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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

| _ h
In thc Matter of the Application of Pacific Bell @ Ed” J/Aﬂg

(U 1001 C) for Authority Pursuant to Public
Utilitics Code Section 851 to Transfer and/or Application 98-03-019
Lease Assets Used for Research and Development (Filed March 13, 1998)
to Technology Resources, Inc. - |

OPINION

1. Summary
Pacific Bell seeks Commission approval, pursuant to Public Utilities (PU)

Code § 851, to transfer assets used for research and development i:vfbjec'ls.to a
research subsidiary of Pacific Bell’s parent company. Pacific Bell states that the
transfer arrangements comply with affiliate transaction rules of this Commission
and of the federal government. The épplication has been reviewed by the -
Commission’s Office of Ratepayers Advocates (ORA). The application is

granted.

2. Background
In Application (A.) 95-10-019, filed on October 4, 1995, Pacific Bell asked

the Comumission to grant Section 851 authority for a number of space use
arrangements with both non-affitiated parties and affiliated parties.

In Decision (D.) 96-04-045, an interim decision, the Commission approved
several of the agreements that the utility has with non-affiliated parties but, at the
urging of staff investigators, the Commission required additional information on
the agreements with affiliates. Among other things, Pacific Bell was required to

make a further showing that its charges to affiliates and other parties were

proper and that the arrangements met affiliate transaction rules intended to
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prevent anticompetitive dealings. Pacific Belt filed the additional information

requested and, in D.96-09-069, the Commission approved the space use
arrangcmonlq between Pacific Bell and its affiliates.

“In this application, Pacific Bell secks authority to transfer or lease assets
now used by Pacific Bell for research and development to Technology Resources,
inc. (TR1), an affiliate of Pacific Bell and a subsidiary of SBC Communications,
Inc. TR would provide research and development support services for Pacific
Bell and other affiliates of SBC Communications, stich as Nevada Bell and
Southwestern Bell Telephone Company.

The equipment that would be transferred or leased includes switching,
transmission and test devices that Pacific Bell has used in such projects as Frame
Relay Service, Cell Relay Service, Network Access Point Services, Switched
Multiniegabit Data Service, Asymmietric Digital Subscriber Line Service, and
other data and network management services.

According to the application, TRI will perform the same functions
previously performed by Pacific Bell’s internal research and developnient
department. The utility states that all of the leases and transfers will be under
affiliate transaction rules adopted by this Commission and by the Federal

Communications Commission (FCC), including accounting directives.

3. Nature 6f Application
The Commission previously has granted Pacific Bell authority to lease and

transfer assets to administrative affiliates. In A.95-12-054, the company sought
Section 851 authority to lease space and transfer or lease assets to the Pacific
Telesis Group and the Pacnﬁc Telesis Legal Group. In Interim Decision 96- 11-019
and in D.97-04- 022 the Commission approvcd these arrangements. More

recently, the Cominission in D.98-02-005 approved Pacific Bell’ s lease and
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transfer of office equipment and other assets to affiliate corporations that perform
administrative support functions for Pacific Bell and related companies.

Pacific Bell states that the lease and transfer arrangements hete are similar -
to those approved earlier. The assets involved are those currently used by Pacific
Bell’s internal research and development organization, and they will be used by
the separate affiliate to perform the same functions for Pacific Bcll

In accordance with the Commission’s direction in D.96-04-045, Pacific Bcl!
has attached exhibits to its application with further details of the proposed leases.
Exhibit A is a matrix of the assets to be leased and transferred. Exhibit B
contains a description of the asset lease billing process. Bxhibits C, D, EandF
contain the company’s transfer pricing manuals, affiliate transaction policies and
reporting requirements, and examples of the utility’s transfer pricing schedule
for the lease of assets.

The applicant requested that this matter be categorized as a ra tesetting
proceeding and that no hearing was required. By Resolution ALJ l76-2989,1the
Conimission ratified the preliminary determination that this was a ratesetting
proceeding.

4. Affiliate Transaction Rules

Pacific Bell states that when it transfers or leases assets to affiliates, it will
do so under affiliate transaction agreements that comply with Commission and
FCC affiliate transaction rules. (Sce, e.g., D.86-01-026, 20 CPUC2d 237 (1986);
D.87-12-067, 27 CPUC2d 1 (1987); 47 CER §§ 64.209, 32.27.) Under the
Commission’s rules, TRI will pay Pacific Bell the higher of fully distributed cost

lus 10% or market rate for lease of the assets, and the higher of net book value
p , &

or market value for transferred assets.
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5. Reasons for the Leases and Transfers
Pacific Bell states that the transaction with TR will benefit the company

and ratepayers. It states:

“TRI’s performance of research and development functions for
Pacific Bell will enable us to achieve efficiencies, while increasing the
scope of research, by sharing the cost of these operations with other
affiliate organizations and allowing us to avoid unnecessary excess
capacity and duplicate work efforts and lab equipmentin Pacific Bell
and other SBC affiliates. This will lower our costs in an increasingly
competitive marketplace, which will benefit our customers.”
(Application, p. 3; footnote omitted.)

Pacific Bell states that the lease and transfer arrangements will not interfere
with existing operations. The company states that, because the leases and
transfers comply with affiliate transaction rules, the affiliate will notbe
subsidized by Pacific Bell and the arrangements will not create anticompetitive
effects.

