
OPENING TESTIMONY OF

MICHAEL L. BROSCH

Q1. Please state your name, business address and describe your employer.

A1. My name is Michael L. Brosch.  My business address is 740 Northwest Blue Parkway, Suite 204, Lee's Summit, Missouri 64086.  I am a principal of Utilitech, Inc., a consulting firm engaged primarily in utility rate and regulation work.  The firm's business and my responsibilities are related to special services work for utility regulatory clients, including rate case reviews, cost of service analyses, affiliate and compliance audits, jurisdictional and class cost allocations, financial studies, rate design analyses, and focused investigations related to utility operations and ratemaking issues.

Q2. Are you the same Michael L. Brosch who submitted testimony in Phase 2A of this proceeding?

A2. Yes.    My qualifications are again summarized in Exhibit MLB-1.

Q3. On whose behalf are you appearing in this proceeding?

A3. I am appearing on behalf of the California Public Utility Commission – Office of Ratepayer Advocate (“ORA”).  Utilitech was retained by the ORA to review the Regulatory Audit Report of Overland Consulting and to assist the ORA in its participation in the review of the New Regulatory Framework (“NRF”) applicable to Pacific Bell Telephone Company (“PB” or “Company”).  I have prepared this testimony and certain Exhibits described herein as a result of this engagement.  

Q4. What is the purpose of your Direct Testimony in Phase 2B of this proceeding?

A4.
My testimony in Phase 2B addresses certain of the more important conclusions and recommendations reported by Overland Consulting in its Regulatory Audit Report in Chapter 5 (Revenues), Chapter 6 (Operating Expenses) and Chapters 12 through 19 (Affiliate Transactions). Phase 2A of this proceeding was focused upon four of the largest policy issues raised in the Audit Report, in terms of dollar adjustment impact upon reported financial results.  In general, my Phase 2B testimony and Mr. Carver’s Phase 2B testimony are focused upon the next tier of more important issues in terms of dollar value, beyond those dealt with in Phase 2A. The following testimony presents information either supporting or opposing the auditor’s treatment of the following specific issues where Audit “Corrections” are proposed: 

	Issue Description – Attachment 4-1
	Audit Report Page Reference
	Pre-Tax $000 Intrastate Income

	Unsupported Contingent Liabilities
	5-13, 6-32
	$143,308


	Uncollectible Revenues - RCRMS
	5-14, 6-36
	$95,616


	Merger Savings Allocation
	6-22
	$35,348


	Intrabuilding Cable Amortization
	8-6
	$55,899


	Excess Deferred Income Taxes
	9-21
	$59,295




Beyond the “correction” entries proposed in the Audit Report that are summarized above, several “affiliate transaction” adjustments are proposed by the Auditor that are summarized in Table 12-1.  My opening testimony speaks generally to the Auditor’s approach and conclusions and to the general conservatism associated with certain of the affiliate adjustments proposed in the Audit Report.

Q5. In Phase 2A of these proceedings, you prepared an Exhibit MLB-2 to summarize the IEMR impacts of the four largest Audit adjustments in 1997 through 2001.  Have you prepared a comparable exhibit for Phase 2B?

A5.
No.  There are too many individual Audit adjustments in Phase 2B to make such a compilation possible.  Time and resource constraints prohibit the required analysis of all of these issues for updating into the 2000 and 2001 period.  Moreover, there has been no regulatory audit of 2000 or 2001 to determine what other adjustments may be appropriate in those years, beyond the specific audit issues raised in the Audit Report with respect to the 1997 to 1999 time period.

Unsupported Contingent Liabilities

Q6. Turning to your first Phase 2B issue area, what is the nature of the Audit Report adjustment concern regarding contingent liabilities?

A6.
Pacific Bell recorded entries pursuant to SFAS 5 Accounting for Contingencies that reduced audit period revenues and increased audit period expenses based upon estimates of potential future liabilities.  These entries were recorded to recognize the risk that pending claims against the Company may ultimately have an adverse impact upon actual income.  At page 5-13, the Audit Report states, “Pacific Bell accrued $99 million in intrastate contingent liabilities for regulatory issues in December 1997 under the tracking code REG.  The December 1997 accrual increased operating expenses by $59.2 million and reduced revenues by $40.5 million.  The contingent liability recorded in December 1997 was not reversed or modified in 1998 or 1999.  As a result, the $99 million contingent liability remained on Pacific Bell’s books as of December 31, 1999.” [footnote omitted]  

The Audit Report reverses the $40.5 million revenue portion of the REG liability accrual (Table 5-1) and also reverses $102.8 million of contingent litigation and regulatory liability accruals increasing expenses during the audit period, as summarized in Audit Report Table 6-9.

Q7. What are the requirements of SFAS 5 with respect to the accounting recognition of contingent liabilities?

A7.
SFAS 5 requires accounting recognition by accrual entry for loss contingencies when information available prior to issuance of the financial statements indicates that it is probable that an asset had been impaired or that a liability had been incurred, and if the amount of the loss/liability can be reasonably estimated.  On the other hand, contingencies that might result in gains usually are not reflected in the accounts since to do so might be to recognize revenue prior to its realization.
   This asymmetric treatment of potential or probable gains or losses within SFAS 5 is intentional, so as to add conservatism to the reporting of income to the investing public.

Q7. Do Generally Accepted Accounting Principles (“GAAP”) in general or does SFAS 5 in particular obligate regulatory agencies to include contingency accruals within above-the-line operating expenses of telephone companies?
A7.
No.  GAAP is not designed to measure costs for the purpose of product pricing.  Regulatory accounting frequently departs from GAAP.  For example, Pacific Bell’s amortization of the alleged reserve deficiency amortization is contrary to GAAP, which requires immediate write-off of impaired assets under SFAS 121.  SFAS 5 in particular is poorly suited for regulatory accounting because of the lack of symmetry associated with the treatment of potential losses versus gains.  If GAAP accounting were allowed to dictate pricing, a regulated business could simply anticipate potential claims against the business and accrue test period loss reserves by charging expense and creating additional costs that reduce income, thereby increasing resulting revenue requirements.  

