorganization plan or the. normalized
and annualized present: worth of .those benefits for the test year.

. 6. DRA has identified nodest specific expense savings due to
employee reductions assoc;ated primarily w1tn AT&T~C’s marketing
activities. K , -

7. DRA determined the reorganzzatlon sav;ngs to be $3. 5
. million for test year 1986 and applied that amount to AT&T-C’s
total California marketing activities.

8. DRA did not reduce the $3.5 million proportionately for
the adopted versus budgeted narketing allowance.

9. DRA’s recommended $3.5 million reorganization adjustment
should be proportionately reduced to apply to the authorized rather-
than budgeted marketing expenses for test year 1986. The resulting
statewide reorganization expense adjustment Lo AT&T-C’s marketing
activities is $2.7 m;llion, and on an intrastate basis is $1. 2
million.
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10.. This proportional reduction of DRA’S reorganization
adjustment shares the benefit of reorganization ¢ost savings
between AT&T’s customers and shareholders based on their separate
contributions to the markéting budget as-identified-elsewhere,in‘
this order.

11l. DRA’s recommended test year 1986 disallowance and
deferral of all expenses associated with the development and
deployment of AT&T’S customer service and billing program, ‘
excepting for account inquiry functions, is insupportable based on
the record which demonstrated that certain other program functions
were also used and useful in AT&T-C’s Califormia intrastate
operations during all or part of 1986.

12. AT&T-C confirmed the taking back of certain 1ntra,tate
-customer b;lllng functions through renegotiat;on of costs for such
_services previously performed by Pacific Bell and other LECs and
‘passmng through to its california intrastate operations $20.454-

- million in 1986 expense reductions, by a compliance f£iling on
"July 23, 1986-1n Phase I of this proceeding.

13. Confusion reigned throughout thls,proceed;ng regarding
wh;ch if any, of the e;ght separate functions of AT&T’s customer
service and billing program were partially or tully operatlonal for
California intrastate cperations during 1986, and DRA and AT&T-C
were unable to resolve. this issue during this proceeding.

14. Account inquiry, service order entry, account
maintenance, and message investigation functions of the customer
service and billing program were deployed to California in 1984
and at least partially used and useful in California during test
year 1986 based. on AT&T-C’s late-filed Exhibit 250.

15. Message toll service (MTS) biiling, MTS message
processing, MIS credit and collection, and MTS remittance
processing functions of the customer service and killing program
will not be in service or used and useful in California until June
1988 or later. ' '
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16. The modest $5.7 million expense deferral for its customer
service and billing program urged in AT&T~C’s closing brief was not
supported effectively by a record which demonstrates that the LECs
still perform significant amounts of work and incur large expenses
for billing and collection functions. '

17. The $9.1 million deferral in an interest-bearing account
(as computed by DRA at the ALY’s request of used and useful
customer service and billing functions performed by AT&T-C in test
year 1986) cets a compromise between DRA’S record position that
$20.1 million be disallowed recognizing that only the account
inguiry function was in place, and AT&T-C’s request for full
recovery of its development and deployment of a separate customer
service and billing system in test year 1986. This deferral also
recognizes the need to preclude cost duplication for work
concurrently performed by the LECs. '

8. I. 88-01-007 is the appropriate forum for determining the
reasonableness of AT&T=-C’s plan and .costs to directly bill its
customers for interstate and interLATA message toll service.’

;19. Interest accrual on the deferred account at the average
three-month commercial paper rate, as published in the Federal
Resexrve Bulletin, will offset AI&T-C's loss of productmve use of
izs funds expended in developing its customer service and killing
system, until the system is fully used and useful in and non-
duplicative of other similar serv:i.ces currently used by AT&T-C in
California. - :

20. The remaining intrastate expense level previously adopted -
en an interim basis for AT&T-C’s billing and collection in
D.86-11-079, for functions not yvet used and. useful, after exclusion
of the $9.1 million in the amount of $166 981,000 for test year
1986, is reasonable.

21. While AT&T’s overall corporate headquarters.organlzation
has changed significantly, with substantial headquarters staff
reductions in tne‘post-divestiture structure, specific corporate‘"
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headquarters functions continue to be predeminantly investor-
related. .

22. The overall advertising budget for AT&T-C’s test year
1986 was adopted’in.?hasé I of this proceeding and no further
consideration of AT&T-C or AT&T-CH advertising issues is necessary
or appropriate in this Phase II decision. _

23. AT&T-C has advanced arguments worthy of our consxderat;on
regarding the need for, and ratepayer benefits of, public relations
and employee information functions and activities at and after
divestiture and more specifically during the period of
interexchange carrier of choice selection by the public.

24. Allowances herein, for corporate and field public
relations expenses for public¢ and employee information, education,
and awareness are unique to the needs associated'with divestiture
' reorganization and interexchange carrier selection periods. .

25. Public relations expenses for functions including
sponsorship of media events and.cultural activities, charitable
activities, and corporate image enhancement are clearly investoxr-
.related functions and it is this Commission’s long-standlng polzcy
to net buxden ratepayers with such costs. _

26. DRA auditors’ recommended partial dlsallowances of
AT&T-CH expenses for identifiable investor-related legal’ department
and corporate finance and accounting functions, as further
described by AI&T-C‘witnessrhnkiel,tappear reasonable and‘should be
adopted. .

27. A&&T-Cﬂ’s Corporate Strategy and Dovelopment :cunct:.onsr
as further described by AT&T-C’s witness Ankiel, are clearly »
investor=-related and have routlnely been d;sallowed in the past by
this Commission. There was no new evidence in this proceeding
which would warrant a different treatment of these. expenses for
A&&T-C‘ln,test year 1986.

28. DRA’s recommended: equal-to—all lines of bus;ness o
allocatxon method does have merit when allocating the- expenses for
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specific services that are of equal benefit to all agfiliated or
subsidiary companies.

29. The use of DRA’s proposed equal—to—all lines of business
allocations method should be developed further in cooperation with
other regqulatory agencies across the nation, and then presented
aga;n as and if appropr;ate in future AT&T-C general rate
proceedings. :

30. D.87-12-063 bas exempted AT&T-C from the need to
reestablish and maintain an Account 674 for affiliate company
transactions. However, AT&T-C is required by the same order to
maintain its ~Yaffiliate company costs on a side record basis.”
(D.87-12-063, mimeo. p. 48.)

31. D. 86-11—079 for Phase I of thls proceeding  left the
record open to rece:ve DRA’s audit report, and for AT&T-C to fully
develop the record before we decide the issue of which, arnd what
level of AT&T-CH and NOMC allocated public relations expenses‘are'
reasonable for ratemaking purposes in test vear 1986 for AE&T-C'
california intrastate operations. ' ‘

32. AT&T Communicatmons, Inc. (NOMCY'did not maintain its
books and accounting records on a basis wherein activities and
projects could be spec;:ically identified and accounted for during
test year 1986. '

33. Because NOMC accounting records were not mamntazned on a
project or activity basis, .DRA auditors utilized an alternative to
their traditional auditing method, which involved meetings with

~  department representatives of each NOMC department and review or

examples of departmental outputs..

34. While dissatisfied with lack of project tracking and
record-keeping, DRA did not make disallowances for the finance,
legal, and personnel functions of NOMC, or the operator services
allocated to NOMC’s Network function from AT&T~-CH.

. 35. Public relations functions which were directed at
providing timely, accurate, and consistent information to the
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public at or shortly after divestiture and at the time of
interexchange carrier selection were beneficial to AT&I-C’s
ratepayers. «

36, Public relations expenses for functions directed at
improvement of employee morale at the time of reorganization after
divestiture were beneficial to ratepayers.

37. Divestiture'b:ought about major corporate organizational
changes for AT&T, and a one-time allowance to share the public
relations functional expenses between investors and ratepayers,
.during this period of major reorganization, should be given seriocus
consideration. ‘

38. Public relations expenses for activities and functions
that primarily improve corporate image and/or benefit AT&T’s
investors should continue to be disallowed for ra;emaking purposes.

39.. Access charges are collected by AT&T Communications
compan;es in message toll rates and then are passed on to the LECs.‘
. Therefore, there is no more logic to including access charges .in
revenues and expenses for allocation purposes than to include taxes
in these factors. | A ‘

40. The elimination of one of the three factors entirely
because it (revenue factor) improperly included access charges, and.
failure to replace it with a more reasonable factor, causes an
improper allocation result.

41.  The 1985 usage factor is comparable toc the 1986 revenue
factor and was used as a preferable substitute for the revenue
factor excluding access charges in this decision. |

42. The usage factor more accurately allocates costs based on
use activity in any given AT&T Communications subsidiary IEC, smnce
usage is independent of rates which are set at different-levels by
each regulatory agency- _

43. In applying the 1985 switched usage factor, prxvate llne
usage impact was inadvertently excluded, therefore it is necessary
to include the private line revenues of 9.2% as suggested-by AT&T=-C
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to further adjust (increase) NOMC allocated expenses to AT&T=-C’s
California intrastate operations by $100,000 rounded. However,
this finding should not be construed to mean that we have in any
way softened on our position that revenues are not an appropriate
factor for allocations of out-of-state expenses.

44. The fact that AT&T had retained nearly 89% of the 1983
gain on sale of its 195 Broadway building and land was first
discovered during DRA’S 1986 audit of AT&T’s operations.

45. American in 1983 passed on to the then Bell System
Operating Companies $10.4 million, representing approximately 11%
of the after taxes gain on the July 1, 1982 sale of its 195
Broadway headgquarters building, including interest. The balance of
the gain and.interest was then remitted to the AT&T Foundation, a |
chaxitable trust. ‘

46. Ne;ther AT&T=C’S 50% nor DRA’s 100% suggested pass-
through of the remaining-gain on sale is reasonable, based on their
widely diverse simplistic review of license contract allowancee by

this Commission over the years.

47. An adjustment of $2,000,000 equal to about 75% of the
amount of gain computed by DRA to be allocated to AT&T-C’s
California intrastate operations reasonably and adequately
represents the ratepayer contributions to PT&T’s license contract
payments from 1918 through 1983.

48. A.memorandum account adjustment to rate base will assure
that any resulting revenue reduction will be prospective only and
will not affect prior earnings of AT&T-C. ’

. 49. "Any requirement for a future allocation of this
adjustment for gain on sale of the 195‘Broadway-buildin§ to Pacific
Bell for it, or its predecessor PT&T, as suggested by AT&T-C, is .

- . clearly lnappropriate since neither of these entxtles ever obtained
-~ productive receipt of any portion of nearly 89% of the- remalning
gain on this transaction.
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50. The Western Electric adjustment for the predivestiture
assets of PT&T which were segregated to AT&T-C should be amortized
over an ll-year period t¢ moderate the impact of this adjustment on
AT&T=C’s earnings and spread this ratepayer benefit over 11 years.

Si. The ll-year‘amortizeticn of the Western Electric
adjustment on AT&T-C’s assets received from PT&T on January 1, 198<
will result in a net revenue reduction of $738,000 and a .20%
reduction on the rate of return for AT&T-C’s intrastate operations.

52. AT&T-C’s reporting of its annual construction budget, its
purchases from Technologies which are expensed and capitalized, and
the capital structure of Technologies will assist DRA in
determining whether such transactions are significant enough to
warrant further review of Technologies earnings in the future.

. 53. Reasonable deta;l in the record=keeping by Technelog;es
will assist in future DRAAreview of the reasconableness or
Technologies’ transactions with AT&T-C.

54. The work.performed by American Transtech in servmcing
securitiez and 'providing other anestor-related sexvices for AT&T,
on an affiliated basis, is not as risky as- AI&T'S-manufacturmng or
telephone utility operations.- .

- 55. AT&T-C has not presented persuasive evidence to show that.
the services it receives from American Transtech should be: prmced
to derive a greater rate of return than that authorized for its
telephone operations. :

56. While American Transtech has reduced its charges to AT&T
for services rendered in 1986, the adopted test year estimates in
AT&T=-C’s last general rate decision, D.86-11-079, were based on the
expense estimates for calendar year 1985 and therefore still
requ;re adjustment from the prereduction level.

'57. DRA’s recommended audit adjustment of $100,000 annually
to the chargesAlncurred by AT&T-C. on,zts intrastate operatxons tor
the znvestor-related and other services provided by Amermcan =
Transtech is reasonable.

. . ."k_‘
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58. The 50% predivestiture adjustment of Bell Labs’ expenses
because of its 50% ownership by Western Electric is no longer
appropriate, since Technologies, the successor to Western Electric,
has no ownership control of Bell lLabs.

59. In Phase I of this proceeding TURN raised serious
concerns whether the results of R&D effort would be used and useful
to AT&T-C’sS customers in the near future. These concerns were not
adequately addressed in the evidence submitted in Phase II.

B 60. Neither DRA nor AT&T-C provided evidence to show that .
Technologies will not receive a disproportionately greater kenefit
from Bell Labs’ R&D efforts than will AT&T’s telecommunications
utilities. o

61. While the risks associated with failing R&D projects were
discussed with reasonable accuracy on. the record, the real business
risk of Bell Labs, whose AT&T -funding is based on contributions
from affiliated companies, was not addressed in a well-defined or
. comprehensive manner. : '

62.° From the overall record before us, it appears that
AT&T-C’s own business risk as . a provider of interlATA and
interstate telecommunications is greater, due to a modest amount of
competition from other interexchange carriers, than that of Bell
Labs on R&D performed for AT&T’s. communications companies.

€3. It is reasonable to require AT&LT-C to demonstrate on a
program=by-progran basis the potential near term benefits to its
california customers of Bell Labs’ R&D activities in future rate
- proceedings, prior to adopting such expenses‘for any new test
periocd. : -
3 64. The concerns raised by TURN in Phase I of this proceeding
relative to the near term usefulness of Bell Labs’ bngcing.R&D'
efforts were not resolved by the evidence presented in Phase .IT of
this proceeding. « _ ‘

. 65. The $300,000 adjustment in the allocated intrastate
expenses to AT&T-C for Bell Labs’ R&D efforts is the minimum.
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reasonable disallowance for such expenses and only serves to bring
rate of return parity to Bell Labs with that of AT&T-C.

66. D.86-11-079 authorized a combined advertising and .

' market;ng budget of $126,623,000 of whiech $22,393,000 was allocated
- advertxs;ng and $104,230,000 to marketing functions for test
year 1986.

67.  The combined advertising and marketing allowance of
$126,623,000 represents $8.90 for each of the state’s total
'est;mated 14.2 nillion access lines, and this should be compared
with the last authorized advertising and marketing allowance of
$67.5 million whick amounted to $5 for cach of the estimated 13.5.
million access lines in California for test year 1984.

68. D.86~11-079 adopted the amount of $22,393,000 for test

year advertzazng functions, and ne further issues were raised in
" Phase’ IX relative to AT&T-C’s test year 1986 advert;s;ng budget.

69. D.87=-04-041 granted limited rehearing on the marketing
issue to allow AT&T-C to present argument as to whethexr 1985 was
' more appropriate than 1984 to begin determination of allowable
narketing expenses for test year 1986. ' -

70. It is reasonable for AT&T-C to spend modest amount, of
its merketing budget to-keep its customers informed about rate .
changes and néew service options that may become available from time
to time. | ' -

71. There is no evidence in the Phase II record that any
telecommunications service rendered by AT&T oxr AT&T=-C is poor; if
anything, there were numerous comments and/or opinions of good
service by AT&T and AR&T-C.

: 72. Due to the start—up activities that were necessmtated by
divestiture, AE&T-C's.marketmng expenses during 1984 were
unrepresentatxvely low for puxposes of setting 1986 test year
marketing expenses.

73.  Even with an adjustment for the level of equal access
activity undertaken that year, AT&I-C’s marketlng expenses during
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1985 were unrepresentatively high for purposes of settan 1986 test
year marketing expenses.

74.. An.equltable devel of market;ng expenses for test year
1986. can be established by averaglng AT&T=-C’s actual marketing
expenses for 1984 and its marketing expenses for 1985 as adjusted’
by DRA for carrier selection activities; on an intrastate basis
adjusted for inflation, the proper value is $51.1 millien.

75. AT&T-~C’s marketing efforts have the potential tO»xmprove
the satisfaction of its customers directly and the satisfaction of
its competitors’ customers indirectly through competitive forces in
the interexchange market. |

76. In D.87-12-070 on December 22, 1987, the Commission
ordered AT&T-C to consolidate a series of subsequent changes in the
access charges that AE&T—c'pays to lecal exchange companies into 2
memorandum account w;th interest for later reflection in ATET-C’S
rates in order to minimize administrative costs and customer
- confusion due to frequent and potentially oftsetting AT&T=-C rate

cha.nges. . . .
77. The local exchange access_charge.reductions that were o
consolidated into the memorandum account occurred as a result of
Ccmmission orders in D.87-12-070 (December 22, 1987), D.87-12-051
(December %2, 1987), D. 87-12—067 (December 22, 1987), and
D.88~01-061 (Januaxry 28, 1988).
78. A balance begen to accrue in AT&T-C’s memorandum account
on Januwary 1, 1988.
“79.. All interexchange telephone companies purchasing local
exchange access have received proportionately similar access charge
reductions from local exchange companies requlated by th;s
COMMlSSIOn. : .
~ 80. As previously discussed, because AT&T-C’s competitors.
bave rece;ved s;mllar reductions in the access charges they pay, a
pzospect;ve A:&T-C rate adjustment to reflect these access charge
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reductions will not competitively disadvantage other interexchange
carriers. : ‘

81. It is not practicable to refund the balance in AT&T-C’s
access charge reduction memorandum account based on customer usage
dating back more than 50 days from the present due to the
prohibitive costs that would be incurred in retrieving billing _
information from the local exchange companies that render customer
bills for ATLT-C. :

82. Because it is not practicable to base refunds on mere
than the last 90 days of customer usage, we cannot match refunds to
exact customer usage during the periocd of the memorandum account.

83. The process of granting refunds based on the~previous‘90'
days of customer usage would inveolve substantial adm;nmstratzve
costs as outlined in AT&T~C’s response to CACD’/s data request _
88-04-08C; the cost for Pacific Bell would be $1.6 million, while
undeterm;ned other costs would be expended by'other local exchange
compan;es that bmll for AT&T-C. ‘

"84. The possibly greater precisien'or providing refunds to
customers based on recent usage within 90 days is not a compelling.
reason for undertakihg such.re:unds when the alternative is rate
reductions based on usage ‘during the next six months. °

85. A prospectiVe AT&T=-C rate reduction will enable customers
to make many moxre calls in response to 1ower rates. This benefit
is substantial. :

- 86. Had the Commission not ordered AT&T-C to consolidate its
access charge reductions into a memorandum account, the’ alternatzve
would have been a series of AT&T-C rate adjustments occurring after
the pericd that the California Association ©f Long Distance o
CompanzeS-alleges its members ceased or greatly reduced the;r use
of AT&T-C WATS sexvice. »

87.‘ AT&T-C'S advxce letter 97 proposes two rate adjustments
durmng the—next six months :
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85. The Commission’s cbjective of ninimizing customer
confusion and administrative cost would be better met by a single
AT&T=-C rate adjustment to end the memorandum account and reflect
the other rate impacts of this decision. '

89. A uniform percentage rate adjustment for switched
services will minimize customer confusion and administrative costs.

90. The private line adjustment included in AT&T‘s Advice
Letter 97 is approprxate to reflect costs. ‘

91. To require AT&T-C to report corporate: reorg’am.zata.ons or
headquarters operational expense changes which would result in
changes in expenses to California operations of less than $100,000
would constitute an undue burden, and alternatively to require '

lesser records of AT&T~C’s expenses and allocated costs would deny
the Commission staff the opportunity for reasonable rev;ews of the
utility’s operat;ons consmstent wmth future auditing requzrements.
Sonclusions of Iaw
' 1. Notwithstanding DRA’s lead position for presentlng
issues, the requlrement for a showing of reasonableness for any and
- all-expenses under review in Phase II of A.85-11-029 should rest
fully with AT&T-C. ’

2. AT&T’s reorganization, initiated in®1986, should cut
. costs, improve the efficiency and the competitive position of
AT&T’s overall operations for the future.

3. DRA’s recommended $3 S million reorganization adjustment
should be proportionately reduced to apply to the authorized rather -
than budgeted marketing -expenses for test year. Failure teo do so
would have the effect of adopting a greater, $5.3 million
adjustment, agalnst the marketing budget than the amount fdentified
by DRA. _ :

4. Am&r-c'conzirmed that account inguiry, service‘order
entry, account maintenance, and message investigation functions of
the customer service and billing program were at,leaSt partially. in
place and used and useful in California during test year 1986;




A.85=11-029 ALJ/GA/Jt *

therefore, some expenses-zor these functions should be adopted for
the test vear. : ‘ :

5. Message toll (telecommunications) servxce (MTS) billing,
MTS message processing, MIS credit and ¢collection, and MTS .
remittance processing functions of the customer service and billing
program were not in service during test'year 1986 and will not be
in service or used and useful until June 1988 or later; therefore,
any and all expenses associated with the development of these
functions should be excluded from AT&T=-C’s test year results of
operatzons.

6. The DRA’s recommended test year 1986 Calzfornla
intrastate disallowance of approximately $20.1 million and deferral
of all expenses associated with the development and deployment of
AT&T’s customer service and billing program, excepting for account
inquiry functions, is insupportable based on the record,. which
demonstrated that certain other program functions were also used
and useful in AT&T=C’s. California intrastate operatzons durlng all
or part of 1986, thererore, DRA’S .recommendation should. not be
‘adopted. ‘ .

7. The modest $5.7 million intrastate expense deferral’ for
its customer sexrvice and billing program urged in AT&T-C’s closxng
brief should not be adopted_because it ‘was not supported by a
record which demonstrates that the LECs still perform significant
amounts of work and incur large expenses for billing and collect;on
‘functions.

8. A $9.1 million intrastate expense deferral in an
interest-bearing memorandum account, as computed by DRA at the
ALY’s request, should be adopted since it represents a reasonable
recognition of some used and useful customer service and billing
functions per:ormed-byfAI&T-c in test year 1986, and the need to
preclude cost duplication to AT&T-C’s customers L£or Work B
concurrently pertormed by the LECs during and well beyond the test
year. : :
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9. The overall advertising budget for AT&T-C’s test year
1986 operations was adopted in Phase I of this proceeding by
D.86-11-079, and further consideration of AT&T-C or AT&T-CH
advertising issues is beyond the scope of the limited rehearing
granted in D.87=04-041.

10. Sharing the cost of public relations expenses between
investors and ratepayers for providing timely, accurate, and
consistent information to ratepayers and the general public,
regarding changes in available services and to employees regarding
changes in corporate functions, direction and reorganization, on a
one-time basis after divestiture, is reasonable and should be
adopted to the extent specified in this decision.

11. DRA’s use of an altermative to its traditional auditing
method, involving meetings with departmental representatives of
each NOMC department and then reviewing examples of each
department’s outputs should be accepted as reasonable in view of
the lack of availabil:.ty of . a.ccoum:a.ng records zcr specific NOMC
activities and functions.

:" '12. Access charges, which are collected from ratepayers by
AT&T-C and then passed on to the LECs, like taxes, sheould ke
axcluded from allocation factors used for allocating ‘general
services and home office experises.

. 13. Direct assignment of general sexrvices and home office
expenses wherever possible, on a specific project basis, is
preferable to any allocation method using representative factors
and should be adopted instead of functional allocations in future
rate proceedings. = :

14. American in 1983 passed on to the then Bell System
Opérating‘Companxes $10.4 million, representing approximately 11%
of the after taxes gain on the July 1, 1983 sale of its 195
Broadway headquarters building, including interest; AT&T-C should
be required to pass through to its calirornla ratepayers the
‘ properly allocated amount of the remaznlng 89% of the gazn on sale
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of the 195 Broadway headquarters huilding based on contributions
made by these ratepayers through the pred;vest;ture license
contract betweer. PT&T and American. : :
15. A requirement for Pacific Bell or its predecéssdr_PT&T to
bear any'additibnal pass-through expense ¢of the AT&T remaining.
(89%) gain on sale of the 195 Broadway building, as AT&T-C suggests
in its brief, would be unreasonable and should not be adepted -
herein, since neither of these entities ever received any portion
of the (89%) remaining gain on this transaction.
. 16. The ll-year amortization of the Western.Electric

adjustment on the assets segregated to AT&T-C from PTST at
divestiture (Januyary 1, 1984) adopted herein represents a
reasonable compromise between the interests of AT&T-C’s customers -
and investors, and spreads this adjustment over the remaining
useful life of the property involved.

17. No excessive profit has been demonstrated on AT&T-C'S
purchases fromvrechnologies during the pericd of January 1, 1984
" through the end of 1986, and no affiliated transaction adjustment

should be made on these purchases. S
' 18. Limited reporting with some supplemental record-keeping
‘on (post-1986) and future transactions between Technologies and
AT&T-C, as heretofore discussed, is reasonable and should be
adopted. : .

' 19.° The investor-related and other services provided by
American Transtech to AT&T should be adjusted to provide a return -
on investment no greater than that authorized for Am&T-c’s utllzty
operations. : ‘

20. The real business risk associated with the current work
Bell Labs performs for AT&T’s telecommunications companies has not
been shown to be greater than that of the telecommunications |
utilities themselves; therefore, no greater rate or‘retu:nwshoulﬁ"
be adopted for Bell Labs than that authorized for AT&T-C.
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21. The $300,000 adjustment to AT&I-C’s 1986 test year
intrastate expenses to bring parity to the return on investment of
Bell Labs with that of AT&T-C is the minimum reasonable. adjustment
which could and should be made in this proceeding.

22. D.§6=-11-079 authorized an advertising expense allowance
of $22,393,000 for test year 1986, and no further issues were
raised in Phase II relative to AT&T-C’s 1586 advertising budget:
therefore, the reasonableness of advertising expenses should not be
an issue for cons;deratlon in Paase II of A.85-11-029.

23. AT&T-C’s intrastate marketing allowance of $44.7 millien
sh.ould be revised to $51.1 million consistent with the preceed:.ng
discussion and findings of fact.

24. Any future allocation of market;ng expenses to AT&T-C’s
Calmforn;a operatzons should be performed by direct assignment
,based on need and benefit rather than on a percentage of revenue
basis as used for this proceeding.

. 25. Ne;ther Public Utllitxes Code 453.5 nor Salifeornia
Wm mbmmu:m_cmmm (1979) 24.
Cal. 3d 836 nor Soxv Vv, 2uplzs_nxglgsggg_ggmmgﬁﬁ;gn (1983) 33 Cal.
3d 522, prevent the Commission from ordering AT&T-C te reflect the
balance of its access‘charge memorandum account in a‘prospective
rate adjustment. - ’

26. AT&T-C should be ordered to reduce its rates to reflect
the revenue requirement impacts of this decision.

27. AT&T=C should be ordered to amortize the balance in its
access charge memorandum account through a uniform six-month
surcredit on switched services. -

28.  AT&T-C’s Advice Letter 97 should be rejected in favor of
‘a uniform switched services rate adjustment and six-monthasurcredit

to be effective July 1, 1988. ‘ _
' 29. AT&T-C’s - prxvate line rate adjustment in Adv;ce Letter 97
should be approved.
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QRDER

IT IS ORDERED that: : ,

1. AT&T Communications of Calirornla, Inc.’s (AI&T-C) test
year intrastate revenue requxrement is reduced by $4.4 million
effective January 1, 1987, from the level adbpted on an interim
pasis in 0.86-11-079, consistent with the pfeceding discussion and
the adjustments adopted in this decision.

2. AT&T-C Advice Letter 97 is rejected.

3. Within ten days of the effective date of this order AT&T-C
shall file an advice letter with revised tariff sheets to reflect a
.uni:orm-percehtage adjustment of its rates and surcharées for .
switched services consistent with the discussion, findings and
conclusions of this decision. The balance in the access ‘charge
reduction memorandum account shall be amortized on a uniform basis
from July 1, 1988'through December 31, l988&. .AI&T-C shall adjust
its rates and or surcharges for non-switched services and for the
" impact of D.88-01-061 consistent with the treatment proposed 'in
Advice Letter 97. The effective date of the ordered revisions
.shall be July 1, 1988.

‘ 4. Consistent with Orderlng Paragraph 4 in D. 87-10-088,
AT&T~C shall file a separate advice letter with revised tarift
~sheets within ten days of this order to pass through on a uniform
basis from July 1, 1988 to December 31, 1988 the balance remaining
in the memorandum account associated with that decision. For
administrative convenience, AT&T-C shall consolidate the rate
changes'in‘Ordariné Paragraph 3 with this change to produce a set
of consolidated tariff sheets.

5. AT&T-C shall include with the Commission’s copies of the
advice letter filing, supporting workpapers setting forth the
calculations for each of the rate and.surcredit changes and
resulting rate reduction components and the overall rate reduction.
CACD shall verify the proper rate and surcharge changes. -
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6. Since this order resolves all 1986 test year issues held
open in Ordering Paragraphs 2, 15, and 18 of D.86-11-079, this
matter is clesed.

7. AT&T-C shall file copxes of the reports, as set forth in
Appendix D, 'to the addressees specified. This reporting
requirement [except for those reports required by General Oxder 104
and the monthly earnings reports provided pursuant ‘to Ordering '
Paragraph 8 of D.85-03-056 and General Order 65-A, and the recoxd
retention requirements of General Oxder 23-A) shall terminate upon
submission of the reports for calendar year 1992, to be filed on or
before March 31, 1993, unless earlier modified, extended, or
discontinued by further order of this Commission. Should the
commission grant pricing flexibility to AT&T-C in its A.87-10-039,
modifications to these requirements may be appropriate earlier.
Parties are directed to discuss the appropriate nature of such
modifications in A.87-10-039.

. This order is effective today. -
Dated June.l7, 1988, at San Francisco, Caln.rorm.a.- o . )

STANLEY W. HULETT
President
DONALD VIAL
FREDERICK R. DUDA
G. MITCHELL WILX
JOHN B. OHANIAN
Commissioners

. T will file a written dissent
in part.

/s/ FREDERICK R. DUDA
COmmlsszoner

) csn,mwTHAT“'rme DE
- WAS-APPROVED BY-THE. sw
CCMM&ESKDNERS‘RDDAX

- u"

\Voctor Woissor, Executive Director
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APPENDIX A
Page 1

Specific AT&T Corporate Headquarters
w 5
(As Identified by ATET Witness Conrad J. Ankiel)

E . ] z sard n . v : E ! L

inistrative General Administration of AT&T
[Paxrtial (including AT&T-C) == salaries and
‘Disallowance)] expenses incurred by the senior
' . executives and their support staffs.

- ' .

Media Relations . conducting of press relations with
national media in New York and
Washington by responding to press .
ingquiries and distributing infor-
mation to the press.

EPCOT/INFOQUEST and - Project expenses associated with
_Related Administration EPCOT and INFOQUEST.

Coxporate Archives and Maintenance and adninistration of
Information Resources the Corporate Archives/Provision of
support services involving research,
e.g. analysis of syndicated research
data, pericdical research, and
deriving information from various
available computer data bases.

Customer Satisfaction Advertising campaign to inform
Advertising selaected constituencies of AT&T’s
: dedication to satisfying customer’s
information/communications needs =--
ads include AT&T Communications
personages, long distance service
‘reference, ete.

Ethnic Advertising Advertising campaign directed toward
Black and Hispanic audiences/
Ads build on the custonmer satisfac-
tion campaign.

Thought Leader Advertising Advertising cahpaign directed at
. : vitally important constituencies,
e.g. leaders of the business/
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Coxporate Advertzsing
Adninistration

Advertising Liaisen and

Coordination

Corporate PR Strategies
and Information

Public Relations Survey
Activities

Corporate Exhibits

' Corporate Underwriting
Administration

MacNeil/Lehrer News

Cultural Programs

o o : oot

financial community ~-- The canpaign
communicates the policies and
philosophies of AT&T management 50
as to articulate the company’s
leadership role 'in comnunication and
information services.

Administer the development and
implementation of advertising
programs to ensure that advert;s;ng
effectively meets customer needs.’

Coordination of advertising plans
and media schedules ‘for the AT&T
ent;t;es/llnes of business (LOB) so
that consistent, cohes;ve and ¢ost
effective advertising is created
which delivers intended messages to
respectlve target audiences.

stablishment of AT&T’s public re-
latmons strategic planning ---
Identification and analysis of
critical -issues of significance to
ATST entities/LOBs.

Monitoring and assessing AT&T PR
activities through surveys,
questionnaires, etc.

Development and management of
exhibits for special AT&T Corporate
events such as shareowner meetzngs,
community events, etc.

Admlnistratmon of corporate under-
wrltlng.

Underwriting “The MacNe;l/Lehxer
NewsHouwr.”

Sponsorsth of quality arts .
programs
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Punetional Activity Description of Activity

Corporate Identity : Assure compliance throughout the
: ' entire corporation with all of the
elements and recuirements of the
Corporate Identity Program.

Community and Community and educational relations

Educational Relations including: serving as a clearing
house for the exchange of community
and educational information; inter=-
facing with consumer oxganizations
and other public constituencies: and
fulfilling corporate responsi-
‘bilities to charitable, educational
.and cultural organizations. :

III__Leaal

‘Joint Venture, Mergers Service rendered in comnection with
and Acquisitions legal matters relating to acquisi-
Y . tions, mexgers and/or jeoint
ventures. : s
ANdnce
and _Accounting

Cash Management ) . Management of the ATS&T pool of funds
. and temporary investments.

Tax Planning and Perform strategic and operational
Compliance - “Non-Utility” tax planning and research for non-
utility tax nmatters, e.g. Federal
. withholding matters, state/local
income taxes, property taxes,
business and occupation taxes,
capital stock taxes, sales/use
taxes, net worth taxes and foreign
taxes. .

Data Systems Planning/ Guide the activities of ATST data
Information Movenment systems development and support
and Management o . groups.

Financial”AnAlysis ‘ Provide the financialianaiysis
: » . - function. ' :




_ A.85~11-029  ALJ/GA/jt

-  onal ity

Business Planning and
Analysis

ATS&T Investor Relations

Internal Audits CH

Joint Ventures

Corporate Financing

Am&T'Fauhdatioﬁ
& _Development

Corporate Strategy
and Development

Corporate Planning Models

E 3 . : E .vl.

Manage the AT&T planning process --
Prepare the schedule and guidelines
for business plan submission,
analyze financial view data
provided, and produce the AT&T
consolidated view of business plans.

Maintain contacts with investors and
the financial community.

Perform intermal audits as to the

. operations and activities of AT&T

Corporate Headguarters and report

.results to management.

Represent the Finance Department in
joint venture/merger/acguisition
activity.

Provide goals, objectives and
policies relating to- capital
markets, cost of capital, capital
formation alternatives, and the
impact ¢of external factors on AT&T
earnings and financing.

Provide financial administrative
support for the AT&T Foundation.

Developnent of integrated corporate
plans including analyses and
recomnendations for the 0ffice of
the Chairman on business plans and
corporate development options.

Provision of analytical models and
analytical techniques associated .

with AT&T strategies. | S
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Venture Technologies Provision of assistance in the
‘ identification, nurturing and
implementation of internal ventures.
Corporate Communications: Formulation and monitoring of AT&T’s
‘ corporate communications policy and
objectives. ' -

(Source: Ex. 236, Attachment C, Sheets 1-6.)

_ (END OF APPENDIX A)
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Glossarv. of Acronyms

A.
ALY
American -
AT&T*

ATS&T CQmmunicationsl

AT&T-CF

CATET-CHT
AT&TIS™
. BDP

Application

Administrative Law Judge-

American Telephone and Telegraph Company

(Predivestxture predecessor of ATLT)
AE&T Corporation (Parent)

AT&T Ccmmun;catxons, Inc.
(samea as NOMC)

AT&T Communications of California, Inc.
(Applicant in this proceeding)

Ai&:-CQ:pcrate Headquarters
AI&T In£ormation Systems,"Inc.
Budget Decision Package

AI&T Bell Laboratories, Inc.
(Called Bell Telephone Laboratorxes, inec.
befiore divestiture) :

Case

Comnission Advzsory and Compl;ance
Division of the California Publzc
Utilities Commission

California Association of Long Distance
Telephone Companies ‘

Customer zg:glgg:;gn of lnterexchange
carriers after equal access initial
selection was first made.

c1osing Brief

S 1 See Summary of Decision section of this order for :urther
. . details of AT&I’s organizational structure.
: N o
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Gloggary of AcCronvms

Consumer Price Index
Decisien

Division of Ratepayer Advocates of the.
Californla Public Utilities Commission

Evaluation and Compliance Division
(Predecessor of CACD)

Exhzblt
‘Federal Communications Commission
Female/Minority Business Entexrprises

" GTE Cal;fornza Incorporated (formerly .
General Telephone Company of California)

Interexchange carrier (such as AT&T-C,
Allnet, Execulines, Inc., MCI, Starnet,
v.S. Sprlnt Western Union, and others)
Local Access and'Transport Area

Local Exchange Company (one of the 22
telephone companies who provide local
exchange and intralATA telephone service
in California. The texrm LEC’s represents
‘all 22 of these companies.)

Lines of Business

MCI Telecommunications Corporation
Meésage'roll ({Telecommunications) sérviée

National Association of Regulatory Utllmty
Commissioners

1 See Summary of Decision section of this oxder for furthex .
details of AT&T’Ss organizatxonal structure.
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APPENDIX B
-
NOI _ Notice of Intent

NoMc* ATET Communications, Ine.-National

Operations and Management Corporation

OITI (also I.) . Orger Instituting Investigation

Op. Br. ' opening Brief
Prehearing Conference
Points of Presence

.Public Staff Division
(Predecessor of DRA)

The Pacific Telephone ‘and Telegraph
Company (Predivestiture predecessor of
Pacific Bell) ‘

PU Code . The California Public Utilities Code
(Reference is usually followed by 2
sectlon number )

vResearch and Development
.Research, Development and Demonstration
Return on Investment

Subscr;ber Line Usage

This is an allocation factor whmch is a
measure of the relative usage of

each subscriber of exchange and toll
telephone service. It is based on the
actual minutes of use of each service.
This factor dates back to the 1947
Telephone Separations Manual.

Shared Network Facilities Arrangement ‘

‘1 See Summary of Decision’ section of this order for further.
ddeta;;s ot Am&r's organlzatlonal structure.
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Subscriber Plant Factor

This is an allocation factor in which the
minutes of use are weighted by a complex
formula which reflects the average length
of haul of each call. This factor was
prescribed by the 1971 (Ozark Plan)
Telephone Separations Manual.

'.I'e<:1:.n<:>.1.og:!.ea'.:L AQ&T’Technoloqies, Inc.
(Post=divestiture successor to Western
Electric Company, Inc.) :
Transcript o
JToward Utility Rate Normalization
(An intervenor, based in San Francisco,
who represents residential and small
business ratepayers)

U.S. Sprint U.S. Sprint Communications Company

USOA ‘ Uniform ‘System of Accounts

WATS. . - Wide Area Telephone Service

Western ‘ Western Electric Company, Inc.
: (Predivestiture predecessor of AT&T
Technologies, Inc. ) '

1l See Summary ‘of Decision ‘section of this order for rurther
details or AT&T’s oxganizational structure.
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mTeeT COMMUNICATIOND OF CrRLifcANIm
Tozal Company & Imtraztate Summary o7 Earnings
Snase II1/A.85-1.-029

«  Tegt Year

=986

(Thouzands o+ Dollars)

REVENUED
L Tl
- Contractz
ot Vneeoliectile

4 Tosal Revemues

OPERATING EXPENSES
AScaze Cnarces
Billang Charges
Maintenance
Deprecration
Traffic -
Commercial
Operazing Rents
Executive & Legal
Accounting. =
Ralie® & Pension
Gemeral
Quner Expenzex
AUCLT AQiusiments

O-o0o@-~1Q Wn

-

-

Hr

1
1z
14

-

r
n

[
~2

Subtotal

TAXES

CCFT

FIT

Grozs Receipls

Cther Operating Taxes

Total ExbenSes
Net Reverues.
RATE BASE

Avg. Tel. Plamt in Serv.

Avg, Plt. Under Const.-S. T,

Avg. Plt. Held for Fut. Use
workang Cash ‘Allowance
Materials & Supplies

LESS: Depreciation Reserve
LESS: Deferrad Taxes

Total Rate Base

33 RATE OF RETURN

Total
Scompany

3I,170,081.
T7,443
(62,708)

3,144,786

1,%0L,997

232,552
57,894
114,013
145,25<
139,35%
93,431
5,090
59,577
56,677
80,454

(1,263)

(52,758)

2,862,273

12,827
70,319
46,184
38,484

¥,030,086

114,700

1,330,675
0

275
77,798
4,618
427,360

$ 165,811

‘820,195
13.98%

Intraztate

51,705,524+
37,442
(26,0%5)

RNk A rde
-y, O d

176,08l
35,337
60,235
56 ,64%
59,877
5,744

1,930
10,347
22,865
51,835

(S23%)
(al,054)

1,585,403 -

4,562
24,043
46,184
15,361

1,675,533

591,739
o,

155
43,326
1,788
187,970
80,399

368,635

11.21%




J ALy om0 .
APPENDIX C
Page 2

ATET COM MUN;CAT:ONS OF CALIFCRNIA
Revenye Requ1rement
Phace I2/A.85=-L1-02
Tazc Yaar 1986
(Thouszanas of Deollars)

Résuﬁts of Operazions @ breﬁen: Ra;és o Adorted.
T iserssing Revemses | '
Operating Expenses anc Taxes _.575 533
. Ne;IODQHanzng‘ReQenuésv‘ I o ‘ - al, 339 |
Raze Sase ' | ' o (l 368,634

Rate ¢ Raturn ' S o11.21%

_Revenue Reguirement Calculations

Egtimated 1986 rate basze - - 368?&39

Adopzaa*rate ot return o - 12.35%

'Net r-evenue r'equ:.r-ement _ . S 45,527+ . ’

Les<: E- zma.ec L?Bo net 'evenue.~
Increase in net’revenue requzrement o 4,188

Net-to-grosﬁ multiplaier ; ) ' ‘ 1;88;3.
: 1) | em—tmsmem———-

Increase in gross revenue requirement o $7,879

Thi= ameount represants the combined resylis of poth
Phase I and Phase II of this procesding. Phase.l
resulted 1n an Ancrease in revenue reguirement of
$12,264; the 54, 385'ad3uftment- acopted in Phase II
.lowered that i1ncrease 1:0 37, 879.

" (END OF APPENDIX C)
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APPENDIX D
p ci X K .
A. Repexting Requirements .

1. Nothing here is intended to change, revise, nodify, or.
discontinue AT&T=C’s regqular reporting requirements under General
Oxder 104 and its submission of monthly earnings reports pursuant
to Ordering Faragraph 8 of D.85=03-056 and General Order 65-A, or
the presexvation of records as specified in General Ordex 28-A.

2. AT&I-C shall, on or before March 31, 1989, and in each
subsequent year, submit to the Deputy Director of the Division of
Ratepayer Adveocates, an original and one copy of a report detailing
transactions between AT&T-C and Technologies, dur;ng the past
¢calendar year.' The report will contain: .

a. ' AT&T-C’s construction budget.
'b. Amount of AT&T-Communications of
California’s purchases from Technologies

(estimated for expense and plant
categories), and

c. Capltel stxucture of Technologies.

AT&T-C and Technoloqies shall arrange to retain, but not
report annually, respective accounting records, including such
memorandum accounts as necessary, in a manner which would pernmit
the development of ~“Realized rate of return of Technolegies sales
to AT&T=C of California by line of business,” for AT&T-C’s next
rate application or rate investigation. The original of the report
required herein will be routed by DRA’s Deputy Director to the
Director of 'the Commission Advisory and Compliance Division for
compliance review by that division and then to the formal.file in
this proceeding for access and review by interested parties.

This new reporting requirement shall terminate upon
submission of the reports for calendar year 1992, to be filed on or
before March 31, 1993, unless earlier modltled, extended, or
discontinued by :urther oxder of this Commission.
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AT&T-C shall arrange with AT&T-CH and AT&T-Communications
- (NOMC) to~maintain,tpose_accounting records and memorangum accounts
‘necessary to respond promptly to DRA’s requests for information |
regarding the following activities and categories of expenses in
its next rate proceeding' '
- cOrporate Re@rganxzatxons

o Advertis;ng and Marketing Cost/Benefits.

o6 Billing and Collection Program Development
: and Deployment

7Side Records” as a proxy for Account 674
data per D. 87=-12-063. -

o chporate Headquarters Allocatlons

o .AI&T COmmunLcations (NOMC) Headgquarters and

" . Pleld Allocations. _

These record—keep;ng requirements, in antlcipatlon of
tuture rate proceedings, are more precisely, but not exclusively, .
dezined as follows:. _ S

1. Coxporate Reorganization .

.Tracking records for reorganizations would include the

:ollowing DRA- requested information:

#a. The implementation plan including a
schedule of staff changes, whenever this
lntormatlon becomes available:;

Track all costs assocxated with the
reorganization plan, including employee
relocation costs, by organization and type
identifying direct and shared costs;

.Maintain monthly reports on ¢costs tracked;

Identiry the total effect of these costs in
. allocataons to Californiar ‘
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7a_. Provide a final. report upon completlon of
reargan;zatzon anlud;ng the total economic
impact.”
Advertising and Marketine géﬁxzﬁgngzi§§, ,
~ AT&T-C shall arrange to maintain accounting records and
memorandum accounts, as necessary, to permit it to comply with
Ordering Paragraph 5 of this decision when it files any future rate
application, as follows: .

#In future rate proceedings, if AT&ST-C wishes
California ratepayers to kbear a share of
allocated advertising and marketing expenses,
it shall present a cost/benefit analysis in its
direct showing, over the latest available 12-
month recorded periecd, as well as its pro forma
analysms of future commerczal expenses. This
analysis should be developed to inciude
justification that its marketing expenditures
provide a proven cost/benefit to its small,
medium, and large use customers.

AT&T-C is author;zed to place $9.1 million of the
California intrastate expenses, so allocated from AT&T’s
development and deployment of its customer service and billlng
program, into an ;nterest—bearlng memorandum account to accrue
interest at the average three-month commercial paper rate as
published in the Federal Reserve Bulletin. This will permit AT&T-C
to recover these costs upon a further determination of prudency of
AT&T-C’s take-back of its message billing service from the LECs and
its own introduction of direct billing, which will necessarily be a
future rate proceeding. ‘ '

Pursuant to D.87-12-063 issued December 22, 1987 in
I.87-02-023, Am&r-c‘was exempted from a requirement to reinstate
#Account 674, General Services and Licenses.” . However, in lieu
thereof, D.87-12-063 contained the following proviso which will
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apply to DRA’s request for future reporting requirements herein as
well:

7¢. AT&T shall maintain its data on affiliate
company costs on a side record basis and
shall not be required to set up a separate
and unique subaccount code to record these
costs.” (D.87-12-063, mimeo. p. 48.)
5. Allocation of Corporate Expenses
AT&T-C, in cooperation with AT&T-CH and "AT&T
cOmmunxcatzons (NOMC) , should wherever poss;ble use more direct
allocations of headquarters expenses for rate-fixing purposes where
the direct beneficiaries can be identified.
 AT&T-C, in cooperation with AT&T Communications (NOMC),
should discontinue the use of access charces in allocation: factors.
The record-keeping requirements set forth in B.l through
B.S above shall terminate, . eXxcept for Item B.4, upon the conclua;on
of AT&T-C’s next general rate proceed;ng oxr calendar year:
‘December 31, 1993, whichever occurs later, unless earlier modified,
extended, or d;scontinueduby further order of this- COmmxssmon.
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‘Commissioner Duda, Dissenting in Part:

I feel the need to explain why I believe that the
refund proposed by'ALJ‘Amaroli is supexior to the prospective
rate reduction authorized by today’s decision.

