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PREFACE

This joint audit report on the affiliate transactions of Southwestern Bell Telephone
Company (SWBT) is a historical milestone. This is the first truly joint audit of a
Regiona! Bell Operating Company (RBOC) in which the audit team was staffed by
auditors from the state commissions in every jurisdiction in which the company provides
telephone service and also by auditors from the Federal Communications Commission

(FCC).

The concept for performing these joint audits was conceived by the National
Association of Regulatory Utility Commissioners (NARUC) Staff Subcommittee on
Accounts and adopted by the NARUC Committee on Finance and Technology on
November 13, 1991. The FCC and the five state regulatory agencies within SWBT's
territory are supportive of the joint audits.

Efforts to organize and solicit auditors to participate in this joint audit began on June 29,
1982. Communication regarding a protective agreement began in July 1992 and a
protective agreement was signed by a representative of SWBT on April 19, 1993. The
audit team commenced the audit fiald work on May 17, 1993 in St. Louis, Missouri and
completed its audit work and draft report on December 9, 1993. SWBT agreed to
reimburse up to $75,000 for travel expenses incurmed by the state auditors. The audit team
spent less than $25,000 for travel expenses in this project.

During the course of this project many concems and issues were raised by all the parties
Invoived in this undertaking. These concerns and issuss were rescived in a professional
manner, even though at times they appeared edious, compiex, delicate and required a
considerable amount of time. Al parties acted in good faith and were willing to
compromise for the succsesiul compistion of this project.

To accomplish & project of this magnitude R is necesssry that the audit manager in conoent
with alt imerested reguintory agencies define clearly the auxit scope, set misetones,
Monior progress, and communicaie efiecively with all parlies concemed and, in particular,
with ol members of the aud team. in addiion, R s necesesry 0 Oganize a
comnissioners’ oversight commilies which wil overses the administralion of the project,
a logel ¢ which will address the lagal ssuse thet asise, and a policy view group
which willl review il policy Bouss 10 enture consistency with e reguilatory posiions and
operalions of each regulsiory agenty andior sialt. In tis audit, all of the above slements

wate in plass.

The joint st o members hawe condiaties Sul Wis auill was an efleciive and eficiont
weers of conticing & g scale audkt. Civem $m vishillly and succees of this joint audk,
e Sk Wam balisves that in The A0 P w00 of joint audiis Should be considersd in
atiosuing BEUSe commn % each of 0 gty juisdiclions.




Richard C. Na¢
‘Genaral Attorhey

May 3, 1994

RE: FPCC-State Joint Audit Report of Southwestern Bell

Southwestern Bell Telephone Company makes no
proprietary or confidential claim with regard to any of
the information contained in the FCC-State Joint Audit
Report or the Joint Audit Team’s Reply Comments.
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JOINT AUDIT REPORT

1. This report is the product of a joint audit team comprised of auditors from the
regulatory commissions of the states of Arkansas, Kansas, Missouri, Oklahoma, and Texas
and auditors from the Federal Communications Commission (FCC). It covers the results
of the examination of affiliate transactions at Southwestern Bell Telephone Company
(SWBT). SWBT is the telephone subsidiary of Southwestern Bell Corporation (SBC), one
of the seven regional telephone holding companies created at the divestiture of AT&T on
January 1, 1984, SBC is headquartered in San Antonio, Texas and as of December 31,
1992 employed approximately 60,000 people, had more than $10 billion in operating
revenues, and approximately $24 billion in assets. SBC provides telephone service, sales
of customer premises equipment, yellow page advertising, printing and distribution of
telsphone directories, wireless communications services, and has investments in several
international operations, through many subsidiary companies. Affiliate transactions cover
the provision of services and sales of assets between and among sister companies of an
affiliated group such as SBC.

2.  The objective of this examination of affliate transactions was, (i) to determine
compliance with the affiliate transactions standards and, (i) 1o ensure that the telephone
ratepayers had not been adversely affected by potential cross-subsidies flowing to
nonreguiated affiliates as a result of noncompliance with these standards. Cross-subsidies
could flow to the nonreguiated affilistes in the form of overcharges to the telephone
company. Convensely, cross-subsidies could flow 10 the nonveguiasted afiliates in the form
of undercharges by the telephone company. The FCC recognized that transactions with
affillates may not be conducted st asm's length, therelore, R instituted accounting
safeguards (costing standards) 10 protect the telephons ratepayers. Theee accounting
safeguards were sstablished in CC Dociket 88-111, Report and Order, released February
8, 1087, and are contained in the Uniform System of Accounts (USOA) Section 32.27
Transactions with Aflilates and Section 64.901 Allocaion of Costs. The audit team
Wmmmummmnmum

of any tranegression on the telephone ratepayers. The sxamination covered the period
1900 1962 and Included reviews of policies and procechures and ests of selected

of 1he jurndicions Mmay inpect S determiration of 9 exient ©© which alliiete ransactions
vl Do cormiioved just and reasonahie Ry SRS saleernbing pUPEEees. The sudht team did
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not review the affiliate transactions for compliance with other applicable standards, if any,
and expresses no opinion on compliance with such standards.

4, From the audit work performed, the audit team concludes that the affiliates’
dealings with SWBT are not in full compliance with the affiliate transactions standards and,
depending on SWBT's eamings and the regulatory process in each ragulatory jurisdiction,
the telaphone ratepayers may have been burdened by a potential $93.7 million in excass
costs resulting from transactions with two of its affiliates: Southwestern Bell Corporation
(SBC), the parent company, and Southwestern Bell Asset Management, Inc. (AMI), the
real estate affiliate. In addition, the dollar impact resulting from the lack of support for time
reporting by SBC cannot be determined. Because of differences in the reguiatory process
in each jurisdiction, the audit team has chosen not to make any recommendations in this
report. Each jurisdiction may take steps as deemed appropriate.

5. The opinions and conclusions stated in this repont are those of the audit team
and not necessarily those of the individual regulatory commissions participating in this
audit. This report has not been presented to the individual regulatory commissions for
approval as to the accuracy of the statements contained herein. Authorization to publish
this report does not constitute an exprass or implied decision by the individual regulatory
commissions on any of the issues raised by this report.