The FCC has specifically addressed regulatory accounting for contingency accruals.  In its response to data request OC 429, the Company described prior FCC policy against regulatory recognition of accrued contingent liabilities:


FCC rules, on the other hand, did not provide for automatic recognition of contingent liabilities.  Rather, carriers were given the opportunity to petition the FCC for permission to record SFAS liabilities.  As a practical matter, given potentially lengthy lags between an initial request and final approval, Pacific did not petition the FCC to recognize contingent liabilities on its MR books of account.  The FCC eliminated this impractical and burdensome requirement in their March 2000 order in CC docket 99-253.


In the referenced FCC Order adopted March 2, 2000, the FCC stated:


6.
Revision to Section 32.25, Unusual Items and Contingent Liabilities

1. Section 32.25 of the Commission’s rules requires carriers to submit journal entries detailing extraordinary items, contingent liabilities, and material prior period adjustments to the Commission for approval before recording them in their books of account.
  In the NPRM, we proposed eliminating this requirement due to other safeguards, such as review of ARMIS filings, reviews by independent auditors, our audits, and our ability to obtain additional information on these accounting entries as we need it. [footnote omitted]

2. We adopt our proposal, which most of the commenters unconditionally support as well.[footnote omitted] Therefore, we eliminate the requirement that carriers submit extraordinary items, material prior period adjustments, and contingent liabilities for our review prior to recording them pursuant to section 32.25.  Sufficient accounting safeguards exist to detect ratepayer harm resulting from these accounting entries.  Our audits, ARMIS filings, and the CAM engagements of the carriers’ independent auditors will assure us that carriers will not use these accounts to harm ratepayers.  At the same time, this action relieves carriers of a notification requirement.

It is noteworthy that in relaxing its previous requirement for carriers to submit contingent liability journal entries for pre-approval, the FCC referred specifically to “other safeguards” that could be relied upon, such as “reviews by independent auditors, our audits, and our ability to obtain additional information on these accounting entries as we need it.”  Thus, the FCC foresaw the possibility that contingent liability accruals would be the subject of audit inquiries, as they are in this proceeding.

Q8. The Audit Report states at page 5-13 and again at page 6-33 that Pacific Bell has failed to provide information needed to support its contingent liability accruals and they are, therefore, unauditable.  Is this a valid concern in the context of a regulatory audit?
A8.
Absolutely.  In an audit context, the Company should expect to be called upon to support recorded accounting accruals, particularly those subject to considerable judgment as to both the probable existence of the liability as well as quantification of the amount of any liability.  If information regarding the nature and severity of asserted claims against Pacific Bell or the Company’s analysis of potential liability amounts was refused, the auditor was denied any basis for reviewing or approving the accruals.  Moreover, since the majority of the contingent liability accruals challenged by the Auditor were recorded in 1997 and were still not reversed and adjusted through 1999, the reasonableness of such accruals in highly suspect.

Q9. Why is it significant that most of the accrued SFAS 5 liabilities date back to 1997?

A9.
This is explained at page 6-33 of the Audit Report, “Many of the contingent liabilities were recorded in 1997. Given the passage of time, auditing the accuracy of the accruals should be a relatively simple matter.  The accuracy of the accruals can be determined by comparing the accrual amounts to the actual costs paid by Pacific Bell.”   However, no information has been provided by Pacific Bell to allow comparison of actual payouts to the estimated contingency accruals being challenged

Q10. Did you ask Pacific Bell to update information provided to Overland regarding the liabilities accrued in the audit period, to see if such accruals were modified or reversed in 2000 or 2001?
A10.
Yes.  However, the Company has not yet responded to specific questions within ORA data request sets 28 and 29 that seek information for this purpose.  

Q11. Does the Audit Report adjustment to reverse contingent liability accruals represent a disallowance of costs incurred by Pacific Bell?
A11.
No.  These are accruals recorded by the Company based upon the estimates of management and counsel regarding the potential future outcomes of claims that have been asserted against the Company.  Normally, such accruals are reversed when the actual payments or losses resulting from resolution of claims are recorded, such that income is ultimately impacted only by the net difference between the initial accrual estimate and the final actual cost.  However, with respect to the accruals challenged by the auditor, the estimated losses have apparently not been reversed and replaced by actual amounts.  Therefore, no actual costs have been incurred that could serve to validate the contingency accruals challenged by the auditor.

Q12. If Pacific Bell came forward in its response to the Audit Report and provided specific information regarding individual claims asserted against it and the actual payments made to resolve such claims, would you advocate adjusting the disallowance proposed by the Auditor?
A12.
The Commission should act to encourage regulatory cooperation by recognizing that the Company has already been asked to provide supporting information for the accruals and chose to refuse the auditor’s requests.  The accrued contingent liabilities should not be allowed within expenses recognized for IEMR reporting, even if Pacific now offers previously denied data in its response to the Audit Report.  However, if the Company provides actual claims payment information in sufficient detail to validate actual costs, I would not oppose recognition of actual incurred cost amounts in lieu of the unsupported accruals on an “as paid” basis in the year of payment.  This approach would blunt any incentive the Company may have faced to aggressively accrue contingencies while NRF sharing was effective, only to reverse such accruals some time after sharing was suspended.

Uncollectible Revenue and Settlements

Q13. What Audit Report adjustments are proposed related to Uncollectibles?
A13.
The Audit Report adjusts 1997 revenues to correct for, “Intrastate uncollectibles revenues are overstated by $54 million in 1997 as a result of Pacific Bell’s failure to properly accrue uncollectible accounts caused by the implementation of the Revenue Collection Risk Management System in 1996.”
  A corresponding adjustment is proposed for the RDRMS billing system errors at Audit Report page 6-37, explained as, “Intrastate regulated operating expenses are overstated by $42 million as a result of Pacific Bell’s failure to accrue settlements with contract billing customers for excessive uncollectibles revenues caused by 1996 RCRMS system errors.”