As the ALJ pointed out, avoidance of all review of
prior customer usage and the setting of future rates at less than
~cost in oxder to amortize. The prior overcollections through
future rate reductions is both unreasonable and unfair. Such a
method sends a s;gnal to customers that they must purchase
additional service, whether they need it or not, to receive
through'bargain‘rqtes'an amount equal "to their priox overpayment.

The AlJ's refund proposal was carefully tailorxed to
give the excess money collected by AT&T-C back to those AT&T-C
customers and forxmer customers who overpaid in the first.place.
The adopted decision, however, instead only benefits preseat
‘customers of AT&T-C who, in the next six months, make as many, O
moxe, long distance calls than they did in the past six months.

As the ALJ further points out, the use of future rate
. reductions -to refund past overcollections is also unfair to )
AT&T-C’s interexchange carriexr competitdrs. By allowing AT&T-C
to price its sexvices well bhelow cost, AT&T-C gains a '
considerable competitive advantage over its business xivals.
While major rivals such as US Sprint and MCI may grudgingly take
this in stride, the effect of today’s decision will be much moze
serxous for. the dozens oi smallex Lnterexchange carriers
operat;ng in Calmforn;a.
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Today’s decision sends the signal that we are willing
to grant the dominant player in the long-distance maxketplace a
very signifiéﬂht competitive advantage simply because to do s0 is
easier than making even a minimal effort to match up the priox
overcollections with the customers who have contributed to those
overcollections. This signal seems contrary to our profession of
interest in ensuring the viability of a competitive long-distance
maxrketplace. '

Support for a one-time refund can easily be found here
£rom the facts. The application of Public Utilities Code 453.5
(as guided by the Supreme Court s. direction to us in the Coxzy and
) California Manufacture:s' cases) strongly supports the
reasonableness of a one-tlme refund. I would so o:der..

-/s/ Prederick R. Duda ‘ ' .
Frederick R. Duda, Commissionex

June 17, 1988
sSan Francisco, California
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_ INDEX
Subject .
VI. Corporate HeadqUAXters .....eceescccccrcvcnccscncns
1. Position of DRA in Phase Il ....ecccecssacfonne
a. Executive Department ......ccceeeese
b. Corporate Secretary ..cceccececacnefonennee
¢. Employee Information/

Public Relations .c.ccecceencecfecnnnnnns

d.t P‘lbl:.c Mzaim ‘.‘.I'.......I... -.....I-.‘..‘
Legal DepartMment cccecececccrcryocencnsannes
Hunman Resources, Personnel

Management Pension Serviceg,

Labor Relations .ecececesefecncscncccncens
Finance Department ...cecpfeccecceaccrcenne
Financial Reports, Tax

Reporting, Other Chie

Financial Officer FUuyiCtions .cecescceeces
Corporate Strategy Development ...csees
Federal Requlation of.cececccenccercsncecns
Indust.fy Matters - --.--o.-o-'--o-----oo--.--'

Position Of ATET~C .u/ccescncccrsccsccssconanne
Discussion of Coxporzte
. Headquarters Ad3usStments .c.cececcecscsssvecnes
DRA’s New Equal=-to~All
. Allocations MePhod cecvececncosnccnsoncscnsss
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Account 674 for Corporate

Headquarter Expenses cecvsessemsrtosancranss

Management Co. : erescsecsnnsnsacracsones
. Specific DRA /Recommended

Se AdJUSTMENTS .vceceveccoccerccssnnnns

1. DRA’s Position on NOMC c.cecssesnccsnsacvenassnas

2. Position of AT&T-Cecesecrercenccscroscrrcnccnnen

3. Dis SiON .eceenrccccsasccsasenncrncancsscssnns

Excludiyig Access Charges for Allocations ..........

1. Pogition of DRA on NOMC Allocations .....cecessecs

2. Pgsition of AT&T-C
on NOMC Allocations cectscccesnrentotasnnenan
3. iscussxon L

Sale of 195-Broaduay s
DRA’S Position .........-.'...........-'.‘.....,
AT&T=C’S Position eceeeccccccrccrenccnccenadaces
DJ.BC’IJ.SSion o---o...---os----oo-----r.--.--.a---'
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am&m-c Arffiliated Transactions ....cccscvevscfennvocnoces
AT&T Technologies/Western Electric
Company, Inc. Adjustment ec.cececenc/oveccccscnces
1. DRA’S PosSition ...ceeccccescscenfocncensaceancesn
2. ATET=C’sS POSLition cceevenssscralencsncaccntcnens
3. DiscCuUSSioN sceceecocensansscncfocavancsscanansas
Merimmranstech --‘-.-'---.---on-.-o--‘----..-‘...---..-
1. DRA’s Recommendation .cececsfcccocosrsccosronsss
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OPINION
I. sumpaxy of Decision

This Phase II decision concludes the Commission’s review
and analysis of AT&T Communications of California’s(AT&T-C)
audited test year 1986 results of opéra;ion.

This decigion further reduces AT&T~C’s test year 1986
total Califormia operational expenses by .745 million ($9.6
million on an intrastate basis), and redné;s its total California
rate base by $15.51 million ($6.1 mi%}ign on an intrastate basis)
from the Decision (D.) 86-11-079 adopted results. These changes -
result in an annual gross revenue ';duction of $10.5‘milli9n'on-
AT&T-C’s California intrastate ?perations. This reduction is
spread proportionately to reduce AT&T-C’s intrastate long distance
(including coin-sent calls)/géo, WATS and private line sexvice.

. gy this order Agpw-c is also directed to make a one~time
refund of approximately $116 million to its customers for
appropriate amounts colXected subject to refund pursuant to
D.86-11-079 and for flowing through the results of D.87-12-051,
D.87-12-067, D.8‘7—12-/070, D.87=-10=-088, and D.88=01-061 concerning
access charges, Unilersal Lifeline Telephone Service tracking and
the Tax Reform Act/ of 1986, which affect the amounts collected by
AT&T-C in rates i@ collected and retained with interest in ekcess
of its allowablé'expenses.

In DL86-11-079 the Commission held back $15.058 million
of AT&T-C’s total California operating expenses ($5.754 million on
an intrastafé basis) pending Phase IIlhearings on Public Staff
l,audit”report. The Commission also made the rates
authorized in D.86~11-079 subject to refund. S

1 /since renamed “Division of Ratepayer Advocates (DRA).

-2 -
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This Phase ITY decision concludes the Commission’s review
and analysis of AT&T Communications of California’s (AZL&T-C)
audited test year 1986 results of operation.

This decision further reduces AT&T-C’s t€st year 1986
total California operational expenses by $46.59) million ($9.%5
million on an intrastate basis), and reduces j£s total Califormia
rate base by $15.51 million ($6-1 nillion op/an intrastate basis)
from “ne Decision (D.) 86-11-079 adopted pésults. These changes
result in an annual gross revenue reduciion of $10.4 million on
AT&T-C’s California intrastate operatjéns. This reduction is _
spread proportionately to reduce AT -C’s intrastate long distance
(including coin~-sent calls) 800, S and private line service.

By tbis order AT&T-C & also directed to make a one-time
refund of approximately $118.9/million to-its custéme;s for .
appropriate amounts collecte subject to refund pursuant to
D.86~11-079 andlror‘zlowin through the results of D.§7-12-051,
D.87-12-067, D.87~12-070,/D.87-10-088, and D.88-01-061 concerning
access charges, Univer Lifeline Telephohe Service tracking and
the Tax Reform Act of Y986, which affect the amounts collected by
AT&T-C in rates it collected and retained with interest in excess
of its allowable enses. .

In D.86=-Y1-079 the Commission held back $15.058 million
of AT&T-C’s total/cCalifornia operating expenses ($5.754 million on
an intrastate basis) pending Phase II hearings on Public Staff
Division’sl audit report. The Commission also made the rates
authorized in/D.86-11=079 subject‘tbiréfund-

1 sSinde renamed “Division of Ratepayer Advocates (DRA).
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~ Since the receipt and review of the DRA’s awdit report
was the main thrust of Phase II, DRA was placed in « lead posture.
Howevex, even though DRA made the initial presentaticon for all
issues in the Phase II hearings, and its position is routinely
discussed first in each section of this order, it is clear that the
burden of proof for the reasonableness of 11 expenses rests with
AT&T-C under Public Utilities Code (PU Code) Section 454.
Therefore, the recquirement for a showa g of reasonableness of any
and all expenses undex review herel%/ror Phase II of Application
(A.) 85-11-029 still rests fully w/:uth ATLT=C.
A. Summary'ot Recomnended and Adopted

In Phase II, DRA recommended further disallowances in
addition to the amounts the/Commission held back in D.86~11-079.
DRA’s recommendationS-wegg/vigorously eross—exanined by AT&T-C and
DRA’s final position in ibit 243 was changed somewhat from its
initial audit report recommendation (Ex. 201). -

In Exhibit 2&3 DRA recommended further expense redugtions
of $100 million for/AI&T—C's total California operations and $29
million on Lntrastaxe operations, over and above the amounts ($15.0
million for total/Calxzornla and $5 .8 million intrastate
operations) held back by D.86-~11-079 pending the starff audit.

, A detdiled breakdown of DRA’s recommended Phase II
adjustments is/set forth in the table which follows AE&T-C'
position below.

2.. -

In Phase II AT&T-~C requested that the Commission find its
1986 test year headquarters and other allocated corporate expenses
reasonable and appropriate as costs of service for its California
customers. AT&T-C then requested an additional $39.7 million
allowance for marketxng expenses on its total California operations
(518 o] mzll;on on an intrastate basis) and the setting aside of the -
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Since the receipt and review of the DRA’s audi
was the main thrust of Phase II, DRA was placed in a
However, even though DRA made the initial presentatién for all
issues in the Phase II hearings, and its pesition As routinely
discussed first in each section of this order, i¥ is clear that the
burden of proof for the reasonableness of all gxpenses rests with
"AT&T~C undex Public Utilities Code (PU Code) /Section 454. .
Therefore, the requirement for a showing of/ reasonableness of any
and all expenses under review herein for Phase II of Application
‘(A.) 85-11-029 still rests fully with AZ&Y-C.

In Phase II, DRA recompended further disallowances in
addition to the amounts the Combission held back in D.86-11~079.
DRA’s recommendations were vigorously cross-examined by AT&T-C and
DRA’s final position in Exhibit 243 was changed somewhat from its
initial audit report reco tendation (Ex. 201). .

In Exhibit 243 DRA recommended further expense reductions
of $100 nillion for AT&Z-C’s total California operations and $29
million on intrastate Aperations, over and adbove the amounts [$15.1
million for total Ca)Yifornia and $5.8 million intrastate .
operations] held back by D.86-11-079 pending the staff audit.

d breakdown of DRA‘s recommended Phase II
adjustments is -forth in the table which follows AT&T=C’s
position. below. |

2.

nde for marketing expensés on its total California operations
million on an intrastate basis) and the setting aside of the
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audit hold-back of $15.1 million ($5.8 million on an intfastate
basis) w;uth. no adjustments to its intrastate rate base/. AT&T=C’s
request,. it approved, would raise AT&T-C’s 1ntrastate revenue
requirement for test year 1986 by $22.6 mzllxon uéisat forth in the
following table.

The figures contaxned in the ’COmparison of Adjustments”
and ‘Appendix C tables axe rounded to the qgéfest $100,000 in
accordance with the rounding practice used in D.86-11-079.
Therefore, it follows that occisionally/%he dollar amount set forth
in. the summary tables may be $100,000 igher or lower than the
adopted result in any given section/of this order.

These rounding, changes,}end to average out and thus do
not alter the szgnifxcance of an glven adjustment, or serlously
aftect the overall rasult.
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AT&T COMMUNICATIONS OF CALIFORNIA
Comparison of Adjustaents
Phase IX/A.B5=14-029"
Test Year 1986
(Thousands of Dellars)

eaneas Tolal California es=-- =em== Rav, Req, Effach +=-=—
DRA - ATLT=Cx  Acopses

DR ATET=(r  Acopted DRA  ATET=Cr  Adpeted
‘ Exn, 243 Position

‘ ‘ . Exn. 243 Positaon Exn, 243 Posation
QPZRATING EXPENSES : -
Puplic Relations $2,900 $600
_Reorganization © - 3,600 1,000
Allocation less Rev, 11,100 : / 0
Allocation less Access & Rav, 5,200 1,900
81111n¢ & Collection , 79,100 . 9,.00:
Corp.. Neadquaters - ’ /. _
ATET~HO =7,.00 1,800 .
Gain on 195 Broagway 2,300 - - 0
ATAT Teeh. 2,700 . & 500
Aaerican. Transtech ©200 . : o 100
RED & Funé. Research 900 Jo0

©$600
1,000
.0‘

1,800
19,100 8,70
4,000 Ce - 2,00

» O OO ~3 O (N AP

0. 1,300
0l
0 300
0

-

.‘_. Subtotals b/4 audit ad). 115,100 61,600 34,800 (18,000) 15,300 34,600 (17,100) 15,906 7

W LESS: ALt ad). in D.B6-LL=079 15,100 ) 15,100 5,800 5,800 5,800 5,500 . 5,500 5,500

15 Total Expanse hcjustants 100,000, @50 1 29,00 (3.800) 9,500 b

16 Total Rev. Req. Effect 29,100 (22,600, 10,408 |

RATE 8ASE

17 ATT Tach. Calif, ' ' 10,300
18 Gaun on 195 Broadway ,200

'
1
]
L]
]
'
[}
]
[]
!
L]
1
L]
H
]
'
I
L]
1
¥
- Mar! T ] : “n ‘
Mark , ¢ 17,10 0
‘ : , ,
)
]
]
1
[]
]
1
]
)
]
[}
[}
'
4
1
3
b
]
+
]
]
I
]
L]

19 Tomai Rate Base Acjuglaents - 15,400 15,500
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The tollowxng dxscuss;on prov;des a brief syatement
regarding each of the expense and rate base adjustmenhts listed in
the adopted columns of the previous table. A more¢/comprehensive
discussion of any given adjustment is contained An the ”Discussion”
for the section of this decision dealing with
adjustment.

a. Rublic Relations

This decision reduces DRA’s fproposed 97.85%
disallowance of corporate and field publdc relations expenses by
41.4%, resulting in an allowance of abgut 42.7% of such expenses.
DRA recommended that we exclude $2.9 Million for AT&T-C’s total
California ($1.1 million intrastate) operations. With the
reinstated expense allowance, the /adopted adjustments are reduced
to $1.7 million for total Califoynia and $.6 million for intrastate

operations. |
‘ The reinstated Amounts are intended to cover the
noted percentages of the fo owing expenses®

25% of/ "Media Relations”
75% ¢of “Employee Communications”
50%/0f “Consumer Affairs”

of ”Policy Briefings”

Thesg public relations functions and activities are
found to be nece on a one-time basis (for one rate case cycle)
at or shortly after divestiture as AT&T Corporation’s (Parent)
(AT&T) overall/corporate structure changed to meet its new
functional ironment and inform its employees, the media, and the
general p ic about its post—dxvestlture organization, functlons,
and avail le utility servmces.
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b. Reorganization

This decision adopts DRA’s identified miﬁ;;um«expense'
savings for AT&T’s major coxporate reorganization’yndertaken in
1986. However, since these cost savings were largely assoclated
with AT&T’s overall marketing activity, the amoGnt of the expense
savings recommended by DRA is proportmonately/;educed by the ratio
of D.86-11-079 adopted marketing expense to/%he total marketing
expense budgeted for the test year.

The resulting adopted reorganization savings are $2 3
million for AT&T-C’s total Califormia A$1.0 million intrastate)
operations. , _

c- Allocations less Revepue

DRA urged that rev:zﬁes not be used (in this case
excldsively) for allocation of marketing expenses and recommended
disallowance of $11,100 millior/in expenses for AT&T-C’s total
California ($4.7 million intrastate) operations. While DRA’s
recommendation is sound, it Is not being adopted. Since the
D.86-11-079 adopted statewide marketing allowance of $104.23
million is not being changed by this order, it would not be
. appropriate to reduce it ’y over 10% by simply applying a different.
allocations method here, after the fact.

DRA adjfisted the allocation method used by AT&T
Communications, Inc., to functionally allocate certain
headquarters, corporate, and nationwide expenses to AT&T-C. DRA’s
allocation method femoves access charges from expenses, and deletes
| Ievenue and access chardges from the composite factor. Access
charges were reméved on the basis that these charges are merely
collected by AT&T-C and passed on to the local exchange telephone .
companies. The result is a two—-factor allocation method rather
than the thre tactor nmethod used by AT&T, and is too severe f£or
reasonable ac eptance. '
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b. Reoxrganization

This decision adopts DRA’s identified minifun expense
savings for AT&T’s major corperate recrganization undgrtaken in
1986. However, since these cost savings were large)Xy associated
with AT&T’s overall marketing activity, the amouny of the expense
savings recommended by DRA is proportionately rgduced by the ratio
of D.86-11-079 adopted marketing expense to thre total marketing
expense budgeted for the test year.

The resulting adopted reorgarization savings are $2.3
million for AT&T-C’s total California ($Y.0 million intrastate)
operations. '

c. A ocations e Revenye

' DRA urged that revenugs not be used for allocation of

marketing expenses and recommended/disallowance of $11,100 million
in expenses for AT&T-C’s total CA leornla ($4.7 million intrastate)
operations. While DRA’s reco-nendatlon is sound, it is not being
adopted. Since the D.86-11-079 adepted statewide marketing
allowance of $104.23 millior is not being changed by this oxder, it
would.not be apprcpriate t¢ reduce it by over 10% by simply
applying a different all- ations method here, after the fact:

d- £ WS 'ﬁ e v - Nd _REvenue

DRA adj gted the allocation method used by AT&T
COmmun;catzons, Inc., to-:unct;onally allocate certain
headguarters, corpoyate, and nationwide expenses to AT&T-C. DRA’s
allocation method Yemoves access charges from expenses, and deletes

svenue and acceské charges from the composite !actor. Access
charges were renpbved on the basis that these charges are merely
collected by AY &T-C and passed on to the local exchange telephone
companies. The result is a two-factor aliocation method rather
than the‘ hy e—factor method used by AT&T, and is toe. severe for
reasonable acceptance.
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The three-factor allocation method adopted/herein
removes access charges from revenues and expenses and ubstitutes,
a usage factor in lieu of the revenue factor which j
coincide#Cer almost the same as AT&T CommunicatiopsS” 1986 revenue
factor recomputed to exclude access charges. Thé adopted
adjustment is a $5.0 million expense reduction/for AT&T-C’s total
California ($2.0 miilion‘intrastate) operatigns.

e. Billing and Collection

' This decision directs AT&TyC to set up an interest-
bearing memorandum account and place $9.1 million of California
intrastate expenses into it, related fo the development and
deployment of its customer service ahd billing program which was
not fully in place‘and used and uséful during test year 1986. This
account will be maintained until/AT&T-C’s separate billing program
is fully operational and used hd useful in Califoxrnia.

DRA has recommeXded the deferral of $79.1 for
AT&T-C’s total Califormia operations ($20.1 million on an ’
intrastate basis) on the bflief that only the account inquiry

function was in place and used and useful during the test year.
AT&T-C, oA the other hand, suggested, for the sake of
argument, a limited de¢ferral of $5.7 million on its intrastate
operations until commencement of its direct intrastate toll
billing. ‘

Thig order adopts as reasonable DRA‘s minimum
alternative adjyStment of $9.1 million on AT&T-C’s intrastate
operations as discussed above. This decision also finds that those

_ ce and billing program functions which were fully
implemented,/ used and useful and not duplicatéd by the local
exchange telephone companies during test year 1986, were developed
and deployed in a reasonadble and prudent manner by AT&T-C.

'/ £. AI&I-Corpoxate Headquarters (ATXT-CH)
Vs DRA recommended an adjustment of $7.1 million for
investbr-related services allocated to AT&T-C’s total Califernia




Ve

A.85=-11-029 ALI/GA/jt

operations ($2.8 million intrastate) using a new “equal-to-all”
allocations method first adopted in D.86-01-026 issued Januayy 10,
1986 for Pacific Bell’s test year 1986 rate case.

: However, since we do not adopt DRA’s equalrto-all
allocations method, the adopted adjustments to AT&T-C’X expenses,
for corporate and investor-related functions and activities, are
reduced to $4.6 million for AT&T-C’s total Califorpia ($1.8 million
intrastate) operations in test year 1986.

g. xain on Sale © : R oAAWAY Dy
This decision dxrects AT&T=-C to/ place $2.0 million in
a memorandum account to be credited to its galifornia intrastate
rate base representing 75% of the allocatgd portion of the
previously retained (not passed through o ratepayers) gain on sale
of AT&T’s 195 Broadway, New York headgdarters building.
DRA recommended that tixe allocated gain on sale be

expensed,ovér a three-year period 2 $882,000 per year ror'AT&T-cfs

intrastate operations. This order instead adopts a one-time rate

' ‘base adjustment which has the aglantage of being entirely

prospectlve and would essenti-«ly*have the same effect as 1t would
have had if accomplished in 2983.
h. AI&T'Technol--les, Inc.
xCODNO 1O
This decifion adopts a rate base adjustment of $4.1
million on AT&T~C’s Cxlifornia intrastate rate base to be amortized
over 1l .years, as s -geéted by AT&T=C, for the remaining
predivestiture Wes¥ern Electric plant adjustment for rate base

allocated to AT&TAC at the time of divestiture.

THis treatment also includes a $1.0 million
adjustment to AT&T-C’s total California expenses ($.5 million on an
intrastate basig) for test vear 1986. This adopted rate base and
expense adjustment is based entirely on pre-1984 purchases from
Western Eléctric by The Pacific Telephone and Telegraph Company
(PT&T) . /No new-pldnt"adjustments‘are made for purchases made by
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AT&T-C in 1984 through 1986 from Technologies since there was
determination of any excessive rate of return enjoyed by
Technologies during those years.

DRA had recommended a four-year amortization of the
predivestiture plant adjustment which would have resulted in-a
greater adjustment to AT&T~C’s test year 1986 operatiaons, but we
find the ll-year amortization consistent with (1) A£he life of the
property involved and (2) the l3-year remaining dervice life of the
comparable property allocated to Pacific Bell in 1984.

This decision also requires mogest record-keeping and
reporting of AT&T-C’s purchases from Technologies together with
record-keeping which would allow it to defermine the return
realized on these intercompany sales, fof review in any subsequent
AT&T-C rate proceeding or investigatioy

i. American Transtech .

This decision adopts DRA‘s recommended total
California expense adjustment of.$£00,000 ($100,000 on an
intrastate basis) on the Americay Transtech allocated expenses to
AT&T-C. - |

This adjustment /follows the long-standing Commission
practice of allowing affilia¥ed companies the same rate of return
for any given.year‘as.that'.uthorized for the utility’s operations,
on the business performed/for the utility.

d Development (R&D)
Pe abs’ R&D

This décision adopts a modest DRA recommended
adjustment of $9004000 for AT&T-C’s total California ($300,000
intrastate) opergtions to allow Bell Telephone Laboratories, Inc.
(Bell Labs) to farn the same return as was authorized for AT&T-C in
test year 1988. o
‘ A case could likely have been made to first disallow
certain regearch and development projects as being non-peneficial

alifornia ratepayers of AT&T-C. While Toward Utility Rate
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Normalization (TURN) argued for such a disallowance in Phase I,///’
neithexr TURN nor DRA developed any record in Phase II to suppo
such a disallowance.

This order also sends a strong szgnal to th partles
that a more comprehensive showing of the benefits (or l3ck thereof)
of Bell Labs’ research will be expected in future rate/proceedings.

k- Maxketing

This dec151on concludes, after exte
the record and the arguments presented, that the/$104,230,000
allowance for marketing activities adopted in P.86-11-079 for
AT&T-C’s total California test year 1986 opexations, developed from
a 1984 base year, is an adequate amount of /overall marketing
expenses-‘ It also concludes that AT&T-C/S combined marketing  and
advertising allowance of $126,623,000 a statewide basis
represents a substantial $8.90 for e of the state’s estimated
14.2 million access lines in 1986, gspecially when compared to the
$67.5 m;lllon allowance (wh;ch equated to $5 ror each of its 13.5
m;llxon access lines) tound reasénable for test year 1984
(D 84-06-111).

Therefore, thi order does not change the base year
for analysis of, or otherwiSe modify, the adopted marketing
allowance adopted in D.86A11-079.

‘ This decigion also credits TURN with contributions to
the record on the reastnableness of AT&T-C’s marketing test year
allowance and again dopts TURN’s recommendation for a requzrement

#In Auture proceedings, if AT&T~C wishes
ifornia ratepayers bear a share of
located advertising and marketing
expenses, it shall present a cost benefit
analysis in its direct showing, over the
latest available 12-month recorded perioed,
as well as its pro forma analysis of future
commercial expenses.” :
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B. sSummary of ¥arnings

' The adopted summary of earnings for AT&T-C’s tofal
California operations and its California intrastate oparations is
set forth in Appendix C to this order. '
C. oOrganization of ATET '

To facilitate review and analysis of the various
coxrporate headquarters, general office, and affiliated transactions
under scrutiny in this proceeding, a clear erstanding of the
AT&T Corporation organization structure is€rucial. 'The “AT&T
ofganization (Legal Structure)” chart, which follows, depicts the
test year 1986 organization of ATET.

' The line of corporate contrxeol between AT&T-CH and AT&T-C,
through AT&T Communications, Inc. (NOMC) which will be described in
detail in the various sections of xhis ordexr, is highlighted on the
organization chart. The various/affiliated companies and.
subsidiaries are also shown on fhe following chart and list of ATST
Communications, Inc. companief. | -




ATLY Orgenizatien (Legal Strugture)

Teat Year 1984

ATRY
CORPORATE
NEAOGUATERS.

ATET .
lnc-r\nllml

AWAT
Inferaation.
System Ing,

Notent lold Lines w hou- depiat Line of darparate conteol ¢,
‘ L1 Corporate Neaaquaters (ATLTGN) to ATAT-C uppum)

#® ATAT=1S agtivities . are wmuy being merged with ATLT Commnications, I,

Sourcer hMblt 201, Afu-mdln T1vl, Shoute 2 of 2
Appendia 11-2

Intaratate
- Divisian.
(180

AL/ LI/ 620-11-S8Y
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22 Interexchange Operating Companies of
. : "

AT&T
AT&T
ATET
AT&T
AT&T
AT&T
AT&T

AT&T .

_AS&T
AT&T

. AT&T

AT&T
AT&T
AT&T
AT&T

Communications
CommunicAtions
Communications
Communications

Communications

cOmmunications.

cOhmunications
Communications
Communications
Communications
Communications
Co@munications
Communications
Coﬁmunicatio

Communications

AT&T

AT&ET
AT&T

- Communications

&T

Communications

of
of
of
of
of
of
of
of
of

of
of
of

Maryland, Inc.:
Virginia, inc.
Washington, D.C., Inc.
West Virginia, Incf
New Jersey, Inc.

Delaware, Inc.

New England, Inc.

New Yo:k, Inc.

Mid‘West, Inc.

Soﬁth West, Inc.

Southern Staﬁef Inc.

The South Central State, Inc.

The Mountain States, Inc. |
California, Inc. (AT&T-C) (Applicant)
Nevada, Inc.

The Pacific Norxrthwest, Inc.
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D. Acronvms ‘

. Throughout this decision acronyms are used to avox
repeating lengthy names of entities or things frequently iscussed.
These acronyms are also commonly used by telephone com
DRA staff in their exhibits and testimony. Each acrofiym is usually
identified initially by its regular (longer) name. /A complete
glossary of these acronyms is set forth in Appengix B to this

On November 14, 1986, the Commission issued Interim
D.86-11-079 in this proceeding, which Ancreased AT&T Communications
of California’s (AT&T-C) test year 1986 intrastate revenue .
requirement by $8.391 million and granted AT&T«C a 14.25% return on
equity and 12.35% rate of return 4n its intrastate operations.

'D.86-11-079 decided tie following issues for AT&T-C’s
test year 1986 operations: . '

1. 1986 forecasts of demand, revenues, and
* access charge expenses,

2. Marketing And advertising expenses,

3. Capital Yecovery and deprecidtion,

eral~0rdér 77-3 compliance,

Nodal archatecture and Points of Presence
(POP) deployment plans,

Female/Minority Business Enterpr;ses
(F/MBE)  compliance; and

Rateydesiqn.
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A number of issues were held over to a second p
this proceeding to receive additional evidence, after ceficlusion of
a staff audit, undertaken at the earlier direction of
Commission (D.85—03-0567 mimeo. p. 9).

The DRA audit was initiated in the fall of 1985; however,
due to work on other assignments, and the sheer /magnitude of the
task of reviewing literally thousands of docuplents, and 7
interviewing many managers in California, NeW Jersey, and New York,
this audit was not completed until severa) weeks after the
conclusion of the evidentiary hearings July 3, 1986. Due to the
breadth of the audit, responsxve ‘infoyrfhation continued to he
received right up to the publlcatio of the audit report on
July 34, 1986. In that report, auditors recommended deferred
recovery of billing program experses and proposed ratemaking.

- disallowances for a broad rangg of other expenses, incurred by AT&T
Corporatlon (Parent) (AT&T) rectly or through affiliated
companies. ' '

Following its réview of the audit report, AT&T expressed

its concern that numeroys errors and misunderstandings were
rerlected‘thereip, Ac¢tCordingly, with the express approval of the
(then] assigned admixistrative law judge (ALY), AT&T met with, and
provided additiona) information to the auditors, in October 1986
and thereafter, ifi an effort to reconcile factual differences.

When it became apparent that the audit reporxt issues
could not be résolved prior to issuance of the interim decision,
the Commissign deferred th¢ review of DRA‘s audit to a second phase
of this proteeding with hearings to “commence in the summexr of
19877 (D.8§6-11-079, mimeo. p. 26).

On September 25, 1986 AT&T-C filed a “Petition to Set

mission of the Record for the Taking of Limited Additional
Evidenée” relative to then recent changes in its provision of
services and facilities to Pacific Bell under #Shared Network
Fagi&ztles Arrangements” (SNFA). After con51derable dlscussmon the
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| To maintain the status quo established by’ D.84~06~111

issued June 13, 1984 in A.82-11-07 on issues relative to the
Westexrn Electric Adjustment, finance and publi¢’relations expenses
until the DRA staff audit could be received jf Phase IX, the
Commission held back $15.058 million ($5.7 million on an
intrastate basis) from AT&T-C. The Commigsion alse made the rates
authorized by D.86-11-079 subject to regund in recognition of DRA

- auditors’ recommendations for other poSsible adjustments, which
otherwise appeared to be settled in FPhase I.

Then by D.87-04=-041 issugd April 8, 1987 the Commission
responded to applications for rebearing by AT&T-C and U.S. Sprint,
granting limited rehearing on tfe proper baseline for test year
1986 marketing expenses and cgkrection of calculations for state
and federal tax depreciatior. '

1l background discussed above, the
following issues for Phase II were established, numerated, and
announced as follows at/the fourth prehearing conference (PHC) held
for this proceeding oy April 28, 1987:

‘staff Audit Report of July 31, 1986
March 27, 1987 Supplement,

The/SNFA -issue,

e correction of tax depreciation errors;
3 .

The appropriateness of using 1985 versus
1984 as the base year for determining
AT&T’s test year 1986 marketing expense
" allowance.
. Hearings on these issues were then scheduled for the
summer ¢f 1987. comnencing on July 27, 1987. Twenty-one days of

ev;den iary hearzngs.were held, 52 exhibmts were recelved in
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Opening briefs were filed by AT&T-C, DRA, and TURN.

‘were filed by AT&T-C and DRA whereas TURN opted to stand
opening brief. Phase II was subnitted upon receipt of Closing
briefs on December 31, 1987.

Prior to the first day of hearing/DRA and AT&T-C reached
congensus in two areas: the correction gf erxrrors in calculating
state and federal tax depreciation, and' SNFA. The parties also
reached agreement on the appropriate/amount of legal advertising
expense to be included in coxporaty advertising.

nission to recover the change in tax depreciation
h in D.87~04-041, and to reduce its billing
The Commission by Resolution T-12032 dated
”adopted'Am&T-C's Advice Letter 83.
. Netwonk Fncilitles

In Exhib;t 199, Kevin P. Coughlan, DRA’s then Project
in this’ proceed;ng, verlfied the reasonableness of the
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workpapers submitted by AT&T=-C. He acknowledged tha

#The financial information provided in

workpapers appears to reflect the actiyities

associated with facilities that AT&T-C leases

to Pacific Bell. Another partial coafirmation

of AT&T-C’s estimate is demonstrated by the

fact that the revenues received by AT&T-C track

with the lease expenses of Pacifjc Bell”

(Ex. 199' : p. mc_l) -

Coughlan, under cross—examinayion, concurred that SNFA
effects embedded in AT&T-C’s rates shgQld be as authorized in
D.86=-11-079, with a slight modification to include an additional
$0.52 million in AT&T-C’s intrastaté maintenance expenses set forth
on pages 3 and 5 of D.87-04-041 igsued April 8, 1987 in this
proceeding (Tr. 5267-5268).

QVEeIT 1G9

This $0.936 million had been included
££7s $3.8 million disallowance for

million figure i a total (unseparated) California expense item (RT

g i zati

plant/consolidations that AT&T announced would take”place in 1986.




A.85-11-029 ALY/GA/4t

According to AT&T-C this reorganization will continue into 1988 and
perhaps beyond. DRA recommended ‘that $3.5 million of the resultlng
savings be passed on to AT&T-C’s total California operations for
test year 1586. _ '

1. DRA’s Position . :

DRA’s Financial Examiner, Francis Fok, ipvestigated the
major reorganization of AT&T and determined that AT&T’s staffing
reductions actually began as early as 1984 and continued into 1986
(Ex. 201, pp. II-3 and II-4).

DRA contends that AT&T-C has showry no test year cost
savings or increased expenses due to these/major staff reductions
throughout AT&T enterprises. DRA explainéd in its opening brief
that AT&T Communications Companies and AT&T Information Systems
(AT&TIS) reduced their forces by significant numbers of employees
in 1984 and 1985. DRA went on to say/ that:

”#In 1985 and 1986, the FCC/Computer Inquiry II
decision to allow restrugturing causes further
AT&T staff changes. (FCC Docket 85-26) On

. January 1, 1986, all ATT-C federal government

staff were noved to A@&T-Technologmes (AT&T-T) .
In December, 1985, ten National Account
marketing teans from/AT&T Communications merged
with AT&TIS staff on a trial basis. (Exh. 201,
II-6) '

~Unrelated to Compluter Inquiry II restructuring,
numerous employe¢es were transferred from AT&T
Communications /Ao AT&T Corporate Headquarters
in 1985 and 1986. In September, 1985, 163 tax
personnel in &T Communication’s Central
Finance 0ffite were transferred to AT&T
Headquart On January 1, 1986, the entire
Public RelAtions department (approximately 350
employees), 91 internal auditors, and 150
Medical Pepartment staff of AT&T Communications
ferred to AT&T Corporate

ers. In March, 1986, 147 security
personmmel were also transferred from
AT&T~Communications to AT&T Corporate

ers. In the same month, 60-70 payroll
devélopment personnel were transferred to
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AT&T=-T from AT&T Communications. (Exh. 201,
II-6 to 7.)

#Thus, AT&T Communications’ workforce was
reduced by over 2,600 employees prior to/the
implementation of the 1986 Reorganizaticn Plan.

#On May 29, 1986, AT&T (parent) announged a

major reorganization plan to merge

Communications and AT&TIS into one

organization. The plan was scheduled to begin

September 1, 1986. (Exh. 201, IIA3 to 4) AT&T

planned to cut 10,900 (9%) mana ent and

16,500 (8%) non-management employees in 1986.

(Vol. 52, p. 6441-2)7%

When asked by staff counsel,/AT&T-C’s controller, Maud E.
Thiebaud, conceded that the main obje¢ctive for this reorganization
and merger was to cut costs to opergte even more efficiently
(Tr. 6440). ‘ - ‘ .

The staff had earlier ¥sked if AT&T had monitored the
1984~1986 changes and evaluated.the results and staff arques that
AT&T had not done so, even th gh the joint marketing by the ten
National Account teams was e ked as 7trial.” Staff also
contends that it asked if a/reorganization analysis had been
prepared before or during/reorganization. No such plan was
available, according to DRA (Ex. 201, II-7). ,

DRA argues tiat, in its petition requesting relief from
the Federal Communications Commission (FCC) Computer IXI Structural
Separation order in/1985, AT&T represented that operating costs of
$1.1 billion to $147 billion could be saved by mexrging AT&TIS with
AT&T Communicati and eliminating duplicated resources. Total
cost savings of AS157 to $327 million were identified in the
marketing and marketing facilities categories (Ex. 201, II-7 to 8).
‘ DRA motes that on cross—examination, AT&T-C witness
Thiebaud did mot deny that the above-stated employee force
reductions gccurred in 1985 and 1986 (Vol. 51, pp. 6396-6399).
Apparently; AT&T-C’s estimated 1986 budget was based upon
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calculétions that did not recognize these force c¢count reductions
(Vol. 62, 6401-3 and 6414). There was no dispute oven/Qhether
these employee reductions occurred. The dispute was/over the
amount of cost savings attributable to AT&T Communications and

statf used the average savings in

facilities for 1984 which had beer/ estimated by
ATE&T in its FCC structural Separation relief
petition as a starting point to estimate cost
savings. Staff estimated that 50 percent of
these savings would go to AT&TY Communications
and 50% to AT&TIS. Staff added an inflation
factor of 5.2% forxr 1985 and 5.5% for. 1986.
Staff allocated the amount Of savings
applicable to California operations for four
months in 1986. This equAtes to a $3.8 million
savings to AT&T-C (Califgrnia) in 1986.

The $3.8 million savipigs for AT&T-C’s total California
operat;ons was revised to $3.6 million in Exhibit 202 and corrected
to $3.5 million in Exhibit 246-A. ‘

. In response to ATAT-C’s rebuttal presentation of cost
increases in 1986 due to reorganization, DRA pointed out that lump
sum early retirement incentive payments resulting from special
programs in 1986 would anortized over a period, which would be
five years under Interhal Revenue Code, Section 248 (Vol. 41,

p- 5394). | | | | |
‘ Staff theh recommended that the following tracking of
future reorganization impacts be ordered, since AT&T-C has no
exlstzng (or proposed) procedures:

&T-C should provide the implementation
lan. including a schedule of staff changes,
henever this information becomes

available:.

AT&T-C sbould track all costs associated .
with the reorganization plan, including
employee relocatlon costs, by organizat;on
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7
and type ;dent;fy:ng ‘direct and shared
costs;

AT§T=C should maintain monthly reports on
costs tracked; //P

AT&T~C should identify the total effect of
these costs in allocations to/California;

© AT&T-C should provide a fingl report upon
completion: of reorganizatign including the
total economic impact. (Ex. 201, p. II-11
and DRA Op. Br., p- 6.) '

DRA had initially recommendéd that any decision in this
proceeding be subject to subsequentXy discovered effects of
reorganization on the test year. owever, staff witness Fok later
agreed that rather than issuing afiother interim decision, it would
be preferable to provide the regrganization impact report prior to
the submission of the next ratg case, similar to the Notice of

- Intent (NOI) procedure (Vol. A2, p. 5428) (DRA Op. Br., p.,s).
2. AT&I=C’s Position '

AT&T~C claims no savings were achieved in the test
year (1986) from corporat¢ reorganization and employee reductions. .
AT&T=-C argues that the rdorganization adjustment, as proposed bj :
DRA, is for cost savingé allegedly realized in the final four
months of 1986 as. a roSult of the consolidation between AT&T
Communications and AZ&TIS authorized by the FCC.

| ATET-C ardues that Fok noted that in 1984 AT&T had made a
very broad estimate of savings that might ultimately be achieved
through the FCC’g elimination of the structural separation
requirements sef forth in its Second Computer Inquiry. While Fok
agreed:that estimate used by AT&T in its Fee filing was ”a
potential range for cost savings” (Tr. 5378), he used that
information /to speculate that the consolidation of AT&T
communications and AT&TIS would occur effective September 1, 1986,
and that-AT&T would xnstantly start realizing all the cost savings
predlcted.zn 1984 .. However, AT&T-C contends that, based on more
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, //
recent data, no savings were realized in the test year‘;JQGGJ
attributable to corporate reorganization (AT&T-C Op. Br., pp. 73
and 74). .
AT&T-C calls attention to Thiebaud’s tesfimony that the
actions announced by AT&T in late 1986 involving Major
restructuring, employee downsizing, and plant cénsolidations would
take place throughout ATET to refocus businesy operating strategies
to improve competitiveness and profitability/by lowering the point
at which revenues cover expenses.

overall reorganization and force managemeht were not limited to
AT&T Communications and AT&TIS, but wou¥d in fact affect every AT&T
entity and line of business. . Additio lly, she stated that ”these
activities are expected to continue ough 1988, and perhaps
beyond” (Ex. 229, p. 18) (AT&T-C Opl Br., p. 74).

AT&T-C then argues that/full-scale consolidation of AT&T
Communications and AT&TIS did not occur instantly, as Fok has
presumed. Also, the effect of is overall AT&T reorganization was
to increase costs in the test/year with a very large charge to
earnings. . ' ‘ - '
AT&T then summaryzes nearly seven pages of DRA witness
Fok’s cross-~examination concurrence that “AT&T quite probably
did not achieve in 1986/the cost savings he had assumed.” (AE&T—C'
Oop. Br., p. 75.) AT&TAC urges the Commission to reject DRA’s
recommended adjustm ‘

s closing brief argued that at no time did Fok
adnit that 1986 ¢gost savings would not be achieved. DRA explained
that Fok testiffed that in 1986 alone, 5,000 employees were '
eliminated, as/well as 10,900 management and 16,500 non-management
positions. Fok could not distinguish these force reductions as
outside of the announced “reorganization” from data submitted by
AT&T-C. Fok agreed that cost savings may actually occur in the
- future; however, total reorganization expenses should be
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capxtalzzed and amort;zed over a number of years in order to avoid
‘inequity to current ratepayers paying the expense of employee
incentive programs (DRA Cl. Br., p. 10).

4. Discussion

Neither AT&T-C nor DRA provided a complete record of
costs and savings which would result over time from the major,
corporate reorganization undertaken in 1986. It is clear
was not in a position to do so without extensive inform
AT&T: it is equally apparent that this information wag not
available to DRA, for the purposes of preparing its/audit report
and the supplement thereto.

In setting rates for any given test year, we-atfempt to
incorporate normalized expenses, so that supétantial one time
expenses do not unduly distort the revenug requirement. AT&I-C’s
position of neither asking for additiongl revenues nor providing
information on cost savings to be achjéved over time for this
reorganization does not assist us i/ reaching a well-reasoned
determination regardlng the costs
reorganization.

We recognize that the/ real reason for this reorganization
and force reduction is to cut/costs and operate even more
efficiently as was explained by Thiebaud (Tr. 6440). Without an
overall study showing the £osts and benefits of this reorganization
over time, it is diffi
three-year rate-effectjeness period following a test year to
present worth the fu
benefits appropriat y over the three-year period.

Since we/do not have this comprehensive showing, we will
rely on the modegt adjustment recommended by DRA ($3.5 million) as
a proxy for the/minimum savings on an annual basis which AT&T-C
wall achmeve er time from its reorganizat;on and force reductxon.

‘ In/applying this $3.5 million amount, which DRA has

incdrpOrat da for the test year, we are aware from DRA’s testimony .
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that this force reduction savings is largely associated wi ATET’S
overall marketing activities.

We have heretofore adopted less than AT&T=C’s/full
Phase I request [of $156,633,000] for the marketing p '
$200,856,000 marketing and advertising budget.

On this point we concur with AT&T~-C that/if the overall
$3.5 million reorganization adjustment applies t its total
California operations in 1986, then it is corr that we should
proportionately reduce that adjustment for adopted disallowance
in the overall 1986 marketing budget, where/it is accepted that the
bulk of the reorganization savings developéd by DRA will result.
Othexwise, a double disallowance would likely result. Therefore,
we will reduce DRA’s proposed. reorganization adjustment by the
following proportion based on our copfirmation of the Phase I
marketing allowance of $104,230,000/for test year 1986 adopted
elsewhere in this decision. |

($104,230,000 + $156,633,000) x $3,500,000 ] = $2,329,043%

_ zation adjustment will therefore be
$2.3 million on a total ifornia basis using the normal roundxng
convention. The intrastdte portion of this' adjustment will
accordingly be reduced/to $1.0 million.

We will al adopt DRA’s recommended reccrd-keepxng
. requirements relatiye to AT&T’s major reorganization. In addition,
similar records shbuld be kept for any subsequent reorganizations .
which have an imgact of over $100,000 on the overall operations of

2 Failyre to make this calculation would have the effect of
~adopting/a reorganization adjustment of about $5.3 million against
AT&T~C’< ‘overall marketing budget or a $1.8 million greater ‘
'adjustment thanArecommended by DRA.
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AT&T-C or result in changes of over $100,000 in allocated costs to
AT&T=-C’s California operations.

_ ‘However, we will not require AT&T=C to submit these data
until its next general rate proceeding, or in any ruﬁare \‘
~ investigation into AT&T-C’s rates which may be ordééed‘by this
Commission.

V. Billing and Collection Svstem

In early 1984 AT&T began developing a multifaceted
Customer Service and Billing Program, consisting of eight major
business functions, described as follows:

Account Inquiry--is a compﬁ%erlzed data base
system that contains an image of the customer
,records and billing entries fox AT&T-C
interexchange charges. When the company
renders the customer bill, ¢ billing recorxds
are provided to the’ Account Inquiry systam.
When the LECs rendexr/the bill, they provide
AT&T=C with a copy of the, AT&T-C portion of the
bill and it is merged into the Account Inquiry
system.

Service Order Entry--;s used by AT&T-C to
create the records necessary to effect changes
to customer accounts. :

Message Processing--provides for rating and
assembling the usage records that are the basis
for customer billing.

Account Maintenance--retains the records of
AT&T=C’s customers names, addresses and other
identifiers. This is the central data base for
the othexr computerized systems for accessing
information reflecting customer specific data.

Credi and Collection—--monitors accounts
receivable and notifies AT&T-C representatives.
when /amount3~due are in jeopardy of being
collected and establishes the extent of credit
for customers- '
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AT&T-C’s California operations. The $100,000 leXel for tracking
allocated costs or direct expenses to AT&T-C igf congiStent with th
rounding practice used throughbut Phases I apd II of this
proceeding. To require AT&T~C to report wifh finer detail would
constitute an undue burden, and alternati ely to require lesser
records of AT4T-C’s expenses and alloca ed costs would deny the’
commission staff the opportunity for rdasonable reviews of the
utility’s operations consistent with /future auditing requirements.

However, we will not regquire AT&T-C to submit these data
until its next general rate proceefling, or in any future
investigation into AT&T-C’s ratef which may be ordered by this
Commission. ' ’

In early 1984 AZE&T began deQeloping 2 multifaceted
Customer Service and Billing Program, consisting of eight major
business functions, degcribed as follows:

Account Ingdiry--is a computerized data base
system thaf contains an image of the customer
records apd billing entries for AT&T-C

interex ge charges. When the company
renders fhe customer bill, the billing records
are profrided to the Account Inquiry systen.
When the LECs render the bill, they provide
AT&T-¢ with a copy of the AT&T-C portion of the
bill /and’ it is merged into the Account Inquiry
system. *

ice Order Entry--is used by AT&T-C to
cYeate the records necessary to effect changes
Yo customer accounts.

MesSaée Processing--provides for rating and
assenbling the usage records that are the basis
for customex billing. '
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Account Maintenance-~retains the fecords of
AT&T=C’s customers names, addresées and other
identifiers. This is the cen 1 data base for
the other computerized systemsy for accessing
information reflecting custoper specific data.