6. The audit team's conclusions related to SBC, totaling $92.4 miillion, include:

Forthomwmmmmmnmdwsacwmancuymnm
allocate its costs to its subsidiaries is driven by survey time studies. The audit team was
not provided and could not review the adequacy of the results of the survey time studies
for the audit period 1969 - 1992. Conssquently, the audit team could not determine the
reasonableness of SBC's expenses charged 10 SWBT. The audit team was toid by a
representative of SBC that at one me four-wesk survey ¥me studies wers mades, but that
none are curnently available. Section 32.12(b) of the Uniform System of Accounts for
Telscommunications Companies requires, in part, that "....[he detall records shall be filed
in such manner as 10 be readily accessibie for examination by representatives of this

Commission™.

(®) oomost macketiog slocaior. SOC allocates Rs indirect marketing

costs (thoee costs that cannct be assigned 1 a subsidiary) by the use of a
masiating allocetor derived fom the sum of direclly-assigned marketing costs o ks
subeidieries as wel a8 the direct masketing costs incurred by those subsidiaries. This
praciicos is At in conlonmance wilh o reguisiory sterderds and procedurss or the
ol joirt and common cosls which mgulre, “...al cosls that can be

apporionsd on the basis of dFect SESigPReRt Or CON CEuSREOREl SINSION MBAsUreSs 10
9 80 appUioned. Rusitusl mphaing oxponses will e dvided butwesn egulated and

—
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nonregulated activities based on the ratio of the directly assigned and attributable costs”.
CC Docket 86-111, Report and Order, at paragraph 190. The audit team interprets this
rule to mean that only the costs directly assigned and attributed, if any, to the various
subsidiaries by the apportioning company shouicd be included in the computation of the
marketing allocator. The effect of SBC's misinterpretation of the rule was an additional
allocation of $30.2 miltion of marketing expenses to SWBT for the years 1988 - 1992,
These expenses were then recorded in SWBT's books of record.

(). Improper ganeral allocator, In the development of the general
allocator, SBC excludes the costs that it directly assigns to the stockholders. The audit
team believes that this practice is contrary to regulatory costing standards (Section 64.901
Allocation of Costs), which require that the general allocator be computed by using the
ratio of all expenses directly assigned or attributed to activities or subsidiaries, including
costs assigned 1o the stockholders. The exclusion of the costs apportioned to the
stockholders from the computation of the general allocator generated an additional $62.2
million of costs allocated to SWBT for the years 1989 - 1992. These costs were then
recorded in SWBT's books of record.

7. The audit teamn's conclusions related to AM, totaling $1.3 million, include:

Forthapedodlsas 1992 AMIbmdoﬁcasmtoSWBTumm Attwo
of these locations, Pinehollow in Houston, Texas and Centerpoint in Arlington, Texas, AMI
rented office spece 10 SWBT at fully distributed cost (FOC) when a prevailing market price
(PMP) rate had been established. At these two buikiings, more than 40% of the total
space was rented to nonafiisted third parties at an average price per square foot lower
than that charged to SWBT. This practice is contrary 10 the affikiate transactions rules
which require that rates no greater than PMP be charged and recorded in SWBT's
reguisied accounts when a substantial third-party market exists. The audit \eam estimates
the effect of this misinterpretation of the affliate transactions ruies to be higher rent

charges to SWBT of approximately $82,000 for the period 1909 - 1992.

(®). Ihacostof unocougind soome st the Hotel Majastic are charoad 1o
SWET. SBC, the parent company, has an agreament with the Hotel Majestic, in which AMI
has an ownership interent, whereby 40 roms re esrved 1or 4 days & woek for 42 weeks
and an acdiionsl 10 rooms are ressrved for 385 days for SBC's empioyess and guests at
$80 per day per room. mmmhmdﬂmm“m
llnd-:ht oearved rooms. ingiead, e Hotel Majsstic bils
eerved rooms. Thess chinges & then recorded by SWBT in
mmmmm The audit toarn conchudes that & portion of
was ost ®
“umdmmuaﬁuum Oversll, $he auakt Seam
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determined that approximately $776,000 in unoccupied room charges were billed to SWBT
during the period 1989 - 1992,

(c). e
1o SWRBT. When an SBC guesl who can be an emp!oyee of any afﬁllate of SBC mada tha
hotel reservations through Travel Services, which is a division of SWBT, the Hotel charged
the SBC guest $65 for weekdays and $49 per day on weekends. The difference between
the contract rate of $80 and the amount paid was charged to Travel Services and booked
in the regulated General and Administrative account. During the period 1989 - 1992, the
audit team determined that approximately $261,000 of these room rate differentials were
charged to SWBT. However, these rate differential bilings were discontinued in
September 1993 during the audit team's review. The audit team could not determine with
certainty how much of the above amount would have been appropriately charged to SWBT
because, again, the records maintained by the Hotel Majestic did not provide for
summaries of amounts charged to each affiliate.

(110 1%

(d). peken @
grevailing markat price (PMP), Thepmvaiﬂnﬂ weekendratoper roomdlaroedbythe
Hotel Majestic is $49 per day. The rate charged for the 10 rooms which are aiso reserved
for the weekend is $80 per day. This practice is contrary to the affiliate transactions rules
which require that SWBT record charges in its reguiated accounts at no greater than PMP.
when a substantial third-party market exists. The maximum potential effect of SWBT
recording charges in its reguisted accounts in excess of PMP for weekend rates during

1989 - 1992 is approximately $130,000.

8. In the course of this audit, the audit team noted another item unrelated to
compiiance with the affliete transactions standards. During the iater part of 1992 and early
1993, SBC corporate headquarters were relocaied from St. Louls, Missouri 1o San Antonio,
Texas. SBC booked & substantial accrual axpense 10 cover the cost of this move, of which
more than 50% was charged 10 SWET and recorded by SWET in its books of ecord. The
reascn given for this move was that SBC wanted 10 be closer 10 s growth market. As an
example, Southwestern Bell Mobile Systems, inc. (SBMS), the cefluler communications
company wih headouanes in Dafles, Texas, s one of the fastest-growing subsidiaries of
SBC. Ao, Telsionos de Mexico (Telmex), in which SBC, together with two other partners,
haide e controlling inlerest, is one of the warkfs telephons companies.
Firally, v Toxea Wiaphone aperations acoauedt for G0, of Gusiness. The ek
team doers thwt SEC hes Aot grovide! adequats fsstiioation (or thees cosls © be
slivwetie end recoverabis fom ¥ie Wiaphons ratepayers. Therfore, each furiediolion
Ay WA 10 Ge Sther CoOnIGRraion YO Yhis Pramer.

