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March 2, 1995

Mr. David Rauch

Executive Secretary

Missouri Public Service Commission
301 West High Street, Suite 530
Jefferson City, MO 65101

Re: case No. S

Dear Mr. Rauch:

Enclosed for filing with the Commission in the above-
referenced case is the original and fourteen copies of
Southwestern Bell Telephone Company’s Hearing Memo. Please
stamp "FILED" on the extra copy and return to me in the
enclosed self-addressed, stamped envelope.

Southwestern Bell and Staff are filing separate Hearing
Memos in this docket. Since there is no testimony filed as
of yet in this docket, Southwestern Bell wanted to file its
response to Staff’s position in a more detailed manner than
generally done in a joint hearing memorandum. Furthermore,
in the Prehearing Conference Transcription in this docket,
on page 17, Examiner Wright stated that the Commission
wanted one report on all the agreed upcn issues, but the
parties could file separate reports on disputed issues.
Southwestern Bell believes that due to the nature of the
proceedings in this docket, a separate memo is more
appropriate.

In the Order Establishing Further Procedures issued on
November 4, 1994, the Commission requested that the hearing
nesorandum contain a proposed procedural schedule.
Southwestern Bell currently has a Notion to Hold in
panding before the Comnission. After the Notion

s ruled upon and the parties have reviewed the heari
rencranduss filed, the parties will be in a better position
to pmru a procedural schedule. Therefore, no procedural
schedule is currently being proposed.

Thank you for bringimg this matter to the attention of the
Comnission.




BEFORE THE uxnsoun: ?Ulblc BBRVIGS ‘CONNISBION
OF THE STATE OF NISSOURI

In the Matter of the Investigation )
into Southwestern Bell Telephone ) Case No. TO-94-184

Company’s Affiliate Transactions ) $z N
M4 ;
SOUTHWESTERN BELL TELEPHONE CONPANY'S "3 1995
HEARING MEMO Miss
Staff’s position on this docket, as well as, Staff’s (Mﬂﬂmgcﬂ

perception of the issues being addressed in this docket have
altered significantly. 1In Staff’s May 31, 1994, filing it was
proposed that "In lieu of the formal investigation of affiliated
transactions of SWBT . . . the Staff recommends the Commission
close this docket in favor of an informal investigation and
education process on the issue of affiliate transactions.™
Staff went on to suggest that the narrow focus of this docket on
SWBT may unduly limit the scope of the issues examined and
recommended a more systematic review of other utility groups *“in
order to eliminate, or at least mitigate, subsidization of
unregulated activity by regulated activities.™

It is now Staff’s position that the current Federal
Communications Commission (FCC) affiliate transaction rules do
not provide adegquate safeguards to prevent cross-subsidization,

‘Cane No. TO-H4-184, Conmuorts of the Staff of the Nissourl
Service Commdesion on the soape of this Decket, May 31,

Pablic
1994, Page 8.

Lace Ne. TO-54=184, Commnts of the Staf? of the Nissouri
Service Comnission on the ssupe of this Docket, Nay 313,




_.sed from the Fcc, with addltional staff changes,

.Eﬁé.aﬁprbpfiate standards for SWBT affiliate transactions.?

The change from the desire for an informal utility-wide
review on subsidization issues associated with affiliate
transactions to alunique SWBT set of affiliate transaction audit
rules is well beyond the issues SWBT understood to he associated
with the Commission’s request.*

The Commission should not adopt any affiliate transaction
rule changes applicable only to SWBT. A ratemaking principle of
general applicability can not be decided in a company specific
contested case docket.’

SWBT also submits that the cost associated with compliance
with these proposed rules for SWBT and its Missouri customers far

JCase No. TO-94-184, Statement of Staff’s Position, October
21, 1994, p. 3.