Credit and Collection--monjtors accounts
receivable and notlfles AFeT-C representatives
when amounts due are in Yeopardy of being .

collected and establlsh s the extent of credit
for customers.
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Message Investigation--supports the analysis/of
~unbillable AT&T Communications calls, frau
cases and any errors found during the
pProcessing of message records.

Bill Rendering--collects the computer processed
data from the other systems, determinés the
amounts due from the customer, provides details
of interexchange calls, applies ap oprlate
taxes, surcharges and other items

the AT&T-C customer bill for mailing.

Remittance Processing--creates account
receivable update records based upon the
amounts paid by AT&T-C’s custOmers. It Creates
the bank deposits and reconcgiles the ledger
entries for cash and acco

(Ex. 222, pp. 10-12.)

Some of these functions were in place and were used and
useful in Califormia during test fear 1986, whexeas others were to
be phased in Tor use in subsequent years. The “used and uselul”
status of these various prograg functions to California ratepayers
in test year 1986 became the Aubject of intense controversy 1n this

proceeding.
1. DRA’s Position .

.DRA, at page 7 Of its opening brief, acknowledges that
this program was starte by AT&T in April 1984 to develop and
manage the corporate-wide servicing, management and billing of
customer accounts whigh were performed by the local exchange

. companies (LEC) at divestiture. DRA then presented its

understanding of implementation schedule for the various
program functions Ahich included a 1985 AT&T pilot program in
Minnesota to det e new credit and collection policies, and a
1986 test billing project in West Virginia. DRA stated that
interstate priyate line services have been billed by AT&T
Communicationg since 1984. However, intrastate private line
customers wefe billed by local exchange companies in 1986.
Separate billing for interstate WATS/800 was being done in five
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states, but not in California. DRA Financial Examiner James/B.-
Simmons testified that AT&T-C indicated that none of these
activities related to customer billing, other than acco inquiry,
would be operational in California before 1987. Acco inquiry
has been performed in California by AT&T-C since 1984 (Exh. 201,
VIII-2.)

DRA then recommended that account inquipy
allowed, but that the remaining costs of approxisately $79.1
million for AT&T~C’s total California operatiops be capitalized due .
to the magnitude and future benefit of the eypenditures. DRA also
recommended that interest be earned on the ' As
portibns-oﬂ the billihg‘system are implemefited in California and
concurrent charges from LECS arxe terminaXed, appropriate costs
would be included in rate base and passed on to California
ratepayers and other costs would be apportioned to AT&T Information
Systems. DRA made no findings regarfing the prudency of
implementing this billing system. /DRA recommended that such a
£inding be deferred until AT&T-C Seeks to place the capitalized
costs into rate base (DRA Op. B¥Y., p. 7).

2. TURN‘s Position -

TURN argued that AJ&T-C has not demonstrated the
reasonableness of its billipg and collection expenditures, and
further review of these billing and collection procedures is-
appropriate. TURN recommends that this decision affirm the
appropriateness of f er review of billing and collection issues.
TURN also argues that Resolution T-=11049 and D.86-=11-~079 do not
constitute approval of the utilities’ billing and collection
system, nor should they be read to prejudge such a reasonableness
review. Both the yesolution and the decision clearly were issued
to assure prompt ecognition of changed circumstances (reduced
expenses for billing by Pacific Bell and rate changes'for AT&T=C). .
Neither, argues/ TURN, contains a finding of fact that AT&T’s
investments iy its new billing and collection system are
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reasonable, as AT&T-C seems to infer. TURN believes thay a.
prudency review of AT&T’s bzlling and collection syst is also .
appropriate from the standpoint that it will duplzca  the sexvices
of Pacific Bell and the other LECs. '

3. AT&T-C’s Position

AT&T=C argues that direct expensing of/all development
and deployment costs for its customer service ah
‘reasonable.

~ AT&T-C contends that in permitting joint billing by the
Bell Operating Companies of customers subscribing to both their own
services and those of AT&T, the Modified/Final Judgment presumed
that the amount AT&T would be required Ao pay the Bell Operating
Companies for billing services “woul presunably be less than that
required if AT&T were to provide ity own billing.” On that
presunption, the court declined to/require AT&T to develop its own
billing capability and permitted contxnuatxon of the pertormance of
conbined billing services.

During 1983, as the/Bell Operating Companies filed |
proposed access and billing tarxiffs throughout the nation, it soon
became obvious to AT&T. it was not going to receive the
anticipated benefits of gdost-based pricing for billing services.
‘Rather, the prevailing endency was to extract profits from their
billing sexrvices that/far exceeded authorized levels of return.
AT&T~C determined thAt the rates adopted in D.83-12-024 for Pacific
Bell relative to A/83-06-65 resulted in 186% and 201% return on
Pacific Bell’s billing services. AT&T=-C’s witness Connolly
testified that was apparent to AT&T that the LECs had little
incentive to réstrain the prices they would charge for billing and

ices (Ex. 222, p. 7). Therefore, AT&T undertook a
thorough anxlysis of the altermatives to perpetual reliance on the
LECs for by¥lling services. AT&T~C argues that over a six-year
study perjod its own billing system would cost 23% less than the
anticipafed costs of LEC billing and collection sexvices.
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On the question of which customer service and billing
functions were used and useful during test year 1986 ' AT&T-C cmted

Connolly’s testimony:

#...that all of the systems described earlier in”
my testimony were functioning in 1986 for
California customers, with the billing and
message processing operations on line only” for
interstate services. (Ex. 222, p. 17.)

AT&T=C also contends that:

#The Company implemented its own billing of
interstate WATS and 800 accounts in other
states in 1985 and converted its/interstate
WATS and 800 accounts in California in early
1986. Accordingly, the message processxng,
credit and collection, bill xrendering and
remittance processing fun ons were also used
and useful for AT&T customers in California
during the test year [for these particular
accounts].” (AT&T=-C Op< Br., p. 36.)

In late~-filed Exhibit/250, AT&T-C summarized its
deployment of Customer Serv1ce(and Blllmng Program runctions in
CAlltornia, as follows: :
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. , lifornia

T Service Sexvice / In-Service

Fungtion category ~—Rate —Date
Account ‘ WATS/800 1/84 : - 6/84
Inquiry . -~ Private Line 1/84 S 1/84
MTS - 6/84

Sexrvice Ordexr WATS/800 / 1/84’
Entry Private Line /84 - 1/84
MTS 9/84

Message ‘ WATS/800 i 2/86
Processing Private Line N/A.
| - MTS - 6/88

Account WATS /800 /8 1/84
Maintenance Private Line 1/84,
MIS : 9/84

Credit & WATS/800 ' 2/86
Collection Private Lin : 1/84
o MTS /85 " 6/88

Message WATS /800 : \ 1/84
Investigation Private ALi . , ‘ N/A
‘ MTS : 1/84
Bill _ : ‘ 2/86
Rendering ! ine 1/84
. L ' 6/88 -

Remittance /800 ' ! | 2/86
Processing ivate Line ‘ . 1/84
MTS _ ' 6/88

NOTE: MTS stands/ for Message Telecommunications Service,
‘or toll sfgrvice. The service is marketed as AT&T
i ce Sexvice. :
en described how California customers were being
provided these gervices from woxrk centexs both inside and out of
California (Ex,/ 222, p. 13 and Tab. 3, pp. 31-38).
‘ On ¢gxpensing versus capitalization of the costs of
. developing thde billing program, AT&T-C’s controller Maud E. .
Thiebgud‘te tified that because of the indeterminant service life
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of the billing system and its dynamic character, the cCompany’s
treatment of these costs as current pericd expenses/is required
under generally accepted accounting procedures (Ex. 229, p. 4).

AT&T-C’s witness Lawrence Gotfried, a partner in the firm
of Coopers and Lybrand, concurred with Thiebaud on the expensing of
the developmental costs of the billing and cgllection system.3

AT&T-C contends that the record dgns not support DRA’sS
argument that AT&T=-C’s provision of custoper service and billing
functions duplicate those paid to the LEgs. AT&I-C refers to
Connolly’s testimony (at Tr. 6107) that/it has discontinued the use
of customer sexrvice and billing functjons from LECs when it
deployed its own system to accomplish those functions. Accordingly,
AT&T-C claims that neither it nor j&s customers are doubly charged
for performance of customer servige and billing activities.

that the two DRA alternatives
shown in Exhibit 251 both assufe deferred recovery of all
intrastate expenses for the grganizational units which were
performing deﬁelopment work/( AT&T~C argues that, these activities
should be expensed as in ed, and accordingly even the $5.7
million intrastate adj ent would result in an inappropriaﬁe
deferral of expenses.

AT&T-C con udes that its 1986 test year expenses for
customer service and billing functions should be adopted in full.
If a limited deferfal of recovery of some of AT&T’S reasonably
incurredlexpense is deemed appropriate, it asserts that no more
- than $5.7 millign should be deferred with interest, and the
Commission shodld allow AT&T to recover that amount by a compllance
filing immediAtely upon the commencement of AT&T-C’s direct
intrastate t4ll billing" (AT&T~C Cl. Br., p. 9).

© 3 Oy cross—examination by staff counsel he agreed that it was up
- to. the Commission to decide [whether to expense or*cap;tal;ze these
costs] (Tr. 6217). - .
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4. Dj .

It is clear from the extensive tegtimony, exhibits, and
briefs, that the parties are widely separared in their positions
regarding what functions of the customer Service and billing system
were used and useful to AT&T-C’s Californhia ratepayers in the test
year (1986). DRA would have us disall all activities and
functions except for the account inquj function, resulting in a
total California operations expense Jdjustment of $79.1 million and
a disallowance of intrastate expenses of $20.1 million.

This position is untenabYe. When the Commission issued
Resolution T-11049 on June 25, 1986 authorizing a reduction of
Pacific Bell’s charges to AT&T-C/in July 1986 for billing and
collection services, AT&T-C had/either already undertaken, or would
soon begin doing, some of the work previously pexformed for it'by
Pacific Bell. The resolution/even narrated the fact that: “in
February 1986, AT&T-C took bAck its interstate WATS/800 traffic
billing” and stated its inténtion to take back most of its billing
functions. ‘ . : , .
' Therefore, at least 30 days prior to the issuance of its
July 31, 1986 audit re DRA was, or should have been, aware of
-reduced activities and/charges from Pacific Bell to AT&T-C, with
such activities being/absorbed by AT&T-C with at least some
increases in its own/expenses. , ‘

' On the otjer hand, AT&T-C’s position of having California
ratepayers ﬁickyup‘all developmental and ongoing expenses for its
customer service And billing functions during test year 1986 is
ecually insuppos;able. This position would not be reasonable
unless AT&T-C had fully absorbed all program functions including
the direct rendzring of approximately 10 million customer bills
each month. Tﬁis will involve the stuffing, adding postage, and
mailing of thiese 10 million envelopes to customers each month and
then, receiying and processing about 10 million customer paynents
each month. S '
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On January 13, 1988, the Commission issued/an Order
Instztutlng Investigation (I.) 88-01-~007 which wnlx/anestlgate
AT&T’s plan to dlxectly bill its interstate and % terILATA business
and residence toll telecommunications message gervices in
california on oxr after June 1988.

This OII is the appropriate fo for determining the
reasonableness of AT&T-C’s plan and cests/%o directly bill its
customers for interstate and intexILATA @ssage toll service.
Deferred developmental and other °°3€,' carried forward from this
proceeding, should be considered in A future rate proceeding after
the AT&T-C take-back occurs. Meathile, by deferring a specific
amount in an interest-bearing account from the date of this
‘decision as AT&T~C suggests the fesults of operation for test year
1986 may be finalized and thig/é:neral rate proceeding concluded.

We will authorize AT&T~C to place $9.1 million of the
California intrastate expenses, so allocated from AT&T’s
development and deployment /of its Customer Service and Billing
Program, into an interest+~bearing memorandum account- to accrue’
interest at the average ee-month commerc;al paper rate as
publmshed in the Federal Reserve Bulletin.

This act;on/recognlzes that AT&T-C did, accordzng to the
record in this.proceedmng, deploy some portions but not all of its
Customer Sexvice and Billing Program for its California operations
in test year 1986. .

This tr tment further recognizes that AT&T did pot make
a full, timely, and complete showing of which program functions
were deployed as/ used and useful during the test year for its
California operations and also recognizes that the major billing
and collect;on/tunction for its residence and business message toll
service remaxned with the LECs during the test year (1986).

Based on the treatment of these expenses there is no need
to deal wmsé issues of deferred capitalization or rate-basing the
costs for ATELT-C’s Customer Service and Billing Program,in.tes:~
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On Januarxy 13, 19388, the Commission issue an Order
Instituting Investigation (I.) 88-01-007 which will investigate
AT&T’s plan to directly bill its interstate and IntexIATA business:
and residence toll telecommunications message services xn '
Calxrorn;a on or after June 1588.

This OIX is the appropriate forum for determining the
reasonableness of AT&T-C’s plan and costs directly bill its
customers for interstate and interLATA megsage toll service.
Deferred develovmental and other costs, garried forward from this
proceeding, should be considered in a future rate proceeding after
the AT&T-C take-back occurs. Meanwhile, by deferring a specific
amount in an interest-bearing acco from the date of this
decision as AT&T-C suggests the results of operation for test year
1986 may be finalized and this geheral rate proceeding concluded.

The specific amount tf be deferred is $9.1 million. This
is the amount that DRA witness/ Simmons developed from Exhibit 209, -
Appendix A, in response to tHhe assigned ALJ’s request that DRA give
some cons;derat;on to the fact that AT&T-C’s witnesses Connolly and
Thiebaud had testified t certain Customer Service and Billing
program elements were ix place in Califormia in 1986.

In response/to comments by AT&T-C that it would calculate
this amount differenfly and arrive at a much lower deferral, DRA in
its June 8, 1988 te-Filed Reply Comments” explained that it
‘found no exror in/ its calculation of the $9.1 million defexral,
and, “...The 9.)Y million [deferral] in billing and collection
expenses was calculated using this Commission definition of used
and useful falilities.”

We/ will authorize AT&T-C to place $9.1 million of the
California Antrastate expenses, so allocated from AT&T’S

~and deployment of its Customer Sexvice and Billing
into an interest-bearing memorandum account teo accrue-
interest/at the average three-nonth commercial paper rate as
published. in- the Federal Reserve Bulletin.
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year 1986. The unadjusted amounts will ke included as test year
1986 operating expenses and the $9.1 million adjusted amount will
accrue interest as specified above until further order of the
Commission.

' We will f£ind that those custome service and billing
program functions which were fully implemented, used and useful and
not duplicated by the LECs during test/year 1986, as previously
described, were developed and deployed in a reasonable and prudent
manner by AT&T-C.

‘ The determination of prydency of AT&T-C’s take-back ‘of
ies message billing sexvice fro/ the LECs and its own introduction
of direct billing will be determined in a future proceeding.

VI. corporate Headquartexrs

AT&T-CE prevides/ihe AT&T Communications companies with
advice and assistance in/public relations, public affairs, legal,
planning. and financial) anagement, accountlng and treasury matters.
AT&T-CH’s functions also ‘include AT&T’s Executive Department and
Corporate Secretary.

The decision in Phase T (D.86-11-079) reviewed, in some
detail, AT&T-CH’s operations and costs. It was AT&T’s position
that these functieps.were necessary and cost-effective, since
otherwise the AT&T Communications, Inc. [also known as the National
Operations and Management Company (NOMC)]* would have to pexform
this work and bear the full costs, instead of an allocated portion.
As explarned 1n D. 86—11-079 expenses for functions performed within -
AT&T Commun;cat;ons can be derlned in three ways:

1./ Directly incurred (such as Operators’ wages
or access charges) .

4 See/the Summary of Decision section of this order ror turther
detazls oz AI&T’s.organlzatronal structure.
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This action recognizes that AT&T-C did, ag" rding ‘to the
record in this proceeding, deploy some portions but/not all of its
Customer Service and Billing Program for its Qali/ ia operations
in test year 1986. | ' |

This treatment further recognizes that AT&T did pot make
a full, timely, and complete showing of which/program functions
were deployed as used and useful during the Xest year for its
California operations and also recognizes fhat the major billing
and collection function for its residencg and pusiness message toll
service remained with the LECs during the test year (1986).

Based on the treatment of ese expenses there is no need
to deal with issues of deferred capifalization or rate-basing the
costs for AT&T~C’s Customer Servicg and Billing Progran in test
year 1986. TIhe unadjusted amounts wxll be included as test year
1986 operating expenses and the $9 1 million adjusted amount will
accrue interest as specified ove until further order of the
Commission.

This reduced defefral of $9.1 millionm, contrasted with

the $20. 1 million dxsallo ance recommended by DRA, recognizes that '
certain customer service/and billing program functions were-at
least parti;lly implemeAted, used and useful and not duplicated by
the LECs during test year 1986, as previously described. However,
we are also persuaded‘by DRA’S May 31, 1988 comments tbat late-
filed Exhibit 250 was not tested and verified and thus cannot be

used to determ;ne/Fhe prudency of AT&T-C’s take-back of its billing
and collection iervzce.

The dszerm;natlon of prudency of AT&T-C’s take-back of _
its message bw ing sexvice from the LECs and its own intreduction
. of direct bi zng will be detexrmined in a future proceed;ng._
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Directly assigned (such as identifiable
expenses which benefit operations in a
limited group of states).

and cannot be directly or uniquely

assigned) . ,
Functionally allocated expenses are distributed to jurisdictional
entities such as AT&T-C, based upon sever:}/&actors including
.average investment, revenues, and composites of several factors.

In Phase I DRA auditors had not completed their review of
the corporate headquarters oxr NOMC exggﬁses. DRA was not satisfied
at that time that these expenses primarily benefited California
ratepayers or the shareholders or %ndividual users of the AT&T
products or services. DRA contends that expenses should be
~allocated to the party who benefits from them, citing price
Commission precedents [ (PT&T: License Contract) (1979) in 1 CPUC 2d
488, 574=575; (AT&T-C’s 1984 test year proceeding) [D.84-06~111,
pPp- 97-113 (mimeo.)]. In D;§3-03-056, the further opinion on
AT&T-C’s 1984 revenue requirement, we strongly supported a staff
audit of AT&T expressly to allow DRA to determine the
reasonableness of expens¢s being charged to California operations
by AT&T-CH and NOMC. Id'Phase I, of this,procéeding, with its
audit in progress.bug"ét completed, DRA recuested that $15.1
nillion. ($5.8 millioe/ﬁn an intrastate basis)-be.wi;hheld7from~
approval until comp}etion of its audit. The basis for pRA's
request was set forth in the Phase I testimony of witness Thomas
Lew as follows: '

1. General lack of sufficient detail, audit
trail, and/or readily available information
to reasonably ascertain what types of

rojects the national organization has been
involved in. ,

Many data responses have generally been
responded to [in]) an incomplete manner,
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AT&T-CH provides the AT&T Communicgtions companies with
advice and assistance in public relations, public affairs, legal, .
planning and financial management, accoun¥ing and treasury matters.
AT&T-CH’s functions also include AT&T’s Executive Department and
Corporate Secretary. ‘

The decision in Phase I (D.£6-11~079) reviewed, in some
detail, AT&T-CH’s operations and costs. It was AT&T’s position

and. cost-effective, since

Operations and Management Compapy (NOMC)J would have to perform
this work and bear the full costs, instead of an allocated portion.
As explained in D.86-11-079 ¢kxpenses for functions performed within
ATST Communications- can be defined in three ways:
1. Directly incQrred (such as operators’ wages
or access gharges).

Dxrectly"sslgned (such as identifiable
expenses/which benefit operations in 2
limlte-'group of states).

Functionally allocated (all remainin
experses which benefit all jurisdictions
and cannot be dxrectly or uniquely

Functionally allocated expenses are distributed to jurisdictional
entities such As AT&T-C, based upon several factors including
average invegtment, revenues, and composites of several factors.

IX Phase I DRA auditors had not completed their review of
the corpor~te'headquarters or NOMC expenses. DRA was not satisfied
at that time that these expenses primarily benefited California

- pee the Summary of Decision section of this order for turther
detajls of AT&T’s organ;zatxonal structure.
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ratepayers or the shareholders Ar individual users of the AT&T
products or services. DRA contends that expenses should be
allocated to the party who efits from them,. citing prior
Commission precedents [(PT4Tf License Contract) (1979) in 1 CPUC 2d
483, 574=575; (AT&T-C’s 1984 test year proceeding) ([D.84~06-111,
pp. 97-113 (mimeo.)). In D.85-03-056, the further opinicn on
AT&T=C’s 1984 revenue re irement, we strongly supported a starff
audit of AT&T expressly fo allow DRA to deternmine the -
reasonableness of expenses being charged to California operations
by AT&T-CH and NOMC. /[In Phase I, of this proceeding, with its
audit in progress but/ not completed, DRA.requested that $15.1
million ($5.8 milli on an intrastate basis) be withheld from
approval until completion of its audit. The basis for DRA’s
request was set P+ in the Phase I testimony of witness Thomas
Lew as follows: | -

eral lack of sufficient detail, audit

ail, and/or readily available information
© reasonably ascertain what types of
rojects the national organization has been.
involved in.

Many data responses have generally been
responded.to (in] an incomplete manner,
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notably lacking sufficient detail to be
responsive.

Some requested information has not been
made available at all.

Completion time for ta responses has
generally been inoxdinately lengthy.

Evolving changes in accounting systems has
made interyear comparability a very
giffi?ult process (Ex. 100, Appendix 9-3,

DRA’s primary concern was with $450.7 million of costs
incurred nationally and then/allocated or assigned to California
from AT&T-CH and NOMC. Thege, argued DRA, were the same categories
of expenses and allocation/methods that were in dispute between
ATLT-C and staff in 1984./ DRA contended that the $5.8 million
Phase I hold-back on an jintrastate basis simply proviced that the
1984 disallowances would be maintained until its audit was complete
[(D.86-11-079, pp. 52-54 (mimeo.)]. '

AT&T-C argued in Phase X that DRA’s proposed adjustments -
were nothing more than mechanical continuations of previous’ 1984
disallowances and thiat these adjustments are no longer appropriate-
following divestityre (D.86-11-079, mimeo. p. 54).

With these argquments before us in Phase I of this
proceeding we facgd two choices: to identify these dollars ($15.1
million or $5.8 million on an intrastate basis), and designate them
as a portion of /AT&T-C’s 1986 revenue requirement, subject to
refund at the conclusion of the Phase II proceeding, or to withhold
the amount pe /ing completion of the staff audit and hearings
thereon. Without the benefit of a completed staff audit we chose
the second oﬁiion and withheld $5.754 million on an intxastate
basis until completion of Phase II (D.86-11-079, pp. 57-58 and 2).

' The $5.8'million intrastate hold-back of Phase I |
represented staff adjustments for certain affiliated transactions
in additi n'to the AT&T-CH and NOMC adjustments, which we will now
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address in this part of the order. The adjustments for arflllated
transactions are addressed separately in this order..
1. R :

DRA explains that AT&T-CH bills AT&T Communications
(nationwide) (also referred to as NOMSyJSthch in turn bills AT&T-C
for certain services. DRA’s audit first addressed the basic
functional activities performed at tﬁg corporate‘level and made
specific recommendations for disalld@ances of those activities and
services that were not considered As benefiting AT&T-C’s California
ratepayers; DRA then addressed sepaxately the methods used by .
AT&T~CH and NOMC to allocate the/ remaining unadjusted expenses to
AT&T-C. . ‘ “

DRA further explaing that its audit included a review of
all AT&T departmental functigns as described in Budget Decision
Packages (BDP’s) and intexviews of répresentatives.of each AT&T
department. Descriptions of the functions of AT&T’s General
Departments in 1982(pr:Z£3§stiture) were compared with 1984
descriptions. DRA contends that it found the holding company

functions of these depdétments in 1986 to be the same as those

review, staff aggregated the actual expenses
into groups of costg with common allocation bases and allocated
them as follows:

o Activities which do not provide any dzrect
bedefit to AT&T Communications, which are
duplicative of work performed by AT&T
Cémmunications, and/or which would not be

ecessary if AT&T Communications were 2
tand-alone company. These costs were
excluded:

Directly assignable costs were allocated to
the relevant entities;

Activities which exhibited a casual
relationship to a measurement base were
allocated using that base; _
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S

Activities which benefited each lig: of

business equally and which required the

same amount of time to perform for each

entity were allocated equally to all lines

of business.

Pp. 17-19.)
DRA states that, historically,/ this Commission has
- disallowed investor-related expenses whﬁch are primarily incurred
for the benefit of a holding company,/such as AT&T. (D.90362,
D.93367, and D.84-06-111.) DRA audifors reviewed the minor
additional functions which have been added since divestiture
according to these Commission standards. No disallowances were
recommended for preparation of ual reports to stockholders, even
though these expenses were disaiiowed in the past. Prior to
divestiture, both PT&T and 2izm'issued stock and prepared annual
reports to stockholders. O© one expenditure for these dual
activities was allowed. AT&T~C, unlike its predecessoxr, PT&T, does
not issue its own stock, d therefore, prepares no stockholder

. reports. Since there was no longer a duplication of expense, DRA
allowed the expense for fpreparing AT&T’s annual stockholder
reports. However, DRA /recommended reductions in total allocated

expenses where the ctions of AT&T duplicated those of AT&T-C did
not benefit California ratepayers, and were allocated under
improper methods. PRA also recommended that different allocation
methods be adopted/based upon Commission precedents (Ex. 201,
p. IX-C-1, Revisibén IIX and DRA Op. Br., p. 19).

In its/ opening brief DRA provided an analysis and
recommendation or each AI&T—CH department actxvxty as
discussed bel
' a. / Executive Depaxtment

This includes the Office of the Chairman of AT&T and

immediate gupport organizations which provide executive policy and
guidance for all AT&T entities. Staff noted thatAthe dlssemlnatlon
" of corpoyxate information, prevzously performed by the Executlve
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Department, had been moved to the Employee Info
Relatlons Department of AT&T.

In previous cases, Executive Depaytment allocations
were cut by 61% to remove expenses for investoy-related activities.
The remaining expenses were allocated as overflead for these same
functions. :
AT&T Communications has its oyn Executive Department
and Board of Directors. Policy and guidande of AT&T Communications
is performed by AT&T Communications persognel. Expenses from AT&T
for the same activities are duplicative and are primarily for the
benefit of AT&T, the holding company. recommends the same 61%
reduction of these allocated expenses and allocation of remaining
expenses as overhead (Ex. 201, IX-6, Op. Br. p. 20).

b. corporate Secretaxy

The Corporate Secretary Department includes the
office of the Corporate Vice Presidént and Secretary. It provides
support to the ATAT Board of Directors, is responsible for
. shareowner relations programs, and keeps all corporate.recoxrds.
This department performs the sam¢ functions as the predivestiture
Secretaxy Department. In the past, this Commission disallowed 100%
of these allocated expenses. wever, since divestiture, AT&T
Communications does not performm these functions, which are
primarily required by law. herefore, DRA recommends noradjustment
for these AT&T allocated expgnses (EX. 201, x—7).

DRA claims that this AT&T'department provides
national advertising, underwrites public television broadcasts,
ceordinates entity advertising and employee information and
comnunications programs, /administers charitable contributions, and
mazntalns corporate archives..

DRA argued that in prlor decisions, the Commission
disallowed 100% of thesp expenses on the basis that they were
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investor-related and primarily aimed at enha
image.

In 1986, public relations fujictions were transferred
to AT&T from all of its entities. This ifvolved the transfer of
approximately 350 personnel from AT&T Communications alone. It is
reasonable, in DRA’s view, to expect cost savings due to this
consolidation. However, AT&T asserts/that this consolidation was
designed to increase efficiency and t it is not possible to
quantify cost savings (Ex. 201, IX-8).

DRA found that the ctions of this department in
1986 were the same as in 1984, wi the additional duty of
preparing AT&T Annual and Quart rly Reports to shareholders. DRA
allowed all of the latter expeyises. DRA recommends that 50% of
employee 1n£ormation.and comminications expenses be allowed because
there is some general benefit of this service to ATAT .
Communications’ employees. /DRA axrgues that the remaining expenses,
which are 97.85%, relate to investor interests and should be
disallowed (Tr. 5347 and . 301, IX-10).

DRA expliined that this department coordinates
governmental matters,/including the representation of AT&T
enterprises before Congress, state legislatures, the executive
branch, and other n n?regulatory agencies. The functions in 1986
were the same as 1984. ‘

, Traditionally, this Commission does.not allow
expenses for legislative advocacy, which are deemed to be investor-
related. However, expenses for monitoring and disseminating
information of legislative activity are allowed.

In 1986, AT&T allocated both legislative advocacy
expenses and/expenses for monitoring and disseminating legislative -

on iegislation. These expenses,dupliCate those of
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ATST-CH. DRA disallowed 50% of this d partment’s expenses based

upon unallowable legislative advecacy/and duplication of AT&T

Communications’ functions (Ex. 201, LX=-11 and DRA Op. Bxr., p. 21).
| e. ILegal Department | |

DRA asserts that this department provides periodic
legal counsel. It also coordinatles all antitrust litigation,
although AT&T Communications ma perform the staff work. DRA’s
adjustments were based upon th¢ method of allocation, rather than
the approprzateness of total c¢osts allocated.

After aggregating legal expenses, staff allocated
some expenses based upon the type of legal activity invelved. ' For
example, expenses for legal advice relating to personnel were
allocated based on the number of employees. Expenses for legal
advice solely related to/unregulated entities were excluded.
Antitrust expenses were/addressed in Phase I of this proceeding. .
The remaining expenses/for ongoing, general legal advice and
representation were allocated equally to all lines of businesses
(Ex. 201, IX-13 and PRA Op. Br., p. 22).

£. Human/Resouxces, Personnel Management .

Thig department establishes AT&T’s personnel
policies, coordinates all entities’ personnel and labor relations
pelicies, and cgordinates bargaining efforts on common issues. In
past cases, these expenses were allocated as overhead. DRA
allocated these expenses.as overhead (Ex. 210, IX-1l4 and DRA. 0p.
Br., p-. 22). _

g- FEinance Department -

: This department provides financial management
services, jincluding capital acquisition and cash management.
Specirié ctivities include financial planning, pension and savings
plan management, cash management, banking methods advice, investor
relatiOﬁP guidanCe,-and“AI&T*security financing services. ‘rhesé-
activities were the same as those performed by the former Treasury
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Department and Planning and Administration Division of the old
General Department. DRA claims that, in previous cases, most of
these expenses were disallowed as investor-related activities.

_ DRA reevaluated the 1986 activities and excluded 100%
of the expenses relating. to the following/activities which do not
benefit the California ratepayer:

¢ Joint ventures, merggrs, acquisitions;

o Expenses carried oyer from the preVious
year.

Pool of Funds Temporary Cash

Investments (AT&AT surplus cash accounts

used for intergst-bearing cash advances
- to all entitigs);

AT&T Founda on, a: charitable

then identified those functions which
should be directly allogated using a specific base. The costs for
AT&T’s Stock Sale Pr am and Commercial Paper projects were '
allocated using capitil requirement. The <costs of sexvicing AT&Y

Transtech, Inc. were allocated using

investment. DRA thén allocated the remaining expenses equally to
all lines of busingéss on the premise that these functions benefit
all entities equaily (Ex. 201, IX=-15 to 16 and DRA Op. Br., P. 23).

s department provides accounting services,
coordinates AT&T business plaﬁsvand budgets, establisheé-corporate
tax policy and prepares consolidated tax returns. Its functions
were the e as the predivestiture Comptroller and Planning and
Admln;str ion Departments. The portion of the comptroller
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expenses relating to the preparation of Bell System Reports was
totally disallowed in prior cases.

’ DRA asserts that in Y986, 163 tax personnel were
. transferred to AT&T-CH from AT&T Communications. Tax employees
were also transferred from other/entities. In 1986, 238 intermal
auditing and security personnel/ were transferred from AT&T
Communications to AT&T and additional personnel were transferred to
AT&T-CH from other entities s well. DRA argues that it would be
reasénable to expect that sych a large consclidation would result
in efficiency gains. Howeyer, AT&T showed no cost savings due to
this staff consolidation.

DRA excluded expenses unrelated to AT&T
Communications, dire allocated expenses solely related to that
entity and equally allbcated the majority of the remaining expenses
(Ex. 201, IX-17 to 1% and DRA Op. Br., pp. 23 and 24).

‘ i. DXPOYATE oTraAteqy and pDevelopmel

This Mdepartment provides strategic planning, merger,
. acduisition and jdint venture development, and diversification..
This department performs the same functions as the General Planning
and Coxporate Mytters Division of the predivestiture General
Department. I previous cases 100% of these expenses were
disallowed. DRA recommends the same treatment in 1986 on the basis
that it sexvef only”corporate interests, performs investor interest
activities, ind is entirely duplicative of functions performed at
the entity Jevel. (Ex. 201, IX-19 and DRA Op. Br., p. 24). -

j- KEederal Regqulation

This department represents AT&T before the FCC. Most
of this department’s activities relate to the interstate
operations, formerly called the ”Long Lines Division.” DRA
explaing that it.separatedlthese_expehses primarily to the
intersfate jurisdiction (Ex. 201, IX-20 and DRA Op. Br., p- 24).
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This department oversees/ all AT&T entities’ efforts
in governmental and industry-related actions. DRA contends that
this department provides lobbying sypport and interfaces with the -
Public Affairs, Public Relations ayid Federal Regulatory Matters.
Departments. 7

In 1985, this department was divided and consolidated
with the Public Affairs, Public/Relations and Federal Regqulatory
Matters Departments. AT&T Communications has its own External _
Affairs Department which analirzes legislation and develops position
statements. DRA determined /that this department performs a mixture
of allowable and disallowable activities and duplicates AT&T
Communications’ activitieg; therefore, it recommends a 50% .
disallowance dt_thése expenses (DRA Op. Br., pp. 24 and 25).

At&T-C*beleres that AT&T-CH provides essential home
office management functions for AT&T-C and other AT&T affiliated
companies. 'The costg incurred by AT&T~CH are allocated using a
composite allocator/which includes assets, revenues, expenses, and
employee count.

AI&T-C itness chhard B. Troxel, a partner in the firm
of Peat, Marwick/ Main & Company, testified in Phase I, that these
centralized sexyices were beneficial, and not duplicative of
functions perférmed by AT&T Communications. Troxel also contended
that the relative number of employees involved in providing home
office servides was the lowest number of central service employees
of all of tlde companies surveyed as a percentage of sales or
overall employees. Troxel opined that AT&T’s composite allocations
method wag reasonable, efficient, and appropriate (AT&T-C Op. Br.,

AT&T=-C notes that in Phase II DRA has recommended a
ng adjustment to test year AT&T-CH expense of approximately
$7.1 million [$9.4 million less $2.3 million for gain on sale of
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195 Broadway which is dealt with separately herein] on an AT&T
Communications’ total California basis (Ex. 201, Ex. 239). The
greatest part (approximately two-thirds)/of DRA’s recommendation is
comprised of proposed disallowances in mational expenses for
functional activities performed at ATHT-CH (Ex. 236, Attachment C,
P- 6). AT&T-C contends that the gengral rationale supporting'these
proposals is that the Commission e similar disallowances, often
in the exact percentage, in predivéstiture Bell System License
Contract decisions relating to thle expense of AT&T’s former General
Departments. AT&T-C argues thay¥ the other portion of DRA’s overall
proposed adjustment to 1986 ATAT-CH expense is comprised of wvarious
reallocations, caused by the subjective use in different
circumstances of single-factor allocators, an “equal to all lines
of business” allocator, and the redesignation of functional expense
as “overhead.” Some of tHese recommendations are based on
predivestiture cases; 7aqual to all” allocator is based on the
limited use of that co ept in a recent Pacific Bell case; and
other proposals appeay to be newly invented (AT&T=C Op. Br.,
pp. 108-109). :

' AT&T-C digagrees with what it calls DRA’sS essent;ally
predivestxture me ical determinations [disallowances]_zn this
proceeding.

AT&T-C /presented the testimony of its Vice President of

Requlatory Mattér:z, Robert B. Stechert, and AT&T-CH’s District

&T-C states that, consistent with competitive,market
and the reduced scale of management activities,.
work !orce was only about 14% of the size of its




A.85-11-029 ALY/GA/jt

AT&T-C argues that the Comy
expenses-as reasonable and reject DRA’s adjustments which it
alleges relied on outdated prior‘d- erminations.

AT&T~C also argues that the Commission should reject
DRA’s attempt to revamp what it helieves is AT&T’s reasonable and
consistent allocation of AT&T-CH/ expense. It contends that DRA’s
proposed substitute allocations/are inequitable, arbitrary,
inconsistent with generally acgcepted cost accounting standards and
not required by prior cOmmlss«on decisions (AT&T=C Op. Br.,

While it is tru¢ that the overall organization of AT&T as .
a corporation has changed significantly as it assumed its post-
divestiture structure, ahnd that it has reduced its headquarters
staff significantly, it/ is not true that the specific corporate
headquarters functions? which were long considered as investor-
related have changed gufficiently to be regarded now as directly

ratepayer-related. .

AT&T witngss Ankiel presented a listing and description
of corporate headquyarters functional activities recommended for
disallowance by DRA. Ankiel’s description56 of the DRA .
disallowed headquirters functional activities confirm that these
" activities are gé¢nerally related to-hon—utility corporate interests

5 Before we/ address a basic review of the DRA staff adjustments
for post—d;ve-t;ture AT&T-CH operations, it is important to note
that DRA also/proposes a new *equal to all” allocations method
which would yesult in further reduced allocated costs to AT&T-C for
allowable cokporate headquarters expenses. This new allocations
method and the reasonableness of its use for test year 1986 will be
addressed later herein.

. 6 A comprehensive listing of the specific actxvitmes identified
by Ankiel As being associated with DRA dlsallowances 1s set forth
in Appendix A to th;s order.
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or performed for the benefit of investors, ra
utility ratepayers.

First, with reference to all proposed DRA AT&T-CH
disallowances that involve expenditures foy any form of corporate
advertising, those disallowances were laid to rest with the
adoption of the overall advertising budget for AT&T-C in
D.86-11-=079, and are not being reconsigered here.

Next, on the question of Puplic Relations and Employee
Information activities, AT&T-C has advanced certain arguments which
are worthy of our further considerytion as to the need, in the test
year, to allow a portion of the oyerall AT&T Communications (NOMC)
public relations expenses. Thesg¢ allowances are not intended to
establish new precedents for future, but do appear to be .
neceséary and reasonable during the test year to help inform
employees and consumers, on A consistent basis, of the services
which continue to be availaple from the post-divestiture AT&T-C.
This information is considéred vital until the public is settled in
its selection of an int charige carrier (IEC) of choice. We will
. review these necessary Yest year 1986 public relations functions
under the next section/of this order dealing with AT&T |
Communications Nationdl Operations and Management Corporation
(NOMC) . | | ' : ‘

However, when we address the DRA’s recommended
disallowances for Corporate public relations activities at AT&T-CH
as identified by el, we again see the types of public relations
functions and ag¢gtivities which we have long regarded as investor-
related. Perh ps, the clearest examples, apart from the
advertising examples, are exhibits for special corporate events,

"The MacNeil /Lehrer NewsHour” and the sponsorsh;p of
program.
ox example, AT&T contr;buted nearly $4. 8 m;ll;on, on a
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It is quite proper for a Public Broadcast viewer to
voluntarily contribute to support the Public fMelevision Station
that airs this program. However, it is an dntirely different
matter to ask that the AT&T=-C customer co ibute to the
development and airing of that program, An an inveluntary basis,
through his/her intexLATA telephone biYl. The same is true of the
other DRA recommended adjustments for/corporate public relations
activities and functions which inclyde a wide range of cultural,
education, charitable and corporatge identity programs. Therefore,
we will generally adopt DRA’s position on AT&T-CH’s public
relations activities disallowange, except as discussed further
under the AT&T Communications (NOMC) section of this order.

A review of Ankiel’s AT&T-CH legal activity descriptions
reveals that these DRA disallowed services are clearly investor=-
related, dealing with acquysitions, mergers, and/or joint ventures.
DRA did not exclude legal/services for ongoing, general legal '
advice and representatich as discussed earlier. We will adopt
DRA’S partial adjustment of AT&T-CH’s legal department activities
for investor-related unctions. . ,

The poftio of AT&T-CH’S corporate finance and accounting
functions, which deAls with temporary investments, strategic and
operational tax p ing, AT&T data systems activities, rinqncial
analysis, AT&T ¢ .olidated business planning, investor and
financial commurity contacts, internal audits, joint venture/merger
acquisition acfivities, corporate financing, and administration of
AT&T Foundatign, recommended for disallowance by DRA, as described
by Ankiel, ig¢ again clearly investor-related. Therefore, we will
adopt DRA’s/partial adjustment for the investor-related portions of
these Finaficing and Accounting functions. : '

' Lastly, Ankiel’s description of AT&T-CH’s Corporate
Strategy/ and Development functional activities underscores DRA’s
at the activities sexrve corporate interests only. We have
routingly disallowed 100% of the expenses for these activities in
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the past, as being exclusively corporate and inyvestor interest-
related. We will again adopt these same adjustments.

"~ DRA has recommended an adjustment o2t27.1 pillion for
AT&T-CH’s overall services allocated to total California
operations, which would result in a disallowance of $2.8 million on
AT&T-C’s California intrastate operationg. However, since we are
not adopting DRA’s equal-to~all allocations method for test year
1986, as will be discussed next, the adopted adjustments to
AT&T-C’s expenses allocated to AT&T-¢ are reduced to $4.6 million
for its total Califormia operations/and $1.8 million for its
1ntrastate operations for test yea 1986.

4. DRA’s New‘Equal-to-All

remain;ng allowable expense on an equal-to—all lines of business
basis, to which AT&T-C s =nuously,objects. DRA applied this new

allocatiqn method to the djusted (allowable) expenses of the

ial Reports, Tax Reporting, and Chief
ial officer

not otherwise directly assignable. An example of an. expense which
would best f£iY this description is the preparation of AT&T’s
Corporate Consolidated Federal Income Tax return by Assemblingvthe
contents of All of the ”Separate Federal Income Tax” returns of the
affiliated And subsidiary companies. The work of combining these:
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#Separate” returns into a “Consolidated” re appears to be of
equal value to all affiliated and subsidiary companies. Therefore,
DRA’s proposed ”equal-to-all” allocations /method would be
reasonable and proper for this and similir home office expenses,
that benefit all lines of business equally.

Unfortunately, its application and adoption in this
proceeding would not be consistent orf a rate-fixing basis with the
allocations methods utilized by oth¢r state regqulatory commissions
or the FCC. We have heretofore adgpted DRA’s new equal-to-all
lines ‘of business allocation meth¢d in D.86-01-026 issued _
Januafy 10, 1986 for Pacific Bell’s test year 1986 rate proceeding
(Finding 14, mimeo. p. 207). .

Howevex, Pacific Be 's utility telephone serv;ce is, for
the most part, provided whollh within Calitornza and on a local
exchange and intralATA basiy is subject,to the regulatory authorxity
of this Commission. '

Therefore, whil¢ DRA’s equal-to-all lines of business
'allocatxon method has grgat merit, we will not adopt this
allocation method for détexmination of AT&T-C’s 1986 results of
operation. .

We will, however, encourage AT&T-C to considexr the future
use of this method, Ahere other direct allocations methods are not
possible and where /equal benefit to all lines of business exists.
In so doing, we will also place AT&T-C on notice that there will be

sS6 encourage DRA to further advance discussions
use of this allocation method in its regqulax
conferences/on utility accounting practices involving othex
regqulatory/agencies throughout the nation, and through its
membership on the National Association of Regulatory Utility
chmisgi ners (NARUC) Staff Subcommittee on Accounts. '
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S. DRA’s.Reconmended Use ot Account -74

DRA has‘racommended that ATLT ook all corxporate expenses
to AT&T-C in Account 674, General Serviges and'Liéenses, for
purposes of consistent reporting on a Uniform System of Accounts
(USOA) basis. DRA cited a precedent /for this in D.86=01-026 for
Pacific Bell (DRA Op. Br., p. 25).

AT&T-C contends, as explgined by its Controller Maud E.
Thiebaud, that AT&T discontinued fthe use of Account 674 at
divestiture, and that account ig not being used for reporting to
any regulatory commission. To/reinstate Account 674 would be
extremely burdensome (AT&T-C £l. Br., p. 23).

‘ AT&T-C argues that/ disposition of the Account 674 issue
be left in X.87-02-023 relative to revision of the USOA for
telephone companies, and pot be separately considered in this
proceeding. AT&T-C also/called attention to DRA witness Simmons’
concurrence that a decigion regarding Account 674 should be |
consistent with the final determination in I1.87-02-023 (Am&T-C Cl.
Br., p. 23 and Tr. 5707). ,

By D.87-12~063 issued December 22, 1987 the Comm;ssmon
generally adopted the requirement for the use of Account 674 for
affiliate coméany' ransactions, but exempted AT&T-C from such a
specific requirement with the tollowing proviso:

ﬁpany costs on a side record basis and
1l not be required to set up a separzte
and unique subaccount code to record these
costs.” (D.87-12-063, mimeo. p. 48.)
Since D.87-12-063 has addressed and resolved the Account
674 issue, We will not revisit this matter here, except to use the
determination reached in that order for the purpose of future
reporting requiremgnts.set forth in this order.
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VII. National Operations and

ATET Communications, Inc. operating on a nationwide basis
is known as NOMC and manages 22 IECs including AT&T-C’s California
operations. In addition, NOMC manages AT&T’s Interstate Division.
NOMC performs support, operational planning, public relations, and
management functions on behalf of AT&T CQmmunlcatlons, Inc. In
addition, NOMC passes through the ccsts of AT&T-Corporate
Headquarters (AT&T=-CH) to the 22 M&’r/ Communications’ operating
companies, including AT&T-C and its/Interstate Division.’ NOMC
thus prov;des many of the typzcal general office functions for the
22 IECs that sexve as part of AT&T chmunlcatlons' natmonwxde
operations. ‘

A. Specific DRA.Recamnended
BOMC_Expense Adjustments

NOMC has been separately reviewed by DRA auditors because
are allocated dirterently'than those
&T-CH.

DRA in its July 31, 1986 Audit Report explained that
about 1/6 of AT&T-NOMC nses were directly assigned and 5/6 were
| runctzonally allocated. DRA auditors focused on the functionally
- allocated NOMC expenses. for their further revzew and proposed
\adjustments (Bx. 20 . Pe V—l).

‘ of Decxsxon’ section of this order for more
detamls,o AT&TS organlzational structure. .
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DRA auditors provided a breakdown of NQ
functionally allocated expenses f£or test year

Repartnent Souxce

Customer Service & Billing
Ext. Affairs-Regqulatory

Ext. Affairs-Industry Affairs
Ext. Affairs-Public Relations
Finance

Legal

Marketing

Network

Personnel

Pensions,. Benezzts, PR Taxes
AT&T Corp Hdgrts..

:otal

r
,960,410
730,870
114,045
77,946
297 288

$4,476,107

(EY. 201, p. V-2.)

Qﬁllth
(000°s)

s 49,228
972
3,470
2,954
52,067
3,927
179,097

56,101

8‘,'745'

5,825

—2, 116
$387,502

C’s estimated
986 as follows:

$ 13,730
372
1,436
1,127
14,223
1,491
75,768
21,875
3,348
2,298
—2a829
$145,497

DRA’s audit team stated that it attempted to narrow the
source of NOMC’s estimaté- functional expenses by -identifying the

activities and projects
1984 and 198S.

hat would support the recorded dollars for
Howeff-, according to DRA auditors, the company

representatives repeatledly stated that they neither budget nor keep

their books and rec?ﬁds oen such a basis.

explained that as %

DRA auditors then
alternative (to a standard audit of the booked

tiqures) they attepipted to gain as thorough an understanding of

)
each NOMC dep

representatives &

tmént as possible through meetings with departmental
d reviews of examples of departmental outputs.