6. Comments to Application
The ORA filed comments on this application on April 15, 1998. ORA

confirms that the application comports with requirements established by the

Conmunmission and applied in similar applications in the past. ORA states that the
transfer pricing schedule included in the application indicates that Pacific Bell
will apply appropriate pricing to the assets to be transferred or leased, and is
similar to the pricing methods previously approved by the Commission. (See
D.96-11-019.) However, since copies of the actual lease and transfer documents
are not included in the application, ORA urges the Comniission to require Pacific
Bell to verify that the executed agreements conform to the Commission’s affiliate

transaction rules.
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7. Discussion |
PU Code § 851 requires Commission autherization before a utility may

“sell, lease, assign, mortgage, or otherwise dispose of or encumber” utility
property. The purpose of the section is to enable the Comimission, before any
transfer of public utility property is consummated, to review the situation and to
take such action, as a condition of the transfer, as the public interest may require.
(San Jose Water Co. (1916) 10 CRRC 56.)

Another purpose of the Comimission’s review is to ensure that any revenue

from the transaction is accounted for properly, and that the utilikt‘)"s rate base,
depreciation, and other accounts correctly reflect the transaction. Under the New
Regulatory Framework (NRF), these items do not have the same significance as
they did under traditional regulation, but they continue to be an integral part of
the calculation of rate of return, which serves as a check on the results of NRF.
For this reason, the Commission reviews the accounting of the transaction for
conformance with its requirements.

When, as here, the transactions are with a corporate affiliate, the
Commission’s review also includes consideration of whether the transaction may
have anticompetitive effects or result in cross-subsidization of non-regulated
entities. (Re Pacific Bell (1992) 45 CPUC2d 109, 125)

There have been no protests to Pacific Bell’s application. ORA has

reviewed the application and its exhibits, and it advises that Pacific Bell has
complied with Commission requirements in seeking Section 851 approval of
these transactions.

Pacific Bell states that the transaction with TRE will lower its costs and in
turn will benefit its customers. However, no specific _r‘atc-payér benefits have
been identified or demonstrated. Itis unclear how rafepa}rers will benefit from

lower costs, as Pacific Bell maintains. Under our current form of regulation, the
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New Regulatory Framework (NRF), any cost reductions tesulting from the
actions of utility management are intended to inure to utility shareholders
(D.89-10-031, 33 CPUC24 182), not ratepayers, untit such time that utility
carnings exceed the established benchmark rate of return which will trigger the
sharing nmiechanism whereby ratepayers will realize some benefit. We note that
Pacifi¢ Bell has never reached the sharing level since the adoption of NRF.
Despité the lack of any demonstration of direct ratepay’er benefit, review of

the information provided shows that these transactions will not impair Pacific
Bell's ability to serve the public. The company s accountmg for the revenue from
the transactions appears to be in order. No evidence has been submitted which
reveals any anticompetitive effects or cross-subsidization of non-regulated
entities from these leases. AcCordmgl)' Pacific Bell has met the requirements for
authorlzahon under PU Code § 851. At ORA's suggestion, we will require Pacific
Bell to nohfy our Telecommunications Division in writing when the lease and
transfer documents are executed, to state at that time whether the documents
conform to our affiliate transaction rules, and to make the leases available for our
inspection.
Findings of Fact

1. Pacific Bell seeks Commission approval, pursuant to PU Code § 851, to
lease or transfer certain research and development assets to TRI, an affiliated
company.

2. Notice of this application appeared on the Comniission’s Calendar on
March 17, 1998.

3. No protests have been filed.

4. This proceeding was categorized as ratesetting by Resolution ALJ-176-2989.
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5. TRI will pay Pacifi¢ Bell the higher of fully distrilﬁulcd costs plus 10%, or
market rate, for leased assets and the higher of net book value or market value
for transferred assets. ‘

6. Pacifi¢ Bell has supplied the information required by the Commission for
review of the transfer and lease agreements.

7. The ORA has reviewed the application and has raised no objection to its
approval.

Conclusions of Law

1. Pacific Bell's proposed transfer of research and development assets to an
affiliated organization will not impair Pacific Bell’s ability to serve the public.

2. Pacific Bell’s accounting for the revenue from the leases and other

arrangemeiits is in order.

3. There is no evidence of anticompetitive effects or cross-subsidization of

non-regulated entities from these arrangements.

4. The application should be approved.

5. Pacific Bell should be authorized to enter into the leases and transfers set
forth in the application.

6. Pacific Bell should be réquired to 1{otif)' the Telecommunications Division
when the leases and transfer documents have been executed, to verify at that
tinme that the documents conform to affiliate transaction rules, and to make these
documents available for inspection.

7. This order should be made effective immediately in order that the

transactions can be implemented promptly.
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ORDER

IT IS ORDERED that: )
1. Pacific Bell is authorized, pursuaut to Public Utilities Code § 851, to transfer

and lease certain résearch and dével(;pr’hér{t assets, as described more fully in
Exhibit A of the apphcahon, to Technology Resources, Inc., a subsidiary of SBC
Commumcahons, Inc., on the terms and conditions set forth in tlus apphcahon
2. Pacific Bell shall nohfy the Dlrector, Telecommunications Dmsaon, in
writing, when the lease a_nd tfaﬁs.féf agreémeﬁts authorized herein have been
executed, anid shall verify at that time that the agreements conform to the
ComlhiSSion'S affiliate transaction rules. The documents shall be made available
'for mspectlon upon request of the Commission or its staff.
3. This proceeding is closed.
Thls_order is effective today‘.
.Daled ]iily 2, 1998, at San Francisco, California.
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