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FINAL OPINION
(LICENSE CONTRACT -ISSUES)

T. INTRODUCTION

In this opinion we resolve issues relative to the Bell
System license contract. The basic question before us is: How
mich of the sums paid by The Pacific Telephone and Telegraph Company
(Pacific) %o the American Telephone and Telegraph Company (AT&T)
under the licemse contract are reasonably and properly charged to
the ratepayer?

Application No. 55492 is an application for gemeral rate
relief. TCase No. 1000l is an investigation into Pacific's rates
and practices which has been consolidated with Application No. 55492
since its inception. We have already issued our basic rate order
in this proceeding (Decision No. 88232 dated December 13, 1977,

CPUC _ )« (Writ denied.) The rates prescribded in
vhat decision are subject %o refund pending our fimal determination
of license contract issues, and other matiers.

1/ Interstate-intrastate separation of toll revenues, which is the
subject of separate hearings in this proceeding, and certain tax
issues which are the subject of other proceedings.
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, Certain license contract issues were decided in Decision

No. 88232 for rate-setting purposes at that time. Insofar as additiomal
evidence on these points was offered during the hearings specifically
devoted to license contract problems, these subjects will be reexamined.
Hearings devoted exclusively to licemse contract issues were held before
Administrative Law Judge Domald C. Mearey on various dates from

October 26, 1977 to April 19, 1978. Finzl briefs were submitted in
September 1978,

: The evidence and testimony are voluminous. Notwithstanding
the impertance of the subject mattexr, the descriptionms of the isgsues,
the evidence, and the contentions of the parties must be acutely
truncated if this decision is to be kept to reasomable length., Tables,
charts, and quotations will be employed only when esseatial, but
references to the exhibits, the testimony, and the arguments will be
given in sufficient detail for anyome wishing to understand the subject
in greater depth than can be presented within this opinion.

I1. GENERAL PRINCIPLES AND 1EGAL ISSUES
A. Bistory of the License Contract

AT&T is the parent company of the Bell System, which comsists
of 23 operating telephome comparnies (0TICs) sexving all or part of every
state but Hawaii and Alaska. All but four of the OTCs are wholly
owned by AT&T. ATS&T owns approximately 90 percent of Pacific's common
stock. AT&T also owns the Western Electric Company (Western Electric).
AT&T and Western Electric jointly own Bell Telephome Laboratories (Bell

labs). AT&T's Long Lines Department manages the interstate network for
the Bell System.
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Ever since the early years of this century it has been AT&T's
decision to centralize reseazch and certain services. The first
license contract containing provisions similar to the present comntract
was signed in 1918. The presemt license contract provides that AT&T
will furnish the OTCs advice and assistance on matters pertaining to the
telephone business, and will prosecute continuously fundamental research,
investigarion and experimentation in telecommmications, making the
benefits of such research available to the 0TCs. Prior to October 1,
1974, the licensee companiesg/ paid one percent of their adjusted
revenues for services on the contract. Since then the payment has been
. determined by an annual AT&T study of license contract costs which
allocates the payments on a monthly dasis among the 0TCs (Exhibit 286,
Chapter 1). .

In counection with the license comtract generally, one of
the Commission's concerns has been the rapid growth of Pacific's payment
under the contract: )

THE PACIFIC TELEPHONE AND TELEGRATE COMPANY

License Contract Expeanse Account No. 674
1965 - 1976

Account Percentage Yearly
No. 674 Increase

$12,202,646
137281.993 8.85%
14,292,557 7.61

. 15,586,876 9.06
17.757.434 13.93
19,091,445 7.51
20,357, 44 6.63
21,846,035 7.31
24,667,386 12.91
29.633,116 20.13
46,657,254 57.45
59,268,295 27.03

2/ The 0ICs in the United States plus Bell of Canada. In January 1975,
AT&T disposed of the remainder of its Bell of Canada stock and the
Canadian company is no longer a licemse comtract signatory. An
allocation is also made to AT&T's Long Lines Depa,umen* (see Exhibdit

73).
-l
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The above figures are from Table 1A of Exhibit 286, which was prepared
before the recorded 1977 figure for Account No. 674 was available. We
take notice that this recoxrded figure, now on f£ile with us, indicates
Pacific's 1977 license contract payment as $69,411,000, a 14.61 percent
inerease over 1976. TFor 1977 this amounts to 2.08 percent of Pacific's
operating expenses, including taxes.

B. Prior Rate Treatment of the license Contract

A brief summary of our prior declsionms on this subject
appears in Exhibit 286, Chapter 1, As mentioned in Decision No. 88232
(slip opinion, p. 71), our license contract adjustment now consists of
(1) a 6.04 pexcent factor applied to adjust the license contract
expense downward to cover what is deemed "identifiable" investor
related expenses, and (2) a 7.25 percent downward adjustment, deemed
to eliminate "unidentifiable” investor related expenses from operating
expenses ultimately charged to the xatepayer.

These pexcentage adjustments, particularly the latter, were
applied in the absence of a detailed study of all phases of the license
contract. In this proceeding, two staff witmesses, Lloyd M. Humphrey
and Thomas J. O'Rourke, both CPAs, completed a two-year study which
included several field trips to Bell Labg, Western Electric, and AT&T
in the New York metxopolitan area. Pacific and the other parties were
offered the opportumity to present complete evidence on licemse contract
payments by Pacific. '

As will be apparent f£rom the evidence, no stu&y on 2 subject
this complex can ever unravel all its details., Nevertheless, we now
have specific evidence om all general areas for which license contract
funds are used. Therefore, after we make whatever adjustments are
warranted by the evidemce, the ratiomale for the percentage adjustments
mentioned above is no longer present. These adjustments will be
eliminated.
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C. General Theories and Considerations

In order to formulate our objectives clearly, we will discgss
generally the theories and contentions of the various active partiesi/
before procceding to a detailed discussion of the evidence on ecach ./’//
specific area in which license contract funds are expended.

The staff recommends disallowance of that part of license
contract funds used by AT&T for investor related purposes. These
recommended disallowances are separate from the staff's "product related"”
disallowances. Pacific does not contest that expenses of benefit to
the stockholder and not the ratepayer should be disallowed, but disagrees

as to the staff's application ¢f this principle to many irems.

Regarding product-oriented use of license contract funds, che
staff's premise is that cost of product development is properly chargeable
L0 Westexrn Electric and not to the ratepayers of the O0TCs via the license
contract. This theory applies whether the funds are chammeled to Bell Labs
or one of AT&T's departments. The staff argues that it is unreasonable to
make Pacific’'s ratepayers foot the bill foxr the development of products
which will compete with those manufactured by non-Eell System companies.
Such companies, noC having access Lo a similar source of funds, must add
research and development costs to the product itself, Price comparisons
are thus distorted in favor of Western Electrie, The staff believes it
is our duty under Northern Czlifornia Power Agency v PUC (1971) 5 Cal
3d 370, 96 Cal Rptr 18, and other cases cited in the staff's opening
brief, to stop license contract funds from being used to create such an
economic advantage in favor of Western Electric (see, generally, the
staff’'s opening brief and staff Exhidits 285 and 286).

The analysis of the staff witnesses, therefore, attempts not
only to identify investor related expenditures, but also funds used for
"product related" purposes., The staff's analysis is supported by
Interconnect and Compath.

3/ Pacific, the Commission staff, Toward Utility Rate Normalization
(TURN), California Intercomnect Association (Iaterconnect) and
Compath. Although others requested to be listed as interested
parties (see appearance list) only counsel for the cities of
Los Angeles, San Diego, and San Francisco atvtended on certain
days and did notv file briefs. An attorney attended certain hearinzsu///
on behalf of Bell Labs but did not reguest to enter an appearance.

-6
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Pacific argues, inter alia, that the staff's recommendation
is wrong as a matter of law, pointing out that we are without power to,
"revise the contractual relationships within the Bell System' and that
the extent of our jurisdiction as to licensc contract payments is limited
to the disallowance of unreasomable expenses. (Pacific Tel, & Tel. Co. v
POC (1950) 34 C 2d 822; 215 P 2d 441; see discussion, Pacific's
opening brief, pp. 8-13.) .

We must analyze these contentions keeping in mind our
objectives in this proceeding. Application No. 55492 is a rate increase
application; Case No. 10001 is an investigation into Pacific's rates,
tariffs, and practices. The license contract account, howevex
controversial it may be, is still ome account of many in Pacific's
results of operations for the test year in this proceeding.

,Ouxr purpose here, regarding the licemse contract, is the same
as it was in dealing with the "Western Electric adjustment": to
scrutinize payments between affiliates and to disallow such payments to
the extent that they primarily benefit the parent corporation and its
stockholders rather than the subsidiary utility and its ratepayers (cf.
Pacific Tel. & Tel. Co. v PUC (1965) 62 C 2d 634, 6€59-662; 44 Cal Rprr
1). '

We thus agree with the staff that Pacific's ratepayers should
not be forced to pay for the development of Westerm Electric products
designed to compete with those manufactured by other companies. We recog-
nize that a high level of usage ol Western Electric terxinal equipment with-
iz Pacific’s service area increases revenues to Pacific, possibly benefiting
the ratepayer by forestalling the need for a rate increase, but to the
extent that we afford Western Electric a source of Eapital through
funding by way of Pacific's rates (regardless of whether Western Electric's
pricing policies are reasomable or unreasonable), the real direct
beneficiaries are Western Electric itself and the AT&T stockholder.
Allowing Westexn Electric such "captive" funding is inimical to our
responsibility to determine proper operating expense levels and to set
rates based upon such determination.




. . .
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We disagree with the staff's position tgo the extent that
it suggests our respomsibility is the regulation of Western Electric's
prices (as distinguished £rom Pacific's rates). Pacific is correct that
we cannot revise the Bell System's corporate relationships, Our task
is to determine how mmch of Accowmt 674, license contract expenditures,
should be charged to the ratepaver so that we mavy ascertain Pacific's
revenue reguirement and set Califormia intrastate rates at correct
levels. It is not our direct objective to force the Bell System to
"make meaningful price comparisoms' or to assure independent manufacturers
that Western Electric prices are computed on the same basis as those of
the Independents.

When dealing with actual rates, of course, and wben we have
direct pricing evidence before us,é/ we may directly fulfill our
responsibilities under Northern California Power Agemcy v PUC, supra,
by seeking to eliminate subsidized rates in the "competitive area" which
tend to discriminate against a competitive supplier. If our determination
on the total license contract payment which should be allowed for
ratemaking purposes also assists in preventing anticompetitive pricing,
so mach the better, but we must recognize that we have no jurisdiction
to order Western Electric to change its pricing policies. Noxr, &t least
in the absence of financial emergency, of which there is no evidence,él

4/ See, for example, Qffering of Dimension PBX bv Pacific Tel. & Tel.
Co. (1977) &y Z4]o , becision No. 8/962 and Commission
Iovestigation of Centrex Rates, Case No. 10191, a gemeXic
investigation into Centrex rate methodology, now in progress.

5/ There has never been a Supreme Court case dealing with our power to,
take direct action of this sort umder Public Utilities Code
Sections 701 and 702 in the event of immediate fimancial emergency.
In California American Water Commany (1977) cPUC ’
DecIsion No. 86807, case No. 9350, we determined that a parent
company was siphoning an umreasonadble amount of fimds from a

subsidiary for dividend payments, leaving the subsidiary under-
capitalized and without sufficient operating funds. We ordered
payments to the parent to cease until further order. The discussion
on this issue specifically distinguishes the facts and issues in the
case from those relating to the Bell System license contract, and
specifically recognizes the Califormia Supreme Court's holding in
Pacific Tel. & Tel. Co. v PUC (1950) 34 Cal 24 822; 215 P 24 441,
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can we order Pacific not to make the license contract payments to AT&T
(Pacific Tel. & Tel. Co. v PUC.(1950) 34 C 24 822; 215 P 24 44l).
Therefore, if we justifiably decide to make a license contract |
disallowance for rate-setting purposes, license contract payments to
AT&T will continue at the same level, umless there is independent action
by AT&T management to revise such payments downward.éj As a corollary,
Bell System can, regardless of our acticn here, continue to bill research
and development expenses to the O0TCs via the licemse contract and can

set Western Electric's prices (as distinguished from Pacific's rates

and charges) as it always has.

The Bell System has the knowledge and expertise to make
meaningful cost and price studies, license contract or no license
contract, If it does not, this is probably a comscious choice.

The staff concedes it dlid not investigate the reasonableness

of <he levels of Western Zlectric prices. In a "product”

case like RPimension PBX, supra, or in a generic rate investigation

such as the Centrex case, Supra, we may nake a devtailed

study of Pacific's rate levels for specific equipment offerings. 1In so
doing we may, to the extent our workload permits, attempt to determine
whether such rates result from unreasomably high or low prices charged
by Westexn Electric (although, as we have stated, we have no jurisdiction
to order Western Electric to change its prices). EHexe, however, our

task is the ascertaimment of Pacific's test yeaf revenue requirement.

Stating this objective does not lessen our interest in the
license contract issue, but we wish to place the matter in its proper
regulatory context and to emphasize that whatever result we achieve will
not necessarily change any Western Electric prices. Such changes depend
upon the attitude of Westerxn Electric and AT&T memagement, or upon
legal action which is not the province of this forum.

6/ Since AT&T owns 90 percent of Pacific's capital stock there is no
basis for regarding the license contract as an arm's length
transaction between AT&T and Pacific. See discussion, Pacific Tel. &
Tel. Co. (1948) 48 CPUC 1, 13-14.

-0~
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lastly, we must consider that in this and in futire license
contract investigationsz/ it is only fair to reach a result within a
reasonable time., Turning an investigation of the license contract
account into a piece-by-piece product pricing investigation would wmduly
prolong it, since there are mmdreds of "products”, by anyone's
definition of that term.

D. What Test Should Be Used in Determining the Value of license
Contract Lxpenses to the Ratepayers?

Eaving clarified ouxr objective, the next comsideratiom is to
state clearly the rules or tests which should guide us in derermining
what license contract expenses are reasomable for ratemaking purposes.
While we have rejected the staff's apparent contention that our primary
and direct objective is foreing chamges to Western Electric prices, this
does not necessarily dispose of the staff's "product relation” test,

. discussed above, as a useful tool in determining the corzrect amount of

License contzact expefishy WILCL S00ULA DO 348284 aa to the yatepayer.

Proposed staff adjustments to the license contxact account are
based upon contentions that specific amounts should not be inecluded for
ratemaking purposes rather than upon a ch.al'lenge to the contract's
method of allocating a percentage of its total cost to Pacifie. As
mentioned, on and after October 1, 1974, cthe QICs' share of license
contract payments bas been based upon annual AT&T studies of actual
license contract costs (see, gemerally, the testimony and accompanying
exhibit of Robert F. Wentworth of AT&T, Exhibits 23 and 24), Under
present license contract billing, AT&T Tecovers what its studies show to

7/ We are convinced £rom this rTecord that future license contract

T investigations should be separate proceedings, conducted every few
years, and that between such investigations, the results of the
most recent investigation should be employed in any pending rate
increase case of Pacific. (This should not limit, however, the
staff from recommending adjustments in other areas of the license
contract, not covered by the most recemt investigation.) The license
contract issues took almost as much time as all the remaining rate
issues, counting preparation, discovery, and briefing time, as well
as time spent in actual hearings. In this instance the staff was
able to employ two accountants, full-time, for approximately two
years, on this issue alome. This is oxdinarily not possible with a
Pacific rate increase pending, which explaims why this is our first
really complete investigation of this issue. :

=0-




A.55492, C.10001 km/ks

be the actual license contract costs, plus & return on that portiom of
its equity investment devoted to supplying such services. The return
billed by AT&T equals the previcus year's Bell System telephone
operations earned rate of return (a weighted average) applied to the
license contract investment, reduced by AT&T's patent royalties, and
increased by federal income taxes to provide the return on investent

(Exhibit 286, pp. 1-2). Although the staff investigated this merhodology,
it did not challenge it.

Staff witness 0'Rourke investigated use of license contract
funds by various AT&T departments. Iis study recommends disallowances
either on the basis of product orientation or because of an idvestor
related use. Mr. O'Rourke stated that in the course of his study of
AT&T's marketing department, he was able to "idemtify fumctions which
"influence the product developmeat process”. (Exhibit 285, p. TO-7.)

Staff witness Bumphrey studied Bell Labs aud made a major
recommended disallowance for use in futuwre Pacific rate increase cases
because he determined that the charges recommended for disallowance
"eonsist of research and development work which was an integral and
necessary part of product development." (Exhibit 285, p. LE-2.)

Mr. Humphrey stated, "Such expenses are of no benefit to the operating
telephone companies until they result in new or improved products. They
are on a continuum with the types of expenses already being fumded by
Western Electric, and should, logically, be ztreated as a product
development cost and applied to the cost of the product." (Exhibit 285,
Pp. LE 2-3.) Mr., Eumphrey also stated that budgetary control problems
influenced his recommendatiom, pointing out that those who fimd the
license contract (the 0TCs) are not the cnes with final budgetary
approval over license contract expenditures (Exhibit 285, pp. 1H 3-4).

Compath and Intercommect genmerally support Mr. Humphrey's
recommendation.

Pacific contends that a ''product relation" test is of no use
because it £ails to determine the value of any particular expenditure
o Pacific and the other OTCs. 3Based upon City of Los Angeles v PUC
(1972) 7 Cal 3d 331, Pacific argues that we must allow Pacific to recover
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actual costs of the license contract services in proportion to the
value (to Pacific) of the services rendered (Pacific's opening brief,
pp. 9-10). |

Pacific presented the following witmesses on the subject of
the use of license contract fumds:

Name and Position . Subject .

Morris Tanenbaum, License contract fimded

V.P., Engineering and Netwozrk work at Bell Llabs,

Services, AT&T. including basic research,
applied research, systems
engineering, and quality
assurance.

Kenneth G. McKay, Exec. V.P., Research and developuent
Systems Engineering and by Bell Labs for OTICs.
Development, Bell Labs.

Bruce C. Netschert, V.P., Nature of research and
National Economic Research development in the U.S.
Associates, Inc. and methods of fumding.

Edward Goldstein, Director of Benefit to OTCs of work

Product Management, Marketing of AT&T marketing

Department, AT&T. department funded by
license comtract.

Robert J. Brown, Assistant Pacific's marketing

V.P., Marketing, Pacific. policy; how AT&T
marketing work is used
by Pacific.

Jobn E. Dennis, Manager, ~ 195 Broadway Corp., AT&T

License Contract and securities servicing;

Regulatory Matters, ATE&T. pool of fumds; Public
Affairs Dept.; EEOC
expenses; federal income
tax expense & other tax
matters; patent admin-
istration expenses;
Public Relatioms and
Employee Information
Dept., Network Operatiloms
Division; certain other
AT&T uses for liceunse
contract funds.

C. Lee Wade, Director of Review of guidelines to

Affiliated Interest Studies, establish classifications

Pacific. of Bell Labs work
(license contract funded
vs. Western Electric
funded) ; use of license
contract funds by various
AT&T departments.
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The individual contentions of these witnesses concerning
their particular areas of responsibility will be discussed elsewhere,
but they were critical of the staff's theory of disallowance on the
basis of product orientation. Any statement attempting to synthesize
the views of all of Pacific's witmesses leads to oversimplificatiom, but
basically their opinion is that a "benefit" test should apply - that is,
license contract fund expenditures should be allowed as ratemaking
expenses when their primary purpose is to benefit the 0TCs.

The staff witnesses have used the term "product related"”
broadly. Particularly in the case of Mr. Humphrey's testimony, the
term is applied to certain things mot usually categorized as "products"
unless the term is used simply to mear "end resul:t'". Witness Humphrey
denied employing the term in that fashion (tr. 9195), but his testimony
indicates that he regarded as product related, and disallowed, the
development of methods of using existing products on the basis that a
new method is impossible without a new product (tx. 9196), that he
believes the elimination of the necessity of using an existing product
to save money is impossible without a new product to take its place
(txr. 9199), and, therefore, that any modification of existing plant
requires research and development, and therefore "leads to products
which are mainly manufactured by Western (Electric) which are then
incorporated into that product to improve it"(tr. 9199), and, "if there
is no product added, you cannot possibly improve the existing plant"
(tx. 9200).. There is no basis in the recoxd for such generalizatioms.

Pacific, on the other hand, has in some instances attempted
to shelter under the umbrella of "bemefit to the QTC" certain
expenditures of primary value to AT&T, Westexn Electric, or the
shareholders of AT&T, and of only secondary or comsequential value to
the 0ICs. |

The record demomstrates that we cannot apply either the staff'
ox the company's test exactly as those parties have done. We should
ask the following question: Is the expenditure of direct and primary
benefit to the ratepayers of the QTC? If the answer is "yes', the
expenditure should be allowed (unless serious public policy reasons
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favor its disallowance) in spite of indirect or consequential value in
other areas, including the possible development of products. Conversely,
if an expenditure's purpose is not shown to be directly and primarily
beneficial to the ratepayers, it should not be charged to them regardless
of some secondary or consequential bemefit to them. "Bemefiting the
ratepayer" includes directly assisting the OTCs in carrying out their
fundamental respounsibility of providing and maintaining a wmodern, reliable
telephone network. This, in turm, includes non-"investor related"
support activities in such fields as administratiom, finance, ete, as
well as the actual engineering of the network. It does not, in our
opinion, include subsidizing the mamufacturing arm of the Bell System in
its development of competitive equipment. We express no opinion to the
effect that Westerm Electric should not compete in the terminal equipment
field but only that such competition should not be subsidized by the
ratepayers through the license comtract.

Regarding "product relation": An expenditure for the primary
purpose of developing a marketable product (intended to compete with
those of independent telecommmications suppliers) should be treated as
not chargeable to rates notwithstanding any indirect or consequential
benefit to the ratepayer. Regarding the scope of product orientationm,

we agree with Intercomnect and Compath that support activities directly
related to competitive products are part of the process. We recogniﬁe

in making this statement that some projects may have as thelr purpose

the integration into the mnetwork of products from amy source, and therefore
would have no "lock in" value to Western Electric. Such expenditures

are not product related as we use that term here.

E. Method of Analyzing Expenditures -

Individual determination of the value to the ratepayer of each
budgeted item, ome at & time, would produce & decision a few huhdred
pages long, since there are thousands of such items. Such a decision
would probably fail to state general principles clearly and would,
therefore, be of little use in future proceedings. A better method is
to analyze the evidence, including, as necessary, individual budget
items, according to major departments or categories. When necessary,
individual items will be considered separately but in most cases without

-lA‘-
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apportioning such items between the ratepayer and the company. The
witnesses did not attempt percentage divisions of individual items.
F. Qualifications of Staff Witnesses

Pacific vigorously argues that staff witness Humphrey's
qualifications do not form a basis for his opinions and conclusions.

We agree essentially with the ALJ's comments on this subject in his
ruling dated February 3, 1978. Pacific's arguments go to the weight of
Mr. Humphrey's presentation and not its admissibility (except fox
matters stricken by the ALJ pertaining primarily to Mr. Humphrey's
comments on antitrust law). Granted that Mr. Humphrey is a CPA and not
additionally & scientist and arn engineer; however, his conclusions are
not based upon hypotheticals but upon an actual investigation during
which he conferred with Bell System scientific and technical personnel.
1£f either staff witness misunderstood cexrtain material given them, this
should be dealt with by weighing their conclusions rather than ruling
the evidence inadmissible.

G. Issues Raised by TURN

The only substantive issue raised by TURN on brief concerns
license contract expenditures by AT&T in the public relations and
employee information category. This subject will be discussed later in
this opinion.

Procedurally, TURN contends (1) that the ALJ erroneously found
the AT&T budget decision packages (BDPs) to be a legitimate subject of
a trade secret privilege by Pacific; (2) that disclosure of the Bell
Labs case authorizations should have been allowed not only to TURN's
counsel but to TURN's consultant; and (3) disclosure of the BDPs and the
case authorizations (to the general public) was required by the
California Freedom of Information Act.