!
Since most of u-e functionally allocated costs are generated out of
AT&T~-C’s corp rate headquarters in New Jersey, the team states that
it conducted /paxt of its investigation there, during the months of

May and Jung
through the

1986.

DRA auditors then took the information aéquired-
interviews and inquiries, and substantxated the data
and statements by sanpllng departmental outputs.

The aud;tors
contend that the use of the more traditional record sampllng and
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1986, nearly 62% involved customer service
rarketing functions. These expenses and

the Finance, Legal, and Personnel functions of NOMC or the Operatox
Services allocated to NOMC’s Nety¥ork function from AT&T-CH
(Ex. 201, pp. V=6 =~ V-8).

DRA did however rec¢ mmend that' NOMC’s estimated test year
public relations expenses be/reduced for ratemaking purposes by a
factor of 97.85% of the bugfeted amount. This is the same level of
dlsallowance as recommendégd by DRA for AT&T-CH’s Public Relations
Department expenses in »

On the issue /0f NOMC’s External Affairs Department
(public relations) activities, DRA Financial Examiner, Tom Doub,
contended that the Commission has long regarded activities
involving the inflyencing of public officials or public opinion, or
institutional image building as not appropriate for ratepayer
funding. He opiried, on behalf of the audit team, that this policy
is still appropriate because the company is still essentially a
requlated utilAty that enjoys 80%+ of the market, and because
proper cost yllocation would dictate that these costs belong to‘
investor-related  expenses. ‘
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Doub then explalned that prior to January 1, 1986 publlc
relations was included in the External Affairs pudget. The publie
relations functions were subsequently transferred to AT&T-CH. The
budget for these activities (approximately $35 million and 350
people) is expected to remain the same in Eyternal Affairs, since
‘the same costs are expected to be billed bAck from AT&T-CH.

' Doub further explained that the/amount estimated under
the public relations category for 1986 was $34.9 million for AT&T
Communications total functionally allocated costs, and $3.0 million
for total company California operations of AT&T-C. Since the
activities and dollars affecting AT&J-C were expected to be the
same during 1986, the audit team felt that it was appropriate to
reduce 1986’s estimated expenses, fLor ratemaking purposes, by
97.85% of the budgeted expense, the same proportion that it used
for the corporate headquarters ptblic relations expense adjustment.
The adjustment amounts to $34.2 million for total AT&T
chmun;catxons, and $2.9 milljon for the California operations of
AT&T-C (Ex. 201, p. v-4) .

. DRA made no adjus'uents for estimated Nomc'regulhtory or
lndustry atfairs expenses In test year 1986, for Phase II of this
proceeding.

tempting to justify this extreme
reconmendation, Mr. Doub indicated that he had

586 consolidating all public relations
emplgyees into AT&T Corporate Headquarters,
tha rield publlc.relatxons activities would be
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the same as those of AT&T Corporate

Headquarters (Tr. 5350-51).” (AT&T-C Op.

p- 80.) L

Kenneth P. Todd, AT&YT’s Division Managér-Public
Relations, testified that locally budgeted field public relations
functions were unchanged by this organizationdl change, which was
entirely administrative in nature (Ext. 237,/p. 6; Tr. 6687-89,
6696) . Further, Todd distinguished the lixited, centralized work
performed by AT&T-CH (described by the ctional activity
descriptor documents reviewed by the auditors) as generally
separate from the work performed by field public relations
personnel (Ex. 237, p- 5; Tx. 6687, 6691-92). Moreover, Todd
claimed that AT&T’s rate case data Yequest responses and workpapers
have consistently shown that the eld public relations groups and
the AT&T-CH’S groups are separat¢ budgeting entities performing
separate functions (Ex. 237, pp/ 6 and 7).

AT&T=-C arques that yhHder these circumstances, it was
unreasonable for the auditory to make such a facile and mechanical

disallowance recommendation/to AT&T’s field public relations work -
even if it were assumed t the proposed ATLT-CH’s disallowance
were appropriate.

- AT&T stresses/Todd’s testimony that:

#{T1he audit feam has chosen to ignore a
substantial/ amount of information the Company
provided which describes the various activities
of the Saz Francisco-based AI&T'Pgbllc

There js little or no recognmtzon of the many
t Public Relations activities conducted
y in California to inform Californians
how to use the telecommunications
sexyices available to them from AT&T. These
figld public relations activities represent the
bulk of the expenses allocated to AT&T
ommunications of California which I explained
in my orlginal testlmony, Exhibit 73 (Ex. 237,
pP- 5).” :
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AT&T further arques that:

#The auditors’ mechanical application to/field
public relations activities of a 98%
disallowance factor is particularly
inappropriate for the one public relations
activity analyzed in the Audit Rep -
employee communications. The first/ obvious flaw
in this approach is its unfair effect on the
calculation of a proposed disallYowance. At
Chapter IX, in a discussion of /AT&YT Corporate
Headguarters activities, the auditors indicate
an intent to disallow 50% of /this function.
(Ex. 201, p. IX-9). Based the relative mix
of AT&T Corporate Headquaryers public relations
expense, this equates to ¥ 2% allowance of all
AT&T Corporate Headquartgrs public relations
activities; yet, a 50% 2llowance of field
employee communicationg’ activities would amount
to far more than 2% of all field public
relations expense.” /(AT&T-C Op. Br., p. 82.)

Todd further testified that the purpose of AT&T’s
enployee information activifies is not to sell stock to employees,
because the ESOP (Employee/Stock Ownership Plan) to which DRA .
auvditors alluded, is whoYly funded by the company. Todd had alsc
testified that:

#The purpose/of AT&T’s Employee Information
activities/is to disseminate timely and
ormation about the company and the
. telecommuyhications industry to all AT&T
employe This responsibility is carried ocut
througly the publication of bi-weekly regional
newspapers, weekly bulletins, a bi-weekly
newslétter for Regional employees and videotape
Pr Topics covered in the articles and
features in these publications include new AT&T
Copmunications service offerings, new
t¢gchnology, significant sales, improvement in
e cquality of work life and cost-saving
easures effected by employees. These
publications keep employees up-to-date and
well-versed on current issues affecting the
public, such as the carrier selection process,
the changes in the way customers dial the
operator, new service offerings and proposals
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being considered by state and feder

regqulators affecting the industry.

rEmployee publications are also effective in
reporting on the contributions of fellow
employees in all departments r the benefit of
those who, in carrying out ir day-to-day
jobs, would likely not be aware of events
outside their departments. /This enhances
enployee morale and produgtivity.” (Ex. 237,
pp- 7-9 and AT&T Op. Br.,/p. 83.)

_ AT&T then renewed Todd’/s claim that the [DRA) auditors
had not identified a single cle in a single employee ‘
publication that supports thejr erroneous conclusion of “primarily
image enhancement activities/” (Ex. 237, p- 9 and AT&T-C Op.

Br., p- 84.) | ’
. AT&T concluded Ats argqument by claiming that it has full

justified its field public relations expenses. It believes the 98%

disallowance factor which DRA would mechanically apply to these
useful and beneficial/activities is wholly unjustified and in
disregard of the regord evidence. According to Todd:

#The California public, which is also AT&T’s
body, needs to know as much as
possible about available telecommunications
s in order to make informed choices and,
therefore, get the most value for the prices it
pays/for the services. Employees can do a
betfer job for the public they serve if they
¥now what is available and how it is provided.
Diballowing the expenses for these processes
would leave an uniformed public and employee
y, if the Company had to curtail its Public

elations activities. Surely this result would
not be in the public interest.” (Ex. 237,
p- 12.)

AT&T contended that it has provided'on the record full,
factual, and specific descriptions of its field public relations
acti¥ities and their benmefits to California ratepayers. Finally,

-C calledrattentioﬁfto-this Commission’s recognition‘of-its
j?proved'showing in Phase I of this case compared to the 1983-84
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rate proceeding where it received a 100% disallowance of similar
public relations expenses. However, AT&T~C Atates that we withheld
granting it any recovery of public relatiopls expenses until the
Phase II record was:fully-developed on s issue. Now that the
record is complete, AT&T-C asks that its public relations expenses
be granted in full.
.- Dfﬁﬁﬂﬁﬁiﬂn _
‘ In Phase I DRA and TURN both opposed any allowance for

' corporate or field public relati expenses for AT&T-C. TURN
contended that much of AT&T-C’s/public relations effort was
corporate overkill and that y of the functions performed by the
public relations group duplidated those of the marketing group.

_ AI&T-d supported /its Phase I request for $3.601 million
of public relations expenfes on total California operations and
$1.372 million on an inyrastate basis by arguing that these
activities provide cleAr and important benefits to California
ratepayers (D.86-11=-079, mimeo. p. 91). ‘

AT&T-C algo argued that the 100% disallowance adopted by
the Commission by .84-06-111 in 1984 was inapplicable in this
proceeding, becayuse the prior disallowance was premised on the lack

of explanation gr supporting documentation for AT&T~C’s request.
AT&T-C also opdned that if it had presented a full showing for the
1984 decisior/, public staff would not have recommended any
disallowanc¢. AT&T-C in Phase I also cited the decision in the
Pacific BeXl rate case (D.86-01-026) which allowed 75% of Pacific
irement for public relations. Based on what AT&T-C
sparse showing in that proceeding, the Commission
conclugded that by its very nature some portion of this expense
enhangded the corporate image of Pacific Bell, which is an activity
which does not materially benefit ratepayers (D.86-01-026, p. 170).
ATST argued that if, on such a meager record, the Commission
/?Z&owed most of Pacific Bell’s request, surely AT&T-C is entitled
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to a full award, given the far greater evidentiary detail it has
presented (D.86-11-079, mimeo. p..92).

In D.86~11-079 we stated that “we are Anclined to agree
that AT&T-C has provided a much improved showirig in test year 1986,
but our 1984 disallowance was premised on following prior
precedehts and lack of demonstration of cleAr benefits to
ratepayers.” (D.86-11-079, mimeo. p. 93.) We then left the record
open to receive DRA’s audit report and déferred the issue until the
record was tully developed in Phase II ‘

In Phase II DRA would disaldow 97.85% of AT&T-C’s
California intrastate public relati expenses as allocated from
AT&T=CH and NOMC. DRA’s recommendéd disallowance is $1.1 million
on an intrastate basis (Ex. 243) DRA used the same 97.85%
disallowance factor for AT&T-CH/and NOMC.

This Commission has Lonsistently disallowed® the
majority of all utility public relations activities because these
actlvitmes generally were viewed as provzdan greater benefits to
shareholders than to rate ayers, and more importantly were not
found to be necessary in/the provision of a monopoly utility
sexrvice. However, AT&T-C comes before us with a request to allow
such expenses in a tegt year two years after divestiture and at a
txme when its customgers and potential customers werxe making IEC
selections as part/of equal access balloting. AT&T-C raises many
supportivé arqumefits for allowing some, if not all, of its public
relations expenges. '

DRA fecommends against significant allowances'for public
relations a ivities and functions that primar;ly benefit corporate N
image or A &T’s investors. _

8 The one exception bezng D.86-01-026 for Pacific Bell where a
75% allowance of publxc relations expenses was granted.
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Both arguments are sound; however, ?elther DRA or Am&r-c
has prepared or presented a logical or rational middle ground for’
allowing those public relations expenses £ were necessaxy at, or
shortly-attér, the time of divestiture to respond to the following
needs:

Timely, accurate, and comsistent
information to customersg and prospective
customers of utility s ices from AT&T-C
regarding available sexvices, rates, and
optional rates available from AI&T-C.

Tlmely, accurate,

information in response to media inquiries
regarding the utility services available
from the post—diyvestiture AT&T
Communications gompanies.

Timely, accurate, and consistent

information ¥o AT&T-~C employees concerning

corporate ctions, work requirements,

redirectio 5, and reorganizations which

were necegsitated by the divestiture.

~ These were l'portant one-time public relations

requzrements which appear necessary both for the benefit of
ratepayers and shargholders at and shortly after dfbestiture.as
AT&T’s overall corporate structure changed to meet its new
runctional envirohment.

By providing timely, accurate, and consistent information
to the media apd the public about its post-divestiture utility
services, AT&T-C was able to retain about 82% of the interexchange
market. Thig strength and dominance helps assure reliable service
to the most/remote rurxal areas and the ability to ‘nmeet any growth
1n demand for new service.

By providing timely, accurate, and consistent information
about corporate changes in functions, dzrect;on, ‘and reorganlzat;on

vestiture, AT&T-C was very likely able to also maintain
~employee morale at a favorable level to meet its. new comm;tnents in
the post—d;vestxture environment.
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We should bai;nce ratepayer and investor jinterests to
cover expenses for these three important public relations functions
for one rate case cycle. .

Since we do not have actual cost daty for these
functions, we will rely on Todd’s tabulation from his Phase I
testimony [Exhibit 73, page 5] where the major 1986 Public
Relations functions, and the proportion of/the total Westexrn Region
Public Relations budget they represent w re'broken out as follows:

, ARDIOX,  $*%
Media Relations $341,000
Employee Communications 299,200
Community Relations | | 55,000
Consumer Affairs -/ 269,500
_Executive Communications Support . 33,000
Research and Planning | 62,700
Policy Briefings. - 11,000
Adninistrative/other | 28,600

000000O0GO0O

*Calculated amount of/allocation to AT&T-C’s California
intrastate operatiopls for given percentages of budget.

to address only those areas<where'ratepayer
interests are evident and sharing those functional costs with
AT&T’s shareholdery, we will allow the following percentages of the
functions named ayd previously described, as follows:

© 25% of Media Relations expenses to account
or timely, accurate, and consistent
responses to media inquiries only. This
assumes that media inquiries constituted
approximately 25% of Media Relations
effort, for an intrastate allowance of
$341,000 x 25% = $85,250.

75% of Employee Communications expenses to
agsure that employees are fully aware of
AT&T and AT&T~C’s post-divestiture
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operational functions requiremenfs and
goals, and that employees can effectively
communicate the nature and avajlability of
AT&T services accurately and gonsistently
with customers on a timely bdsis. 25% of
these Employee Communications expenses are
left for the investors to share since
effective employee performpance is to their
benefit as well. This also accounts. for
any stock performance - other investor
information commonly shAred by public
relations personnel wifh employees. This
results in an intrastite allowance of
$299,200 x 75% = $22

50% of Consumer Affairs expenses for
timely, accurate, d consistent responses
to . customer and lic inquiries as
contrasted with AT&T-C’s initiated
marketing or cugtomer contact functions.
This assumes t}at customer inquiries
account for afout 50% of Consumer Affairs
expenses, foy an intrastate allowance of
$269,500 x ¥ = 35134,750.

100% of cost of policy briefings even
though th¢re may well be significant
investor<related benefits resulting from
these policy briefings, resulting in an
intrastate allowance of $11,000.

The recap /0f these reinstated expense allowances is as

follows: _ ‘
o Media Relations 32 % x 25% 7.75% = $ 85,250
o FEmployee C icati | 27.2% ¥ 75% = 20.40% 224,400

© Consumer . 24.5% x 50%. 12.25% = 134,750

o

1 % x 100% = _ 1,00% _ 11.000
41.40%  $455,400
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intrastate operations. On a total California operations basis,
DRA‘s public relations adjustment of $2.9 million for AT&T-C would
be reduced to $1.7 million.
B. Exclud;ng Access Charges

for All €1 ‘

In allocating NOMC expenses to AT&T-C, NOMC included
access charges as part of its bases for rgvenues and expenses. DRA
auditors removed both revenues and access charées from the bases
used for allocating NOMC expenses to AT&T-C’s California
operations.

.o . .
l- POE ) N QL. _DKA _O@ )y ALLOCA ®)0ts

, DRA auditors claim that NOMC allocated about 31% of its
expenses to AT&4T-C using a compogite three-factor method which
averaged revehues, expenses, and investment. DRA auditors contend
that access charges should nof be part of the revenue or expense
components because access chArges are merely amounts collected from
the ratepayer on behalf of Ahe LEC. DRA auditors claim that
AT&T-CH personnel agree with DRA’s view regarding access charges
(Ex. 201, pp. VII-1 and I-5). The DRA. auditors adjusted the NOMC
allocated expenses, by/altering the allocations through removal of
revenues and access charges (Ex. 10, p. VII-6). This resulted in a
reduction of NOMC charges to AT&T-C’s total Califormia opérations
of $5.2 million and $2.1 million on California intrastate expenses
(Ex. 243).
2. DOS 1 B O AL on. NOMC A DCA one

AT&TAC at page 86 of its opening brief describes a four-
factor cOmpos.te B allocation method which was used by AT&T-CH for
allocation of its Finance, External Affairs, and Legal Department
expensesQ his ~“Composite B” allocation method uses expenées;,
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revenues, assets, and employees to form a weighted average
~Composite B” allocation factar.9
‘ Next, AT&T observes that:

#The auditors have recommended digallowance of
approximately $2.1 million (intrastate) to

these various departmental cosys to reflect

removal of access expense'and/hn equal amount

of revenue from the allocation process.

(Ex. 201, p. VII=-6; Ex. 206)/.. The alleged

bases for this proposal are/that AT&T Corporate

Headquarters nets access charges against

revenues in AT&T consolidated financial

statements, that much of/AT&T’s revenue is

intended to recover accegss costs, and that

different commissions may set access expense

differently.”

AT&T-C then argues tlat while all of these cbservations
may be trxue, they do not warrant any adjustment, and AT&T’sS
existing composite allocation methodoleogy should be retained as
reasonable and appropriate /(AT&T Op. Br., p. 86).

| AT&T-C witness Fhiebaud explained that access charges are
‘the most significant expense for any AT&T Communications company.
For example, in.D.86~11+4079, access charges were approximately 69%
of the total adopted costs of service (Ex. 229, pp. 14-15).
Because of this impagt, access expense, or a corresponding amount
of revenue, may be excluded from total results for the purposes of
consolidated financ¢ial statements issued by AT&T-CH. This is done
merely to allow fgr comparability of AT&T Communications with other
AT&T entities (TY. 6387). '
, AT&T-C’s Troxel, its witness on allocations, observed
that, “what T Corporate Headquarters does for its financial
statements is/ fundamentally irrelevant to the allocation among AT&T

9  We dre not aware of any DRA issue with this AT&T-CH four-
factor-wethod, because no access charges are included in the
revenues or expenses for this method. :
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Communications companies of nationwide AT&T Comm ications costs.”
(Ex. 235, p. 7.)

AT&T-C further argued that finding 2 flaw with recovering
access charges in revenues can be compared with an argument for
exclusion of depreciation, or other componénts in rate base.

AT&T~C also contended that it is of no consequence that the various
regulatory commissions have established/different rates for access
charges, or that some commissions have imposed a subscriber line

charge tofrecover'non-trafric‘sensi ve access costs, while others

" have not (AT&T~C Op. Br., p. 87).

After raising a number of additional points regarding
similarities and differences in /regqulatory treatment by various
commissions, AT&T-C suggested ithat:

#None of the foregoifig academic debate prompted
by the Audit Repo should obscure the
fundamental fact that access is the Company’s
most substantial/expense and an essential
factor in the dgtermination of prices paid by
customers. Prgper cost accounting requires the
inclusion of Access charge effects in the

allocation methodology.” (AT&T

- concluded by referring to further testimony
of Troxel:

”. e last point that I would like to make
on thig issue of access charges relates to
‘fairpess’ as a criterion. It is fundamental
in cost allocation system that an
allocation method must be applied uniformly
across all cost objectives. The California
Audit Team’s suggestion to remove access
charges from allocation bases would arbitrarily
and unfairly shunt AT&T’s marketing costs from

lifornia to other jurisdictions. The fact is
that the California Commission has assigned
relatively higher access charges than the
average of all state jurisdictions. Pretending
that these access charges do not exist is ,
fundapentally unfair and would create partially -
inconsistent allocations throughout the
country. (Ex.-235%, p. 8.)
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According to AT&T-C:

#The Commission should adopt the expert findings
of Mr. Troxel, who determined that AT&T’s cost
allocation methodologies and prgcesses are
appropriate and reascnable, copceptually sound
and consistent with generally/accepted cost
accounting principles (Id. a¥ 9). AT&T’s actual
amounts of revenue and expenSe, including access
expense, should be retained/ in the calculation
of its Composite B allocation factor.” (AT&T-C
Op. Br., p. 89.) _

3. Discussion

After reviewing the arYguments regarding the use of access
charges in the revenue and nse factors for allocating NOMC’s
expenses to AT&T-C’s California operations, we axre persuaded by
AT&T-C’s own witnesses that/such inclusion is flawed.

This is especially apparent when reviewing Thiebaud’s
testimony that AT&T-CH doés not include access charges in revenue
for allocating its costs. According to Thiebaud: #“AT&T Coxrporate
Headquarters certainly does not consider revenue amounts to be’
anything other than rgvenue amounts.” (Tr. 6387.)

Thiebaud had also explained earlier that ”AT&T
Communications’ revénues are represented [by AT&T-CH] as net of
access for the p se of comparability with other units.”

(Tr. 6387.) , _

Since jaccess charges are collected by AT&T Communications
companies in mgsSsage toll rates and then are passed on to the LECs,
these charges do not remain as a part of revenues retained by AT&T.
Because of : ~way access charges are treated, there is no more
logic to including them in revenues or expenses, than it would be
to include es in these factors.

It has long been the policy and practice of this
COmmissi:tho-exclude highly variable expense items such as taxes,
depreciation, and-uncollectibles in determining the proper expense
factor f£or the traditional four-factor method of allocating the
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‘headquarters or general office expenses for a multi-district
utility ox multistate utility operation.

Access charges are not consistently applied and are
highly variable from state to state as verified by AT&T-C’s own
witnesses. Therefore, these access charges/should not be included
in either revenues or expenses when revenwes and expenses are used
as factors for allocating home office expenses. AT&T-CH already
nets out these charges accordingly and/we believe NOMC would be
wise to follow the same practice. '

In adopting this position/we note that DRA has excluded
not only the access charges from expenses, but also rxevenues.

This results in only two'remainiué factors for allocating the NOMC
expenses, namely, expenses netjp: access charges and investment.

This result seems a Jdittle severe. While we generally
disfavor the use of revenues /s an allocation factor, preferring
use of customers or usage ag a better proxy of the level of
business conducted by a usﬂ&ity district or the statewide
operations of a multistate utility, a result which leaves only two
factors, when three are Jsed for allocations to other states, does
not seem proper. ' ‘

Since DRA’s fresults are now based on only two factors, it
is necessary to apply/zome factor comparable to revenue as a third
factor. Referring to DRA Exhibit 201, page VII-4, we note that,
AT&T-C’s 1985 usagg factor of 8.14% is, ”By coincidence. ..almost
the same as AT&T-¢Communications’ 1986 revenue factor recomputed to
exclude access charges.”

Therefore, we will use AT&T-C’s 1985 usage factor as a
proxy for the revenue factor exclusive of access charges.:

DR27érésulting adjustment for AT&T-C’s total California
‘operations.z) educed from $5.2 million to $5.0 million and the
comparable intrastate adjustment will be reduced from $2.1 m;lllon
to Sl. 95? 1lion [$2.0 mlll;on rounded) for the elimination of
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beadquarters or general office expenses for a multi-gistrict
utility or multistate utility operation. _

Access charges are not consistently .applied and are
highly variable fronm state to state as verifie by AT&T~-C’S own
-witnesses. Therefore, these access charges should not be included
in either revenues or expenses when revenues and expenses are used
.as factors for allocating home office experises. AT&T-CH already
nets out these charges accordingly and w bel;eve NOMC would be
wise to follow the same practice.

In adopting this position w note that DRA has excluded
not only the access charges from expenses, but also revenues.

This results in only twe remaining/factors for allocating the NOMC
expenses, namely, expenses net of access charges and investment.

This result seems a JAttle severe. While we generally
disfavor the use of revenues As an allocation factor, preferring
use of custeomers oxr usage ag’ a better proxy of the level of

business conducted by a utAlity district or the statewide
' operations of a multistaye utility, a result which leaves only two
‘factors, when three are/used for allocdtions to other states, does
not seem proper. ' ' - '

Since DRA/S results are now based on only two factors, it -
is necessary to apply some factor comparable to revenue as a third
factoxr. Referring to DRA Exhibit 201, page VII-4, we note that,
ATST-C’s 1985 ugage factor of 8.14% is, ”By coincidence...almost
the same as T=-Communications’ 1986 revenue factor recomputed to
exclude accegs charges.” .

Therefore, we will use AT&T-C’s 1985 usage factor, which
we prefer,/ as a substitute for the revenue factor exclusive of
access C :ées.

DRA’s resulting adjustment for AT&T-C’s total California
opera¥ions is reduced from $5.2 million to $5.0 million and the
compArable intrastate adjustment'will be reduced from $2y1 million
to 41.953 milliqn‘[$2;0~niilion rounded) for the elimination of
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access charges from revenues and expenses for allocating NOMC

expenses to AT&T-C. : r///

We also suggest that the usage facto hile in this
specific instance comparable to 1986 revenues), is generally a
better proxy for consistently determining‘;ﬁ; level of business
activity for each state of a multistate operation than revenues
which may well be different from state Yo state because of
differing rate structures and levels.

on July 1, 1983, the lhnd and building at 195 Broadway,
New York city, the headquarters location of the AT&T General
Departments §1nce 1916, was §old for $93.1 mzllian, resulting in a
net gain of $47.5 million. /Subsequently, AT&T earned nearly $3.8
million interest on an investment of the proceeds. AT&T credited
$10.4 million to the liceﬁ;ee companies under the license contract
agreement and ramztted e remainder to the AT&T Foundation,. a
charitable trust funde and controlled by AT&T. DRA recommends a
reapport:onment of thms gain with 100% going to the licensee
companies. The resuhting adjustment to AT&T-C on an intrastate
basis amortized ovexr’ a three-year period would reduce the gross -
rxevenue requlremenm/by $882,000 annually, :or three years.

l. - s i

DRA Fivﬁncial Examiner, James B. Simmons recommended
that, since the/Bell operating companies had made license contract
payments, includlng this building’s costs since 1916, its customers
were entitled/to the gain -on sale in full. *

Inatially Simmons had applied a factor of 55% to the full -’
remaining amount, which had pot been allocated to the licensee
companies and to California ratepayers through PT&T and Pacific
Bell in past years. This 55%, as Simmons explained, in response to
the following series of claritication questions, was to reduce this
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access charges from revenues and expenses for allocating NOMC
expenses to AT&T-C. .

AT&T-C in its May 31, 1988 comments sfated that by
substituting the 1985 usage factor instead of fts revenue factor
would exclude private .line usage wh;ch contriputes 9.2% of AT&T-C’s
total Caleornxa revenues.

Accepting the inclusion of the private line revenue
percentage with the 1985 usage factor £ er will reduce DRA’s
adjustment by about $154,000 for total California and $60,000 on an
intrastate basis. The overall effect is a total California
adjustment of $4.846 million (5$1.893 mijdlion intrastate) [$1.9
million rounded). This result should /ot be considered as a move
on our part to adopt revenues in preference to use as a factor but
rather a concern for not omitting a portion of business activity in

Departments since 19146, was sold for $93.1 million, resulting in a
net gain of $47.5 midlion. Subseqnently, AT&T earned nearly $3.8
million interest oy an investment of the proceeds. AT&LT credited
$10.4 million to he licensee companies under the license contract
agreement and remitted the remainder to the AT&YT Foundation, a
funded and controlled by AT&T. DRA recommends a
of this gain with 100% going to the licénsee
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cémpanies. The resulting adjustment to AT&T-C on an/intrastate
basis amortized over a three-year period would reduce the gross
revenue requirement by $882,000 annually, for

1. DRA’s Position

DRA Financial Examiner, James B. Sirfmons recommended
that, since the Bell operating companies had made license contract
payments, including this building’s costs Since 1916, its customers
were entitled to the gain on sale in fuld.

Initially Simmons had applied a factor of 55% to the full
remaining amount, which had not been/allocated to the licensee
companies and to California ratepayérs through PT&T and Pacific
Bell in past years. This 55%, as/Simmons explained, in response to
the following series of clarifightion questions, was to reduce this
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&.‘|"

adjustment for the impact of license contract adjustments by
Commission over the years.

7Q Now, in your adjustment for the 195
Broadway property, did you take into
account these adjustments that the
Commission previously made for the licepse
contract --

Yes.

-- and give that weight in your uYtimate
adjustments?

Yes, I did. I used the 1980

aeffactive disallowance to ca

allowance factor for the 19% Broadway. And
that computes to 55% allowahce factor for
the 195 Broadway.

#I don’t have historical/information going
back to 1918 to show what the effective
equity would be for the effective allowance
factor.  But I do w that the :
disallowances were Around 50% in the years

’ . that I reviewed.
#and, indeed, I ink we adopted-a 50%

disallowance iy the interim decision--in
the Phase 1 cision in this case, as a
representatixXe disallowance factor.

ur intention, then, that by use

factor which you used, that you
recognizéd the fact that the Commission did
not necéssarily make AT&T [whole] for its
195 Brbadway properties over the years?

#A.  Yes/ that is correct.” (Tr. 5932=5934.)

Witness Simmons also testified that the 55% factor was
not based on 3/calculation of the actual allowances and
disallowancey which took place over the years subsequent to 1916,
but he felt/that ~it is a representative and fair allowance
factor.” (Tr. 5934.) '
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After AT&T-C had presented its testimony, DRA witness
.Simmons, in rebuttal, revised his study and recommendation to pe
through 100% of the gain allocable to California ratepayers.
explainéd this revised position by stating that both AT&T-
factor and staff’s 55% factor were understated and he now
recommended that 100% of the gain on sale be flowed thrdugh for the
benetit of ratepayers. He prepared a new table to sugport his '
position, which he explained as follows:

”#The schedule clearly shows that the Cal ornia
Public Utilities Commission imposed no
disallowances for the yeaxs 1916 through 1948.
There is a two-year period, 1948-1950, during
which the allowed license contract fee was
about .84% of estimated revenues. /Then, for
the period 1950 through 1973, this Commission
allowed Pacific a higher amount for license
contract expenses than it actually paid to
AT&T. This resulted from the /fact that
allocated actual costs exceeded the agreed-upon
rate during that periocd of of adjusted
revenues. Therefore, the Commission’s
adjustment during this peyiod resulted in an
allowance for license copitract expense in an
amount greater than the/amount actually paid by
Pacific to AT&T.

#D.83162, issued in 1974, did not identify
license contract feds as a specific issue. The
next disallowance was made in D.88232 in 1977,
wherein a 13.29% downward adjustment was
adopted. is pfevious percentage was composed
~of 6.04% relatifig to identifiable investor

and a 7.25% ‘unidentifiable’
investor related expenses. The unidentifiable
investor interest percentage was challenged by
L2 the resulting separate

investigayion effected a revision to the
D.88232 adjustment, in D.90362, to reflect a
38.6% reduction. This was the first thorough

license contract charges. Finally, in

(1981) , a 57% disallowance was imposed.

-time unusual item relating to detariffed
, this disallowance would have been 45%.
This f£inal disallowance would have been in




A.85-11-029 ALJ/GA/jt

ef{ect through 1983, when the building was
sold.

#The Team has concluded from these facts t
all of the gain resulting from the dispogition
of the 195 Broadway headquarters dbuildirg
should be credited to ratepayers in the current
case, given the fact that this building had an
estimated depreciation book life of A0 years,
and that, at least for 55 years (1918 through
1973), the CPUC allowed nearly 100% of the
billed amount of Pacific’s licenge contract
expenses. The relatively short/period in which
this Commission imposed disallowances for
license contract expenses (1974 though 1983),
would not reduce the ratepayers’ equity
interest in the 195 Broadway headquarters
property, because, by this/late date, the
building would have been Afully depreciated, and
therefore, recovered by &T from the
ratepayers.” (Ex. 238,/pp. 42=44.)

DRA’s recemmendation Aould reduce AT&T-C’s California
intrastate gross revenue requirement by $882,000 each year for
three years when amortized an expense reduction as suggested by .

Simmons (Tr. 6921).

In response to/a request from the assigned ALY, Simmons
prepared an alternative/calculation to reduce, on a one~time basis,
the intrastate rate bxse of AT&T-C by the amount of the similarly
allocated-gain. Th rgsulting reduction would be $2,647,000 to
AT&T-C’s intrastate rate base (Tr. 6925 and Simmons’ letter of
Novembex 4, 1987)/. : ,

In itg closing brief, at page 12, DRA argues that witness
Simmons had noééd that the estimated depreciation book life of 195
Broadw&y was/40 years. For at least 55 years AT&T was allowed
nearly 100y of license contract costs billed to Pacific. The brief
periocd of/disallowances by this Commission occurred after the

- was fully depreciated)‘ Thus, AT&T-C’s argqument that there
were gost underruns in license contract fee recovery is'nét'only‘
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-

erroneous, but would overéurn historical Commission
what costs were and were not appropriate for ratemakKing purposes.
2. AT&I-C’s Position
Using essentially the same historical Mdescription of the
property in question and the same periods of tfme for discussion
AT&T-C sets forth a substantially different Analysis of this
proposed adjustment. AT&T-C argues at pagg 123 of its opening
brief that from 1918 to October 1, 1974, Ahe Bell System Operating
Companies, including PT&T, paid a flat fee to AT&T General
Departments for advice and assistance/ pursuant to license
contract. By the very nature of contractual arrangement,
there was no allocation to Bell Sygtem Operating Companies of :
specific AT&T General Departmentsg/ expense, such as a return on the
pre-license contract investment/in the 195 Broadway property.
However, effective October 1, A974, the method of payment under the
license contract was revised/ Each operating company paid an
allocated share of specific expenses
incurred by ATET General partments. These specific expenses
included a return on investment in property (such as the 195
Broadway land and building) which was employed in performing

, AT&T-C explained, when a distribution of the
gain from the sale/of 195 Broadway was made in 1983, the Bell
System'OPerating ompanies received payment in proportion to the
period o:utimé
for a return oy investment in the property. The ratio of those
eight years to the 68 years of the building’s life resulted in the
$10.4 million distrxibdution to the operating companles. The balance

to the AT&T Foundation.
&T-C contends that th;s dmstrlbut;on has never been
challeng d by any recipient of the gain, stockheolder, or regulatory
Nevertheless, the DRA auditors have now questioned th;s
well-séttled transaction and are requesting a credit to AT&T.
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expense, in‘the test year and beyond, to compensate ratepayers for
perceived inequitable treatment.

AT&T-C argues that DRA’s recommendation was based on
three critical (and incorrect) assumptions:

#o.  That a return on 195 Broadway invéstment
was included in License Contra
remittances prior to October 1974:

That ratepayers of Pacific Telephone and
Telegraph fully reimbursed the costs of the
193 Broadway property from /1918 to 1974:;

an

That, if a credit is due¢ to California
ratepayers, it should be fully attributed
to AT&T’s customers d not shared with
Pacific Bell'’s custopers.”

The staff auditors, as/Observed by AT&T-C, simply made a
statement in the audit report that “ratepayers funded the entire
costs, including capital and pyeturn on investment...of the General
Departments of AT&T.” '

AT&T=C argues the evidence does not support this
proposition. AT&T-C witnesSs Conrad J. Ankiel, a District Manager
in AT&T’s Corporate Headduarters’ Chief Financial oOfficer

74 under the License Contract method
in effect at that time.
ly, no allocation of specific gains
associated with such periods was appropriate.”
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underrecovery, all operating companies paid the same /1% of net
service revenues that contributed to the underrecovery.

AT&T-C then provided various references/illustrating that
for test years 1946, 1964, and 1977 there were,
testimony, Commission disallowances for AT&T’s/license contract -
services to PT&T.

AT&T also remarked that:

#ps stated in 1977 in Decision 88232, these
investor-related adjustments bhécame
rtraditional’ in a combined disallowance factor
of 13.29%; these adjustments/were in addition
~ to others that were proposed by Staff. (83
CPUC 149, 199). Accordingly, a review of
Commission precedent dispels PSD’s
unsupportable notion that California ratepayers
fully funded License Coptract activities for
the 1946-1974 pexiod.” ,
As to the 1918~-1946 period, ATAT-C asserts that DRA failed to
introduce competent evidence £o support its claim that license
contract expense was fully funded. .

" AT&T-C also argués that if a credit is determined to be
appropriate, then it should be to the predivestiture ratepayers of
PT&T. If the Commissioyi determines that some adjustment is
appropriate, no more one-half of such an adjustment should be
- applied against AT&T/S revenue requirement, and the balance against
Pacific Bell in its/next rate proceeding.

- In conclgsion, AT&T recommends that the Commission reject
DRA’s adjustment Aand adopt-as reasonable the 1983 disposition of
the gain on salg of the 195 Broadway property. Alternatively, if
some adjustm is deemed appropriate, any credit due to customers
should be split between AT&T-C and Pacific Bell.. '

3. Dj |

ollowing issuance of the Audit Report, AT&T-C on
May S, 1987 filed a Motion to Strike. AT&T-C argued that DRA’s
recommended disallowance to 1986 test year operating expenses-
the ban on retroactive ratemaking. In support of its
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arqument, it cited several cases for the proposition that the
Commission is powerless to adopt the auditofs’ recommendation for
an event that occurred in 1983 (see, e.g.,/ Pacific Tel, & Tel., Co.
v Public Util. Comm. (1965) 62 Cal 2d 634, and City of Los Angeles
v Public Utilities Commission (1972) 7 gal 3d 331). AT&T-C '
maintained that the Commission camnot fawfully alter the results of
operations finally adopted in D.85-12/£091 (in A.83~01-022, the last
general rate proceeding) by adopting/ DRA’s recommended ratemaking
adjustnent.

“In its formal response, /DRA argued that none of the case
law cited by AT&T-C supports the/proposition that a prospective
accounting adjustment, such as t recommended here, violates the
ban on retroactive ratemaking.

' Furthermore, assuming arguendo the merits of AT&T-C’s
position, DRA believed AT&T~L was estopped from making a
retroactive ratemaking ent, due to its failure to obtain prior
Commission approval of the/195 Broadway transaction pursuant to
PU Code Section 851, and its failure to bring this transaction to
the Commission’s attentifn during the last rate case when the
ratemaking implications/could have been considered on a
contemporary basis. events ultimately unfolded, the details of
the transfexr were first exanmined during the audit conducted in
connection with thisg/ test year 1986 proceeding. Considering all
these factors, DRA /argued that the Commission should disregard the
argument of retroyctivity (Citizens Utilities Co. of Calif. (1982)
9 CPUC 197, 207)

On e 16, 1987, the then assigned ALY denied AT&T-C’s
motion to strike on the basis that the auditors are not proposing a
retrospective /adjustnent to AT&T-C’s pretest year 1986 results of
operations, t rather a prospective adjustment to rates adopted
for test ye 1986 prenmised on Commission review of a 1983
transactio _thatvthe‘CQmmission did not have_the-opportunity to
review contemporaneously. This is not precisely the question
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addressed in Pacifi o & Te 0. v _Public Ut/ = 1965) 62
Cal 2d 634, or City © 0 Angeles v Public U itie QNN ion
(1972) 7 Cal 34 331, which involved question of the propriety of
refunding portions of rates previously fixed by formal, final
Comnission findings. '

As it later developed, AT&T~C’6S opening and closing
briefs did not dwell at length on the Yssue of retroactive
ratemak;nq. Instead, AT&T-C devoted Ats more serious dlscussion to
what it believed were inaccuracies ¥n the technical development and
calculation of DRA‘’s adjustment.

For example, AT&T-C noted that prior to 1974 charges
under the license contract were/not separated in a mannexr which
would specify what portion of Ahe payment, if any, was related to
the return on investment on the 195 Broadway property. AT&T-C also
correctly noted that PT&T’s/ratepayers did not fully reimburse the
costs of the 195 Broadway property, as billed by ATLT=C to PTET
during the period 1918 t¢ 1974.

However, givep the average.pércentage disallowance to
PTLT on license contra 'billings over the years, we conclude the
plcture was nelther a5 bleak as AT&T-C ¢laimed, noxr as rosy as DRA
painted. A review ¢f representative decisions from this period
does not validate gither perspective.

AT&P-C’s example of D.41416 dated April 6,

1948 (relative to A.28211, PT&T’s first

application after World War II), wherein this

COmyﬁsSion adopted an allowance for general

services of AT&T which was about 40% less than

e amount requested for such services by PI&T,
as’ unusual. This adjustment was much larger
than the more usual 13-17% disallowance
/ recommended by the staff in subsequent
. proceedings.




A.85=11-029 ALJT/GA/it

The reason for this substantial adjus
in 1948 was that the staff had excluded
of the license contract costs at PT&T’
present rates. At proposed rates the/amocunt

did not change. However, since
under the license contract were pot based on
allocated costs, but rather on A percentage of
revenue basis — when the Commission in
D.41416 - granted PT&T an intrease of
$22,455,000, AT&T increased its billing to PT&T
proportionately as a percéntage of the
increased revenue grantgd by the Commission.
DRA’s claim that from
1950 to 1973, where 2llocated expenses exceeded
the 1% license contyact fee allowances, the
Commission authoriZed the higher costs ~ was
only true at pregent historical rates before
| £ granted. To check these
results, we nged only to refer to the

This was $128,000 more

&T had listed as expenses at _present
However, as staff explained in that .

prioceeding:

#TIt should be noted that the basis of the
staff’s estimate for Ac. 674 is the cost of
services rendered by ATE&T while company
estimates of Ac. 674 are based on 1% of
operating revenue (excluding miscellaneous
revenue and uncollectibles). The
Commission has on many occasions found that
the cost basis rathexr than the percentage
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of revenue basis is proper. For example,
were Pacific’s rate application for 5181
million increase in revenue granted, its
payments to ATST under the license/contract
would increase by approximately
million with no increase in cosy to
American.” (BEx. 61, p.- 1l-6.)
When the Commission issued DA74917 on
November 6, 1968, it granted PZ&T a revenue
increase of $50,200,000 (61 C 53, 91); AT&T
license contract billing to/PT&T would
accordingly increase by $502,000 and the so-
called excess staff allowance of $128,000 at
present rates was wash¢gd out and became a
modest $374,000 disalliowance at adopted rates.
This admittedly was/a very small disallowance
(about 2%) of the Amount billed by AT&T
(approximately $X4,900,000). Thus, DRA’s claim
ce did not occur as a final
result in D.74917, [or for test year 1970,
D.78851, pp./ 339, 340]. ,
‘ From the fgregoing discussion we conclude that
significant license¢/ contract disallowances did occur in 1948 (40%)
. and for 1981 throdgh 1983 (57%). However, for other years the
disallowances, yhen computed, were very likely in the range of 13%
to about 17% bdsed on a formula of identified plus unidentified
investor intgrests; for example, D.67369 issued June 11, 1964
disallowed A6.6% of AT&T’s billed license fee expenses to PT&T.
(calculatgd from D.67369, pp. 848-851). In addition, during the
early yeArs before 1929 there is no record of a disallowance for
these gervices, and there were many other years, such as test year
1967 Bescribed above, when the disallowances, if any, were small.
Therefore, on a judgment basis we will reduce DRA’s
proposed adjustment for the gain on sale of the 195 Broadway
building by 25%. This 25% reduction will likely be somewhat
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greater than the average disallowances of license contract fees for
the period from 1918 through to the time of sale in 1983w//However,
absent a more accurate calculation on a year-by-year basis which
was not provided by either DRA or AT&T-C we are compglled to
approximate this figqure. We believe that the 25% assumed
disallowance exceeds the average actual amount oyer the years and.
thus will slightly favor AT&T-C.

In response to AT&T-C’s third request that any adjustment
be shared with Pacific Bell and applied in Ats next rate
proceeding, we note that AT&T passed on only 11.8% of the gain to
the predivestiture Bell Operating Compapies, and we are advised by
DRA that this amount has alréady been passed through as a reduction
in expenses foxr Pacific Bell’s custgliers (Tr. 6928 and 6929).

Since AT&T-C, at its own/election, retained full control
over the balance of the gain and Meither PT&T nor Pacific Bell ever
obtained productive receipt of these funds, we seriously question
the wisdom of requiring Pacifjc Bell to be further involved in this
matter. B ' o .

" Lastly, we will ylot apply the adjustment as an expense
reduction amortized over ee years as recommended by DRA. We
will instead require thét AT&T-C place in a memorandum account the
amount of $2,000,000 Yo be credited to its intrastate rate base.
This is based on DR)’s intrastate adjustment of $2,647,000
(Tr. 6925) reduced/by 25% and rounded to the nearest $100,000 as
consistently appXied herein.

This Adjustment to rate base has the advantage of being
entirely prospective and would essentially have the same effect as
it would hav¢ had. if accomplished in 1983. One'exception'is.that
customers of Pacific Bell who today use an IEC other than AT&T~C
will not e any direct benefit from this gain.

The rate base treatment of this gain also recognizes that
AT&T=-C Arill continue in business and will utilize newer buildings
in California which will add investment to rate base offsetting. |
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this one time memorandum adjustment over time. Theérefore, this
adjustment resembles as closely as possible a regQirement. that
AT&T-C fold back into its operations a gain on gale of an old
building that was largely paid for over time Ky its customers.

Rate base treatment also tempers fhe annual revenue
requirenent to be about one-bhalf that which would result by an
expense adjustment amortized over a thred-year period as suggested
by DRA. '

'~ DRA should track the revenyeé impact of this, and other
rate base adjustments determined in/this decision, so that
appropriate records are available for analysis as the Commission
considers altermative ratemaking/options for AT&T=C.

- IX. ATk AL jated Transactions

A. AT&T Tecbnologies/Weshérn

e el MR SAA LAY £ASA i Abr LG

Historically,/ Western Electric Company, Inc. (Westernm)

. and PTS&T were arms of/the same corporate entity in the Bell System.
American Telephone anid Telegraph Company (American) controlled both
PT&T and Western tirough nearly total stock ownership. Western, in
addition to .acting as the manufacturing branch of the Bell Systen,
alseo acted as purchasing agent, supply department, developer,
storekeeper, i staller, repairer and salvager. Western had several
wholly owned ubsidiaries, including Nassau Smelting and Refining
Company, Ing., Teletypewriter Corporation, and Weco Corporation.
Bell Labs was owned 50% by Western and 50% by American. Western
was by far the largest manufacturer, installer, and procurer of
telephone equipment in the United States, accounting £or 80% or
more of/ the total domestic business. PT&T, like other Bell System
comparies., made most of its purchases from or through Western under
a standard supply*conttact- The prices undexr this contract were
fixed by Western. | ‘
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Because of the close affiliation of Westerm and PT&T,
this Commission reqularly adjusted the earnings on sales by Western
to PT&T to allow Western no greater return on its investment than
was allowed to PT&T on its utility operations.

At divestiture Western became AT&T Technologies Inc.
(Technologies), and all ties to PT&T and its succegsor Pacific Bell
were broken as of January 1, 1984. In addition,
reorganization of AT&T after divestiture, Techndlogies and several
other entities,dealing‘with sales, manufacturjhg, and international
activities were combined.

