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REPLY TESTIMONY OF LEE-WHEI TAN

I. Summary

This testimony replies to the direct testimony of Dr. Harris, Ms. Hogue, and Mr. Henrichs of SBC Pacific Bell (SBC Pacific).

ORA disagrees with Dr. Harris that the audit adjustments are not appropriate under NRF and that the SBC Pacific’s accounting mis-representations cause no harm to ratepayers.  The appropriate action is for the Commission to adopt the recommendations set forth in ORA’s Phase 2B Opening Testimony.  The Commission should direct SBC Pacific to refund to ratepayers 1998 sharable earnings plus 18 percent interest; apply LE factor to refund sharable earnings in 1999 and for subsequent years, or to refund 18% of the under-reported earnings if the Commission’s adopted audit adjustments do not result in sharing.

ORA rejects Ms. Hogue’s claim that SBC Pacific fully cooperated with the Commission staff regarding the audit.  SBC Pacific’s pattern of behavior has been to resist the NRF audit and investigation.  As set forth in ORA’s Opening Testimony, in light of SBC Pacific’s uncooperative conduct with respect to the audit and this proceeding, ORA recommends that the Commission apply an LE factor of $20 million per year refund to ratepayers as an incentive for SBC Pacific to cooperate with the Commission staff in the future.  

Ms. Hogue asks that the Commission approve its audit cost recovery through LE factor as a line item in SBC Pacific’s Annual Price Cap Filing for year 2003.  ORA recommends that SBC Pacific not be allowed to seek Z (LE) factor cost recovery for the audit until the audit is completed with respect to affiliate transactions in a manner satisfactory to the Commission.

In his testimony, Mr. Henrichs tries to brush off the $407 million annual royalty fee that SBC Pacific paid SBC based on its being booked below-the-line.  However, the issue raises concerns about whether such a payment is appropriate and whether SBC Pacific’s existing affiliate transaction rules are adequate to protect ratepayers. 

II. SBC Pacific’s Mis-reporting Has Caused Significant 

SBC Pacific’s witness, Dr. Harris, argues that Overland’s audit adjustments are inconsistent with NRF, which, he argues, substantially shifted price-setting to markets, decisions to management, and risk from ratepayers to shareholders. (Dr. Harris Direct Testimony, p.6.)  He further claims that the adjustments recommended by Overland have not caused and will not cause harm to ratepayers.  ORA disagrees.  The disputed audit adjustments are largely associated with monopoly services (Category I and II services) and the market is not nearly competitive enough
 to discipline prices in those markets.  Furthermore, the NRF changes have not moved risks from ratepayers to shareholders (ORA phase 2A: Exh. 110, pp.5-6.) and ratepayers have been substantially harmed by SBC Pacific’s misstatement of its financial records.  The appropriate remedies are to correct SBC Pacific’s books and issue revised financial statements based on the Commission’s adopted audit adjustments and to refund ratepayers accordingly, as recommended by ORA in its 2B Opening testimony.  (Phase 2B Opening Testimony of Lee-Whei Tan, pp. 5-18.)

A. Allowing SBC Pacific To Interpret Commission’s Rules As SBC Pacific Sees Fit Will Result In Accounting Manipulation And Misleading Financial Reports.

Dr. Harris states that there are three different ways to view Pacific’s actions and the prevailing rules regarding the Phase 2B issues (Dr. Harris Phase 2B Direct Testimony, pp.7-8.) 

(1) The rules are clear and SBC Pacific complied; 

(2) The rules are ambiguous and subject to interpretation, or the rules provide a zone of discretion that allow SBC Pacific to choose among a number of alternatives; and 

(3) The rules are clear, as Overland explained, and SBC Pacific failed to comply. 

He points out that, with respect to the contested issues, fundamental fairness requires that, where the answer to a question is subject to interpretation, the Commission should allow a range of reasonable interpretations in deciding whether Pacific has complied with the rules.  (Id, p.9.)