Trade secret privilege: An inspection of the BDPs* {see the v////
description in the ALJ's ruling on discovery dated February 3, 1978,
hereinafter referred to as "the ruling") clearly demonstrates that they
are proper subject matter for the privilege, but the short amswer to

* BDP stands for Budget Decision Package which describes a single unit
of activity that can stand alone and be separately funded,

-15- \
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rhis contention is that TURN was not aggrieved by this ruling because
the ALJ required disclosure to the active parties, including TURN,
stating:
"The trade secret privilege is not absolute, and
trade secrets may De disclosed in a court's
discretion (United States v National Steel Corp.
($.D. Tex. 1980, 26 FRD ©60J3), and conditions or
limitations may be imposcd on such discovery
(ccp 2019 (b)(1l), supra; Grevhound Corpv. v Superior
Court (1961) 56 Cal 24 355, 375~330, 3o& P. 2d 176;

Investigation of Minimum Rates (1968) 68 CPUC 21,
T2 0% 39 237; ctf. Annotation, 17 ALR 24 386.)

"Considering the fact that detailed cross-examination
by using the BDPs was undertaken by company counsel, V//
I believe it would 'work injustice' as that phrase
is used in Evidence Code Section 1060 if the BD?s
were not received into_evidence so that counsel
for the active partieskt/ in the license contract
phase of this proceeding could make reference to
them {n preparing their briefs, or any rebuttal
case. Further, the nature of the material
contained in them, while within the 'trade secret'
category, is, in my opinion, not so sensitive as
to create a security problem for this commission
1£ it is mainteined as a sealed exhidit, avallable
only to counsel for the parties who have actively
participated in the cross-examination relating to
Mr. O'Rourke's use of them (specifically, counsel
for Pacific, the staff, ComPath, Interconnect,
and TURN; see footnote 1)."8

TURN's brief removes from context the remarks of the ALJ on
the subject of discovery and contains the misstatement of the record
that he "never ruled on whether TURN would be allowed to examine and use
the budget decision packages." The ruling states:

"l. The BDPs shall be rececived into evidence.
They shall be placed in a sealed container
and shall be available only to counsel for
Pacific, the staff, TURN, ComPath, and
Interconnect. No copies of them shall be
made. "

8/ The footnote in the ruling mentions that certain parties played
an inactive role in the proceeding. TURN is specifically mentioned
as an active party.

’
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TURN comments on certain megotiations between the parties
concerning the BDPs prior to the February 3 ruling (brief, pp. 6-7), but
the ruling superseded any protective order signed by stipulation prior
to that time. The record does mot demonstrate that at any time after
copies of the BDPs were turned over to TURN's coumsel (Ms. Murphy) TURN
was denied an opportumity to cross-examine any staff or Bell System
witness concerning them, or was otherwise prejudiced. (It should be
noted that the argument over whether a comsultant should be allowed to
review Bell System material had to do with the Bell Labs case
authorizations and not the BDPs. TURN made no request that a counsultant
review the BDPs, mor did any other party.)
TURN's comments at the bottom of page 3 and the bottom of
page & of its brief, when read together, infer that the ALJ or the
Commission somehow prevented TURN £rom receiving the BDPs when other
parties did. If this occurred, it was by action of the parties, and
not the ALJ or the Commission. .
. Finally, if there is amy doubt about the "trade secret”
character of the BDPs, an examination of them readily establishes it
(see ALJ's Ruling, pp. 5~6). The reasons for limiting disclosure to
certain parties are adequately discussed in the ruling and need not be
repeated.

TURN argues (brief, pp. 6-8) that the actions of the Commission
and the ALJ subsequent to the ruling (plus delays in receiving the
material from Pacific) frustrated TURN in its attempt to make use of it.
TURN's description of the record is misleading by way of omission.

It is true that whem witmess O'Rourke first took the stand
concerning this subject matter (Jamuary 3, 1978) counsel experienced
difficulty cross-examining him without examining the BDPs and having
them available. This was the very reason for that part of the ruling:
referring to them, as the ruling states on page 3. There is no showing,
nor can there be based upon a full reading of the record, that after the
BDPs were distributed, TURN or any other party was denied opportunity
to cross-examine witnesses based upon them.

To characterize the remarks of the ALJ as "chastising" (brief,
p. 4) is unreasonable. The ALJ remarked only that TURN's request for

17~
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Jiscovery was tardy, which was true. Notwithstanding this, however,
che ALJ included TURN on an equal basis in his ruling of February 3,
and otherwise treated TURN equally with the other parties regarding
discovery and cross~examinacion.——/ The AlJ's remarks quoted on page
5 of TURN's brief concerning his refusal to set additional hearing dates
were not directed at TURN, but at any party which might seek a delay in
the proceeding to present a tardy case or to prepare for cross~examination
in an untimely fashion.

Disclosure of case authorizations: Because TURN's description

of the record on this matter treats certain events out of chronological
context, we will summarize the use of the Bell Labs case authorizations*
in this proceeding. They were first reviewed by staff witness Humphrey
in the course ¢of his investigation. As the ALJ's ruling states:

"In the course of his investigation, Mr. Humphrey
examined 85 case authorizations for Bell Labs
research funded by AT&T. These documents were
sent to Mr. Humphrey from 2ell Labs, examined at
the State Building in San rrancisco, and returned
to Pacific personnel. They were kept in a

confidential status, were not made par: of the

record, and no photocopies were made of them.
Mr, Humphrey held numerous telephone conversations

with the Bell Labs personnel responsible for the
casce authorizations in making his determinations
as to which were product-related.

"Unlike the situation which developed with the BDPs,
Pacific's counsel did not use the case authorizations

to cross-cxamine the witness, although he was
generally cross-examined regarding his use of <henm
in making his investigation." (Ruling, p. 3.

This staff investigation took place during 1976 and 1977. The
staff exhibits on the subject are dated August 26, 1977 and were
distributed to the parties shortly thereafter. They were marked for

9/ The ALJ's statements quoted in TURN's brief at this point mentions
a January 3 raling. On that date the ALJ had copied into the
record (tr. 7390-7391) a lettzer ruling that a motion by Compath
and Interconnect for a 60-cday extension of time to present an
affirmative showing would be denied. There was also lengthy
argument over a protective order to which TURN was not a party;
TURN did not participate in the discussion.

All work done at Bell Labs is performed under a
authorizations called cases.
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identification as Exhibits 285 and 286 on October 25, 1977 (when
cross-examination of Mr. Humphrey began) and received into evidence two
days later. The cross-examination of Mr. Humphrey continued throug
October 27, when he was excused subject to recall. A review of the
transcripts for these dates indicates that TURN did not cross-examine
the witness at that time.

A discussion of scheduling and of production of the Bell
Labs case authorizations took place on October 27 (tr. 7227-7249).
While the ALJ participated in the discussion he declined to issue any
ruling on the subject, stating that no motion had been made upon which
he could rule (tr. 7234). Later, counsel for Pacific offered to provide
nine case authorizations subject to certain conditions. This was
unacceptable to Compath and Intercomnect. Counsel for Pacific moved to
limit production to the nine cases. This was the {irst motion by any
party on the subject. The ALJ denied the motion (tx. 7249), commenting
that anyome would be permitted to make a later motion for production of
more case authorizations and that any party might propose a protective
order.

TURN did not participate in the aforementioned discussion.
The October hearings continued for only one more day, when proceedings
were adjourned until January 2, 1978,

Between the conclusion of the October hearings and the

beginning of the hearings in January, TURN made no motion on any subject.]
(Compath and Interconnect moved to extend the date for f£iling their own |

exhibits; sece quotation from ALJ's ruling below. This motion was
denied.)

Still no motion was made by any party regarding the case
authorizations until Mr. Spievack, counsel for Compath, moved, inter
alia, for production of 85 case authorizations, in a letter dated
January 13, 1978, the motion being argued on January 20. Counsel for
TURN joined in the motion (tr. 8020-8027). Argument also dealt with
BDPs and with whether portions of Mr. Humphrey's testimony should be
stricken. The ALJ ruled (1) that the BDPs should be received into
evidence, available to counsel for the active parties, including TURN;
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(2) that Pacific should not be required to produce the Bell Labs case
authorizations; and (3) that certain minor por tions of Mr. Humphrey's
testimony should be stricken as argumentative.

The ruling concerming the case authorizations was based on the
AlJ's belief that showing this volume of proprietary data to independent
telecommunications experts (which was the intemtion of the movants)
afforded Pacific and Bell labs inadequate protection (Ruling, pp. 8~11).
He stated, inter alia, "In wy opinion, insofar as Pacific's revenmue
requirement and rates in general are concerned, the public, in this
instance, is more than adequately protected by the exhaustive staff
investigation and testimony on the subject of Bell Labs." (Ruling,
p. 11.) The ruling then contimued by stating that even if otherwise
the requests should be granted "they should in my opinion be denied as
being thoroughly tardy." (Ruling, p. 12.) Relating to this subject,
the ruling continues:

"Application No. 55492 was filed on February 13,.
1975, and a substantial amendment was filed on
January 16, 1976. Two prehearing conferences
and 63 days of hearings were held through 1976.
License contract issues were originally considered
as part of the case-in-chief (indeed, some facets
of it were presented in the staff's Exhibit 38 and
associated testimony; see Decision No. 88232,
supra, pp. 71=-76). But because of complications
in dealing with the voluminous material the
Finance Division witnesses (Humphrey and O'Rourke)
had £o work with, the matter was submitted
regarding other issues (subject to briefing) on
November 5, 1976. Hearings were originally
scheduled for mid-1977 on the license comntract
matters but further delays postponed them until
October 25~28, 1977. ComPath and Interconnect
appeared for the first time at these hearings;
TURN had been an apoearance since Jamuary 26,
i9/6." (Ruling, p. 1ld; tfootnotes omitted;
Ephasis added.)

After briefly reviewing certain matters relative to the October 1977
hearings, discussed previously, the ruling continues:

"Hearings resumed as scheduled on Jarmuary 3, 1978.
There was some dispute among counsel regarding
whether the protective order discussed in the
section of this ruling comcerning the BDPs also
included the Bell Labs case authorizatioms. 1In

20~
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wy opinion (and as I ruled on the record) it did
not. No formal motion concerming the Bell Labs
material om which I could rule was made until
Mr. Spievack's letter of January 13, 1978, which
was heard on Jamuary 20, 1978. This ruling is
the subject of that motion.

nSince ComPath and Intercounect were not ready to
file any exhibits in December or present witnesses
in Jamuary, they now state that they seek
production of the case guthorizations to cross-
examine Pacific's witnesses and to present rebuttal
at the April hearings. In uwy opinion this request
is unreasonable. '

"In addition to comsidering the entire length of
this case, and the fact that there was no secret
during the case-in-chief (in 1976) that license
contract issues would be considered, over two
months went by from the October 1977 license
contract hearings to the Jamuary hearings, when
ComPath, Intercomnect, or TURN could have moved
for discovery.

"] find it extremely unlikely that, considering
the complexity of the material involved, granting
access to the case authorizations at this time
to ComPath, Intercomnect, TURN, or any other
party would materially assist the Commission in
its deliberations on the license contract issues
(at least not umless the hearing schedule was
completely revised and ComPath and Interconnect,
.or TURN, were given a tardy chance to present a
case-in-chief, or at least a very detailed
rebuttal case, later in the year.

"In any event, I believe it is umnreasonable to
commence such large-scale discovery this late in
the proceeding. A rate increase application and
its associated investigation (Case No. 10001)
are not endless chains. The test year in this
matter expired June 30, 1976. Further scheduling
gz ?earings is not warranted." (Ruling, pp. 13-

TURN petitiomed the Commission comcerning certain aspects of
the ruling. The Commission declined to modify it.

This was not, however, the end of the matter concerming the
case authorizations. After the Jamuary hearings concluded on
January 24, further hearings were set beginning April &4 for cross-
examination of witnesses from AT&T and Bell labs. Onm April 7
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Mx. Spievack, counsel for Compath, moved to produce a more limited
amount of case authorizatioms. During the discussionm on this motion it
was made clear that the purpose of the motion was to effectively
cross~examine Bell Lebs' witness Dr. McKay, that the material would be
used by counsel only, and that no further hearings were desired and

the proceeding would not be delayed. After comsiderable discussion

(tx. 8451-8503), the ALJ ruled: (1) the case authorizations referred to
by Mr. Spievack should be produced, (2) which omes should be received
into evidence would be determined laterlg/, and (3) ﬁhey'would be
received under the same restrictions as the BDPs. The ALJ explained

that in his opinion this motion was distinguigh&ble from the previous

motion be¢ause its more limited scope would mot delay the proceeding
(zr. 8469-8470). TURN was allowed equal access with the other active
parties, |

Discussion: A review of the entire sequence of events
concerning production of evidence shows that the ALJ acted properly
and that TURN's substantial rights (and those of the parties) were
preserved. While the ALJ placed certain limitations on discovery, he
denied repeated motions by Pacific to comduct in camera hearings and
to seal the tramnscript concerning Bell Labs' material. The case
avthorizations received into evidence were an adequate cross-section for
the purpose of testing the theories of the appropriate witnesses.ll/
Requests for more all-encompassing discovery should have been initiated
much earlier in the proceeding.

TURN argues that the ALJ erroneously required disclosure of
the name of TURN's technical comsultant (who was not intended as a
witness) citing Swartzman v Superior Court (1964) 231 CA 24 195, 41

10/ Those received are in Exhibits 314 and 316.

1ll/ The case eauthorizations were extensively used in cross-examining
Dr. McKay of Bell lLabs and for recross~examination of Mr. Humphrey.
Pacific refused to produce certain case authorizatioms. The
disposition of this refusal is contained in the substantive
discussion of the Bell Labs evidence (Sectiom III).

- 22-
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Cal Rptr 721 and California Deposition and Discovery Practice, vol. 1,
paragraph 2.08 (3)(a). A legitimate claim of the trade secret privilege
was not the subject of these citations. The purpose of allowing
nondisclosure of a consultant under the circumstances in the citations
is principally to prevent a subpoena to a person not intended as a
witness, in order to avoid an invasion of the-attorney's work product
(cf. discussion, Louisell & Wally, Modernm California Discoverv, $11.02).
Here, the purpose of the disclosure was to imsure that proprietary

Bell System material would not be turmed over to an expert closely
associlated with a competitor of Westerm Electric. This requirement

of disclosure was reasonable under the circumstances. Any improper .
attempt to take the deposition of TURN's comsultamt or otherwise invade
the work product of TURN's attormey could have been prevented at a
later stage. '

In any event, TURN was not prejudiced by the disclosure.
Pacific, through coumsel, indicated that it had no objection to the
particular consultant, and there was no refusal £o turn over any material
to TURN on that basis (tr. 7969). . '

Finally, there is no basis for TURN's argument that the
California Freedom of Informatiom Act displaces the Evidence -Code, the
relevant sections of the Code of Civil Procedure, or Public Utilities
Code Sectiom 583.

TURN excuses its untimely participation in familiarizing
itself with the complex Bell Labs material by stating that only when
the cross-examination of the staff witnesses commenced did it "become
clear” (TURN's brief, p. 3) what records the staff relied om in reaching
its conclusions. It ™vecame cleax” o TUEN only at that time because
TURN did not engage in discovery at am earlier date.

TURN cammot reasonably claim that it was aggrieved by the
ALJ's ruling. TURN's description of the sequence of events lifts
remarks of the ALJ from context and reviews only selective portioms
of the entire sequence of events. TURN camnnot place itself inm a special
disadvantaged category; TURN was allowed access to Bell System material
on the same basis as the other active parties.

Further procedural points raised by TURN have been reviewed
and are found not to require discussion. ‘ |

-B -




A.55492, C.1000% km /ks .

III. USE OF LICENSE CONTRACT FUNDS BY BELL LABORATORIES
A. Introduction . .

Bell Labs is a nonprofit corporation owned equally by AT&T
and Western Electric. It carries out research, development, and design
for the Bell System.

There are two essential categories of work: research and
fundamental development (R&FD) and specific development and design (SD&D).
The latter comcerns the design of specific products, is paid for by
Western Electric, and no license contract funds are used.

R&FD is a broad term covering several major areas. Analysis
of R&FD is made difficult by the fact that there is no consensus as to
how to subdivide it into scientific or emgineering categories. Dr. McKay
of Bell labs offers the following breakdown:

Percentage of License

Category Contract Funds Used
Basic Research T 25%
Applied Research 40%
Systers Engineering . 30% ..
Quality Assurance and
Patent Administration 5%

The percentages represent fractions of the entire licemse contract

" payment for R&FD. According to Dr. McRay, these are approximate

and vary somewhat from year to year. Dr. McKay described these
categories (except for patent administration, the description of which
is taken from the staff's exhibit) as follows:

Basic Research. This category is concerned with
the exploration of "fumdemental phenomena and
the advancement of the understanding of the
natural laws that govern them.” The objective
is "fundamental scientific understanding”,
although "concepts may be invented and
exploratory devices fabricated for experimental
purposes.” (Exhibit 298, p. 18.)

Applied Research. Activities in this category
are of wide scope and are hardest to define with
precision. Certain theoretical experiments are
similar to those in "basic research". Others
are for the purpose of establishing technical
feasibility. Another category is reliability

-2l
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of techmology used by OICs; still another covers
work in advanced techmology in such areas as
transmission, switching, and terminmals. (Exhibit
298, pp. 28-36.) .

Svstems Engineering. This category exists for
the purpose of engineering the telephone network
to meet future requirements. Activities in this
area include "planning network comfigurations
for efficient traffic handling; plaming foxr
contimiity of service under conditionrs of high
load, equipment failure and disaster; planning
introduction of new technology; establishing
service objectives; and developing requirements
for compatibility among all of the apparatus and
equipment that make up the physical network."
(Exhibit 298, p. 7.)

Quality Assurance. 3Bell lLabs quality assurance
Tacts as a quality acceptance organization" for
the OTCs. The purpose of this category is to
establish quality standazds for products, to
perform in-process analyses, to test f£inal -
performance, and assess installations. (Exhibit
298’ PP- 42‘44.) ’

Patent Administration. This category concerus
patent applicatiouns, licemnsing, patentability
studies, and other similar work for the se
of protecting Bell Labs inventions and allowing
freedom of use by the Bell System of tele-
commgnigagions technology. (Exhibit 286,

PP. <=L/

Projects are actually carried out on a "case" basis, each case
having a title and mumber. Some cases are funded for specific short
periods; others are considered comtinuocus and remain active for years,
or indefinitely (Exhibit 286, pp. 2-6 and 2-7).

. Regarding the R&FD case materials Surnished the staff, there
was no specific segregation by Bell Labs perscmmel, or by any system
of mmbers or codes, corresponding to the aforementioned general
categories, except for quality assurance and patent administration, which
are funded under specific case authorizatiomns. Therefore, while ome may
review the direct testimony of Dr. Tamembaum (Exhibit 297) or Dr. McKay
(Exhibit 298) and identify the particular cases specifically discussed
as falling into one category or the other, for most of the caseség one

12/ Staff witness Humphrey analyzed the 85 case authorizatioms which
were indicated to him as being license comtract-fumded. (See Table
2-A in Exhibit 286.) There were approximately 200 more which were
charged to Westerm Electric and therefore not charged directly to
the ratepayers of the OTCS. _,o_ -
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must make assumptions based on the case descriptioms. Dr. McKay's
terms, "basic research®, "applied research", and "systems engineering"”
are, therefore, descriptive terms and not specific budgetary or accounting
categories.

A tabulation based upon billings from Bell Labs to AT&T for
the latest periods available at the time of the staff investigation
(Exhibit 286, p. 2-8) shows a different breakdown: -

BELL LABS R&FD EXPENSES BILIED TO AT&T

12 Momths Ended
Category April 30, 1976 2975 197L

Switching and General
Central Qffice Research and :
Fundamental Development $ 49,896,304 $ 47,826,361 $ 35,043,815

Transoission Research and
Development 47,656,817 Wb, 8L5,4T73 49,929,053

Status Research and Funda- .
mental Development 12,244,106 11,481,306 11,199,595

(uteide Plamt Regesweh and

Fundamental Development 12,702,551 12,585,105 9,968,082
Genoral Research and Funda-
mental Development 88,030,026 83,009,126 77,554,685

Associated Work 7,439,091 ' 7,230,u17 6,187,756

Totsl Research and .
Fundamental Development 218,007,895 207,978,788 189,882,986

Special Services 16,302,070 13,890,547 7,619,666
Support Services L4 L 93 2,17, 5L0

Total Billed AT&T $239,876,439 $226,222, 928 $200,673,192

AT&T rebills the 0ICs for these amounts through the license comtract.
Pacific's percentage share of the total under the present contract is
9.38 percent for its Califormia operations (that is, after excluding
the amount charged to Nevada operations). The allocations to Pacific

for the years 1965 through the 12 months ended April 30, 1976 are as
follows:
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PACIFIC'S ALLOCATION OF BELL LABS R&FD EXPENSES

Year Amount

1965 $ 6,513,798
1966 7,505,947
1967 7,951,033
1968 8,552,541
1969 - 9,199,407
1970 10,049,522
1971 11,085,438
1972 12,700,593
1973 14,208,382
1974 16,835,475
1975 19,181,134

12 months

ending 4/30/76 20,174,617

The staff notes that approximately 40 percent of license
contract expepses originate at Bell Labs. (Exhibit 286, p. "i".)

B. The Staff Analysis )

The staff's opinion is that the majority of R&FD work is
rdirectly related to, and is, in fact, essential to the development of
products mamufactured by Western Electric and, as such, should be fimded
by Western Electric rather then by the operating teiephone companies."éé/
The staff maintains that the general distinction between R&FD and SD&D
is "an.arbitrary ome. for purposes of fumding." (Staff opening brief,

p. 6.) The linchpin of the staff's reasoning is that without R&FD,

SD&D "would have mo starting point", and, therefore, "to the extent that
such research can be identified as ultimately product related,”
(emphasis added), the expenditures should not be charged to the rate-
payers through the licemse contract. (Staff opening brief, pp. 9-10.)

Compath and Intercomnect generally support the staff's view
(see their opening brief, pp. 13-22). ‘

As previously stated, staff witnmess Bumphrey applied his
"product relation™ test to over 85 individual Bell Labs case
authorizatfions in the R&FD area. Eis determinations culminated in the
following conclusion, based on costs for 12 months ending April 30, 1976:

13/ Exhibit 286, p. 2-2. Unless otherwise indicated, material
attributed to the staff in this section is taken from Exhibit 286,
Chapter 2, or from Mr. Humphrey's prepared testimomy in Exhibit 285.

—-27=
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for the total R&FD expenditures of $218,007,895, $153,860,296 is product
related and only $64,147,599 is properly charged to the license contract.
Under the current licemse coutract formula, Pacific's share of the
$64,147,599 would be $6,433,409.

It is impossible in a decision of reasonable length to review
Mr. Bumphrey's determinations on a case-by-case basis. Examples will
pe given to illustrate his general approach, using the general
categories of Dr. McKay, listed previously.

Mr. Bumphrey recommended disallowancelﬁ/ of all basic research
and all applied research cases categorically (with a few isolated
exceptions listed on page 2-20 of Exhibit 286).22/ The staff cites as
examples of either basic or applied research the following cases:

38543 - Electron Dymamics

39093 - Quantum Electronics Research

38235 = Chemical Research

49090 - Physical Chemical Research

38139 - Physics’ Research

29090 - Nuclear Physics Research

38932 - Fundamental Development - Telephone
Switching

20131 -~ Fundamental Development of Electromic

Power Systeuws

14/ For convenience in discussing Mr. Humphrey's testimony, we employ
the terms "disallowance", "allowance", etc. To state Mr. thumphrey's
recommendation with complete accuracy, he recommends that in
future Pacific rate increase cases, we assume that "product
related" projects be fumded wmder SD&D and, therefore, not
recognized as part of the license contract billing. At one point
in cross-examination Mr. Humphrey said: "I haven't really
disallowed anything. I am simply recommending a e of funding
procedure." (Tr. 7122.) We cammot force AT&T and Bell Labs to
change accounting procedures (see discussion, ante, under the
heading "General Theories and Considerations"). OCur task is to
dete: e whether, in setting rates, we should make future
disallowances regarding licemse contract funding of Bell Labs in
order that Pacific's ratepayers pay only for projects of direct
benefit to them. We do not agree that we need apply his
recommendations to future cases only. See discussion under
Section III D.