‘SWBT’s understanding froa the prshearing conference vas
that: 1) The tirst issue was to focus on vhether Southwestern
Bell vas in compliance with the FCC cost allocation rules and
vhether the six questions listed in the Report and Order (TC-93-
224 ot al.) had bean addressed or nesdsd to be addressed at this
tine; 2) The secvond issue vas vhether either the joint avdit or
the audit at the KCC {llﬂill Corporation Commission) had resolved

questions or had adeguatsaly addressed tha issue
of Southvestern Bell’s compliance vith the FCC’s rules; amd 3)
TThe third issve would be to work toward dev mt of a report
;";th nurtiul qu*uh-th-t there in an swdit ttall and vhether




_odéﬂq gﬁinany perceived benefifﬁ Furthér; the Commission’s
actién'iﬁ:this docket should be deferred until some of the
uncértainty as to any changed FCC rules on affiliate transactions
and SWBT’s future affiliate relationships is removed.® Finally,
SWBT submits that it has provided full and complete responses to
the areas addressed in the Order Establishing Dates, and that its
recommendation for future review of SWBT’s affiliate transactions
as set forth in the stipulation filed February 17, 1995, is
sufficient to address the original issues of this proceeding.
I. BACKGROUND

The Staff’s proposed affiliate transaction rules for SWBT,
that correspond in part, to proposals in a FCC NPRM on affiliate
transactions, would create a costly regulatory bhurden by
requiring differing sets of rules at the state and federal

level.” This increased burden is unnecessary at a time when

‘The FCC has an open Notice of Proposed Rulemaking, CC
Docket 93-251, that is reviewing the proposed changes to the
affiliate transaction rules, as well as a Computer Inquiry III
renmand proceeding from the Ninth Circuit Court that will review
the wvhole issue of structural separations and the efficacy of
non-structural sateguards, including affiliate transaction
safeguards. And, specific to Missouri, is the Commission on
Information Technology'’s recosmendat ion to adopt legislation to
change the structure and regulation of the tslecommunications
industry in Missouri.

e Commission recognized the increasing competitive nature

of the mw«um induatry and the need for unifors
ratenaking and accounting systems in Case No. TC-89-14. In
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1C asing competition and indﬁéﬁfy.changéé ﬁ#rrant the
'Simﬁiification of regulatory burdens for all competitors,
Furthermore, the Commission should not increase regulatory
burdens and costs on only one carrier (SWBT) in this environment.
The FCC Joint Cost Proceeding established the current
hierarchy of rules that dictates how regulated carriers should
book costs associated with affiliate transactions in its
regulated accounts. The affiliate transaction and cost
allocation rules and safeguards have been in actual use for over
six years. The purpose of these rules is the establishment of a
reasonable assurance that the regulated carrier is prevented from

cross subsidizing the activities of nonregulated affiliated

companies.

The current rules hierarchy provides that the tariffed rate
for an asset or service, or in the absence thereof the prevailing
price of the asset or service based on a substantial number of
similar transactions with nonaffiliated third parties, may be
booked by the regulated carrier. In the absence of a prevailing
price for services, the carrier books the fully distributed cost
{FrpC) of the service, or in the absence of a prevailing price for
an asset, tha carrier books the greater of fair market value or
net bock value for cutbound assets and the lesser of the twe for

o records '
> o pms , Case Wo. TC-89-14,
ot Jane “y 1999, L 0 is.
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ssets.® These accoun _ffj"v_fs;héx in conjunction

rans other satequards, including:

1.. Requirements to file and update quarterly cost
allocation manuals (CAMs) reflecting the established

rules and current affiliate and nonregulated
transactions

2. External audits that provide the same level of
assurance as that provided on a financial statement
audit engagement on carrier conformance to the rules

3. Audits by Regulatory Bodies®

4. Detailed automated reporting on nonregulated activities
and affiliate transactions.

The primary hierarchy changes proposed by Staff would severely
restrict the use of a prevailing price in affiliate transactions.
This change would substitute a costly and highly subjective
estimated fair market valuation test for what is now a

straightforward and easily auditable fully distributed cost rule.

II. ZHR “BRIGHT-LINE" TEST
The current rules provide that if a tariffed rate does not

exist for an affiliate service, then the next tier in the rules
hierarchy is a prevailing price for the ssrvice, Prevailing
price is a price actually paid for 2 specific service by a
substantial nusber of nonattiliated third parties. The proposed

+» & FCC Rod at 12363

Joint. Cost Order
Ordax, 2 FOC rod at 6295-6293; See also, 47 mmm 32.27.