9. Tho audit e aleo reviewed the silocaions of ool by Southwesiom Bell

o SWET oy twe G iiuioe: Soumecaom ‘Wﬂ".?ﬂm
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and Southwestern Bell Mobile Systems, inc. (SBMS). TRIi provides, primarily, applications
research to SWBT. During the period under review, substantially more than 50% of its
total costs were billed to SWBT. Telscom sslis telephone sets, data communications
equipment, and related instailation, repair and maintenance services to SWBT. During the
period under review, a smalt amount of its total sales were to SWBT. SBMS salis cellular
telephone service and products to SWBT. During the period under review, a very small
amount of total SBMS revenue represented billings to SWBT. Based on the audit work
performed, nothing came to the attention of the audit team that would indicate that the
allocation of costs or the pricing and recording of the transactions charged by all three
affiliates were not in compliance with the applicable affiliate transactions standards.
Furthermore, nothing came to the attention of the audit team that would indicate that the
telephone ratepayers have been adversely affected by transactions between thase three
affiliates and SWBT for noncompliance with these standards.

10.  Overall, during the period 1989 - 1992, approximately $880 million were billed
by affiliates, excluding Belicore, to SWBT. The majority of these billings came from SBC,
Southwestern Bell Yellow Pages, inc.,, and TRl. The affiliates selected for testing
accounted for approximately 70% of total billings to SWBT in 1992, The audit team
considered, but did not select for audit, the transactions with the yeliow pages operations,
because these transactions have been, are, or will be audited separately by the five state

jurisdictions.

11.  in addition, the audit teamn reviewed the pricing of the services rendered by
SWBT 1o its affilistes. Exciuding tariffad services and the services rendered to Belicore,
SWBT billed approximately $129 million to its affiiates during the period under review.
These services were primarily of an administrative nature. The audit team selected and
tested the pricing of seven services which, together with the review of asset transfers,
representad approximately 85% of the total amount billed 10 affiliates in 1952. Based on
the audit work performed, nothing came 10 the atiention of the audit weam that would
indicate that SWEBT services provided 10 afiliates and aseets transierred 10 affiiates were
not accountad for in & Manner consigtent with the applicabls FCC afiiate transactions
standards. Funthermore, nothing came 10 the altention of the audt wsam that would
indicate that the elephons ratepayers have been adversely aflecied by transactions
betwesn SWEBT and allistes for noncompliance with $hees standards.

12. Inthe seleciion of areas 1or audlt, he audit Wees® Was Oarehsl a8 10 NOt CBLNS
audk duplicalion and 10 empioy A8 ecurces in the most eficient manner. The audit tsam
exciuded rom the audt universs Sanoeciions with Bell Communicaions Research, inc.

(Oalicore).  Belicore is e conval raseerch Organization of the seven regional Bell
opanaling comparies (RBOCe). SWET owns one-ssvenh (V/7) of Belicors. The audit
wam did aot consider for etk the servizes cendeed by Belicore ©© SWET, because thees

Saneacions were provicusly audited by a sapaaly [Dint audit team. As a result of that
SR, YN0 NPOrD wire Baued, one in Ocber 907 and The olher in Novermber 1902.
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team saw minimal opportunity for

d with SWBT. Thersfore,

| at arm's length. Finally, the

ervices rendered by SWBT to affiliates,
in any other customer. Therefore, the audit

to exist in this area.




‘believes that its affiliate t:amctim-f’_ar- in full
jance with the rcc’s affiliate 4

umm:l.ty (luqo dollar amounts) and areas where: i

for cross subsidies exist. The audit team notes that the six areas
selected for the mors focused audit enabled 100% of the services
randerad by SWBT to affiliates and approximately 70% of tha
sméc:l rendered by arffiliates to SWET to be examined by the joint
a sam,

In four of tha six areas chosen the audit team found there was
nothing to indicate that the transactions were not accounted for in
a manner consistent with the applicable FCC affiliate transaction
standards. swIT views this language as positive and accurate.

T™ha audit team however concluded that certain allocations from SBC
to SWET and certain transactions with AMI were, in their opinion,
inconsistent with the FCC’s affiliate tnmetioa rales.

In seversl areas the asudit team’s adverse oonclusions are
incorrect. The audit tesm has not reasomasbly in the PC
rules or fairly sxanined the issuss. For summple,




) v.:.i. “their
rior: tin gé;?dl are

interviews with 43 eaployess,
surprisingly ignores all of this relevant information and
that the survey tise study was the

Y argues u
hinge-pin of the entire system., This iz not correct or
reasonable.

Reaches Rrxxosecus Besults

result wvhersby SWBY, the largest SBC subsidiary, would

m&uaamm“hlmﬂntmmmto}m
wvhich clearly banafits SWEYT. The audit team




The audit team has reviewed SWBT's comments and continues to fully support its
findings and conclusions contained in the joint audit report on its review of affiliate
transactions at SWBT. The audit team believes that it was fair and objective in reaching
its conclusions. This is evident by the facts presented in the joint audit report, which
clearly demonstrate when the affiliate transactions with SWBT were in compliance with the
affiliate transactions standards and when they were not. Based on the conduct of this
audit, there is no indication that the concerns initially expressed about joint audits by
SWBT have materialized. Therefore, future joint audits should be encouraged.

SWBT claims that in several areas, the audit team's adverse conclusions are
incorrect and that the audit team has unreasonabiy interpreted the FCC rules or untfairly
examined the issues. The audit team takes exception to all SWBT allegations;
specifically, those allegations addressed herein. Silence regarding any SWBT assartion
shouid not be construed as acceptance.

