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A.
Introduction and Recommendations


The Assigned Commissioner, President Lynch, issued a scoping memo on December 27, 2001, for the fourth triennial review to assess and revise the new regulatory framework (NRF) for SBC Pacific Bell (SBC Pacific) and Verizon California (Verizon).  (Rulemaking (R.) 01-09-001 and Investigation (I.) 01-09-002.)  The proceeding was separated into three phases.  In that scoping memo, the Assigned Commissioner directed parties to address factual issues associated with the audit of SBC Pacific, and how service quality has fared under NRF in phase 2.  It also set forth the schedule for the phases.  On April 24, 2002, the Assigned Commissioner issued a ruling (ACR) to revise the schedule for phase 2.  The Assigned Commissioner stated that Telecommunications Division’s (TD) audit report showed that the bulk of the underreported earnings is concentrated in four areas – pensions, Post-Retirement Benefits Other than Pensions (PBOPs), depreciation reserve deficiency, and flow-through of income taxes.  The Assigned Commissioner indicates that if the audit recommendation is adopted, it would result in significant refund for SBC Pacific’s customers, and accelerating the resolution of these four issues is therefore in the public interest. Conversely, if the proposed audit adjustments are not adopted, SBC Pacific will benefit from an earlier determination that no refund is required and be able to plan accordingly.

The April 24, 2002, ACR bifurcates phase 2 into 2A and 2B.  Phase 2A is to address:

· Whether or not SBC Pacific has misreported its costs for pensions, PBOPs, depreciation reserve deficiency, and income taxes;

· Whether the previously identified issues lead to sharable earnings, and

· Allegations that SBC Pacific impeded the audit to the extent alleged in the relevant parts of Chapter 7, 8, and 9 of the audit report.

In response to this ACR, ORA herein submits its direct testimony and limits its discussion to the issues allowed in phase 2A.  It is important to note that this phase deals with the identified issues only.  TD’s audit report indicates that there will be additional sharable earnings based on the remaining issues to be addressed in phase 2B.  The Commission will need to assess the combined effects of these issues and those issues to be addressed in phase 2B for both sharing and policy implications.  It is also important for the Commission to take notice of the company’s continuous and strenuous resistance to this audit.

ORA’s testimony in Phase 2A is supported by two witnesses. In particular, Mr. Brosch’s testimony discusses whether SBC Pacific misreported its costs for depreciation reserve deficiency and the resulting sharable earnings based on the four items combined.  My testimony addresses the corrective measures for the sharable earnings and the issues raised regarding problems with SBC Pacific’s interaction with Commission staff during the audit.

ORA’s findings and recommendations are as follows:

· SBC Pacific should refund the sharable earnings plus interest for 1998.

· The Commission should adopt a reasonable interest rate for year for 1998 when recovering sharable earnings. 

· Eighteen (18) percent is a reasonable interest rate since it is within the range shown in the market for unpaid bills and mimics SBC Pacific’s own charges to its ratepayers for paying their bills late.  Based on this interest, SBC Pacific should refund ratepayers $246 million in 1998.

· The Commission has in the past applied limited exogenous factor (LE) adjustments for ratepayer refunds.  SBC Pacific should refund the sharable earnings plus reasonable interest for 1999 by LE adjustment.  Based on the 18 percent interest rate, SBC Pacific should refund $634 million to ratepayers for 1999 sharable earning. 

· SBC Pacific’s underreporting of its earnings has caused significant ratepayer harm, made regulation ineffective, and damaged the NRF structure.

· To mitigate the severe harm SBC Pacific has been causing ratepayers, the Commission should immediately lift the suspension of sharing, establish a memorandum account to track excess earnings and determine such earnings to be subject to refund.

· The Commission should order a follow-up audit for years 2000, 2001, and 2002 to commence immediately and order SBC Pacific to fully cooperate with the audit.

· As an incentive for SBC Pacific to cooperate with Commission staff, the Commission should apply an LE of $20 million annual payment to ratepayers until SBC Pacific is deemed to be fully cooperating with Commission staff, including ORA, in the follow-up audit or upon further order of the Commission.

B.
SBC Pacific Should Refund the Sharable Earnings Plus Interest For Year 1998

1.
Sharable Earnings Based On Commission Adopted Audit Adjustments For Year1998 Should Be Refunded To Ratepayers

The Commission adopted the following rates of return to establish the basis for sharing in 1994; 1) a market-based rate of return of 10%, 2) a benchmark rate of return of 11.5%, and, 3) the earning floor and ceiling of 6.75% and 15%, respectively.  If SBC Pacific earned more than 11.5% but less than 15%, 50% of that earning (exceeding 11.5%) are to be refunded to ratepayers.  If SBC Pacific earned more than 15%, then, 30% of earnings above 15% are to be refunded to ratepayers.  (D.94-06-011, pp. 133-134)  According to the Audit Report and the ORA auditor’s direct testimony, based on the four issues raised in phase 2A, ratepayers are entitled to $127 million sharable earning in 1998.