' to require th&f 75% of tot&i'fﬂieﬁues or some -

m _-thereof must be generated by sales to or received from :

third partias before prevailing price can be used for affiliate :
transactions. This is known as the "bright-line test." The
imposition of an arbitrary 75% "bright-line" test to establish
that an expense for purchases or revenue for sales on SWBT books
are truly a prevailing price is not appropriate.

The percentage of output provided to nonaffiliates is
irrelevant to the establishment of a prevailing market price,
regardless of what percentage is chosen. It is the selling
entity’s market price -- what others are actually paying -~ which
should be the focus of the inquiry. It is the existence of a
nonregulated, competitive market for the products and services in
guestion that determines a market price or prevailing price.'

The current rules are, in fact, more stringent in requiring proof
of a substantial number of sales to third parties on an item by

iten basis, rather than an arbitrary threshold of total revenue.

The "dright-line” test further frustrates clear and
objective rules vhen combined with the estimated fair market
valuation test. Ratker than using the objective fully
distribated cost tier of the current rules, if the “bright-line”




filiate transaction rules, the FCC rejected a fair market
valuation test for services noting that "such a valuation

standard is fraught with the potential for abuse, and would be

difficult to monitor."? The fully distributed cost measure as
the final tier of the rules hierarchy for services was adopted to
assure that an auditable measure of the cost of service was
available. Estimated fair market valuations result in a battle
of "my estimate® is better that "your estimate." For those
services for which an alternative vendor exists, there is
normally a market range, based on a number of factors (volume,
frequency, etc.). There is not one price in the marketplace. 1In
a ocontested situation, it is all too likely that one side views
only the highest value as appropriate (regardless of whether the

service could be sold for that price) while, the provider views

"'he proposed replacement for the fully distributed cost
would be an assessnent of fair serkst valuation versus the cost
of a service. 1If it is a sale to an affiliats the higher of the
two could be recordsd as a revenue by SWBT, and if it is a

from an affiliate the lower of the two could be recorded

purchase
48 an expense by SWBT.




ea heing provided. Further, services that-. are ;pfbj'ect

spec ic and require certain skills and knowledge, or involve

govern§n¢q {such as the Board of Directors) are not available
from an outside vendor, or would be a service for which it is not
appropriate or feasible to contract with an outside vendor.

Developing estimated fair market valuation studies is very
expensive with no commensurate value to the Missouri customer.
SWBT projected, in its comments to the FCC NPRM CC Docket 93-251,
that the cost for conducting such fair market valuation would be
86M."* This is not a one-time cost, but recurring each year as
studies are performed.!' The current rules have demonstrated
their ability to prevent cross subsidy.

Staff further proposes that bids, quotes and provider value

estimates must also support the affiliate purchase decision,

adding yet another lavex of cost onto the rules process. The

issue of a bid or quote is not relevant to the most significant

BENBT Comments in CC Docket 93-251, pages 25-26.

¥An exanmple of the axtreme cost bhurden that would be caused
by the estimated fair market valuation is that SWBT offers
vordprocessing (for the gortod covered during sStaff’'s review in
TC~93-224,6t al.) totalling 911 pages to five affiliates. SWBT’s
informal review of market indicated that the market was $4
to $8.7% per page. SWT's fully distributed cost tor the service
vas $3.98 per page, and the ptw to the lﬂ.’ilhw vas
$5.29 + Well wvithin a tus.
m mmuinmm mm
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por ,,h'of SWBT’s purchases from affiliates. The parent company

and.ﬁéllcore comprise a majority of SWBT affiliate purchases.
Many services purchased from Bellcore are not readily available
from alternative vendors in the marketplace. The whole concept
of Bellcore historically has been to provide economies of scope
and scale that were not achievable through an alternative wvendor,
with the sharing of cost with the six other Bellcore owners. In
a similar vein, the services purchased from Technology Resources,
Inc. are a strategic and proprietary component of SWBT’s ability
to provide innovative and needed services to its customers at the
best possible price. It is not reasonable or appropriate to
expect that the functions could or should be performed by a third
party. Further, SWBT benefits from a cost perspective by sharing

the costs for common projects with the other affiliates of SBC.
When competitive alternatives are available, SWBT’s procurement
processes review these alternatives,