The scope of this audit, agreed to by both SWBT and the audit team, clearly allows
for audit effort that goes further than the six stated areas reviewed by the joint audit team.
. Regardiess of this fact, the charge 10 SWBT by SBC for relocating SBC's corporate offices
from St. Louis, Missouri 10 San Antonio, Texas is clearly an affiliete transaction. The audit
team was neither critical nor treated this charge as a finding, contrary to SWBT's
comments on this issus. The audit team merely presenied the facts as the audit tearm: 20es
them. To imply that this work was done merely 0 generate an adverse finding is both

incorrect and totally unsupponed by the tacts.
B. IhaAuxii Team Did Not lgnome Baiswvect infocmation in Making Advaras
Bndinga

SWET claims the audit sam ignored a wealth of informesion and documentation
regarding Sme reportiing &t SBC. The audt eam comsidersd and examined all
documanigiion provicied by the company. R even employed alormalive audit procedures
in order 10 duiemmine whether the compulsiion of 1he cont allooaiors derdved from ime
reporing could somehow Do varilisd. The company could Aot produce elther the time
sdies uaed for e Sompuialion of hese Coot alicCEENS Or ARy 201t Of COMBIMPOrINEoUS
Ve record.  Accosiing W e company, e awilt e had 0 mely acospt the
SRPIOYONs’ vrbl StElrREnis St e BM0 AlDOIS WO COICE Wilhout any sont of

Exacutive Summavy fage 4




corroborative evidence. SWBT knows, or should know, the type of evidence that the
auditors ware seeking, but it did not provide such documentation.

SWBT notes “that the survey time studies are an insignificant element of SBC time
reporting, and used for the sole purpose of avaluating positions whose responsibilities
have changed.” The audit team strongly disagrees with this statement and believes that
time reporting is a significant element for allocating SBC's costs to its subsidiaries. SBC
performs labor intensive functions which could only be aliocated by accurate time
reporting. The absence of support for accurate time reporting could put in question all
costs allocated by SBC. The audit team finds SWBT's position contradictory to SBC's
newly revisad CAS Users' Guide wherein SBC establishes the following requirement:
"Each employee will be required to provide the support used in determining their Cost
Center Number (CCN) assignments and percentages. Managers may want to consider
conducting annual time studies which would be a strong means of support for CCN
assignments.” This revision supports the audit team’s conclusion.

SWBT implies that, because it is the largest subsidiary of SBC, it must benefit from
image advertising, presumably, in direct proportion to its relative size. The audit team was
not provided with documentation to support such claim. Furthermore, the audit team
strongly disagrees that image advertising benefits primarily the telephone company. On
the contrary, the audit eam believes that SWEBT affiliates would be the primary
beneficiaries of image advertising by association with SWBT, a company which has an
established reputation and which has besn in sxistence for a long time.

The sudit sam questionsd the formula used to allocate SBC's marketing costs
sinoe it is based on a combinasion of SBC directly incumed marketing costs and subsidiary
directly incurred marksting costs. This practice is diearly not in conlormance with the
aifiate transactions costing standards, which provide that only the allocating company's
incurred costs be included in the formwuia. This SBC sei-designed formula effects a
cdispropornionate assignment of marketing coets 10 SWET. Contrary 10 SWBT's position,
the audit seam belioves that SWET has misapplied the alRliale transactions rules.

The audit nem deagress with SWETs assertion that the costs retained by SBC
should be exciuded from e calculalion of the general aliocmior. The audit teants
conciusion on this iseue is based upon an apprapdale idestilicalion of the baneficiaries
of SBC's services. N is indlaputeble that We boraliis of cortain SBC activilies do not
S0CuS 1 any Subsidinien, including SWET. These aciivithe would incluts, among other
ups. S0C sppropeininly WINnG e CoNl, Sce B0 soNices are of benellt 1 its
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stockholders. In effect, SBC is direct charging such costs to itself. Therefore, these SBC
diract charges should be treated no differently than direct charges to SWBT or any other
subsidiary for purposes of aliocating residual costs. The audit team stands firm on this
issue and Inclusion of these costs in the computation of the general allocator is

appropriate.

In reference to the issues related to transactions with AMI, SWBT is apparantly in
agreement with the audit team's findings on the inappropriate practice of charging room
rate differentials at the Hotel Majestic to SWBT, since it discontinued this practice in
September of 1993, after the audit team brought this matter to the attention of the
company. However, the audit team is concemed that the Home Relocation Services
Agreement does not require authorization by SWBT's officials, since SBC authorized this
contract. The audit team considers this a serious matter having the potential of committing
SWBT to contractual agreements with any of its affiliates, without SWBT's authorization.
Finally, SWBT confuses the facts when it addresses the development of the general
allocator at AM|, instead of addressing the apportioning of rate base items to separate
lines of business.

The audit team’'s computations of tha effects ot the findings are not flawed. In
disagreeing with the audit team’s caicuisted amounts for the general allocator, SWBT
confuses rather than clarifies the situation. The audit report, for exampie, shows the
ceiculation both by year and in 10tal for the four year period. The audit team congiders this

ntation neither unusual nor srroneous. The total amount shown in the audit report

prese
is $82.2 miilion, rather than the $82.5 million in SWBT'S comments.

SWET daims that “jejven based on their srronecus computation, the 1992 amount

is only $22.2 mitiion.” Since the audit report clearty shows the 1992 amount to be $13.0
million, the audit sam is not avare of the source of SWBTS $22.2 million. SWBT

apparently calculated the 1962 amount differantly then the audit weam and then attributed
this different calculation 10 the audit leam. The audit isam's compuaation results in $13.0
milion as shown in the wpon and not $22.2 million as SWBT suggests.