ORA recommends that ratepayers be credited the sharable earnings plus reasonable interest rate on the amount in the form of a one-time payment applied as a reduction in the billing surcharges set forth in SBC Pacific’s Schedule Cal. P.U.C. Rule No. 33.

In D.89-10-031, the Commission stated that the refund in question should apply to all Category I basic monopoly services excluding switched and low speed special access and other services normally excluded from surcredits.  (D.89-10-031, mimeo, p.290)  Since then, the Commission has moved almost all end user services to Category II. (D.96-03-020, p.110)  The Commission’s intention was clear:  benefits are to be passed through to end users.  (D.89-10-031, mimeo, p.290)  Therefore, the reduction in billing surcharges should be applied uniformly across local exchange services and residential intraLATA toll services, which includes the original end-user basic monopoly services where SBC Pacific still holds a dominate market share.

2.
The Commission Should Adopt A Reasonable Interest Rate For 1998 Sharable Earnings

In 1989 decision, the Commission provided the following guidance for the annual sharable earning calculation:

The sharing calculation shall be based on recorded intrastate results that reflect the Commission’s ratemaking adjustments, shall compare the adopted benchmark rate of return and earned rates of return, and (if sharable earnings exist) reflect appropriate interest.  Interest shall be based on the 90-day commercial paper rate as published by the Federal Reserve Statistical Release and shall be calculated using methodology and formulas as discussed and set forth in D.88-09-028 for the labor productivity sharing for SBC Pacific and GTEC.  (D.89-10-031, mimeo, P.395)

By the original NRF arrangement, the above interest rate calculation should apply to the sharable earnings that the NRF companies reported to the Commission through their April 1st annual earnings advice letter filings. The three-month commercial paper rates are appropriate under this circumstance since the regular annual sharable earnings advise letter is filed three months after the end of the year in which the earnings occurred.  However, the earnings in question in this proceeding are results that became apparent only from the Commission’s audit, having been misreported by the carrier, and several years have passed before these sharable earnings were discovered.  ORA recommends that the Commission adopt an interest rate that reflects the longer duration of time during which the company held, for its own opportunity, use of monies that otherwise would be due to ratepayers.

There are many examples in the market to demonstrate that a reasonable interest rate might lie any where between 7 percent to 160% penalty interest rate.  SBC Pacific Bell charges its customers 18% for late payments.  Both Internal Revenue Service (IRS) and Franchise Tax Board apply 7% to 12% annual interest rate for underpayment of estimated tax in years 1989 through 2000.
  This does not include the penalty for failing to pay or underpay tax.  DMV imposes progressive late charges ranging from 10% to 160% for people who do not make their license payment in time. (Attachment B)  Many credit card companies charge approximately 20% finance charges for unpaid balances, compounded monthly.  In a recent Performance Incentives Plan (R.97-10-016) decision, the Commission directed the ILECs to establish an interest-bearing memorandum account with an interest rate equal to the tariffed rate of the respective ILEC’s charge their customers for late payment (D.02-03-023, mimeo, p.60) SBC Pacific’s tariffed late payment charge is 18%. (Attachment C)

A high rate of interest is necessary to avoid giving a perverse incentive to SBC Pacific to continue to withhold sharable earnings.  Ratepayers were obligated for a 10% return to SBC Pacific, and SBC Pacific has used this money to pursue whatever investments it saw fit.  SBC Pacific should not be allowed to benefit from delaying or withholding sharable earnings to ratepayers while also earning a 10% or higher rate of return, while ratepayers receive only the three-month commercial paper rate.  ORA recommends that the Commission apply an 18% interest rate on the sharable earnings to be refunded back to ratepayers.  Eighteen percent is reasonable since it falls within the range of seven to 160 percent mentioned above and is the rate SBC Pacific charges its ratepayers for overdue account balances.

Adding the 18 percent interest rate, SBC Pacific should refund $246 million to ratepayers for the 1998 sharable earnings.

C.
SBC Pacific Should Refund By Limited Exogenous Factor (LE) Adjustment The Sharable Earnings Plus A Reasonable Interest For Years 1999 and Going Forward

TD’s audit concludes that, in the four Phase 2A subject areas, SBC Pacific did not comply with the Commission accounting requirements in reporting regulated financial results and substantially understated its regulated earnings.  (Regulatory Audit of SBC Pacific Bell for the Years 1997, 1998, and 1999, Vol. 1, p.1-1.) ORA auditor’s testimony and Exhibit MLB-2 estimates ratepayer sharable earnings of $386 million for the year 1999 based on these four subjects.
  After adding interest rate, ratepayers are entitled $634 million refund for year 1999 earnings.  In addition, after adjusting for only the ongoing reserve deficiency amortization issue, sharable earnings for the years 2000 and 2001 are also indicated as shown in Exhibit MLB-2.