SBC costs primarily involve corporate governance and
conpliance activities that cannot be outsourced. To the extent
that a consultant cost, which is the case for shareowner
administrative services, is part of the SBC cost, the decision on
which consultant to use is not exclusively an issus of cost, but
rather of the function to be performed, expertisas,
qualifications, varramty, etc. Oost is but one of several
factors im a comsultant selection, a fact ignored by a bid
process Where cost is the prisary driver. Further, it is not
realistic to envision a Bd or guote grocess for sutside board

- ® o




, or executive leadership, key elements to the SBC

aéﬁvié@s pfovided to SWBT.

A review of purchases from Telecom and Southwestern Bell
Mobile Systems further emphasizes the lack of merit in sStaff’s
proposals. These are CPE and cellular companies that operate in
a very cost competitive marketplace. SWBT does not have
exclusive contracts with either company, and has price guarantees
that are very favorable. There is no indication that an
expensive fair market valuation system of bids and quotes would
yield any lower prices than are achieved with these contracts.Y
Further, the existing rules state that SWBT can record no higher
than the prevailing price paid by nonaffiliates for the same
services, which is a reliable marketplace test.!¢

By artificially increasing the cost of doing business with
affiliates, the economies of scope and scale that SWBT has
managed to achieve over the course of many years would be eroded
and the incentive to manage these activities in the most
efficient and cost effective manner would be frustrated. The
*bhright-line® test and the “estimated fair market valuation® work

“rhe Commission recognized the inherent flaws in a fair
narket valuation test stating "The cu-llu-lon-la not convinced
that SWBT would have received a lower nﬂﬂgt titive
bi&‘llug tor M services vithout timx costs aﬂmtlm
» ’. -

e recant joint staff sudit comcleded that substantial
wmmmmmuﬁmwmm




th#t'nﬁist to create efficiencies and cost navinqs through

affiliate transactions. This type of regulation frustrates
SWBT'8 responsibility to manage its bueiness. The staff
suggestion that "estimated fair market valuation" be accomplished
through a bid or quote process further erodes SWBT’s ability to
oversee such services and produces no better result. Aas
demonstrated in SWBT testimony in TC-93-224, et al., in the
presentation of the parent company value study, the consultant
review indicated parent company services (recorded using the
fully distributed cost rule as required by the FCC rules) were a
very good value, and well below the "estimated fair market
valuation" of services offered by outside vendors.

If the requlatory costs and burdens associated with having
to determine “estimated fair market valuation" and then defend
such estimates forces SWBT to decide that for some services the
aconomies of scope and scale are simply outweighed by those costs
and burdens, SWBT may decide to either develop the service
internally solely for itself, or to obtain it, if possible, from
nonaffiliates. 1In either case the economies of scope and scale
are lost. The perverse result is the Nigsouri customer would no
longer benefit trom the dendamstrated savings of these affiliate
transactions.

SNET aleo sells services to affilistes that represent a
collection of activities S9NY pertforms istersally for its own
Benetit. ptariffed wervices sold to aftilistes utilize minisal
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al SWBT resources and produce revenues from previousiy

non- riﬁﬁnua producing activities. Such sales benefit the
ratepayer by recovering the fully distributed cost of providing
the service and making contributions to SWBT’s general overhead
expense that would not otherwise exist. If the parent company
purchased the service from another vendor, SWBT would continue to
receive a representative share of the cost, but none of the
revenue stream used to offset fixed overhead expenses.

The staff proposals for more burdensome Missouri specific
affiliate transaction rules will result in the potential loss of

these economies and will increase service costs to Missouri

customars.