Technologies is now a wholly owngd subsidiary of AT&T.
Technologies has three principal lines of/business: (1) Components
and Electronic Systems, which manufactuyes electronic components
for use by AT&T companies and for sale/to unaffiliated customers;
(2) Federal Systems, which provides ipment and services to U.S.
Government agencies; and (3) AT&T Ngtwork Systems, which
manufactures and sells communications equipﬁent and services to
AT&T Communications companies and to unaffiliated communications
companies (principally the foxmér Bell Operating Companies).
Technologies provides its products and services in compeﬁition with
other major equipment manuf rers, including Northern Telecom,
Stromberg Carlson, Ericssor!, .and Siemens. The business
Technologies conducts with AT&T Communications constitutes only
about 10% of Technologieé’ total sales and the balance of its sales
are made in the competjtive market. '

DRA pre ed its position on Technologies’ adjustment
through its then Pyoject Manager, Kevin Coughlan, who had formerly
testified in threé separate rate proceedings relative to

inputing eypense and rate base disallowances for PT&T which would
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prevent the parent AI&T;O from earning an excessive profit through

the sales of products by Western to PT&T./ Witness Coughlan
testified that in 1965 and again in 1972 the propriety of the
Western adjustment was brought to the gLalifornia Supreme Court for
xeview. The court in the first instance held that the adjustment,
#_..as the Commission expressly fouyid herein, preduces a fair and
reasonable result.” In the 1972 review the court’s opinion was
quoted by Coughlan, as follows:
"Western must be considered part of the utility

enterprise, and its prices should be adjusted

to reflect no greater rate of return on its

sales to Pacific Pacific is entitled to

earn on its operations.”

céughlan also referred to a subsequent Commission order,
D.88232 dated December 13/ 1977 in A.55492 in which the Commission
stated that Western was fiot guaranteed a nminimum return.

_ ' described the principles used for
segregating the assety of PT&T previously purchased from Western
and allocated to Pacific Bell and AT&T-C at the time of
divestiture. These/assets were divided into two parts with the
bulk of the assets/going to Pacific Bell, a subsidiary of Pacific
Telesis, and the Yemainder to AT&T-C, a subsidiary of AT&T. This
division was made, according to Coughlan, under the “Plan of
Reorganization”/which was part of the Modified Final Judgment (Ex.
198, 1-5 KPC) . ' .

Coughlan explained that the portion of Western adjustment
that followed the assets that were allocated to Pacific Bell was
then amortized over a l3-year period from 1984. Since Pacific Bell

er ties to AT&T or to Technologies after divestiture,

10 A the time of divestiture (December 31, 1983) AT&T owned 100%‘
or the/common stock of PT&T and Western.
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new assets purchased by Pacific Bell from Technologies would no
longer be subject to an affiliated transaction adjustmenb(

For AT&T-C, the affiliated relationship conti ﬁes to
exist. However, purchases of equipment by AT&T-C from Technologies
since divestiture have been small, and about 90% of /Technologies
sales bave been made to outside customers. '

Coughlan recommended that the adjustment for asséts acquired by
AT&T=-C at the time of divestiture be amortized /over a four-year
period with no additions at this time, stating that no material
additions to the Western adjustment appear £o be merited to date
(Ex. 198, 10 KPC). This staff-recommended adjustment would, if
adopted, reduce AT&T~C’S gross revenue réquirement by $2.1 million
(Ex. 243).

For the future Coughlan did/not recommend elimination of
the Westein‘adjustment because the gorporate ties between
Technologies and AT&T-C continue exist since both axe owned 100%
by AT&T. For the years 1984-198¢ AT&T-C’s construction program was
relatively small but this condifion could change in the future.
Therefore, he.recommended thay the Commission require AT&T-C to
report the following information annually to the DRA and Commlsszon
Advisory and COmpllance Division (CACD):

Annual cons ction budget.

AT&T=-C of California’s purchases
ologies (estimated expense and

Realizéd rate of return of Technologzes’
sales to—Aw&T-c of Calitornia by line of

ATET, é‘argues that since divestiture AT&T affiliates do a
majority of their business with non-AT&T customers, at prices that -
are dictated by competitive market conditions. Alse, pursuant to
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most-favored-customer agreements, AT&T affiliates (i ludmng
AT&T-C) pay no more for affiliate goods and serviceg than any other.
customer under comparable conditions. AT&T-C conténds that this is
a safeguard upon the use of ratepayer money by AP&T=C in making
purchases from Technologies, and that DRA’s witpess Coughlan
considered that a condition that would favor rAtepayers (Tr. 5279).

AT&T-C’s Vice President of Regulat Matters, Robert B.
Stechexrt, testified that:

#. . . AT&T Technologies sells ifs products and
services in highly competltmve rkets. To be
competitive, AT&T Technologies/must necessarily
constrain its return to a reagonable level
consistent with its business /risk and capital
structure as recognized by
demands of the marketplace
ATLT Technologies’ prices Lo all its customers
are reasonable. AT&T Compunications, which

_purchases only a small part of the output of
AT&T Technologies, autopatically benefits from
these marketplace constfaints. In addition,
ATST Communications is/contractually guaranteed
a "most favored custoper” status,. which further
ensures optimum pricing benefits in purchases
from AT&T Technologjies.

vestiture conditions,

ive nor the opportunity
exists for AT&T fommunications to subject
California ratepayers to the burden of ”excess”
return through Ahe instrumentality of AT&T
Technologies. /Rather, AT&T Communications’
customers are/assured that prices for goeds and
services purdhased from AT&T Technologies
reélectia reasonable return.” (Ex. 221, pp. 10
and ll.

AT&T-C er contended that its views were suprorted by
the Commission’s Jyne 30, 1986 comments filed in FCC Docket 86-111.
Stechert believes/the Commission indicated in those comments its
belief that the appropriate measures for prices paid by utilities
to affiliates are the market prices those affiliates establish in
providing services in the narketplace generally. Those are the
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prices. that AT&T pays its affiliates for their services (Tx. 5993).
ATST-C argues that the Commission can best demonstrate its faith in
market prices in the current proceeding by adopting Stegchert’s
recommendation to discard affiliated transaction re

AT&T because of the prevailing marketplace conditiofns.

AT&T-C also claims that, while not agreéing to a
‘wholesale withdrawal of traditional affiliate rgturn amalysis, DRA
Project Manager Coughlan also recognized that f£onditions have
substantially changed for Technologies, compared to those faced by
Western in the Bell System. Accordingly, &T-C contends that, he
testified that a different business risk gxists for Technologies
and that a higher_rate of return is therefore appropriate (Ex. 198,
p. 10-KPC). | | :
' In conclusion AT&T-C belieyes the evidence demonstrates
that the return of Technologies was/lower than the 12.35%
authorized for AT&YT’s California yequlated operations in the test
year, and below the 12.7% applicaAble to 1984 and 1985 results.
Further, if the 8djubtment'is - be phased out, AT&T believes an
ll~yeax amortization period, y¥hich coincides with the Commission’s
treatment of similar plant héld by Pacific Bell, should be adopted
in lieu of DRA’s four-year fproposal. AT&T=C also asks that it not
be burdened with oppressife reporting requirements, especially for
transactions or individyal lines of business within Technologies. |

3. Discussion o

' The Western/Technologies adjustment raises three basic
concerns: the treatyent of predivestiture assets purchased from
Westexrn, the 1984 ough 1986 AT&T-C purchases from Technologies,
and what level of feporting, if any, should be required to keep the
Commission informéd as to the reasonableness of prices paid by
AT&T=C for the products it purchases from Technologies.

First/, with regard to the predivestiture assets which
were purchased by PT&T from Western and allocated to AT&T-C at the
time of divegtiture, the assigned ALY requested that DRA witness
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Coughlan prepare a one-page calculation to show the 1mpact on
revenue requirement and rate of return of the DRA four-year versus
the AT&T-C ll-year and the adopted Pacific Bell 131§ear phase-out
proposals on a comparable basis (Tr. 5299-5300).

Coughlan’s calculation is set forth in the following
tabulation: //:L

Westexrn Adjustment

AT&T-C pacBell* AT&T-C
: . a~Year 13-Year 11-Yeaxr
Description : anoxt, anext.
(Dollaxrs in Thousands)
Western Rate Base ($ 1,/788) ($ 68,694) - (4,132)
Rate of Retuxn ' 12.52% 12.35%
Net Revenue Recuirement . | (3,600) - (510)
Net Revenues 3,194 ,223

Change in Net Revenue : : 2
Requirement . (1,096) (11,794) (738)

Intrastate Rate Base 374,921 10,005,119 374,921
Incremental Rate of Return 0.29%  0.12% 0.20% -

Notes:
1 Pacific Bell dgta from D.86~03-049.

2 3 = [$.738 million] = [$738,000]
1.8813’

3 AT&T-C Testimony of Maud E. Thiebaud. (Ex. 229, p- 32.)
4 Net to-gross Multiplierx.

A/garetul review of Coughlan’s calculation and tabulatlon
reveals thét because of Am&T-cfs relatively small zntrastate rate

) .
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Coughlan prepare a one-page calculation to show the/;mpact on
revenue requirement and rate of return of the DRA four-year versus
the AT&T-C ll-year and the adopted. Pacific Bell 1¥-Year phase-out
proposals on a comparable basis (Tr. 5299-5300)

Coughlan’s calculatlon is set forth An the rollowing
tabulation:

PacBelll
o _ l3=Year
DRescxiption | Anoxt. Anort.
Western Rate Base _ 8)  ($ 68,694) (4,132)
Rate of Return .35%  12.52% 12.35%
Net Revenue Recuirement . : (8,600) ©(510)
NetURevenues . 3,194 © 228

Change in Net Revenue _ 2
Requ;rement o . : (1 096) (11,7594) . (738)

Intrastate Rate Base 374,921 10,005,119 374,921
Incremental Rate of Ret 0.29% o 0.12% 0.20%

1 Pacmfic Bell ata from D.86-03-049.
($.738 mlllxon] = [$738,000]

3 AT&T-C Tebtimony of Maud E. Thiebaud. (Ex. 229, p.» 32.)
4 Net to ' - '

careful review of Coughlan’s calculation and tabulation
reveals that because of AT&T-C’s relatively small intrastate rate
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base a four~year amortization of the predivestiture Western
adjustment would result in a $1.096 million revenue reéﬁction ($2.1
million gross revenue reduction, previously discusse€d) and a .29%
reduction in rate of return.

The ll-year phase-ocut proposal of ATEY-C would moderate
the annual adjustment to $.738 million net $1.4 million gross
revenue (rounded) with a .20% reduction in yate of return to AT&T-C
over 1l years. The impact of this adjustmént is somewhat larger
than that for Pacific Bell using a 1l3=-year phase-out of the assets
purchased from Westernm because of its puch larger rate base and
earlier, thus longer (13-year) amortiZation.

We will adopt the ll-year/amortization of the Western
adjustment suggested by AT&T-C for the remaining (predivestiture)
assets purchased by the PT&T and/segregated to AT&T-C on January 1,
1984. This treatment will sprgad the ratepayer benefits over the
useful life of the property involved and will also‘assure that
AT&T=C receives the same trgatment for this adjusted property as
has been ‘accorded to Pacific Bell. '

Concerning the/1984 to 1986 assets purchased by AT&T-C
from Technologies, DRA And AT&T-C both agree that no adjustment for
AT&T-C’s purchases from Téchnologies during this period be made.

We will adopt that récommendation.
' With regaxrd to the tracking of future purchases by AT&T=C
from Technologies, we will adopt the annual reporting requirements
, except for the annual determination of ~“Realized
of Technologies sales to AT&T-C of California by
The balance of the reporting on sales by

records, including such memorandun accounts as necessary, in a
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manner which would permit the development 6f such calculations when
AT&T-C’s intrastate rates are next determined.
B. American Transtech

‘ American Transtech is a whellly owned subsidiary of AT&T
which services securities (stocks ahd bonds) and provides a variety
of shareholder-related services f4r AT&T and numerous other
companies. The work of Amexi Transtech for AT&T, according to
DRA auditors, includes administrative support for the AT&T
Opportunity Calling Program, /including tabulation of call
information, handling custoger inquiries, and mailing credit status
reconciliations; direct telemarketing solicitation for selection of
AT&T in equal access aregs; preparation of abandoned property‘
reports; data security gervices, including outside storage of
disaster recovery files: record-keeping functions relating to
s&vings plans; and pyeparation of 1099 tax forms. DRA pointed out
that American Transfech also performs marketing, data security, and
employee relocatigh services for AT&T Information Systems, and
shareowner servides for Corporate Headquarters and the seven
regional holding companies which resulted from divestiture.
American Transfech also maintains bond records, handles stock
transfers, prgpares tax information reports, and administers bond
calls and mafurities for AT&T-CH, according to DRA auditors (Ex.
201, p. X~7).
' Except for certain new services, the work of American
Transtech/for AT&T is essentially the same as that performed by the

The DRA audit team computed the rate of return employed
by Amgrican Transtech on work performed for AT&T and found it to be
far i excess of that found reasonable foxr AT&T-C. Therxefore, it
recofmended that these earnings be adjusted to achieve a rate of

‘equal to that authorized by this Commission for AT&T=C. The
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DRA audit team’s recommendation would result in an adjyustment of
$217,000 for total Califormia and $100,000 (rounded) for intrastate
operations.

On short notice, DRA auditor James B. Simmons recommended
that this adjustment be increased (doubled) because of revisions
nade in supplemental testimony and developmept of a new table
(Ex. 203). AT&T-C’s counsel cbjected to these last minute changes
claiming that the information relied on by the staff for these
.adjustments was sought and received by ££ ”...seven or eight
months prior to the supplemental testifiony date.” Then AT&T-C’s
counsel moved to strike this revisiorn and the motion was granted .
 subject to verification that the DRX auditors had this information

for 45 days or more and, therefore, it pould have been incorporated
| in DRA’s supplement to the audit/report or otherwise provided to .
AT&T-C at least 10 days before the July 27, 1987 hearings

(Tr. 5452). Following this exchange DRA ¢onfirmed its.previousiy
recommended adjustment of $100,000.

2. ATS&T-C’s iti ‘
. AT&T=-C argues that no adjustment to the expenses of
American Transtech is appropriate, because its services to AT&T
amount to about 25% of Ats business and the remaining 74% is with
unaffiliated companie- (Ex. 221, pp. 17-18). AT&T-C claims that it
pays American Transtnch prices that are no higher than those pazd
by other customers Tr. 5977).
AT&T-C wAtness Stechert testitied that:

per/account. In 1986, Amexican Transtech'
eowner services price to ATLT was $3.80 per

actount -~ constituting a reduction in AT&T’s

s reogggr services expense per account of

gbout .

“More :undamentally, AT&T Communications’
customers are protected by the compet;tzve
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marketplace -- and by American Transtech's//

beneficial pricing practices -- from any

likelihood of unreasonable expenses for

shareholder services. The prices charged AT&T

are equal to or less than the prices

any of American Transtech’s other cy

(Ex. 221, pp. 18-19). /

Moreover, AT&T-C argues that, as/a practical matter, the
auditors’ recommendation was mooted by tihe receipt into evidence of
American Transtech’s reduced test year 41986 billings to AT&T for
shareownexr services. As a result of dompetitive pressures,
American Transtech’s prices for these services in 1986 were on
average reduced by 32.4% from 1985/levels, and its return on
investment decreased by 76.3% (Ex/ 248; Tr. 5971=72).

Noting the dramatic effects of DRA’s proposed use of 1986
data (a reduction of 93.5%, to/approximately $14,000 before
separations), AT&T urges the Lommission to reject DRA’s proposed
adjustment and adopt the Am¢grican Transtech expense incurxed in the
test year. .

DRA counters AJ&T-C’s argument claiming that AT&T-C’s
analysis (of the 1986 rgductions) ignored the fact that the excess
1985 amount of rate of/ return was included in the test year
estimates and therefore an adjustment was still needed to reflect
excessive 1986 pricgs paid by ratepayers. DRA further contended
that the existence/of excessive returns in the present competitive
environment suppo the retention of affiliated transaction
regqulation, at lgast for the present.

3. i o

The work performed by American Transtech for AT&T does
not appear to/be subject to significant risk. It is service work
that can be planned and carried out on an ongoing basis. It is not
subject to Aaven the pressures associated with manufacturing caused

shortages,'on the one hand, or overproduction of
similar dquipment by otber manufacturers, on the other hand. In
providing shareholder services, American Transtech can establish
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realistic and definite work schedules for meeting the /heeds of its
AT&T affiliated customers being reasonably sure thay’ the work will
be needed and performed as scheduled.

American Transtech received nearly $25,000,000 in
business from AT&T for servicing securities in/1985. AT&T-C has
not persuaded us that rendering these services, on an affiliated
basis, is any more risky than the utility’s intexlATA telephone
business.
| In addition, this Commission and the courts have long
held that such services, when provided/by an agffiliate, should not
enjoy a greater return than that autilorized for the utility itself
(D.67369 dated June 11, 1964, Case ,//409). The. investor related
‘adjustments made in D.67369 were held as reasonable by the
California Supreme Court (62 C 2d 634, 662-663)-.

We will adopt DRA’s pecommendation of a $100,000 expense
adjustment for the investor-rglated services of American Transtech
on AT&T-C’s intrastate operations. .

C. - Bel) ILabs’ R&D ' :

~ Bell Labs r the basic research arm of AT&T, as it
was before divestiture,/and conducts about $2 billion of R&D each
Year. AT&T’s annual hadget for R&D and for ”“Fundamental Research”
for the AT&T Communigations Sector is $289.2 million in test year
1986 (Ex. 201, p. XZ-1). These funds are used by Bell Labs to
perforn Fundamen Research into solid state physics and othex
basic sciences, advance. the means by which to communicate or ‘
transmit ideas and intelligence. Bell Labs also carries on applied
research called R&D into integrated and other existing circuit

lephony, and optics to expand, test, and develop new

methods and/products for communication systems. AT&Y-C’s
contributig¢gn to this overall R&D effort approaches $26 million per
year for jits total California operations (Ex. 201, p. XI-1).
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DRA’S. Positi
DRA witness Maurice F. Crommie analyzed the test year R&D
-budget for Bell Labs as allocated to AT&T-C’s total/ California
operations in the amount of $16.5 million for R&DY and $9.1 million
for fundamental research ($6.9 million and $3.6/million,
respectively, on its intrastate operations) (Ex. 201, p. XI-1).
From his analysis Crommie later determined that Bell Labs realized
$3.6 million or a return on investment of X6.2% for these services
contrasted with the 12.35% last authorized by this Commission for
AT&T~C. He then adjusted the $3.6 milldion of realized return to
$2.7 million to achieve the same retuyn as that authorxized for
AT&T=C (12.35%) for test year 1986 36 follows:

Return on AT& -c R&D and

AT&T=-C Exceeds DRA
amount __ Percent

$605 - 31.2%
_245 31.1
$850 31.2%

" (Source Ex. 202, p. MFC-l)

Notes: _
1 Based on Return on Investment (ROI) of 16.2%. _
2 Based on ROI of 12.35% allowed in Commission D.86=-11-079.

Under cross—examination Crommie did agree that the
Researcl, Development and Demonstration (RD&D) [sic] program would
provid¢ a direct bemefit to California customers of AT&T-C. He
also agreed;thAtAthe blanket 50% disallowance previously applied by -
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this Commission to Bell Labs, prior to January 1, 1984/...7no
longer might be necessary.” He agreed that the compgsite
allocation factor used to allocate costs of Bell s to AT&T-C and
other communications entities was reasonable. He¢ also stated that
he had been informed about one othexr decision
what state or communications company involvedY where the rate of
return allowed Bell Labs was the same as that allowed to the
company.
2. TURN’s Position
TURN did not address the reasgnableness of Bell Labs’/

charges to AT&T~C in Phase II of this fproceeding, but in Phase I it
did recommend a full disallowance of/the entire amount requested by
AT&T-C for R&D and fundamental research (D.86-11-079 mimeo. pp.
110-111). TURN in Phase I arqued/that the company has the burden
of proving that the projects will be used and useful in a
reasonable timeframe, that AT&Y~C has not done so and, therefore,
the entire amount.should be disallowed.

3. AT&T-=C’s Posjtion :

AT&T=-C argues that Bell iab5~operates in an international
research environment in cémpetition with numerocus industrial,
governmental, and academic research entities, and that AT&T
Communications Sectoxr ds approximately 40% of Bell Labs’ .
fundamental research and 20% of its R&D work. Bell Labs does
research for the Fedgral Government, Technologies, and other AT&T
entities. AT&T-C cOntends that after a thorough review of the
nature, funding, d benefits of Bell Labs’ work DRA auditor
Crommie found t AT&T’s expense for research performed by Bell
Labs was reasonible and beneficial to ratepayers, except for the
minox adjﬁstn t- to the rate of return earned by Bell Labs.

-C arqued against the Commission’s long-standing 50%
expense adjystment for Bell Labs’ R&D which reflected the
predivestifure 50% ownership of Bell Labs by Western. Since
Technolodies now contributes its fair share to Bell Labs’ R&D
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efforts, the 50% adjustment is no longer appropriate. AT&T-C
recounted, at page 103 of its opening brief, that: ~As Mr.
and AT&T witness Stechert agreed, this ‘primary benefit’ test is no
longer applicabie as a result of post-divestiture changes’ in
corporate structure and funding practices.” '

ATET-C witness Stechert had testified that Yusiness risk
should be taken into account:

#...The Audit Staff’s proposal to apply
return-on-investment analysis to AT&T
Laboratories expenses is especially
inappropriate in this proceeding. E ent;ally,
the Auditors seek to impose for the/first time
a Western Electric-like adjustment/in the
research area that would constrai
Communications affiliate with differing
business risk and financial structure at the
very time the same Audit Staff recognzzes that
such an adjustment in the ma facturzng area is
likely to reflect little or fio activity. This
fundamental incoasistency if the Audit Staff’s
recommendations strongly militates against the
proposed disallowance fo Am&T‘Bell

. I.aborator:.es expense.

"My recommendation is reject the Auditors’

proposed disallowance. The competitive market

effectively guarantees that AT&T Communications

no more than the

reasonable costs for research work performed by

AT&T Bell Laborakories.” (Ex. 221, pp. 15-17.)
.  AT&T~C also coytended that Crommie agreed that Bell lLabs
faces a substantial b
activities, that the gcientist does not know, by definition, how a .
research activity oy experiment will ultimately come out

(Tr. 5655).

Whilg we agree that the simple 50% disallowance which was
commonly adopfed for the R&D efforts of Bell Labs before
divestiture/should no longer apply, we are not convinéed_that,
‘under the present 100% ownership by AT&T (which also owns 100% of
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Technologies) there is potentially any difference i / the real
beneficiaries of the R&D performed by Bell Labs.

It could turn out that Technologies will be the greatest
beneficiary of the Bell lLabs’ research in the Auture, and
Technologies’ sales are, at least at the present, predominantly
ocutside of AT&T.

Therefore, the concerns raised Dy TURN in Phase I of this
proceeding that no proof had been advanced that the research being
pertdrmed by Bell Labs would be used ahd useful in a reasonable
period of time to the ratepayers of AT&T-~C are still valid.

Witness Stechert brought no new evydence to Phase II of this
proceeding to set aside TURN’s coficerns and arguments. In fact for
its argument AT&T-C appears to Mave relied solely on a statement
made by-DRA'witnéss Crommie in/response to a question from AT&T-C’s
counsel, that he agreed that /Ahere will be a direct benefit to
California customers of AT&T-C as a result of the expenditures for
-research and development . 5647-5648).

" DRA’s current gudit study and treatment of the allowable
funding of Bell Labs aré a significant departure from the more
traditional disallowance of allocated costs for a sizeable portion
of thc Bell Labs’ effort. DRA’s current analysis and
recommendations for/ Bell lLabs’ expenses are also different from its
analyses of energy utilities’ research, design, and development
expenses. ror ose expenses DRA performs a programrby—program'
analysis and tien advances recommendations to disallow those -
programs or activities which are not likely to be, or become, used
and useful ratepayers in the near future. An example of DRA’s
more specific analysis of energy utilities’ research, design, and
development activities can be noted by reviewing the discussion at

=90 of D.87-12~066 issued December 22, 1987 in Southerm
California Edison cOmpany's test yeaxr 1988 general rate case.

In response to TURN’s Phase I concerns, we hereby place
AT&T-C on notice that we will expect, in any future rate proceedlng
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or investigation, a more detailed and affirmative showing by AT&T=C
that the R&D efforts of Bell Labs are or will b2 beneficial to
AT&T-C’s customers and will be used and useful in a reasonable
period of time. We will also expect AT&T-C /Ao address our
concerns, that Technologies with about 90%/of its sales to outside
markets will be the predominant benefici of this overall R&D
effort.

While we agree with DRA witness Crommie that it is often
impossible to predict the outcome of /R&D activities, and that poses
the risk of uhcertainty, such risk As clearly different from
business risk.

There is no record tha¥ would suggest that Bell Labs will
not be cbmpensated for any failing projects. Absent such evidence,
it follows that Bell Labs wil) receive income equal to its
established budget, regardlegs of the outcome of its R&D projects.
Thus, Bell Labs’ R&D effo have less business risk, if any, than
AT&T=-C itself would incur/in its intrastate utility

telecommunications operations. : ‘

Based on this/ discussion DRA’s recommended modest
adjustment, to allow Pell Labs to earn the same return on its
investment for R&D ivities as was authorized for AT&T~C, is the
minimuh‘reasonable adjustment we should consider. We will '
therefore reduce AT&T-C’s total California expenses by $900,000 and
its intrastate es by $300,000 (rounded) as recommended by
DRA. '

X. Marketing — Use of 1985 v 1984

Marketing ﬁ§y be defined for the purposes of this
proceeding as the-agéfegate of functions involved in transferring
goods And services from producer or supplier'[in this case, AT&T
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and AT&T-C) to consumer [in this case, a consumer of iInterexchange
long distance telecommunications services). "

In D.86-11-079 the Commission adopted $126,623,000 as
reasonable commercial expenses for test year 198¢, consisting of
$22,393,000 for advertising and $104,230,000 for marketing
activities on a total California basis. In AP&T-C’s application
for rehearing of D.86~11-079, it requested that the Commission
substitute 1985 in lieu of 1984 as the baseline year for
calculating the appropriate marketing exp¢nses for test year 1986.

7 The Commission, by D.87-04-041/dated April 8, 1987, did
grant limited rehearing on this remainifig marketing issue based on
the following discussion in that oxder:

#...for reasons of equity, We have decided to
allow AT&T-C to present aygument, based on the
existing record, on the dliestion of whether
1985 is a more appropriate year than 1984 to
begin our determinatiory of allowable marketing
expenses for test year/1986. We caution AT&T-C
that the limited rehearing we grant on this
issue is solely for ¥he purpose of allowing the
parties to- address the above question, and to
receive into evidente figures describing
specific 1985 expenditures. During this
rehearing, we will not allow any additional
testimony concerning justification of those or
any other expenses, nor will we allow
additional testimony on any other
marketing/adveytising-related issue. Our focus
now should be /the OII. To ensure that Phase II
of this procegding is not prolonged any more
than is abso}utely necessary to give AT&T-C its
day in co on this issue, we will linmit
AT&T-C’s shéwing to one hearing day, and the

‘ ‘s showings to one~hal?f day each.

ilat by granting this limited
g, we are not implying any preconceived
gnt to moving to a 1985 hase. In making
pate decision, we will weigh AT&T-C’s
85 evidence against the existing state of
écord on the cost-justification question,
reflected in Findings 24 and 26.0f D.86-11=079,
as modified below. Such a balancing of
equities is crucial to reaching a decision
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which is fair to both AT&T-C and its ALalifornia

ratepayers.” (D.87-04-041, mimeo. pp. 2 and

DRA’s Position

DRA did not recommend that 198% be used as a base year
for marketing, claiming there was no evidence presented by AT&T-C
to show that 1985 provided a better y¢ar than 1984 for purposes of
estipating 1986 marketing expenses. /DRA argued that its analysis
of 1985 pointed to the opposite copclusion and major adjustments
would be necessary to 1985 expensgs should this be used as the
representative or normal year. ' :

DRA’s Financial Examiner Francis Fok testxzied that three
significant adjustments would need to be made to AT&T-C’s booked
number for 1985, prior to ufing it for ratemaking purposes.' He
then ;tem;zed these adjusthients as follows:

b. - 6011ection: and
- ¢. Force Redyction Expenses.” (Ex. 246, p. 3.)

distance telephone company as thelr primary
providgr. Access to such selected providex’s

e was to be automatic (i.e. not having to
dial /a long access c¢ode). Cutovers primarily
took place in 1985 and 1986. After being

Sver, customers who wish to switch to

angther long distance company will have to pay
a/service fee to their local exchange telephone
OmpanY-” (E:Co 246’ p‘- 3._)

Fok determined that AT&T-C expended significant sums of
money to/ promote subscription of customers in order to maintain |
pand its market share, and the audit team recommended that
enditures for equal access be excluded for ratemaking
purposes because: Expenses to maintain or increase the company’s
marké¢t share in the face of competition had not been considered
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appropriate by this Commission, and this promoticnal program was a
non-recurring, unusual, and significant event over and above a
regular marketing effort in a normal year. Fok opiﬁed that the
unusual nature of these (equal access) expenses lade them
unsuitable for inclusion in ongoing rates devexé:ed for a test year
(Ex. 246, p. 4).

Fok also explained the rationale/for his billing and
collection adjustment as being consistent/with the deferral and
capitalization of billing and collectio /developmental costs by DRA
witness Simmons (Ex. 246, p. 4).

Regarding his force reduction expense adjustment, Fok
explained that those are expenses ssociated with early retirement.
incentives, severance payments, and employee relocation expenses
incurred in AT&T-C’s attempts to/reduce its operatmng costs. He
believed that the benefit of S'Eh a large scale reduction extends
beyond the year in which these force reduction costs were incurred
(Bx. 246, p- 5).

Uslng the 1985 récorded base amount with these

adjustments, including a ee-year amortization of employee force
reduction expenses, DRA /arrived at a 1986 marketing expense
allowance of $86.89 miYlion which was lower than the booked 1984
marketing expense-ameﬁht of $96.460 million and $17.34 million
lower than the $104.230 million already adopted. for test year 1986
by the Commission  in Phase I (EX. 246, Appendix B and D.86-11-079,
p- 90).

DRA a;gues that the booked 1985 marketing expenses
without these adjustments, for egqual access, capitalized billing
and collection/and three-year amortization of employee force
reduction expénses, would reflect marketing expenses at theiyx
highest in this three-year period. A peak year is not suitable as
-a representatlve year.

As a further argument against a higher marketing base,
DRA challenged AT&T-C’s claim for the need of added marketing'h
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-

appropriate by this Commission, and this prometional program was a
non-recurring, unusual, and significant event over and/ﬁbove a
regqular narketing effort in a normal year. Fok opiped that the
unusual nature of these (equal access) expenses mxde them
unsuitable for inclusion in ongoing rates develgped for a test year
(ExX. 246, p. 4).

Fok also explained the rationale $06r his billing and
collection adjustment as being consistent With the deferral and
capitalization of billing and collection/developmental costs by DRA
witness Simmons (Ex. 246, p. 4). _

Regarding his force reduction expense adjustment, Fok
explained that those are expenses associated with early retirement
incentives, severance payments, employee relocation expenses
incurred in AT&T-C’s attempts to/reduce its operating costs. He
believed that the: benefit of sych a large scale reduction extends
beyond the year in which thesg force reduction costs were incurred
(Ex. 246, p. 5)- ,

Using the 1985 rgcorded base amount with. these

gdjustments, including a ee-year amortization of employee force
. reduction expenses, DRA/arrived at a 1986~iarketing-expense
allowance of $86.89% million which was lowexr than the boocked 1584
marketing expense amount of $96.460 million and $17.34 million
lower than the $104/230 million already adopted for test year 1986
by the Commission Phase I (Ex. 246, Appendix B and D.86~11-079,
p. 90).

DRA aygues that the booked 1985 marketing expenses
without these aAdjustments, for equal access, capitalized billing
and collectign and three-year amortization of employee force
.reduction enses, would reflect marketing expenses at their
highest iy this three-year periocd. A peak year is not suitable as
a represgntative year (DRA Op. Br., p. 32).

As a further argument against a higher marketing base,
DRA challenged: AT&T-C’s claim for the need of added marketing -

- 102 -
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et . /S .
activities to cover the continuing customer change of carrier
selection. DRA stated that:

”On December 7, 1987, AT&T-C distributed a
response to an ALJ request for fu

information on the alleged 20% ’/

which AT&T-C witness, Mr. Fulley, testified.
The ‘churn’ rate is the continying customer
change of carrier after the ipiitial selection
process is over. AT&T-C’s r¢sponse provided
support for a rate of 8.8%./ Testimony that the
rate is 20% was not substaptiated. It may be
that some degree of ’‘chury’ will always be
present after the equal xccess cutover.
However, staff would expect all carriers to
address retaining customers, as well as wooing
new customers, in normal marketing strategies
without additional costs. Whatever the churn
rate may be in 1986 And future years, the scope-
and size of customex selection in 1985 and early
1986 would not reo¢cur.” (Op. Br., p. 31.)

DRA thereby concluded that 1984, rather than 1985, was a’
more representative base/year for determination of reasonable
marketing expenses for ATLT-C in test year 1986.

TURN appeared in Phase II;'and brought back Joseph H.
Therrien, Vice President of Marketing Communications of Winston
Management, Inc., &s its witness on the marketing issue. Therrien
had testified on %he markétinglissue for TURN in Phase I of this
proceeding and cgntributed effectively to the record on the
marketing issue/at that time. On the question of substitution of
1985 for 1984 As a base for estimating, Therrien testified as
follows: |

#As /far as I can see, AT&T is trying to
substitute one set of hollow, unjustified
figures for another. All we can say for

rtain about the 1985 number is that it’s

igher than the 1984 number. It suffers from
all the same infirmities I discussed in ny
initial testimony:

#Pirst, there has still been no effort to-
~disaggregate this figure to show that any or

=103 =
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all of the programs or activities it ¢bvers are
beneficial or cost-effective. While /X
recognize that the Commission has resStricted
the introduction of background inf tion that
night justify 1985 expenditures, jt seems clear
from the cross—examination and examination
of AT&T witness Thiebaud that i

does not prepare these basic

example, AT&T cannot distinguish costs of
servicing existing customers /Arom those of
marketing for new ones (See generally Tr. Vol.
54, at 6642-6678). AT&T-C/till hasn’t
justified one cent of the 4560.5 million they
claim to have spent in 1985.

#*More broadly, ATAT-C hag never justified their
astronomical marketing/and advertising
expenditures —-- for 1984, 1985 or any year --—
which all seem directed toward maintaining the
utility’s 80+ perc market share. Normally,
the client for adveftising and marketing
services would d d extensive justification
for such expenditfires. Yet Califormia
ratepayers are béing asked to sustain

ditures fof marketing and advertising that
have never begh justified to anyone, and seem

far too high,/ In my opinion these costs are
better borne’ by AT&T’s shareholders.

e utility itself has denied that
business-as-usual year, that
otherwise might have been claimed as a more
seline than the tumultuous first year
Instead, AT&T points out
kKeting approaches and oxganizations are
undergoing major changes -- the take-back
11ling and collection is a major example
thaf is continuing in 1987 and beyond...”
- 247, pp. 3 and 4.)

Therrien continued by stating that:

Just because ATET spent the money doesn’t make

it reasonable. In fact, huge increases for

poorly-defined projects all but guarantee that
" the money would have been poorly spent.”

(Ex. 247, p. 4.)
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Then he concluded his testimony with/the following
recommendation to the Commission:

*AT&T has provided nothing to indicate that 1985
represented a post-divestiture bdsiness—as-

usual baseline, nor that any p of the

spending in that year was cost~justified by the

utility’s management. Under

circumstances, the Commissiocfh has no basis for

substituting a 1985 base fof the 1984 base

developed in D.86-11~079.%/ (Ex. 247, pp. 4 and

5.)

TURN in its brief emphagized that no showing had been
made by AT&T-C, that the expendifures were necessary to maintain ox
expand the utility’s 80% market/ share. TURN argues that ATSLT-C has
met no reasonable standard of /proof regarding its marketing budget.

TURN’s counsel confluded by arguing that, while the over-
genexrous budget adopted in/(D.86-11-079) has become final, the
Commission can still affi its responsibility by refusing to
substitute AT&T-C’s unsypported 1985 data as a basis for 1986
expenditures. TURN refommends that the Commission issue a finding
. that this new data is/ unusable, and direct AT&T-C to produce better
justifications in i¥s next proceeding (Brief at p. 3).

3. - '

‘AT&T-C/ in its opening brief at pages 52-54, stated that
in its Phase I grder, the Commission made an interim award of
$104.2 million/on a total California basis, resulting in a $44.7
million marketing expense allowance on an intrastate basis. AT&T-C
calls attention to the fact that the Commission used an unadjusted
1984 baselihe plus a consumer price index (CPI) inflation factor in

its test year marketing expense allowance (D.86=11-079,

AT&T-C ardues that, in its application for rehearing of

the interim decision, AT&T requested the Commission to-substitute
the baseline year for its calculation of a final award for
marketing expense. AT&T believes that it showed that the Phase I

- 105 -
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record evidence--particularly the undisputed testimony/of Mr. Zemke
of the Marketing Regional Vice President Staff--demopstrated that,
of the two years, 1985 was far more representative /of 1986

sales forxce and support systems, depYoyed its first account incuiry
and service oxder entry work centers, and began to contend with the
difficult competitive challenges fnherent in carrier selection.
AT&T-C argues that all of these /activities were reasonable and
necessary to meet customer needs. The critical fact, it says, is
that these activities were ipplemented gradually, and often late,
in the year:; because these Axpenses. were for only a partial year, .
the use of actual 1984 expense as a baseline severely understates a
full year‘’s worth of expénse for these functions.

By contrast,/AT&T-C argues that the 1985 expense was
comprised of the true/annual expense of activities started in 1984,
together with incre#ses in force and facilities due to the further
deployment of cusfomer service work centers and management
information systegns, and due to the FCC’s mid-year alteration of
the allocation fprocedures for so-called “default” customers. These
customer suppfrt functions and market conditions continued through.
1985 and 1986. Accordingly, 1985 should be substituted for 1984 in
the Commisgion’s methodology. )

In its application for rehearing, AT&T estimated that
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estimate. In D.87-04-041, the Commission granted a narrowly
focused rehearing limited, AT&T-C contends, to feceiving into
evidence AT&T’s 1985 booked marketing expensel{ In Phase II, AT&T
believes it has shown, with DRA‘’s concurrenge, that its intrastate
marketing expense was $60.512 million in 1485 and that $62.69 |
million is the award that would result fxXom use of an unadjusted
1985=-plus-inflation methodology. .

While other ATAT witnesses Yriefly discussed marketing
issues, Mike D. Fuller, Revenue Support Manager of AT&T’s Westerm
Region Marketing Office, and Contrgller Maud E. Thiebaud testified
in support of its position that )985 was a more representative
baseline than 1984 for a test ydar 1986 marketing allowance.
Fuller disagreed with DRA witnéss Fok that carrier selection was a
7non-recurring, unusual, and/significant event over and above the
regular marketing program.”/ Fuller instead opined that carrier
selection did not end in Y985 but ”continues each time service is
ordered, expanded, changld, or moved” (Ex. 245, pp. 2 and 3).
Fuller concluded. =~ '

, carriers must maintain ongoing
programs ¥hich provide useful information to
customersd and facilitate the selection of their
long digtance carrier. Because customers have
the frgedom and the power to change their
carrigr of choice whenever they wish, routine
and yigorous marketing to these customers is
now/a permanent condition in the competitive
inyerexchange market.” (Ex. 245, p. 5.)

cross—examination, Fuller explained that, in addition
to all the activity associated with the norxrmal additiens and: |
of lines, AT&T~C would also experience a large customer
reselection of IECS after equal access. He called this reselection
and estimated it to be 20% over an unspecified period of
DRA’S counsel and the assigned ALJ questioned the 20% figure
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After further review by Fuller, AT&TAC responded by
letter on December 7, 1987, to the ALY, that/the “churn” rate was
greater than 8.8% for the period of Octobeyp 1984 through September
1987. Foxr the first nine months of 1987
was approximately 3.2%, and in a separage workpaper, provided by
Pacific Bell to AT&T-C, an estimate o 4.8% churn was made for the
full year 1987. ' :

Fuller was also questiongd about AT&T’s marketing

practices before and after initiad carrier selection. Fuller
responded as follows:

#, . . If your question is did we send reballot
mail pieces and te keting to people that
already selected , no. That’s an irritation
to the customer, S0 we did not do that.

#Tf the questior/is do we have other activities
that. continue £o focus us as the favorable
vendor, as pefhaps a mail piece that informs
them of othef services that have been offered
or a rate péduction that now allows them better
use of their monthly phone bills, we continue
to do thoe kinds of things, and to us that’s

ier selection-related behavior.” (Tr.
7050=7051.)

was also asked how many direct mail pieces were
sent to Califgrnia in 1986. He responded in Ex. 252 as follows:

#ppproximately 5.8 million carriexr selection
létters were mailed to Californians in 1986,
ncluding 1.6 million acknowledgement and
confirmation notices following selection. The
average cost per item including postage was 40
cents for the residential mailings and 69 cents
for business mailings.” ‘

Thiebaud .and Fuller were questioned on what advantages

the large number of AT&T-C’s smaller customers could expect to gain
by /A 5% to 10% saving (25¢ to $1) on AT&T-C’s monthly bills of $5
td $10 or less, when LEC conversion charges and other costs would
ffset the savings of switching for a year or more. Fuller
responded that to attract AT&T-C’s customers,.othér IECs were
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willing to reimburse potential customers for the LEC’s carrier
conversion charge of $5.26.1l

Thiebaud had earlier presented téstimony confirming
AT&T-C’s recoxrded 1985 marketing expense/of $138.9 million on 2
total California basis and $60.5 milligh on an intrastate basis
(Ex. 229, p. 36 and EX. 244, p. 5).

Thiebaud then recommended/that the Commission totally
reject DRA witness Fok’s recommendAtions for reductions of the 1985
baseline amount. She opined tha¥/ DRA had not challenged the
accuracy of the recorded amountg and she recommended their adoption

'as the 1985 baseline. Accordingly, using the addition of an

‘11 He provided two wrjften examples of such offers as part of Ex.

‘r

tollow;ng
by telephone on October 12, 1987:

Execulines, Inc.
MCI

Starnet

US Sprint
Western Union

ch of these interexchange carriers offered to
reimburse the $5.26 conversion charge, and one,
Allnet, offered an additional $5.26
reimbursement to convert back to the original
carrier if a customer was-dlssatlsfied with
Allnet’s service.

#Considering the direct mail examples, the
telephone survey results, and the fact that
Pacific Bell and General Telephone provide at
least one free carrier change in the first 180.
days following central office conversion, the
$5.26 conversion charge is not an effective
impediment to customers interested in trying
new interexchange carriers.” (Ex. 252, p. 2.)
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inflation factor, as the Commission had done in D.86711-079, she
recommended adoption of $143.9 million on a total ¢alifornia basis
and $62.7 million on an intrastate basis as AT&T»C’s allowance for
- 1986 marketing expenses (Ex. 244, p. 5). _
Under cross—examination Thiebaud djf agree that once
carrier selection had been made, there wer likely a s;gnlricant
number of customers who were neither movi g nor dissatisfied with
their carrier and “we probably don’t haye to worry about them.”
However, she deferred to Fuller questjons on how AT&T-C dealt with
customers who, for whatever reasons,/would have to reselect a
carriexr (Tr. 7000-7001).
. Thiebaud did .confirm t ”"by about Septembexr 1986, a
laxge majority of equal access Nad been completed. We still are in
the process of going through the equal access conversion.” (Tr.
7005.) In addition, AT&T-C fid not present any evidence that it
- was losing significant numbers of customers to other IECs,
irrespective of the other/IECs’ offers to cover the reselection
charges imposed by the ‘
Notwithstanding the concessions of Fuller and Thiebaud,
AT&T-C argued: that/Fok’s adjustments to the 1985 baseline figure
were inappropriate;/that Fok’s billing and collection adjustment
would be mooted by the decision on 1986 audit adjustmént:_that
carriex selectiofi activities were similar for both 1985 and 1986;
and that custoplers were peremnially free to reselect primary IECs
and, any many/did so. AT&T-C also argued that 1985 and 1986 were
years reflecting very similar marketing requirements
(AT&T-C Op,/ Br., pp- 55 and 56).
Finally, AT&T-C argued against Fok’s propcsed adjustments
for foxrce reduction expenses on the grounds that such reductions in
n 1985 were routine and ordinary, rather than being of the
*large scale’ perceived by Mr. Fok.” AT&T-C also pointed to
ThiePaud’s testimony that the average numbexr of employees in the
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that salarxy expense for all groups, whose costs were aséSigned to
marketing, increased from 1985 to 1986.-

'AT&T-C then urged that the Commission rejgct all proposed
adjustments to 1985 marketing expense in its dete ination of the
test year marketing awaxd (Op. Br., p. 67).

In its closing brief AT&T-C renewed Ats arguments against
DRA’s proposed adjustments, and also challenged TURN’s witness
Therrien. AT&T~C arqued that Therrien’s eer experience was in
advertising, not marketing, and advertisifig was not an issue in
Phase II. AT&T-C also contended that ing the two years of
litigating this proceeding Therrien ng¢ver reviewed any of its
marketing department’s extensive confidential business records or
data, never requested to visit any/AT&T work center, and never
interviewed a single marketing representative of AT&T.

Simply put, AT&T-C argues, Therrien was uninformed on the
specifics of AT&T’s marketing Operations and failed to recognize
the deployment and growth in/customexr service and support functions
that required budget increzSes over the 1984 level (Cl. Br., -
pPp. 20-21). ‘

4. Discussion

In AT&T=C’s 4984 test year proceeding, the Commission
considered ATLT-C’s Yudget request for combined marketing and
advertising of $182/,050,000 representing approximately $13.50 for
each of the then Foughly estimated 13.5 million access lines. It
also considered/its staff’s recommended combined marketing and
advertising allowance of $53,000,000 representing about $3.93 pex
access line./ In D.84~06~111 the Commission determined that:

. .the staff’s proposed allowance of

53,000,000. foxr advertising and marketing,
while only 29% of AT&T-C’s $182,050,000, would
still provide for expenditure in 1984 the not
inconsiderable sum of $3.93 for each of the
state’s 13.5 million access lines. Recognizing
the unusual circumstances faced by AT&T-C in
establishing itself in the newly competitive

' field of intexrlATA communications the
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Commission finds, by exercising its e

and judgment, that $5 per access line,

$67,500,000, for total California AT

marketing and advertising, is a reasonable

allowance for advertising and marketing expense

conbined.” (D.84-06-111, mimeo. ‘

In Phase I of this application $he Commission had before
it AT&T-C’s combined marketing and adverfising budget request of
$200,856,000 for test year 1986. In Phase I, DRA recommended
combined allowance of $89,623,000 for/marketing and advertising
based on disallowance of corporate advertising and a reduction of
50% of all other advertising. On fhe marketing side DRA
established a range using the divested amount of marketing expense:
of $38 million for 1984 as the Yower end and the actual $96.5
nillion marketing expense for 4984 as the upper end and then
dividing the sum by tweo. By/Ahis calculation DRA would allow
$67.230 million for marketing expenses.

_ * In Phase I, presented evidence critical of DRA being
_ too favorable to the co ny, clainming that DRA began with the
assumption of some validlity of the company’s requested 1986
tigures, in the absenge of any justification by the company. TURN
believed that the cofipany did not justify $22 million of
advertising or for/the $96 million of marketing expenses. TURN
stated its preferfed approach was t¢ begin with the divested
amounts for advertising of $11,010,000 and $38,000,000 for
marketing, and/escalate those figures by the media inflation level
for advertisifg and the CPI for marketing. The resulting TURN
recommendation for test year 1986 advertising expense allowance was
$12,973,00¢ and for marketing was $41,060,000 for a total of
$54,033,000. TURN also offered two alternatives using the 1984
staff’s fecommended level of $53 million adjusted for inflation to
arrive At the first alternate of $58,734,000 and the Commission -
adopted 1984 level of $67,500,000 inflated to $79,533,000 using the
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media inflation factor and inflated to $72,937,000 using the CPI
inflation factor, as additional alternmatives.