Not only were ratepayers denied sharing by SBC Pacific’s inaccurate reporting during the 1997 and 1998 sharing period as TD found, SBC Pacific’s understatement of its Intrastate Earning Monitoring Report (IEMR) earnings for those years misled the Commission into suspending sharing and thereby denying ratepayers the sharing due them in 1999 and subsequent years.  ORA recommends that, in the absence of the formal sharing requirement within NRF for the years in question, the Commission apply an LE factor adjustment to refund sharable earnings for years 1999 and going forward.

1.
SBC Pacific’s Misreporting of Its Earnings Caused the Commission to Make Important Decisions on the Proper NRF Structure Based Upon Mis-information

In the last NRF review, SBC Pacific argued that sharing was an unnecessary insurance to protect ratepayers because SBC Pacific’s earning had never reached the sharing band historically. (SBC Pacific Opening Comments of Dennis Evans, Executive Director, p, 9, May 29, 1998)  The Commission relied in part on this in reaching its decision when suspending sharing.

“Sharing has not occurred in the last 8 years for SBC Pacific, has not occurred since 1993 for GTE, has provided minimal direct benefits in the form of lower rates, and has not been a significant source of controversy.”  (Finding of fact 26, D.98-10-026, mimeo, p.84)

“SBC Pacific and GTE have each year submitted sharable earnings advice letters pursuant to Rule of the Commission’s Rules of Practice and Procedure. No party has ever brought reasonable allegations to our attention, including in this proceeding, that those reports contain false statements…. As such, we are confident that the earnings reports have not misled us by any artifice or false statement of fact.”  (D. 98-10-026, mimeo, p.45.)

In reality, if SBC Pacific had not been misallocating its costs and revenues or failing to comply with the Commission’s accounting rules and regulations, as now revealed by the TD’s audit report, there would have been sharable earnings to ratepayers.  Notably, in 2000 and 2001, before any audit adjustments are considered, SBC Pacific’s as-filed IEMR reports indicate sharable earnings.  If the RDA accruals are removed in these two years, the amounts eligible for sharing are significantly increased.  

When the Commission found there were sharable earnings in the Roseville Telephone Company (RTC), the Commission decided to retain sharing.  Therefore, based on similar findings and logic and accurate financial reporting by SBC Pacific, the Commission would in all likelihood have retained sharing for SBC Pacific.  In addition, in its 1998 Business Plan (dated February 6, 1998), SBC Pacific projected rates of return of [       REDACTED        ] and sharing liability of [             REDACTED                                                   ] for years 1998, 1999 and 2000, respectively.
  SBC Pacific’s own projection of the potential sharing liability           [    REDACTED   ] to TD’s audit findings and suggest that SBC Pacific knew the importance of achieving suspension of sharing in the last NRF review.  In the 1997 business plan, SBC Pacific indicated that sharing/NRF/Price Caps was one of the regulatory issues that SBC Pacific should probably take some proactive action and be more in control of its future.

SBC Pacific was able to keep additional revenues stemming from selective rate increases, ongoing volume of business growth and piecemeal surcharge recoveries even when adjusted IEMR returns would have strongly indicated the need for financial relief to customers, not shareholders.  To this date, ratepayers have shared little of these economic gains even as SBC Pacific has been able to maintain its monopoly market power.  The issue before the Commission is whether SBC Pacific manipulated its earnings reports simply to avoid any sharing and to convince the Commission that suspension of sharing was reasonable.  SBC Pacific was placed on notice about this audit in 1994 and the audit covers two of the years that SBC Pacific had sharing obligations.  Nevertheless, the evidence suggests that SBC Pacific violated ratepayer trust by employing accounting irregularities and/or mis-allocations of costs and revenue in order to avoid sharing and to induce the Commission to suspend it.

2.
The Commission Has Recently Applied the Sharing Mechanism To Rectify A NRF Company’s Mis-allocating Costs and Revenues

In a recent Roseville Telephone Company (RTC) NRF review, the Commission found RTC had sharable earnings based on a NRF audit and made the decision that sharing for RTC should be retained.  The Commission found RTC misallocated its costs between regulated and non-regulated operations and demanded that RTC refund ratepayers the sharable earnings, and retained sharing going forward.

We conclude that the current sharing mechanism should be retained for RTC.  The foregoing discussion of the audit results has demonstrated that RTC has shifted to its regulated operations a significant amount of costs that should have been attributed to non-regulated operations.  The audit results show that RTC has effectively cross-subsidized its affiliates at the expense of the reported earnings of RTC.  Such cross-subsidization directly contravenes the pro-competitive policies of this Commission as it unfairly disadvantages the firms which must compete against RTC’s affiliates and lack the funding source of monopoly or near-monopoly services.  The foregoing further demonstrates that cross-subsidization by RTC depressed RTC’s earnings so significantly as to prevent sharing that otherwise would have occurred absent the cross-subsidization.  By applying the sharing mechanism to RTC’s corrected earnings for 1998 and 1999, shareholders will be denied a measure of the benefits from the improper cross-subsidization of RTC’s affiliates.  In addition, sharing will allow ratepayers to gain some of the benefits from costs for RTC that should have been lower had they been properly recorded and allocated.