SWET's cormpastion, "based on the audil tear's philosophy, resuiied in & reduction
of that allocation 10 only $37.6 milion.” SWET has understated the four yoar tw0tal by &
factor nearty a8 high a8 s overstmtement of e 1952 amount, discusesd above. Finally,
the audit emY's COPPUANEONS wIve based c» COMrpany Supplied dma.
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JOINT AUDIT REPORT
ON
REVIEW OF AFFILIATE TRANSACTIONS
AT
SOUTHWESTERN BELL TELEPHONE COMPANY

R EXECUTIVE SUMMARY

1. This report is the product of a joint audit team comprised of auditors from the
regulatory commissions of the states of Arkansas, Kansas, Missouri, Okiahoma, and Texas
and auditors from the Federal Communications Commission (FCC). it covers the resuits
of the examination of affiliate transactions at Southwestern Bell Telephone Company
(SWBT). SWBT is the telephone subsidiary of Southwestern Bell Corporation (SBC), one
~ of the seven regional telephone holding companies created at the divestiture of AT&T on

January 1, 1984, SBC is headquartered in San Antonio, Texas and as of Dacember 31,
1992 employed approximately 60,000 peopie, had more than $10 billion in operating
revenues, and approximately $24 bilion in assets. SBC provides telephone service, sales
of customer premises equipment, yellow page advertising, printing and distribution of
telephone directories, wirelgss communications services, and has investments in several
international operations, through many subsidiary companies. Affiliate transactions cover
the provision of services and sales of assets between and among sister companies of an
affiliated group such as SBC.

2. The objective of this examination of affiate transactions was, (i) to determine
compiiance with the affiliate transactions standards and, (i) t0 ensure that the telephone
ratepayers had not been adversely affected by potential cross-subsidies flowing to
nonreguiated affiiates 53 & resul of noncompliance with thess standards. Cross-subsidies
could flow to the nonreguiated affliates in the form of overcharges 10 the telephone
company. Conversely, cross-subsidies could Sow 10 the nonveguiated affilistes in the form
of undercharges by the telephone comparny. The FCC recognized that transactions with
affilistes may not be conducted at arm's length, therefore, R instihuted accounting
safeguards (costing standards) 10 protect the tsiephone ralepayers. These accounting
safeguards were sstablished in CC Dochet 88-111, Report and Order, released February
8, 1987, and are contained in the Unilorm System of Accounts (USOA) Section 32.27
Transactions with Afllistes and Saction 84.901 Allocstion of Costs. The audit team
Wmmmnmmmn”um

of any on the telephone ralipayers. The exammination coverad the period
1969 - 1 and included wviews of policiss and procethwes and teets of selected
Mﬂ““atmm

3 Forte pupose of i audit, e FCC's alliiane Sansaclions standards have
been YikaeY Ry v Sudiiors Of The Mgulitory agercies of e Thve SIENee having Juvisdiclion
over SWEBT. Honewer, other eguialions, YNNG, anr sElamaling standards in each
of e jusindicinns Sy Tpact e dutemirgien of the el 19 wlich alliale t-ansaclions
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will be considered just and reasonable for state ratemaking purposes. The audit team did

not review the affiliate transactions for compilance with other applicable standards, if any,
and expresses no opinion on compliance with such standards.

4, From the audit work performed, the audit team concludes that the affiliates’
dealings with SWBT are not in full compliance with the affiiate transactions standards and,
depending on SWBT's eamings and the regulatory process in each regulatory jurisdiction,
the telephone ratepayers may have been burdened by a potential $93.7 miliion in excess
costs resulting from transactions with two of its affiliates: Southwestern Bell Corporation
(SBC), the parent company, and Southwestern Bell Asset Management, inc. (AMI), the
real estate affiliate. In addition, the doliar impact resulting from the lack of support for time
reporting by SBC cannot be determined. Because of differences in the regulatory process
in each jurisdiction, the audit team has chosen not to make any recommendations in this
report. Each jurisdiction may take steps as deemed appropriate.

5. The opinions and conclusions stated in this report are those of the audit team
and not necessarily those of the individual regulatory commissions participating in this
audit. This report has not been presented to the individual regulatory commissions for
approval as to the accuracy of the statements contained hergin. Authorization to publish
this report does not constitute an express or implied decision by the individuai regulatory
commissions on any of the issues raised by this report.

6. The audit toam's conciusions related to SBC, totaling $92.4 million, include:

(a). D SUQ | '
For:nommmmmmmwsacnmmmm
silocate its costs 10 its subsidiaries is driven by survey time studies. The audit team was
not provided and could not review the adequacy of the results of the survey time studies
for the audit period 1989 - 1902. Consegquently, the audit teem could not determine the
reasonablenses of SBC's sxpenses charged 10 SWBT. The audt \sem wes toid by a
representative of SBC that &t one ime Iouwr-week survey time studiss were made, but that
nane are currently avallable. mnta@)dnmwumm

subsidierios as well as the dvect martsaiing costs incurmed by those

prachion is aot in conformance with ¥ regulstory and procedures for the
of joint and commen cosls which sequire, “...a costs that can be

appurioned on B beais of dhect assipgawent o COM CRESEIONE ARDUEDR MEESLIES 10

00 00 epporiionad. Rasidunl marduting) eupe wil be divided betwesn raguisted and

aonuguitind aciviins bassy on 1o witic of o Seclly aigned and avbutable costs”.
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CC Docket 86-111, Report and Order, at paragraph 180. The audit team interprets this
rule to mean that only the costs directly assignaed and attributed, if any, to the various
subsidiaries by the apportioning company should be included in the computation of the
marketing allocator. The effect of SBC's misinterpretation of the rule was an additional
allocation of $30.2 million of marketing expenses to SWBT for the years 1988 - 1992,
These expenses were then recorded in SWBT's books of record.

(c). lmproper ganaral allocator. In the development of the general
allocator, SBC excludes the costs that it directly assigns to the stockholders. The audit
team believes that this practice is contrary to regulatory costing standards (Section 64.901
Allocation of Costs), which require that the general allocator be computed by using the
ratio of all expenses directly assigned or attributed to activities or subsidiarigs, including
costs assigned to the stockholders. The exclusion of the costs apportioned to the
stockholders from the computation of the general allocator generated an additional $62.2
million of costs allocated to SWBT for the years 1989 - 1992. These costs were then

recordad in SWBT's books of record.
7. The audit team's conclusions related to AMI, totaling $1.3 million, include:

(a) e e . :
For the period 1989 - 1992.AMIlomdofﬁcaspmtoSWBTathmlomﬁons. Attwo
of these locations, Pinehollow in Houston, Texas and Centerpoint in Arlington, Texas, AMI
rented office space to SWBT at fully distributed cost (FDC) when a prevailing market price
(PMP) rate had been established. At these two buildings, more than 40% of the total
space was rented to nonaffiiated third parties at an average price per square foot lower
than that charged to SWBT. This practice is conirary to the affiliate transactions rules
which require that rates no grester than PMP be charged and recorded in SWBT's
reguiatad accounts when & substantial third-party market exists. The audit team estimates
the effect of this misinterpretation of the afiliate transactions rulés t0 be higher rent

charges to SWBT of approximately $62,000 for the period 1909 - 1982,

(v). Ibecostofuooccupiad foome atihe Hotel Meisstic ace charged to
SWRT, SBC, the perent company. has an agreament with the Halel Majestic, in which AMI
hae an ownership interest, whareby 40 rooms are reserved or 4 days & week for 42 weeks
and an ackiionad 10 rooms are reserved for 383 days for SBC's empioyees and guests at
$80 per day per room. hmﬂhmdﬂmﬂcwm
thoduru reserved rooms. ingtead, the Howt Majsstic bille
reserved rooms.  Theoe charges are then recorded by SWBT in
mmmmm The audkt tsam concludes that & poriion of

these could have been allocated by SBC 10 SWET, but could Aot determing with
specifichy much, because he Howl was not alNe 1 provide informetion
mumumwu and SWET. Owersll, e et toam

Wt approvisnetely $778.000 in unootupied room chages wee biled 1 SWBT
mhwtﬂ - 190
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(©). _ )
1o SWET. When an SBC guast. whoean beanemployeaofanyafﬁllate ot SBC mada the
hotef reservations through Trave! Services, which is a division of SWBT, the Hotel charged
the SBC guest $65 for weekdays and $49 per day on weekends. The difference between
the contract rate of $80 and the amount pald was charged to Travel Services and booked
in the regulated General and Administrative account. During the period 1989 - 1992, the
audit team determined that approximately $261,000 of these room rate differentials were
charged to SWBT. However, these rate differential billings were discontinued in
September 1993 during the audit team’s review. The audit team could not determine with
certainty how much of the above amount would have been appropriately charged to SWBT
because, again, the records maintained by the Hotel Majestic did not provide for
summaries of amounts charged to each affiliate.

(d).

j Tha prevallmg weakand rate per room eharged by the
Hotel Majsst;c is $49 per day. The rate charged for the 10 rooms which are also reserved
for the weekend is $80 per day. This practice is contrary to the affiliate transactions rules
which require that SWBT record charges in its regulated accounts at no greater than PMP
when a substantial thirg-party market exists. The maximum potential effect of SWBT
recording charges in its regulated accounts in excess of PMP for weekend rates during

1989 - 1992 is approximately $130,000.

8. In the course of this audit, the audit team noted another item unrelated to
compiiance with the affiiats transactions standards. During the later part of 1992 and early
1993, SBC corporate headquarters were relocated from St. Louis, Missowri to San Antonio,
Texas. SBC booked a substantial accrual axpense 10 cover the cost of this move, of which
more than 50% was charged 10 SWBT and recorded by SWBT in s books of record. The
reason given for this move wes that SBC wanted to be closer 1o its growth market. As an
example, Southwestern Belt Mobile Systems, Inc. (SBMS), the cellular communications
company with headquaners in Delles, Texas, is one of the tastest-growing subsiiiaries of
SBC. Also, Telslonos de Medco (Teimex), in which SBC, jogether with two other partners,
hoids a controlling interest, is one of the workls tastest-growing telephone companies.
Finally, the Texas telephone operations account for 80% of SWEBT's business. The audit
team deems that SBC has not provided sdequate justificstion for thess costs 10 be
aliowable and recoverabie from the telephone ratepayers. Therefore, sach juriediction
may want 10 give Rurther congiieralion 10 this maier.

9.  The sl wam alno reviswod the allocations of costs by Southwestern Beli
Technology Resouwrose, Inc. and the pricing of products soid and services ndered
© SWET by o other afliases: Buell Telocommumications, inc. (Telecom),
and Southwesiom Bell Mobils Systome, e (SBMS). TR providies, primarlly, applications
reooerch 1o SWET. " wnder rovipw, subsastigly more than S0% of s
w0l coms wem biled © . Tolsoom sulls Wisghone sets, date communications
oQuipment, and ey insaiistion, speir &nd IEFRSARRCS SONVES 15 SWET. he
posiog under revine, & sall amount of s SN saiee wew 1 SWET. SBMS sells
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telephone service and products to SWBT. During the period under review, a very small
amount of total SBMS revenue represented billings to SWBT. Based on the audit work
performed, nothing came to the attention of the audit team that would indicate that the
allocation of costs or the pricing and recording of the transactions charged by ali three
affillates were not in compliance with the applicable affiliate transactions standards.
Furthermore, nothing came to the attention of the audit team that would indicate that the
telephone ratepayers have been adversely affected by transactions between these three
affiliates and SWBT for noncompliance with these standards.

10.  Overall, during the period 1989 - 1992, approximately $880 million were billed
by affiliates, excluding Belicore, to SWBT. The majority of these billings came from SBC,
Southwestern Bell Yeliow Pages, Inc., and TRI. The affiliates selected for testing
accounted for approximately 70% of total billings to SWBT in 1992, The audit team
considered, but did not select for audit, the transactions with the yellow pages operations,
because these transactions have been, are, or will be audited separately by the five state

jurisdictions.

11.  in addition, the audit team reviewed the pricing of the services rendered by
SWBT to its affiliates. Excluding tariffed services and the services rendered to Bellcore,
SWBET billed approximately $129 million to its affiéates during the period under review.
These services were primarily of an administrative nature. The audit team selected and
tested the pricing of seven services which, together with the review of asset transfers,
represented approximately 65% of the toial amount billed to affilistes in 1992. Based on
the audit work performed, nothing came to the attention of the audit team that would
indicate that SWBT services provided to affiisies and aseets transierred to affiliates were
not accounted for in a manner consistent with the applicable FCC affiliate transactions
standards. Furthermore, nothing came 10 the attention of the audit team that would
indicate that the telephone ratepayers have been adversely aflecied by transactions
between SWBT and affilistes for noncompliance with theee standerds.

