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REPLY TESTIMONY OF SHERRENE CHEW

I. Summary

This reply testimony addresses the direct testimony of Ms. Hogue of SBC Pacific Bell (SBC Pacific).

As set forth in Ms. Tan’s Opening Testimony, ORA recommends deferral of recovery of all audit costs until full completion of the audit. In Resolution T-16376, the Commission ruled that GTE California Incorporated (GTEC) could seek recovery of audit costs after actual costs had been determined:

We decline to authorize recovery of costs associated with the NRF audit prior to the incurrence of the cost. We believe that it is consistent with our LE factor process to have GTEC make a filing requesting recovery of NRF audit costs. At this time there is no proceeding open regarding the NRF audit. GTEC may seek audit cost recovery in the next price cap filing request when actual costs are incurred. (Mimeo, p. 13)

The same principle should apply here. ORA will, however, address Ms. Hogue’s testimony regarding Limited Exogenous (LE) recovery in the event this Commission reviews SBC Pacific’s request in this proceeding. 

Ms. Hogue asserts that SBC Pacific is entitled to recover its audit costs through the Z/LE factor mechanism. ORA refutes Ms. Hogue’s claims and recommends that the Commission deny Z/LE factor recovery of audit expenses on the basis that SBC Pacific has failed to meet all nine Z-factor criteria set forth in D.94-06-011. 

II.  SBC Pacific Has Not Met All Nine Z-Factor Criteria Required For Recovery of Costs Through Z/LE Factor Mechanism

The following are the nine Z-factor criteria adopted in D. 94-06-011:

(1) Is the Event Causing the Cost at Issue Exogenous?

(2) Did the Event Causing the Cost Occur After the NRF was Adopted in Late 1989?

(3) Is the Cost Clearly Beyond Management’s Control?

(4) Is the Cost a Normal Cost Of Doing Business, Even If It is Increased by an Exogenous Event?

(5) Does the Event Have a Disproportionate Impact on LECs?

(6) Is the Cost Caused by the Event Reflected in the Economy-Wide Inflation Factor (GDPPI) Used in the Annual NRF Price Cap Proceeding?

(7) Does the Event Have a Major Impact on the Utility’s Overall Costs?

(8) Can Actual Costs be Used to Measure the Financial Impact of the Event, or Can the Costs Be Determined with Reasonable Certainty and Minimal Controversy?

(9) Are the Costs Proposed for Z Factor Treatment Reasonable?

In her testimony, Ms. Hogue contends that SBC Pacific has met all nine Z-factor criteria and is therefore entitled to recovery through Z/LE factor mechanism. However, ORA in this case finds the following criteria are not satisfied: 

(1) Criterion 3: Is the cost clearly beyond management’s control?

(2) Criterion 7: Does the event have a major impact on the utility’s overall costs?

(3) Criterion 8: Can actual costs be used to measure the financial impact of the event, or can the costs be determined with reasonable certainty and minimal controversy?

(4) Criterion 9: Are the costs proposed for Z-factor treatment reasonable?

A. Audit Costs Were Not Totally Beyond SBC Pacific Management’s Control. 

Ms. Hogue states that SBC Pacific had no control over the cost of the audit. (Ms. Hogue Phase 2B Direct Testimony, p. 20.) 

The audit was mandated by the Commission and Pacific Bell management had no control over whether the costs were incurred, the terms of the contract, or the scope and conduct of the project that was ultimately performed by Overland. 

ORA agrees that the Commission mandated the audit and audit costs were not under SBC Pacific’s total control. However, Ms. Hogue’s analysis of this criterion is incomplete. Though SBC Pacific had no control over incurring the audit expenses, it did have the ability to restrain cost levels from exceeding the original contract amount. Throughout the course of the audit, SBC Pacific maintained full control over the flow of information sent to Overland. SBC Pacific had the opportunity to provide thorough responses to data requests in a timely and expeditious manner. Had it done so, the audit could have been completed within a reasonable time frame and at a lower cost. In D.94-06-011 this Commission identified the importance of encouraging this form of economic efficiency:

Undoubtedly there may be circumstances in which an outside entity initiates an event which imposes upon a NRF utility specific costs which can be objectively determined and which cannot be significantly affected by any action of utility management. On the other hand, there will be circumstances in which an outside event requires the utility to take some action, but does not impose specific objectively determinable costs or wholly limit the utility’s response to the event in a manner which limits the financial impact of the event. In sum, the utility may be able to control, and thus lessen, the adverse impact. (D.94-06-011, mimeo, p.96, emphasis added)

By not allowing Z factor treatment for events which, while imposing costs, are within management’s ability to control, we encourage economic efficiency. In that regard, we concur with DRA and TURN. (Id., p. 20)

The Commission clearly stated that Z factor treatment should be denied if a utility’s management has the ability to minimize the impact of the expense. Neither the Commission mandate for the audit nor its scope have wholly limited SBC Pacific from preventing costs to rise above the contract agreement. SBC Pacific was capable of practicing economic efficiency by providing prompt responses to Overland’s requests.