15/ Due to conflicting methods of categorizing cases {compare
Dr. McKay's "categories" with the budgetary divisions in Table 2-A,
Exhibit 286), it is not always possible to apply Dr. McKay's
categories to each individual case, unless the subject of that case
and its "category" arose on cross-examination. From the titles,
the cases emmerated on p. 2=-20 of Exhibit 286 appear to be basic
or applied research, except for the last ome (#29483) which appears
to be systems engineering.

-28-
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39273 -~ Fundamental Development -~ Subscriber Loop
Systems

20123 ~ Fundamental Developwent of Integrated
Optical Subsystems

28765 - Fundamental Development of Business
Commmication Systems

28796 - Electric Protection and Coordination of
Commmication Facilities

20102 - Fundamental Development of Discrete
Semiconductor Devices

20105 - Fundemental Development of Magnetic Devices

The staff's reasons for a proposed 100 percent disallowance may be
summarized as follows: (1) in spite of the largely theoretical approach,
many products useful to telecommmications have been developed, e.g.,

the laser, the transistor, magnetic garﬁets, and the silicon solar

cell; (2) research is an integral and necessary part of "the basic (Bell
Labs]) mission of providing new and improved products for the tele-
communications industry® (p. 2~10); and (3) the cases in the staff's
opinion, often have counterparts in the SD&D area funded directly by
Western Electric. '

"For example, AT&T Case No. 20105, 'Fundamental
Development of Magnetic Devices' is comparable to
Western Electric Case No. 20247, 'Development and
Design of Magnetic Devices'; AT&T Case No. 20107,
'Fundamental Development of Primary and Secondary
Energy Sources' is comparable to Westerz Electric
Case No. 20207, 'Development and Design of Primary
and Secondary Energy Sources'; AT&T Case No. 20104,
'Fundamental Development of Piezoelectric Devices'
is comparable to Western Electric Case No. 20245,
'Development and Design of Piezoelectric Devices.'
This comparability of cases, of which the above
e les are a small part, shows the contimuity
of the research ancd development efforts im those
fields in which materials, devices and products
are the end result. Further, such comparable
cases as those shown above are worked on by persoms
indcgelga?e departments." (Exhibit 286, pp. 2-11
an - -

According to the staff, this process means that there is a contimuous
flow from theoretical research to end product, with Western Electric
simply taking over the fumding under SD&D when technical feasibility is
established.
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Compath and Intercomnect support the staff disallowance,
. arguing that examples of product related work appear in the 13 complete
case authorizations furnished for the record (Exhibits 314 and 316):

"The record establishes that the distinction
‘ between specific design and development funded
. by Western Electric and research and fimdamental
development funded by AT&T through the license
contract is 'gray' and elusive, to use the
words of the License Contract Study of Bell Labs
performed by the operat telephone companies
thefgglves in July, 1973 (see, Exhibit 207,
p.‘ .

"As exemplified by two cases (Case 38896 and Case

38765), research amd development work performed .
by Bell Labs and peid for by AT&T under the

license comtract specifically and exclusively

relates to competitive business terminal

equipment.

"Case 38896, 'Engineering Studies of Business
Commmications Systems,' and Case 387635,
'Fundamental Development of Business Commmications
Systems,' concern exclusively business terminal
equipment, products and services, most notably
the Dimension PBX, either by its trade name or
by its gemeric name, CSS-20l. Work conducted
under Case 38896 related to the formulation of
various station and system features for the
Dimension PBX (Tr. 9051): additional features to
be Erovided with the Dimemsion PBX (Tr. 9052);
work with resgect to testing statiom and cemsole
features of the Dimension for conformance to
customer requirements (Tr. 9053); analysis and
resolution of Dimension feature problems (Tr.
9054); studies with respect to Dimemsion
custom telephone service objectives, plams and
requirements (Tr. 9055); the development of
other services to be provided to Dimemsion
customers, such as private network features or
alternate data capabilities (Tr. 9055); simulation
studies for the Dimension PBX; evaluation of
Dimension 100 PBX and reports furmished to AT&T
(Tr. 9058); as well as evaluationms of other
competitive products, such as the Western
Electric 801A PBX (Tr. 9058) and certain key
systems (Tr. 9057).

"Moreover, Case 38896 encompassed work on marketing
and statistical studies for competitive terminal
equipzent (Tr. 9059) and work om pricing models
for competitive terminal equipment to be used by
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the Bell operating telephome companies (Tr. 9059),
as well as establistment of a tracking data base
for PBX's and key systems (Tr. 9064).

"Because Case 38896 was styled a 'systems
engineering case,' the authorized funding for the
years 1975 ($3,494,800) and 1976 ($3,485,500) was
allocated to AI&T and charged exclusively by AT&T
wholly through the licemse contract (Tr. 9050 and
9066). During this two-year period, over $7
million of research specifically and exclusively
related to competitive terminal equipment
products was not paid for by Westerm Electric

and not included in the Westexrn Electric
Dimension product price, but was the result of
funds collected by ATI&T through the license
contract mechanism paid by all ratepayers."
(Reply brief of Compath and Intercommect,

pp. 15-16.)
Compath and Intercomnect assert in a footnote to this discussion that
Case 38896 is mot unusual; that cross-examination revealed that
significant product related work was conducted in other R&FD cases.

(Reply brief, mote 6; opening brief, Section II, pp. 13-21. )8/

In the field of systems engineering, Mr. Humphrey made a
partial disallowance on a case=by-case basis - that is, he determined for
each case examined whether product related work predominated or it did
not, and either allowed or disallowed 100 percent of the case on this
basis. His comclusicms are summarized in the following table (Exhibit
286, p. 2-14). :

Case 38765 is a fundamental development case. Case 38896 is a
systems engineering case. The thrust of the argument is that there
is a continuous flow of research, development, and engimeering
terminating in the specific design of a product.
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DETERMINATIONS QF STAFT WIINESS HUMPHREY
CONCERNING SYSTEMS ENGINEERING CASES

Ticemse oroduct: Case
Cortract :Related : Number Case Title

X 35826  Transmission Studies - Toice Frecuency Svstems
X 3680) - Tetwork Obiectives and Performance

X 38,82 Trapsmisstor Stucies - Radio Svstems

3870 Tpop Plazt Gvsters Enginesming Studies

38738  Station  Svstam Studies

38862  Transmission Studies — Tolls and Metromolivan
38267  Sirmaline Svstems Studies

38896 Ingineering Studies of Business Commmications
Svstems

38931 Traffic Systems Studies

78993  Fuman Factors Tngineering Research

3896L  local Switching Svstems Studies

29065 Telegraok and Data Communications Studies —
3935L  Toll Switching and Swecial Network Sveatems Studies

39LL5 Mobile Commmications Systems Flamming Studies and
Tundamerttal Development

L9008 Traffic Vetwork Flami=ng
LOO0S  TFacilisies Network Conficuration Plannine

L4901,  Systems Engineering and Fmdamental Development of
Main Dist=idusiage FTrame

49023 IRundamentel Studies of the Operation, Administration
Maintenance of Switching Svsiems

4905% PFumdamemtal Studies of Corporate Analyticsl and
Data Needs :

1916,  Billing Svstems Studies

L9155  Switchime Maintenance Studies
L9156 Operator Services Svstems Studies
L9188  Natwork Operations Plarmming

Compath and Intercommect point out that Case 38896, allowed
by the staff, concerns development of business terminal equipment,
including Dimension PBX (see quotation from their brief, ante, p. 30).

The staff's exhibit summarizes this activity:
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"This activity overlays both exploratory development
and Specific Design and Development. Its purposes
are to optimize commmication facilities in the
most cost effective manmer to ensure compatability
of components within the Bell System network, to
plan the introduction of mew and possible future
equipment and systems into the Bell System in

such a manmer as to assure contimuity of service,
and to study customer reactions to service
impairments such as noise, hiss, echo, and
crosstalk, to determine the minimum acceptable
level of such airments, and to allocate
impairments to the system in the most cost
.effective mamner. This latter activity is one

of the ways in which Systems Engineerin

influences the development and design o
products. Other functioms include formulating
the requirements for new and improved equipment,
making cost studies to determine the most cost
effective trade off between cost of products

and cost of future maintemance expenses, the
gathering, amalysis and study of the performance
data of all systems and compoments of the Bell
System, and on-going revisiomn and updating of the
design of the network, the development of
maintenance, operation and administrative
procedures for telephone plant, making studies

of what techmological developmemts are needed,
using 'information theory' to determine what
developuents are possible, and assurin§ that
products under development both in exploratory
stages and in specific design stages will meet
the needs of the operating ccmpanies.

"Systems Engineering goverms both exploratory
development and Specific Design and Development
by preventing or minimizing the random .
invention of products which are not compatible
with the system metwork technical and performance
needs and objectives, which are not cost
effective or which will not meet the needs of

the operating telephonme companies.” (Exhibit 286
o, 2017 ando2-13.3 ’

Quality assurance is fumded under one continuous case
(No. 38100), "Quality Assurance and Quality Theory". The staff's
summary of its objective is as follows (Exhibit 286, p. 2-~15):

"a. Development of inspection and quality controel
theory and techmiques.

"d. Formulating quality objectives for new
~ systems and quality standards for new
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products and performing continuing
surveillance of quality standards for
existing products.

Development and specification of quality
inspection procedures.

Quality surveys which review all the factors
which related to the quality of a particular
product including design, mamufacture, and
use. These surveys are carried out jointly
with persomnel f£rom Western Electric.

Appraising quality of products as indicated
by the results of quality assurance :
inspections performed by Western Electric
perscunel at their plant locations

according to BIL quality inspection
specificatrions.

. Quality reporting comsisting of documents of
these appraisals for management purposes.

Supports the evaluation of gemeral trade
products work dome by the Bell System
Purchased Product Division (BSSPPD) of
AT&T. This work includes formulation of
quality standards, creation of a quality
system to-wonitor the quality of general
trade products and participation in the
appraisal of the quality of gemeral trade
products.”

It should be well moted that there is a separate case (Case 38200,
"Engineering Complaints, Product Performance Evaluatioms, Nomconformance

Cases and Field Engineering") for quality comtrol funded by Western
Electric.

The staff recommends a 100 percent .disallowance. The staff
states (Exhibit 286, p. 2-16):

"The staff's opinion is that it is insppropriate
for the operating companies to fumd the quality
assurance work performed at BTL. Work performed
under Case No. 38100, with the exception of
evaluation of general trade products, is the
type of warranty work that mormally is performed
by a manufacturing company. Quality assurance
work is usually labeled quality control by most
manufacturers and is the method they employ to
assure that the products coming off their
production lime and sold to their customers
meet their standards of quality. It is
recommended, therefore, that Case No. 38100 be
funded by Western Electric rather than by the
operating companies."
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Lastly, regarding patent adminjistration, the staff recommends
that all such expenses incurred at Bell labs be funded by Western
Electric "and subtracted from royalty income to obtain net royalty
income". The staff believes that this will result in the same treatment
for such expenses at Bell Labs as at Western Electric.

The staff describes patent administration as follows (Exhibit
286, p. 2-16):

"a. Preparation, £iling and prosecutions of United
States and foreign patent applications
assigned to BTL, AT&T and Westerm Electric.

"b. Work on interferences (comflicts between
two ies claiming a patent on the same
item) involving United States patent
applications or patents.

Patentability studies at BTL, AT&T and
Western Electric.

Right to use studies including cross
licensing agreements with other companies
arising out of work a:.BTL,‘AI&T gnd

Western Electric.
"e. Publication release studies.

"€, Parent studies of outside inventions or
patents submitted to BIL. o

"g. Routine studies of U.S. and foreign patents.

"h. Patent studies relating to copyrights,
trademarks and miscellaneous matters arising -
out of BTL activities."

The staff report also describes the staff's views of the purposes and
fiscal results of this category (Exhidit 286, p. 2-17):

"The general aim of patent work is to protect
BTL inventions and to allow & freedom of use by
the Bell System of all pertinent techmnology
which may be useful in the telecommmications
industry. This is accomplished through a
system of patents and royalty-free cross-
licensing agreements with other techmologically
oriented imstitutioms. BIL is a prolific
procurer of patents, obtaining 500 to 600 a
year. It is not known whether BTL gives more
in potential royalty revenues than it receives
under the cross-licensing agreements. However,
BTL believes that the advantages to technological
progress through the freedom-to-use provisions
of the cross-licensing agreements outweigh any
loss in royalty revenues.

e
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"Patent royalties from all sources flow to Western
Electric, regardless of whether BTL, Western
Electric, or AT&T is the developer of the product
which was patented. Westerm Electric subtracts
its costs of patent administration and the
resulting net royalty income is divided equally
between AT&T and Western Electric. The share of
net royalty income received by AT&T is used to
reduce the amount of License Contract expense
billed to the operating telephone companies,”

The staff's report (Exhibit 286) also contains certain other
categories which appear to be superflucus. ™Mathematics research"
includes cases which from their descriptions are either basic or
applied research. "Operatiomns research" should be considered as part
of systems engineering. "Other cases" (all of which were determined
not to be product related) are apparently all basic or applied research
except for Case 39483, a study of reserve power systems for telephone
operations, which is probably best categorized as systems engineering.

, The staff exhibit also describes two similarly named areas:
"business information systems" (BIS) - the development of software
programs for use by the 0ICs - and "business information systems
‘studies™, which covers certain long- range plamming of business operationms,
including computer software and hardware systems. The former i1s funded
outside the license contract and is not the subject of this investigation
(see Decision No. 88232); the latter may be regarded as part of systems
engineering.

C. Pacific's Presentation

Pacific's arguments against the staff's view of Bell Labs
may be summarized as follows: (1) the staff witmess (Humphrey) had
insufficient background to understand the nature of Bell Labs' work and,
therefore, falled to understand its significance to Pacific and the
other O0TCs; (2) the staff erromeously classified research work as
"product related"; and (3) the staff's recommendations to disallow
quality assurance and patent administration are based upon a misunder-
standing of the purpose of the work. '

Because of these problems with the staff analysis, according
to Pacific, if the recommendations of the staff are followed, there will
be an adverse impact on long-range system planning and the quality of
sexvice.
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Dr. McKay testified that the purpose of basic research is
"fundamental scientific understanding" (Exhibit 298, p. 18). One may
actually mamufacture a device for experimental purposes Iin the course
of experiments but such a device camnot be considered a product.

Dr. McKay points to Mr. Humphrey's characterization of the tramsistor

as an example of misunderstanding. The first tramsistor was not
"developed" or "produced" in physics research at Bell Labs, but was 2
device in a laboratory experiment demomstrating signal amplification in
a solid state material. The device was, at that point, "of mo ‘
commercial use®. (Exhibit 298, p. 18.) Dr. McKay explained certain
other semiconductor experiments, which were carried om over several
years and wbich studied the behavior of electroms. Dr. McKay testified
that he did not undertake the work with an understanding that it would
be of benefit in developing products. (Exhibit 298, pp. 19-20.)

Dr. McKay similarly listed and described several projects in
areas of mathematical research, chemical research, and envirommental
and enexgy studies. Dr. McKay, in smswer to the questiom, "Does Bell

Labs have a long-term commitment to ongoing research?",- stated (Exhibit
298, pp. 24-25):

"Yes. One example of our long-term commitment is
basic research in microwave radio systems. In the
late 1930's our radio research people began
building experimental microwave devices and
measuring microwave radio propagation through the
atmosphere. Some of their instruments were used
in radar research and development in the early
1940's, and in the subsequent development of the
transcontinental microwave radio relay system.
However, the fundamental studies contirmed. For
example, we measured the effect of atmospheric
refraction on microwaves and discovered the
scattering of microwaves by the troposphere.

This latter effect has been exploited in
tropospheric scatter radio systems built by many
manmufacturers. More recently, we have conducted
extensive studies of the effects of rain on
higher frequency microwave radie. We have shown,
for example, that heavy rainstorms are relatively
localized phenomena; we have assembled experimental
arrangements to show that, with appropriate.
system designs, the effects of rain attemation
can be overcome. We believe these findings will
wmake it feasible to open mew frequency bands
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for satellite commmication as well as terrestrial
microwave radio relay systems. Over the years,
too, we have made extemsive measurements of radio
propagation at frequencies appropriate for mobile
radio telephone services. These endeavors laid
the foundation for the high capacity system now
beinz explored in Chicago. These are also basic
to the non-Bell mobile system that is to be tested
in Washington D.C." .

The witness stated that Mr. Humphrey's view that all such theoretical
work is product related is "wrong".

n"0f course, the products produced by mamufacturers,
including Western Electric, will be better
products for the Operating Telephone Companies

es a result of this work. To make sure that this
occurs, we are aggressive about publishing basic
research results. Entire industries have been
started or enhanced by Bell labs' basic research
results: the semiconductor industry is ome
example. Only with the products of that industry
could the worldwide computer industry provide

the low-cost, reliable products which have been
of such immense bemefit to the Operating

Companies,
"But basic research results are also of primary

benefit to the Operating Companies in other ways.
I have given several illustrations: mathematics
and radio propagation data being used by systems
engineers in their direct work for the Operating
Companies, and chemists working directly with
Operating Companies in contaminant contzol,
environmental protection and energy conservation.
In every basic research area there are comparable
examples.

"All of our basic research is necessary for AT&T's
technical suppoert of the operatioms of PT&T."
(Exhibit 298, pp. 26-27.) '

Both Dr. McKay and Dr. Tanenbaum stressed that fundamental
research should not be left to equipment manmufacturers. He pointed out
that one aspect of such research is establishing technical feasibility.
It is not known, he said, whether a desired fumctiom can be achieved
based on certain ideas until & trial is carried out. "Even if the
trial were to be a success", he said, ™o specific product would have
been formulated." (Exhibit 298, p. 29.) '
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Similarly, as to applied research, both witnesses testified
to the negative effect of abandoming this area. Dr. Tanenbauvm stated
(Exhibit 297, pp. 23=24):

"Even in cases where manufacturers may contribute
to the development of new technology, such as in
lightwave commmications technology, it is still
necessary for the Operating Telephone Companies -
to do applied research in order to be knowledgeable
plammers, purchasers and users of the techmology.
Some of the information the telephome companies
would need to acquire to be knowledgeable in this
new area includes, for example: how the new
technology can be best used in the existing
network, how cable and splice design affect
.properties over long periods of time, and whether
optical systems can be maintained efficiently.
Because of questions like these, a telephone
c::g:n{ should not commit to use this new

t ology without first generating an adequate
fundamental understanding of how it could affect
their operations and the cost of providing
service.

"This is.true of all technologlies that can affect
telecoummications. The telephone companies need
the ability to choose among complex technical
alternatives and also to place requirements on
the potential suppliers of equipment o assure
they get what they can use most efficienmtly.”

Suming up his opinion regarding the effect of ending the
funding of such work by the OTCs, Dr. Tanenbawm said (Exhibit 297,
p. 26):

"If the Operating Telephone Companies were not
to fund this work at Bell laboratories, wmuch of
it would probably not be dome. As I have
demonstrated, the scope and direction of this
work goes far beyond thaet normally funded by
mamufacturers. Thus, Western Electric could
not be expected to fund and direct it. Since
it is unlikely that any single Operating
Telephone Company could indivicdually support
basic research of the magnitude and caliber of
that which thegrsupport jointly at Bell
Laboratories through the License Contract, it
is likely that the quantity and quality of basic
research in telecommmications would diminish
significantly and the extraordinary bepefits
that have occurred in the past would not be
matched in the future."
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Dr. McKay pointed out that there is a wide scope of activities
in applied research; at one end of the spectrum the projects involve
basic research, and at the other they are similar to systems engineering.
A list of some of the activities includes semiconductor research;

technical feasibility studies; reliability of =echnology to be used by
the OTCs; and maintainability studies (testing case of maintenance of

technologies). Dr. McKay geve the following example of the last
category (Exhibit 298, pp. 31-32):

"Recent progress in laser reliability is a good
illustration. The laser in an optical
transmission system is a solid state device about
the size of grain of salt - a size comparable to
the end of the cptical f£iber into which it
couples. Two years ago, such devices had a mean
time to failure of 10,000 hours, which although
suitable for the experimental trials of optical
communications now %oing on in Chicago are not
nearly long enough for widespread Bell System
application. (Electromic compoment failure is
a statistical quantity. The mean time to failure
mst be much longer than the average lifetime of
a system to provide satisfactory service.) The
process of improving reliability started with an
investigation of failure mechanisms. Qur basic
research people developed a method they called
*deep level transient spectroscopy! to measure
the aging process of solid state lasexrs. They
found that in operation & point defect wonld

ow into a line that caused catastrophic

ailure. Subsequent analysis showed that the
source of the fracture was migratiom of elements
within the crystalline structure of the device.
Rnowing this source of failure enabled the

applied research people to devise a structure
immme to this wechanism. The result was a device
with a mean time to failure of ome milliom hours.
Devices with this reliability may be adequate

for some sapplications, but further improvements
are required for widespread applications. We

are pressing on with reliability studies and

hope to umcover the techmnology that will be

the basis for devices with 2 mean time %o failure
of at least 10 million hours - the level desired
for widespread commercial service in the Bell
System,"

The witness testified that the'abbve study concerned failure mechanisms,
not design and manufacture. Several other examples were cited (pp. 34=36).
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He stressed that such research did not lead to prototype equipment and
that "specific development"” would be needed "to tramnslate these results

into configurations suitable for actual Bell System use." (Exhibit 298,
p- 36.)

Proceeding to systems engineering, Dr. McKRay described its
function as:

"...planning network configurations for efficient
traffic handling; plamming for comtinuity of
sexrvice under conditions of high load, equipment
failure, and disaster; plamming introduction of
new technology; establishing service objectives;
and developing requirements for compatibility
among all of the apparatus and ipment that
mak; gp the physi network.” (Exhibit 298,

P. L

_ Dr. McKay cited several examples of work in this area. He
first summarized projects under the "contimuity of service"™ category
(Exhibit 298, p. 8):

"Contimuity of serxvice is a requirement foremost
in the minds of systems engineering plamming
activities. There are many facets of engineering
to meet this single requirement. Automatic
alternate routing algorithms or procedures are
employed to utilize the network efficiently
under varying load conditions. Standby power
is plammed so that telephone service will
contimie in the event of commercial power
failure. The combination of standby power and
network management procedures is effective in
continuing to provide telephome service in the
event of disasters. The network must be capable
of accepting new kinds of equipment without
conflicting with existing equipment and while
contimuing to provide uninterrupted service.

This single requirement of continuity of

sexvice while introducing novel technelogy is

the reason that systems engineering organizations
must be responsible for establishing
compatibility and performance requirements for
all the elements that enter the network. These
requirements reflect the service needs of the
Operating Companies rather than the interests

of manufacturers of telecommmications products.”

Dx. McKay outlined the methods of disseminating the results of such
research to the OTCs (Exhibit 298, pp. 10-11l).
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Another area of systems engineering is metwork plamming,
described by Dr. McKay as follows (Exhibit 298, pp. 11-12):

"A typical metwork plamming study starts with
computerized models of the network. The models
contain representations of network components -
including terminal, loops, short and long haul
trunks, switching systems and associated
apparatus and equipment - and reflect the ways
these components are intercomnected in the
network. These models are based on studies of
the characteristics of network components and
surveys of network cormections carried out by
Bell Labs, and on various routine measurements
reported by the Operating Companies. In the
studies, systems engineers simulate large
mumbers of telephone commections and develop
statistics on end-to-end performance,
Furthermore, these models provide flexibility
in evaluating the effects of possible changes
in ome or moxe of the components and in network
configuration.

"To predict the effect of metwork changes on
customer opiniom, additional infermation is

required, Tor voice services this is provided
by subjective tests in which participants talk
or listem over telephone comnections. For each
test condition the transmission characteristics
such as loss, nolse, and echo are determined in
carefully controlled human factors studies.
Models of customer opinion are established
based on the ratings of many participants on a
range of transmission conditions and incorporated
in the network models. Data service studies
require similar information on the sources and
effects of error characteristics, including both
short term (seconds) and long term (days)
periods of error-£free tramsmission. This, too,
is provided. by carefully controlled laboratory
tests as well as through customer need studies.