Under these circumstances, we find that the sharing mechanism should continue to apply to RTC.  In light of the documented cross-subsidization that occurred in the period 1997 through 1999, we cannot assume that similar cross-subsidization will not occur in subsequent years.  As it has operated here, in future years, the sharing mechanism will serve to limit the benefits that shareholders may reap from any improper cost-shifting we may detect.  Combined with effective auditing of RTC’s books and records, sharing can serve as an important means of preventing shareholders from benefiting from cross-subsidization. 
  (D.01-06-077, pp.61-62)
Here we have a similar situation.  Had the Commission discovered that there was sharing after finding SBC Pacific misreported its earning, the Commission quietly likely would have retained sharing just as it has done for RTC.

The rationale that the Commission adopted in the RTC case applies here and would justify correction of the significant damage SBC Pacific’s misreporting has caused ratepayers and NRF structure.

By applying the sharing mechanism to RTC’s corrected earnings for 1998 and 1999, shareholders will be denied a measure of the benefits from the improper cross-subsidization of RTC’s affiliates.  In addition, sharing will allow ratepayers to gain some of the benefits from costs for RTC that should have been lower had they been properly recorded and allocated.  (D.01-06-077, P.62)

D.
ORA’s Recommendation To Refund 1999 and Going-Forward Sharable Earning Is A Necessary Corrective Measure

SBC Pacific’s misreporting of its financial information has the following serious implications: 

· It caused significant ratepayer harm

· It made regulation ineffective

· It damaged the NRF structure

ORA’s recommendation to refund the sharable earnings to ratepayers is a necessary remedy in response to SBC Pacific’s violation of the Commission’s rules and regulations.  The Commission has refunded like amounts based on the value to ratepayers when the utility was found to violate the rules in the past.  With sharing suspended, SBC Pacific would continue to accumulate up unreported earnings relieved of any obligation to share.  This is clearly an abuse of the regulatory structure under which SBC Pacific operates and is harmful to ratepayers. The Commission must take corrective action to keep the integrity of NRF intact and to prevent such maneuvering in the future.  Otherwise, there is no point of the audit and SBC Pacific can just walk away from the misdeed without facing any consequences.

1.
Ratepayers Are Seriously Harmed

1.a
Ratepayers Shared No Excess Earning And Yet May Be Stuck With Cost/Rate Increases Unchecked by the Market Discipline of Competition or Effective Scrutiny of Costs

As mentioned earlier, SBC Pacific’s misreporting has deprived captive ratepayers of sharing in the company’s excess earnings.  In contrast, under the NRF regime, SBC Pacific was given greater operational/managerial flexibility and protected by the NRF regulatory compact while earning above the normal rate of return limit.  At the same time, if the alleged cost of providing a specific service is high, SBC Pacific is allowed to come before the Commission and request rate adjustments for individual services to cover the allegedly changed costs without regard to overall financial need or reported earnings levels.  In the larger sense, SBC Pacific can pursue single-issue piecemeal ratemaking for all of its Category I and II services.  There is no “real price cap” constraint of total revenues.  Nothing can prevent SBC Pacific from coming to the Commission and asking for a rate increase for selected services, including even its residential basic exchange rate – exactly as it has done with the business 1MB case (A.00-09-061) now pending before the Commission.  The criteria are simple.  As long as SBC Pacific alleges that its residential basic exchange rate is below cost, which SBC Pacific has continuously claimed, it can point to the need to raise rates elsewhere.  It should be noted that the company controls the cost information and it is difficult for the other parties to challenge these data.  SBC Pacific can also wave the competition flag even when it isn’t justified by any loss of market share. Meanwhile, the Commission will have lost sight of service costs because one of the purposes of NRF was to separate costs from prices under the assumption that competition, not regulation, would discipline pricing.   The Commission should remain aware of overall earnings and revenue levels being experienced by SBC Pacific when it considers proposals for piecemeal rate changes for specific services. 

1.b
SBC Pacific Is Allowed To Keep Additional Gains From Rate Increases, New Services And/Or Expanded Demand for Existing Services

When it requested rate increases for isolated services, SBC Pacific was allowed to keep the additional revenues without having to reduce rates for other services that are priced well above cost.  Not only is this practice inconsistent with a price cap regulatory scheme, it is fundamentally unfair when overall revenues exceed the total cost to serve and the degree of excess earnings is not reported to the Commission.