Q14. Are the adjustments recommended by the Auditor ratemaking adjustments that are intended to disallow imprudently incurred costs?
A14.
No.  While admitted errors and problems with the Revenue Collection and Risk Management System (“RCRMS”) would likely support a ratemaking adjustment to disallow the extraordinary non-recurring costs attributable to the system’s flawed installation if this were a rate case test year, the Audit Report does not propose any disallowances of such costs.  Instead, the Audit Report states, “Pacific Bell’s failure to properly accrue the increase in 1996 uncollectible revenues resulting from the RCRMS problems cause a mismatch between billed revenues and uncollectibles revenues in 1996 and 1997” and  “Pacific Bell should have accrued its obligation to compensate its contract billing customers for the increased uncollectibles levels in 1996”.  This language indicates an audit concern only with the timing of Pacific’s accounting entries.  The Auditor proposes that RCRMS-related uncollectibles accruals be reclassified from the 1997 period to the earlier 1996 year in which the costs were incurred.

Q15. In your opinion, should the Company’s accruals of additional uncollectibles been recorded in 1996 rather than 1997, as stated by the Auditor?

A15.
Yes.  By the end of 1996, statistics tracked by Pacific Bell regarding “Collections History” clearly indicated major problems with a dramatically increasing Net Bad Debt level as a percentage of revenues.
   Actual monthly write-offs of uncollectible accounts increased precipitously in November and December 1996 over previous monthly levels, which should have caused the Company to accrue large provisions for bad debts at that time.
  Page 5-16 of the Audit Report describes some of the known problems with the RCRMS that contributed to increased uncollectibles and these problems were clearly known to the Company by July of 1996, as evidenced by a document dated July 23, 1996 captioned “RCRMS Overview – Initial Implementation Issues”
 that contained the following bullet-point listing of such issues:

· SNP [suspend for nonpayment] volumes were higher than anticipated – in some instances, customers were SNP’ed in error

· Collection centers were not equipped to handle the high volume of calls resulting from high number of SNPs.

· Some errors in financial calculations

· Collectors were not trained in business process changes resulting from new system, causing considerable confusion

· System did not allow collectors to make as many discretionary decisions as in the past.

· Combination of all errors cause growing backlog of accounts which need attention.

· System availability and performance become issues.

The RCRMS process had clearly identified problems impacting the uncollectibles being experienced by Pacific in 1996.  The Audit Report is correct in restating the related costs to move them into the period when the problems became apparent.

Q16. Why is there also a corresponding expense adjustment associated with uncollectibles and the RCRMS matter?
A16.
Pacific Bell provides billing and collection services for interexchange carriers (“IXCs”) using its automated systems including RCRMS.  The Company settled some large claims made by certain IXCs regarding the increased uncollectibles they incurred due to RCRMS failures.  The Company explained these claims in response to OC 1259(3) as follows:

Three carriers filed claims against Pacific Bell for failing to identify non-paying customers in a timely fashion.  Pacific Bell experienced problems during the implementation of RCRMS which allowed non-paying customers to retain telephone service beyond normal credit limits.  The three carriers claimed additional expenses they incurred for providing services to these non-paying customers.  


As noted in the Audit Report, the Company should have accrued these settlement costs in 1996 when the RCRMS problems were identified, rather than waiting to charge such costs to expenses in 1997.

Merger Savings Allocation

Q17. What adjustment is proposed in the Audit Report with respect to the merger of Pacific Bell and SBC?

A17.
The Audit Report proposes certain changes to the Company’s IEMR Ratemaking Adjustments that Pacific Bell has submitted to account for the merger.  At page 6-23, the Audit Report explains how the Company recorded on its books a large expense accrual in 1997 to recognize the entire amount of the merger refund and community partnership contributions ordered by the Commission.  Then, the Company proceeded to reverse this per-books accrual as an offset in subsequent years to the revenue reduction due to the ordered merger refunds and to offset the expense increases caused by community partnership contributions.  The result of these “on book” entries is full recognition of merger refund/contribution costs in 1997.



Another series of “IEMR Ratemaking Adjustments” was also made by Pacific Bell in its submitted IEMR reports that is described starting at page 6-24 of the Audit Report.  These Company-proposed IEMR ratemaking adjustments are designed to eliminate the large 1997 accrual and then restate the recorded amounts described above for the subsequent years, so as to recognize merger costs approximately equal to the amounts being refunded to customers and contributed to the community partnership in each year.  The combined result of these “on book” and “IEMR Ratemaking Adjustment” amounts recorded and proposed by Pacific Bell is the recognition of merger refunds and community partnership contributions in the approximate $50 million per year amounts actually being incurred in each year pursuant to the Commission’s merger order.



However, the Auditor takes issue with the Company’s accounting for merger refunds and costs and proposes certain modifications to the Company’s IEMR ratemaking adjustments, with the net effect of reducing audit period pre-tax costs by $35.3 million, as detailed in Audit Attachment 6-5.

Q18. Do you agree with the Audit Report proposed changes to the Company’s IEMR ratemaking adjustments?
A18.
No.  The Auditor’s adjustment relies upon an improper “phantom cost” imputation approach to simulate a “shareholder portion” of presumed merger savings.  These calculations are set forth in Attachment 6-5 to the Audit Report and are based upon the estimated “Total Company Savings per D.97-03-067 in each year 1997, 1998 and 1999, combining both “Operating” and “Capital” savings in each year.  After applying an intrastate factor and a 50 percent “shareholder portion” to such amounts, the Auditor arrives at what is captioned “Correct Phantom Costs” that are compared to the Company’s IEMR Adjustment to yield the proposed Audit merger adjustment.  These calculations should be rejected for the following reasons:

· There has been no finding by the Commission that any “phantom costs” should be added to actual expense levels to impute or preserve an assumed “shareholder portion” of anticipated merger savings.

· There is no showing by the Auditor that the estimated annual merger savings projected in D.97-03-067 have actually materialized in any of the years under audit, such that adding such anticipated phantom costs to uncertain actual merger savings, that may or may not be embedded within actual per books expense, is entirely speculative.

· The Auditor’s approach does not properly match the timing of IEMR adjustments to the amounts being refunded and contributed to the community partnership in each year.

· IEMR adjustments should be based upon known and measurable actual transactions or events that can be verified upon Audit, rather than “phantom costs”.  