"The use ¢of the computerized mnetwork models,
customer opinion models, and data error models
permit many altermatives in network component
choice and intercomnection to be evaluated.
Overall metwork optimization can be achieved by
considering trade~offs among components. Cost
studies of the more promising altermative are
carried out. Recommendations for Tovements
in network objectives which may result from
introduction of new technology are made and
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reviewed by AT&T. Upon acceptance, new network
objectives are included in appropriate Bell System
practices and summarized in publicatioms such as
"Notes oan Distance Dialing'."

Dr. McKay also described systems engineering of commmicatioms
equipment:.

"A recent example is measurements made by Bell
Laboratories engineers in September 1976 om
microwave interference problems at a microwave
station in Los Angeles. The microwave
interference is caused by reflections,
particularly from new and tall buildings adjacent
to the microwave station.” (Exhibic 298, p. 14.)

In answer to the question, "Are such microwave interference measurements
'product related'?" Dr. McKay said:

"No, mot in any sense related to the development

or design of products. The problem had teo do

with the proper use of existing equipment. In

fact, at this Los Angeles microwave station

there is some pon-Western Electric equipment

‘together with Western Electric TID2 equipument.”
(Exhibit 298, p. 15.)

Exhibit 298 and 299 illustrate other examples of licemnse contract work
in various categories. The testimony stresses present or future value
to the metwork rather tham to a product or series of products. This is
why, according to Dr. McKay, such research should be supported and does
not overlap with actual manufacturing reseaxch.
Regarding qualitv assurance, the witnesses stated that

Mr. Humphrey's view of quality assurance as a testing of products is
incorrect and is based on his misunderstanding of the subject matter

covered. Dr. McKay emphatically distinguished "quality assurance" from
"quality control®", the latter being the fumction of Western Electric
(or another manufacturer).

"The AT&T-fumnded Quality Assurance organization
at Bell labs, acting on behalf of the Operating
Companies, establishes quality standards for
products, is responsidble for in-process analyses,

tests final performances and assesses installations.

For example, if Cuality Assurance determines that
A gilven WesStern LlLecLric DIOoGucCLt does not meet the

prescribed standards, that equipment can be, and
is, preventecd bv Bell Labs from being saipped from
western Llectric to an Uperating Companv. Quality
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Assurance is, for the Operating Companies, like an
effective Customer Protection Agency, and this is
not the type of work that would be performed by a
manufacturer. Quality Control, on the other hand,
is a manmufacturer's fumction used to control the
cost, yields and quality of products, a fumction
for which Western Electric is remowned. Western
Electric also funds Bell Labs' activities relating
to the identification and correction of field
problems falling under the warranty provisions of
the Supply Contract between Western Electric and
the Operating Companies and to the maintenance

of product conformance to design requirements."
(Exhibit 298, pp. 43-44, emphasis added.)

The witness stated that contrary to Mr. Humphrey's assertions,
the work is mot done in isolation from Pacific, that two £field
representatives are assigned to Pacific and maintain their offices in
San Francisco, and that the quality assurance organization audits
switching and transmission installations, product performance, and
repair services in Califormia. Certain specific ocxamples were mentioned
(Exhibit 298, pp. 42-43). The witness stated that the OTCs could mot
rely on the mamufacturers' quality control work to assure the purchase
of reliable equipment (Exhibit 298, .p. 45).

The work dome under quality assurance does not include a
comparison of Western Electric products with those of other mamufacturers,
leading to a "make or buy" decision. Such analyses are performed by the
AT&T Purchased Products Division (see testimony of Robert F. Wentworth
of AT&T, tr. 2653; see also the prepared testimony of John E. Denmis
(Exhibit 304) and C. Lee Wade (Exhibit 305) om this subject).

For the purpose of distinguishing the license contract work
of Bell Labs from SD&D performed for and financed exclusively by Western
Electric, Dr. McKay summarized SD&D in his prepared testimony (Exhibit
298, pp. 45-47).

"Q. Please describe the specific development and
design work done at Bell Labs.

"A. About 457 of the total Bell Labs effort is
devoted to *Specific Development and Design'
(SD&D). This work is paid for by Western
Electric. Specific development bdegins with
requirements for sexvice and usage, with the
expectation that the prescribed economic and
technical goals can be met. From there the
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architecture of the system must be devised,
the devices and circuits and the equipment
designed, prototypes built and field tested,
the information that is used as the basis

of mamufacture delivered to the marmufacturer,
changes introduced as problems arise during
marmfacture, follow up as new systems are
introduced in the field, and subsequent
redesign for cost reduction and service
improvement.

Does 'R&FD' work provide a specific outline
for the activities for specific development
and design?

No. Any assumption that the R&FD work at
Bell Labs provides & blueprint so that
specific development and design can flow
easily and without mistakes or false paths
is erromeocus. Specific development and
design is a very difficult undertaking with
many false paths and false leads involved in
the pursuit.

Does applied research of a techmology stop
when sgecific developument based on that
technology begins?

No. Exploration for future opportunities
continues even while current product ‘
developaent is underway, as 1 illustrated in
comection with applied research of microwave
radio systems.

When both applied research and Specific
Development involving the same technology
are being carried on simultaneously, how
are the two distinguished?

Applied research represents the continmuing
search to enhance the technology of
telecommmications; it is open-ended work
with unscheduled results. On the othex
hand, specific development represents the
confluence of feasible technologies with
Operating Company needs. It results from a
decision to develop & specific product at

a time that it will be of practical use.
Specific development projects are undertaken
for well-identified products and with
project completion objectives. At the
termination of one specific development
another may or may not be started depending
on advances in the technology and changing
needs of the Operating Companies. But
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applied research continues as long as that
field is of current or potential significance
to telecommunications.

If you review the progress in an applied
research area and find that techno?ogy and
Operating Company needs are not joined closely
enough to warrant specific product development.
what do you do?

If, in our judgment, the potential of the
technology remains great, we will continue
applied rescarch. Cur work in magnetic
garnets to advance the technology of bubble
memories, is an example. It was only after
years of searching that we found materials
with requisite properties and reliability.

We started specific development of 2 recorded
announcement device using bubble memories,
while continuing applied research in magnetic
garnets. Just what technology to emphasize
in applied research and what technology to
pursue in specific development are separate
declsions that involve a great deal of
analysis and management judgment."

Dr. McKay contradicted Mr. Humphrey's opinion that Bell Labs
is a "service department of Western Electric", pointing out that R&FD workv///
(as distinguished from SD&D) is undertaken whether or not it is in the
best interest of Western Electric as a manufacturer (citing examples of
research mentioned carlier in this opinion).

Pacific's viewpoint on patent administration was offered by
AT&T witness John E. Dennis, Manager of License Contract and Regulatory
Matters. Mr. Dennis stated that the staff's recommencdation that all
patent expenses be paid for by Western Electric and charged against
royalty income would actually czuse the 0TCs to pay more than at present.

"Each company is billed for associated domestic
patent work based on the percentage of reseaxch,
development and related Bell System work performed
by BTL during a given perlod of time.
Accordingly, because Western funds a higher
percentage of BTL work than AT&T, Westexn has been
billed a higher percentage of the expenses of the
Laboratories' patent activities relating to its
research, development and other related activities
conducted on behalf of the Bell System. If these
expenses were to be deducted from royalties,
Western would, in effect, only be paying 50% rather
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than g & higher percentage based on the
prOpogizgg of the funding of BIL's research,
development and other inventive activities on
behalf of the Bell System. The net effect would
be that the operating companies would be paying
a higher percentage of the regular BTL patent

expenses than they are now paying." (Exhibiz 304,
pp. 17-18.)

The witness pointed out that patent expenses are not deducted
from royalty income by Westernm Electric but are charged against Westerm
Electric's products, except for litigation expenses directly concermed
with enforcing Bell System patents, and expenses concerning patemt license
agreements. Western Electric's expenses in obtaining U.S. patemts,
in making novelty and right-to-use studies, and other domestic patent
activities are "charged by Westerm Electric as expenses against its
products and are not deducted from royalty income before the royalty
income is shared with AT&T." (Demmis, Exhibit 304, pp. 18-19.)

According to Mr. Denmis, work in the area of patent procurement
and "general patent studies" is not performed in the same area as
invention-related patent work. He stated that the staff's understanding
of Bell System cross-licensing agreements is erromeous. Most such
agreements are bilateral and when necessary, in order to balamce the
exchange wvalues, the other party undertakes to meet specific royalty
obligations to the Bell System (Exhibit 304, p. 20). M, Dennis
concluded (Exhibit 304, p. 21):

'"™Most patent licemse agreements emtered into by
Western do not include an obligation for the Bell
System to make royalty payments, as such, but do
require the licensee .to make cash royalty pa ts
to Western if the licensee uses licensed Bel
System patented inventioms."”

Pacific's final criticism of the staff's approach to
investigating Bell Labs' use of license comtract fumds is that the staff
failed to investigate the value of the expenditures to Pacific by
contacting Pacific or Pacific's persommel.

17/ This argument also applies to staff witness O'Rourke's
investigation of the various AT&T departments, discussed elsewhere.
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Pacific presented the testimomy of C. Lee Wade, Pacific's
Director of Affiliated Interest Studies. He stated his responsibility
was reviewing contracts and agreements with AT&T "to assure that the

value of the services to Pacific equals or exceeds our payments under
these contracts.” (Exhibit 305, p. A-l.)

Mr. Wade stated that he reviewed the "tangible output™ of the
material investigated by Mr. Humphrey and found that a significant
amount of it assisted Pacific in "developing procedures to most

effectively utilize and operate existing equipment." (Exhibit 305,
p. B~4.) He cited the following examples, all of which Mr. Humphrey
. regarded as "product related" (Exhibit 305, pp. B~4 to B=7):

"l. A procedure for using a computer to control
the testing of coin sets under various loop
arrangements, central office configurations
and envirommental conditioms.

Methods for marking and identifying coinage
for security investigations.

Studies of various techniques for moumting
power equipment and methods to dissipate or
transfer the heat generated by power
equipment.

Development of standards for wiring for use
in prewiring of bulldings and in providing
wiring arrangements for mobile homes.

Studies for determining the extent of fraud
in a geographical' area including measuring
techniques and how to evaluate the
statistical data generated.

Work related to the establishment of optimmmm
inventory levels required to maintain
service and other studies related to the
economics of field repair of products versus
junking or returm.

Investigation of ways to remove water from
pressurized underground and PIC cables.

Development of methodology to determine the
gzg%mum point in time to rehabilitate buried
e.

Preparation of a handbook establishing
standards and guidelines for maintenance of
loop plant.




"10.

"1l.

"l2.

"13.

"l4.

"ls.

nlé.

"17.

"1s.

"19.

n20.

"21.
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Development of computer programs to be used
by the outside plant engineer in the

analysis and design of pressurization systems
by determining the o2ptimm locaticn of air
sources and the location of pressure
monitoring devices.

Procedures for mechanizing repair service
administration records, analysis and testing
procedures,

Procedures and computer programs o assist
the operating companies in the assigoment
and record keeping fimctions pertaining to
main frames to minimize the investment and
operating costs by relieving congestion and
improving load balance.

Overall plamming for wire center distributing
frames including a reorgamization of existing
trunk frames which are being exhausted.

Studies to assist the operating companies in
reducing the number of trouble reports
closed out as 'mo trouble found.'

The review of the existing outside plant
engineering practices to determine if they
are current and provide adequate information.

Studies of the procecures used in the upkeep
and restoration of the outside plant
facilities associated with carrier systems
in order to develop more effective
procedures.

Investigation of the possible use of
Automatic Message Accountin§ data in the
analysis of switching trouble reports.

Studies to determine the feasibility and
desirability of comsolidating swmall commznity
dial offices into larger entities by use of
pair gain devices. .

Studies of new uses for loop electremics in
urban and suburban networks as well as
finding new ways of economically providing
and upgrading service in rural areas.

Analysis of transmission, signalling, cost
and administrative considerations associated
with the design of long routes.

Development of a computer based system for
the collection end analysis of operator
reported troubles.
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"22. Development of economic models and studies
to assist the operating companies in
determining the mest cost effective way of
accomplishing a conversion or of operating
its equipment."

The exhibit identifies the above list only as R&FD work, but
it appears to fall within the parameters of systems enginmeering. The
same may be said of a subsequent list (Exhibit 305, pp. B~9 to B-1ll)

dE&liI]g Wilh engingssing goidelines for the use of gemeral trade products

and another list (pp. B-13 to B-1l4) encompassing the Eollowingt
"l. Studies of ways to provide artificial

inflections for recorded speech which will

reduce the amoumt of storage in audio
amouncement systems.

Studies to limit the electrical noise
associated with power equipment and
studies of packaging and mounting power
equipuent.

"3. Work with optical fibers to analyze the
reliability of loop transmission systems
based on optical fibers.

"4, Studies of methodology which will Iincrease
the efficiency, reliability and load
carrying capabilities of existing equipment.

"5. Exploration of techunology to allow pair
gain devices to solve the fluctuating
mobile homes telephone demand.

"6, Studies of outside plant configurations
associated with carrier equipment.

7. Investigations to improve the reliability
and maintenance procedures of existing

equipaent, "

Mr. Wade concluded this portion of his testimony by stating
that in his opinion, this work bemefits the OTCs in the form of new
information on which to plan mew services (Exhibit 305, p. B-l4). He
stressed that, unlike a manufacturer, Pacific must provide a total

. commmications network.
D. Discussion - o

As an important preliminary, we see mo legal or regulatory
reason to reserve the application of our determination on the use of
license contract funds by Bell labs for future proceedings. As explained,
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we deal here not with "accounting changes™ for the Bell System but with
determining Pacific's test year revemue requirement. To the extent that
we are convinced that licemse contract expenditures by Bell Labs are
not the responsibility of Pacific's ratepayers, they will be disallowed
in this proceeding.

Basic research and applzed research will be discussed
together since they present the same analytical problems.

In our opinion, meither the claims of the staff and others
supporting the staff, on the one hand, nor those of Pacific, on the
other hand, are entirely borme cut by the evidence. We have been led
to the conclusion that, regarding the two "research" categories, the
product is equally useful in potential bemefit to the ratepayers via
modernization and improvement of the network or telecommmications
generally, and, on the other hand, inm potential advancement in techniques
of designing and marketing competitive products. Stated from a different
perspective, the work performed, even ‘in the "applied" category, is
basic emough so that the majority of it cammot be clearly labeled "OIC
related" or "product related". Therefore, we should allow 50 percent of
the expenses in these "research" categories as proper license contract
expenditures.

We have made previous reference to Mr. Humphrey's concept of
product relation and to the fact that in his opinion, new methods are
not possible without new products (amte, p. 13). Such a broad conclusion
is insupportable, and applying this reasoming to Bell labs' work under the
license contract leads to disallowance of projects, although it might be
possible to conceive ultimate "spinoff" bemefits in the product field.

There is, for example, the work performed with basic devices,
such as the semiconductor, the tranmsistor, the laser, magnetic garuets,
and the silicom solar cell. There is mo demonstration that such work
necessarily deals with embryonmic ideas for future marketable products.
The devices themselves, in their laboratory form, are not marketable
telecommunication products, and there is no evidence that there are
any Bell System "pioneer" patents on them,ié/ from which royalties would

18/ Subject to certain limitations, it is possible to patemt a pioneer
or basic invention. Westinghouse v Bovden Power Brake Co. (1898)
170 US 537; see discussion, walker On fatents, 2G £d., Vol. &, 9225.
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be derived. Dr. McKay points out that the transistor was originally a
laboratory device used in an experiment demonstrating signal amplification
in a solid state material, and, at that point in its development, of no
commercl al use (Exhibit 298, pp. 18-19). While work presently in
progress comcerning basic devices may eventually lead to marketable
products, it is at least of equal likelihood that such experimentation
will result in improvements in network transmission or network
configurations. ,

Other clear-cut examples are the projects discussed in
Dr. McKay's testimony under basic research and those experiments at the
more esoteric or purely scientific end of applied research. The evidence
and argument offered by the staff and the various interested parties
do not-demonstrate, in our opinion, "product relation” as we have
defined that term earlier in this opinion.

Applying the reascning of Dr. Tamembaum and Dr. McKay
across-the-board to all basic research, applied research, and systems
engineering is not possible, however, when certain Bell Labs cases,
submitted for review, are examined.lg/ (It should be remembered that a
major difficulty in examining the testimony of these witnesses is that
their descriptions of areas of work were mot correlated to budgetary
categories or specific cases. We should order, im future investigations
on this subject, that such a tie-in be presented.)

Thirteen supposedly representative cases were examined by
Compath and Intercommect (Exhibits 314 amd 316).39/ The results of this

19/ Reasons why only a limited mumber of cases were examined are
reviewed, ante, pp. 18-22. '

gg/ Pacific resisted production of six other cases, Pacific's coumsel

stating (tr. 8491) that, if necessary, Pacific would agree that
the expenses concerning them could be disallowed. The ALJ did
not order their production but said that in his opinion the
nondisclosure created a presumption that the expenses associated
with them should be disallowed. ZLater in the proceeding, a
different attorney for Pacific withdrew from the previously stated
position (tr. 8573). Regardless of this change in position, we
agree with the ALJ. Refusal to produce in thls instance amounts
to a failure of proof that the expenses should be borme by the
ratepayer. Cf. Evidence Code, Section 550.
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examination demonstrate that as one moves from extremely conceptual
research toward more specific goals it becomes easier in some cases to
identify a tie-in with SD&D, while in other cases the lack of such a
commection is more readily shown.

Case 38896 is entitled "Engineering Studies of Business
Commmications Systems"™, This was a contimuous or "ammual® case which
terminated in 1976. Its introductory statement for 1976 says:

"This coentimued ammual case covers engineer
studies of, and formulation of requirements for,
Business Commmication Systems including Customer
Switching Systems, Key Telephome Systems,
Business Services from Central Offices, Automatic
Call Distributors, and Special Private and
Government Systems. In addition, it covers
assistance to operating companies on specific
customer applications and on related problems
as agreed with the American Company."

The content of the case contains repeated reference to the
. Dimension PBX, usually by its generic name, CSS-20l. A review of the
entire case shows that the description of it in the opening brief of
Compath and Intercommect is essentially accurate and that it is
principally councerned with developing standards and features for Western
Electric PBX vehicles, principally of the Dimension variety amd developing
pricing models for PBX's, although the case also includes pricing work
on business communications systems gemerally.

Case 38765 - "Fundamental Development of Business Commmications
Systems" - and its case description indicates that it covers fimdamental
development of mew and improved business commumications systems including
self-contained PBX systems "usable over the entire range of customer
sizes", key telephone systems, systems combining FBX and key features,.

and certain exploratory work on other phases of business commumications
systems,

Although the words "fumdamental development” appear frequently
in the authorization, a fair reading of it shows that it is not in the
category of basic research as defined by Dr. McKay but is closely
related to development of business terminal equipument.

The above two cases are the most clear~cut examples at the
"product relation" end of the spectrum, but otner cases show similar,
although lesser, comnections with terminal equipment.
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Case 49186 is titled "Network Operations Planning" and a
reading of it shows that this title is a fair description of most of the
work; however, one subsection of the case indicates work supportive of
the Dataspeed 40, and another paragraph shows certain studies regaxding
PBX features (although regarding the latter, Dr. McKay testified that
the feature belonged to the network and not the PBX; tr. 9032-9033).

Case 39394 is contimued research in the basic-elements of
communications systems. At the risk of oversimplifying its synopsis,
it may be described as research into the use of the silicon integrated
circuit in the network, and how to increase network reliability and
maintainability through silicon chip circuitry. Compath and Intercommect
point out that the case includes some work respecting development of
digital PBX terminal equipment. While Dr. McKay testified (tr. 9044~

9043) that this 15 not a production 5ySeem e deSCTipuien in Whe eass
seems to indicate that prototype equipment is being developed. To
place this work in proportiom, we should mention that the digital
switching system work is covered in one paragraph of a 20-page case.

Case 20137 is a 20-page document entitled "Fundamental
Development of Common Systems" and by its description covers exploration’
of ringing tone and cadence systems, digital storage systems, and
recorded amnouncement systems which are used in "switching and customer
systems"., A reading of this case seems to indicate that it may have
equal application to the metwork or to certain types of customer
equipment. |

Case 49008 is entitled "Traffic Network Plamming®". It is
c¢ited in the opening brief of Compath and Intercommect as a case in
which design of termiral equipment is being comducted. The brief does
not make reference to any particular paragraph. A reading of the case
seems to indicate that it in fact concerns traffic metwork plaming,
with the possible exception of a section referring to private network
traffic analysis.

Case 20410 is entitled "Fundemental Development of Device
Design Methods and Concepts". The Compath-Interconnect opening brief
cites it as another example of development of product related features.
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The work is basic in nature but some of the work seems at least equally
useful in network comfigurations or in some terminal equipment. For
example, it is mentioned (p. 3 of the case) that a certain proposed
design could satisfy needs ranging £rom key telephone controllers up to
coentrol applications of minicomputers.

We have stated that the budgetary (R&FD vs. SD&D) dividing
lines are not arbitrary. Basic or conceptual work under R&FD must be
done before it makes economic sense to commence more specific work in
the actual product design field under SD&D (tr. 8354). However, the
testimony of Dr. McKay (tr. 9014-9098) does mot rebut the showing of
the staff and others, based on a review of the actual cases, that there
is in many instances a comparability between R&FD and SD&D. A scenario
in which SD&D persommel anxiously wait at the door for Prometheus to
spring forth with a torch of fire from the Olympian realms of R&FD is
unrealistic. The real world is found in Exhibit 315, the accounting
manual for Bell Labs, whichdemonmstrates a correlation in certain areas
between work conducted for AT&T and work conducted for Western Electric.
As the staff pointed out (Exhibit 286, pp. 2-11 and 2-12): = °

"These | fundamental developmen:] cases quite often
have countergarts in the cases which are funded
by Western Electric under the Specific Design
and Development category. For example, AT&T
Case No. 20105, 'Fundamental Development of
Magnetic Devices' is comparable to Western
Electric Case No. 20247, 'Development and Design
of Magnetic Devices'; AT&T Case No. 20107,
'Fundanrental Development ¢f Primary and Secondary
Enexrgy Sources' is comparable to Western Electric
Case No. 20207, 'Development and Design of
Primary and Secondary Energy Sources'; AT&T Case
Case No. 20104, 'Fundemental Development of
Piezoelectric Devices' is comparable to Western
Electric Case No. 20245, 'Development and Design
of Plezoelectric Devices.' This comparability
of cases, of which the above examples are a small
part, shows the contimuity of the research and
development efforts im those fields in which
materials, devices and products are the end result.
Further, such comparable cases as those shown
above are worked on by persomns in the same
departments.”

Drs. McKay and Tanembaum . point out that much of the research
work leads to publication of data of gemeral use to the OTCs and others.
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There are other areas, however, regarded as secret. It is not possible
,to estimate precisely what percentage of the secrecy relates to product
oriented developuent as against, foxr example, patentable devices having
general application, or methods having only metwork application oxr some
other use which is not marketable. There is nothing improper in the
Bell System's protecting its inventions from piracy, but since this is
necessary we are-not prepared to presume that which exists in this area
is 100 percent related to teleccmmmications research which has
potential value only to the OTCs, and which has no potential value to
Western Electric and its future marketable products.

Regarding systems engineering, it is our opinion that the
same 50 percent disallowance should apply, based on this record. We
should be able to make a more precise allocation in this category but
we are not always certain whether particular cases fall into the systems
engineering category.

The case which shows the clearest product relation, discussed
above, is a systems engineering case (Case 38896). Cases in which
disclosure was refused (see footmote 20) appear to be systems engineering
cases or at least to contain elements of systems engineering (see tr.
8482). A disallowance should be made which will cover such nondisclosure,
not as a penalty but because Pacific bears the affirmative burden of
showing its .expenses under the license contract reasonable.

Oun the other hand, we disagree with Mr. Humphrey's proposed
disallowances in the "network engineering® category (part of systems
engineering).zl/ Clearly, the direct purpose of such work is
improvement of the network and any possible product application is
consequential. We recognize that merely labeling a project ™metwork
engineering” does not make it so, but a general review of this category
and the staff testimony commected with it convinces us that the expense
iz of primary and direct bemefit to the OICs.