NRF allowed, even encouraged, SBC Pacific to promote services and expand demand for services which would utilize the existing or traditional public switched telephony network, one which ratepayers supported financially.  Some of these newer services are custom calling feature offerings such as anonymous call-rejection, caller-ID, and reverse directory services, all services priced well above cost.  This increased demand for both existing and new services allows for increased revenues/profits, some below the line and some above.  In addition, technological advancements allow SBC Pacific’s affiliates to share the embedded copper-wires when they provide high-speed internet services and also allow SBC Pacific to charge CLECs and long distance companies for the use of its embedded basic local exchange network.  The embedded network, funded by ratepayers, generates hundreds of million of dollars in revenues, cash flow and profits for SBC Pacific, and yet ratepayers have not shared these benefits even as they have paid higher rates for selected services riding the network. Nor have ratepayers benefited from competitive options that might in a genuinely competitive market drive SBC Pacific’s prices closer to SBC Pacific’s costs.

2.
Accurate Utility Records/Accounting Data/Costing Information Are Crucial For Commission Decision-Making.  SBC Pacific’s Misreporting Stymied Regulatory Effectiveness

Accurate financial information is crucial to ensure that the Commission can effectively regulate the utilities.  SBC Pacific’s allegation that costing data is irrelevant under NRF is untrue.  The Commission relies upon accurate accounting and costing information to make decisions when (a) determining whether sharing should be retained or suspended, (b) whether exogenous (Z) or limited exogenous (LE) factor cost recovery/refund treatment is appropriate, (c) when individual service rate increases are justified, (d) whether recategorization requests should be approved, and (e) when universal service proceedings are before it.  The Audit Report raises serious concerns about the accuracy of accounting policies embedded within SBC Pacific’s financial reporting.

2.a
The Commission Monitors the Earning Reports To Determining If Sharing Should Be Retained Or Suspended


The Commission has and will continue to rely on the NRF company’s reported earnings when deciding to keep sharing or not.  In its 1998 decision, the Commission stated:


[W]e continue to require the annual earnings review filing on April 1 every year, as well as the other monitoring reports submitted by SBC Pacific and GTE.  Should rates of return become truly unreasonable, we will consider reinstating all aspect of sharing. 
  (D.98-10-026, p.36)


The ratepayer impact of any such decision may run to hundreds of millions of dollars per year, as the audit report shows. The Commission here presumes that the earnings reports will be accurate; otherwise, any judgments about sharing will be contaminated and a determination of reasonableness will be impossible.

2.b
Z/LE Factor Cost Recovery/Ratepayer Refund

NRF ILECs have and may continue to come before the Commission asking for piecemeal cost recovery.  The audit covered the period that SBC Pacific was allowed Z-factor cost recovery for various discrete issues.  For instance, SBC Pacific filed a Z-factor adjustment (of $66 million) in its 1997 price cap filing.  In 1999, SBC Pacific refunded about $244 million to ratepayers through Z-factor treatment.  Among the issues addressed by the Commission in these piecemeal revenue changes were merger savings, PBOP recovery, and adjustments to depreciation ($200 to $500 expense limit), which are all audit-related items.  The PBOP item is the subject of Phase 2A deliberations.  SBC Pacific continues to be able to file applications for cost recovery or for limited exogenous (LE) factor recovery. Without accurate accounting and detailed costing records, not to mention accurate revenue reporting, the Commission has no way of determining whether the cost recovery requests are justified.  

2.c
Individual Service Rate Changes And Recategorization Proceedings

The Commission continues to rely on SBC Pacific’s cost data for regulating rates for Category I and II services.  NRF explicitly permits a utility to file applications for rate increases for individual services.  For example, SBC Pacific Bell has filed rate increases for the following Category II and III services:

· Directory Assistance (D.99-11-051)

· Measured Business Service and PBX Trunks (A.00-09-061)

· Inside wire maintenance and repair rates.

· Centrex, business toll, etc.

In February of this year Verizon filed A.01-02-012 to recategorize its inside wire services from Category II to Category III.  In the same application, Verizon also requested a significant increase in the price ceiling for its inside wire maintenance plans, a request based upon historical cost data filed with the application.  Further, on December 27, 2001, Verizon filed A.01-12-040 to recategorize and increase prices for National Directory Assistance and Operator Assisted Services.  The company proposes to increase its ceiling rates by over 100% for most of these services.  In all of the aforementioned proceedings, cost data are essential pieces of information that the Commission relies on or will rely on to make its decisions.

2.d
Universal Service

In the universal service area, the Commission relied on SBC Pacific’s cost data and SBC Pacific’s cost model to develop the surcharges imposed on all ratepayers to support high cost service areas (D.96-10-066).  Because of this surcharge, SBC Pacific receives about $300 - $400 million per year.  In the universal service fund rebalancing proceeding (A.97-03-004), submitted costs were used as indicators for the Commission when deciding which service rates should be reduced.