The adjustment proposed in the Audit Report is inappropriate in failing to meet these criteria and should be rejected in favor of Pacific’s proposed accounting treatment for the merger benefits.

Q19. Did the Commission specify any IEMR merger benefits accounting treatment in its Decision 97-03-067?
A19.
No.  Ordering paragraph 1a states, “Pacific Bell (Pacific) shall reduce its rates by the amount described in Table 1 for each of the five years beginning with Pacific’s annual advice letter filing to effectuate rate changes on January 1, 1998 by means of Rule 33 adjustment to the surcharges for exchange, toll, and access services.”  However, there is no prescription of any particular accounting treatments or adjustments to be applied for merger effects and no mention of “phantom cost” imputations.

In the absence of any CPUC-prescribed treatment, I believe the IEMR reports should reflect the value of the annual rate reductions and community partnership contributions in the manner ordered by the Commission.  In this way, the designated ratepayer benefits from the merger are directly charged against any actual net savings that may be embedded within recorded IEMR results, with any difference (positive or negative) being reflected in earnings.  The Company’s proposed IEMR ratemaking adjustments reflect such accounting more closely than the Auditor’s proposed adjustments.

Q20. At page 6-25 of the Audit Report is the statement, “The required IEMR ratemaking adjustment imputes “phantom” operating expenses to restate recorded operating expenses to the level that would have hypothetically existed if the shareholders’ portion of the merger savings had not been realized.”  What is wrong with the Auditor’s proposed imputation of phantom expenses?
A20.
Aside from the complete absence of any Commission authority for such an imputation, the Auditor’s approach is entirely speculative with respect to savings that are presumed to be embedded within per books operating income.  This problem is admitted in the Audit Report reference to adjusted expenses that “would have hypothetically existed” in the narrative describing this adjustment.

We do not and cannot know what level of merger savings, if any, is existent within recorded per books expenses in the audit period.  This is due in large part to the loss of any benchmark or base case information in the form of non-merged Pacific Bell financial data -- to which we might compare post-merger comparable information to identify apparent “savings”.  One cannot measure merger savings without such benchmarking data to compare to actual post-merger cost levels.  Additionally, the subsequent mergers of Southern New England Telephone and Ameritech into SBC hopelessly complicate any effort intended to isolate actual merger savings achieved solely due to the Pacific/SBC combination.  For a period of time, the Company attempted to track its merger savings and implementation costs, but all tracking of SBC-PTG merger ended with August 1999 results.

The Auditor simply assumes that the Attachment 6-5 projections of potential future net savings from D.97-03-067 have been fully realized within per book results and it is therefore necessary to impute “phantom costs” at 50 percent of these estimates to avoid crediting too much savings to customers.  Unfortunately, there is no basis to assume that any particular level of savings is embedded in recorded expenses or rate base, much less the precise levels estimated in the merger case several years ago.  Adding “phantom costs” to audit period expenses is quite likely to overstate expenses included in the IEMR reports.

Q21. What is the logical extension of the Auditor’s proposed merger accounting approach?
A21.
If a “shareholder savings” portion of estimated merger savings is to be added to recorded expenses as “phantom costs” in an increasing annual pattern, as shown in Table 6-6 of the Audit Report, it is apparent that large positive adjustments would be required starting in 2000.  However, there is no corresponding accounting proposed for the much lower refunds and ongoing contributions required after 2002.  In addition, it is illogical to assume that merger savings of significant magnitude, that  are presumed to exist in the years 2002 and 2003, will disappear in 2004 and no longer require a “phantom cost” adjustment for IEMR reporting purposes.  In contrast, adopting the Company’s accounting and IEMR adjustments for the specific refunds and community partnership contributions avoids the infirmities of presuming embedded merger savings amounts or arbitrarily starting or ceasing “phantom cost” entries.

Q22. Is it possible that the Commission intended any realized merger savings over and above the refunded amounts remain subject to sharing calculations, to the extent the shareholders’ “share” of such savings contribute to excessive return levels?
A22.
Yes.   The fact that D.97-03-067 was issued while NRF sharing was effective and it did not prescribe any “phantom cost” imputation to protect the deemed “shareholder share” of anticipated merger savings from any future NRF sharing calculations is a clear indication of such an intent.  The elaborate shareholder savings imputation accounting of “phantom costs” now proposed by the Auditor could have been proposed for CPUC consideration and approved in the merger case, but was not.

Q23. Why is it problematic that the Attachment 6-5 proposed “correct phantom costs” does not match the timing of refunds and contributions?

A23.
The only known values resulting from D.97-03-067 are the required refunds and contributions to the community partnership.  These are the quantifiable impacts of the merger that should be reflected on the IEMR reports.  Adoption of the Auditor’s adjustment creates an inappropriate timing difference that is beneficial to ratepayers only in the sharing years 1997 and 1998, but detrimental in 1999 through 2003 and overall.
  Retention of the Company’s IEMR adjustment better matches IEMR results with the actually ordered refunds and contributions.

Q24. Is there any part of the Auditor’s proposed treatment of the merger that you agree with?
A24.
Yes.  At Audit Report pages 6-40 to 6-42 and in Table 6-13, merger integration and cost reduction program costs are discussed.  Significant up-front one-time costs are noted by the Auditor and summarized in Table 6-13 that have a significant negative impact upon IEMR reported results.  The Auditor proposes no audit adjustment for these one-time costs, but notes on page 6-42, “Pacific Bell’s intrastate operating expenses include $444 million in non-recurring merger integration and cost reduction program costs.  Identifying those non-recurring costs is helpful in understanding Pacific Bell’s reported intrastate earnings during the audit period.”  While deferral and amortization of such costs would mitigate the negative impact of these one-time costs upon reported earnings, the Auditor notes that the Company’s expense treatment of such costs is “consistent with the accounting treatment approved by the CPUC for Pacific Bell’s 1993 reorganization costs in Resolution T-15561”.