21/ On two occasions Mr. Humphrey stated that, in his analysis, he
™  made no distinction between "products" available to the public
and those useful only as part of the basic telephome plant.,
(Te. 7220; 7277 et seq.) He further stated that this was true even
if it could be sEBth%hat no one other than Bell labs was performing
research in a particular area (tr. 7280).
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Regarding quality assurance, we are comvinced that the work
done wmder this case is of direct benefit to Paciflec and the other COICs.
It should be noted, however, that the staff witness was understandably
influenced in his determinatiem by the umavailability of the Westerm
Electric-fumded quality control case material. We recognize its probable
sengitivity (and the fact that none of it is ratepayer-funded), but if
we are to continue to recognize quality assurance as a legitimate rate-
payer expense in future investigations, at least a sampling of quality
control material should be made available for comparison purposes in
future investigation on this subject.

It would defeat the purpose of quality assurance for Westermn
Electric to fimd it;-z-z—/ such fumnding would ask the manufacturer to
approve, not on its own behalf, but on behalf of the '"customer” (the
OIC) the quality of the products. Under the present system, quality
assurance personnel can stop a shipment from Westerm Electric teo an OTIC.
The work described in this area by Mr. Demmnis is of direct value to the
0TCs. While we are willing to disallow individual expenses under this
program brought to our attention which are demomstrated to be inappro-
priate, the quality assurance program in general cammot be characterized
simply as quality control for Western Electric.

Regarding patent administration, based upon Pacific's
explanation of its finding, we will make no disallowamce. While
Mr. Bumphrey's recommendation may be sound from a theoretical standpoint,
. it apparently would result in the ratepayers actually paying more than .
under the present procedures.

In conclusion concerning Bell Labs, we recognize that Pacific
is part of a high-technology industry and that we should allow Pacific
to support research and development to its benefit and the ultimate
benefit of its ratepayers. Our purpose here has been to attempt to
separate that portion of such work or primary bemefit to Pacific and

its ratepayers from work of primary benefit to AT&T, the AT&T shareholder,
or Western Electric. ’

22/ Ve recognize that we cammot tell AT&T how programs should be
funded and that our purpose is t¢  determine allowable expesses
for setting rates; however, the staff's argument was that thil
expense is appropriately fimded by the manufacturer. '
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IV, AT&T USE OF LICENSE CONTRACT FUNDS

A. JIntroduction

The staff license contract investigation also encompassed
the AT&T departmental use of license contract fumds. Staff
recommendation 2 regarding disallowances fall into three basic
categories: (1) recommendations based upon product relation similar %o
toe staff's analysis of Bell Labs; (2) recommendations based upon the
staff's view that the expenditures are the direct responsibility
of the AT&T sharenolder; and (3) certain miscellaneous categories.

The first category cozcerzs the following departments and
divisions: ‘

N roduct Vanagement’ Division ¢ o

Market Management Divisiom 24/

Service Management Divisioo=—
Sales Development Division

Customer Services Department, consisting of:
Customer Facilities Division
Customer Assistamce Division
Punctional Accounting Division
Corporate Security Division

Engineering and Network Services Department,

consisting of:

Network Operations Division
Transmission Division

Switching Division.
The second category concerns license contract expenditures

195 Broadway Corporation

Administrative Service Department

Treasury Department

Secretary Department

Public Relations and Employee Relatioms Department
Dues, Donations, and Contributioms

Commmity and Education Relations Division

Public Relatiomns Plamming :

Advertising, Closed Circuit TV, and Films Expeunses

23/ In most instances the staff was supported in its recommendations
by Compath and Intercormect and by TURN. Where there are
significant differences, the positions of these parties will be
discussed separately.

24/ Called the ™arket Services Division" by the staff. Except when
quoting from staff exhibits or testimony, the name Service
Management Division will be used.
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Legal Department (exclusive of antitrust)
Antitrust Lawsuit Expense

Washington Office

Controller's Department

Executive Department.

Miscellaneous recommendations not falling into either the
"product relation" or "investor interest" category concern expenditures
connected with:

Human Resources & Developmén: and EEOC expenses
AT&T moving e
Taxes (federal and New York State).

As with Bell Labs, we will attempt to decide whether the
activities in each area are properly borne by the ratepayer.
Exhibit 206 contains over 40O BDPs.  If we analyze these one at
a time we will not eanunciate rules or principles applicable in -
future proceedings, since no matter what determination is made on one
BDP ome may single out another which suggests the opposite comclusion
for the same general area. More importantly, a department-by-department
determination is better than a ome-at-a-time BDP analysis because BDPs
are constantly modified or terminated amnd mew omes begun. Analyzing
BDPs one at a time would, therefore, at best, produce a result which
would be accurate for one point in time only. :

The "product relation" category concerning the Marketing,
Customer Services, and Engineering and Network Services departments is
proposed as a disallowance in future cases omly, on the same theory that
Mr. Humphrey proposed this treatment for Bell Labs' adjustments. We .
reject this approach for the same reason we did so with Bell Labs: that
we deal nmot with "accounting changes" for AT&T but how wmuch of the
license contract is reasomably billed to Pacific's ratepayers, regazrdless
of how AT&T (or Pacific) should accoumnt for the expenditures. Expenses
not properly chargeable to the ratepayers will be the subject of a
present disallowance in this proceeding.

One problem common to all departments was the method of
allocating overhead. Apparently for accounting convenience, AT&T
placed most office overhead expenses into two accounts. The staff
determined that a more realistic assessment of true expenditures on a

-
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depaztnental basis would be obtained by reallocating overhead anong the

departments in proportiom to total amount expended.

Witness 0fRourke

thus accomplished the following overhead redistribution (Exhibit 286,

Table 3E).

AT&T - LICENSE CONTRACT

Schedule 0f Ovarhead Allocation

Denaztmert

Department

Expense

& 88

Overheadsl

Apoldl

am e

Total

Department
Exvoense

Executive

Federal Regulatery

Secretary

State Regulatory

Customer Service

Engineering z=d Network Services
Corporate Planning

Public Relations Employee Informatiom

Legal

Mazketing

Labor Relations
Controllers

Treasury

Construction Flans
Administration D
Administration C
Washington Office
Administrative Services
Human Resources Development

2, 5&1,123
860,191

Ly 567,922
23,597,853
20,587,620
4y18L,5L5
11,322,156
7,057,593
25,082,17%
955,415
18,415,26L,
25,138,473

5,7997292 '

9,610,679
10,482,550
1,434,906
62,422,191,
9,563,963

$ 5765119 S

780,812
1,024,834
551,888
173,614
9 ,6Ll,123.
9,066,229
1,70L,61

Ly755,75L
&9L,186
(57,285,202
3,920,593

S 6,515,931

3,565,957
1,412,079
6,741,536
33+338,974
29,653,839
5,883,156
15,136,577

- 10,185,290

34,206,890
1,22,

34,613,658

50, TL5,5L0
8,495,625

2,100,002
5,136,992
13,48L,656

HRD -~ General Department
Bell Telephone Labs
Non=Overhead Items

Total

4y079,623
217,078,787

21,966,990
$534L,981.5%0

7,712,413

(3:632,790

$257,478.4L5  § 38:457,328

. Overheads applied include amoumts for pension and
death benmefits, other employee beafits, social security
taxes, remt, Administrative Services and Euman Resources
Department serving the General Departments.

2/, Overheads . applied
Rent aliocated to other departments
Admindistrative Services allocated to other departments

$ 4,419,480
2278161377
28,188,305

5(57,285,202)

2/, Overheads applied $ 2,231,297
HRD allocated to other departmexts ( 5,864L,087)

$(3 :6221:EQ)

~£50-




A.55492, c.1o& ko /ks .

The amounts in the table are totals and not Pacific’s share
of the billings.

Pacific did not submit any rebuttal to this reallocationm,
and we adopt it.zé/ Amounts for departmental expense quoted hereafter
include the redistributed overheads. For specific budgetary amounts,
recommended disallowances, and adopted amounts, see the table in
Section V of this opinion.
3. An Overview of "Product Development” Arguments

The staff sees the Marketing, Customer Services, and Engineering
and Network Services Departments as "integral parts of the Bell System
. product development process” (Exhibit 286, p. 3-29). Cited is the fact
that "product teams" have been formed:

"Product teams are comprised of persounel from many
disciplines within the Bell System who study a
product or concept relative to their respective
expertise. Members of product teams includ
representatives from AT&T's Marketing, '
Administrative C, Customer Services, Engineering
and Network Services, Controllers Departments,

BTL and Westerrn Electric. The members of a
product team change as a product progresses from
concept, to manufacture, to introduction into the
market place. In the early phases of development
the product team will have need for the
technological expertise of the team members from
BTL, Engineering and Network Services and Customer
Sexvices; as the product becomes more tangible,
the team members from Westerm Electric, Controllers
and Administrative C Departments will play a
dominant role. The responsibilities of tne
product team contimie throughout the life of the
product to include profitabllity analysis and
competitive position analysis which define or
assure the advantage of marketing the procduct.

"The expenses incurred by the product teams' members
from AT&T are charged to the licemsee companies

as License Contract expense. The expenses of
members from Western Electric are recovered
through Western's sale of procducts. The expenses
of BTL are recovered partially from License
Contract and partially from Westerm.

"For the test period the staff has determined that
the Marketing, Customer Services, and Engineering
and Network Services Department each perform work

25/ The reallocation was contested in a few specific areas which will
be discussed hereafter. €1
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related to product development. Product
development expenses charged in the License
Contract fees to Pacific for the test period are
set out below:

‘Marketing Department $ 458,647
Customer Services Department 263,871

Engineering and Network
ervices Department 538,667

Total $1,261,185728/

The staff concludes that the expenses incurred by the product
team which are related to the development of nmew products "are as much
a component of product cost as the raw materials from which the product
is made". (Exhibit 286, p. 3-30.) '

Pacific does not dispute the existence of product teams, but
takes the position that the staff does not understand their functiom,
nor the functions of the departments they represent. Pacific's position
is (1) that the staff failed to determine the value of the activities
to Pacific; (2) that the support it receives from AT&T in this area
enable it to understand customer needs and devise offerings (mot

"products”) to meet those needs, manage its marketing, tariff service
offerings, inventories, and lives of service offerings, and measure
results of sales efforts; (3) that the staff witness misunderstood the
purpose and effect of much of the material he examined; (4) that many
"oroducts” identifiedas such by staff witnmess O'Rourke are actually
network components and of mo lock-in value to Western Electric; in
other words, the staff confused the term "system" with specific products;
(S) that the staff failed to comsider the effect of its recommendatioms
on the cost of sexrvice; and (6) that the evidence does not support the
staff's theory that marketing and associated activity leads to umder-
pricing of Western Electric products. (See, generally, Pacific's
opening brief, pp. 37-58.)

26/ The figures indicate only the staff's opinion of amoumts which
are product related. The total amounts allocated to Pacific
(including redistribution ©f overhead) are: Marketing Department,
$3.8 million, Customer Services Department, $3.7 million, and
Engineering and Network Services Department, $3.0 million. See
thetable in this opinion, pagel07.
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There is no separate breakdown for "product teams” since
they are interdepartmental. The staff's and Pacific's general arguments
in this area must be considered separately as to each department since
the functions are different. Regarding "underpricing", we have no
price evidence before us, and, in any event, as we have previously
outlined in some detail, our objective in this proceeding is to
determine Pacific's operating expense level for revenpe requirement
purposes, not to force Western Electric price revisions.
C. Marketing Department

The AT&T Marketing Department has experienced rapid growth

following & 1973 consultant's investigation and report (Exhibit 310)
entitled "Meeting the Competitive Challenge in Business Terminal
Equipment". The report is an extensive analysis of marketing, not of
methods of fumding or of what particular products should be marmufactured
(or, in the altermative, purcﬁhsed). The staff's comment that the

report calls for the Bell System "to change from its previously
' technological approach to the telecommmication incdustry to a market
needs approach™ is a reasonable description.

The staff describes the four divisioms of the Marketing
Department and. makes recommendations as follows (Exhibit 286, pp. 3-31
to 3-34):

‘ "™arketing Department

"The Marketing Department of AT&T has grown
significantly in size and respomsibility during
the last four years. The primary reason for
the growth in the Marketing Department was in
response to a management policy restatement of
the responsibilities of the depeartment, calling
for the Bell System to change from its previously
technological approach to the telecommunication
industry to a market needs approach.

"The orgamization of this department is patterned
after a basic structure for the AT&T Marketing
Department which was development and recommended
by an outside consulting firm, McKinsey and
Company, Inc. This consulting firm was hired to
conduct a study of tne business terminal equipment
market. The report that was issued by that £irm
is entitled 'Meeting the Competitive Challenge in
Business Terminal Equipment.' It is evident,
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therefore, that the growth in size and operating
expenses of this department was in direct
response to competition the Bell System was, and
still is encountering from other manufacturers of
telecommunication equipment. The Marketing
Department is composed of four divisioms which
approach the telecommunications market from
different perspectives. The four divisions are
titled Product Management, Market Management,
Marketing Services, and Sales Development. The
following paragraphs describe the fumction of the
four divisioms. The expenses of all divisions

of the Marketing Department are allocated to the
License Contract companies on the relative
relatioaship of revenues.

- "Product Mamagement Division

"The Product Management Division is composed of
four operating sectioms, Visual Commmaications
Services, Customer Switching Products, Pricing
Plans and Station Products, and Data Services.
This division is product development oriented and
is in the forefront for product introduction,
monitering product profitability and eventual
termination of a product offering. The work
undertaken in this division does not represent
the singular effort of ome section, division or
department. This division is charged with
coordinating the efforts of all participants
(other AT&T departments,  BIL and Western Electric)
whose efforts are directed to development of new

roducts or the modification of existing products.
e division's work is primcipally product team
activity which includes the plamming for features
to existing products, monitoxring the profitability
of products in the market place, and assistance
with pricing prinmciples relative to both existing
procducts and products under development.

"Conclusion

"The staff concludes that the expenses that the
Product Management Division incurs in its
particiggtion in the development of new products
should borne by a manufacturing company.

"™™arket Management Division

"The Market Management Division is composed of
four sections, Industrial, Commercial, GEM
(Government Education and Medical) and Cross
Industry. Generally, this division performs the
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exploratory market identification work which is
intended to determine the needs the business
community has for telecommunication services.

*In order to manage a review of all markets, this
division has dividea the telecommunication
market into 62 groups which have common traits:
they include nonprofit organizations, inventory
sensitive industries and commercial enterprises.

"Market Services Division (Service Manazement
Division

"The Market Services Division develops and manages
service offerings to Iinsure that services are
responsive to market needs and that pricing
policies are profitable. In acdition, this
division provides general AT&T marketing support
activities including product and market research,
customer ancd competitive research, economic
trends, systcmatized data bases, coordination
of advertising and sales promotion progranms.

"This division also performs the market research
on residential and long distance customers much
the same as Market Management Division performs
on business customers. The research is published

as Market Plans, Service Plans, and Market
Strategies.

"Sales Development Division

"The Sales Development Division's purpose is to
assist operating telephone companies in becoming
more effective in their sales efforts. The
ma{or functions performed include developing
sales action programs and guidelines that support
market and product plans being introduced by the
operating telephone companies. This division
also provides guidance to the telephone companies
for restructuring the sales and customer service
function which include(s) guides on selecting,

training, and compensation for sales and service
personnel.

"The development work of this division covers
principally training materials. The materials
cover a large strata of topies related to the

marketing effort of the operating telephone
companies.

"Summary - Marketing Department

"Based upon its review of the department, the
staff has determined that $458,647 billed to
Pacific in the test period as License Contract
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fees are expenses which directly relate to the
development and evaluation of products which are
nanufactured by Western Electric.

"Conclusion - Marketingrbeﬁartment

IMhe Marketing Department engages in activities
that relate to the development of products which
are manufactured by Western Electric.™

Edward Goldsteim, Director of Product Management in AI&I's
Marketing Department, testified that in his opinion the activities of
the Department were primarily of bemefit to Pacific and the other OICs.
He stated that the phrase "product management" is a marketing term used
by 2 number of differemt industries and means the management of all
aspects of product or hardware used by the 0TCs to provide tariffed
service offerings. He described the growth in marketing as necessitated
by (1) gemeral availability of imexpensive computing power which
necessitates more commmications specialists to recommend new services;
(2) inflation, which necessitates development of cost-cutting in

installation, repair, and inventory; and (3) competition. In this
regard, he said (Exhibit 301, p. 6):

"There is increasing competition faced by the
Operating Telephome Coumpany from companies who
provide commmication products and services to
customers. In addition, there are other common
carriers who provide intrastate and interstate
private line services in direct competition
with Operating Telephone Company tariffed
service offerings. The Operating Telephone
Company must contimuously adapt to keep itself
in position with new tariffed service offerings,
pricing options, and sales strategies to
compete with these organizations in providing
commmmications services to its customers.”

The increased activity is centralized at AT&T, he said, to
make full use of highly qualified specialists. The Market Management
Division of the department analyzes market segments, such as:

' "transportation, which is further segmented into
airlines, trucking railroads, etc.

"distribution, which isfuxther segmented into
food chains, discount stores, catalog sales, etc.

"residence - which is further segmented into
various soclo=economic §roups, such as by age
and income." (Exhibit 301, p. 9.)
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The studies are usually performed with the assistance of the CICs.
The purpose is to develop market strategies for each market segment.
In this regard the witness comments (in part):

"1f, in the process of studying the market segment,
there is a need or application identified for
which there is not a tariffed solution currently
available, a genmeral statement of this identified
customer need is prepared. This statement
addresses the specific commmications needs in
this market segment but does not indicate what
the hardware solution ought to De. Lhe statement
merely CescriDes tie emerging commmications
needs of the Operating Telephone Company customers
and is not product related nor supplier depemndent.

"This statement, which is referred to as a
'Functional Product Need', is transmitted to the
Product and Service Management Division for
evaluation of altermative solutions which could

. satisfy the identified needs." (Exhibit 301,

p. 11, emphasis added.)

Regarding staff witmess O'Rourke's view of the above process, the

witness states emphatically that it exists to enable the OTC to meet
commmmications needs and identify commmications problems, not to further
the interest of the product supplier. The witness cites the following
examples as results of the work:

"[Pllanning and recommendations for implementing
PhoneCenter Stores, where customers have a chance
to see and try out a wvariety of tariffed services
before making a choice. This method of
distribution is less costly for the Operating
Telephone Company, provides & more efficient
means £or the residence customer to become aware
of available services tariffed by the Operating
Telephone Company, and therefore results in lower
charges to the customer. It is also important to
note that the products of several manufacturers
are distributed through PhoneCenter chammels,
therefore this work is not dependent upon any
particular supplier. It is in the interest of
the Operating Telephone Company and theix
ratepayers to have these more efficient and
economical distribution outlets available. The
benefits realized from better distribution
methods will go to the Operating Telephone
Company, not the supplier.
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"Recommendations of organizatiomal structures for
the Operating Telephone Company sales forces to
permit them to better meet thelr customers'
needs. For example, in the business market this
has led to the reorganization of the sales force
on & market segment basis, thus emabling
salespeople to better understand specific
customers' needs and to recommend tariffed .
offerings that best meet these needs." (Exhibit
301, pp. 13-14.)

Mr. Goldstein discussed the Product Management Division and
Service Management Division together, stating that their functions are
(1) to gemerate detailed requirements on behalf of the OICs for new

services or for modifications of existing services; (2) to coordinate
incroduction of the services by the OTC; and (3) to provide.advice and .
assistance to the OTC on all existing tariffed services to assure
contimued profitability. In this commection he stated:

"1f there is no existing or plammed tariff offering
to meet this need, then the Bell System Purchased
Products Division is requested to review available
General Trade Supplier hardware which might
satisfy the Operating Telephone Company's needs.
If there are no General Trade products available,
the AT&T Engineering and Bell Telephomne
Laboratories organizations are requested to
evaluate the technological and ecomomic feasibility
of developing new hardware. If this analysis
results in strong indications that hardware could
be developed and made available within the cost
objectives, detailed requirements are prepared
for the new equipment. These requirements are
not hardware designs. They are not a substitute
for the development of equipment designs and
manufacturing data which are produced and utilized
by the mamufacturer." (Exhibit 301, p. 15.)

The witmess also responded to the staff's characterization of
interdepartmental product management teams with the following
descriptions of some of the teams:

"The Customer Services and Engineering and
Network Services organizations analyze and
recommend specific equipment configurations
that will satisfy the majority of customer
requirements. (E.g., in a PBX system there are
a variety of configurations of equipment
possible depending on the nmumber of statioms at
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a customer locatiom, the specific feature options
chosen, the amount of traffic generated from each
station, etc.) In additiom, this organization
also provides estimates of the amount of time
required in the Operating Telephonme Company to
engineer specific system configurations to meet
individual customer needs.

"The Customer Services, Installation and Repair
Organizations estimate the amount of time required
in an Operating Telephone Company for its people
to install each equipment configuratiom at a .
customer location. This organization also
estimates the amount of time and the materials
required to assure the continued satisfactory
operation of the system. This includes activities
such as repair and preventive maintenance.

"The Comstruction Plans, Inventory Management
Organizations recommend the amount of each
equipment component the Operating Telephone
Company should hold in ifs inventory to assure
meeting customer demands and for repair purposes.
They also develop the procedures for the
Operating Telephone Company to manage .its
inventory which is an essential element in
controlling the costs of providing service.

Note that the objective of this work on inventory
control is for the benefit of the Operating
Telephone Companies - it is their inventory, not
the suppliers!, that is being managed.

"The Service Costs Organizations develop and
recommend the methodology and provide computer
programs to assure that all costs that an
Operating Telephome Company will incur associated
with the purchase, installation, maintenance and
inventory are identified and accounted for in its
rates.

"The Rates and Tariff Planning Organizations
develop and provide guidelines for the Operating
Telephone Company ox the recommended payment
plan and rate structure for each service
offering." (Exhibit 301, pp. 18-19.)

The witness pointed out that the teams perform their work on behalf of
the 0TCs, not the manufacturer. He pointed out:

"A mamifacturer specifies and charges a price
for its hardware - a very important element in
the cost of the Operating Telephone Company's
providing sexvice. EHowever, in additior to
this equipment cost, the Operating Telephone
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Company incurs costs for imstallatiom,
waintenance, inventory, selling, promotion,
taxes, overheads, etc. during the market life
of the equipment. All of these items must be
recovered in the rates for service. The proper
identification and recovery of all these cost
elements are critical to the profitability of
the Operating Telephone Company. It is the
responsibility of each Operating Telephone

Gompany) & TESPOMSADALILY What b Wagh emphasize

is independent of the manufacturer, to minimize
ics capital investment, to comtrol its expenses,
and to ensure that its revenues exceed costs."

(Exhibit 30, p. 21.)
According to Mr. Goldstein, once a sexrvice offering is

tariffed, the Product Management Division and the Service Management
Division perform "life cycle management”, which includes such matters

as'tracking and strategies for improving profitability" (Exhlbit 301,
P- 22) and other marketing research functions.

Mr. Goldstein's testimony concludes by discussing specific

BDPs and his opinion of the value to the OTC.

Pacific also expressed the same criticism of the staff's
investigation of marketing as it did relating to Bell Labs, that the
staff witmess never contacted Pacific's persomnel to determine the value
of the work at the "0TC end" of the spectrum. Pacific introduced the
testimony of R. J. Brown, Pacific's Assistant Vice President of
Marketing, on this subject (Exhibit 303). After reviewing the structure
of his department and its goals, he reviewed several specific areas
where in his opinion the AT&T marketing efforts umnder the licemse
~ contract were useful to Pacific, such as the PhoneCenter store concept,
directory advertising research, coin and mobile telephone developments,
and revemue forecasting, none of which benefit Western Electric
(Exhibit 303, pp. 15-22).

The witness described "product management" work as managing
the investment of Pacific in equipment (p. 23). He cited the following
example of work in this area (Exhibit 303, p. 26):

"COM REY 416 was introduced inm 1977. Documents
of advice and assistance were provided by AT&T,
including cost methodology, training informatiom,
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rate and tariff guidelines and service strategies
to indicate what customer needs the service would
best €4l1.

"AT&T also provides product management pricing
consultation which gives advice and assistance to
Pacific's Product Managers on pricing matters for
most mew services. (Estimation of revenue
producing lives, carrying out Long Range Incremental
Analysis, analyzing causes of price level
inconsistencies in rate proposals, etc.)