12. Inthe selection of arses for audit, the audR Wwam was carehul a8 t0 NOt CaLeS
audit duplication and 10 empioy s rescurcis in the most elficient manner. The audit team
oxmmmmmmmummmm
(Belicore). Belicore is the central resoarch organization of the seven regional Bell
operating companies (RBOCs). SWBT owns one-ssventh (1/7) of Belicore. The sudit
team did not consider for audit the servicso rendared by Belicors 10 SWET, because thees
transactions were proviously suciied Dy & separate ot i Weam. As & result of that
aUdit, two reporns were lssusd, one In October 1981 and the other In November 1902,
Services rendered by SWBT 10 Belicore during the peviod 1800 - 1902 were $52 million.
The aucik wam aiso enciuted 1heee coNS from i aud universe. The team saw minimal
rigk for subuicies as Mo Than six-esvenits (IV7) of e cosls would be moovered from
he other gional MM:‘“*W Thevslore,
e sudh e vivwed VERaUons & having Sooed &t arm'y z
audit wem entieded SO B wviow trifled senvices mndend by ®
mmﬂuanu.M Thomtiors, he audht

—————
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team saw minimal opportunity tor cross-subsidy to exist in this area.

i INTRODUCTION

13.  Southwestern Bell Corporation (SBC) is one of the seven regional telephone
holding companies created at the divestiture of AT&T on January 1, 1984. SBC is
headquartered in San Antonio, Texas and as of December 31, 1992 employed
approximately 60,000 people, had more than $10 billion in operating revenues, and
approximately $24 billion in assets. SBC's main lines of business are: Network Services
and Equipment, Advertising and Publishing, International Operations, Wireless
Communications, and Support Services.

14, Network Services and Equipment is comprised primarily by Southwestern
Bell Telephone Company (SWBT), the largest subsidiary, and Southwestern Bell
Telecommunications, Inc. (Telecom). SWBT provides telephone service in the states of
Arkansas, Kansas, Missouri, Oklahoma, and Texas. Telecom provides complex digital
PBX systems and data communications systems to businesses operating within the five
states indicated above and consumer telephones throughout the United States and in 39
foreign countries. Other subsidiaries included in this kine of business provide voice
messaging services,

15. Advertising and Publishing is comprised primarily by Southwestem Bell
Yellow Pages, inc.,, Southwestern Beill Printing Company, and Southwestemn Bell
Publications, inc. Through these subsidiaries, SBC sells yellow pages advertisements.
it also publishes and prints yellow and white page directories for SWBT as well as 269
directories for GTE. In February 1983, the commercial printing division of Southwestem

Bell Printing Company was soid.

168. ntemational Operations consists of Southwastern Bell international Holdings
Corporation (SBiH). Through this subsiciary, SBC owns cable companies in the United
Kingdom, where R provides both cable TV and telephone servics, and interests in cable
TV and direciories in larasl and Austrniia. SBIH and two other partners, Grupo Carso and
France Telscom, have a controling interest in Telslonos de Mexico (Telimex), one of the

world's fastest-growing telephone companies.

17. Wirsloss Commwunicutions is comprieed of Southwestern Bell Mobile
Systems, Inc. (SBMS), Southwestem Bell Personal Communioations, inc. (SBPC), and
Metromedia Paging Services which was sold in mid-1903.  These subsidiaries provide
cellular Waphone servics and are euperimenting with a new technology, personal
COMMUNICAIIONS SOVices, and pockut phones in Houston, Texas.

18. Suppont Services 8 of many COMPanos it provide, primarly
m,.:um SUC. I afiiion » S8C, 9 :‘r
diasins within o Suuts Dol Tochunincy Resos |
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while AMI provides real estate services and maintains a portfolio of real estate
investments.

19. SBC and the other regionai telephone holding companies are very dynamic
companies and look 10 acquire businessas which are best suited for their industry.
Recently, some of them have either invested in or have made announcements for outright
merger with companies in cable TV and entertainment industries. In February 1993, SBC
announced the purchase of two cable TV franchises from Hauser Communications in the
Washington D.C.-Virginia area for $650 million. SBC plans to provide both cable TV and
telephone service through these two franchises. In December 1993, SBC announced a
joint venture with Cox Cable Communications. Current rules forbid telephone companies
from providing television programming in their telephone service territories, but these
restrictions do not apply outside their service territories.

. OVERALL OBJECTIVE

20. The audit team'’s objective was to raview transactions between SWBT and
its affiliates. Specificaily, the audit team sought: (i) to determine compliance with the
affiliate transactions standards; and, (if) to ensure that the telephone ratepayers werse not
adversely affected by potential cross-subsidies flowing to affiliates as a result of
noncompliance with these standards. Cross-subsidies could flow to the nonregulated
affiliates in the form of overcharges to the telephone company. Conversely, cross-
subsidies couki flow to the nonreguiated affiiates in the form of undercharges by the
telephone company. The Federal Communications Commission (FCC) has instituted
accounting sadeguards 10 protect the tsiephone ratepayers. These safeguards
are explained below. The audh team focused primarlly on 1982 activities. However, to the
oxtent that there were any infracticns of theee standards, the audit team computed the
potential effect of theee infractions on the tslephone ratepayers for the entire audit period
1989 - 1992. In addiion, the audk wwam did not preciude the possibie sxpansion of the
scope of this audkt remsliing from information, related 1o affiiste transactions, which came

10 ks attention during this audit.

V. AFFILIATE TRANSACTIONS STANDARDS

21. The affliste Yaneactions standerds used in this audit are contained in the
Unitorrn System of Accounts (USOA) Section 32.27 Transactions with Affiates and
Saction §4.901 Alocsion of Costs. Theee accouniing safeguands were established by the
FCC in Dociat 88-111 Sepasation of Coste of Regulated Telephone Service rom Costs

of Norwaguisied Activiies.

" hhmdﬂuﬂ.hmnmmm

beon Villnt by o auiters of S mguisry agencins of the Sve SIS having jstediclion
over SAEIT. Howewer, oiher saguiniions. SHEASS., andier rasemaiing standards in each
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'Tha audit team did

not roviow the amlm:tranaactions for compliance with othe icable standards, if any,
and expresses no opinion on compliance with such standards.