Intrabuilding Cable Amortization

Q25. At page 8-6 of the Audit Report, Intrabuilding Cable Amortization is described, with a conclusion that “Intrastate regulated depreciation expense is overstated by $61 million as the result of an error in intrabuilding cable amortization”.  Do you concur in this adjustment?
A25.
Yes.  The Company’s response to Overland discovery in this area clearly indicates errors in the accounting used to derive amortization expense in the amounts shown in Attachment 8-3 to the Audit Report, where the Audit adjustment is calculated.
  In response to OC 647(4), the Company acknowledged the accounting problem and stated, “The FR 35 adjustments should have been spread more evenly across the 56 months from January 1994 through August 1998.  This schedule shows the FR35 adjustment if it would have been spread more evenly.”  The recorded amortization during the audit period was excessive as a result of the uneven catch-up amortization accruals commencing in 1997 to correct for the calculation errors described in the Company’s responses.

Q26. Is there any reason why the amortization of the net plant investment in intrabuilding cable should be uneven across the remaining months in the amortization period?
A26.
No.  The proposed adjustment in the Audit Report is appropriate, to simulate the appropriate and intended accounting for this amortization, as if the errors admitted by the Company had not occurred.

Excess Deferred Income Taxes

Q27. At page 9-21 of the Audit Report, a discussion of deferred income tax accounting concludes with the finding, “Pacific Bell’s intrastate regulated deferred income tax expenses are overstated by $51 million as a result of Pacific Bell’s failure to amortize excess deferred income taxes in 1998 and 1999.” What are excess deferred income taxes and what accounting is appropriate for such amounts?
A27.
With the commencement of SFAS 109 accounting for income taxes using a liability method of accounting, the balance sheet amounts for accumulated deferred income taxes are to be adjusted each year to reflect currently effective income tax rates, applied to cumulative book/tax difference balances.  Whenever statutory income tax rates change, this balance sheet adjustment process creates an excess or deficiency in the recorded accumulated deferred income tax balances.  If the book/tax difference reverses quickly, the reversal takes place at the recorded rates used to provide the deferred taxes, but longer term plant-related excess/deficiency amounts must be corrected through amortization of the excess/deficiency over the life of the related assets.  The Audit Report notes that Pacific Bell had a $307 million regulatory liability account associated with excess accumulated deferred income taxes as of December 1996.

Q28. In the Audit Report at page 9-22, the proposed audit adjustment amount for 1998 and 1999 is described as being based upon recorded excess deferred tax amortization of $32 million that was booked by Pacific in 1997, times an intrastate separation factor of 80 percent.  Did the Auditor revise the quantification of this adjustment based upon outstanding discovery?
A28.
Yes.  Reference is made in the report to Data Request OC 1195, along with the statement, “Overland will adjust the amount of the audit correction after Pacific Bell responds to that request.”  The $25.6 million estimated income tax expense adjustment proposed for each of the years 1998 and 1999 in the Audit Report is the product of $32 million times the 80 percent separation factor. 



In the Supplemental Report dated May 8, 2002, the excess deferred income tax correction adjustment was revised, based upon the response provided by Pacific Bell to OC-1195.  As noted in the Supplemental Report, Pacific responded to OC-1195, stating, “The journal entry for the 1999 true up recorded in 2000 to correct the amortization of excess deferred income taxes is as follows…” indicating an entry amount reducing expenses by $76.8 million that was not specific as to the prior years affected.  In fact, the supplemental response to this question dated 4/1/02 stated, “The correction for the 1999 true up was a cumulative life to date true up which includes 1998.”  Based upon this cumulative information that was not specific as to amounts in each prior year, the revised adjustment calculated in Table S9-2 of the Supplemental Audit Report appears to reasonably estimate the correct adjustment to recorded results in the amount of $29.6 million in each year 1998 and 1999.

Affiliate Transaction Issues

Q29. What are the general areas of concern noted in the Audit Report with regard to affiliate transactions?
A29.
In Chapters 12 through 19, the Audit Report discusses the most significant affiliates having transactions with Pacific Bell in varying degrees of detail.  For the SBC Management Services, Inc. (“MSI”) affiliate that provides centralized corporate and parent functions, substantial audit analysis efforts are described in Chapters 13 and in Chapter 14, and a series of specific audit adjustments are proposed to restate inappropriate cost allocations.   For SBC Operations, Inc., the Audit Report at Chapter 15 describes audit problems that were experienced and limitations in needed documentation, indicating specific findings of non-compliance with cited regulatory requirements and important internal controls.  Only a few audit adjustments are recommended for SBC Operations, one of which involves improper allocations through SBC Operations of MSI management fees discussed in Chapter 13 that are not based upon actual incurred costs.



Other Shared Service Affiliates, including SBC Services, Inc., Technology Resources, Inc. (“TRI”) and SBC Services Center for Learning (“CFL”) are grouped together in Chapter 16 of the Audit Report. Serious documentation, compliance and cross-subsidization concerns are raised in the Discussion of Audit Findings regarding these affiliates.  However, in spite of the many noted significant concerns with these affiliates, the audit resources dedicated to this area appear to have been quite limited and the quantified audit adjustments are small in relation to the concerns that are raised.



Chapter 17 addresses Affiliate Services provided by Pacific Bell and Southwestern Bell to other affiliates.  In this area of inquire, audit efforts appear to have been completely frustrated by insufficient documentation, nonexistent audit trails, and time/resource constraints.  One adjustment is proposed in Chapter 17, to reflect accrual of $47 million of employee transfer fees for 2,935 employees transferred from Pacific Bell to SBC Services in the fourth quarter of the year.



Pacific Bell Directory is discussed in Chapter 18, where two compliance issues are raised and two operating income adjustments are proposed, to remove incorrectly included Nevada Bell directory income from IEMR reports and to remove inappropriate MSI management fee and other MSI charges, as discussed in Chapter 14.



Chapter 19 deals with the Company’s accounting for ADSL development costs and the potential subsidization problems arising from the proposed transfer of the ADSL service to SBC Advanced Solutions, Inc.