"In addition to this kind of information from AT&T,

we get product information from Western Electric

%git as we do from general trade manufacturers.

is information comsists of detailed instructions

for installing, msintaining and repairing the

equipment and is provided to us as part of the

equipment purchase."
He also cited a specific example of a situation involving AT&I's
marketing research which led Pacific to the conclusiom to offer a product
manufactured by an "independent™ rather than by Westerm Electric. This
was the case of Western Electric's Dimemsion 100 PBX.

"The DIMENSION 100 PBX would have served basically
the same size PBX customer as the Northern
Telecom SG-1 and SG~-1lA PBX line which Pacific
had been actively merchandising in Califormia
since 1974,

"We felt it would pot be ecomomically prudent to
offer a second vehicle in this line size and,
therefore, run the risk of creating undesirable
churn and shortened life of the existing
product.™ (Exhibit 303, p. 33.)

The remainder of this witness' testimony (Exhibit 303, pp.
36-72) is devoted to analyzimg the BDPs in the marketing area which
staff witness O'Rourke recommended for disallowance and explaining their
value, in Mr. Goldstein's opinion, to the OTC.

Exhibit 296, a compilation of BDPs, comsists of over 400
of themzzy divided by sections into BDPs for Marketing, Customer

27/ Based upon a count of the tabulation and review of them in the
appendix to the brief of Compath and Intercornnect.

AR




A.55492, €.10001 km/ks

Services, Engineering and Network Services, and Public Relations and
Emplovee Informetion. Ome BDP is made up of several pages containing a
description and the goals of the BDP, along with budgetary and data
processing information. At the expense of brevity, a small sampling of
the marketing BDPs will be reviewed since all the parties concermed
 with the marketing issue Tely upon them in support of their respective
positions. Compath and Intercommect, for example, recommend a heavier
(90 percent) disallowance of'marketing expense than the staff, based on
a review of them. )

BDP 1222/0C0: This BDP is recommencded for disallowance by
both the staff and Compath and Intercommect. It is entitled "New
Products, Basic" and its "general description" statement reads:

"Direct the final development and introduction
to the 0TCs of new customer network switching,
key telephone, PBX and central office products
designed to meet the varied needs of customers
spamning the very small to the very large
sizes; lead the Product Team in development of
all supporting information necessary to permit
timely wmiform offering of new products;
develop new or augment existing Product Plans
and Binders for these new products; support
0TCs in introducing products in their companies
& in responding to RFPs (requests for products).”

. Under "description of results to be accomplished", it is
stated that the goal is to remain competitive in product offerings.
Several new terminal products are mentiomed as specific examples.

Pacific's witness Goldstein testified that all the warketing
BDPs should be allowed as a license contract expense. His statement
concerning BDP 1222/0C0 is (Exhibit 301, pp. 42-43):

"This BDP supgorts activities necessary for the
Operating Telephone Company to introduce as
tariffed offerings certain new customer
switching products (Key Telephone, PBX, etc.)
in its serving area. This effort results in
documentation of guidelines provided to the
Operating Telephonme Company covering relevant
cost estimates, recommendations on measurement
systems for managing related investments and
expenses, and recommended pricing structure and
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estimated pricing levels for new customer
switching products. This informatiom is

provided to the Product Management Team in the
Operating Telephone Company which will modify

the recommended guidelines comnsistent with its
local conditioms so it can develop the information
requ§§ed by its regulatory bodies for filing
tariffs.

"Contrary to the allegations of the staff this
effort is not dome in the interest of the
supplier. Rather, this effort is clearly
performed in the interest of the Operating

- Telephone Company which must f£ile tariffs for
new service offerings in its operating areas,
and which must efficiently manage its investment
and expenses," :

Another BDP recommended for disallowance is BDP 1222/0EO,
"Life Cycle Management - Basic". Its general description says:

"Management and improvement of existing product
lines; includes plamming feature improvement to
existing systems to meet customer needs and
thereby protect installed base; implementing
tracking plan to determine costs, revenues,

| investment and profitability of ocur products;

\ providing specific guidance on the pricing of

‘ improvements and the repricing of existing
offerings and on the phasing out of selected
products, "

Under "results" the objective is stated as the updating of current
offerings. Included under specific examples are Centrex and varieties
of PBX and key equipmént. Elsewhere it 1s mentiomed that maintaining
and possibly increasing,contribution levels on existing products is ome
objective. (Mr. Goldstein's direct testimomy does mot comtain a

, statement on this BDP.) . ‘

) An example of a different variety is BDP 1222/0G0, "Product

| Price Positioning". Its gemeral description reads:

"Provide results of product positioming studies
to AT&T Product Mamagers in sufficient detall,
and with appropriate documentation, to permit
conversion into product specific pricing
guidelines, rate & tariff letters including
ranges of rates; to oversee the short term &
long term pricing of the customer switching
products with specific attention paid teo

(
,T
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product interactions and product position; to
analyze existing or develop new market
information in support of price levels
recommended; to form long range plans for
positioning products; to examine structure &
levels for existing products and make
recommendations regarding repositioming; to
make available computer tools to facilitate
LRIA studies and educate 0TCs in their use; and
to contimue to Seek out methods that permit
rapid introduction of customer switching products
with more uniform structures & level."

LRIA stands for "long range incremental analysis", a type of
cost study used in designing rates. One of the goals of the BDPs is
to allow OTCs to file tariffs for new products within a narrow time

after their availability, It is mentiomed that failure to carry out
the goals described would result in (among other things) a loss of
ability to wmanage profitability.

Mr. Goldstein's statement regarding why this is a reasonable
license contract expemse is (Exhibit 301, pp. 43~44):

"This BDP covers work to provide methodologies
and guidelimes to the Product Managers in each
Operating Telephone Company which will permit
them to analyze the pricing of all of their
customer switching services. The objective of
this effort is to assure that each tariffed
sexvice is properly priced in relationship to
other similar services, to assure that each
tariffed service is recovering all of its
associated costs with proper contribution; to
refile tariffs on existing services if necessary;
and to file tariffs on nmew related services wit
consistent tariff structure and price levels.
The foregoing is what we refer to as product
price positioning. This work will also ‘enable
the Operating Te%ephone Company to file tariffs
for new service offerings in a2 more efficient
and timely wammer.

"The allegation of the staff that 'this effort

is directly related to development and evaluation
of products mamufactured by Western Electric' is
wrong. Contrary to the apparent misunderstanding
of Mr. Q'Rourke, we are talking about the pricing
of tariffed services that the rating Tegephone
Company offer, rather than the relative prices
for a supplier's hardware. The thrust of this
work is to assure that each customer switching
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service is tariffed to recover all of its costs.
Also, it is in the interest of the Operating
Telephone Company, and its customers, Lo
introduce tariffs for new services in a timely
fashion so that the Operating Telephone Company
can be competitive in the marketplace. The
sole objective of this work is to provide advice,
and assistance to the Operating Telephone
Company so it canm better manage its existing
and mew investments to meet the commmications
needs of its customers.”

Another example of the same variety is BDP 1223/1BO - "Pricing
Strategy and Plams". Its general statement for 1977 says "Development
and implementation of a unified terminal equipment pricing strategy
and specific pricing plans.” The general statement for 1978-198l says
"Refinements and clarifications of various pricing plans.” No specific
products are mentioned. Objectives are listed as development of
terminal equipment pricing strategy; govermment pricing plans, installment
billing plans, and refinement of the two-tier pricing plan. Witness
Goldstein's testimomy om this BDP is (Exhibit 301, p. 45):

"This BDP funds work to develop and evaluate
various strategies for pricing all types of
station products offered under tariff by the
Operating Telephone Company. The focus is to
provide guidelines to the Operating Telephone
Company on the long term contribution of
potential pricing plams such as Two-Tier and
Installment billing. It should also be apparent
that these issues relate to how the Operating
Telephone Companies, including Pacific, recover
their investment and expense with such new
pricing plans.

"This effort is not done in the interest of a
supplier and does not relate to the prices a
mamufacturer should charge for its equipment.
Rather, the work is clearly performed in the
interest of the Operating Telephone Companies
who must file tariffs for their sexvice
offerings. The structure of these tariffed
offerings must be competitive with the pricing
options available to the customer from other
commmications equipment providers.”

What might be described as a third category are BDPs having
no épecific comnection with rates, rate structure, costs, or equipment
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configurations. BDP 1254/0L0, for example, is concerned with developing
product/service statements for various industrial market sectors.

Under "results", various market sectors such as "aerospace” are

mentioned. Another example in the same category is BDP 1254/0BO, entitled
"studies, plans, strategies” and its general description reads:

"To develop Market Plans and Strategies for those
segments in the Industrial Sector for which none
have yet been prepared; this includes prepaxing
industry profiles, conducting industry market
studies with leading-edge customer, and completing
written Bell System Market Plans and Strategies
based on the analysis of these profiles and
studies." : :

Certain industrial market sectors such as "forest and peper products®
are mentioned as targets.

Discussion: The massive evidence om this ome facet of the
case does not peoint to the easy categorical solutions suggested by the
parties., Pacific is able to maintain that 100 percent of the marketing
work paid for by the license contract should be allowed because it
measures the work against a "benmefit to the OTC" standard which is so
broad that it overlooks whether the OTC is in fact the direct or primary
beneficiary (cf. discussion; ante, pp. 13~14). The staff and Compath
and Intercommect would exclude all marketing work commected with studies
of rates and costs, because such studies refer in part to.products.

The BDPs discussed above illustrate the problem. The first
two are, in ouropinion, primarily concerned with marketing specific
products, despite the statement of Mr, Goldstein on one of them. The
last two have, at the most, an indirect and comsequential application to
any terminal equipment. The middle two ("product price positioning"”
and "pricing strategy and plans") are the problem because they are
typical of 2 large amount of marketing BDPs. They defy easy categorization.
They contain, in varying degrees, elements useful to the 0IC and the
Bell System manufacturer, Westerm Electric. While they may, to am
 extent, promote the use of Western Electric products, they also assist
0ICs in formulating rates, rate structures, and marketing strategies.
Furthermore, the work involved in some of them is gemeral enough so
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that the principles involved may be useful even when an OIC offers,
say, a PBX mamufactured by a Western Electric competitor.

We believe that the interweaving of objectives is such that
an allowance of 50 percent of the license contract marketing expenses
is appropriate. It is mo easier to select a specific percentage than it
was with the Bell Labs research expenditures. Furthermore, specific
BDPs are started, changed, and terminated comstantly. By allowing half
the marketing expenses we recognize marketing's value to the OTC without
ignoring its connection to Western Electric products. While we
acknowledge (and believe we are carrying out) our responsibilities under
Northern California Power Agency v PUC, supra, we de not think this
forces us to decide that Pacific must cease spending sums on marketing
equipment, whether manufactured by Western Electric or an "independent™
manufacturer (in competition with a manufacturer or distributor who
sells terminal equipment directly to the public). We recognize the
contribution to Pacific's revenue requirement that the offefing, under
rates, of terminal equipment makes. This comtribution may tend %o keep
rates for the residential and single telephome business user down.
Ignoring this fact might have a detrimental long-range effect on rate
levels for the small user.

Compath and Intercommect point-out that in Decision No. 88232
in this proceeding (December 13, 1977), our main rate order, all of the
marketing expenses were disallowed. The various licemse contract
adjustments in that decision (mimeo, pp. 71-73) were made for rate
setting purposes based upon what we deemed to be the best information
at the time, pending full hearings on the licemse contract evidence.

For example, in that decision' we allowed all of the Bell lLabs
fundamental research expenses which are the subject of a 50 percent
disallowance in this decision. We do nmot regard the license contract
determinations of Decision No. 88232 controlling here, except as they
remain umchanged by this decision.

D. Customer Services Department _ _

The staff's Exhibit 286 (pp. 3-35 to 3-37) contains a succinct
summary of its view of this department:
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"The Customer Services Department of AT&T is composed
of four divisioms, Customer Facilities, Customer
Assistance, Functional Accounting, and Corporate
Security. The general function of this department
is to consider the problems and meeds that the
operating telephome companies experience when
servicing customers. This department provides
assistance to the operating telephone companies
regarding operating plant located between the
central office and customers' premises, and Services

requiring personal CONTACL With customers. This

dEpartment also participates extensively in the
product development process and is very active on
product development teams.

"Customer Facilities Division

"The Customer Facilities Division of the Customer
Services Department is composed of six sectioms:

"l. Data and special services.

"2. Management operational amalysis.

"3. Installation and repaixr
procedures.

"4. Customer equipment systems.

"S. Outside plant, safety and
supplies, administration.

"6. Operations of the Bell Systen
Center for Admimistrative
Training.

"The staff interviewed responsible representatives
" of this division and examined materials supplied
to Pacific. The services performed by this
division fall within two gemeral categories, (1)
assistance in the product development process and
(2) centralized study, design and momitoring of
¢perating telephone companies' systems to assist
in the management of customer premises plant.
Examples of the two types of activities follow:

"l. Assistance in the Product Development
Process.

"a) Assistance to BTL and
Western Electric for the
development of coin
telephones.

"b) Assistance and direction
to Bell labs and Western
Electric for the development
of Private Branch Exchanges
(PBX), Key Telephone Sets,
other voice terminal equipment
and data commmication
instruments.
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"2. Centralized study, design and
monitoring of operating company
systems.

"a) Provide umiform procedural
marmals to assist the
operating company in
installation, repair, and
testing of customer premises
equipment. .

Provide the operating
telephone companies with
uniform methods to assess
the efficiency and
productivity of customer
premises equipment,

*Customer Assistance Division

"The Customer Assistance Division is charged primarily
with providing assistance to the operating companies
for all activities which require comntact with
customers. The sections of this division are,
Operator Services, Business Services, Productivity
and Forecasting, 'rrainin%, Crganization and

s

Collections and Contact (sales and service)

activities.

"Genexrally, the work of this division entails
designing procedures for operating and managin§
service ctions which require large groups o
pecple performing identical tasks. Additionally,
this division participates in the design and
development process of products which are necessary
for the provision of customer assistance services.
Examples of the type of services provided by this
division include:

"l. Development of ope:atin§ procegures
for operator handling of all types
of telephone calls and the
development of practices for new
or existing equipment.

Development of procedures foxr
billing and collection
activities.

Collaborate with BTL on the
development of operator services
equipment, i,e., Traffic Service
Position Systems, Directory
Assistance, Call Distributing
Systems, Automatic Intercept
Systems and other products.
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Development of training
materials for large team
managenment training courses
aimed at training managers of
labor intensive operator
services and to deal with
special management problems
uique to such operatioms..

Development of standaxd
'units of work' for
sophisticated customer
equipment and to assist the
operating companies in
monitoring work force
efficiency.

"Functional Accounting Division - (FA)

"The Bell System has undertaken a full-scale revision
of its product and services costing system. The
wndertaking titled Functional Accounting (FA) is
coordinated by this division. The purpose of FA

is to develop an all-inclusive accounting system
which will provide detailed information regarding
the revenues and expenses of the Bell System

service offerings.

"The activities of this division include
coordinating with all other departments the
necessary procedures to identify component costs
and revemues to determine the proper accumulation
system.

"Functional Accounting is an extensive effort om
the part of AT&T. In the test period AI&T
incurred and billed through the License Contract
approximately $10 million. The staff has not
attempted to appraise the propriety of FA as 2
cost-effective activity.

"Corporate Security Division

"The Corporate Security Division of the Customer
Services Department is a small division which
provides the operating companies with general
assistance on investigative techniques and general
guidance in protecting Bell System assets against
theft, sabotage and fraud.

"Summary - Customer Services Department

"Based on its review of this department, the
staff has determined that $263,871 billed to
Pacific as License Contract expense is directly
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related to the development and evaluationm of
pioducts which are mamufactured by Westerm
Electric.

"Conclusion

"The staff has concluded that certain activities
of this department are related to the development
of new products .and therefore, are not a proper
License Contract expemse. Expenses related to
groduct development should properly be borne

v a mamafacturing company.”

The staff exhibit states that it has determined the sum of
$263,871 of the amount billed to Pacific should be disallowed. Using
total licemse contract figures (without the previously mentioned
redistribution of overhead), Compath and Intercormect state that
approximately one-third of this department's license contract expenses
relate to "competitive equipment and products" and should be disallowed
(brief, p. 26). ' .

John E. Demnis, mamager of license contract and regulatory
matters for AT&T, stated that the staff's recommended disallowance was
based on a misunderstanding of the work. '

"These activities are necessary to the provision
of quality service and are not the responsibility
of a manufacturer, whether it be Western Electric
or a General Trade Supplier. The Staff has a
basic misunderstanding as to the work performed
by AT&T and also the role which the Operating
Telephone Companies must play in providing
quality telecommumications sexrvice. The effect
of the Staff's proposal would be to place the
Operating Telephone Companies and their customers
in a vacuum unable to effectively influence the
future development of the telephone network.

The Operating Telephone Companies, however, have
an obligation to see that their requirements,

and the requirements of their customers are
adequately met. Simply stated, AT&T through the
Customer Services Department, is providing the
Operating Telephome Companies and their customers
a veh%;lg by which future service needs may be
satisfied.

"The Staff has also confused the term 'system’
with specific products. The Operating Telephone
Companies must use specific products or groups
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of products regardless of source in providing a
service to its customers. Comnsiderations such
as maintenance, system and network compatibility,
durability, capacity, ete., are necessarily a
part of this process. Customer needs for new
services which have been identified are
coordinated by the Customer Services Department
and requirements such as required capacity,
compatibility, and duxability are determined.
Manufacturers, both Western and General Trade,
must then design and develop equipment to
satisfy the Operating Telephome Companies'
(their customers) requirements." (Exhibit 304,
pp. 29=30.)

The rest of Mr. Demnis' testimomy on this subject is a review
of the specific BDPs disallowed by the staff.

In the interest of brevity, we will not discuss individual
BOPs as we did with marketing. The problem is the same. However, a

review of all the Customer.Services BDPs in Exhibit 294 shows a slightly
different slant than for marketing: t may be stated that a majority of

them do not concern competitive products while a minority have such a
connection (see, for example, BDP 0524/390 and BDP 0535/730). There

are, as in wmarketing, arguable cases. The staff's adjustment is within
the range of reasonableness and will be adopted.
E. FPngineering and Network Services

The staff's review of this department also resulted in
recommending a partial disallowance of its activities. The staff's
opinion of this department's activities is as follows (Exhibit 286, pp.
3-38 to 3-40):

"The Engineering and Network Services Department is
charged with the general respomsibility of providing
plaming, assistance and advice to the operating
companies for all plant which comnect central
offices to the Bell Network.

"This department consists of three divisious,
Network Operations, Switching, and Transmission
which is oriented toward the technical aspects of
operating a telephone system, Significant portioms
of this department participate in the Product
Development Process in comsort with representatives
of BTL and Westernm Electric.
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"Network Operations Division

"The Network Operations Division performs coordination
and staff work for the Elanning, design, maintenance
and operation of the Bell System network. Examples
of the work of this division include:

"1l. Development of long range network
plamning studies which evaluate
the future needs of the network
including present and future
possibilities in product
modification or development.

Coordination and evaluation of the
effects of current plamning and
implementation principles and
procedures on long range plamning
results.

Assistance in development of
forecasting methods for busy-hourx
customer usage &nd translating
the forecasts to network capacity.

Publication of procedures which
emunciate the most efficient

configuration of central office
equipment when faced with service
needs.

Coordination of BIL and Westerm
Electric product development work.

Development of performance
measurement plans to evaluate the
quality of sexvices provided by a
switching systez.

7. Development of trainimg courses
in operating and maintenance
procedures for network systems.

*"Transmission Division

"The Transmission Division is responsible for providing
guidance and expertise to the operating companies in
all areas which affect the transmission of tele-
commmication signals. The emphasis of this division
is om long and short-haul transmission. In general,
the process of transmission can be described as the
transporting of a signal from ome point to another
while maintaining a consistent quality. The work
of this division includes:

"l. Development of systems and
facilities which convert
telecommumications signals inte
2 transmittable form.
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Design and development of
transmission systems and
facilities upon which the
converted signal may travel.

Guidance and direction of BTL's
development of the type of
products necessary, and
characteristics the systems or
facilities must possess.

Development of operations and
repair methods for present and
existing systems, and syst
undexr development. :

Definition of standaxds for the
operating companies' construction
of ocutside plant to assure
compatibility and umiformity of
Bell System plant.

"The Transmission Division is vitally involved in the
Product Development Process. Some members of this
division participate on customer product teams and
others on transmission product teams. This division
spends comsiderable time in wmomitoring and imput

<
changes into the development work undertaken at ﬁ%ﬁ
and Western Electric.

"Switching Divisiom

"The Switching Division of the Engineering and Network
Services Department is respomsible for central office
connection with the commumications metwork. This
division oversees the systems and equipment which
process signals incoming from a customer or the
network, which necessarily must be switched to the
proper lime or trunk to be directed to the proper
destination. The activities of this division
include:

"1l.  Development ancd coordination of
design modifications of Switching
Systems which will allow
additional services to be offered
through the use of central office
equipment, rather than through
the use of customer premises
equipment.

Close direction and monitoring
of the development process of
BTL and Westerm Electric to
include the development of
switching components and software
equipment.
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Development of repair and
testing procedures which are
uniformly applicable to
standardized switching equipment.

Coordination for standardization
of support systems and equipment.

Participation in the determination
process of when to begin
procduction of a particular type

of switching system.

"The Switching Division is imvolved with those product
teams instrumental im the Product Development Process.
The staff has determined that activities of the
Switching Division are contributory to the product
development process. :

"Summary - Engineering and Network Services

"Based on its review of this department, the staff .
has determined that $539,667 of the License Contract
fees billed Pacific welate directly to the
development and evaluvation of products mamufactured
by Western Electric.” :

Compath and Intercommect essentiali& support the staff
position, arguing that certain design activities are related to promotion
of Western Electric's products (opening brief, p. 26). -

Pacific's witness Demnis describes the work of this department
as ensuring the efficient utilization of the network facilities
(Exhibit 304, p. 42). We will summarize his testimony regarding the
four divisions (Exhibit 304, pp. 43-52).

Switching Division: The division is responsible for the
engineering, operating, maintenance, and improvement of the telephone
switching plant. This includes advance plamming and establishment of
performance standards. Staff's proposals would disallow some. of this
type of work, for example:

BD? 0631/060, which is a study to assure
compatibility of switching and signalling between
Bell and non-Bell operating companies.

BDPs 0631/020, 030, 080, and 110, which concern
engineering of voice terminal, exchange,
intercity, and other switched services,
introduction of new services, and efficient
operation of existing services.
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BDP 0631/070, concerning the newest electric
toll switching system.

BDP 0621/100, regarding centralized operator
assistance systems,

The witness mentions other specific examples. HKe points out that the
divisior also assists 0ICs in ceuntral office performance measurement and
power systems, holds seminars regaxding engineering methods of reducing
energy consumption of switching systems, and studies the re-use of power
equipment from electromechanical switching systems in electromic
systems. The staff, he pbints out, recommends disallowance of some

BDPs which imeclude this work. "These are mot activities which a
manufacturer should be expected to perform”, he said. (Exhibit 304,

p. 46.) ‘ '

Network Operatioms Division: Mr. Dennis stated that this
division studies long-range development of the nationwide metwork and
advises O0TCs how to plan for the future. He pointed out that the staff's
proposed disallowance concerned omly BDP 0625/050, which should be
allowed, in his opinion, as providing documentation to the OTCs to help
then efficiently engineer electronic switching systems.

Transmission Division: Mr. Demnis described its fumction as
coordinating advance planning, including standardization and imtroduction
of new or improved transmission. This imcludes advice and assistance to
the O0TCs and education and training of management persommel in
transmission matters. Mr. Dennis said that the staff's disallowance
would imclude much of this work. He cited as examples:

BDPs 0644/020, 040, and 060, comcerming
plaming for future needs, efficient use of
existing equipment, and re-use of equipment.

BDP 0644/140, comcerning techmical and
administrative network advice, includin
roviding OTC representatives t¢ meet with
independent companies, industry, and the U.S.
Govertment.

BDP 0642/420, relating to Dataphone service
(improving utilization of data equipment by the
OTCs and reducing need for repair).