In adopting a level for 1986 in D.§6-11-079 at page 87

(mimeo.), the Commission stated that:

7AT&T=C’s request of $200.9 million represents
more than a 200% increase over/the $67.5
million awarded in our 1984 decision on a
combined basis. This is obviously far more
than the rate of inflation Axperienced during
the intervening years. However, AT&T-C has
‘never accepted the 1984 disallowances in this
expense category (totalidg $114.5 million) and
has heen spending in exdess of the amounts
authorized, thus optind to recuire its
shareholdexrs to absor} these excess amounts.”

The Commission also/expressed concern relative to the

ratepayer benefit of this mafketing and advertising activity

‘stating:

7AT&T=-C has expeyided considerable effort in this
case to explaifp the organizational structure of
i i budget process, and the
competitive gnvironment of the 1986 marketplac
in which it /operates. It has provided '
substantially more information in this
proceeding than it provided in 1984. However,
sheer nupbers of witnesses and copious amounts
of inforfhation, while helpful and preferable to
.a paucity of information, do not automatically
Hat an applicant has met its burden of
igg that the amounts it requests are
This is especially true where
bing questions exist about the magnitude
he level it requests in these expense
cafyegories. This question really goes to
ether and how the levels of advertising and
Arketing AT&T-C proposes to pass on to
falifornia ratepayers actually benefit the
atter...”

L B

#One of the very real dilemmas we face is
attempting to gauge how much California
ratepayers should be required to pay to be
persuaded to remain with AT&T-C in this equal

- 113 -
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»

access environment. We believe that we have a
responsibility to ensure that.California
ratepayers do not shoulder an inappropriate
level of costs in order to allow AT&T-C to wage
its all-out battle with the competition. W

see no benefits to ratepayers in allowing i
to happen by giving AT&T-C virtual carte
blanche in this area. We must set some }Yimits,
given our established ratemaking policigs on
the commercial expense area, and their /focus on
a demonstration of ratepayer benefits
Therefore, we must reject AT&T-C’s $

million request, because we believe At is
unreasonable to require California fatepayers
to bear the costs of this excessive amount.”
(D.86-11-079, mimeo. pp- 87, 89.)

Following the above discussion the Commission made the
following determination:

#For purposes of .establishing A reasonable
commercial expense, we will xAse the amount of
$126,623,000. This amount gonsists of
allowances of $22,393,000 for advertising and

'. + $104,230,000 for marketing, derived as follows:

We use PSD’s recommendation of $22.393
million for adveftising, given the fact
that it is based on PSD’s review of
AT&T-C’s 1986 Yecquest, coupled with the
application by PSD of this Commission’s
recognized ratemaking policies, to

) i itutional advertising.
PSD’s adjustment of 50% is appropriate
given the fact that much of AT&T-C’s

ising request does have the effect
o institutional advertising. (See TURN
ief, pp.36-38.)

For th¢ marketing component, we use as a
g point the $96.460 million
L1y spent by AT&T in 1984. We
ize that this amount is in excess
e amount authorized in 1984
(remembering that the $67.5 million is a
ined figure for marketing and
advertising), but we believe it provides
good starting point because presumably
t represents a de facto sharing of
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/
these dollars between the ratepayers and
shareholders.

7c. We adjust this $96.460 million starfing
goint to account for the rate of
nflation in intervening years; i
accordance with TURN’s recommendation in
this case the adjustment is 4.33 CPI
inflation for 1984 and 3.6% fox 1985
(see Exhibit 122 footnote 1).

~d. Applyinq these adjustments,
a marketing expense allow
$104,230,000 on a teotal
basis.” (D.86-11~-079, miftieo. p. 90.)
The advertising allowance is ngt an issue in Phase II.
However, to place the overall amount on/a comparable basis with the .
1984 award for combined marketing and AaAdvertising of $5.00 per
access line, the $126,623,000 represents over $8.90 per access
line, assuming a 5% increase in the/13.5 million access lines from
1984 to 1986, for an assumed 14.2 illion*? access lines for 1986.
In D.87-04~041, we granted limited rehearing on the.

narrow issue of ”...whether 1985 is a more appropriate year than
1984 to begin our determinatiox of allowable marketing expenses for
test‘year 1986.” (supra.) o .
On this point DRA And TURN presented additional evidence
to buttress the 1984 bhase (O $96,460,000) as the appropriate base
year; on the basis, of thejr studies, with increases for inflation;
these parties maintain tiat the Commission in D.86~11-079 has

12 This 14.2 milYion assumed number of access lines for 1986 is
based on the 13.5 million access line number used in D.84-06-111
increased by 5% and rounded up. This figqure appears reasonable
when compared with the total number of recorded end—-of=-year
customers of all/California local exchange telephone companies, as
reported in theijr 1986 annual reports to this Commission. That
total is 13,548,753. .

- 115 -
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already adopted a more than adequate marketing allowance of
$104,230,000 for 1986. | -

DRA would not use the composite recorded 1985 amount of
$138.9 million and merely allocate it torCaligprnia: however, if
the 1985 amount is used, DRA would make adjustments as described
earlier, and arrive at a 1986 allocated agg/ﬁdjusted amount of
$86.89 million as its recommended allowance for the test year. Of.
course, this result is a marketing allowance for the test yeaxr that
is $17.34 million less than that alreaéy adopted in Phase I.
(supra.) _
AT&T-C’s position«remaiggd that the 1985 recorded and
unadjusted amount allocated to California of $138.9 million should -
be increased for inflation to %;43.9 million and adopted as its
marketing allowance for the test year. However, as DRA asserted in
its brief, the use of 1985 marketing expenses without adjustment
would reflect marketing expenses at their highest in this three-
year period [1984-1987] (Op. Br. 32 and EX. 246, pp. 6-7).

In considering.these widely divergent views of the
parties in Phase II of spis proceeding, especially concerning
AT&T’s expanded market%pg efforts in preparation for equal access
in 1985, and its subsequent reoxganizations, it would be difficult
‘to conclude that 1985/ (as booked) was a representative base year
for establishing reasonable marKeting levels for future years. The
adopted test year 3arketing expense should instead be |
representative orja reasonable amount for a normalized three-yeaxr
period until the next general rate case cycle, and not a peak year
expenditure at She time of carrier selection. Also, despite
AT&T~C’S posit%on, AT&T-C’s witnesses Thiebaud and Frank agreed
that once carrier selection has been made, AT&T does not direct
further marke;inglertorts towards these otherwise satistied
customers, %p oxder to avoid irritating them. (See earlier
‘discussion under ~AT&T-C’s Position”).
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already adopted a more than adequate marketing aldowance of
$104,230,000 for 1986.

DRA would not use the cemposite recofded 1985 amount of
$138.9 million and merely allocate it to California; however, if
the 1985 amount is used, DRA would make ad¥istments as described
earlier, and arrive at a 1986 allocated and adjusted amount of
$86.89 million as its recommended allowahice for the test year. Of
course, this result is a marketing allgwance for the test year that
is5'$17.34 million less than that alroAdy adopted in Phase I.
(supra.) , .
: AT&T-C’s position remaindd that the 1985 recorded and
unadjusted amount allocated to ifornia of $138.9 million should
be increased for inflation to $Y43.9 million and adopted as- its
marketing.allowaﬁce for the tedt year. However, as DRA asserted in

its brief, the use of 1985 marketing expenses without adjustment
would reflect marketing exp¢gnses at their highest13 in this three-
year period [1984-1987] (Of. Br. 32 and EX. 246, pp. 6-7).

- As is evident ffom this background and from our Phase I
decision, we hiave been yncomfortable all along with the record that
‘has been'developedfon arketing expenses. Our decision that
authorized the use of/inflation-adjusted 1984 actual data was a
compromise based on e -lack of a complete and appropriate .
rationale from eitlfer TURN or from AT & T-C, the two pafties whose
showings we found /most probative. ‘

We would hive preferred to utilize TURN’s methodology
exclusxvely, foY its witness Therrien proved the most credible on
this issue. N vertheless, we were forced to find a. more reasonable
starting poin ‘for_mgrketing expenses than was presented by TURN.

13 Whil AT&T-C'S overall recorded 1986 market;ng expenses were
hzgher than in 1985, AT&T=-C’s marketxng force counts began a =
decisively downward trend after reachlng a plateau in mld-l986
(Ex. 246, p. 7 and Appendzx c) -
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al;eady adopted a more than adequate marketing allowance of
- $104,230,000 for 1986.

DRA would not use the composite recorded X985 amount of
$138.9 nillion and merely allocate it to California: however, if
the 1985 amount is used, DRA would make adjustments as described
earlier, and arrive at a 1986 allocated and adj&sted amount of
$86.89 million as its recommended allowance for the test year. ©f
course, this result is a marketing allowance for the test year that
is $17.34 million less than that already d&opted in Phase I.
(supra.) _

: AT&T-C’s position remained that the 19385 recorded and
unadjusted amount allocated to Calﬁfcrnxa of $138.9 million should
be increased for inflation to $14 million and adopted as its
marketing allowance for the test y/ir. ‘However, as DRA asserted in

its brief, the use of 1985 markﬁxlng expenses w1thout adjustment
would reflect marketing expens?s at their hJ.gb.estl3 in this three-
year period (1984~1987] (Op. Fr. 32 and Ex. 246, pp. 6-7)..

'In considering these widely divergent views of the

part;es in Pbase II of this/proceeding, especially concerning
AT&T’s expanded marketxng/etzorts in preparation for equal access
in 1985, and its subsequent reorgan;zatlons, it would be difficult .
to conclude that 1985 (dé booked) was a representative base year
for establishing reasqpéble marketing levels for future years. The
adopted test year marketing expense should instead be
representative of a. reasonable amount for a normalized three-year
period until the next general rate case cycle, and not a peak year
expend;ture at the time of carrier selection. Also, despite
AT&T-C’s pos;tlo , AT&T-C’s witnesses Thiebaud and Frank agreed

13 While AT&T-C’s overall recorded 1986 marketing expenses were
higher than An 1985, AT&T~C’s marketing force counts began a-
decisively downward trend after reaching a plateau in m;d-1986
(Ex. 246, p. 7 and Appendlx C).
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Faxthermore, in Exhibit 250, AT&T~C established that 32%
of its business and 62.7%*3 of its residential custoﬁérs are small
users of interIlATA and interstate toll [AT&T-C sexrvices]. Due to
the relatively insignificant cost se:w-:i.ngs-:'unpac:t:"‘l'4 that
alternative suppliers of interLATA or interstate sexrvice could
prqvide to these small use customers, thegf/aould be little cause
for AT&T-C to spend significant time or marketing resources on
these customers, unless for some reason/they become dissatistfied
with AT&T-C service (Tr. 7000). Furthérmore, there is no evidence
of poor service by AT&T in the Phaso/ir record, if anything, there
are numerous comments oY opinions/d& good service provided by AT&T.

Therefore, when compa;}ng the meodest savings (5 to 10%,
Thiebaud, Tr. 6990) of about 2%9 to $1 per month that a small $5 to
$10 per month toll usexr can achieve by switching carrier selection,
small users would likely consider that the right choice would be to
remain with AT&T-C. It appears that AT&T-C has made the right
choice to only inform such/customers of rate reductions ox other
sexvice enhancements and not dwell on the availability of
competitive service or carrier selection.

It alspfappe ‘that in 1986 AT&T spent only modest.
amounts reachinq the majority of its residential and small business

13 [47% + 29.7% /(100% - 47%)] = 62.7%.

14 Notwithstanding Fuller’s testimony that the other IECs were
willing to reimburse customers for the LEC’s conversion charges,
there appears to be little additional ~churn” activity generated by
such offers. Als an example, the full year estimate of churn for
1987, projected by Pacific Bell, was 4.8%, based on 3.2% churn:
experienced during the first nine months of 1987. This churn rate
does not mean that these percentages of customers are lost from
AT&T-C, but merely the percentage of customers who switch IECs, and
it includes /many who switch to AT&T-C from othexr IECs. It appears
that AT&T-C holds its own on churn, with about three out of four
customers selecting and/or reselecting AT&T-C as a carrier of

choice (Tx. 7035).
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further marketing efforts towards these otherwise satisfied
customers, in order to aveid irritating them. _ (See. earlier
discussion under ”AT&T-C’s Position"). '
Furthermore, in Ethbat 250, AT&T-C established that 32%
of its business and 62.7%%% of its res;dent;af'customers are small’
users of interLATA and interstate toll [Amgxic serv;ces]. Due to
- the relatively insignificant cost savings mpact that
alternative suppliers of interLATA or igterstate sexrvice could
provide to these small use customers, there would be little cause
for AT&T-C to spend significant time ,or marketing resources on
these customers, unless for some reason they become dissatisfied
with AT&T-C service (Tx. 7000). Eurthermore, there is no evidence
- of poor service by ATKT in the Pﬁgse LI record, if anything, there
are numerous comments or opzn;ons of good service provided by AT&T.
Therefore, when comp/rxng the modest savings (5 to 10%,
.Thiebaud, Tr. 6990) of about/25¢ to $1 per month that a small $5 to
$10 per month toll user achieve by switching carrier selection,
small users would likely consmder that the right choice would be to
remain with AT&T-C. It.appears that AT&T-C has made the rmght
choice to only inform %Péh customers of rate reductions or other

that once carrier seléction has been made, AT&T does ? % direct

14 [47% + 29.7% ?100% - 47%)] = 62.7%.

15 Notwmthstandxng Fuller’s testimony that the other IECs were
willing to reimburse customers for the LEC’s conversion charges,
there appears gg/be little additional “~churn” act;vzty generated by
such offers. an example, the full year estimate of churn for
1987, projected/by Pacific Bell, was 4.8%, based on 3.2% churn
experienced during the first nine months of 1987. This churn rate
does not mean ghat these percentages of customers are lost from
AT&T-C, but merely the percentage of customers who switch IECs, and
it includes many who switch to AT&T-C from other IECs. It appears
that AT&T-C holds its own on churn, with about three out of four
customers selecting and/ox reselectxng AT&T-C as a carrier of .
cho;ce (Tr./ 7035).
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We are now faced with arguments in equity regarding the
suitable base year. Ideally, we would have determingd the
reasonableness of a particular representative base/year and then
inflated it as Therrien suggested. However, the public policy and
market structure upheavals that AT & T-C faced f£rom 1984 to 1986
all influenced marketing expenses directly. e agree that 1984 was
a start-up year for the new AT & T-C’s markgting organization, but
1985 and 1986 featured extensive equal acgess marketing efforts
that have in large measure since subsided. In reviewing the three
years, no one stands out as representayive of “business as usual”.

We note that customers will chgdse the more attractive option
when given a choice, and AT & T-C syccess at marketing could
indicate a certain increase in cusfomer satisfaction. Competitive
responses to such efforts could Yenefit customers of all IECs.

In this light, we are stiill faced with the task of
considering AT & T-C’s 1984 and 1985 marketing expenditures and
establishing a reasonable value for ratemaking. While we accept AT

& T-C’s characterization o 1984 as a start-up year, we also find
merit in the contentions ¢f DRA and TURN that equal access
activities in 1985 rendefed it as something of a peak for marketing
expenditures (especial)y when noting the need for adopted 1986
values to sexve for 1887 and 1988 as well). One choice left open
to us is to adopt & T-C’s 1985 actual expenses along with the
carrier selection Zdjustment proposed by DRA’s FoK (as AT & T-C
outlines at page of its comments to the proposed decision).

While we find some merit in this compromise, we still believe
that 1985 expeylses were unrepresentatively high even with this
adjustment. XAnstead, we will make an-equitable choice to average
1984 (as a yalley) and 1985 with Fok’s carrier selection adjustment
(as a peak) to determine the reasonable marketing expenses for AT &

st year 1986. The adopted value (adjusted for lnrlatlon)
is thus A551.1 million on an intrastate basis.
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customers based on Fuller’s responses (Tr. 7050-7051 and Ex. 252,
p- 1).

‘ Baving extrapolated that only a smalf amount of marketing
funds are being devoted to the majority of AT&T-C’s customers, the
question remains as to how the bulk of this marketing budget is
used and what overall customer benefits result. While direct
evidence is somewhat sketchy, it does appéar that AT&T-C is
applying the majority of its marketing {ctivities and budget to
retain its larger commercial (business and industrial) accounts,
and to recapture some of the business that has been lost to othex
competing IECs. Since AT&T-C has 8/%+ of the 1nterexchange
business, we must “on balance” weigh the widely divergent views of
the parties regarding any changes in the previously adopted
narketing allowance for AI&T-%/Qor test year 1986.

In doing S0 we question the reasonableness of authorizing
additional marketing costs to be borne by a broad base of small,
medlum, and large toll telﬁphone ratepayers, to retain or expand
AT&T-C’s base of large commercial and industrxal toll users in the
face of mandated competxﬁgon which is especially targeted to these
custonmers. - o

Based on all/of the foregoing, we again conclude that the
$104,230,000 allowance for AT&T-C’s test year 1986 marketing
activities on a total California basis ($44.7 million on an
intrastate basis) LS an adequate amount which represents a de facto
sharing of the overall marketing expenses between ratepayers and
shareholders as wé previously noted in D.86-11-079 (mimeo. p. 90).

We will adopt TURN’s recommendation and “direct AT&T-C to
produce better Sustification in its next proceeding.” [that its

15 Findang 8 at page 213 of D.86-11-079 stated that Ar&r—c had
*an approxzmate 82% market share.”.




A.85~11l=029 s ALT=COM~GMW *

In adepting this recommendation we again a
stated in D.84=-06-11ll at page 96 (mimeo.) that:

#The Commission does not consider ratios/based
on revenues appropriate for the purposg of
establishing revenues, because, among/other
considerations, of the introduction &f the
circular reasoning aspect.”

Also, in D.86=~11«079 Ordéring Paragraph 3 ox page 229 (mimeo.) we
directed that:

7In future rate proceedings, i£/AT&T-C wishes
California ratepayers to bear/a share of
allocated advertising and marketing expenses,
it shall present a cost/ben¢gfit analysis in its
direct showing, over the latest available 12-
month recorded periocd, as well as its pro forma
analysis of future commertial expenses.”

This requirement continyes to appear sound and reasonable.
with the proviso that the cost/bgnefit analysis should be developed
to give attention to small, avefage, and large use customers. The
use of a direct allocation and specific cost/benefit analysis
should help to set aside the/question of the reasonableness of

revenues as a proper allocation factor which we have previcusly
questioned. '

During the gourse of its audit, DRA repeatedly claimed
that it had difficulfies reconciling the costs and benefits of the
functions, activitigs, sales, and return on investment associated
with_home oftice d arffiliated transactions as charged toaAm&T4c.
DRA also had con rns regarding the actual in-service dates for the
various billing /and collection program functions and the beginning
and ending dat¢s for various corporate reorganizations.
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service enhancements and not dwell on the availability
competitive service or carrier selection.

It also appears that in 1986 AT&T spent y modest
amounts xeaching the majority of its residential and small business:
customers based on Fuller’s responses (Tr. 7050-7051 and Ex. 252,

p. ). _ ‘

Having extrapolated that only a sma amocunt of marketing
funds are being devoted to the majority of AT&T-C’S customers, _
after initial carrier selection, the question remains as to how the
bulk of this marketing budget is used and/what overall customer
benefits result. While direct evidence As somewhat sketchy, it
does appear that AT&T-C is applying the majority of its marketing
activities and budget to retain its %,rger commercial (business and
industrial) accounts, and to recapture some of the business that
has been lost to otherx competxng IECs. Since AT&T-C has 80%++° of
the 1nterexchange business, we must 7on balance” weigh the widely
divergent views of the part;es reqardlng any changes in the
previously adopted marketing allowance for AT&T-C for test year
1986, :

In doing so we question the reasonableness of authorizing
additional marketing costs to/be borne by a broad base of small,
medium, and large toll telepﬂone ratepayers, to retain or expand
AI&T—C's base of large commercial and industrial toll users in the
face of mandated competit;on which is espec;ally targeted to these
customers. ‘

AT&T-C in its May 31, 1988 comments dwells at length on
the activities and markétxng effortsin 1984 and 1985 pointing to
its very substantial eﬁéorts at reaching all customers (including
‘residential and small business customers) and the need to carry out

16 Finding 8 at page 213 of D.86-11—079 stated that AI&T—C had
#an approximate 82 market share.”




A.85-11-029 ALJ/GA/jt

these activities p:ioé.to-and during IEC selection balloting. This
major one~time effort for initial IEC selection/activity is not a
proper basis for determining the appropriate level ©f marketing
expenses for a normalized test yeaxr 1986 (and years 1987 and 1988
until" the next normal rate case cycle). le 1986 activities did
include marketing effiorts directed to cusfomers who were still
nmaking their first IEC of choice selectién, Thiebaud confirmed, as
earlier noted, that a large majority of this equal access activity
had been completed by about September/1986. This meant that the
major thrust of AT&T-C’s marketing effort directed at IEC selection
would thereafter taper off. We haye accepted DRA‘s position
advanced by Fok that: '

~Bevond 1985, total AT§I-C marketing force

counts began a decisifely downward trend, as

even the Headquarters force counts hit a

plateau in 1986 and/began a downward trend

the;e?gter as sho in Appendix C.” (Ex. 246,

P 7.

DRA in its June /8, 1988 #Late-Filed Reply Comments” also
stressed the accuracy of Fok’s portxayal of employee force counts
for 1984 to 1987 and T’s reorganization plan to cut staffing
costs in 1986. DRA aYso drew attention to Fok’s belief. that
salaries comprised tife bulk of AT&T-C’s marketing expenses.

It is an 'ccepted fact that AT&T=C’s 1986 recorded
marketing expenses/were reported to be higher than 1985.

Howevar/, in adopting a reascnable marketing level of
$104.23 million /as adequate for 1986 we are also allowing a similax
level for 1987 /and 1988 or $312.69 nmillion for the three-year

peyiod between major rate proceedings. It is
undisputed, #n the record evidence, that the marketing costs of
initial caryier selection were not significant beyond 1986 (1987
and 1988)./ Also,. as noted earlier therein, over 62% of AT&T’s
residentiil and 32% of lts ‘business customers, as small users of
AT&T-C’s /toll serxvices,: were no longer being targeted for
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significant marketing efforts after intitial carrier selection.
This leaves significant portions of the marketing z6£:s in 1987,
and beyond, available for AT&T-C to target, as_epeded, the more
competitive portions of its interexchange bhusipess.

TURN in its June 8, 1983, “late-Fi)ed Reply Comments”
stresses that AT&T-C’s marketing focus is ¢learly on the large
commercial customer. TURN calls attention to the fact that 1986
business account expenditures exceed se of residential accounts
and the discrepancy on a per account Xs obviously far greater.

We are satisfied that theye is no reasonable record
evidence to support a showing of 3/need for an increase in
marketing allowance for test year 1986, beyond the $104.23 million
heretofore adopted in D.86-11-079.

Based on all of the/foregoing, we again conclude that the
$104,230,000.allowance':or' &T-C’s -test year 1986 marketing
activities on a total Caljfornia basis ($44.7 million on an
intrastate basis) is an Adequate amount whiéh‘represents a de factoe
sharing of thg overall /marketing expenses between ratepayers and
shareholders as we ppéviously noted in D.86-11-079 (mimeo. P. 90)-

We will adopt TURN’s recommendation and “direct AT&T-C to
'produce‘better justification in its next procéeding.', (that its
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marketing expenditures provide a proven cost benefit to its small,

on revenues appropriate for the p
establishing revenues, because, ong other
considerations, of the intreducfion of the
circular reasoning aspect.”
Also, in D.86-11-079 Ordexing Paragraplf 3 on page 229 (mimeo ) we
directed that:

#In future rate proceedings, if AT&T~C wishes

California ratepayers to Pear a share of

allocated advertising and marketing expenses,

it shall present a cost enefit analysis in its

direct showing, over the latest available 12~

month recorded period,/ as well as its pro forma

analysis of future cofmercial expenses.”

.This requirement continues to appear sound and reﬁsonable
with the proviso that the cobt/benefit analysis. should be developed
to give attention to small,/ average, and large use customers. The
use of a direct allocation and specific cost/benefit analysis
should help to set aside/the question of the reasonableness of
revenues as a proper a‘ ocation factor which we have previously

.questxoned.

e course of its audit, DRA repeatedly claimed
that it had difficulties reconciling the costs and benefits of the
functions, actifrities, sales, and return on investment associated
with home offile and affiliated transactions as charged to AT&T-C.
DRA also had foncerns regarding the actual in-service dates for the
various billing and collection program functions and the beginning
and ending Aates for various corporate reorganizations.
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Many of DRA’s concerns were related to allegedly
incomplete data responses and/or lack of specificity in the
accounting records provided to DRA for auditing purposes.
Considerable time was used both on and off the/formal record in an
attempt to reconcile differences between Amﬁmic and DRA relative to
the information DRA needed to present its evidentiary showing.

By addressing the specific issués raised by DRA as we
have throughout its order, it may be poé;ible for AT&T=C to plan
and use better record-keeping and‘pro4&de certain periodic reports
to DRA to assist it, in a more orxde iy and less cumbersome analysis
for any future rate proceeding, or/investigation, before this
Commission. ‘

As we recap,‘in Appﬁﬁdix D to this order, the reporting
;equirements that we haye adfpted, we are mindful of AT&T-C’s views:
and arguments that we not overburden it with the retention and
presentation of voluminous/ data not ordinarily developed,
maintained, or required iﬁ the ordinary course of its business, and
espeqially'that'of its '%néufility'affiliated operations.

Therefore, in Appendix D, we will limit the scope of

‘periodic reports and/emphasize necessary memorandum record—keepihg

to allow AT&T-C to present the data needed by DRA in connection
with any future rate proceeding.
i ndi ¢ Fact

1. Review of DRA’s audit report was the main thrust of this
proceeding; thééefore,‘DRA.made the initial presentation of all
issues in the /Phase II hearings and its position is routinely
discussed first in this order; nonetheless, the burden of proof for
the reasonaﬁ&eness of all expenses rests with AT&T-C under PU Code
Section 454. : : ’

2. JAE&T'began a major corporate reorganization in 1986 which
will affect nearly every part of its operations when it is fully
implemﬁﬁted. | |
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Many of DRA’s concerns were related to 3llegedly
incomplete data responses and/or lack of specifigity in the
accounting records provided to DRA for auditing’ purposes.
Considerable time was used both on and off thé formal record in an
attempt to reconcile differences between ATHI-C and DRA relative %o
the information DRA needed to present its gvidentiary showing.

By addressing the specific issyes raised by DRA as we
have throughout its order, it may be pogsible for AT&T-C to plan
and use better .record-keeping and provide certain periodic reports
to DRA to assist it, in a more order)y and less cumbersome analysis
for any future rate proceedinq, or investigation, before this
Comnission. _

As we recap, in Appendjic D to this order, the reporting
requirements that we have adoptg¢d, we are mindful of. AT&T=-C’s views
and arguments that we not overfurden it with the retention and
presentation of voluminous data mot ordinarily deVeloped,
maintained, or required in fhe ordinary course of its business, and

_especially that of its nonfutility affiliated operations.

Theretoré, in Appendix D, we will limit the scope of .
periodic reports and emphasize necessary memorandum record-keeping
to allow AT&T-C to pregent the data needed by DRA in connection
with any future rate proceeding.

JCI:I. Relunds vercol

1. Backgrdund and Responses to
ALY ‘s Request . oInen

Orderiing Paragraph 18 of D.86-11-079 directed that the
rates established by that decision, ”...will be collected subject
to refund, until a final decision is rendered in this 1986 test
year proceeding.” Thereafter, by various other decisions this
Commission has ordered reductions in access charges and other
expén;es hich have reduced AT&T-C’s costs of operations. The
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savings from these reduced costs of operations have not/been
reflected in rates and thus result in accumulated overéﬁilections
of $163.6 million*’ annually over existing rate levels until
ATLT=C’s rates are reduced to reflect current expeﬁ%es. (AT&T-C’s
May 32, 1988 response to ALJ’s regquest regardxng/;etunds )y In
addition, another $21.5 million has been accrued by AT&T-C from
expense reductions for periocds prior to January 1, 1988.
. Lastly, since the interim rates eséablished by
D.86-11-079 were made subject to refund peﬂaxng this Phase IIX
order, AT&T-C will be required to refund/to its ratepayers an
additional $15.6 million as of July 1, 1988 due to the finmal
disposition of this proceeding (A.85-1A-029).

The total amount available/for refund as of July 1, 19588
is approximately $118.9 million*® pdsed on the data noted above.

To prevent further accrual of overcollections by AT&T-C,
rates must be reduced to brmng thém in line with current costs.
This can be done by reduc;nq curéent rates by $174-0 million
annually. An cverall rate reduction of about 9.983% effective
July 1, 1988 would brlng rates into line with the current costs of
operation adopted herein. -

ATA&T presently'hes a +.986% surcharge on its California
intrastate interLATA toll gates.  Elimination of that rate

e

17 The accumulated. overcollections at July 1, 1988 would be 1/2
this amount or $81.8 million.

18 $81,8-millid£ + $21.5 million + $15.6 million = $118.9
million.

19 $163 4 million annual reductions for D.87-12-067, D.87-12-070,
- D. §7-12-051, D.87-10-088, and D.88-10-06L, and $10.4 mxllz¢n for
revenue requifement reduct;ons adopted herein.




A.85-11-029 rs ALT=COM-GMW w .

savings from these reduced costs of operations have/not been
reflected in rates and thus result in accumulated/overcollections
of $163.6 million;'4 annmually over existing rate/levels until
AT&T-C’s rates are reduced to reflect éurrent /fxpenses. (ATYT-C’s
May 31, 1988 response to ALJT’s request regarding refunds.) In
addition, another $21.5 million has been ag crued by AT&T-C Lrom
other miscellanecus expense reductions..

Lastly, since the interim ratds established by
D.86~11-079 were made subject to refurfl pending this Phase II
ordex, AT&T-C will be required to refund to its ratepayers an
additional $6.6 million as of July /A, 1988 due to the final
diSposition of this proceeding (A/85-11-029).

The total amount availadble for refund as of July 1, 1988
is approximately $109.9 millior/ based on the data noted above.

To prevent further geerual of overcollections by AT&T-C,
rates must be reduced tb briAg them in line with current costs.
This can be done by reduczvg current rates by $168.0 million

5 - *.The assigried ALY asked the parties to specifically
address the;r comments ¢k concerns regarding his proposed order to
‘reduca rates to a currgnt cost basis and to refund overcollections
effective July 1, 1988, and whether these directives fulfill the
requiremehts of PU Qode § 453.5. He also directed the parties’
attention to Xenneth Cor Publi : ommi jon et a
(1983) 33 C 3xd 527, wherein the California Supreme Court cxted 1ts

earlier opinion n California Mfrs, Assn., v Rghlzg Utilities

14 The iccumulated overcollections at July 1, 1988 would be 1/2
this amouynt or $81.8 million.

15 S$163.4 million annual reductions for D. 87-L2~067, D.87=12=070,
D.87-12-051, D.87-10-088, and D.88-10-06L, and $10.4 mzlllon for
revenue requxrement reduct;ons adopted herein.
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surcharge coupled with an 8.997% rate reduction would reduce
AT&T-C’s intrastate rates to a current cost basis. s///

A minor rate reduction, of about 1.485%, I 1so needed
to bring AT&T=C’s intrastate private lxne rates in Jine with
current costs as latgr discussed herein. ”

The assigned ALJT asked the parties to/specifically
. address their comments or concerns regarding his proposed order to

reduce rates to a current cost basis and to refund overcollections
effective July 1, 1988, and whether these déiectives fulfill the
requirements of PU Code § 453.5. He also/airected the parties’
attention to v, i i j

(1983) 33 ¢ 3rd 527, wherein the Cali Jrnia Supreme Court cited its
earlier opinion in Mmu:rﬁ__w :
Commission (1979) 24 Cal. 3xd 836, for review in preparing their
comments. ' '
2. amgx:szﬁ_zgﬁisign :

ATLT~C filed a separate detailed response to the ALJ’s
specific request. 1In its raépoﬁse AT&T~C stated that its refund
plan should not be delayed unt&l the final resolution of this rate
case. AT&T-C then called attention to the fact that on May 20,
1988 it filed Ad¥ice Letter /97 seeking authority to reduce its
current rates effective July 1, 1988 in oxder to flow through all
past expense reductions.heéetotore ordered in the following five
decisions: _

© D.87=12-067 Pacific Bell 0.P. 35 & 38

D.87-12-070 GTE California O.P. 1 & 2

D.§7-22~051 Pacific Bell 0.p. 3

D.87~10~088 ULTS (Tracking) O.P. 2

D.88~01~061 Tax Reduction Act 0.P. 1A

AT&T in its comments opined that if it must defer all
refunding until final resolution of this rate case, it could not
meet the July 1, L988 proposed target date. Therefoxe, AT&T-C asks
that its Advice letter 97 be approved expedzt;ously-and that any
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4. Discussion

The question of how t¢o convey the monigs that have
acecrved in AT & T-C rate overcollections is a complicated one that
requires careful consideration. We are, on one hand, faced
with a substantial memorandum account and a ility (AT & T)
willing to distribute it to ratepayers via immediate rate
reduction. Alternatively, competitors and/certain customers urge
us to offer lump-sum refunds and leave rafes more or less at
current levels. We undertake this analygis in the ¢ontext of a
conpetitive market whose dominant firm As herein being reviewed for
perhaps the last time as if it were a Monopoly:; in this context, we
have labored diligently to assess th¢ reasonableness of
expenditures whose disallowance again lowers competitive rates.
Certain parties have argued both fOr refunds (which would keep
rates higher) and for disallowanges (which would lower rates).

We did not expect such difficulties when we decided to
consolidate a series of access/charge reduction flow-throughs into
one rate adjustment. Rather n ordering immediate AT & T-C rate
adjustments for each change/in local exchange acceéss charges, we
ordered that a memorandum Account be kept, with interest, to be
reflected in AT & T-C’s zates upon our order. We did this to
minimize customer confugion regarding frequent rate adjustments and
to minimize the adminigtrative costs to all concermed (regulators,
customers, and AT & C). We anticipated that this memorandum
account might contaih increases as well as decreases, depending
upen the outcomes gf the various local exchange decisions upon
which the access ¢harge changeé would be based; indeed, we
refrained from libeling this a balancing account solely to minimize
the accounting And financial reporting issues that such a
designation wolld raise. We also expected this account to be
eliminated e edztzously, and today’s action does so.

over period of months these monies have accumulated
rapidly. fhe question now is whether to depart from our orlginal
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additional rate adjustments which may arise from thi’s proceeding be
considered and implemented by a surcharge following the issuance of
a final order in this proceeding (AT&T=C chmenué,'ﬁb 2).

A careful review of AT&T-C’s Advice Letter 97, appended
to its comments, reveals that its proposal would substantially
reduce its intrastate toll rates for the siX-month peried July 1
through December 31, 1988. It would also/apply a modest surcredit
to its private line services for the same period. The rate impacts

of Advice Letter 97 (if adopted) would;%e approximately as follows:

o Reduction/Surcredit for with
an effective rate reduction of 44% on
Switched Services, and a Surcredit of
approximately 3% on Z;;vate Line, and a

© Reduction/Surcredit for August 1, 1988 to
December 31, 1988 with a rate reduction of
23% on Switched Se;yices, and a Surcredit of
approximately 3% on Private Line. '

, These impacts do not/include effects of this Phase II
decision in A.85~11-029. The/change would be nominal in any case
(2% oxr less). . ,

The benefits of AT&T-C’s Advice Letter 97 rate'rqductions
would be entirely prospectibe and apply to message toll and private
line services rendered ::o& July 1, 1988 through December 31, 1988.

AT&T-C believes/that its Advice Letter 97 fulfills the
requirements of PU cOde/§'453.5 and is consistent with decisions of
the Califormia Supreme/Court- AT&T-C comments that:

7Section 453.5 provides that ”Whenever the
commission orders rate refunds to be
distributed, the commission shall recquire
public utilities to pay refunds to all current
utility customers, and, when practicable, to
prior customers, on an equitable pro rata
basis..;zf(emphasis added) .

PAT&T’s intended distribution to all ¢urrent
customgrs-(residential as well as business) is
consistent with this Section. Indeed, any
requiégd.distribution.to-nxigz customers,
residénce or business, as far back as March,
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intention to reflect these access charge cost reductdons in rates
on a going-forward basis, or whether to accept any/of the arguments
presented in favor of an alternative treatment.

We should first note that we have careful Yy reviewed the
legal issues raised by the cases of L

Association v. Public Utilities Commission (£579) 24 Cal. 3& 836
and Corv v. Public Utilities Commission (1983) 33 Cal. 3d 522, and
we do not find them constraining upon our/ability to proceed with a
wholly prospective rate adjustment for & T-C. Specifically, the
California Manufacturer’s Association gase (from which Coxy
follows) invelved supplier rebates refurned to the utility for
service‘delivered‘several years in the past. There are no supplier
rebates here, nor do the access chixge reductzons date back longer
than a matter of months. -

AT & T=C’s competitors axghe for a retrospective refund,
presumably with the intent.of Facing higher competitive long
distance prices than would obfain with a prospective adjustment.
The competitors assert that A prospective reduction would be
ant;competxtzve.

However, we must nofe that all. 1nterexchange carriers have
received the benefits of/ the access charge reduct;ons, the amounts
accrued inm AT & T-C’s plemorandum account have been paralleled by
proportionately simildr access charge reductions received‘by all
1nterexchan e carriefs. For some months we haVe-kept AT & T-C’s
rates abo¥e the levll that these reductions would have permitted)
its compet;tors hate presumably either passed through some of their
savings in lower /rates to attract customers, or retained their
savings and kep rates close to AT & T-C’s (1n which case the
accumulated savings will be available for competltzve responses to
an AT & T=C. reHuction). In either case, AT & T-C and its
lnterexchange compet;tors will have been on an even footing in
regards to their access charges and ability to maintain comparable
rate levels :or the- entlre permod in questmon (exceptlng, or
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Y

1986, would be cost-preohibitive and, in many ///
xnstances, simply impossibkle. Since commenczng
business on Januvary 1, 1984, virtually all the
message toll billing for AT&T’s intrastate
interlATA services in California has been
performed by the state’s 24 local exchang
companies; the recorxds and data associate with
this billing function are neither maintained
nor controlled by AT&T. To require thege 24
local exchange companies to identify a

analyze the usage of all AT&T customerns over
the past two years in order to calculate
refunds based on that prior usage would require
an enormous work effort and would cost AT&T,
and ultimately its ratepaye:s, nearly as much
as the refund itself.” (AT&T-C Response to ALY
Request, pp. 3 and 4.)

ATLT-C also estimated that the task of reviewing customer
bills back to Maxch 1986 and a separate calculatmon of each
interLATA toll charge together with the lreparation of refund
checks to each prior customer would inyolve about three million
man-hours of effort at a cost of more /than $90 million.

AT&T-C contends that: ~As/a practical matter, the work

force needed to complete this job a reasonable period of time
simply does not exist.” B
AT&T-C also comments that:

! :
© Many.of the LECs do not maintain billing
records for longer than S50 days.

o Pacific Bell and General Telephone Company
of California (General) were specifically
excused by the Commission in D.91337,

PpP. 44-45 from refunding to any prior
residential customers--on the basis that it
would be extremely costly, time consuning,
and unsuccesszul.

The Commission determined that a strict
retroactive refunding requirement on the
part of General——even with respect to its
business customers would be impracticable
and therefore not required under PU Code
§ 453.5.
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course, the competitors’ own costs, which are their bysiness).
are therefore satisfied that the competitive7implic
prospective rate adjustment are reasonable.

Certain large customers note that they might benefit more
from a proportional refund granted on the basis/ of prior use rather
than by a prospective rate reduction. Even if true, this argument
is not persuasive given the brief time these/ rate reductions have
been postponed. The arquments by the California Association of
Long Distance Telephone Conpanies regardifig the direct assignment
of WATS by this Commission and the FCC yaise the issue of custonmers
that may have discontinued prior use of AT & T-C in part due to
other regulatory decisions. However,/ the migration away from AT &
T=-C service is asserted to have occyrred during 1986 and 1987,
while the access charge reductions/at issue here were added to the
memorandum»account in 1988. Had e not employed the memerandum
account, the access charge redugtions would have been passed into
AT & T=C’s rates after these cistomers had already left AT & T-C.

AT & T~C’s position as interexchange carriex that bills
the majority of its custone through local exchange operating
companies is another factoy in this decision.  Because these local
exchanges do not retain AT & T=C billing records for more than 90
days,. it is not practi le to require a refund to all customers
based on earlier billing. AT & T-C’s comments make this fact clear
in estimating that ee million man-hours might be reguired to
make such refunds; w, ile we are unsure as to the exact magnitude of
the required effort/ it is clear that such an effort could easily
exhaust the balancé of the memorandum account. We are not
convinced that refunds based on immediate past usage (i.e., up to
90 days) ‘-have mych to recommend them over a rate adjustment based
on usage in th present and in the immediate future. Given the
impractibility of goxng back mere than 90 days, we would expect a
going-forward rate adjustment to perform almost as. well as a ‘refund.
in matching prospective rate reductions to the savings those same
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Attempting to identify and track the prior
toll usage of AT&YT~C’s long distance
customers during the period of ~intex-
exchange carrier selection” adds -a refund
complexity never before addressed by this
Commission. ,

AT&T=-C then cited four other advice letters that it filed
with this Commission to distribute overcollections to current
custoners based on current [preospective] déager these were:

© Advice letter 30, effective/October 29, 1984,

o Advice Letter 66, effective September 1, 1986,

© Advice Letter 83, effectiyve July 1, 1987, and

¢ Advice Letter 90, effective January 1, 1988.

Lastly, AT&T-C stresses tﬂat its proposed ”...refund plan
is also consistent with the Calxtofhxa Manufacturers’ decision.”
[Salifornia Mapufacturers Association v PUC (1979) 24 Cal. 3d 836.]
In that case, according to AT&T-é, the california Supreme Court
held that the Commission had exceeded its authority when it
"dlstrmbuted” supplier rebates/to utility balancing accounts (as an
offset against prospective rate increases), rather than refunding
in accordance with PU Code §/453.5. The Court was not asked under
those circumstances whether/retroactive refunding was either
cost-prohibitive or practical. AT&T-C also called attention to the
Court’s instructions to ghe Commission relative to refunds and then
summarized its position for this proceeding as follows:

*The Court further stated that in formulating a
refund plan, /fthe Commission should be,
?...nindful pf section 453.5’s admonition that
the obligation to provide pro rata refunds
based on past usage is limited by
considerations of practicality.’ (Id. at 848.)
The Court gfurther instructed that ’...where a
statute i3 theoretically capable of more than
one construction, [the Court] will choose that
which mogt comports with the intent of the
Legislat e...t” (Ig.. at 844.)

7accordi gly, the Commission has full authority,
within fhe requ;rements of Section 453.5, to .
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customers would have received had we lowered AT & T-C’s rates as
each access charge adjustment occurred.

Finally, we are bound to ask whether th¢ needs of customers
are better served by a refund or by a substaAtial rate reduction.
We have found before that a rate reduction/will stimulate greater
volumes of calling; these additional cal: create benefits to
consumers that they would not otherwise/receive if rates were to
remain near current levels. We believé that most customers will
prefex to make more future calls at gheaper rates instead of
receiving a one-tzme refund based o recent use.

Given our preference for a rAte reductxon, we nmust determlne
its SPeCLfmc form. AT & T-C’s Adiice Letter 97 proposes a special
July surcharge in addition to a/substantial rate reduction that’
would take effect for the remainder of the yvear. We see no reason
to cut“rates.dramatically‘on month followed by a substantial
incréaée.the next: this woull create some of the administrative
cost and customer confusiof we sought to avoid by cénsolidating the
access charge pass-throughis into one rate adjustment. Instead, we
will reject Advice Lettef 97 and oxder AT & T-C to implement a
uniform percentage redyction for switched services to be effective
from July 1, 1988 unt¥l the end of the year. This reduction should
include the effects £ amortizing the memorandum account as‘welljas
the rate impacts aséociated with the findings in this decision.

The effects of pr lously experienced expense reductions should be
applied to produge a uniform six-month surcredit, while ongoing
reductidns'in e authorized revenue requirement should be applied
to reduce rates. For ptivate line services, AT & T=-C should use
the’ approach ollowed in Advmce Letter 97 to bring rates in l;ne
'WLth costs. '

eview of DRA’s audit report was the main thrust of this
therezore, DRA made the initial presentatlon of all
_lssues i the Phase II hear;ngs and its pos;tlon is rout;nely
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consider the complex circumstances and
practical limitations in connection with ATS
proposed refund. AT&T’s plan -- which wil
refund all prior expense savings to .prese
customers on the basis of current usage
both reasonable and practicable; it is
consistent with the decisions of the

underlying requirement of Section 4°
all such refund distributions must

an ‘equitable pro-rata basis.’” :
Response to ALJT Request, pp. 9 a

AT&T=-C in its Late-Filed Reply/comments dated June 8,
1988 responded to other parties’ chargeS that its Advice Letter 97
would set predatory and anticompetitive rates as follows:

#U.S. Sprint, MCI, CALTEL, /and DRA argue that
AT&T s plan to distribute the Commission’s

. previously ordered expenfSe reductions to
current customers based on current usage is
anticompetitive and vitlates Section 453.5 of
the Public Utilities Act. The protestants are
wrong on both coun

‘ . 7Tirst -- with respéct to the potential ‘
, competitive impact of AT&T’s planned refund -
it is critical t6 remember that the access
charge reductiors and tax savings which
constitute the/primary bases for these refunds
have been enjgyed propertionally by all
interexchang¢ companies (IECs), including MCI
int. The Commission’s SPF to SLU
access chayge reduction plan clearly .
anticipates that all resulting expense savings .
realized by IECs will be passed along to their
in interexchange rate reductions,
thereby/ reducing the potential for uneconomic
bypassy of the local exchange network.

#although both MCI and Sprint have expressed
congern over the manner in which AT&T proposes
to/refund its expense savings, both companies
have had -- and will continue to have ~— the
came opportunity as AT&T to pass these access
harge reductions and tax savings along to
their customers...” (AT&T=-C June 8, 1988 Reply
Comments, p. 5.)




A.85-11-029 ALY/GA/jt

3. Other Parties’ Positions on
AlLJ’s Proposed Refund Plan

DRA, CALTEL, MCI, TURN, and U.S. Sprint alY filed

mThe Cory decision specifies that the
statutory formula contained /An Public
Ttilities Code Section 453 nust be used
to distribute refunds. Upder Soxy, present
customers must be compengated on the basis
of prior usage to whi

corresponds, and, wherd practical, prior
customers must also icipate to the
extent of the overc ges which they
previously paid.

FATET=-C’s May 20 Advice Letter No. 97
proposed to refyhd in two steps. First,
rate reductio ordered prior to January 1,
1988 will be accomplished by a negative
surcharge fox the month of July, 1988.
Second, ratgs will be reduced for a period

i from July 1 - Dec. 31, 1988
1988 access charge reductions.

AT&T~C proposes to reduce rates of present
custonpbrs regardless of present or past,
usage/ and regardless of whether a present
custiémer was a customer for the period in
j refunds apply. This is not a refund
., it is a proposal to reduce rates in
eu of refunds and clearly violates the
decision.

#This proposed refund plan would invite
custonmers of interLATA competitors to
switch to AT&T-~C to obtain rate reductions
of approximately 40% for a period of six
months. .Such Commission-approved tampering
with the interLATA market to the benefit of
AT&T-C is untenable.” (DRA May 31, 1988
Comments, pp.- 1 and 2.) -

- 1209 =~
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DRA then stated that it will request thzt Advice
Letter 97 be suspended pending the issuance of a fipal decision in
this proceeding. On June 8, 1988 DRA filed its refuest to Sﬁspend
Advice Letter 97. )

On June 8, 1988 DRA as a part of/its ”lLate-Filed
Reply Comments” recommended that the Comnissjon use, *...the
existing 90 days usage data available to ATLT-C with weighting
factors to compensate for the exact period within which refunds
were due.”, for computing one-time refupds. In addition, DRA
recommended that approximately one-tenth of the amount be reserved
for priox customers who may have leff the company. DRA also
recommends that public notice of opfiered refunds be required: such
notice would state ”~...when, wherd and how a prior customer could
claim, prove and receive any ref(ind to which he/she is entitled.”
(DRA June 8, 1988, lLate-Filed gomments, p. 7.)