Q30. With regard to the audit adjustments proposed for costs originating at the parent SBC-MSI entity, is it appropriate to correct these cost allocations within a regulatory audit?
A30.
Yes.  If Pacific Bell incurs costs that are excessive, unreasonable or not properly recorded above the line, those costs are not includable within IEMR reports.  Consistency requires that parent company costs allocated to Pacific Bell be subjected to the same criteria.  For example, Pacific Bell adjusts its IEMR filings to remove excess executive compensation costs for its own employees
 and the Auditor has applied that same approach to executive compensation embedded within affiliate charges.
  Similarly, the Auditor has adjusted MSI external affairs expense classifications to apply consistent distributions above versus below-the-line to lobbying activities, in compliance with the FCC Uniform System of Accounts.
  Other adjustments to MSI allocated expenses proposed by the Auditor challenge Pacific’s acceptance of such costs with above-the-line recording for legal expenses, parent company strategic planning, public relations costs and event sponsorships that produce no direct, tangible benefit to the regulated business operations of Pacific Bell. 

Q31. Are there indications that the proposed Audit Report adjustments reducing the MSI allocated costs are conservative in scope and amount?
A31.
Yes.  The Audit Report reveals massive increases in parent company charges to Pacific Bell subsequent to merging with SBC
 at the same time Pacific Bell is said to not have any apparent authority to limit, substitute, reject or negotiate the price of corporate services purchased from its parent.
  At page 13-8, the Audit Report notes the concern of “Cost Layering” that arises from the addition of Texas-based parent company overheads as additional corporate expenses allocable to Pacific Bell arising from the SBC merger, yet no adjustment is proposed by the Auditor for inappropriate cost layering.  Rather than simply limiting executive compensation to $300,000, as reflected in the Audit Report, many of the additional layers of SBC corporate executive management should be partially or completely disallowed to the extent not needed by Pacific Bell and redundant to management functions internal to Pacific Bell.  

Attachment 12-2 to the Audit Report includes Management Organization Chart information that shows at page 3 the multiple layers of SBC management above the “President-Pacific Bell Network Services” position that is stated to be,

Responsible for delivery of products and services to Pacific Bell’s more than 22 million customers.  Also responsible for all operations in California, including local exchange and business services, long distance switching and digital services.

There has been no showing by Pacific Bell of a need for or tangible benefits from the three layers of executive management above Pacific Bell’s President.  These three layers include, specifically: “President-SBC Network Services”; “Vice Chairman-SBC, SBC Communications, Inc.”; and “Chairman and CEO, SBC Communications, Inc.”.  This layering of senior executive management is also evident within Attachment 12-2 in the many SBC Vice President positions that oversee functional equivalents within Pacific Bell and other SBC subsidiaries for External Affairs (page 9), Legal/General Counsel (page 11), Human Resources and Finance (page 14).  The Audit Report acknowledges this cost layering concern, but does not challenge the allocation of redundant layers of executive management to Pacific Bell.  The result is likely recovery of MSI/parent costs allocated to Pacific Bell that should actually be retained by SBC as holding company portfolio management costs associated with SBC’s planning, financing and oversight of its global portfolio of businesses.

The inherent conservatism in the Audit Report adjustments proposed for MSI/parent charges is also made obvious at page 14-2 of the Report, where the Auditor recites the Decision 86-01-026 criteria for evaluation of parent/affiliate costs.  To be recoverable, such costs must provide a “direct and primary benefit to telephone company customers”
 and must be “excluded from regulated cost recovery if it would not have been incurred in the absence of the holding company structure”.  The Auditor noted the conservative nature of proposed adjustments in relation to these criteria stating, “It is possible that as much as 75 to 80 percent of the increase in parent allocations failed to meet the CPUC’s baseline requirements for recovery through regulated expense.”

Q32. Was the Audit effort directed toward the SBC Operations affiliate satisfactorily completed?
A32.
No.  At page 15-1 of the Audit Report, the introductory paragraph of Chapter 15 concludes with the statement, “Because of the formative nature of audit period operations and because of scope and time restrictions on the audit, we were unable to conduct a review [of] SBC Operations’ joint marketing and network planning activities to assess the potential for anti-competitive practices.”  The balance of Chapter 15 deals mostly with inadequacies in accounting systems, non-compliance with time reporting requirements, unavailable audit trail documentation, the lack of Pacific Bell control over charges from SBC Operations, Inc. and concerns with potentially improper sharing of customer information related to directory advertisements.
  No substantive audit adjustments were developed in response to any of these issues.  The only audit adjustments proposed for SBC Operations charges to Pacific Bell relate to parent company management fees, excessive executive compensation, FAS 106 merger costs and certain call center costs.

Q33. Were similar audit problems and limitations encountered with respect to SBC Services, Inc.?
A33.
Yes.  The first two paragraphs in Audit Report Chapter 16 and several of the described findings in Chapter 16 identify internal control and audit trail problems with SBC Services that appear to have precluded completion of planned work for this affiliate.  At page 16-1, the Audit Report states, “The amounts charged by SBC Services during the audit period were not large enough to have a significant effect on Pacific Bell’s operating expense.  However, at the end of 1999 the telcos transferred several thousand additional telephone company employees to SBC Services.  Costs allocated to Pacific Bell in 2000 (more than $1.1 billion) were more than 30 times higher than in 1999.”  At page 16-2, the Audit Report concludes, “In many respects, SBC Services was a tangle of accounting methods and affiliate billings that could not be effectively defined or audited.”

Q34. What should be done in this NRF review to address the audit problems encountered with respect to the SBC Operations and SBC Services affiliates?
A34.
Given the challenges of the formative nature of these affiliates during the 1997 to 1999 audit period, the large increases in employee transfers and allocated charges to Pacific Bell from these affiliates since 1999, as well as the described problems with audit trail documentation, I believe that another audit of Pacific Bell affiliate transactions should be undertaken for the years 2000 through 2002 to follow-up on the problems identified by the Auditor.  Information from the current audit period should be used as background foundational information, so the new audit period can build upon what is learned from this proceeding.  

The scope of the new audit should include all affiliate entities with financially material levels of transactions, personnel/asset transfers or that share intellectual property with Pacific Bell in 2000, 2001 or 2002. This additional audit effort therefore would also focus on the important intangible asset transfer issues regarding customer data bases and other operational support systems that may be improperly shared with or transferred to Pacific Bell affiliates, as described in Supplemental Report Chapter 12 - Affiliate Transactions Overview, submitted by Overland on June 20, 2002.  The policy determinations made by the Commission as a result of the pending regulatory audit would serve to properly scope and guide this additional effort.