Assuming for the sake of argument, that some Commission rules or requirements leave room for interpretation, this statement may seem reasonable on its face.  But, it masks an effort by SBC Pacific to usurp the Commission’s role.  It is for the Commission to interpret (and if necessary, clarify) its own requirements when questions about their application arise, not the utilities.  SBC Pacific has an inherent and obvious conflict of interest in interpreting the Commission’s rules, as would any regulated utility.  For example any significant write-off of an extraordinary amount, that has not been approved by the Commission, provides the utility with an opportunity to manipulate its income and expenses, which result in distorted reported earnings, which are potentially misleading to decision-makers, to ratepayers, and masks the true state of company performance.  To prevent such behavior, the FCC asks the utilities to seek clarification from the FCC in circumstances such as those mentioned by Dr. Harris.

32.01(07)
Interpretation of Accounts

To the end that uniform accounting shall be maintained within the prescribed system, questions involving matters of significance which are not clearly provided for shall be submitted to the Chief, Common Carrier Bureau, for explanation, or resolution.  (In the Matter of Revision of the Uniform System of Accounts and Financial Reporting Requirements for Class A and Class B Telephone Companies, CC Docket No. 78-196, adopted May 1, 1986.)


If SBC Pacific believes the Commission’s accounting or ratemaking rules are ambiguous in any way, prudence dictates that SBC Pacific should have come before the Commission to seek guidance.  The U.S economy currently suffers from corporations’ manipulating accounting rules and issuing misleading financial reports.  The financial industry itself is calling for reforms to reduce manipulation of accounting rules and auditor’s conflict of interests.


If any of the rules are unclear, the Commission can and should clarify them, not the company.  To the extent it does so, SBC Pacific should be required to correct its financial statements and earnings reports to accord with the rules adopted by the Commission, not “interpreted” by the company.  In any case, additional remedial actions as recommended by ORA in its opening testimony are warranted, such as the refund of sharable earnings with interest, and refund of the 18 percent of under-reported earnings if the adopted adjustments result in no sharing.  These remedial actions are particularly appropriate under the NRF regime as the Commission ’s overarching principle is that ratepayers’ interests would be better protected under NRF than under traditional ratemaking: 

We look now at ratepayers' interests.  In a fully competitive environment, market forces would dictate that prices be kept to a reasonable level.  An important question here is whether the adopted regulatory framework is likely to protect ratepayers against monopoly powers of the utilities at least as well as would traditional regulation…. (D.89-10-031, mimeo, p.344, emphasis added)

We recognize that this new approach requires careful monitoring to ensure that ratepayers are not disadvantaged.  Effective monitoring is key to balancing the interests of utilities and their ratepayers and furthers our goal of ensuring that ratepayers' interests are better protected by the new regulatory framework than under traditional ratemaking.  (Id., p.345, emphasis added)

Another reason that the Commission should adopt appropriate audit adjustments based on its findings is to carry out its regulatory responsibility to ensure ratepayers pay just and reasonable rates whether or not the market is fully competitive.

[W]e conclude that the adopted incentive-based regulatory framework outperforms traditional rate-of-return regulation in meeting our overall regulatory goals in a balanced fashion.  On this basis and for the additional reasons discussed above, we conclude, as required by PU Code § 451, that the adopted regulatory framework will lead to just and reasonable rates.  (Id., pp. 345-346)

ORA’s recommended approach is analogous to the approach taken by the IRS when it finds that taxpayers have failed to report income due to alleged lack of clarification or differing interpretations of IRS rules.  Once the IRS reviews the tax filing and determines that the individual should have included the un-reported income, the person has to file a correction or update and pay the tax associated with that unreported income. 