BDPs' 0642/710 and 820, regarding transmission
maintenance engineering.
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Discussion: A review of the individual BDPs in issue shows
that Mx. Demnis' descriptions of them, and of the division's functioms
are substantially accurate and the staff's characterizations are not.zg/
The strongest evidence in favor of the value of this division's work
to the 0ICs can be found by reviewing the individual BDPs themselves,
one at a2 time. The work is clearly in the category of metwork
engineexring. In 141 BDPs, specific pileces of terminal equipment are
mentioned inm only two of them, and regarding those two, a reading of
the full BDPs shows that their purpose is solving network problems.
Furthermore, it is impossible to comceive of the engineering work in
them as not being equally useful in commecting similar competitive
equipment to the metwork. In this regard, there is even a BDP providing
engineering support for evaluation of general trade (non-Western Electric)
network transmission products for systemwide use. (See BDP 0644/130 -
"General Trade Programs".) ' ,

The analysis of the staff, and of Compath-Interconnect,
dismisses gemuine metwork plamming and engineering as a mere incidental
to the selling of competitive products. Om this record, there is no
basis for the disallowance of the licemse contract work of this division
and none will be made.
F., 185 Broadwav Corporation

with this section, we pass from the "product relation”
. problem and begin the analysis of whether certain licemse contract
funds are used by AT&T for investor related functions. We have previously
ruled that costs incurred primarily for the benefit of the investor and
not the ratepayer are not proper ratemaking expenses. (Pacific Tel. &
Tel. Co. (1964) 62 CPUC 775, 850; approved sub nom. Pacific Tel. &
Tel. Co. v PUC (1965) 62 Cal 2d 634, 663; 44 Cal Rptr l.)

28/ The position of Compath-Intercomnect is essentially the same as
the staff's, except that Compath-Intercommect's individual amalysis
leads them to recommend disallowance of certain BDPs in addition

to those recommended by the staff (see appendix to Compath-
Intercomnect brief).
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The 195 Broadway Corporaticn (195) is wholly owned by ATI&I.
195 owns and operates the buildings which house the General Departments
of AT&T.

The staff regards 195 as having been formed to comply with the
New York State franchise laws "which prohibit two telephone utility
companies from owning property in the same service area. Since New
York is served by New York Telephone Company, 195 had to be created for
ATET to be in conformity with state law." (Exhibit 296, p. 3=3.)

According to the staff, 195 provides space by purchase or
lease, attends to providing furniture and fixtures, and janitorial
services. As compenmsation, 195 bills AT&T at cost. However, AT&T
‘ncludes a return om its investment im 195 in the licemse comtract
billings. The staff report states:

"The return is computed upon AT&T's average equity
investment in 195 as compared with the used and
useful property 195 employs in rendering services
to AT&T. For the test period the equity
investment of 195 allocated to License Contract
activity was $216,907,916, while the used and
useful property (rate base) was $111,320,400.

The principal items which cause the difference

between the rate base and the equity investment
is 195's average construction work in progress

and a parcel of land 195 owas with no specific

future purpose.

"It is a dbasic regulatory principle that a utility
should earn a return on the capital which it has
invested in used and useful property employed in
its service to the public.

"The staff's review disclosed that there is no
reasonable relationship between plant dedicated
to servicing AT&T represented on 195's books
and the equity investment which AT&T allocates
to the License Contract.

"The staff views the existence of 195 simply as
2 means to comply with & legal techmicality.
The staff believes that any defense raised by
claiming that 195 1s not a regulated utility
and is not subject to ratemaking principles is
inappropriate and does not recognize the true
nature of 195.
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"The staff has calculated a rate base for 195 by
calculating a weighted average of used and useful
property in service, a working cash allowance and
a deduction for deferred income taxes."

The staff recalculated 195's used and useful property and determined
working cash allowance using one-half of operating expenses for the
period. The staff also removed from rate base certain real property for
which there is no planned use. The staff recommends that 195's rate
base "be recognized as the proper basis for determining the reasonable
amount of compensation for capital used by AT&T" in providing license
contract services.

Pacific (through AT&T witness Dermis) agrees that the real
.prbperty'hdth no specific future purpose should be removed from used and
useful plant, and as a result of the staff recommendation, AT&T has
already dome so. Otherwise, Pacific disagrees with the staff methodology.
Mr. Demnis points out that 195 is not a utility and its financial
position must be reported to the Securities and Ixchange Commission (SEC)
as a nonutility.

Regardless of how this subsidiary must be accounted for to
the SEC, we believe that a rate base calculatiomn is appropriate for
license contract purposes. We agree with Pacific's argument, however,
that if a rate base approacn is adopted, allowamce for funds during
construction must be calculated, and therefore the proper adjustment is
$842,699 rather than the staff's recommended adjustment of $1,051,045
(see, generally, Pacific's opening brief, pp. 89-92 and appendices and
tables referred to therein). '

G. Treasury Department

The Treasury Department has two principal fumctions: (1)
financial management of AT&T's investments in Bell System companies, and
(2) management of the pool of fumnds. :

Management of investments. According to the staff this
category accounts for most of the expenditures of the department. ($3.5
million was billed to Pacific in the test periocd.) The staff exhibit

(Exhibit 286, p. 3-8) lists the following as the major functioms in this
area:
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nl. Furnishing standards on banking, financing,
and OTC treasury department practices.

"2. DProviding trends and statistics useful for
capitel plamning.

"3, ‘Developing and maintaining a complete system
for pemsion fund record keeping reports and
analysis.”

The staff categorizes the above fumctions as those of a parent holding
company in servicing its securities and recommends a total disallowance.
while the testimony of Pacific's witness Wade shows that Pacific
received some valuable finanecial advice from this department, we agree
with the staff that such advice seems to be secondary te the main
pﬁrpose of servicing securities, and the principal bemeficiary of the
activities in this category is the shareholder. We adopt the staff
adjustment. .
Pool of funds. The purpose -of these funds is described by the
staff as follows (Exhibit 286, pp. 3-8 and 3-9):

"l. Provide advances to licensee companies omn
short notice with interest charged et
average prime rates.

Provide short-term capital to licensee
companies with interest charged at average
prime rate.

Provide capital backing for operating
company commercial paper issues.

Provide the financial backing for all .
ocutstanding drafts of the operating companies
at any point in time.

Provide AT&T with short-term investment
capital when the funds are not advanced to
the operating ¢ ies. In the calendar
yvear 1975 the Pool of Funds earmed $85
million onr short-term investments."

We are concerned here mnot with the funds themselves but with the cost
of administering them. The staff seeks to disallow $29,817, the amount
billed to Pacific for the test period, arguing that while the earnings
from short-term investments are retained by AT&T and not credited to
the O0TCs, the costs of administration are charged as license contract
expenses. '
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Pacific polnts ocut that if the pool of funds were
maintained, alternate methods of meeting legal and finanecial™
for supporting ocutstanding drafts, tax liabilities, and commerciz
would cause Pacific increased costs of $905,000. Pacific further state.

"™r. Q'Rourke has incorrectly assumed that the Pool ™~
of Funds earns & return in two ways: from interest
charged the operating companies when funds are out
on leoan and from earmings on short-term investments.
As he recognized (Tr. 7331-7332), monies omn loan
to the operating companies axre no longer a part of
the Pool of Fumds, and thus the only return of
monies in Pool of Tunds is from short-term
investments (Exh. 305, p. D=14). ATET could
certainly eaxn & higher returm from the monies in
the Pool of Funds (Exh. 304, p. 6: Tz. 8953). Both
Mr. Wade and Mr. Dermis testified that if AT&T were
to allocate the interest inmcome f£rom the short-term
investments to the operating companies, as
recommnended by Mr., O'Rourke, and then require &
return on the totel investment employed in
rendering this license contract service, as implied
by Mr. O'Rourke's methodology, the cost to Paclfic
would be substantially greater than the $29,817
paid by Pacific fer the costs of administering the
Pool of Funds (Exh. 304, p. 6; Exh. 305, p. D=15;
Tr. 8954)." (Opening brief, p. 66.)

The staff notes that for 1977-78, Pacific did not utilize the
funds because the rates charged by AT&T exceeded those availsble to
Pacific from other scurzes. Therefore, the staff argues, there was no
ratepayer benefit, at least for that period.

We will allow these administrative expenses for the present,
They are not an investor-related expense. We will, however, review the
subject in the future, and if the AT&T pool of funds interest rates
continue to be uneconemical for Pacific, we may revise our determinationm.
H. Secretary Depgrtment .

The staff excluded $139,948 billed to Pacific for the test
vear for this department, which staff Exhibit 296 lists as heving the
following functioms:

""l. Preparation and coordinatien of executive
and shareowner correspondence concerning
general corporate policy.

"2. Coordination of shareowner, Board of
- Directors, and executive meetings.

"3, Maintenance of minutes of Board of Directors'
meetings.”
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Pacific points out that if the pool of funds were not
maintained, alternate methods of meeting legal and financial requirements
for supporting outstanding drafts, tax liabilities, and commercial paper
would cause Pacific increased costs of $905,000. Pacific further states:

"Mr, O'Rourke has incorrectly assumed that the Pool
of Funds earns & return in two ways: £rom interest
charged the operating companies when funds are out
on loan and £rom earnings on short-term investments.
As he recognized (Tr. 7331-7332), monies on loan
to the operating companies are mo longer a part of
the Pool of Funds, and thus the only return of
monies in Pool of Funds is from short-term
investments (Exh. 305, p. D-14). AT&T could
certainly earn a higher return from the monies in
the Pool of Funds (Exh. 304, p. 6; Tr. 8953). Both
Mr. Wade and Mr. Demmis testified that if AT&T were
to allocate the interest income from the short-term
investments to the operating companies, as
recommended by Mr. O'Rourke, and then require a
return on the total investment employed in
rendering this license contract service, as implied
by Mr. OfRourke's methodology, the cost to Pacific
would be substantially greater than the $29,817
gaid by Pacific for the costs of administering the

ool of Funds (Exh. 304, p. 6; Exh. 305, p. D=15;
Tr. 8954)." (Opening brief, p. 66.)

The staff notes that for 1977-78, Pacific did not utilize the
funds because the rates charged by AT&T exceeded those avallable to -
Pacific from other sources. Therefore, the staff argues, there was zo
ratepayer benefit, at least for that period.

We will allow these administrative expenses for the present,
They are not an Iinvestor-related expense, We will, however, review the
subject in the future, and Lf the AT&T pool of fimds interest rates
continue to be uneconomical for Pacific, we may revise our determinatiom.
H. Secretary Department .

The staff excluded $139,948 billed to Pacific for the test
year for this department, which staff Exhibit 296 lists as having the
following functions:

"l. Preparation and coordination of executive
and shareowner correspondence concerning
general corporate policy.

"2. Cooxdination of shareowner, Board of
' Directors, and executive meetings.

"3, Maintemance of minutes of Board of Directors'
meetings.”
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Witness Dexnis' prepared testimony contains a brief statement
(Exhiibit 304, pp. 28-29) to the effect that the department is of
benefit to Pacific iZn helping Pacific deal with its own board of
directors.

The activity of this department is clearly the responsibility
of the stockholder and amy cost saving benefit to the ratepayer is
incidental and comsequential. The staff's 100 percent disallowance is
adoptced.

I. Public Relations and Emplovee Information

The ATS&T Public Relations and Employee Information (PR&EI)
Department, according to staff Exhibit 296 (p. 3-11), coordinates
systemwide information and public awaremess programs of the Bell System
companies. It is composed of the following divisions:

Advertising Administration

Closed Circuit TV and Films

Press Relatioms

Public Relations Plamming

Employee Commmicationms
Contributions

Commmity and Educational Relations.

The staff's exhibit lists the activities of this department as follows
(Exhibit 296, p. 3-11): .

"l. Coordinates the national advertising effort
of the operating telephone companies
relative to sales and corporate activities.

"2. Manages and operates the Bell System
commmication network via closed circuit
television broadecasts and £ilms for use with
associated company employees and public
audiences.

es the Bell System press liaison
activity including responding to inquiries
from the world and mational press agencies
and magazines.

Undertakes research studies which include
testing of the effectiveness of public
relations activities and defining strategies
for future public relations activities.

Prepares executives' speeches and
correspondence which deal with policy issues
affecting the Bell Systems.
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Develops material which advises the public
of regulatory and financlal matters,
including the amrmal report to shareowners
and newsletters.

Designs and edits employee publications which
are distributed throughout the Bell System.

es the AT&T charitable contributions,
educational and commmity relations programs
which include projects such as the AT&T
Centemnial and United States Bicenteanial
Celebrations.” :

The staff made selective disallowances to the divisions (some
of tbe 100 percent category) based upon its amalysis of each division.

Compath and Intercommect employ a different approach,
apalyzing the BDPs in commection with PR&EI (par of Exhibit 296) and
concluding that 53 percent of the departmental expense relates to
promotion of competitive products and recomnending a disallowance on
that basis. .

TURN recommends a 100 percent disallowance of the emtire
department, arguing that staff witness O'Rourke failed to apply
Commission precedent-‘ﬁ/ properly when he reviewed the BDPs. TURN
includes its own amalysis im its brief. .

Pacific criticizes the staff for failure to contact anyone at
Pacific (rather than AT&T) to determine the value of PR&EL expemses to
Pacific in increasiung its operating efficiency. Pacific's witmess Wade
reminds us that the BDPs furnmished the staff are not for the test year
period but for 1977, and, in any event, BDPs change constantly. Mr. Wade
stated that in his opinion staff witmess O'Rourke did mot understand
the value of many of the BDPs and took certain words and phrases out
of context. Mr. Wadefs testimeny (Exhibit 305, pp. D-33 to D-83)
explains the different sectional breakdowns for funding purposes and

29/ TURN cites Decision No. 84902 (Pacific Gas and Electric Company,
(1975) 78 CPUC 638, 688=696). 3JSee also our extemsive discussion
of Pacific's advertising amd our policies on advertising amd
gublic relations gemerally in Decision No. 88232 (December 13,

977) in this proceeding (slip opiniom, pp. 56-69). We intend
to apply those policies here.
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analyzes many of the BDPs in this area individually. Mr. Wade did not
contest all of the staff disallowances, but his gemeral opinion is
that the "wvast bulk" of the work promotes efficiency and economy in
Pacific's operatioms. (Exhibit 305, p. D=38.) = -

Regardless of the fact that we might not have a perfect test
year picture, we regard the BDPs as the best evidence available to
test the assumptions of the witnesses. All of the parties comcermed
with the issue rely upon them in support of their various positioms.

' An examination of all the PR&EI BDPs in Exhibit 296 (there
are over 80 of them) as well as the testimony and arguments of the
parties, convinces us that on this recoxd, nome of the PR&EI expenses
should be regarded as proper licemse contract expenses. The BDPs show
that Mr. Wade's opinions are in many instances not supportable or are
of 1o assistance in determining the value of individual items as expenses
to be borne by the ratepayer because his conclusions rest on a "bemefit
to the OTIC" test which is so broad as to encompass activities of
primary benefit to the investor or activities in the image~building
area.

We will discuss examples in different categories to demonstrate
how we reach this determimation. There are what might be described as
"base" BDPs, as well as those for specific projects, which fund the
day-to~day administration of the divisions. (See, for example,

BDP 0931/002 and BDP 0951/105.) These will not be individually analyzed;
in our opinion these underlying administrative costs stand or fall with
the licerse contract value of the specifically fumded programs of the
divisions.2Y A further problem (as TURN points out) is that the
distribution of the PRE&EI BDPs is not entirely consistemt. The staff

30/ We stated previously (p. 61) that Pacific did not comtest the
redistribution of overheads. While Pacific made no argument on
brief concerning this, Mr. Wade testified (Exhibit 305, p. D=43)

" that their application to PR&EI was incomsistent. However, the
staff's methodology is more appropriste than the company's, and,
therefore, adopted for this proceeding.
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recomended disallowances in an area covered Dy BDPs beginning with
Serial Number 0976. Pacifiec, through Mr. Wade, contests the disallowances.
Exhibit 296 contains no BDPs in the 0976 series.

Advertising Administration. A few of the BDPs in this area
include administering national advertising efforts for yellow pages or
specific service offerings (BDPs 0931/002, Oll, and 021). Most of the
others are of questionable value in the area of advertising which we
have allowed to be charged to the ratepayer. The BDPs in this area in
Exhibit 296 include expenses connected with presentations at the annual
AT&T meeting (0931/031), Disneyland expenses (O931/OA1),§l/ experimental
exhibits (0931/051, concerning innovative exhibit designs, the subject
matter being unspecified), "Corporate Advertising Administration"
(0932/002), which describes under "results" the utilization of mass media
"to explain our corporate objectives [to the general public and to
selected segments] in the areas of service, earnings, employment,
management, organization, and competition," and "Corporate Identification
Program" (0932/022), which concerns use of such materials as the company
trademark, vehicle identification, use of company stationery, and other
studies of visual communications.

Mr. Wade's objections to the staff's disallowances are not
borne out by reference to the BDPs. He recommends allowance of
BDP 0931/051 (see above) because the product is used in trade shows,
for customer instruction, and employee training, and "not solely for
Disneyland exhibits." (Exhibit 305, p. D~81.) While this is true,
the subject matter is not stated and the product can as easily dbe image
building as direct information of service offerings (or a combination
of both). Regarding the Corporate Identification Program (BDP 0932/022)
Mr. Wade says that the purpose is

"...0f an operating nature and provides direct
benefits to the customer. Customers benefit
from the uniformity of these identifying

The subiect of Disneyland was thoroughly explored in Decision
No. 88232 in this proceeding and our reasons for disallowing
expenses associated with the Bell System Disneyland exhibit are
explained in that decision.
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wmarkings when admitting telephome personnel to
their homes, when in need of emergency assistance
and when wanting to locate various telephone
company locations or coin phone facilities. If
AT&T did not provide this guidance, Pacific would
have to perform this work itself at greater cost
and with a loss of miformity throughout the
country."

While such operational goals can be inferred from ‘the language in the
BDP, they are not specifically memtionmed; furthermore, the BDPs'
language is-so broad as to include an admixture of operatiomal and
image-building "corporate idemtity" goals. (See, particularly, the
language under the box of BDP 0932/022 emtitled "Bemefits to Be
Achieved".)

Press Relations and Public Relations Plamming. It is not
always easy to separate these two fumctions when reference is made to
the BDPs. There are four BDPs in the 0940 series imn Exhibit 296. Only
one of them makes reference to any problem which could be the
responsibility of the ratepayer (BDP 0941/001, comcerning
furnishing certain materials to regulatory agencies).

The 0951 series appears to be in this category. There are
18 BDPs in this series included in Exhibit 296. Many of them fund -
surveys of customer opinioms. Mr. Wade denies that image building ic
included and states that the purpose is to learn what customers expect
from OTCs so that poltcies and procedures can be modified when necessary.
Also, trends are analyzed so that operational changes may be made. A
review of the actual BDPs shows that Mr. Wade's opinion is only partially
borne out. While some seem to support his view (BDPs 0951/103, 107,
116), others appear aimed primarily at corporate status objectives (BDPs
0951/106, 108, 113), and still others are so broad that they defy
precise analysis (BDP 0931/114). Some include a mixture of goals in such
a2 way that they canmot be quantitstively separated. For example, BDP
0951/102 "public overview" funds the measurement of tremds in "public
attitudes toward various aspects of service, cost of service, and the
coupany itself. Additiomal questioms cover employees, consumer issues,
antitrust and competition matters, and service/cost tradeoffs."
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Another divisien which is the subject of considerable
commentary by Mr. Wade is Public Relations Planning. Mr. Wade did not
contest all of the disallowances (e.g., BDPs 0953/001 and 007) but
states that the BDPs studied by the staff are not typical of the work
of the division. A review of the BDPs in the 0951 series demonstrates
that they contain another mixed bag of objectives, and out of 13 of
them, only four demonstrate on their face a direct value to the 0TC
(BDPs 0951/107, 111, 112, 116).

We understand Mr. Wade's (and Pacific’s) point that these BDPs
were prepared as internal documents and were not necessarily intended
to be totally self-explanatory to an "outsidexr" reviewing them for the
first time. Even considering this argument, however, we do not believe
that Mr. Wade's interpretations of them can be proved in all cases.

We could continue with this enalysis through the remaining BDPs. We
will not, in the interest of brevity, because the rest of the available
BDPs are, except for the 0981 series, clearly related more to the
corporate image area than to the type of marketing, advertising, or
administrative expense which we have amnounced we would allow. As for
the 0981 series, while certain labor relations and associated goals may
be appropriate for license contract funding (BDPs 0981/201 and 202) the
remainder have goals more in the nature of community relations.

In any event, we have stated elsewhere in this decision why
we believe we should determine the value of license contract expenses
based on areas of subject matter rather than by analyzing hundreds of
items individually and determining upon which side of the line each one
falls. The BDPs in the area of PR&EI may work very well for internal
corporate use, but from our own regulatory standpoint they contain a
mixture of objectives, the majority of which are outside the scope of
what we have, in the past, detemmined to be administrative and support
activities properly charged to the ratepayer. The entire charge of
$1,608,507 is disallowed.

J. Contributions ~

We have already discussed the PR&EI department generally, but
certain activities in that area deserve mention on a separte ground.

-97-




A-55492, C.10001 km/dz

The staff identified certain amounts as used for dues, donatioms,
contributions, and educational relations, recommending a total disallowance.
(See Exhibit 286, pp. 3-13 and 3-14.)

We have excluded from operating expenses such amounts
contributed directly by Pacific. (Pacific Tel. & Tel. Co. (1964) 62
CPUC 775.) There can be mo distimction between Pacific's direct
contributions for such purposes and amounts billed to Pacific through
the licemse contract for the same purpose. We will disallow ILcense
contract billings in this area.in the smount of $129,866.

R. legal Department

"According to staff Exhibit 286 (p. 3-18), the AT&T Legal
Department is concerned with such fields as antitrust, corporate and
financial, FCC, gemeral litigation, labor, persommel, patents, and
fedéral, state, and local tax matters for AT&T.

The staff recommends a $61,981 disallowance for corporate and
security matters, specifically:

"l. Corporate matters including records, reports
directors’ and stockholders’ meeti.nés (AI&'I.‘):
charters and by-laws, ingorporation of
‘subsidiaries mergers....lsicl

Financing ~ All SEC matters including
registration under the Securities Act of
1933 and report under the Securities
Exchange Act of 1934, shareholders zrelatioms,
and security amalyst relations." (Exhibit

° 286, p. 3-19.)

This disallowance represents-l00 percent of the activities of the
Corporate and Securities Division of AT&T's Legal Department.

Mr. Wade testified that the staff erroneously assumed that the
above activities were all the work that the division performed, while
actually there are mmerous areas in which Pacific receives valuable
advice from the division. He emmerated (1) assistance with SEC £ilings
and regulatlions and (2) assistance with long-term f£inancing, redemption,
debenture and stock issues.

We agree with Pacific that the disallowance 1s irappropriate.
This work is not "servicing securities™ in the semse that only the
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investor 1s benefited. The ratepayer benefits from proper corporate
and financlal advice of this nature. ’

L. Department of Justice Antitrust Lawsuit Expenses.,
We have reviewed the arguments on this issue. No evidence on

this subject was presented after the issuance of Decision No. 88232 in
this proceeding on December 13, 1977. We will allow ocur partial

disallowance of these expenses to stand for the reasons stated in
Decision No. 88232 (slip opimiom, pp. 21-72). :
M. Washington Office

The activities of this office are entirely charged to the
license contract. Pacific's test period billing for this activity was
$224,080. The staff recommends a 100 percent disallowance on the ground:
that the work of the office falls into the category of legislative
advocacy, the expense of which we have excluded from operating expenses
chargeable to the ratepayer. The staff summarizes the activities of
this office as follows (Exhibit 286, pp. 3-23 and 3-24):

"l. Consumer Commmications Reform Act, suggesting
g:ﬁion to be taken and assisting in action
en,

"2. Activities related to issues conce
commmications services; monitors legislative
developnments, determines system position,
advocates position with govermment officials,
advises and assists OTC's.

Activities related to the regulation ard
control of corporate and industrial concerns
by the Executive Departments and govermment
agencies (other than FCC). Follows
developments in those Federal departments
and agencies that relate to corporate
operations, determines system position,
advocates position with govermment officials,
advises and assists OIC's.