2.e
Piecemeal Cost Recovery Through Applications

In 2001, the Commission granted SBC Pacific $87 million for recovery of local competition implementation costs  (D.00-09-037) through a separate application.   Because projections of future costs often rely upon multi-year historical data, as with local competition cost recovery, costing data has long term ramifications.  If financial data is not booked properly or if overall earnings are under-reported, decisions may be wrongly made and the public interest damaged.

Unforeseen events may also trigger a rate case revenue requirement review for a NRF utility.
  The energy crisis caused California’s major electric utilities downfall and Pacific Gas and Electric filed Chapter 11 protection, electric ratepayers were subject to substantial rate increases.  Given the potential scope of such emergencies, especially as they might affect telecommunication services, accurate cost data and accurate IEMR earnings reports are indispensable.

3.
Many NRF Goals Have Not Been Accomplished and the Public Interest has been Compromised

NRF regulation was intended to accomplish many regulatory goals.  However, TD’s audit reveals that many of these goals were derailed.  The ACR limited the discussion to only four audit items.  Therefore, ORA’s discussion here is restricted to show how those four items impact NRF objectives.

3.a
Economic Efficiency 

TD’s audit concludes that SBC Pacific under-reported its earnings, ratepayers have been denied productivity gains.

3.b
Technological advance – leading to lower costs and new services. 

SBC Pacific has not demonstrated that it had advanced its technology deployment to benefit end users even when it accelerated its depreciation expense accruals.

3.c
Low cost and efficient regulation – streamlining regulatory requirements where appropriate.

TD indicated that SBC Pacific employed stone-walling tactics to avoid providing information.  Consequently, the audit took 50 percent longer than originally planned.  Some responses were never provided and some took almost one year to complete. This causes additional regulatory costs.  ORA faces the same or worse obstacles in attempting to access SBC Pacific’s information.  All of this is very counter-productive and causes regulatory inefficiency.

3.d
Fairness.

At the inception of NRF, the Commission acknowledged that fairness should be a consideration.  The decision said,  “[T]he concept of fairness reflects whether or not the regulatory changes are balanced and do not unreasonably disadvantage one or more stakeholders (the local exchange carriers, shareholders, various customer groups, or competitors) to the advantage of other stakeholders.” (D.89-10-031, mimeo, p. 125)  In that proceeding, SBC Pacific conceded that “sharing its excess profits with ratepayers” was being fair and was an integral part of the NRF mechanism.  (Id.)

As discussed earlier, with the suspension of sharing SBC Pacific gets to keep all the additional revenues from rate increases without offsetting rate reduction, all increased revenues from increased demand, and all cost savings that are achieved and yet ratepayers receive no productivity gains or sharing benefits.  The balancing of interests intended under NRF regulation has tilted mostly to benefit the NRF companies who retain massive financial rewards while ratepayers are left with uncertainty, zero sharing benefit, no effective competitive choices, and SBC Pacific’s constant pressure to raise prices.

E
The Commission Should Apply LE Factor Treatment To Refund Year 1999 and Forward Years for Recovering Sharable Earnings To Ratepayers

ORA recommends that the Commission apply an LE factor treatment to refund ratepayer sharable earnings plus interest starting from year 1999 and going forward to cover the years during which sharing is suspended.  The interest rate should be the same as that for year 1998, for the same rationale as discussed earlier.

According to D. 98-10-026, the Commission allows cost recovery resulting from (1) matters mandated by the Commission and (2) changes in total intrastate cost recovery resulting from changes between federal and state jurisdictions.  ORA’s corrective measurement recommendation satisfies the LE factor because the audit is the Commission’s mandate.  The audit findings are unique to SBC Pacific.  The Commission in this proceeding can approve LE recovery once it finds certain audit findings are conclusive and authorizes the cost changes.  (D.98-10-026, mimeo, pp. 61-62)  

This LE treatment is an essential corrective measure to rectify the significant harm SBC Pacific’s misreporting caused ratepayers and the larger public interested in the integrity of public law.  The Commission has applied exogenous factor (Z, predecessor of LE) for mandating refunds to ratepayers, such as merger savings, gain on sale of land, capital to expense shift, etc. (See D.98-10-026, mimeo, p.67)

F.
The Commission Should Lift the Suspension of Sharing And Establish A Memorandum Account To Mitigate Ratepayer Harm

In addition, ORA recommends that the Commission immediately lift the suspension of sharing and establish a memorandum account tracking the earnings exceeding the benchmark rate of return and have this fund available to refund to ratepayers to mitigate ratepayer harm.

Based on the audit report ratepayers are deprived of hundreds of millions of dollars in financial benefits during the audit period caused by SBC Pacific’s mis-allocation and misreporting to the Commission.  Due to the policy nature of the issues raised, it is likely that these disputed accounting issues persist into years subsequent to the audit period. This damage is too severe to ignore and an immediate remedy from the Commission is necessary to repair the public interest and to re-establish ratepayer protection.  In this case, the value to the ratepayers would have been the sharable earnings that are due them.