B. Ratepayers Are Substantially Harmed By SBC Pacific’s Mis-Reporting of Its Financial Results.

In his testimony, Dr. Harris argues that ratepayers are not hurt by SBC Pacific’s mis-reporting.
  He also emphasizes that costs used for revenue requirement are accounting costs and are of little relevance to NRF. (Dr. Harris Phase 2B Direct Testimony, pp.17-18.)  Finally, Dr. Harris claims that ratepayers are not at risk of cross-subsidizing competitive services due to the accounting errors. (Id., p.24.) ORA disagrees with Dr. Harris’ statements.  Ratepayers are hurt due to SBC Pacific’s mis-reporting its financial situation.  Commission rules require that Pacific report its financial condition accurately. For every dollar SBC Pacific “interprets” in a manner disadvantageous to ratepayers, the latter are potentially deprived of sharable earnings and ratepayers are also exposed to risk of future rate increases if SBC Pacific alleges that its Category I and II prices do not cover their costs.  Furthermore, the efforts to artificially depress earnings will mislead the Commission into thinking that sharing does not serve to benefit ratepayers.  The Commission suspended sharing from the NRF mechanism in D.98-10-026 due in part to its belief that sharing had never materialized and was not likely to.  The Commission may continue to suspend sharing if SBC Pacific is again able to convince the public by applying accounting irregularity and self-serving “interpretations” that its earnings continue to be under levels that would trigger sharing.  Given the now available picture of Pacific’s earnings, the suspension of sharing in the 1998 decision has resulted in ratepayers losing substantial sharable earnings.  This is a direct and unqualified harm. For instance, even without any of Overland’s audit adjustments, SBC Pacific’s own intrastate earning reports indicate that ratepayers were deprived of approximately $190 million of sharable earnings for years 2000 and 2001.  (ORA Phase 2A Exh. 111, MLB-2, June 10, 2002.)

SBC Pacific’s financial reports reflect accounting costs and records, including cost of operations, all of which are crucial elements in Commission decision-making, including changes in the NRF mechanism.  (ORA Phase 2A Exh. 109, pp. 16-19.)  Misleading financial statements are thus quite relevant to NRF issues.  Dr. Harris asserts that the Commission relies on economic costs not accounting costs under NRF. And, even though accounting costs are used under certain circumstances, those costs data predated the audit period.  (Dr. Harris Phase 2B Direct Testimony, pp.19-21.)  By Dr. Harris’ own admission, however, accounting costs are still used in the Commission proceedings.  While the cost data may have predated the audit period, it does not mean that the Commission may not in future proceedings review a new set of cost data that may be developed based on a different period of time.  Even if the year of the data used in some costing proceedings did not coincide with the audit period, that fact does not justify inaccurate accounting records or misleading financial reporting. 

Dr. Harris argues that cross-subsidy exists only when the prices of some services are set above their economic costs in order that the prices of other services can be set below their economic costs.  He contends that since the costs in question are accounting costs and the audit findings relate to common or direct costs unrelated to prices, the alleged cost misallocations did not and cannot cause cross-subsidization or a risk of cross-subsidization.  (Id., p.24.)

However, common costs or direct costs do impact price-setting.  This is especially true with UNE prices because they reflect a fraction of the common costs that SBC Pacific charges its competitors.  These in turn effect the competitors’ prices charged to end users and final market prices.  Moreover, it is anti-competitive for SBC Pacific, through accounting cost manipulation, to over-charge its competitors while charging SBC Pacific end-users lower rates for truly competitive services.

For all the reasons stated above, the Commission’s adopted audit adjustments should reflect in SBC Pacific’s corrected IEMR reports so that the audit results are properly flowed through to ratepayers.

III. SBC Pacific Did Not Fully Cooperate With the Commission Staff

SBC Pacific’s witness, Ms. Hogue, attempts to refute Overland’s comments regarding SBC Pacific’s 75-day average response time.  She argues that Overland’s approach contributed to the delay, and other factors further caused the delay.  None of her arguments are valid.  The records clearly demonstrate SBC Pacific’s unwillingness to cooperate with Commission staff regarding the NRF audit/investigation.

A. A 75-day Average Response Time In A Proceeding Is Unacceptable

As ORA described in phase 2A testimony (Exh. 110), the average response time of 75 days far exceeds the normal or conventional data request response time of 10 business working-days or 15 calendar-days for Commission’s proceedings.  ORA has shown that SBC Pacific’s own data request procedure guidelines for a 314.5 audit sets forth the same 10-business-day response time requirement.  (Exh. 110, Attachment R-B.)  The prior data requests issued to SBC Pacific in the last audit back in late 1980s indicate the same two-week response time requirement.  (Attachment 2B-R-A.)

In the last PG&E’s Application to form a holding company, ORA and PG&E agreed on a five working days for PG&E’s normal response time to data request, and to a ten working day response time for more complicated responses, including those “voluminous or out-of-state discovery” responses which required additional time to process.  (Attachment 2B-R-B.)


Many of the Commission’s proceedings take only a few months.  Thus a 75-day data request response time would make quick resolution impossible or would make it impossible to develop adequate records for these proceedings.  The Commission cannot tolerate this kind of foot-dragging that occurred in this case if it is to fulfill its regulatory responsibilities effectively.