' b. CALTE) rments’ on_Refund
" In its filed gomments, CALTEL recommended that the

advice lettexr filed pursugnt to the revenue requirement
determination in this prgceeding “...only reflect [AT&T-C’s) post~
July 1988 revenue requifement.” Any overcollection occurring prior
to that date should b¢ refunded pursuant to the Refund Plan filed
pursuant to this ordér. “That Refund Plan, in turn, should provide
for direct refunds fo existing customers (and, where practical,
priox customers) based on those customers’ usage during the period
March 1986 - to Yhe effective date of the rates implemented...” in
this proceeding. (CALTEL May 31, 1988 Comments, p. 2.)

ALTEL also directs attention to the fact that many
of the IECs As “"pure” resellers were permitted, in the past, to use
lower cost gxchange facilities for originating access rather than
being regquired %o use more expensive feature group facilities from
the LECs,/ By D.85-06=115 and Federal Communications Commission
(FCC) Dgcket 86=-1, this Commission and the FCC began to require all
IECs €0 purchase originating access services out of the LEC’s
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access tariffs and to not receive any credits reflectipng WATS
usage. AS a result many IECs that employed WAYS during 1986 and
1987 are no longer users of WATS or any other -sexvife from AT&T.

#These IECs cannot, therefore, receive any refundg distributed as
future reductions.”

CALTEL Stresses that:

#The IEC WATS customers of AT&T /stand in the
same shoes as the large naturyl gas users
described in California Manugaciurer’

&) ociation v, Publi ilivie ommi 101
(1979) 24 CAL 3d 386, 157 gal. Rptr. 676.
Those natural gas users had paid
overcharges during partigular years and
then substantially left/the gas systen
prior to the period that the benefits of
supplier refunds, whigh were to be passed
into future rates thyough adjustments to a
balancing account, yould be placed into
effect. The CMA h¢lding is described in

ken 0 QLY Pyl \J
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c. MCI_cCommen ox_Refund

In its comments MCI urged the COmmissionAadopt a one-
time .refund which in its yiew is required by PU Code § 453.5. MCI
contends that in additioAd, “The statute, as interpreted by the
courts, expresses a stybng public policy favering the distribution
of refunds back to thed same customers who paid the revenues to the
utility in the first/place. In fact, the statutory allocation of
refunds requires t}at current customers must be compensated on the
basis of their prdor usage.” (MCI May 31, 1988 Comments, p. 2.)

MGI also urges the Commission to take care, ”...that
- the prices whigh utilities charge reflect current costs, and thus
send the propfr price signals to customers. If it does othexwise,
consumption And investment decisions will be skewed
inappropriately, and AT&T would be granted an artificial market
advantage,/” (MCI May 31, 1988 Comments, p. 3.)
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, MCI summarized its May 31, 1988 comments on refunds
as follows:

#No one should be heard to complain/if™
[AT&T=-C’s] prices reflect current/costs,
including access, other intermal /costs and
a reasonable return. But a six/month
refund plan, for example, couly easily
result in prices for that peribd of time
which would fall well below those costs.
Under those circumstances & Commission
would he sanctioning unlawful, predatory
pricing, and would assure that AT&I’s
competitors would be unprgfitable foxr that
period of time. Such a Yesult may well be
consistent with AT&T’s ghareholders best
interests, but it would not sexve the
public interest. The Lommission should
take care that no refind plan permit
[AT&T-C] to design rAtes which would fall
below [AT&T-C’s] thén-current costs.” (MCI
May 31, 1988 Commefts, p. 4.)
On June 8, 1988,/MCI submitted Late-Filed Reply
Comments which buttressed ity position in opposition to prospective
rate reductions in lieu of Ane-time refunds, and provided:
additional support fox th¢ comments earlier submitted by DRA -and
U.S. Sprint discussed hefein. S
d. Gars SDPITID RIRE =) xReLung
U.S. Spfint opired that the Commission’s careful
evaluation of the :"ed comments is crucial, because the way the
refund process is gtructured and implemented could affect the state
of competition iy the IEC industry for some time in the future.
U/S. Sprint detailed its support for a one-time
refund instead/of the AT&T=C’s prospective rate adjustment
contained in Advice Letter 97. U.S. Sprint contends that in that
advice lettfr AT&T-C proposes six months of rate decreases for only
current stomers in lieu of a refund. ~This type of proposal is
anticompgtitive and predatory. The Commission should reject AT&I’s
proposal because it proposes below cost predatory pricing which ’

will negatively affect competition during a crucial transitional

- 1203 -
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phase: it attempts to lock in customers by offering below cost
rates for a sustained period which are cross-subsidized from above
‘cost rates offered during an earlier pexriod: and it~discriminates.
between customers by failing to distribute any re:und‘torrorme;/f
customers. (U.S. Sprint May 31, 1988 Comments, p. 2.) .

‘ U.S. Sprint asserts that AT&T-C’s Advice Letter 97:

#. .. forces current customers to remain with /’
AT&T during a six month period to obtain /
the full refund due the customer.” yd

rd

* A ok /
/

~“What AT&T really is doing, in trying.to win
the game, is requesting that the Commission
allow it to offer below cost prices to its
current customers in the last half of the .
vear, with those rates crossesubsidized by
the over-cost prices of the first half of
the year. Not only is this type of refund
unfaix, because customers owed refunds will
not receive them, but it is/illegal.

~AT&T should be ordered to/refund the money

to customers owed it, both current and
previous, on a one time lump sum basis. To
deny refunds to previols customers oo
constitutes rate discrimination between
classes of customexg in violation of

Section 453.5 of

Utilities Code which indicates, in relevant

utiliries to pay refunds to all
currgnt ut;lzty customers, and when

eqaitable, pro rata basis...in
proportion to the amount originally
aid for the utility service invelved,
or in proportion to the amount of such
utility service actually rece;ved.

ose customers who purchased ATLYT servmces
in early 1588 but now are purchasing
sexvices from other carriers will pay more
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for the early 1988 AT&T services than
customers who remain with AT&T. This £

of rate discrimination is very invidio
because it is designed to impose exit
penalties on customers who switch to/other
carriers.. This anticompetitive rat
discrimination should not be permitted by
this Commission.” (U.S. Sprint

1988 Comments, pp- 3 and 4.)

U.S. Sprint summarized its commengs stating that the
refund not be tied to current customers’ ospective rates because
the adjustment of prospective rates for Zccomplishing a refund has,

»,..the strong potential $0 discriminate
against some classes of /customers, allows
predatory below cost pyicing subsidized by
earlier above costs rates, and permits AT&T
to ’‘lock-in’ customeys during a crucial
transition period iy the interexchange
industry. For all fpractical purposes, the
Conmmission needs ¥o play its public
interest role as/a referee, and call ‘foul’
to AT&T’s game plan. The Commission is

i and empowered to create the
game. U.S. Sprint
respectfully/ requests that the Commission
at the rules are fair, that
AT&T plays/by them, and that all players
have the fppportunity to compete.” (U.S.
y 31, 1988 Comments, pp. 6 and 7.)

In ity Late-Filed Reply Comments U.S. Sprint stressed
that AT&T-C has nof demonstrated why it should be allowed to
distribute the mohey that lawfully belongs to former laxge
customers to itf current customers. U.S. Sprint then requested
that AT&T-C’s Advice Letter 97 and ”...its ill-advised proposal be
rejected,” apd that the Commission require that any refund plan be
adequately upported by relevant data and comments by other parties
to-this prbceeding. - :




A.85-11-029 ALJ/GA/t

e. TURN Comments on Refunds
TURN by its May 31, 1988 7Comments recommended a
one-time refund of the overcollections and thexl chided AT&T-C as
follows:

7the ALT’s recommendation that/a one time
refund of ‘approximately $116 million’ be
nade to [AT&T-C’s] customerg to flow
through results of access gharges,
Dniversal Life Line Teleplone Service, and
Tax Reform Act of 1986 o¥ercollections as
well as amounts collectéd subject to
D.86-11~079, should be/adopted forthwith.
It is not surprising Lhat, separxately
(AT&T-C] filed an adfice letter subsequent
to the issuance.of is proposed decisien
that calls for a different distribution.
ATST doesn’t give/up. easily. Neither do
consumers.”’ ( May 31, 1988 comments,
p- 1-) ’ " ‘

4. Discussion ' .

We have Teceived clear and consistent recommendations
from all parties, othex AT&T-C, that prior overcollections
should be returned to the customers who have contributed to those
overcollections through a one-time refund. All parties, other than’
AT&T-C, also agree t prospective rates should be based on
‘current costs.

AT&T~C Would instead return the overcollections through
rate reductions gver the six-month period from July 1 through
December 31, 1988, as set forth in Advice Letter 97 discussed
earlier herein.

oné real issue before us is what constitutes reasonable
compliance ¥ith PU Code § 453.5 in refunding overcollections to
utility cystomers. The rxelevant parts of PU Code § 453.5 are:

enever the commission orders rate refunds to
be distributed, the commission shall require
public utilities to pay refunds to all current
utility customers, and when practicable to .
prior customers, on an equitable, pro rata
basis...in proportion to the amount originally
paid for the utility service involved, or in

- 1l20m -
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propeortion to the amount of such utility
service actually recejved.#

-

#Nothing in this section shall prevent
commission from authorizing refunds Yo
residential and other small customefs to be
based on current usage. (Added spats. 1977,
CH. 897.)

It certainly would not be "pralticable” or reascnable to
have AT&T-C spend about three million erson~hours of effort at a
cost of $90 million, to refund about /4118.5 million to customers of
record for usage beginning'march 1986 to the effective date of this
oxrder. : : .

However, avoidance of All raview of prior‘customgr usage
and the setting of future rateg at less than cost, to amortize the
prior overcollections througly rate reductions and prospective use,
is even more unreascnable and inequitable for a refund of
overcollections of this. itude. Such a method would'send a
signal to customers that/they must purchase additional service,
whether they need. it oy not, to receive through bargain rates an
amount equal to their/prior overpayment.

be argued that, for some persons who
regularly use AT&TyC’s intrastate service at consistent levels,
such a method wild be reasonable, for others who are variable users
" it would not be ither reasonable, or equitable. '

In f£act, for some customers who have greatly reduced or
terminated théir AT&T-C intrastate usage; AT&T-C’s proposal would
be similar that of a restaurant owner in a distant town offering

‘nner at half price to satisfy a traveling customer who
had discorered that he had substantially overpaid for the first one

' Obviously, the customer in this
example would have little use for the second meal and may not
benefit from the offer.
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AT&T-C’s proposal is even more unreason;bie from the
viewpoiht of other competing IECs, since its AdviCe Letter 97 would
reduce intrastate meséagevtall rates by about #4% for July and 23%
for August through December 1988. This would be predatory pricing
with rates at roughly 35% and 14% below ATET-C’s current costs of
service for the same periods.

Whether the IECs could, or cglild not, match this
competition because they too have rienced reductions in access
charges is subject to serious debatg. It should be noted that the
source of the refund amounts inclydes about $21.5 million in pre-
1988 overcollections which were Xargely the result of changes due
to. the Tax Reform Act of 1986. Necessarily these other IEC’s
overall operations are not same as AT&T~C’s and these changes
in the tax law would affect/them dirrerently'than AT&T~C, and any
benefits received by them 11 also differ from those available to

There must b¢/ a reasonable middle ground approach which
substantially would ayoid these problems and it is our burden to
find and implement .

To reasopably solve the problem of term;nating and
refunding overcollections, we must do two things as follows:

© TFiyst, we must reduce AT&T-C’s intrastate
rytes to a current cost of service basis to
erninate any further overcollections, and

o/ Second, we must deal with the refund of
ex;stlng overcollections on a reasonable .
basis, that does net involve excess;ve costs
of implementation.

To achieve the first objective, we will direct AT&T-C to
te its existing surcharge and reduce its intrastate rates,
effecgtive July 1, 1988, to its current cost of service basis as
ined in this proceeding.:
Next, we will direct AT&T~C to utilize the most recent
thiree months of recorded intrastate usage (billing data) retained
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by the LECs to determine the proper amount of overcoYlections to be
returned, with interest from July 1, 1988 to the date of refund, to
ATLT=C’s customers via a one-time credit on thei bills for service
rendered on and after O¢tober 1, 1988;20

In developing these cne-time refunds using the most
recent 90-day recorded billing data, AT&T-Z shall hold back 10% of
the overcollected amount to satisfy any ¢gxisting or prior customers
who claim that their specific situatiop warrants a different basis
of refund of overcollections, assuming these claimants have
retained and presented all the neceésary billing data to support
their claim. '

This 10% hold-back is Mecessary to respond to redquests
for refunds of prior customers/whose usage of AT&T-~C’s intrastate
-service either changed greatl}y or was discontinued prior to or
during the standard three-mgnth period.

We empbasize the burden of presenting support for
these exceptional claims/for refunds 'of past overcollections will
rest with AT&T=C’s custémers, and AT&T-C’s responsibility will
merely be to check th¢ accuracy of the support for the claim, not
for the preparation Af the claim itself. Claims for exceptional
refunds submitted Without supporting billing records should be
denied and the syandard three-month recorded usage method utilized
instead. | ‘

ide no refund plan that we may choose will satisfy
everyone, © choice'herein can be implemented at a xeasonable
cost, avoid the serious issue of predatory pricing raised by the

sing data provided by AT&T-C in response to CACD’s Data
st 83-04-08C dated April 25, 1988, CACD estimates that the
of a'refund plan employing the most recent three-month
recorded billing data as retained by the LECs is less than $2.5
llion. This amount does not include costs for notices, bill
inserts, or other customer communications and the internal
administrative costs of AT&T~C which we believe will be neminal.

- liop -
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interested parties in their comments to the assdgned ALJ, and meet
as closely as “practicable” the spirit and iptent of PU Code

1. Review of DRA’s audit report Aas the main thxust of this
proceeding; therefore, DRA made the jhitial presentation of all
issues in the Phase IX hearings and/its position is routinely
discussed first in this order; ngfietheless, the burden of proof for
the reascnableness of all expenges rests with AT&T-C under PU Code
Section 454. ' o

' 2. AT&T began a major/corperate reorganization in 1986 which
will affect nearly every pArt of its operations Wan_it‘is fully
inplemented. ‘ ‘
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3. The basic reason for AT&T’s reorganization, ing' ated in
1986, was to cut costs and improve the efficiency and competitive
'posxtlon of AT&T’s overall operations.

4. AT&T’s overall employee expenses were likely increased
for test year 1986 due to AT&T’s corporate reorganmzation.

5. Neither AT&T~C nor DRA furnished full detalls of the near
term future benefits of the reorganization pla?/ér the normalized
and annualized present worth of those benefits/for the test year.

6. DRA has identified modest specific/expense savings due to
enployee reductions associated primarily with AT&T-C’s marketing

activities. ///

7. DRA deternmined the reorganizatzon savings to be $3.5
million for test year 1986 and applied that amount to AT&T-C’s
total California marketing activ;tzes.

‘ 8. DRA did not reduce the $3. S/milllon proportionately for
the adopted versus budgeted marketlng allowance.

9. DRA’s recommended $3.5 mxilxon reorganxzatlon adjustment
should be proportionately'reduced’to apply to the authorized rather
than budgeted marketing expenses for test year 1986. The resulting
statewide reorganization. expense 'adjustment to AT&T-C’s marketing
activities is $2.3 m;llxon, and on an intrastate basms is 81.0
million. ' ‘

10. This proportional,éeduction of DRA’s reorganization
adjustment shares the benefﬁt of reorganization cost savings
between AT&T’s customers. and shareholdexrs based on their separate
contributions to the markating budget as identified elsewhere in
this order.

11. DRA’s recommended test year 1986 disallowance and
deferral of all expenses associated with the development and
deployment of Ar&T'e/Eustomer service and billing program,
excepting for account inquiry functions, is insupportable based on
the record which demonstrated that certain other program functions




Y

A.35-11-029% s ALT=COM=GMW . *

to advertising and $104,230,000 to marketing functi
year 1986.

65. The combined advertising and marketing/allowance of
$126,623,000 represents $8.90 for each of the gtate’s total
estimated 14.2 million access lines, and thig/should be compared
with the last authorized advertising and ma keting allowance of
$67.5 million which amounted to $5 for eagh of the estimated 13.5
million access lines in California for tést year 1984.

66. D.86~11-079 adopted the amouplt of $22,393,000 for test
year advertising functions, and no £ er issues were raised in
Phase II relative to AT&T-C’s test Year 1986'advertising budget.

67. D.87-04-041 granted limifed rehearing on the marketing
- issue to allow AT&T-C to present Aargument as to whether- 1985 was
more appropriate than 1984 to bggin determznat;cn of allowable
marketmng expenses for test yeAr 1986.

68. It is reasonable Lok AT&T-C to spend modest amounts‘of
its marketing budget to keep its customers informed about rate
changes and new service opfions that may become available from time
to time. ‘

69. There is no~¢¥idence in ‘the Phase II record that any
telecommunications sefvice rendered by AT&T or AT&T-C is poor; if
anything, there were/ numerous comments and/or opinions of geood
service by AT&T and AT&T-C.

70. Due to tie start-up activiﬁies that were necessitated by
divestiture, AT 4 T~C’s marketlng expenses during 1984 were
unrepresentativély low for purposes of settlng 1986 test year
marketing expohses.

71. Everd with an adjustment for the levei of equal access
activity un ertaken*that year, AT & T-C’s marketing expenses during
1985 were representat;vely high £or purposes of setting 1986 test
year markéting expenses. .

72. An.equmtable Jevel of marketing expenses for test year
1986 cah be. establ:shed by averag;ng AT & T-C's actual marketmng
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were also used and useful in AT&T-C’s California intrastate
operations during all or part of 1986.

12. AT&T-C confirmed the taking back of ce;tain intrastate
customer billing functions through renegotiation of costs for such
sexvices previously performed by Pacific Bell/end other LECs and
passing through to its California intrastate operations $20.454
million in 1986 expense reduct;ons, by ajgémpllance f£iling on
July 23, 1986 in Phase I of this proceeding.

13. Confusion reigned'throughout/this proceeding regarding
which, if any, of the eight separate/functions of AT&T‘s customer
service and billing program were operational for California
intrastate operations during 1986, and DRA and AT&T-C were unable
to resolve this issue during this proceeding.

14. Account inquiry, service order entry, account
maintenance, and message investigation functions of the customer
service and billing prograe/were in place and used and useful in
Callforn;a during'test year 1986.

~ 15. Message ‘toll servmce (MTS) billing, MTS message
processing, MTS credit and collection, and MTS remittance .
processing functions of/the customexr service and billing program
will not be in serviced or used and useful in California until June
1988 or later. '

16. The modest $5.7 million expense deferral for its customer.
service and billiné program urged in AT&T-C’s closing brief was not
supported effectively by a record which demonstrates that the LECs
still pertorm:s'gniticent amounts of work and incur large expenses
for billing and collection functions.

17. The/$9.1 million deferral in an interest~bearing
memorandum account properly sets a compromise for what DRA
reluctantly/agrees<are used and useful customer service and billing
functions /performed by AT4T-C in test year 1986 and the need to
preclude cost dupl;cation for work concurrently-performed by the
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were also used and useful in AT&T-C’s California intrastate
operations during all or part of 1586.

12. AT&T-C confirmed the taking back oz'certazn 1ntrastate
customer billing functions through renegot;at;on of costs for such
services previously performed by Pacific Bell/;nd other LECs and
passing through te its California intrastate/operations $20.454
million in 1986 expense reductions, by a compliance filing on
July 23, 1986 in Phase I of this proceeéiﬁg.

13. Confusion reigned throughout Ahis proceeding regarding
which, if any, of the eight separate);é§:tions of AT&T’s customer
service and billing progran were pa;&ially or fully operational for
California intrastate operations during 1986, and DRA and AT&T-C.
were unable to resolve this issue/during this proceeding.

14. Account inquiry, service order entry, account
maintenance, and message investigation functions of the customér‘
service and billing program were deployed to Calztornza in 1984

~and at least partially used and useful in California during test
year 1986 based on AI&T—C's/l;te-fxled Exhibit 250.

15.  Message toll serydce (MTS) billing, MTS message

processing, MIS credit and collection, and MTS remittance
processing functions of the customer service and bxlllng progran
will not be in service or used and useful in California until June
1938 or later.

16. The modest $5.7 million expense de:erral for its customer
service and billing program urged in AT&T-C’s closing brief was not
supported effectively by a record which demonstrates that the LECs '
still perform s;gnir&cant amounts of werk and incur large expenses
for billing and coblect;on functions.

*17. The $9,%/mzllzon.de£erral in an interest-bearing account
(as computed by DRA at the ALJY’s request of used and useful
customer service/and billing functions performed by AT&T-C in test
year 1986) sets/a compromise between DRA’s record position that
$20.1 million be disallowed recognizing that only the account

Y
/
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expenses for 1984 and its marketing expenses for A985 as adjusted
by DRA for carrier selection activities; on an intrastate basis
adjusted for inflation, the proper value is $51.1 million.

73. AT & T-C’s marketing efforts have the potential to inmprove
the satisfaction of its customers directly/and the satisfaction of
-its competitors’ customers indirectly through competitive forxces in.
the interexchange market.

74. In D. 87-12-070 on December/22, 1987, the Commission
ordered AT & T-C to consolidate a sgries of subsequent changes in
the access charxges that AT & T-C pays to local exchange companies
inte a memorandum account with ipterest for later reflection in AT
& T-C’s rates in order to minimize administrative costs and
customer confusion due to freguent and poténtially offsetting AT &
T-C rate changes. -

75. The local exchange access charge reductions that were
consolidated into the memorandum account occurred as a result of
Commission orders in D. £7-12-070 (December 22, 1987), D. 87-12-051
(Decembex 22, 1987), D./87-12-067 (Decembexr 22, 1587), and D.' 88~
01-061 (January 28, 1988). S . .

76. A balance Yegan to accrue in AT & T-C’s memorandunm
accdunt on January

77. All intgrexchange telephone companies purchasing local
exchange access Rave received proportionately similar access charde
reductions froy local exchange companies regulated by this
Conmmission.

previously discussed, because AT & T~C’s competitors

have receiyed similaxr reductions in the access charges they pay, a
prospectiye AT & T-C rate adjustment to reflect these access charge
tiofis will not competitively disadvantage other interexchange

It is not practicable to refund the balance in AT & T-C’s
access charge reduction memorandum account based on customer usage

.

dating back more than 90 days from the present due to the .
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18. I.88-01-007 is the appropriate forum for determining the
reasonableness of AT&T-C’s plan and costs to d;rectxy bill its
customers for interstate and interLATA message toIi sexvice.

19. Interest accrual on the deferred acipunt at the average
three-month commercial paper rate, as published in the Federal
Reserve Bulletin, will offset AT&T-C’s loss/gt productive use of
its funds expended in developing its custé&ex service and billing
system, until the system is fully used d useful in and non-
duplicative of other similar services/cuxrently used by AT&T-C in
California. ' |

20. The remaining intrastate’ expense level previously adopted
on an interim basis for Ar&T-C's/ixlling and collection in
D.86-11-079, for functions nos/yet used and useful, after exclusmon '
of the $9.1 million in the amount of $166,981,000 for test year
1986, is reasonable.

21. While AT&T’s overall corporate headquarters organization
has changed. szgnifxcantly, with substantial headquarters starff
reductions in the post—divestxture structure, specific corporate
headquarters :unct;ons/continue to be predominantly investor-
related.

22. The overall advertising budget for AT&T-C’s test year
1986 was adopted in Phase X of this proceedmng and no further
consideration of AI&T—C or AT&T-CH advertising issues is necessary
or appropriate this Phase II decision. .

23. AT&T-C has advanced arguments worthy of our consideration
regarding the/need for, and ratepayer benefits of, public relations
and employee/intormation functions and activities at and after
dmvestmture and more specifically during the period of
xnterexchange carrier of choice selection by the public.

247/ Allowances herein, for corporate and field public
relat;ons expenses for public and employee information, education,
and awareness are unique to the needs associated with d;vestlture
reo;ganlzat;on and 1nterexchange carrier selection periods.

//

i
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pronibitive costs that would be incurred in retrieving billing
information from the local exchange companies that/render customer
bills for AT & T=C. -/ ‘ _

80. Because it is not practicable to basg’ refunds on more
than the last 90 days of custonmer usage, we cdnnot match refunds to
exact customer usage during the period of the nmemorandum account.

81. The process of granting refunds Mdased on the previous 90
days of customer usage would involve subgStantial administrative
costs as outlined in AT & T-C’s responge to CACD’s data request 88~
04=08C; the cost for Pacific Bell woyld be $1.6 million, while
undetermined other costs would be exXpended by other local exchange
conmpanies that »ill. for AT & T-C.

82. The possibly greater pfecision of providing refunds to
customers based on recent usagg within 90 days is not a compelllng
reason for undertaking such r funds when the alternative is ‘rate
reductions based on usage dyfing the next six months.

83. A prospectxve AT/& T=C rate reduction will enable .
customers to make many mgfe calls in response to lower rates. This
benefit is substantial. . | '

"T84. Had the Compission not ordered AT & T-C to consolidate
its access charge reductions into a memorandum account, the
alternative would ave been a series of AT & T-C rate adjustments
occurring after he period that the California Association of Long
Distance - Compa es alleges its members ceased or greatly reduced
their use of XTI & T-C WATS service. , ‘

85. AT/ & T-C's advice letter 97 proposes two rate adjustments
during the fext six months. -

The Commission’s objective of minimizing customer
‘ and adm;nlstratxve cost would be better met by a single
AT & T#C rate adjustment to end the memorandum account and reflect
the orher rate impacts of this decisien.
A uniform percentage rate adjustment for swmtohed
_se ices.wxlllm;nxmmze customer confusion and administrative costs..
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inquiry function was in place, and AT&T=-C’s request :o:/;ull
recovery of its development and deployment of a separate customer
service and billing system in test year 1986. ~This-deferral also
recognizes the need to preclude cost duplication f£0%r work
concurrently performed by the LECs.

18. IX.88-01-007 is the appropriate forum/for determining the
reasconableness of AT&T-C’s plan and costs to directly bill its
customers for interstate and interLATA message toll service.

19. Interest accrual on the deferred account at the average
three-month commercial paper rate, as published in the Federal
Reserve Bulletin, will offset AT&T=-C’s/loss of productive use of
its funds expended in developlng Lts customer service and billing
system, until the system is rullya /ed and useful in and non- .
duplicative of other similar services .currently used by AT&T-C in
" Califormia. 347 :

20. The rema;n;ng intrastate expense level prev;ously~adopted
on an interim basis for Am&r-g,s billing and collection in:
D.86-11-079, for functions not yet used and useful, after exclusien -
of the $9.1 million in the amount of $166,981,000 for test year
1986, is reasonable-

21. While AT&T’s overall corporate headquarters organization
has changed signi:icantl¥7IWith substantial headquarters staf?f
reductions in the postéﬁﬁvestiture structure, specific corporate
headquarters tunct;ons ontinue to be predomlnantly investor-
related.

22. The overall/advertising budget for AT&T-C’s test year
1986 was adopted in Phase I of this proceeding and no further
ceonsideration of Amd&-c or AT&T-CH advertising issues is necessary
or appropriate in uhzs Phase II decision.

23. AI&T-C*gas advanced arguments worthy of our cons;deratlon‘
regarding the need for, and ratepayer benefits of, public relations
and employee information functions and activities at‘dnd ageer
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divestiture and more specifically during the perxiod of
interexchange carrier of choic¢ selection by the public.

24. Allowances herein, for corporate and field public
relations expenses for publ¥c and employee information, education,
and awareness. are unique the needs associated with divestiture
reorganization and intergixchange carrier selection periods.
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25. DPublic relations expenses for functions including
sponsorship of media events and cultural activities, charitable
activities, and corporate image enhancement, e clearly investor-
related functions and it is this Commission”’s long-standing policy
to not burden ratepayers with such costs

26. DRA auditors’ recommended p. ial disallowances of
AT&T-CH expenses for identifiable investor-related legal department
and corporate finance and accounting/ functions, as further
described by AT&T-C witness Ankiel"appear reascnable and should be
adopted. g//” _

27. AY&T-CH’s Corporate Strategy and Development functions, .
as further described by AI&T-C/s witness Ankiel, are clearly
investor-related and have routlnely been disallowed in the past by
this Commission. There was/noc new evidence in this proceeding
which would warrant a different txeatmeﬁt_of these expenses .for
AT&T=-C in test year 1986
' 28. DRA’s recommenéed equal-to—all lines of business

“allocation method dae%/ﬁave merit when allocating the expenses for
specztic services ti;; are of equal benefit to all affiliated or
subsidiary companie

29. The use of DRA’s proposed equal-to-all lines of business.
allocations method/should be developed further in cooperation with
other regulatory/agencies across the nat;on, and then presented
again as and if/appropriate in future AT&T=-C general rate
proceedings.

30. D.87=12-063 has exempted AT&T-C from the need to
reestablish and maintain an Account 674 for affiliate company
transactio§§. However, AT&T-C is required by the same order to
maintain st #affiliate company costs on a side record basis.”
(D.87=-12-063, mimeo. p. 48.)

3. / D.86~11-079 for Phase I of this proceeding left the
recoxd open to recexve DRA’s audit. report, and for AT&T-C to fully
d@velo the record before we decide the issue of which, and what -

o/
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88. The private line adjustment included in AX&T’s Advice
Letter 97 is appropriate to reflect costs.

89. Torrequ;re AT&T-C to repoxt corporate/reorganizations or
headquarters operational expense changes whigh would result in
changes in expenses to California operationé of less than $100,000
would constitute an undue burden, and alg rnatively'to requiré
lesser records of AT&T-C’s expenses and/allocated costs. would deny.
the Commission staff the opportunity $Or reasonable reviews of the
utility’s operations consistent wi future auditing requirements.
conclusions of Law '

' 1. Notwithstanding DRA’s léad peositien for presenting
Lssues, the requlrement for a showing of reasonableness for any and
all expenses under review in Phase IX of A.85-11-029 should rest
rully with AT&T-C-.

2. AT&T’s reorgan;za ;on, initiated ln 1986, should cut
costs, improve the efficienicy and the competitive position of
AT&T’s overall operat;on for the future.

3. DRA’s recommeyded $3.5 million reorgan;zat;on adjustment
should be proportionately -reduced to apply to the authorized rather
than budgeted marketifg gxpepses for test year. Failure to’do so
would have the effect of adopting a greater, $5.3 million
a&justment, againsgy the marketing budget than the amount idenﬁifie&

Message toll (telecommunlcatlons) service (MTS) bxllxng,
ge processlnq, MTS credit and collection, and MTS

remit¥ance processing functions of the customer service and bmlllng\

program.were ‘not’ ;n servmce durlng test year 1986 and will not be
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level of AT&T-CH and NOMC allocated public relations expenseg/ére
reasonable for ratemaking purposes in test year 1986 for AT&T-C’s
California intrastate operations.

32. AT&T COmmnnications, Inc. (NOMC) did not me}ntain its
books and accounting records on a basis wherein activities and
projects could be specifically identified and accounted for during
test year 1986.

' 33. Because NOMC accounting records were/ not maintained on a
project or activmty basis, DRA auditors ut;L&%ed an alternative to
their traditional auditing method, which ;nvolved meetings with
department representatives of each NOMC:d@partment and review of
examples of departmental outputs.

34. While dissatisfied with lack of project tracking and
record~keeping, DRA did not make‘diSQllowances for the finance,
legal, and personnél‘tunctions of NOMC, or the operatof services
allocated to NOMC’s Network runspion from AT&T-CH.

35. Public relations functlons which were directed at

" providing timely, accurate, gnd consistent information to the
public at or shortly after divestiture and at the time of

- interexchange carrier selection were beneficial to AT&T~C’s
ratepayers.

36. Public relat%?ns expenses for functions directed at
improvement of employee morale at the time of reorganxzation after
divestiture were benetlc;al to ratepayers. :

37. Divestituré brought about major corporate organizational
changes for AT&T, and a one-time allowance to share the public
relations tunctioﬁgl eipenseS'betwéen investors and ratepayers,
during this perié&.o! major rxeorganization, should be given serious
consideration. '

38. Public relations expenses for activities and functions
that primarily improve corporate image and/or benefit AT&T’s
investors should continue to be disallowed for ratemakinggpurposes."
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‘raised in Phase II relative to AT&T-C’s 1986 Advertising budget;

therefore, the reasonableness of advertisin expenses should not be
an issue for consideration in Phase IX of /A.85-11-029.

.~ 23. AT & T-C’s intrastate marketingd allowance of $44.7
million should be revised to $51.1 milYion consistent with the
preceeding discussion and findings o

24. Any future allocation of arketlng expenses to AT&T-C’s
California operatlons should be pefformed by direct assignment
based on need and benefit rather/than on a percentage of revenue

basis as used for this proceeding.
25. Neither Publzc Utilikies cOde 453 s nor le;xg:ngg_

Cal. 3d 836 nor Cory v, i i (1983) 33 Cal.
34 522, prevent the Commiséion from ordering AT & T-C to reflect
the balance of its acces charge memorandum account in a
prospective rate adjustmyent.

26. AT & T=C shoyld be ordered to reduce its rates to reflect
the balance of its ac¢ess charge memorandum account and the other

rate 1mpacts of this/decisien.

Advice Letter 97 should be rejected in favor
of a unlrorm swit ed sexrvices rate adjustment and six-month
surcredlt to. be ffectlve July 1, 1988.

28. AT & X-C’s’ pr;vate line rate adjustment in Adv1ce Letter
97 should be proved.
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39. Access charges are collected by AT&T Communications
companies in message toll rates and then are passed on to the LECs.
Thexrefore, therxe is no more logic to including access charges in
revenues and expenses for allocation purposes than to include taxes
in these factors. -

40. The elimination of one of the three/factors entirely
because it.(revenue factor) improperly 1ncld6ed access charges, and
railure to replace it with a more reasonabae factor, causes an
impropexr allocation result.

41. The 1985 usage factor is com rable to the 1986 revenue
factor and was used as a proxy for { revenue factor excluding
access charges in this decision.

42. The fact that AT&T had retained nearly 89% of the 1983
gain on sale of its 195 Broadwayybuilding and land was first
discovered during DRA’s 1986 audit of AT&T’s operations.

43. Anmerican in 1983 pasdéd on to the then Bell System
Operating cOmpan;es $10.4 m;li&on, representing approximately 11%
of the after taxes gain on the July 1, 1983 sale of its 195 ,
Broadway headquarters buzld&ng, including interest. The bhalance of
the gain and interest was then remitted to the AT&T Foundation, a
charitable trust.

44. Neither AT&T ’s 50% nor DRA’s 1l00% suggested pass-
through of the remaining gain on sale is reascnable, kased on their
widely diverse simplistic review of license contract allowances by
this Commission over /the years.

45. Aan adjustment of $2,000,000 equal to about 75% of the
amount of gain comguted by DRA to be allocated to AT&T-C’s
California intrastate operations reasonably and adequately
represents the raéepayer contributions to PT&T’s lxcense contract
payments from 1918 thxough 1983.

. 46. A m randum account adjustment to rate base will assure
that any’ resu%pxng revenue reduction will be prospectzve only and
will not atfect pr;or-earn;ngs of AT&T-C.
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39. Access charges are collected by AT&Y Communications
companies in message toll rates and then are passed on to the LECs.
Therefore, there is no more logic to includxng access charges in’
revenues and expenses for allocation p éses than to include taxes
in these factors.

40. The elimination of one of Ehe three factors entirely
because it (revenue factor) impropﬁfly included access charges, and
failure to replace it with a more yeasonable factor, causes an
improper allecation result. |

41. The 1985 usage factor/is comparable to the 1986 revenue
factor and was used as a preferable substitute for the revenue
factor excludzng access charges in this decisien. :

4la. The usage factor more accurately allocates costs based on
use activity in any given AQ&T Communications subsidiary IEC, since
usage is independent of rates which are set at different levels by
each requlatory agency.

41b. In applying the 1985 switched usage factor, private line
usage impact was inadvertently excluded, therefore it is necessary
" to include the priva%e line revenues of 9.2% as suggested by AT&T-C
to further adjust (1ncrease) NOMC allocated expenses,to-hm&T-C’s
California Lntrastate operations by $100,000 rounded. However,
this finding shou%g not be construed to mean that we have in any
way softened on our position that revenues are not an appreopriate
factor for allocd%ions of out-of-state expenses.

42. The fact that ATST had retained nearly 89% of the 1983
gain on sale'ogfits 155 Broadway building and land was first
discovered dur}ng DRA’S 1986 audit of AT&T’s operations.

43. Amefican in 1983 passed on to the then Bell Systen
Operating Companies $10.4 million, representing approximately 11%
of the‘azter’taxes gain on the July 1, 1983 sale of its 195
Broadway headquarters building, including interest. The balance of
the gain ané interest was then rem;tted to the AT&T Foundat;on, a
charltable/trust-
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QRDER

IT IS ORDERED that:

1. AT&T Communications of Califernia, Inc.’s (AT&T-C) test
year intrastate revenue requirement is rgduced by $4.4 million
effective January 1, 1987, from the level adopted on an interim
pasis in D.86-11-079, consistent with /the preceding discussion and
the adjustments adopted in this decigfion.

2. AT & T=-C Advxce Letter 97 As rejected.

3. Within ten days of the effective date of this order AT &
T-C shall: flle an advxce 1etter ith revised tariff sheets to
reflect a uniform percentage adfustment of its rates and suxcharges
for switched services consistefit with the discussion, findings and
conclusions of this decision.,/ The balance in the access charge
reduction memorandum account shall be amortized on a uniform basis
from July 1, 1988 through Pecember 31, 1988. AT & T-C- shall adjust
xts rates and or surcharg s for non-sw;tched services and for the
impact of D.88-01-061 copsistent with the treatment proposed in

' Advice Letter 97. The ¢ffective date of the ordered revisions

shall be July 1, 1988. o ‘

4. Consistent with ordering paragraph 4 in D. 87-10-088, AT &
T-C shall file a separate advice letter with revised tariff sheets
within ten days of £his order to pass through on a uniform basis
from July 1, 1988 Lo December 31, 1988 the balance remaining in the
meﬂorandum‘acco associated with that decision. For
administrative gonvenience, AT & T-C shall consolidate the rate
changes in orde§1ng paragraph b with this change to produce a set
of consolldated tariff sheets. y

5. AI&E—C shall include with the Commission’s copies of the
advice,let:?é £iling, supporting workpapers setting forth the
calculations ‘for each.of the rate changes and resulting rate
reduction components and the overall rate reduction. CACD shall
verify the proper rate and surcharge changes.. o
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47. Any requirement for a future allocation oz‘;his
adjustment for gain on sale of the 195 Broadway building to Pacifie
Bell for it, or its predecessor PY&T, as suggeste by AT&T-C, is
clearly inappropriate since neither of these eg;ities ever obtained
productive receipt of any portion of nearly 89% of the remaining
gain on this transaction.

43. The Western Electric adjustment for the predivestiture
assets of PT&T which were segregated to XT&T-C should be amortized
over an ll-year period to moderate the Ampact of this adjustment on
AT&T=-C’s earnings and spread this rag,payer benefit over 11 years.

49. The ll-year amortization of the Western Electric
adgustment on AT&T=-C’s assets received from PT&T on January 1, 1984
will result in a net revenue reduction of $738,000 and a .20%
reduction on the rate of return/for AT&T~C’s intrastate operations.

50. AT&T-C’s reporting ot its annual construction budget, its
purchases from Technologies which are expensed and capitalized, and
the capital structure of Technologies will assist DRA in
deternining whether such transactions are significant enough to

warrant furtber review of/ Technologies earnings in the future.
51. Reasonable detail in the record-keeping by Technologies
will assist in future PRA review of the reasonableness of

Technologies’ transactions with AT&T~C.

52. The work performed by American Transtech in sexrvicing
securities and pr:yéding other investor-related services for AT&T,
on an affiliated basis, is not as risky as AT&T’s manufacturing or
telephone utility/operations.

53. AI&T—d/has not presented persuasive evidence to show that -
the services iﬂ,receives from American Transtech should be priced
to derive a greater rate of return than that authorized for its
telephone opeéations.

54. ile American Transtech has reduced its charges to AT&T
for servzc s rendered in 1986, the adopted test year estimates in
AT&T~C’s ast general rate decision, D.86=11-079, were based on the

./
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44. VNeither AT&T-C’s 50% nor DRA’s 100% suggeste pass-
through of the remaining gain on sale is reasonable,/based on their
widely diverse simplistic review of license contract allowances by
this Commission over the years.

45. An adjustment of $2,000,000 equal to about 75% of the
amount of gain computed by DRA to be allocated/ to AT&T-C’s
California intrastate operations reasonably/dﬁd adequately
represents the ratepayer contributiens to RPT&T’s license contract
payments from 1918 throwgh 1983.

46. A memorandum account adjustment to rate base will assure
that any resulting revenue reduction wrll be prospective only and
will not affect prior earnings of AT& -c.

47. Any requirement for a future allocation éz this
adjustment for ga;n on sale of the/195 Broadway building to Pacific
Bell for it, or its predecessor PT&T, as suggested by AT&T-C,; is
clearly inappropriate since nelther of these entities ever obtained

_ productive receipt of any-portxon of nearly 89% of the remaining
gain on this transaction.

e .. 48.  The Western Electrxc adjustment for the predivestiture
assets of PT&T which were segregated to AT&T-C should be amortized
over an ll-year period to moderate the impact of this adjustment on
ATET-C’s earnings and spséad this ratepayer benefit over 1l years.

49. The ll-year amortization of the Westexn Electric
adjustment on Am&r-c's/éssets‘received from PT&T on January 1, 1984
will result in a net revenue reduction of $738,000 and a .20%
reduction on the rate’ of return for AT&T-C’s intrastate operations.

50. AT&T-C’s reportlng of its annual construction budget, its
purchases from Technologzes which are expensed and capitalized, and
the capital structure of Technologies will assist DRA in
determining whetﬁer such transactions are significant enough to
warrant !urther/review of Technologies earnings in the future.

-/

/

4
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6. Since this order resolves all 198f test year issues held
open in Ordering Paragraphs 2, 15, and 18 /0f D.86=11-079, this
matter is closed. ‘

7. AT&T-C shall file copies of Xhe reports, as set forth in
Appendix D, to the addressees speciffed. This reporting
requirement [except £or those repoyts required by General Order 104
and the monthly earnings reports provided pursuant to Ordering
Paragraph 8 of D.85-03-056 and @eneral Order 65-A, and the record
retention requirements of Gen al Order 28~-A) shall terminate?upon
submission of the reports fof calendar year 1992, to be filed on ox
before March 31, 1993, unlesSs earlier modified, extended, or
discontinued by further ofder of this Commission. Should the
Commission grant pricing/ flexibility to AT&T-C in its A.87-10-039,
modifications to these fequirements may be appropriate earlier.
Parties are dzrected (=3 d;scuss the appropriate nature of such
modifications in A.8

This oxde is erfectxve today. ‘
Dated g ___, at san Francmsco, Callfornla..
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expense estimates for calendar year 1985 and therefore still
require adjustment from the prereduction level.

55. DRA’s recommended audit adjustment of $100,000 annually
to the charges incurred by AT&T-C on its intrastate operatlons for
the investor-related and other services provxded/by American
Transtech is reasonable.

56. The 50% predivestiture adjustmene/ot Bell Labs’ expenses
because of its 50% ownership by Western Electric is no longer
appropriate, since Technologies, the successor to Western Electric,
has no ownership control of Bell lLabs.

57. In Phase I of this proceeding TURN raised serious
concerns whether the results of R&Q/etfort would be used and useful
to AT&T-C’s. customers in the near future. These concerns were not
adequately addressed in the evidence submitted in Phase IX.

58. Neither DRA nor AT&T-C(prOVlded evidence to show that
Technologzes will not recervejg'dxsproportxonately greatexr bhenefit
from Bell Labs’ R&D ertorts than w;ll AT&T’ s telecommunications
~utilities. ¥ :

.59. While the risks associated with railing R&D projectS'weré
discussed with reasonable/accuracy on the record, the real business
risk of Bell Labs, whose/AT&T funding is based on contributions
from affiliated companies, was not addressed in a well-defined or
comprehensive manner. ‘ _

60.‘ From the overall record before us, it appears that
AT&T-C’S own bus;ness risk as a provider of intexrLATA and
interstate telecommunications is greater, due to a modest amount of
competition from oéher interexchange carriers, than that of Bell
Labs on R&D perroémed for AT&T’s communications companies.

61. It is/reasonable to require AT&T-C to demonstrate on'a
program-by—program basis the potential near term benefits to its
california customers of Ball Labs’ R&D activities in future rate
proceedlngs, prior to adoptmng such expenses for any new test
perlod. ‘ '
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Technologies’ transactions with AT&T-C.

52. The work perxrformed by Americin Transtech in servicing
securities and providing other investpr-related sexvices for ATST,
on an affiliated basis, is not as ribky as AT&T’s manufacturing or
telephone utility operations.

53. AT&T-C has not presented persuasive evidence to show that
the serxvices it receives . fron rican Transtech should be priced
to derive a greater rate of re than that authorized for its
telephone operations.

54. While American Trajstech has reduced its charges to AT&T
for services rendered in 1986, the adopted test year estimates in
AT&T-C’s last gemeral rate¢/decision, D.86-11~079, were based on the
expense estimates for calendar year 1985 and therefore still
require adjustment from/the prereduction level.

56. The 50%/predivestiture adjustment of Bell Labs’ expenses
because of its 50% ownership by Western Electric is no»langer'
appropriate, sifice Technologies, the successor to Western Electric,
has no ownership control of Bell Labs.

57. In/Phase I of this proceeding TURN raised serious
concerns whegther the results of R&D effort would be used and useful
0 AT&T=C’4 customers in the near future. These concerns were not
adequately addressed in the evidence submitted in Phase II.

Neither DRA nor AT&T-C provided: evidence to show that

ies will not receive a disproportionately greater benefit
from Bell Labs’ R&D efforts than will AT&T’s telecommunications
utilities. '
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62. The concerns raised by TURN in Phase X of thls/proceedlng
relative to the near term usefulness of Bell Labs’ ongoing R&D
efforts were not resoclved by the evidence presented i ’Phase II of
this proceeding.

63.. The $300,000 adjustment in the allocated intrastate
expenses to AT&T-C for Bell Labs’ R&D efforts ig the minimun
reasonable disallowance for such expenses and/only serves to bring
rate of return parity to Bell Labs with tha of AT&T=-C.

64. D.86-11-079 authorized a comb;ned advertising and
narketing budget of $126,623,000 of which $22,393,000 was allocated
to advertising and $104,230,000 to mar etlng functions for test
year 1986. .

65. The combined advertising Aand marketing allowance of
$126,623,000 represents $8.90 fox/each of the state’s total
estimated 14.2 million access limes, and this should be compared
with the last authorized adver¥ising and marketing allowance of
$67.5 million which amounted £o $5 for each of the estimated 13.5
million access lines in Cal¥fornia for test year 1984.

66. D.86-11-079 adopfed the amount of $22,393,000 for test
year advertising functiorps, and no further issues were raised in
Phase II relative to ATAT-C’s test year 1986 advertising budget.

67. D.87-04-041 granted limited rehearing on the marketing
issue to allow AT&T-C to present argument as to whether 1985 was
more appropriate‘thdﬁ 1984 to begin determination of allowable
marketing expenses/for test year 1986.