In addition, the Commission should order a follow-up audit of years 2000, 2001, and 2002 to commence immediately following phase 2A decision.  This is to ensure that SBC Pacific complies with the Commission’s adopted audit corrections.

G.
The Commission Should Apply An LE Adjustment of a Twenty Million Dollars Payment to Ratepayers As An Incentive For SBC Pacific To Be Cooperative With Commission Staff 


The ACR asks parties to address the issue of whether SBC Pacific impeded the audit to the extent allegations in parts of Chapter 7, 8, and 9 of the Overland audit suggest, by viewing those allegations within the context of the previously identified issues.

1. Discovery Problems Identified in TD’s Report

According to TD’s audit report, SBC Pacific has made it difficult for TD to complete this audit.  The audit report notes that the audit was hampered by “restrictions that SBC SBC Pacific Bell imposed on the data it considered to be relevant and within the audit scope, data requests response times that averaged more than two months and sometimes extended to many months, and notwithstanding objections to requests based on scope or relevance, SBC Pacific Bell’s inability or unwillingness to provide certain information and data.” As a result, some audit objectives were not met and the affiliate transaction review was compromised and left incomplete.  More specifically, respecting the four items under review in Phase 2A, the audit reported indicated that some data requests were never responded to, some took 2-3 months for reply, and some took 7-8 months for the responses to arrive.  (See attachment D for all the DRs mentioned in phase 2A chapters)  This kind of response time far exceeded the conventional response time of 15 days for most Commission proceedings.

2.
SBC Pacific’s Resistance To Commission Staff’s Discovery Creates A Large Road Block To ORA’s Attempt to Fulfill Its Obligation to Properly Represent Ratepayer Interests 

At issue is whether a public utility can ignore the statutory rights of ORA, as Commission staff, to information necessary for it to carry out its statutory responsibility of representing the interest of the ratepayers in proceedings.  In this case, SBC Pacific refused to provide ORA information, first by moving to prevent ORA from conducting the complete audit itself and, later, by denying ORA’s authority to conduct its own audit by resisting ORA’s follow-up requests.  

In general, the information needed for regulatory oversight is in the exclusive possession of the utilities and there are few or no alternative sources of information to that of the utilities.  Thus, by denying information or access to information, SBC Pacific is in essence attempting to control, micro-manage or stifle the regulatory process – in effect, to reverse the regulatory process such that the utility ‘regulates’ what the public authority sees and thereby guides regulatory decisions.  

ORA has the statutory responsibility of representing ratepayer interests in Commission’s proceedings.  

“There is within the commission a division to represent the interests of public utility customers and subscribers in commission proceedings.”  P.U. Code §309.5 (a)

However, SBC Pacific has made every effort to challenge ORA’s authority and deter ORA from gaining access to information held by SBC Pacific. SBC Pacific has been resisting this audit since 1994; the audit report confirms that TD encountered the same resistance as does ORA.  This audit is the first NRF regulatory audit conducted after NRF was instituted in 1989.  The Commission in its 1994 decision authorized DRA (ORA’s predecessor) to conduct the audit.  After SBC Pacific’s heated objections, the audit was transferred to the Commission’s TD.  Nonetheless, according to TD’s audit report, SBC Pacific Bell has made it very difficult for TD to complete this audit. It apparently matters not who performs the audit, only that the audit not be complete.

The Commission repeatedly affirmed ORA’s right to conduct audits and have full access to utility books and records, and yet SBC Pacific continues to resist.  ORA’s discovery authority is clear.  In 2000, the Commission issued a decision in the PG&E GRC case affirming ORA’s right to conduct utility audits and to have full access to utility books, records, and premises:

[T]here appears to be no dispute that Section 309.5(e), 314, 314.5 and 771 of the Public Utilities Code grant ORA broad authority and rights with respect to access to utility information, including the utility’s books and records, and access to utility’s premises.  (D.00-02-046, mimeo, p.450)

Similarly, the Commission confirmed that ORA auditors have unlimited access to PG&E’s books and records, and lawful rights to unannounced interviews with company personnel. (Id., pp.450-451.)  Nevertheless, even as the Commission was confirming ORA’s discovery authority, SBC Pacific was objecting and resisting outright ORA’s discovery requests.  (See attachment E in this opening testimony for a chronological record for SBC Pacific’s resistance within that period.)  As a consequence, the Commission had to make further clarification in D.01-08-062:

ORA’s rights to seek information from entities regulated by this Commission, including SBC Pacific Bell, principally arise from two statutes – Pub. Util. Code. § 314 and §309.5. 

