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April 8, 2002

John M. Leutza, Director

Telecommunications Division

505 Van Ness Avenue

San Francisco, California 94102

Re: Protest of the Office of Ratepayer Advocates (ORA) to Pacific Bell Telephone Company’s (Pacific Bell) Advice Letter 22800 related to Its Earnings.

Dear Mr. Leutza:

This letter sets forth the protest of ORA to Pacific Bell’s Earning Advice Letter (AL) 22800. AL 22800 was filed on April 2, 2002. The AL 22800 indicates that Pacific Bell’s intrastate Rate of Return (ROR) for year 2001 is 12.48%.  ORA reviewed AL 22800 and hereby submits its protest.

BACKGROUND AND FILING OVERVIEW

Pacific Bell filed AL 22800 on April 2, 2002, in compliance with Ordering Paragraph (O. P.) 1 ( c ) of D.98-10-026, which states:

“A price cap advice letter shall continue to be filed every April 1 for the purpose of reporting rates of return, including, only for reference, the floor, market-based, benchmark and ceiling rates of return last found reasonable for each company [Pacific Bell and GTEC].”

Pacific Bell, in attachment to the AL 22800 provided the results of its intrastate ROR of 12.48%, and the following reference rates as adopted in D.93-09-038:

· Earning floor of 6.75%

· Market-based rate of 10.00%

· Ceiling of 15.00%  

SUMMARY OF ORA’S POSITION

Pacific Bell filed its intrastate return for year 2001 with the Commission.  Pacific Bell’s filing indicated that its earning exceeded the benchmark return (11.5%) by about 1%.  If sharing was not suspended, ratepayers would be given roughly $85 million refund based on 50% of the earning exceeding the benchmark level.  ORA issued a data request asking for a copy of the workpapers supporting Pacific Bell’s calculation of the return.  However, the response is not yet available.  At present, it is not possible for ORA to verify whether or not Pacific Bell’s reported ROR is accurate. 

ORA concludes that Pacific’s assertions about its 2001 intrastate return call for close and meticulous scrutiny.  The Telecommunications Division (TD) recently issued an audit of Pacific Bell on February 21, 2002 in the areas of affiliate transactions and cost allocation for years 1997 through 1999.  The audit report indicated that Pacific Bell did not comply with the CPUC’s accounting, non-regulated allocation, affiliate transaction, NRF monitoring requirements, and that Pacific Bell substantially understated its intrastate rate of return.  The audit report will be evaluated in the 2nd phase of the fourth triennial NRF review.  The Commission’s Order (OII.01-09-002) stated:

TD is currently conducting an audit of Pacific Bell. The scope of the audit is as follows: (1) analyze Pacific’s NRF monitoring reports; (2) analyze Pacific’s cost allocations and accounting practices and procedures that were established to protect against cross subsidization and anticompetitive behavior; (3) determine whether Pacific and its affiliates are following the Commission’s rules for affiliate transactions; (4) determine whether Pacific is properly tracking and allocating costs related to non-regulated activities; and (5) determine whether nonstructural safeguards adequately protect ratepayer and competitor interests with respect to non-regulated activities. (D.96-05-036, 66 CPUC 2d 274, 278, and OPs 3 and 4; and Executive Director letter dated September 18, 1998) TD’s audit of Pacific should be complete sometime during Fall 2001. After TD has completed its audit, TD shall file and serve a notice of availability of the audit report on the service list for this proceeding. TD shall also provide a copy of its audit report to the assigned Commissioner, the assigned ALJ, ORA, and Pacific. Pacific shall file a response to the audit report no later than 15 days after TD serves notice that the audit report is available. TD shall provide a copy of its audit report to any party that requests a copy. Pacific shall likewise provide a copy of its response to any party that requests a copy. Any party requesting a copy of the audit report and/or response should sign a non-disclosure agreement, as appropriate. In Phase 2, parties should address what corrective measures, if any, the Commission should implement at the conclusion of Phase 2 in response to the Pacific audit. Parties may also present other recommendations they believe the Commission should adopt at the conclusion of Phase 2. In addition, parties should identify findings of fact regarding the Pacific audit that are relevant to Phase 3 issues. If necessary, an evidentiary hearing will be held in Phase 2 to allow parties to present testimony regarding issues of fact pertaining to the Pacific audit. If appropriate, the Commission will issue a decision at the conclusion of Phase 2 that (1) adopts corrective measures in response to the audit, (2) makes factual findings relevant to Phase 3 issues, and/or (3) takes such other actions as the Commission deems necessary or appropriate.

Depending on the findings of the Commission, Pacific Bell’s year 2001 return may be significantly modified by the audit results.  Based on TD’s audit report, Pacific Bell’s year 2001 rate of return may be as understated as in the audit years.  Without an audit, it is not possible to accurately determine the year 2001 rate of return.  The Commission should order an audit of year 2001 return to commence immediately.  ORA recommends that the Commission reject the AL 22800 at this time. After the Commission issues decision in I.01-09-002 and the audit of year 2001 is concluded, Pacific Bell should file amended AL 22800 incorporating findings of that decision including any corrective measurements that the Commission may adopt, and also reflecting year 2001 audit results. 

The Commission should also immediately lift the suspension of sharing.
  Based on TD’s audit report, the ratepayers may be substantially harmed and the public interest severely damaged. By lifting the suspension of sharing and instituting a memorandum account to record any earnings above the sharing band that will be subject to refund, the Commission will ensure the protection of ratepayer and public interests. 

CONCLUSION

· The Commission should reject Pacific Bell’s AL 22800 due to the fact that it is premature and because Pacific Bell’s year 2001 rate of return is unaudited.  

· The Commission should direct an audit of Pacific Bell for its year 2001 return to commence immediately.

· The Commission should lift the suspension of sharing and institute a memorandum account to book earnings subject to sharing band and have this fund subject to refund to ratepayers.  Doing so will protect ratepayer and public interest. 

· Pacific Bell should be required to refile this AL after the Commission concludes its findings of the audits of Pacific Bell and any after any corrective measurements that the Commission may find necessary in OII. 01-09-002.

Please put Ms. Lee-Whei Tan of my staff on the service list.  If you have any questions regarding this protest, please contact Ms. Tan at (415) 703-1185.

Respectfully Submitted,

Michael D. McNamara

Senior Manager

Office of Ratepayer Advocates

cc:
Linda S. Vandeloop, Executive Director, Regulatory, Pacific Bell

� On March 11, 2002, in R.93-04-003/I.93-04-002 et al, wherein Pacific has applied for Section 271 approval and in R.01-09-001/I.01-09-002, the NRF review, ORA filed an emergency motion, supported by TURN, Consumers Union, AT&T, and WorldCom to lift the suspension of sharing.  
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