Q35. Also within Chapter 16, the Audit Report is critical of the Research and Development (“R&D”) cost allocations used to charge costs from the Technology Resources, Inc. affiliate to Pacific Bell.  How important is this problem?
A35.
It is beyond dispute that the beneficiaries of R&D activity should bear reasonable levels of TRI cost responsibility.  If this does not occur, subsidization will occur for those entities benefiting from R&D activity in a manner disproportionate to cost responsibility.  Considering the relative size of Pacific Bell, Southwestern Bell and Ameritech operations in comparison to SBC’s wireless and advanced services business segments, the potential for subsidization of strategic R&D efforts is substantial.

The Audit Report notes, “The fundamental problem with TRI’s allocation process is that it is not designed to align R&D costs with R&D benefits.  TRI’s allocation factors are based on historical accumulations of central office investment and customers.  As such, they push R&D costs to the most established subsidiaries (mainly the regulated telcos; to a lesser degree the wireless subsidiaries).  In contrast, R&D efforts are future-oriented, and more likely than other types of costs to benefit subsidiaries in the startup stages that lack large customer bases and decades of accumulated plant investment.”  This problem is explained in greater detail at pages 16-3 through 16-15 of the Audit Report.  Unfortunately, no audit adjustment is proposed by the Auditor for the flawed TRI allocations.  I recommend that TRI be included within the scope of the further audit effort described above, with a specific objective of better aligning R&D cost responsibility with the actual beneficiaries of TRI efforts.

Q36. Does your own investigation of the R&D projects and programs within TRI support the Auditor’s conclusion that relative size-based allocation factors produce unreasonable results?
A36.
Yes.  In its response to ORA Data Request UTI-Pacific-015-25, the Company provided descriptions of “key technologies” within each of TRI’s Technology Focus Area (“TFA”) categories that are used to group TRI project activities.  Within the Broadband Infrastructure and Services TFA, key technologies include ADSL, VDSL, Home Gateways and other access technologies, as well as broadband signaling/control, broadband transport and core data switching technologies.  Within the Intelligent Networks TFA, key technologies include core switching and signaling, voice of Internet Protocol, and new services like unified messaging and IP-Centrex that are enabled by internet-based protocols.  The Wireless Systems TFA involves the assessment, evaluation and application of all wireless access and network technologies targeting an array of services including voice, data and video.  The Internet TFA involves R&D into internet access technologies, optical networking, network management and control and IP protocol, including investigation of streaming shrink-wrapped software applications over the internet and new codes for providing high-quality video over a broadband connection.  The final TFA is Information Technology, that has close ties to each of the other TFAs and focuses upon improving system design and technology transfer through the study of human behavior, work processes and enabling information technologies.  

What is obvious from the TFA descriptions and the distribution of funded projects within the TFA’s is that TRI is managed as a strategic technology resource for the entire portfolio of SBC businesses, with no limitation or emphasis upon the basic technologies supporting the traditional regulated wireline telephone network or services.  The percentage of total TRI funding coming from Pacific Bell and the other traditional wireline telephone affiliates (Southwestern Bell, Ameritech, SNET) is gradually declining, but still represents the majority of total TRI funding
, even though SBC’s broadband, wireless, international and advanced service affiliates are likely to be more dependent upon new technologies for commercial success.  The Audit Report is conservatively generous to Pacific Bell in its failure to correct the relative size-based allocation of TRI strategic project costs in the audit period.

Q37. In Chapter 19 of the Audit Report, the costs incurred by Pacific Bell to develop and deploy Asymmetric Digital Subscriber Line (“ADSL”) services are accumulated with the recommendation on page 19-5, “…if Pacific Bell’s ADSL development costs are not reclassified below-the-line, the transfer of ADSL to ASI should be valued as a going concern, rather than at the net book value of assets.”  Has this matter been the subject of separate consideration by the Commission?

A37.
Yes.  In Application 00-01-023, Pacific Bell requested authority to lease certain facilities and transfer assets to SBC Advanced Solutions, Inc. (“ASI”).  In that proceeding, the ORA proposed that assets transferred be valued on the basis of going concern, since ratepayers bore the risks and costs of ADSL development.  In Decision 02-04-057 dated April 22, 2002, the Commission denied the Company’s application without prejudice to refilling.
  However, SBC has been operating its ADSL business within the ASI affiliate since the service was moved to the ASI subsidiary in 2000.
  In addition, 422 Pacific Bell employees were transferred to ASI during the year 2000 in connection with this move.

Q38. Given the uncertain regulatory status of the business transfer of ADSL to ASI, how should the Commission treat the ADSL development costs identified in Table 19-1 of the Audit Report?
A38.
In keeping with the precedent established in the PBIS Decision 92-07-072 referenced in the Audit Report, a going concern valuation is most appropriate if the ADSL business transfer to ASI is ultimately approved, so as to recognize these and other costs and risks absorbed by the regulated business in developing and initially deploying the service.  As a “down payment” on the transferred asset valuation that may ultimately be awarded Pacific Bell in this regard, the Commission should reclassify the tracked costs in Table 19-1 below-the-line for IEMR reporting purposes.
  This down payment is timely now, given that the business has already been transferred to ASI without formal regulatory approval of related transactions.  If the transfer of Pacific assets to ASI is later formally reviewed and approved by the Commission, these reclassified costs could be offset against the credits then due Pacific Bell.  The Audit Report identifies the ASI subsidization problem, but fails to follow through with appropriate regulatory adjustments to reclassify the ADSL development costs in Table 19-1 below-the-line.