IV. NOMREGULATED AFFILIATE ACCOUNTING

There are several other issues raised by the Missouri statt
that must be addressed. The first is the issue of a "chain®

transaction. This is a transaction vhere a nonregulated

affiliate might purchase supplies from another nonregulated
affiliate and then sells thes to SWET, or uses the supplies to
make a product that SWBT purchases. The sdded and burdensome
rules proposed by Staff, including specification for how the
nonregulated affilistes suat keep their
not necessary. Additiomaily, they are well beyond the scope of
the iesses vhich the Commiesion asked O e adéireasct

sccounting records are




’souri by the ¢ mmission. require that when a

: qulated-_ffiliate uses assets or services obtained from a
second nonregqulated affiliate to provide services or assets to
the carrier, the costs recorded by the carrier must reflect the
actual costs the second affiliate incurred in creating the asset
or providing the service. This rule applies unless the second
affiliate has established a prevailing company price for the
asset or service.!' Stated simply, the hierarchy of the current
FCC rules apply to the original transaction to prevent an avenue
for overcharging.

Further, to suggest that the nonregulated affiliates must
set a price based upon ratemaking principles set by regulators in
each of SWBT’s states is completely inappropriate. Even in state
ratemaking proceedings, the development of a revenue requirement

(the quantification of all allowable costs) is independent of the

developrent of prices for regulated goods and services. It would
be burdensome for the nonregulated affiliates to identify and
guantify the disallowed costs and determine whether the costs are
similar to those disallowed for SWBT. It would also be
impossible for each affiliate to determine a price based on
regulatory ratesaking disallovances vhich differ by atate. The
affiliate, or SWBT, would then be reguired to transact state
specitic sales to sppropristely price the product. There is no
justiftication for applyisg rega king disallowvances

e Ry GWBT o monregulsted atfilistes.




_u_ﬁgtecommends the use of the authorized in erstate E&te_of_;
for affiliate transactions. The rules dictate what SWBT

may ﬁéeord on its books and records for affiliate transactions,

including the application of a return element. Multiple return
amounts by different jurisdictions for the same service are
confusing and yields an inconsistent result. The use of one
return, the interstate amocunt (which is currently 11.25) avoids
that confusion and makes the process more auditable.

In regard to the issue of audit trail, SWBT does not see
that any changes to existing guidelines are warranted. Retention
periods for payroll records, and standard industry practices for
company financial records based on internal and external audit
requirements, as well as other regulatory filing requirements
already exist. Further SWBT is bound by the requirements of the
Securitieas Exchange Act of 1934 which requires adequate corporate

controls.”

v. COST _ETUDIRS
Staff’s remaining concerns about the fully distributed cost

studies utilized in the gsale of services by SWBT to affiliates
are not varranted.” These cost studies are a straight forvard

Bgecurities Exchange Act of 1934, 1% U.8.C. 78 (m).

Brhis position is sapported by the conciusions of the Joint
staff audit of affiliate tramsavticns that stated in
xa&—mwmammmiumwm
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servicés are not lines of business for SWBT and represent
activities that SWBT must perform for its own business
operations, and as a result, incur minimal if any additional
costs in the provision of the service to an affiliate. The
studlies are a traditional full cost review involving investment
cost identification (if utilized by the service) and loaded labor
cost identification. The process is consistent with the Joint
Cost Order requirement that direct costs be identified first,
then indirect measures of cost, and finally a general measure of
cost to assure all costs asscciated with the provision of the
service are identified on a fully distributed basis. Cost
studies have been an integral part of the cost of service
evaluation in Missouri, and the concepts utilized by the
affiliate only services are not new.

To create a nev cost study mechanism as proposed by Staft
would be cost prohibjitive. It would reguire cost reporting
starting at the lowest level of payrol)] and voucher detail, and
complex financial coat allocations. Becauss significant amounts

Based on the audit vork performed, nothing cane to the attention
of the audit teas that would indicate that SUBT’s nontariffed
services rendered to affiliates and sales of assets to affiliates
were not scoounted for im a manne:r consistent with the typlicg;;.
roc affiliste trassaction standards., Perthers
wmmammxwmm%«wm




#pstb ard-cémﬁén; £ﬁé.bﬁoceés would be ed on factors,
wh is exactly how current cost studies are developed. The
étfﬁqéie for finite detail does not produce any more accurate
result. Further, the affiliate only services repraesent less than
one half of one percent of SWBT total operating revenues in a
given year. The idea of developing a full current year financial
report allocation for these types of services would defy logic
and create a cost burden for SWBT customers that is way out of
line with the services being regulated. The cost studies yield a
reasonable and accurate result and are based on processes that
have been in existence and used in Missouri for years.