68. It is geasonable for AT&T-C to spend modest amounts of
its marketing budget to keep its customers informed about rate:
changes and new service options that may become available from time
to time.

69. There is no evidence in the Phase II xecord that any
telecommun%gations service rendered by AT&T or AT&T-C is poox: i
anythxng, ere.were numerous comments and/or opxn;ons of good ;
service. by“Am&T and AT&T-C. '

s
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59. While the risks associated with failing R&D projects were
discussed with reasconable accuracy on the record, the real/business
risk of Bell Labs, whose AT&T funding is based on Contrjbutions
from affiliated companies, was not addressed in a wel)~defined or
comprehensive manner.

60. TFrom the overall record before us, it appears that
AT&T-C’s own business risk as a provider of intefIATA and
interstate telecommunications is greater, due f£o a modest amount of
competition from other interexchange carriepd, than that of Bell
Labs on R&D performed for AT&T’s communicafions companies.

6L. It is reasonable to require ATAT-C to demonstrate on a
program-by~program basis the potential fear term benefits to its
California customers of Bell Labs’.R§8 activities in future rate
proceedings, prior to adopting such/expenses for any new test -
periocd.-: . ‘ '

62. The concerns raised by TURN in Phase I of this proceeding
relative to the near term usefdlness of Bell Labs’ ongoing R&D
efforts were not resolved by/the evidence presented in Phase II of

_ ;nisvprogegq;ng.

63. The $300,000 adjustment in the allocated intrastate
expenses to AT&T-C for Bell Labs’ R&D efforts is the minimum
reasonable disallowancg for such expenses and only serves to bring
rate of return parity to Bell Labs with that of AT&T-C.

64. D.86=-11-079 autborized a combined advertising and
marketing budget of $126,623,000 of which $22,393,000 was allocated
to advertising apd $104,230,000 to marketing functions for test
year 1986. ‘

65. The fombined advertising and marketing allowance of
$126,623,000 kepresents $8.90 for each of the state’s total
estimated 14.2 million access lines, and this should be compared
with the last authorized advertising and marketing allowance of
$67.5 mil)ion which amounted to $5 for each of the estimated 1.3.5
million ¥ecess lines in California for test year 1984.
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70. Little marketing effort and funds are devoted to
smaller residential and business customers of AT&T-C who/represent
over 65% of its message toll customer accounts. d////r

7. Once carrier selection is made (by an average or small
customer) and the customer is not moving or dissatisfied, AT&T-C
does not believe it is necessary to provide information to such
customer regarding carrier reselection.

72. It is apparent from the record in‘;his proceeding that
AT&T-C is directing the majority of its maxketing activities and
budget to the retention of its larger business and industrial
accounts, and to attract back some of Eye business that has been
lost to compet;nq interexchange carriers.

73. Absent a cost-benefit stud demonstrating benefits over
costs of marketing te the majority Of AT&T-C’S customers, it
appears unreaseonable for AT&T-C t use the bulk of its marketing
funds, provided by a broad base : small, medium, and large toll
telephone customers, to retain /or expand AT&T-C’s base of large
commercial and industrial toll users in the face of mandated.
competition. | _

74. Witness Therrien/on behalf of TURN correctly pointed out
that AT&T-C failed, both Phase I and Phase II of this
proceeding, to provide evidence or a cost-effectiveness study to
demonstrate that any pdét of its spending for marketing during test
vear 1986 was cost-justified or reasonable, and that AT&T did not
and could not distinduish costs for servicing existing customers
from those of marketing for new customers.

75. From th/ widely divergent views of the parties in
Phase IX of this proceeding, especially ¢oncerning the increased
cost expanded miarketing efforts undertaken in preparation for equal
_ access in 19857 and the reorganizations of AT&T for improved
erriciency.aeg reductions of future costs, it would be ditricult to
conclude that 1985 (as booked) was a more representative base year
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66. D.86=11-079 adopted the amount of $22,393,000 for test
year advertising functions, and no further issues were raised in
Phase II relative to AT&T-C’sS test year 1986 adverfising budget.

67. D.87-04=041 granted limited rehearing ¢n the markéting
issue to allow AT&T-C to present argument as to/whether 1985 was
more appropriate than 1984 to begin determination of allowable
marketing expenses for test year 1986.

68. It is reasconable for AT&T-C to spend modest amounts of
its marketing budget to keep its customerg informed about rate
changes and new service options that may become available from tine
to tine. ' _ «

69. There is no evidence in the¢/Phase II record that any
telecommunications service rendered/by AT&T ox AT&T=C is poor; if
anything, there were numexous co nts and/or opiﬁions of good
service by AT&T and AT&T-C. . '

70. Following initial captier of choice selection little
marketing effort and funds arg devoted to the smaller residential
and business customers of ATAT-C who represent over 653 of its
message toll customer accoynts.

71. Omce carrier selection is made (by an average or small
customer) and the customér is not moving or dissatisfied, AT&T-C
does not believe it is Aecessary to provide information to such
customer regarding rier reselection.

72. It is aFp2 ent from the record in this proceeding that,
after initial carriér selection was completed, AT&T-C began
directing the majority of its marketing activities and budget to .
the retention of its larger business and industrial accounts, and
to attract back/some of the business that has been lost to
competing interexchange carriers.

73. 2Abgent a cost-benefit study demonstrating benefits over
costs of mayketing to the majority of AT&T-C’s customers, it
appears easonable for AT&T-C to seek an even greater marketing
allowance and use the bulk of these marketxng funds, provxded by a




A.85-11-029 ALJT/GA/It

for establishing marketing levels for future years than ﬁﬁe 1984
base period heretofore adopted.

76. Based on a balanced review of the overall/record in this
Phase XII proceedan, we have again determined that e $104,230,000
allowance for AT&T-C’s test year 1986 marketing activit;esﬁon a
total Califormia basis ($44.7 million on an zntrastate basis) is an
adequate amount of overall marketing expenseﬁ/és we had previously
determined and found reasonable in D.86—11-979;

77. AT&T=C should be directed to produce, better justification
in its next proceeding, that its marketing expenditures provide a
proven cost bhenefit to its small, averagé, and large use customers.
conclusions of Law

1. Notwithstanding DRA’s lead position for presenting
issues, the requirement for a showing of reasonableness for any and
all expenses under review in Phase/II of A.85-~11-029 should rest
fully with AT&T=C. |

2. AT&T’s reorganization, initiated in 1986, should cut
costs, improve the efficiency ahd the competitive position of
AT&T’s overall operations rog/%he future. :

3. DRA’s recommended $3.5 million reorganizatlon adjustment
should be proportionately xeduced to apply to the authorized rather
than budgeted marketing expenses for test yvear. Failure to do so
would have the effect of/édoptingla greater, $5.3 million
- adjustment, against the keting budget than the amount identified
by DRA. '

4. ATET=C cont ed that account inquiry, service orderx
entry, account mamntenance, and message investigation functions of
the customer serv:ce/and billing program were in place and used and
useful in Callzornma during test year 1986; therefore, the expenses
for these !unctzoné should be adopted for the test year. _

5. Message/toll (telecommunications) sexvice (MIS) billing,
MIS message progessing, MTS credit and collection, and MIS
remittance processing tunctxonsrof the customer service and b;ll;ng-
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broad base of small, medium, and large toll telephone customers, o
retain or expand AT&T-C’s base of large commercial and industrial
toll users in the face of mandated competition.

74. Witness Therrien on behalf of correctly pointed out
that AT&T-C failed, both in Phase I and Phase IX of this
proceeding, to provide evidence or a cogt-effectiveness study to
demonstrate that any part of its spending for marketing during test
vear 1986 was cost=justified or reasodhable, and that AT&T did not
and could not distinguish costs for/servicing existing customers
from those of marketing for new

75. From the widely diverggnt views of the parties in
Phase II of this proceeding, especially concerning the increased
cost expanded marketing effo undertaken in preparation for equal
‘access in 1985, and the reorganizations of AT&T for improved
efficiency and reductions of future costs, it would be difficult to
conclude that 1985 (as booked) was a more répresentative base year
for establishing marketind levels for test year 1986 and future
years than the 1984 base/ period heretofore adopted.

76. Based on a balanced review of the overall record in this
Phase II proceeding, have again determined that the $104,230,000
allowance for AT&T-C’A test year 1986 marketing activities on a
total Califormia bagis ($44.7 million on an intrastate basis) is an
adequate amount of overall marketing expenses as we had previously
determined and foyhd reasonable in D.86-11~079. _

77. AT&T-C/should be directed to produce better justification

eeding, that its marketing expenditures provide 2
proven cost befefit to its small, average, and large use customers.

78. As AL July 1, 1988 AT&T will have overcollected and
retained in parious accounts heretofore prescribed $118.5 million
in excess. ‘its.cutrently authorized cost of service adopted -
herein. . '
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program were not in service during test year 1986 and will not be
in service or used and useful until June 1988 ox/later; therefore,

tunctions should be excluded from AT&T-C’s Yest year results of
operations.

6. The DRA’s recommended test yeXr 1986 Califormia
intrastate disallowance of approximately $20.1 million and deferral
of all expenses associated with the/development and deployment of
AT&T’s customer service and billipg program, excepting for account
inquiry functions, is insupportaﬁie based on the record, which
demonstrated that certain other program functions were also used
and useful in AT&T-C’s Calif ia intrastate operations during all
ox paxt of 19867 thereroreg/bRA's recommendation should not be
3dopted.

7. The modest $5.7 million intrastate expense deferral for
its customer service and billing program urged in AT&T-C’s closzng
brief should not be adopted because it was not supported by a
record which demonstrxates that the LECs still perform significant -
amounts of work and incur large expenses for billing and collection
functions.

8. A $9.1 million intrastate expense deferral in an
: interest—beariﬁ@ memorandum account should be adopted since it
_represents a fgasonable recognition of what DRA reluctantly agrees
are used and/useful customer serxvice and billing functions
performed by AT&T-C in test year 1986, and giVen the need to
preclude 9ost duplication to AT&T-C’s customers for woxrk
-eoncurrently performed by the LECs during and well beyond the test
year.

. The overall advertising budget for AT&T-C’s test year
19861d§erations was adopted in Phase I of this proceeding by
D. 8%;11—079, and turther congideration of AT&T-C or AT&T-CH
adggrtlsmng issues zs beyond the scope of the limited rehearing
granted in D. 87-04—041.
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79. Further accrual of overcollections may be terminayed by
setting rates for AT&T-C’s California intrastate operatio
current cost of serxvice basis as adopted nereln. v,

80. Deter;oratxon of value of the overcollected

bearing memorandum account €O accrue interest at
month commercial paper rate to the date refunds

| 81. While the Commission does have the aughority to reduce
rates prospectzvely, to refund overceollectiony pursuant to PU Code
§ 453.5, it is preferable when practicable t4 refund the
overpayments by a one-time credit based orn/prior usage, and thus
maintain prospective rates on a current gost of service basis.

82. To require AT&T-C to researcy customer usage records from
March 1986 to the present to implemept a refund plan and thus
expend an estimated three million mén-hours and $90 million.doing
50, is unreasonable and impractic 1.

83. Recorded customer usagé data for the past three months is
maintained by the LECs and is gvailable as 2 basis for making
retrospective refunds based priox intrastate interLATA usage for
AT&T-C’s current customers and the costs associated with this
effort and estimated to be¢/modest in relation to the amount being
refunded. ‘

84. It is reasonable to require IECs, large business
customers and all cusfomers who may have used little or no
intrastate service
through June 30, 88 to develop their own claims for refunds, with
appropriate cal ations together with supporting bills, and
present this dcvumentat;on to AT&T-C for possible refunds of
overceollectioné during the period from March 1986 through June 30,
1988. |

8Ss. sent the receipt of a proper claim for refunds of any
prior ove ollectlons, it is reascnable to only regquire that ATST-C
issue a refund or credit for all prlor overcollections based on

s
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10. Sharing the cost of public relations expenses between
investors and ratepayers for providing timely, accurate;, and
consistent information to ratepayers and the general fpublic,
regarding changes in available services and to employees regarding
changes in corporate functions, direction and reorganization, on a
one-time basis after divestiture, is reasonable/;nd should be
adopted to the extent specified in this decision.

1l. DRA’s use of an alternative to its tradltional auditing
method, involving meetings with departmental representatives of
each NOMC department and then reviewing/examples of each
department’s outputs should be acceptdﬁ as reasonable in view of
the lack of availability of accounting records for spec;!zc NOMC
activities and functions.

12. Access charges, which are collected from ratepayers by
AT&T-C and then passed on to~the LECs, like taxes, should be
excluded from allocation ractors used for allocating general
sexrvices and home office expenses.

13. Direct assignment/$£ general services and home office

expenses wherever possible, on a specific project basis, is
preferable to any allocation method using representative factors
and should be adopted instead of functional allocatmons in future
rate proceedings. '

14. Amerxcan 1983 passed on to the then Bell System
Operating cOmpanle $10.4 nillion, representing approximately 11%
‘of the after taxe?/gain on the July 1, 1983 sale of its 195
Broadway headquipters building, including interest; AT&T~C should
be required to pass through to its California ratepayers the
properly allocated amount of the remaining 89% of the gaih on sale
of the 195 Broadway headquarters building based on contributions
made by thesé ratepavers through the predivestiture license
contract bétween PT&T and American.

15. /A requirement for Pacific Bell or its predecessor PT&T to
bear any additional pass~through expense of the AI&T‘ramaining

/
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data related to the intrastate service usage ¢f its customers
during the period of April 1 through June 30, 1988.

86. AT&T-C’s Advice Letter 97 proposing two major rat
adjustments over the next six months to offset prior
overcollections through prospective use is not reascnaple or
equitable, especially for customers who have reduced/their usage of
AT&4T-C’s intrastate services or have terminated s services.

87. It is not unreasonable to ask AT&T-C !
believe that they are entitled to a different/refund amount than
the standard three-month method provides, td submit their bhasis for
‘such claims, the calculations thereof, a the supporting bills
therefor. _ _

88. It is reasonable for AT&T-¢/teo deny claims for refunds
subnmitted to it without proper suppért and may instead provide a
standard refund credit in such cages, where applicable.

89. To require AT&T-C to yeport corporate reorxganizations or
headquarters operational expende changes which would result in
changes in expenses to Califgrnia operations of less than $100,000
would constitute an undue bdrden, and alternatively to require
lesser records of AT&T-C’g expenses and allocated costs would deny
the Commission staff the/opportunity for reasonable reviews of the
utility’s operations cgnsistent with future auditing requirements.

fully with AT&TSC.

2. AT&Y/s reorganization, initiated in 1986, should cut
costs, i - the efficiency and the competitive position of
AT&T’s overall operations. for the future.

3. RA’s recommended $3.5 million reorganization adjustment
should be proport;onately reduced to apply to the authorized rather
than budgeted marketing expenses for test year. Failure: to do- s¢ ‘
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(89%) gain on sale of the 195 Broadway building, as T=-C suggests
in its brief, would be unreascnable and should not ye adopted
herein, since neither of these entities ever recedved any portion
of the (893%) remaining gain on this transactig A

16. The ll-year amortization of the Western Electric
adjustment on the assets segregated to AT&T-C from PT&T at
divestiture (January 1, 1984) adopted herein represents a '
reasonable compromise between the interests of AT&T-C’S customers
and investors, and spreads this adjustment over the remaining
useful life of the property involved.

17. No excessive profit has’ been demonstrated on AT&T-C’s
purchases tromvTechnologies.d:fdgg the period of January 1, 1984
through the end of 1986, and/ o affiliated transaction adjustment
should be made on these purchases. ,

18. Limited reportin /with some supplemental record-keeping
on (post~1986) and future/ transactions between Technologies and
AT&T=~C, as heretotore‘diécussed, is reasonable and should be.
adopted. A ' ,

19. The investor-related and other services provided*by
Anerican Transtech th ATST should be adjusted to provide a return
on investment no grgater than that authorized for AT&T-C’s utility
operations.

20. The real business risk associated with the current work
Bell Labs perfo for AT&T’s telecommunications companies has not
been shown to be greater than that of the telecommunications
utilities themselves; therefore, no greater rate of return should
be ‘adopted ;ér Bell Labs than that authorized for AT&TI-C. _

21. The $300,000 adjustment to AT&T-C’s 1986 test year
intrastatd’expensesfto bring parity to the return on investment of
Bell La%;\with‘that of AT&T-C is the minimum reasonable adjustment
which gpuld and should be made in this proceeding.

_32. 0786-11-079 authorized an advertising expense allowance
of $22,393,000 for test year 1986, and no further issues were
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would have the effect of adopting a greater, $5.3 millien
adjustment, against the marketing budget than the amount fdentified
by DRA. '

4. AT&T-C confirmed that account inquiry, seryice order
entry, account maintenance, and message investigatifén functions of
the customer service and billing program were at/east partially in
place and used and useful in California during fest year 1986;
therefore, some expenses for these functions Ahould be adopted for
the test year. '

5. Message toll (telecommunications) service (MIS) billing,
MTS message processing, MTS credit and follection, and MIS
remittance processing functions of th¢ customer service and billing
program were not in service during {est year 1986 and will not be
in service or used and useful untifd June ‘1988 or later; therefore,
any and all expenses associated ¥ith the-development of these
functions should be excluded fpbm AT&T-C’s test year results of
operations. ’

6. The DRA’s recommended test year 1986 California
intrastate disallowance of/approximately $20.1 million and deferral
of all expenses associated with the development and deployment of
AT&T’s customer service /and billing program, excepting for account
inquiry functions, is insupportable based on the record, which
demonstrated that cepfain other program functions were also used
and useful in AT&T-¢’s California intrastate operations during all
or part of 1986; tlherefore, DRA’s recommendation should not be
adopted. ‘

7. The modest $5.7 million intrastate expense deferral for
its customer s'rvicerand billing program urged in AT&T-C’s closing
brief should fiot be adopted because it was not supported by a
record whiclf demonstrates that the LECs still perform significant
amounts of /Work and incur large expenses for billing and collection
functions B ' )
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raised in Phase II relative to AT&T-C’s 1986 advertiging budget;
therefore, the reasonableness of advertising exp%pégs should not be
" an issue for consideration in Phase II of A.85-31-029. _

23. Once interexchange telecommunicatioms carrier selection
is made by an average or small customer and the customer is not
moving or dissatisfied with service, AT&T-C does not and should not
spend menies to provide further information about carrier
reselection to that customer.

24. Given the widely divergent positions of the parties in
this proceeding, relative to the expanded marketing effort
undertaken by AT&T in 1985 in prepération for equal access
balloting, which drove up AT&T’s/marketing costs in 1985, and its
subsequent reorganizations wh%, were intended to improve
efficiency and reduce future costs, we should conclude that 1985
was not a representative base year and should not be adopted as a
base for establishing reasoéable marketing expenses for test year

. 1986. .

' 25. AT&T-C’s combited advertising and marketing allowance of
$126,623,000 represents $8.90 for each of the state’s total
estimated 14.2 millioy access lines for test year 1986. This
previously adopted amount should be reasonable and more than
adequate, when comparxed to the $67.5 million which equated to $5
for each of the estimated 13.5 million access lines in Califormia
found reasonable for test year 1984.

26. AT&T~C/should be required to produce better
justitication, its next rate proceeding or rate investigation,
that its ~as 5 located” marketing expendituxes provide a proven
cost beneritlpo'its.sméll, average, and large use customers, if it
wants its cggtomers to share such expenses.

27. Any future allocation of marketing expenses to AT&T-C’s
California/operations should be performed by direct assignment:
pased on need and benefit rather than on a percentage of revenue
basis as/used for this proceeding.
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8. A $9.1 million intrastate expense deferral in

concurrently performed by the LECs during and wg£ll beyond the test
year. _

9. The overall advertising budget foy AT&T-C’s test year
1986 operations was adopted in Phase I of is proceeding by
. D.86=-11~079, and further consideration of AT&T-C or AT&T=-CH
advertising issues is beyond the scope f the limited rehearing
granted in D.87-04-041.

10. Sharing the cost of publi¢ relations expenses between
investors and ratepayers for providing timely, accurate, and
consistent information to ratepayérs and the general public,
regarding changes in available gexvices and to employees regarding

changes in corporate functions/ direction and reorganization, on a
one~time basis after divestitire, is reasonable and should be
adopted to the extent specified in this decision. _
1l. DRA’s use of an Xlternative to its traditional auditing
method, involving meetingéd with departmental representatives of
each NOMC department and then reviewing examples of each
department’s outputs sphould be accepted as reasonable in view of
the lack of availabiZity of accounting records for specific NOMC
activities and fungtions. '
12.. arges, which are collected from ratepayers by
AT&T~C and then passed on to the LECs, like taxes, should bé
excluded from allocation factors used for allocating general
services and home o:fice‘expenses.
' 13. Diréct assignment of general services and home office
expenses. whefever possible, on a specific project basis, is
preferablé o~anyfallbcation method using representative factors
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QRDER

IT IS ORDERED that:

1. AT&T Communications of California, Inc.’s” (AT&T-C) test
year intrastate revenue requirement is reduced by’ $10.5 million
effective January 1, 1987, from the level adopted on an interim
basis in D.86-11-079, consistent with the preceding discussion and

_the adjustments adopted in this decision.

2. Within 20 days after the effective date of this oxrder,
AT&T-C shall file an advice letter in compliance with General Order
96-A, to eliminate the remainder of its existing surcharge, first
authorized by Ordering Paragraph 20 ot D.86=11=079, and adjust
its long distance (including co;n.fent), 800, WATS and pr;vate line '
service to produce an overall annual revenue reductxon, after
uncollectibles, of $10.5 million/én its California intrastate
operations effective ror-servzcé rendered on and after July 1,
1983 consxstent with Orderieé'Paragraph 1 above.

3. within 20 days after the effective date of this order,
AT&T-C shall file an advmce/letter in complzance with General Order
96~A, setting forth ‘its rezund plan in accordance with the
provisions of PU’Code Sact;on 453.5, for flowing through to its
customers on or before July 1, 1988 the access. charge and other
reductions in expgnses/it received, or will receive, as a result of
the following decisions: -

.D.azr12-067 Pacific Bell O.P.
D.§ﬂ~12-070 GTE California 0.P..
D.87-12-05 Pacific Bell 0.P. 3
D.87-10-088 VLTS (Tracking) 0.7. 2

/5-88-01-061 Tax Reduction Act 0.P. 12

[These decisions will result in available refunds of
/ . . .
approximately $100 million as of July 1, 1988.) AT&T-C shall also
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and should be adopted instead of functional allocafions in future
rate proceedings.

14. American in 1983 passed on to the thefh Bell Systen
Operating Companies $10.4 million, representihg approxlmately L1z
of the after taxes gain on the July 1, 1983/sale of its 195
Broadway headquarters building, including/interest; AT&T-C should
be required to pass through to its Califdrnia ratepayers the
properly allocated amount of the remaining 89% of the gain on sale
of the 195 Broadway'heidquartersnbuil ing based on contributions
made by these ratepayers through the/predivestiture license
contract between PT&YT and American.

i& Bell or its predecessor PT&T to
beay any additional pass-through expense of the ATET remaining
(89%) gain on sale. of the 195 Brpoadway building, as AT&T-C suggests
in its brief, would be unreaso le and should net be adopted
herexn, since neither of thesd entities ever received any portlon
of the (89%) remaining gain this transaction.

. 16. The ll-year amortization' of the Western Electric
adjustment on the assets sefregated to AT&T-C from PT&T at
divestiture (January 1, 1984) adopted herein represents a
reasonable compromise beyween the interests of AT&T~C’s customers
and investors, and spreids this adjustment over the remaining
useful life of the proberty involved.

17. No excessiYe profit has been demonstrated on AT&T-C’s
purchases from Techrologies during the period of January 1, 1984
through the end ©f/ 1986, and no affiliated transaction adjustment
should be made oy these purchases. &

18. Limited reporting with some’supplemental record-keeping
on (post-1986) d future transactions between Technologies and
AT&4T-C, as herxetofore discussed, is reasonable and should be
adopted.

19. fThfe investor-related and other services provided by
American TYanstech to AT&T should be adjusted to provide a return
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include in this refund plan the amount held subject to refund, due
to the reduced revenue requirement adopted in this decision,
computed from January 1, 1987 to the date of the refun pursuant to
Ordering Paragraph 18 of D.86-11-079 [estimated to‘ég/gls.sqmillion
at July 1, 1988]. In addition, AT&T-C shall also’}nclude~in this
refund plan other identifiable amounts which become available for
refund by July 1, 1988.

Interested parties are asked, during the
comment period for review of the ALJ’s proposed
decision, to specifically address/their
comments or concerns regarding the provisions
of Ordering Paragraphs 2 and 3 Aabove and
whether these directives fulfilll the
requirements of PU Code § 453.5. Specifically,
in Kenneth Cory v Public ULiliti Lssd

et al:, (1983) .33 C 3xd 527/ the California
Supreme Court, citing its/earlier opinion in

(1979) 24 Cal. 3d 836, stated:

"Wwhere the section/applies, ‘”refunds” which
N are ordered ~distributed” by the _
commission must /e allocated according to
the statutory formula: present customers
(except for small residential users) must
be compensated on the basis of their prior
usage to which the refund corresponds, and,
where practical, prior customers must also
participate to the extent of the
overcharges which they previously paid.’
(Citationw omitted.] The court reasoned
that refunds of rebates are ordered by the
commission ‘to be “distributed” whenever it
dire their final disposition, thereby
dividing and apportioning them.’ ([Citation
omitted.] We also noted that the ‘general
feagibility of reimbursing many [present
and’ prior] customers in strict accordance
with their actual overpayments is
demonstrated by past refund plans.’”
Citation omitted.]

4. A?fT-C*shall'include with the Commission’s copiés of the
advice letter filings, described in Ordering Paragraphs 2 and 3
above, supporting workpapers setting forth the calculations for

<
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on investment no greater than that authorized for AT&T-C’s utility
operatiéns.

20. The real business risk associated with/the current work
Bell lLabs performs for AT&T’s telecommunicatiops companies has not
been shown to be greater than that of the telécommunications
utilities themselves: therefore, no greater/rate of return should
be adopted for Bell Labs than that authorized for AT&T-C. '

2. The $300,000 adjustment to ATHL-C’s 1986 test year
intrastate expenses to bring parity to/the return on investment of
Bell Labs with that of AT&T-C is the Mminimum reasonable adjustment
which could and should be made in this proceeding.

22. D.86-11~-079 authorized ah advertising expense allowance
of $22,393,000 for test year 1986, and no further issues were
raised in Phase II relative to AT&T-C’s 1986 advertising budget;
therefore, the reasonableness /of advertlsing expenses should not be
an issue for consideration iy Phase II of A.85~11-029.

23. Once interexchangg telecommunications carrier selection
is made by an average or 1l customer and the customer is not
moving or dissatisfied wi sexrvice, AT&T~C does not and should not
spend monies to provide further information about carrier
reselection to. that

24. Given the wjdely divergent positions of the parties in
this proceeding, relative to the expanded marketing effort
undertaken by ATLT 1985 in preparation for equal access
balloting, which grove up AT&T’s marketing costs in 1985, and its
subsequent reorginizations which were intended to improve
efficiency and feduce future costs, we should conclude that 1985
was not a représentative base year and should not be adopted as a
base for est lishing reasonable marketing expenses for test year
1986. ‘

25. &T~C’s combined advertising and marketing allowance of
$126,623 000 represents $8.90 for each of the state’s total
estimatéd 14-2“million‘access lines for test year 1986. This
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each of the rate changes and resulting rate reduction components .
and the overall rate reduction, as well as for/the development of
the amount to. be refunded on July 1, 1988.

5. In addition to the requirement specified in Ordering
Paragraph 3 of D.86-11-079, AT&T-C shall/, in future rate
proceedings, develop a cost/benefit justification showing that its
marketing expenditures provide a proven cost/benefit to its small,
medium, or large use customers.

6. Since this order resolves all 1986 test year issues held
open in Ordering Paragraphs 2, '%, and 18 of D.86-11-079, this
matter is closed.

7. AT&T=C shall file copies of the reports, as set forth in -
Appendix D, to the addres§ges specified. This reporting
requirement [except for those reports required by General Oxder 104
and the monthly earnings’ reports provided pursuant to Ordering
Paragraph 8 of D. 85-03%656 and General Orxrder 65-A, and the record
retention requlrements.of General Order 28-A] shall terminate upon
subnission of the ngorts for calendar year 1992, to be filed on or
before March 31, 1993, unless earlier modified, extended, or
discontinued by tuxther order of this Commission.

This order is effective today.
Dated/ ' ( , at San Francisco, Califormia.
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previocusly adopted amount should be reasonable and more than
adequate, when compared to the $67.5 million which equaked to $5
for each of the estimated 13.5 million access dines~ir California
found reasconable for test year 1984.

26. AT&T-C should be required to produce begtter
justification, in its next rate proceeding or péte investigation,
that its ”as allocated” marketing expenditured provide a proven
cost benefit to its small, average, and large use customers, if it
wants its customers to share such expenseg.

27. Any future allocation of marketing expenses to AT&T-C’s
California operations should be perforfed by direct assignment
based on need and benefit rather thafl on a percentage of revenue
basis as used for this proceeding.

‘ '28. AT&T-C should be oxderef to reduce its intrastate rateés
to eliminate any further overcodlections in existing memorandum
accounts established to track Aaccess charges, TLIS tracking, and
Tax-Reauctiop Act revisions ¥y D.87-12-067, D.87-12-070,
D.87-12-051, D:87-10-088, d D.88-01-061, and to bring its rates
to the cost of service leyel adopted herein.

'26. AT&T-C should ¥e ordered to place $118.5 million in
overcollected amounts of July 1, 1988 into an interest bearing
memorandun account to/accrue interest at the average three-month
commercial paper raté until refunds are made according to the
method set forth herein.

30. AT&T-C’g Advice Lettex '97 reducing prospective rates
below current cofts of service, in lieu of refunds based on prior
use, should be fejected.

31. A refrospective refund plan to return AT&T-C’s.
overcollections with interest using. recorded usage data for the
past three ponths is reasonable, practicable and cost effective and
should be dopted. ' l

32. The retrospective refund method used to return
overcollections to customers based on their recorded prior use for
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a specific period of time is preferable to prospectjife rate
reduction based on future use to reduce overcollegtions by future
use at less than cost of service rates and more/fully meets the
spirit and intent of PU Code § 453.5 and shou}d therefore be
adopted in this proceeding.

33. Within 30 days after the effectjde date of this order,
AT&T-C should be required to submit a r¢fund plan, consistent with
the discussion, findings, and conclusiéns adopted herein to return
the overcollections with interest to/its current and prior
customers. - '

34. Customers claiming refunds for prior use on other than
the basis set forth as the norpil three~month recorded usage periocd
herein should be required to Yresent calculations of the refund and
the supporting billing data
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QRDER

IT IS ORDERED that:

1. AT&T COmmunica:ions of California, Inc.’s (ARLT-C) test
year intrastate revenue requirement is reduced by $12.4 million
effective January 1, 1987, from the level adopted &n an interim
basis in D.86-11-079, consistent with the preceding discussion and
the adjustments ﬁdopted in this decision.

2. within 10 days after the effective/date of this order,
AT&T-C shall file an advice letter in compXiance with General Orderx
96-2, to eliminate the remainder of its #xisting surcharge, first
authorized by Ordering Paragraph 20 of/D.86-11-079, and adjust its
long distance (including coin sent), /800, WAIS and private line
service to produce an overall annuadl revenue réduction, after
uncollectibles, of $10.4 million gn its California 1ntrastate
operations effective for service/rendered on and after July 1,
1988, consistent with Ordering /Paragraph 1 above. This Advice
Letter shall further reduce iftrastate rates by approximately an
additional $163.6 million
terminate any further overgbllections resulting from the rate
changes authorized by the/following prior decisions effective
July 1, 1988.

o Pacific Bell 0.P. 35 & 38
GTE California o.P. 1 & 2
Pacific Bell " 0.P. 3
ULTS (Tracking) 0.P. 2
Tax Reduction Act 0.P. 1A

3. Effecfive July 1, 1988 AT&T-C shall place $118.9 millien
in overcollections estimated to that date,’ resulting from the.priox
decisions listed in Ordering Paragraph 2 above, coupled with the .

ice developed by this ordexr, into an znterest-bearlng
nemorandum account to accrue interest at the average three—month
commexcial paper rate as publ;shed in the Federal Reserve Bulletin

v/
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until phis arcunt with interest is refunded to its prior customers
in-full, in accordance with the provisions of decisiop. In
addition AT&T-C shall include in this memorandum acgbunt other
identifiable amounts which become available for refund by 'July 1,
1988. |

4. Within 30 days after the effective ¢ate of this order
AT&T-C shall file a refund plan to flow throdgh, with interest, on
or before November 1, 1988 a one=time-credit to monthly bills, or
refund to pre~July 1988 customers of recgkrd. This refund plan
shall ke consistent with the narxrrative Aiscussion, findings and
conclusions of this order and shall iyiclude the access charge and
other reductions in expenses it received, or will receive as a
result of this order and the decisions noted in Ordering

Paragraph 2 above. ' o

: 5. AT&T-C shall utilize f¥he April 1 through June 30, 1988
pPeriod of intrastate usage foy computing the available refunds with
interest to its customers of record during that period and will use
90% of the funds in the memdrandum. account described in Ordering
Paragraph 3 above for thig standard refund offer.

6. ATET-C shall \
memorandum accound des ribed in Ordering Paragraph 3 above. for use
in response to fully/supported claims for non-standard refunds by
customers who had l{ttle use of AT&T-C’s intrastate services during
the April 1 through June 30, 1988 period or who had terminated
their AT&T-C sexfice during that or a prior period, but were
customers of AZ&T-C during at least a part of the period from
March 1, 1986/through June 30, 1988 and who present a valid and
fully suppo ed claim for a refund.

s or the'provision of the standard refund credit on the
customers monthly bill whichever occurs earlier.
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8. AT&T-C shall take all steps practicable to complete the

19§8.

9.
after completing the distribution of the non-stangérd refunds and
earlier standard bill credits/or refunds shall distributed
equally teo all of AT&T-C’s customers of record during the month of
February 1989, as a minor credit to their telephone bills.

10. Returned checks, if any, relativ¥e to this refund plan,
after reasonable attempts to locate the/lawful recipient, shall be
dealt with in accordance with the lawg of the State of California.

" 11. The notice or notices necgSsary to perfect this
retrospective refund plan shall be/drafted by AT&T-C and
coordinated with the Commission dvisory and Compliance Division.
At least one notice of this ref(nd plan shall be included with a
given monthly bill to all cusfomers of ‘all Local Exchange Companies
operating in California, whether or not those customers are
customers of AT&T-C. -

12. On or before Ap{il 30, 1989 AT&T-C shall:

File an oyAginal and 12 copies of a report
setting TOrth the results of its full
compli e with this refund plan, with the
Commisgion’s Docket Office in San

Enclose a letter of transmittal stating
thig proceeding and decision numbers, and

Aftach a certificate of sexrvice teo the
ansmittal letter showing service of the
ocument by mail upon all parties to this
proceeding.

3. T COmmission'Advisory and Compliance Division is
responsible for reviewing AT&T-C’s draft refund plan and notices
therefor ahd AT&LT-C shall direct all corxrespondence and supporting
documentation regarding’the plan to the Director of that division. -
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14. AT&T~C shall include with the Commission’s copfies of the
advice letter filing and refund plan, described in Opdering
Paragraphs 2 and 4 above, supporting workpapers se ing forth the
calculations for each of the rate changes and regllting rate
reduction components and the overall rate redygtion, as well as for
the development of the amount to be set asigé for refunds on
July 1, 1988.

18. AT&T-C’s Advice Letter #97 whiéh proposes an alternative
refund plan for its overcollections nof adopted by this Commission
is no longer needed and is hexeby rejected today.

16. In addition to the requiXement specified in Ordermng
Paragraph 3 of D.86-11-079, AT&T/C shall, in future rate
proceedmngs, develop a cost/bepefit justlflcation showing that its
market;ng expendltures providé a proven cost/benefit to its small :
medlum, or large use customgrs.

17. ' Since this ordey  resolves all 1986 test year issues held
cpen in Ordering Paragr hs 2, 15, and 18 of D.86-11-079, this '
matter is closed.-:
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audit hold-back of $15.1 million ($5.8 million on an intrastate
basis) with no adjustments to its intrastate rate base. X
request, if approved, would raise AT&T~C’s int;astagé reévenue
requirement for test year 1986 by $22.6 million as se¥ forth in the
following table. o

The figures contained in the ~“Compariser of Adjustments”
and Appendix C tables are rounded to the nearesty/$100,000 in
accordance with the rounding practice used in ».86-11-079.
Therefore, it follows that occasionally the dollar amount set forth
in the summary tables may be $100,000 highet or lower than the
adopted result in any given section of

These roundinq changes tend

(U.S. Sprint).
These commefts have been received and carefully
Technical changes and corrections of

extensive reargument of the parties’ positions and merely

supplemented the arguments previously briefed by AT&T-C and DRA,

especially/as pertain to marketing, customer service and billing,
le of the 195 Broadway property in the AT&T-C comments,
lesser extent customer service and billing in the DRA

.
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comments. In accordance with the Rules; we have neot considered
such rearguments in ouxr deliberations.

A new Section XII is included in this final opder which
covers the matter of refunds of overcollections by AT&T-C. This
new section considers and incorporates what we beliefe is the
appropriate method of returning, in the form of re¢funds, certain
overcollections accrued by AT&T-C over approximately the last two
years. We hereby express our thanks to the copimenting parties who
all responded to the assigred ALJ’s request for comments and
expressions of concerns on the subject of funds. We have used
the comments and concerns received in the/preparation of Section

XII of this oxder. :
‘ on June 8, 1988 the assigned/ALT received the ~Late-Filed
Reply Comments” of AT&T-C, DRA, MCI,/U.S. Sprint, and TURN. These
late-filed reply comments were car¢fully rev;ewed consxdered by
the Commzssxon, and incorporated Ahere necessary in this decision.
Comxents recelved‘by,the ALY affer June 8, 1988 were not available
in time for incorporaﬁion inty/ this order.
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ATAT COMMUNICATIONS OF CALIFORNIA
Comparyson of Adjustaents
Phase II/A.35-11-029
Test Year 1984
{Thousands of Dollars)

Intfastate

)
)

ORA - ATAT~CE  Adootag | DRA / ATET=CT  Adoptad
Exh. 243 Positien 1 Exh, 243 Posilien
El
4

=————e Total Company meme REv, (8q, Sf78¢L mem=

DRA  ATET-CR  Adoonad

' Exh. 243 Position
OPERATING EXPENSES

Pudlic Relacions $2,900 - 31,700
Reorganization 3,600 2,300
Allocation lass Rev, 11,100 0
Allocation less Access & Rev, 5,200 5,000
8illing- ¥ Collection. 19,100 - 46 A00
Corp. Headguatars : .

ATAT=HQ 7,100 4,600

§ayn on 199 Broagway 2,300 9
ATET Tech. - . 2,700 1,000
Auerican Transtach 200 200
R&D & Fund. Resmarch 960 300.
Marketing, ' 0 3 0

$1.100
1.500

0 $600
¢

4,700 0 0
o,
0

1,000

2,100 2,000
20,100 9,100
2,800

$00
1,200

0 1,800
0
]

100 0 190
0
0

0
500 0
)
300 300 9.
0 (18,000) 0 {17,100)

Suototals b/4 audit adj. 115,100 '61.300 34,800 (18.000). 15,400 34,600 (17,100) 16,000

b
3

5,500 5,50 5,50

&

Total Expensa Acjustasnts 100000 (54,800) 46,700 | 29,000 (25,800) 9,400

16 Total Rav. Req. Effect 29,100 (22,600) 10,500

* " RATE BASE

17 ATST Tech. Calif. 9,500 10,300
18 Gain on.195 Broadway ‘ 5,900 - 5,200

3,800
2,300

i
'
L)
1
¢
t
[}
+
]
i
[]
]
i
1
]
1
1}
[]
1
'
[
]
1
t
+
L]
[}
)
[}
t
!
]
)
1
¥
]
t
]
}
!
¥
)
[}
]
]
]
'
L]
»
3
)
i
L]
[}
1
1]
1
]
)
]
[}
[}
1
]
'
+

i
'
)
'
'
'
'
!
t
|
'
'
i
'
'
!
-
[}
'
'
'
' ' )
LESS: Audit ad), in 0.86-11-079 IS,.U}U 15,100 5,800 5,800 5,800
. . '
'
i
|
1
[N
i
1
1
'
'
t
'
1
'
'

19 Total Rate 3ase Adjustaents . 15,400 - 15,500 6,100 =

S s set forth in ATLT=C’s Opening and Closing Srisfs.
.() Dsnotes increass in expenses or revenus raquiresent.
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18. AT&Y~-C shall file copies of the reporys, as set forth in
Appendix D, to the addressees specified. Thi reporting ‘
requirement [except for those reports requirxed by General Order 104
and the monthly earnings reports provided ursuant to Ordering
Paragraph & of D.85-03-056 and General Okder 65-A, and the record
retention requirements of General Ordet 28-A] shall terminate upon
subnission of the reports for calenddr year 1992, to be filed on or
before March 31, 1993, unless earlier modified, extended, or
discontinued by further order of/zhis Commission. Should the
Commission grant pricing flexilility to AT&T-C in its A.87-10-039,
modifications to these requiréments may be appropriate eaxlier.
Parties are directed to disguss the appropriate nature of such
modifications in A.87-10-089.

This order is. ££ect1ve today.
Dated’ JUN'l 1983 , at San Francisco, California.

o C " President’
I will file a wriften dissent. . " "‘DONALD. V'IAL ‘

| . . FREDERICK R. DUDA -
PREDERICK R. DUDA %&ngm Z
ommissioner ) o C




A.85-11-029 ALJ/GA/jt

APPENDIX A
Page 1

Specat;c AI&T‘Corporate Headquayters
Y | LXpense ..-- PWEC o =

(As TIdentified by ATAT Witness ConrAd J. Ankiel)

Functional Activity Deséription of Acti

v ini i Geneyal Administration of ATS&T
ExXpenses [Partial , (ingluding AT&T-C) == salaries and
Disallowance] expenses incurred by the senior

eyecutives and their support staffs.

II _Public Relati E

Media Relations Conducting of press relations with
national media in New York and
Wash;ngton by respondlng to press
inquiries and distributing infor-
mation to the press.

EPCOT/INFOQUEST and . Project expenses associated with
Related Administration » EPCOT and INFOQUEST.

Corporate Arxrchives and Maintenance and administration of
Information Resources the Corporate Archives/Provision of
support services involving research,
e.g. analysis of syndicated research
data, periodical research, and
deriving information from various
available computer data bases.

Customer Satisfagtion Advertising campaign to inform

Advertising selected constituencies of AT&T’s
dedication to satisfying customer’s
information/communications needs --
ads include AT&T Communications
personages, long distance service
reference, etc.

Ethnic Advertising Advertising campaign directed toward
Black and Hispanic audiences/
Ads build on the customer satisfac-
tion campaign.

Thought' Leader Advertising Advertising campaign directed at
_ wvitally important constituencies,
e.g. leaders of the business/
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Corporate Advertising
Administration

Advertising Liaison and
Coordination

chporaﬁe PR Strategies
and Information

Public Relations $
Activities
Corporate Exhibiys

Corporate Undgerwriting
Administration

Cultural /Programs

financial co
communicates

ate the company’
role in communication and
informatdion services.

Adninyster the development and
implelmentation of advertising
programs to ensure that advertising
effectively meets customer needs.

oordination of advertising plans
and media schedules for the AT&T
entities/lines of business (LOB) so
that consistent, cohesive and cost
effective advertising is created
which delivers intended messages to
respective target audiences.

Establishment of AT&T’s public re-
lations strategic planning --
Identm!mcatlon and analysis of
critical issues of significance to
AT&T entities/LOBs.

Monitoring and assessing AT&T PR
activities through surveys,
questionnaires, etc.

Development and management of
exhibits for special AT&T Corporate
events such as shareowner meetings,
community events, etc.

Administration of corporate under-
writing.

Underwriting #The MacNeil/Lehrex
NewsHour.”

Sponsorship of quallty arts
prograns..
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E ! ] ] E ! L] k) !
Corporate Identity

Community and
Educational Relations

IIXI Legal

Joint Venture, Mergers
and Acquisitions

.

IV _Gorporate Finance
and Accountindg

Cash Management

Tax Planning and

Compliance - “Non-UtAlity”

Data Systems Planning/
Information Movement

Assure compliance throughout the
entire corporation with all of the
elements and yequirements of the
Corporate Idgntity Program.

Community And educational relations

includingt serving as a clearing
the exchange of community

and edptational information:; inter-

. facing with consumer organizations

er public constituencies:; and
fulfilling corporate responsi-
bilities to charitable, educational
cultural organizations.

Service rendered in connection with .
legal matters relating to acquisi-
tions, mergers and/or joint
ventures. '

Management of the ATA4T pool of funds
and temporary investments.

Perform strategic and operational
tax planning and research for non-
utility tax matters, e.g. Federal
withholding matters, state/local
income taxes, property taxes,
business and occupation taxes,
capital stock taxes, sales/use
taxes, net worth taxes and foreign
taxes. '

Guide the activities of AT&T data
systens development and support

groups.

Provide the financial analysis-
function. .
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P ional Activis

Business Planning and Manage the AT&T planning process =-
Analysis Prepare the schedule and guidelines
_ - for husifess plan submission,
analyze financial view data
provided, and produce the AT&T
consolidated view of business plans.

AT&T Investor Relations Mairtain contacts with investors and
financial community.

Internal Audits CH

Corporate Headquarters and report
results to management. ‘

Joinf Ventures Represent the Finance Department in
joint venture/merger/acquisition
activity. , ‘

Corporate Financing " Provide goals, ocbjectives and
policies relating to capital
markets, cost of capital, capital
formation alternatives, and the
impact of external factors on AT&T
earnings and financing.

AT&T Foundation Provide financial administr&tive
support for the AT&T Foundation.

Development of integrated corporate
plans including analyses and
recommendations for the Office of
the Chairman on business plans and
corporate development options.

Provision of analytical models and
analytical techniques associated
with AT&T strategies. ‘
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F {onal Activi

Venture Technologies _ .
identificatign, nurxturing and
inplementation of internal ventures.

Corporate Communications
corporate communications policy and
objectives.

(Source: Ex. 236, Attachmgnt C, Sheets 1-6.)

(END OF APPENDIX A)
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Glossary of Acronymns

A. | Application
ALT Administrative Lay Judge

American , American Telephdgne and Telegraph Company
(Predivestituxe predecessor of ATAT)

AT&TS AT&T Corporafion (Parent)

A:I‘&TCommunications1

ATaT-ct

ATET-CHT

AreTIst B APAT Information Systems, Inc.

BOP udget Decision Package

Bell Labs; : AT&T Bell Laboratories, Inc.

. (Called Bell Telephone Laboratorles, Inc.
before d;vestzture)
Case
Commission Advisory and Compliance
Division of the California Public
Dtilities Commission
Customer reselection of interexchange
carriers after equal access initial
selection was first made.
Closing Brief |
consumex Przce Index

Decision

1 See Summary of Decxsmon section of this order for zurther
" details of AT&T’s organizational structure.
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Division of Ratgpayer Advocates of the
California PubYic Utilities Commission

Evaluation apd Compliance D1v151on
(Predecessoy of CACD)

Exhib;t

Federal Communications Commission

Female/Minority Business Enterprises

Inteyexchange carrier (such as AT&T-C,

Allyet, Execulines, Inc., MCL, Starnet,
. Sprint, Western Union, and others)

cal Access and Transport Area

Local Exchange Company (One of the 22

telephone companies who provide local

exchange and intralATA telephone service

in Californ