Q39. The single largest affiliate adjustment proposed in the Audit Report at page 17-3 relates to $46.9 million of Employee Transfer Fees for Pacific Bell employees transferred to SBC Services in December 1999 that “was not billed in 1999 and we could not locate a 1999 revenue accrual.”  Were you able to confirm the need for this adjustment?
A39.
No.  ORA Data Request UTI-Pacific-019-12 was submitted seeking details of employee transfers and fees for such transfers.  The response provided electronic files in two formats, a large spreadsheet by quarter captioned “Detailed List of 25% Transfer Fee for 1999” with similar sheets for the years 2000 and 2001 and another spreadsheet captioned “Management Employees Transferred by Pacific Bell” with summary data listing numbers of transferred employees in each year 1999 through 2001.  Unfortunately, the two formats of employee transfer data are not internally consistent.  The “Detailed List” format clearly indicates a transfer of 2,940 Pacific Bell employees to SBC Services, Inc. in the fourth quarter of 1999.  However, the “Management Employees Transferred” summary shows no Pacific Bell employees transferred to SBC Services in the year 1999, but instead shows 3,500 transfers to SBC Services in the year 2000.  In other words, the detailed information provided by the Company in response to UTI-Pacific-019-12 supports the Audit Report conclusion, while the summary file within this response does not. Upon clarification by the Company of whether the employee transfers occurred in 1999 or 2000, the reasonableness of this Audit adjustment should be readily determinable.

Q40. Does this conclude your testimony at this time?
A40.
Yes.  
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MICHAEL L. BROSCH

SUMMARY OF QUALIFICATIONS

Education and Experience


I graduated from the University of Missouri, Kansas City, in 1978 with a Bachelor of Business Administration Degree, majoring in accounting.  I hold a CPA Certificate in the State of Missouri and in the State of Kansas.  I am a member of the American Institute of Certified Public Accountants, the Missouri Society of Certified Public Accountants, and the Kansas Society of Certified Public Accountants.  Since completion of formal education, my entire professional career has been dedicated to public utility operations and regulation analysis and consulting.

From 1978 to 1981, I served as a public utility accountant with the Staff of the Missouri Public Service Commission.   While employed by the Missouri Commission, I participated in rate case examinations involving electric, gas, water, steam, transit, and telephone utilities operating in Missouri.  In December 1981, I accepted employment with Troupe Kehoe Whiteaker & Kent, a Kansas City CPA firm, in its public utility department.  While with that firm, I was involved in the review, analysis, and presentation of a wide range of utility rate case issues and various other utility management advisory functions for both utility company and regulatory agency clients.  In May of 1983, I commenced employment with Lubow McKay Stevens and Lewis, an accounting and public utility consulting firm.  While with that firm, I was involved in numerous regulatory proceedings and directed the conduct of a variety of special projects involving utility companies.  

In June of 1985, Dittmer, Brosch and Associates, Inc. (now Utilitech, Inc.) was organized.  The firm specializes in public utility regulatory and management consulting in the electric, gas, telecommunications, water, and wastewater industries.   As a principal of the firm, I am responsible for the supervision and conduct of the firm's various regulatory projects.   A majority of the firm's business involves representation of utility commission staff and consumer advocate agencies in utility rate proceedings and special or focused investigations.

Previous Expert Testimony


I have testified before utility regulatory agencies in Arizona, Arkansas, Florida, Hawaii, Illinois, Indiana, Iowa, Kansas, Michigan, Missouri, Nevada, New Mexico, Ohio, Oklahoma, Utah, Washington and Wisconsin in regulatory proceedings involving electric, gas, telephone, water, sewer, transit, and steam utilities.   My previous testimony regarding traditional and alternative regulation of major telephone companies includes proceedings involving Southwestern Bell, GTE/Verizon, Qwest/U S West, Ameritech, Sprint/United and BellSouth in multiple states.  A table listing my prior formal case testimony is attached.







� 	Sum of Audit Report revenue adjustment $40,463 (Table 5-1) and expense adjustments totaling $102,845 (Table 6-1)


� 	Sum of Audit Report revenue adjustment $53,533 (Table 5-1) and expense adjustments totaling $42,083 (Table 6-1).


� 	Sum of Audit Report expense adjustments for “Merger Savings Allocation” (Table 6-1).


� 	Sum of Audit Report Depreciation adjustments for “Intrabuilding Cable Amortization” (Table 8-1)


� 	Revised amounts per Supplemental Audit Report 5/8/02, Table S9-2 income tax expense dollars.


� 	Financial Accounting Statement 5, Accounting For Contingencies, paragraphs 8, 17.


� 	Id. Paragraphs 82-84.


� 	47 C.F.R. § 32.25.





� 	Audit Report, page 5-17


� 	OC 378 at PBA 194056


� 	OC 378 at PBA 194111


� 	OC 378 at PBA 194134


� 	Request UTI-Pacific-015-14.


� 	See Audit Report Table 6-6 and Attachment 6-5.


� 	See response to OC 366 at PBA 105943 , OC 430 Response (3) and OC 647 at PBA 167728 and PBA 167729.


� 	Report page 9-21 and OC 1195(4)


� 	Audit Report, page 17-18.


� 	For example, see OC 66 at PBA 029299 for November 1998 adjustment of $1.628 million.


� 	Audit Report pages 14-8 to 14-16, 15-20, and 16-18.


� 	Ibid, pages 14-17 to 14-25.


� 	See Audit Report Table 13-1 and Audit Finding A at Page 13-2.


� 	Report at Page 13-3, Finding B.


� 	This criteria actually predates Pacific Bell divestiture from AT&T and was stated at completion of the Commission investigation into intellectual property transfers and the license contract in D.90362, (1 CPUC 2d 499), and was quoted at page 191 of D.87-12-067.


� 	See Findings A through G at Audit Report pages 15-2 through 15-6.


� 	Audit Report Table 15-1.


� 	Audit Report Table 16-2 indicates Pacific Bell funding for almost 1/3 of all TRI billings of $76 million in 1998 and $67 million in 1999.


� 	1999, 2000 and 2001 TRI Total Funding Split per UTI-Pacific-015-28.


� 	D.02-04-057, Ordering paragraph 1.


� 	UTI-Pacific-19-31.


� 	UTI-Pacific-19-12.


� 	In response to Data  Request LWT-Pacific-017, the Company indicated that ADSL was a new service in 1998 and was afforded Category III, above-the-line treatment by the CPUC, but the service was “Transferred to ASI in 2000—PB has withdrawn service.”
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