B. D.00-10-004 (Correct Version of D.00-02-047) Has Not Changed The Broad Scope of the Audit From D.00-02-047.

In her testimony, Ms. Hogue asserts that the Commission’s corrected version of D.00-02-047, issued in October of 2000, to somehow change the audit scope, and that this change justified SBC Pacific’s decision not to respond to certain data requests. 

Since the correct version of Decision 00-02-047 limited the scope of the audit vastly different from the previously distributed incorrect version, Pacific stopped responding to data requests that were outside of the scope of the audit as indicated in the corrected decision.  Pacific later decided to provide responses to these data requests.  This elapse of time was added by Overland to the average days that it took Pacific to respond to the various questions. 

This argument is misleading. The so-called corrected version of the decision in no way changed the broad scope of the audit.

The corrected version, D.00-10-004 states the following:

The audit scope shall be modified to reflect the changes in scope recommended by the Executive Director’s letter of August 6, 1999.  (Mimeo, p. 18, ordering paragraph 2.)

This is exactly the same language ordered in the “uncorrected version”, D.00-02-047.  (Mimeo, p. 13, ordering paragraph 2.)

SBC Pacific’s reliance on this baseless argument merely confirms that it took advantage of every opportunity to delay the completion of the audit. 

C. ORA’s Data Requests Were Limited During the Time Overland Conducted the Audit

Ms. Hogue then pointed the finger at ORA, contending that ORA’s requests also contributed to the delay:

Although Pacific provided ORA with duplicate copies of all data request responses sent to Overland, Pacific also had the challenge of responding to separate data requests from ORA at the same time it was responding to Overland data requests.  This consumed valuable time and resources and further caused delays in responding to Overland’s data requests, as the SMEs responding to ORA’s questions were often the same resources responding to Overland’s questions. (SBC Pacific, phase 2B, Ms. Hogue’s Direct Testimony, pp.11-12.)

In fact, ORA sent out only six data requests after it reviewed some SBC Pacific’s responses to Overland’s data requests.  Furthermore, it should be noted that although it eventually, after much resistance, provided ORA copies of data request responses sent to Overland,
 Pacific objected to every data request ORA sent out from the moment Overland started its audit (April/May 2000) until the audit was almost concluded (End of August/2001, also see Ex. 109, attachment E.)  It was only after the Commission issued D.01-08-062 to again affirm ORA’s broad discovery right, that SBC Pacific notified ORA that it would provide responses to ORA’s follow-up data requests to Overland’s requests.

In sum, ORA’s experience corroborates TD’s testimony (TD, Mr. Welchlin, phase 2B opening testimony, p. 3.) regarding SBC Pacific’s lack of cooperation in this NRF review.  ORA restates its recommendation that the Commission take corrective action against SBC Pacific’s conduct by requiring SBC Pacific to pay ratepayers $20 million/year as an incentive payment for SBC Pacific to cooperate with the Commission staff until the Commission finds that cooperation habitual.

IV. It Is Premature To Allow SBC Pacific Full Cost Recovery for the Audit.

Ms. Hogue states that SBC Pacific seeks recovery of the payment it made to the Commission for billings by Overland Consulting, plus a reasonable interest to account for delayed recovery of audit costs.  (SBC Pacific, Direct Testimony of Yvette Hogue, p.17.) 

As explained in ORA’s opening testimony, TD was unable to complete the affiliate transaction portion of the audit due to SBC Pacific’s resistance.  ORA recommends that the Commission direct TD to complete its audit with respect to affiliate transactions.  In addition, ORA recommends that SBC Pacific not be allowed to seek Z (LE) factor cost recovery for the audit until the follow-up affiliate transaction audit is completed in a manner satisfactory to the Commission.  Because the audit has not been completed due to SBC Pacific’s resistance, it would be unreasonable to allow SBC Pacific to recover the costs of the audit until it has been completed satisfactorily.

The Commission should also note that SBC Pacific’s opposition to ORA’s oversight of the audit calls into question that ratepayers should pay for the costs of this audit at all. 

V. SBC Pacific’s Royalty Payment to SBC Raises Concern Regarding the Adequacy of SBC Pacific’s Non-structural Safeguards.