Activities related to maintaining liaison

with Executive Departments and government
agencies (other than FCC) on telecommmications
policy matters. Follows developments in those
Federal departments and agencies that relate
to commmications services, determines system
position, advocates position with govermment
officials, advises and assists OIC's.
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Reviews on a daily basis the activities in
Congress, the executive departmerts, and
Federal agencies, which wmay affect the Bell
System. Publishes six regular weekly and
monthly reports to AI&T, Western Electrie,
BTL and all OTC's. Maintains current
legislative files on all Federal legislation
of interest to the Bell System and
legislative history files on previous
congressional action. Serves as centralized
information point for OTC's and AT&T on
Federal legislative matters.

Conferences and brief sessions for the
purpose of informing officers of the OIC's,
BTL, Western Electric and long Lines on
current developments of critical issues.

Centralized information bank om State
legislative matters (legislatiom, positions
and trends). Information exchanged with
OTC's AI&T, Western Electric and BTL.

Centralized Data Benk and Information
Inter e involving publications and
reports of State and local legislative
activity, outside liaisem responsibility
for Bell System with national legislative
groups, conferences and meetings for
tate public affairs representatives.”

The staff report also comments that ome of the main fumctions of the
office is to analyze pending legislation to determine its impact on the
Bell System. ' -

Pacific objects to this disallowance. Mr. Wade and Mr. Demnis
both testified that the main activity of the office is to monitor
legislation, and to keep OICs informed of developments for regulatory
and legal complizmce purposes, not in order to lobby against (or for)
the legislation.

On cross-examination, Mr. O'Rourke conceded that scme of the
informational activities of the office were mot in the category of
legislative advocacy.

The evidence shows that ome of the principal activities of
the office is liaison with Comgress. Regaxrding this functiom, we £ind
it impossible to separate the furnishing of information from legislative
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advocacy. On the other hand, & heavily regulated corporate structure
such as AT&T must have a means of rapidly disseminating information on
newly enacted or proposed legislation to insure prompt compliance, thus
avoiding penalties and confusion. The record does not quantify how much
of the Washington Office's time is spent in one category of work or the
other. We will allow 50 percent of the expenditures.
N. Controller's Department

Staff Exhibit 286 states (p. 3-28) that due to time restraints
the staff did not perform an extensive study of the Controller's
Department. The staff simply recommends a disallowance of expenses

associated with preparation of Bell System reports, amoummting to $130,589 @

billed to Pacific, including allocation of overhead. This recommendation
is reasonable. _ '
0. Executive Department

The staff's discussion of the AT&T Executive Department is as
follows (Exhibit 286, p. 3-47):

"Executive Department

"The Executive Department which includes the top
corporate officers of AT&T, is responsible for the

ement of the entire Bell System, and therefore,
many of its activities are in dealings with AT&I's
shareholders.

"The staff reviewed the activities of this department
and determined that the following are investor
interest expenses:

*1l. AT&T Amual Report to Shareholders.

*2. AI&T shareholders meetings.

"3. Contributions charged to operation
expenses. :

"4. Directors' fees.

*The staff has excluded $319,910 which represents the
amount allocated to Pacific during the test period
for the aforementioned activities.

*In addition to the identified items above, the staff
has excluded an additional $78,894 from the
Executive Department to recognize this department's
overall responsibility for investor interest
activities.

*Conclusion
*"The staff concludes that:

TEI014
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The expenses for AT&T's Ammual
Report to Shareholders, AI&T
shareholders meetings,
contributions charged to operating
expenses and Directors' fees are
investor interest expenses. '

*2. The Executive De t bas
overall resporsibility for

managing AT&T.
"Recommendation

"The staff recompends thar $397,814 be excluded from
Pacific's License Contract expense as being investor
interest activities."

Pacific states on brief that for this proceeding it does not
contest the disallowance except for what it believes to be improper
allocation of overhead. Pacific argues that no overhead should be
assigned to payment of directors' fees, since such payments are independent
of support activities such as pensions, floor space, etc. This amounts
to a reduction in the staff adjustment of $3,505. The amount involved

is de minimis, but we believe the allocation should stand. Payments to
directors include some processing and, while the overhead may be low,
it is not likely to be zero.

A Becsuse we disallowed certain investor interest areas in other
parts in this decision, we need mot adjust the staff recommended
disallowance to the Executive Depa.rtment to reflec.t allowances or
disallowances elsewhere.

Y. Human Resources Development Department

With this section we begin our discussion of certain
niscellanecus problems not falling into either the "product development
process' or the *investor interest" category.

e

: The. sf:a.ff recommends. 2 $810,249 disallowance of AT&T's Human

Resources Development  (HERD) charges including U.S. Equal Employment

- Opportunity Commission (EEOC)..expenses on-the ground.that these. sums

are now being. expended beczuge.of past unfair business practices,-and.
hence, a5 a policy matter, they .should not be billed to. the ru:epcye:.
During the a:est year, Pacific was allocated $390,654 for implementing
EEOC programs. (See staff's discussion of this subject, Exhibit 286,

PP. 3-42 and 3-43.)




.
.
- ..

A.55492, C.10001 Im /ks/dz

Pacific emphatically argues that the staff misconstrues these
expenses as flowing from a consent decree, whereas most of the funds
expended are as a2 result of ordinary ongoing activities (including
handicapped programs) and compliance with regulations issued from time
to time by the agencies concerned with such programs.

Earlier in this proceeding (Decision No, 88232, slip opinion,

p- 92) we adjusted Pacific's own expenses resulting from a counsent decree.

We stated in this comnection:

"We emphasize that our disallowance is limited to

penaltly payments to employees, and does not
include amoumts commected with litigation of EEOC

problems, acdministration of EEOC programs, or
compliance with the consent decree."

The staff has mot presented us with any breakdown showing what
amount, if any, is traceable to penalty payments. The staff's
recommendation will not be adopted.

Q. AT&T Moving Expenses

During the test period, AT&T was in the process of a major
relocation of some of its offices and staff. The staff considers the

expense reasonable but recommends if be amortized over ten years. This
is proper in a case such as this where the total amount of moving
expenses is pot typical of the usual year. (See staff Exhibit 286, pp.
3-43 and 3-44 for adjustment of $419,595.) '
R. Tax Calculations .

The staff proposed two separate adjustments for A'r&'r tax
payments billed to the OTCs under the license contract. .

New York State Framchise Tax. The staff excluded Pacific's
share of these taxes on the following basis:

TAT&T is assessed & tax by the State of New York
for the opportunity to do business in that state.
The basis for determining the tax is contingent
upott the investment AT&T holds in its subsidiary
corporations factored to the State of New York.
It is the staff's opinion that taxes based on a
corporation's subsidiary hol S represent
holding company expenses which fall within the
definition of investor interest expenses. For
the test-year, $964,0064 was allocated to Pacific
in License Contract fees represent New York
State Franchise 'raxes. (Exhibit 296, p. 3~46.)

- uyo3=
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Pacific disagrees with the underlying premise of the adjustment -
that enly "holding company expenses" are involved and that therefore it
is an expense which should be borme by the stockholders. Pacific's
wvitness Dennis pointed out that the franchise tax is levied for the
privilege of doing business in New York and that calculating the tax based
on capital stock is simply a formula to arrive at the level of taxation.
(Exhibit 304, pp. 15-16.)

We agree that the franchise tax is a proper operating expense
and does not represent simply an "investor interest". The Uniform
System of Accounts requires such taxes to be accounted for as operating
tax expense and not a capital expenditure. AT&T is taxed as a utility
under New York State law and not as a "holding company". The staff's
adjustment will not be adopted. :

Federal Income Taxes. The staff exhibit (Exhibit 286, p. 3~45)
states that AT&T bills Pacific via the license contract for federal taxes,
amounting to $1.3 million for the test year. The staff witness
determined that AT&T elected to take advantage of certain tax writeoffs
("vacation pay deduction" and “interest expemnse deduction") which, in
the opinion of the staff witness, resulted in mo tax liability. The
staff's opinion is that since AT&T incurs no tax liability, it should
not include amounts for income taxes in its license contract billings.

Pacific points out that, on cross-examination, Mr. O'Rourke
stated that while the basis for his recommended adjustment was no tax
liability, he also testified he was actually unfamiliar with whether
AT&T incurred tax liability on a comsolidated basis (txr. 7420-7422),
while Mr. Demmis testified that AT&T's federal income tax liability has
always been positive (Exhibit 304, p. 13). :

The staff counters with the argument that when it used the
term "AT&T taxes" it referred to taxes on the general departments (which
provide the license contract services) which, to the knowledge of the
company witness, have never shown a positive tax liability. Therefore,
runs the staff argument, the negative tax liability should bemefit the
OTCs. The staff also argues that interest on AT&T's debt should be
used to offset federal income tax payments allocated to the OICs.

~10u-"
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Pacific, in turn, argues that it agrees with the staff
that interest on AT&T's debt should offset federal income tax
payments allocated to the OTCs but that this is already dome.

(The staff argues that this 18, in fact, not done.) Mr. Demnis
testified that the interest on ATST's debt allocable to Bell Labs

and the 195 Broadway Corporation reduces federal income tax
allocations and, in turn, Pacific's license contract billings.
Pacific emphasizes that if this were not done, "Pacific’'s license
contract billings would be substantially higher” (reply brief, p. 35).

In Decision No. 88232 we comsidered the problem of ATST's
taxes and determined that we would use ATST's effective tax rate of
5.12 percent. The evidence and arguments presented here do not
convince us that we should deviate from this ruling. We will apply
this tax rate to the license contract account.
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V. SUMMARY AND CONCLUSION

The detail in this opinicn was made necessary by the character
of the evidence and the fact that, to our knowledge, this is the £irst
complete investigation of the Bell System license con:ract.éZ/ It is
our hope that in future investigations evidence and argument may be
simplified by our determinations in this proceeding.

Our determinations in this investigation result in a test
year California intrastate disallowance for license contract expenditures:
of 516.0 million. The actual effect on Pacific's present (Decision
No. 88232) revenue requirement is $5.8 million. The difference between
the two figures is caused by the fact that Decision No. 88232 had
already made certain across-the-board percentage adjustments which are
now replaced by our adjustment based on the full evidence on this
"issue (see discussion of ouxr previous licemse contract treatment in the
introductory section). The table which follows details the adjustments.

32/ Other state commissions, as well as this Commission, have wade
adjustments to the licemse contract on various bases, See review

of cases in other states in Telephone License Contract Pa ts,
Public Btilities Fortnightly, Octover 12, 1978, pP. &4b.
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The Pacific Telephone and Telegrapbh Company
California Intrastate

Adopted Expense
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2 Decizion ¥o. 88232
2 This Decision

3. Difference
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California Intrastate Adjustment
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(Line (1) x 0.95%]1/

Reveme Reduction
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We will order Pacific to file a refund plan for the
difference between the amount collected under the revenue requirement
established in Decision No. 88232 and that established here. We will
further order Pacific to propose a rate spread to effectuate the
reduced revenue requirement in the future. Appearances in this
phase of the proceeding will be given time to comment on the refund
and the proposed spread of rates (or to make proposals of their own).
Findings of Fact

General Principles and Legal Issues
1. The Bell System license contract has existed in a form
similar to the present contract since 1918. Since October 1, 1974
the Bell System OTCs and the AT&T Long Lines Department have paid
license contract fees to AT&T as determined by an annual AT&T study
of license contract costs.
2. Pacific's share of license contract expense has grown

rapidly, from $12.2 nillion in 1965 to $69.4 million in 1977.

3. We have made previous adjustments to Pacific's license
contract payments for ratemaking purposes, for the purpose of
disallowing certain investor related expenses, in the absence of
a complete investigation of all facets of license contract
expenditures.

4. Qualifications of the staff witnesses to express the
opinions attributed to them have been established, except as
their testimony was specifically stricken by the ALJ. This is not
a finding on the weight to be accorded the staff's evidence.

Use of License Contract Funds by Bell Laboratories

5. Bell Labs, a nonprofit corporation owned equally by AT&T
and Western Electric, carries out research, development, and design
for the Bell System.
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6. There are two basic categories of Bell Labs work:

R&FD and SD&D. The latter category is paid for by Westernm
Electric and is not billed to the license contract.

7. R&FD consists of five categories: basic research,
applied research, systems engineering, quality assurance, and
patent administration. For purposes of this decision we
incorporate into this finding the definitions of these terms
at the beginning of Section III of the opinion section of this
decision (slip opinion, pp.24-25).

8. The record does not contain a budgetary breakdown by
the categories mentioned in Finding 7, except for quality assurance
and patent administration, which are funded under specific case
authorizations.

9. For the test year in this proceeding the portion of
license contract expenditures devoted to Bell Labs approximates
40 percent. Pacific's allocation of Bell Labs' R&FD expenses has
grown from $6.5 million for calendar year 1965 to $20.2 million
for the 12 months ending April 30, 1976.

10. The product of Bell Labs' basic research and applied

research is equally useful, on the one hand, to the ratepayers
of the 0TCs and the 0TCs themselves through modernization and
improvement of the telephone network, or through advancement
of telecommunications generally, and, on the other hand, in
potential advancement in techniques of designing and marketing
competitive products.

1l. Systems engineering contains work of assistance in
developing the network. There is also included some work related
to the development of products. The extent of product-oriented
work in this category camnot be accurately assessed due to refusal
of disclosure of certain case authorizations, and because of difficuley
in identifying which cases are considered to be within this category.
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12. Quality assuran

c¢ }ﬁ HDL Syﬂ@nymous wlth quality control.

The former is performed by Bell Labs on behalf of the OTCs; the
latcer is funded separately by Western Electric and is mot billed
to the licenmse contract. Qualicy assurance is of direct benelit
to Pacific’s ratepayers,

13. The staff's recommendation regarding the accounting
treatment for patent administration would result in the ratepayers'
paying more than under the Bell System's present methodology.

AT&T Use of License Coatract Funds

14. The staff's reallocation of overhead expenses is more
reflective of conditions and more reasonable than AT&T's methodology.

15. 1In the Marketing Department there is an interweaving of
marketing objectives which are of primary benefit to the ratebayer
and the OTC, on the one hand, and of primary benefit to the marketing
of Western Electric's products, on the other hand.

16. The Customer Services Department's work is of benefit :
to the ratepayér, but some of it is connected with product development;///
17. The Engineering and Network Services Division's work is not

connected with product development and all of it is of benefit to the

ratepayer and the OTC in maintaining and improving the network and in
planning for future nctwork needs.

18. For license contract purposes, a ''rate base" methodology
is appropriate in determining the expenses of the 195 Broadway
Corporation; however, allowance for funds during construction should
be included in the caleulation. ‘

19. Functions of the Treasury Department concerming management
of investments are primarily investor related.
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20. The pool of funds benefits the ratepayer by providing
the OTC with low cost financing.

21. The activities of the Secretary Department are in the
area of administrative work concerning shareowner and associated
executive matters.

22. The Public Relations and Employee Information Department's
activities in the 'corporate image" area predominate. The evidence
does not lend itself to selecting individual items of possible
primary value to the ratepayer and apportioning the expenses of the
department.

23. Amounts billed to Pacific via the license contract for
dues, donations, and contributions do not benefit Pacific's
ratepayers.

24. The work of the Corporate and Securities Division of the
AT&T Legal Department is not simply "'servicing securities" for
the benefit of the investor. The ratepayer benefits by the 0TCs'
receiving necessary regulatory and financial advice.

25. The Washington Office performs a combination of
legislative advocacy fumctions and activities in the nature of
furnishing prompt information on legislation or potential
legislative action to AT&T and the OICs to insure prompt
compliance and avoid confusion. The record does not quantify
such activities.

26. 1t is not reasonable to allocate the expenses of the
Controller's Department connected with preparation of Bell
System reports to Pacific's ratepayers.

27. The staff's disallowance of investor interest activities
connected with the Executive Department, including allocation of
overhead, is reasomable.
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28. The staff's proposed disallowance of certain HRD and
EECC expenses is unreasomable in that the expenses in question
are not traceable to penalty payments to employees.

29. The staff's method of amortizing nonrecurring AT&T
moving expenses is reasonable.

30. The New York State franchise tax is a proper operating
expense and does not simply represent an investor interest.

31. It is reasonable to continue to use AT&T's effective
tax rate of 5.12 percent to compute federal taxes for license

contract billings because it is reflective of actual conditioms.
Conclusions of Law

General Principles and Legal Issues
1. Since we now have adequate evidence on all general
areas for which license contract funds are used, we should
substitute adjustments based on this record for our previous

adjustments. (Finding 3.)

2. Future license contract proceedings should be separate
investigations conducted every few years with the results being
applied to Pacific's rate increase applications. Pending completiom
of these periodic determinations the last adopted ratemaking
adjustments should be applied in Pacific's genmeral rate cases.

3. License contract expenses of primary benefit to the
ratepayers should be borne by them, regardless of incidental
or consequential benefit to Bell System investors ox to the
process of developing, manufacturing, and selling Western
Electric products intended to compete in the marketplace with
products of other manufacturers.

4, Activity of "benefit to the ratepayer” includes
directly assisting the OICs in carrying out their fundamental
responsibility of providing and maintaining a modern, reliable
telephone network. This, in turn, includes non~"investor related"
supporf activities as well as actual engineering of the network.

~113~
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5. License contract expenses of primary benefit to Bell
System investors, or of primary benefit to the process of
developing products designed to compete in the marketplace
with those of other manufacturers, should not be bornme by
the ratepayers regardless of alleged or actual incidental or
consequential benefit to them.

6. Determination of the value of license contract
expenses by analyzing each budgetary item individually is
undesirable because such items change constantly and because
such methodology would fail to develop rules or principles of
use in future proceedings. When it is necessary to examine an
individual item, it is more appropriate to find the item's
primary purpose rather than to make a percentage apportiomment.

7. The rulings of the ALJ production of, and limitation
on the use of, Bell Labs'case authorizations and AT&T BDPs were
correct. TURN's rights were not violated, nor was the Commission
prevented by such rulings from completing a reasonably thorough
investigation of the subject matter.

Use of License Contract Funds by Bell Laboratories

8. Since our obligation in these proceedings is to determine
Pacific's test year revenue requirement, we should disallow, in
this present proceeding, any R&FD expenses not reasonably borme
by the ratepayer.

9. Since the product of Bell Labs' basic research and
applied research is equally useful, on the one hand, to the
ratepayers of the OTCs and the OTCs themselves through modernization
and improvement of the telephone network, or through advancement of
telecommunications generally, and, on the other hand, in potential
advancement in techniques of designing and marketing competitive
products, Pacific's ratepayers should be billed for only 50 percent
of the work in such categories. (Finding 10.)
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10. The same 50 percent disallowance should apply to
systems engineering because of refusal to disclose certain case
authorizations connected therewith, and because some of the
available case authorizations contain objectives related to
the development of products. (Finding 11.)

1l. No disallowance should be made to quality assurance
expenses based on this record. (Finding 12.)

12. The staff's recommendation regarding accounting

treatment for patent administration should not be adopted.
(Finding 13.)

AT&T Use of License Contract Funds
13. The staff's reallocation of overhead expenses should
be adopted for ratemaking purposes in this proceeding. (Finding 14.)
14, Pacific's ratepayers should be charged with no more than
50 percent of Pacific's share of license contract expenses associated

with the AT&T Marketing Department. (Finding 15.)

15. The staff's adjustment to expenses commected with the
AT&T Customer Services Department is within the range of
reasonableness and should be adopted. (Finding 16.)

16. No disallowance should be made to expenses in the area of
Engineering and Network Services. (Finding 17.)

17. Expenses for the 195 Broadway Corporation should be
calculated by a rate base methodology, including allowance for
funds during construction, resulting in a downward adjustment
of $842,699 for this account. (Finding 18.)

18. Treasury Department expenses concerning investment
management should be disallowed. (Finding 19.)

19. No disallowance should be made at this time to expenses
connected with the pool of funds. (Finding 20.)
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20. Secretary Department expenses should be disallowed.
(Finding 21.)

21. Public Relations and Employee Information expenses
should be disallowed. (Finding 22.)

22. Amounts billed to Pacific via the license contract
for dues, donations, and contributions should be disallowed
on the same basis that we have previously disallowed such
amounts contributed directly by Pacific. (Finding 23.)

23. No disallowance should apply to Corporate and
Securities Division expenses. (Finding 24.)

24. Fifty percent of the expenses connected with the
Washington Office should be disallowed. (Finding 25.)

25. Expenses of the Controller's Department should be
disallowed. (Finding 26.)

26. We should adopt the staff's disallowance of investor
interest activities connected with the Executive Department,
including the staff's method of overhead allocation. (Finding 27.)

27. We should not adopt any disallowance to certain HRD and
EEOC expenses. (Finding 28.)

28. We should adopt the staff's method of amortizing AT&T
noving expenses. (Finding 29.)

29. The staff's proposed ratemaking adjustment to New York
State franchise tax expenses should not be adopted. (Finding 30.)

30. We should continue to treat federal taxes as in
Decision No. 88232 and continue to use AT&T's effective tax
rate of 5.12 percent. (Finding 31.)
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Summary and Conclusion

31. Based upen the above determinations, we conclude that
Pacific's Account 674, license contract payments, should be
adjusted for ratemaking purposes from $40,219,000 to $32,606,000
for the test year in this proceeding. The detail of this
adjustment is contained in the "adopted" column of the tables
and calculations appearing in Section V ("Summary and Conclusion)
and is incorporated by reference into this conclusion.

32. The test year effect om Pacific's California intrastate
Tevenue requirement, established in Decision No. 88232, is a
reduction of $5,873,000, which translates to a gross revenue
requirement reduction of $5,817,000. Pacific should be ordered
to file a proposed refund plan fromthe effective date of
Decision No. 88232 reflecting this reduction in revenue requirement
and should be further ordered to file revised rates designed to
produce revenue based upon the reduced revenue requirement.

FINAL ORDER
(LICENSE CONTRACT ISSUES)
IT IS ORDERED that:

1. The gross California intrastate revenue requirement
determined in Decision No. 88232 is reduced by $5,817,000.

2. Within twenty days of the effective date hereof, The
Pacific Telephone and Telegraph Company (Pacific) shall file a
proposed refund plan for funds collected in excess of the reduced
revenue requirement.

3. Within twenty days of the effective date hereof, Pacific
shall also file a proposed rate design for the reduced revenue
requirement.
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4. The appearances to the licemse contract phase of this proceeding
shall bave twenty days from the date of the filings made pursuant to
Ordering Paragraphs 2 and 3 to file comments to such filings or to file
their own proposed refund plans and rate designs.

5. In future investigations on this subject, Pacific shall present
information regarding Bell Telephone Laboratories, Inc. which will
allow the Commission to correlate budgetary categories with the general
descriptive areas of the work performed under the license contract.

The effective date of this order shall be thirty days after
the date hereof.

Dated at SR Prencioae » California, this ,ﬁ Q&

‘“Eres(dent

/ﬁ”' f
:/Zmz
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APPENDIX A

LIST OF APPEARANCES
(License cContract lssues)

dpplicant (and regggpdent in C.10001); Gerald B, Gemard, James S.
Hamasaki, and istopher Rasmussen, m.

Protestants and interested parties: William L. Rnecht, Attormey at

y—

Law, for California Intercommect Association; tawin B. Spievack,
Attorney at Law (District of Columbia), for 3

Compath, .}
Paul Alexander, Attorney at lLaw, for Citizems Utilities Company;
Victor A. Silveira, Executive Vice President, for Califormia
Independent Telephone Association; Edward J. Perez, Deputy Clity
Attorney, for the City of Los Angeles; William 5. Shaffran, Deputy
City Attormey, for the City of San Diego; lLeomard onaider, Attorney
at , for the City and County of San Francisco; H. Ralph Snyder,
Jr., Attormey at Law, for Gemeral Telephone Company of Califormia;
William E. Booth, Attormey at Law, for California Mamufacturers
Association and Califormia Retailers Association: Glen J. Sullivan,
Attorney at Law, for Californmia Farm Bureau Federatiom; and Robert W.
Russell, Chief Engineer and Genmeral Manager, for Department of
Public Utilities and Transportation, City of Los Angeles.

Commission Staff: Timothy E. Treacy, Rufus G. Thaver, and Mary Carlos,
, and §ames D. P%

Attorneys at Law etCl.