A. Overland’s Audit Costs Do Not Have A Major Impact On SBC Pacific’s Overall Costs.

Ms. Hogue claims that the audit costs SBC Pacific will incur are substantial:

An incremental, out-of-pocket cost in excess of $2.0 million is clearly a major impact. (p. 20)

However, SBC Pacific witness Dennis Wells, in his testimony, contends that a  $56.5 million accounting adjustment is immaterial (Mr. Wells Phase 2B Direct Testimony, p.5):

Under GAAP, specifically APB 20, the adjustments which Pacific does not challenge, and which would appropriately be included in the FR books, will be recorded in calendar year 2002 because they have no material effect on previously reported FR financial results for years 1997, 1998 and 1999.

SBC Pacific’s willingness to comply with Overland’s recommended total adjustment of $56.5 million in the year 2002 because of its minimal effect indicates that audit expenses of $2 million should not be a burdensome expense for SBC Pacific to bear. 

B. Actual Costs Cannot Be Used To Measure The Financial Impact Of The Event. Costs Cannot Be Determined With Reasonable Certainty And Minimal Controversy.

The Telecommunications Division (TD) was unable to complete its audit with respect to affiliate transactions due to SBC Pacific’s resistance. A thorough analysis of   SBC Pacific’s affiliate transactions was included under the contract and until this portion of the audit is finalized there is no way to determine the resulting audit costs at this time. A discussion of affiliate transactions is included in Ms. Tan’s Opening Testimony.

C. The Audit Costs Pacific Bell Proposes for Z-Factor Treatment Are Not Reasonable.

Ms. Hogue argues that the cost of the audit is a reasonable expense and therefore satisfies the ninth criteria for Z-factor recovery:

The costs were authorized by the Commission and the billing was approved by the Telecommunications Division staff. (Mimeo, p.21) 

Ms. Hogue misstates the intentions of the Commission and TD. Though the Commission authorized the audit, it did not specify the exact cost Pacific would be allowed to recover. Instead, the Commission stated that Pacific would be awarded recovery through the Z/LE factor mechanism if able to satisfy all nine criteria:

Under the LE factor mechanism, the only types of costs that could be reflected in rates were (1) changes in total intrastate cost recovery resulting from changes between federal and state jurisdictions, and (2) costs associated with regulatory requirements imposed by the Commission, provided that such costs also met the nine criteria for Z-factors set forth in D.94-06-011. (R.01-09-001, I.01-09-002, mimeo. p. A-6, emphasis added)

As discussed in Ms. Tan’s Opening and Reply Phase 2B Testimony, SBC Pacific did not fully cooperate with the Commission staff. Its average data response time of over two months and its attempts to hide under the corrected version of D.00-02-047 with claims of a change in scope are unacceptable. SBC Pacific’s delay tactics and lack of cooperation have hindered the timely completion of the audit, leading to extra costs that could have been avoided, with the result that the total bill is likely to be well over the original estimate. This is not reasonable nor does it demonstrate economic efficiency on the part of SBC Pacific. 

III. Alternatives For Addressing SBC Pacific’s Request For Audit Cost Recovery Through The LE Factor Mechanism

The Commission can respond to SBC Pacific’s request for audit cost recovery in several ways. ORA offers the following opinions the Commission can consider for adoption.

A. The Commission May Rule for Total Disallowance Of Audit Costs.

Notwithstanding the fact that SBC Pacific opposed oversight of the audit by the Office of Ratepayer Advocates, SBC Pacific is requesting that ratepayers fund the audit. It would be reasonable for the Commission to disallow recovery of the entire audit cost, based on SBC Pacific’s failure to cooperate with the audit.

B. The Commission May Cap Audit Costs At the Original Contract Amount.

The Commission may cap audit costs at the original contract amount because SBC Pacific contributed to the delay and was uncooperative. SBC Pacific can be permitted partial recovery now while the remainder would be recovered upon completion of the audit to the Commission’s satisfaction. ORA does not recommend partial recovery, but maintains its position that audit costs be recovered after the audit is completed. In any event, SBC Pacific should be directed to cooperate with the affiliate transaction audit before full recovery is allowed. 

C. The Commission May Deny Recovery of Audit Costs.

As discussed above, SBC Pacific has not satisfied all nine criteria and is therefore prohibited from LE recovery of audit costs. The Commission may consider recovery of audit costs, but not through the LE factor mechanism.
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Q.1.
Please state your name and address.

A.1.
My name is Sherrene Chew.  My business address is 505 Van Ness Avenue, San Francisco, California, 94102.

Q.2.
By whom are you employed and in what capacity?

A.2.
I am employed by the California Public Utilities Commission as a Regulatory Analyst I in the Consumer Issues Branch of the Office of Ratepayer Advocates (ORA).

Q.3
Please describe your educational and professional experience.

A.3
I received a Bachelor of Arts Degree in Molecular and Cell Biology from the University of California, Berkeley in 2001. I joined the Commission in August of 2001 where I was assigned to work on General Rate Case (GRC) proceedings in water and New Regulatory Framework (NRF) proceedings in telecommunications. I also completed a four day GRC training hosted by the Commission and the National Regulatory Research Institute (NRRI).

Q.4.
What is your area of responsibility in this proceeding?

A.4.
I am responsible for ORA’s Report on whether Pacific has met the nine criteria required for Limited Exogenous (LE) factor recovery of Overland audit expenses. 

Q.5.  
Does this complete your testimony?

A.5.
Yes.
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