There, the Commission again emphasized ORA’s broad discovery right in requesting information even if there is no formal proceeding pending.  Unfortunately, SBC Pacific’s resistance to being audited and to legitimate discovery continues.  On March 11, 2002, ORA filed an emergency motion asking the Commission to suspend processing SBC Pacific’s application for section 271 approval until the NRF proceeding is completed.  ORA took this action to further alert the Commission to SBC Pacific’s continuing uncooperative attitude.  In that motion, ORA described various tactics employed by SBC Pacific to delay response to ORA’s inquiries.  The Commission should note that SBC Pacific’s stonewalling tactics are direct challenges to the Commission’s regulatory authority.  At the inception of NRF, the Commission emphasized how crucial it would be that the NRF companies provide requested information to Commission staff, including ORA. 

“We direct the utilities to fully cooperate in providing all necessary information.  This order provides SBC Pacific and [Verizon] with an unprecedented opportunity to conduct their regulated business in a more flexible manner.  This increased freedom does not mean that the Commission will countenance a more restrictive information access policy, however.  Indeed, we view the success of the new regulatory framework as inextricably linked to the quality of the Commission's access to utility information.  To make this new framework more credible, we will insist on more cooperation, not less, in the sharing of information.  We will not tolerate actions which obstruct the audits and investigations of the Commission staff, whichever division is involved.” (D.89-10-031, 33 CPUC 2d 43, 196, emphasis added.)  

SBC Pacific’s objections to ORA’s discovery have become the norm rather than the exception.  In response to recent requests, SBC Pacific has made blanket objections to ORA’s inquiries.  SBC Pacific has even objected to time-saving and less expensive provision of computable files or to disclosing who is the appropriate subject-matter expert.  SBC Pacific goes further by objecting to providing confidential information and/or information from its affiliate(s).  By its objections, SBC Pacific declares its resistance to the Commission’s and ORA’s jurisdiction.  Thus, rather than NRF being a reason for heightened cooperation by the utilities and for more accurate and full disclosure, NRF is being used by SBC Pacific as an excuse to ignore the Commission’s jurisdiction and to obscure utility activities behind a cloud of objections, misdirection, and delays. 

SBC Pacific had demonstrated similar behavior before and the Commission was very displeased. 

…. Today we face reaching a decision on PacBell’s revenue requirement without the benefit of a completed staff audit of affiliated transactions, and in our view this unfortunate situation was avoidable but for the posture taken by Telesis Group affiliates.  We insist that our staff’s audit team complete its audit in connection with this proceeding, and present any further recommendations it may have as a result.  Furthermore, as a means of providing an incentive to the Telesis Group to fully cooperate, to put a price on our displeasure, and since our record in not sufficiently developed in view of the incomplete staff audit to fully find PacBell’s payments to affiliates reasonable, we will reduce PacBell’s gross revenue requirement by $4 million.” (D.86-01-026, 20 CPUC 2d, p.261.)

The benefit to SBC Pacific of not providing information to the Commission is so great, as the size of the sharable earnings indicate, that a severe sanction is necessary.  ORA recommends a $20 million per year payment
 to ratepayers as an incentive for SBC Pacific to fully cooperate with Commission staff in providing information.  This incentive should continue until the Commission orders otherwise.  ORA recommends applying an LE factor adjustment for this corrective measure.  As explained in a prior section, ORA’s corrective recommendation satisfies LE factor criteria because the audit is the Commission’s mandate and unique to SBC Pacific. 

� This phase deals with only 4 issues.  In phase 2B, additional audit items may result in sharable earnings in 1997 and additional earnings in 1998.


� IRS and Franchise Tax board applies varying interest rates ranging from 7 to 12% depending on what year the underpayment occurs.  (See Attachment A)


�  The TD audit report also raises various problems in affiliate relationships and transactions, and cost allocations between regulated and non-regulated activities.   (TD audit report, Vol. 1, p.1-2.)  These additional non-compliances will further support the need for the Commission to take correction measurements.  ORA will address these issues in Phase 2B as directed by the April 24, 2002 ACR. 


� Response to OC 55, SBC Pacific Wireline (SBC) 1998 Commitment Budget, February 6, 1998, PBA 031459.


� Response to OC 55, SBC Pacific Bell Management Group, 1997 Business Plan Overview, January 24, 1997, PBA 031452.


� The Commission may apply other sanctions, including penalties, if it finds that RTC or its affiliates are engaging in practices that violate any statutes or any rules, orders, or other requirements of the Commission.


� Sharing calculation includes an authorized rate of return, a benchmark return, a floor and a ceiling.  (D.98-10-026, p.4)


� Even though the Commission recategorized SBC Pacific Bell’s inside wire services to Category III, the Commission approved an increase to SBC Pacific’s inside wire ceiling rates based upon SBC Pacific’s filed cost data in D.99-06-053.


� Recently, the Commission ordered a GRC type review of Roseville Telephone Company to determine what amount of the terminated EAS payment previously received by the company should be recovered in its local exchange rates  (I.01-04-026, Order Instituting Investigation Into The Revenue Requirement of Roseville Telephone Company, April 19, 201.)


� ORA applies the same 18 percent interest rate to reflect the time value of money to the $4 million adopted in 1986, which resulted in a $22 million payment.
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