SWBT suggests that Staff allow SWBT personnel to explain the
major cost studies during the pre-audit meeting stipulated to in

this docket to assure Staff that all direct and overhead costs

are applied to the affiliate only services.

VI. CONCLUSION
SWBT provided a straight forward tvelve step process that

vould govern future audits of affiliate transactions. This
process vas adopted as part of the stipulation with Staff snd 0OPC
in this docket.® The cornarstone to the twelve steps involves




in-depth discussions between SWBT managers responsible for

affiliate transaction oversight and Staff. These types of
meetings will ensure that Staff has the latest FCC guidelines and
SWBT audit trail data. The review of this data will allow the

staff to determine if SWBT is in compliance with the FCC’s

company. 2) Reports containing the revenue and/or expense of
purchases from and sales to affiliates, by affiliate, for the
test period will be provided. 3) Review of existing FCC
affiliate transaction rules with emphasis on any significant
changes since the last audit with the opportunity for direct
interview by Staff of Company subject mater experts. This review
will include an overview of what constitutes audit compliance of
sales of services to affiliates. Purchases of services from
affiliates will be outlined by type of affiliate: i.e., cost
allocation, prevailing price, etc. 4) Review with Staff of the
following sections of the CAM -~ a. Section IV - Chart of
Affiliates, b. Section V - Transactions with Affiliates. §5)
Review any significant operational changes to the purchase or
sale of services to affiliates since the last audit. 6} Provide
coples of any SWBT compliance review of purchases from affiliates
conducted during the test period. SWBT agrees to perform and
provide compliance reviews for its transactions with Southwestern
Bell Communications (SBC). 7) Provide a copies of any SWBT
internal audits of affiliate transactions conducted during the
test period. SWBT affiliate services group will coordinate with
the SBC internal audit group to schedule timely audits of SBC and
Yellow Pages prior to the next complaint case. 8) Provide the
cost/price worksheets for sales of services to affiliates for the
teat period (to include incremental unit cost, fully distributed
cost and price for each billing element. 9) Respond to specific
questions concerning tariff sales or prevailing price sale to
affiliates, with the understanding that affiliate companies
receive tariffed and prevailing price ssrvices under the sarme
terns and conditions as similar non-affiliated companies. 10)
Present to Staff auditors an overview of the audit trail for
purchases fron the rajor affilistes (SBC, Yellow P ., Telecon,
Robile Systems.) The audit trail for the major atfiliates will
incilude tinme reporting, as sgpropriate, cost allocation,
prevailing price review, ete. 11) Presemt to Staff auditors an
overview of cales to tha major affillates. The sudit trail will
include cost studies overview, geicing, billing, ete. 12)

t sodit tmtil protvess gQuestion that

Araver axy resaining isstamt
staff say have.
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it"the Commission deciﬁeé that it needs to amend its current

' af!i;iate transaction rules, it can not impose such amendments on

SWBT only.

Staff’s proposal to amend the affiliate transaction

rules should be done either through a rulemaking or through an

informal industrywide setting.

I hereby certify that cop

served to all parties on the attached Service List by first-class

poatage prepaid, U.8. Mail.

Dated at $t. Louis, Wiesouri, the 2nd day of March, 199S.

Respectifully submitted,

SOUTHWRSTERN BELL TELEPHONE COMPANY

By

. JR.
KATHERINW C. SWALLER
DIANA J. HARTER

Attorneys for

Southwestern Bell Telephone Company
100 N. Tucker, Room 630

St. Louis, Missouri 63101-1976
(314) 247-828)

ies of the foregoing document were
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