Mr. Henrichs attempts to rebut Overland’s testimony regarding royalty fees paid for use of the SBC name.  Overland stated that SBC does not apply a consistent approach to recognizing and charging for inter-company transfers of intangible assets. As an example, Overland notes that in year 2000, SBC began charging Pacific Bell more than $400 million annually for use of the corporate name, even though Pacific Bell does not charge SBC or its affiliates for use of Pacific Bell’s customer database.  Mr. Henrichs argued that the two issues raised by Overland are unrelated; in addition, he stated that the royalty payment was booked below-the-line.  (SBC Pacific, Mr. Henrichs Direct Testimony, p. 46.)

ORA has serious concerns regarding this royalty payment even though it was booked below-the-line.  Based on Pacific Bell’s Consolidated Financial Statements for years 2000 and 2001, SBC Pacific paid SBC Communications Inc. royalty expenses of $407 million and $414 million, respectively.  (See Attachment 2B-R-C.)  These payments reduced SBC Pacific’s total operating income by 12 to 14 percent for years 2000 and 2001.  ORA is still investigating whether the payment is on-going or not.

ORA finds these payments troublesome.  These payments represent significant capital that SBC Pacific could have used for strengthening California telecommunications infrastructure.  In addition, in the past, the Commission has rejected proposals that required Pacific Bell’s affiliates to pay Pacific Bell royalty fees for the use of Pacific Bell’s intellectual properties.  (D.87-12-067, p. 276.)  Moreover, as Overland points out, there appears to be an inconsistency here.  SBC Pacific paid such a significant amount of money to SBC for use of trademarks owned by SBC while SBC Pacific does not charge SBC or its affiliates for use of SBC Pacific’s customer database.
  Not only are these treatments inconsistent, they are also inequitable.  It is not clear what benefit Pacific Bell gains by using SBC’s trademarks and/or changes to its company logo.
  The benefits of uncompensated access to Pacific’s customer database are not so unclear. Given its size and apparent on-going nature, the payment also contradicts the notion that SBC Pacific’s financial condition would be improved as a result of the SBC and Pacific Telesis merger as predicted during the merger application proceeding.
  ORA finds it very troubling that SBC Pacific is willing to share its profits with its parent company through “royalty payments” while it resists so vigorously sharing any of its profits with the ratepayers. 

Due to the energy crisis, the Commission issued an OII (01-04-002) to look into whether the energy utilities and their holding companies have complied with relevant statues and Commission decisions in the management and oversight of their companies.  The Commission had major areas of concern.  For example, the Commission wanted to look into whether the utilities transferred billions of dollars to their holding companies since deregulation of the electric industry commenced, including those periods when the utilities were experiencing financial distress; and the Commission also sought information about the apparent failure of the holding companies to financially assist the utilities when needed, leaving the utilities with insufficient reserves to address or mitigate their need for capital.  Even though SBC Pacific is currently financially sound, a $400 million annual royalty fee can potentially become a financial burden.  Eventually ratepayers can be hurt; they may be injured now by the redirection of significant company revenue from California’s infrastructure to the Texas parent or to other affiliates.  

ORA agrees with Overland that it is timely for the Commission to re-evaluate the affiliate transaction policy for SBC Pacific based on the issues raised in the audit report. (Overland supplemental audit report, chapter 12, pp. S-12-5 to S12-7.)  Review of the affiliate transaction rules may be needed after TD completes the audit as recommended by ORA.  The Commission should also direct SBC Pacific to charge its parent and affiliates for use of its intellectual properties.

� “The State of Telecommunications Competition in California” submitted to California State Legislature by the Commission, June 5, 2002, Table 1.1, page 1.6 of 1.6.


� Dr. Harris Direct Testimony, p. 6, lines 18-20, p.7, lines 4-6.


�  It took ORA four months and President Lynch’s intervention before SBC Pacific finally provided duplicate data responses to ORA.


� In a response to OC847, SBC Pacific stated that it has not charged affiliates a royalty fee for use of the Pacific Bell name. 


� ORA sent data request 038 seeking relevant information about the SBC name royalty payment and is awaiting responses. 


� D.97-03-067, p. 71: “Applicants observe that the merger will improve Telesis’ financial position because of SBC’s very strong financial positions, SBC’s marketing expertise, and the economies of scope and scale anticipated by the merger." 





25
2