23. In accordance with these standards, assets soid by a regulated telephone
company to an affiliate should be recorded in the regulated accounts at the taritfed rate or
pravailing market price (PMP) offered to the general public, as appiicable. In the absence
of a tariffed rate or PMP, the revenue from the saie of assets should be recorded in the
reguiated accounts at the higher of fair market value or net book value.

24. Assets sold by an affiliate to a regulated telephone company should be
recorded in the regulated accounts at the PMP offered to the general public, if available.
in the absence of a tariffed rate or PMP, the assets should be recorded in the regulated
accounts at the lower of fair market value or cost less all valuation reserves.

25. Services sold by a reguiatad telephone company to an affiliate should be
recorded in the regulated accounts at the tariffed rate or PMP, if available. In the absence
of a tariffed rate or PMP, the revenue from the sale of the services should be recorded in
the regulated accounis at fully distributed cost (FDC), which includes a return on
investment (ROI) at the authorized interstate rate. This rate was 12% in 1989 and 1990,
11.25%in 1991 and 1892. The states adjust this rate to their authorized rate of retum in

their state ratemaking process.

26. Setvices 20id by an affiiate to a reguiasted telephone company should be
recorded in the reguisted accounts at the market rate, if the same services are also
substantially soid t0 the general public. In the absence of a market rate, the services
shoulid be recorded in the reguiated accounts st FDC.,

27.  Fully distriuted cost (FOC) shouid be determined as follows:
a Costs shoukd be directly assigned whenever possible.

b Al other costs are deemad % be cormmon costs. There are three
types 0f COMMON COMS:

. Couts where the coust causer 0o be diveclly identiied. These
couts should be alivoased on the basis of disect analysis.

- Coute wher direct arviysis |8 At possitie should b9 alloosied
on e basis of some indirect Mmethod of Cost CRuSENOn.

. ~~muﬂ.~?‘.-ﬁlm
*.“’:mﬂ
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. axigts 3 ratepayers have been __tdanod. Therefora, in an audt of affiliate

mﬂ:tiom. omnnﬂﬁrﬂandm&epﬁdngpmﬁmandmmmmaﬁ!m
rendering the service and then one must review the accounting practices for recording
these transactions at the telephone company.
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V. COMPANIES EXAMINED

30. The following tables present the amounts billed by affiliates to SWBT and by
SWBT to affiliates for the services rendered, products purchased, or assets sold during the

period 1889 - 1992:

(in millions)

SBC (Parent Company)

SWB Yellow Pages, inc.

Media, Inc.

SWB Technology Resources, Inc.

SWB Asset Management, Inc.

SWB Telecom, Inc.

SWB Mobiie Systemns, Inc.

SWB Intematic

i|‘ ol ® :—El..

SV PTIRN L OMDM

DYV EMRIINNeS, INC

. LOUIS HMOERT LNk

Towd

E o jo jo jlo o lo |

The 10tel amounts billed by afllistes 10 SWBT for the yoars 1909 - 1962 was $880

rnilion.
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Billed by SWEBT to
(in millions)

SBC (Parent Company)

SWB Yellow Pages, inc.

SWB Telecom, inc.

SWB Publications, inc.

SWB Technology Resources, Inc.

SWB International Holdings Corp.

SWB Mobile Systems, inc.

SwB ﬁadevelopmant Corporation

Metromedia Paging Services, Inc.
B Printing Compe
Bi DeveloDme DIPOratio

b
. .
m
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The total amounts billed by SWBT 10 afiliates for the yeers 1909 - 1992 was $128.6
mikion.

Goup
tranaacions 1 and from service subsidissies of the Paent Company %M
mmmma—-mwamm
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32. The audit toam decidad to audit the services: by SWBT to affiliates
and the services rendered by the foliowing affliiates to SWBT: Southwestern Ball
Corporation (SBC), the parent company organization; western Bell Tachnology
Resources, inc. (TRI), the research subsidiary; Southwestern Bell Asset Managemant, Inc.

(AMI), the real estate subsidiary; Southwestern Bell Telecommunications, inc. (Telecom),
the terminal equipment or customer premises equipment subsidiary; and, Southwestern
Bell Mobile Systems, Inc. (SBMS), the cellular services company. By making this
selaction, 100% of the services rendered by SWBT to affiliates and approximately 70% ot
the services rendered by affiliates to SWBT were subject to examination by the joint audit
team. The criteria employed by the team in making its selection was materiality (large
dollar amounts) and areas where the potential for cross-subsidies might exist.

33. The audit team exciuded from its review tarified services rendered by SWBT
to affiliates, because SWBT treated affiliates no different than any other customer,
Therefore, the audit team saw minimal risk for cross-subsidy to exist in this area.
Transactions with Bell Communications Research, inc. (Belicore) aiso were not considered
for review by the audit team. Belicore is the central research organization of the seven
regional Beli telephone companies. SWBT owns one-seventh (1/7) of Bellcore. The
services rendered by Bellcore to SWBT were previously audited by a separate joint audit
team and the reports were issued in October 1991 and Novamber 1992, Saervices
rendered by SWBT to Belicore during the period 1989 - 1992 amounted to $62 million.
The audit tean aleo exchuded these cogls from its audit universe, since it saw minimal risk
for subsidies as more than six-sevenths (6/7) of these costs would be recovered from the
other regional telephone companies, which are not affiisted with SWBT. Thersfore, the
audit team viewed these transactions as having occurred at arm's length. Finaily, the audit
team considered, but did not select for audit, the yellow pages operations of SWBT which
were, are, of will be audited by each of the five stale jurisdictions.

34. Detailed accounts of the examination of the alliiate transactions selected for
audit follow.

approviesately 300 and has ¥ hondguaners i» San Astonio, Texss. During the
audit pariod, 1909 - SBC wosversd ©0 bulk of iis couls om gloven sutmidiarniee,
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38. The ob}octm of this audit segment was to determine compliance with the
affiliate transactions standards and to ensure that the telephone ratepayers had not been
adversely affected by potential cross-subsidies which couid flow to the nonregulated
affiiates in the form of overcharges to some, undercharges to others, or misaliocation of
costs. The audit team's testing inciuded a review of accounting records, company
procedures and interviews of employees to determine that their time was being charged
to the appropriate cost center. From the audit work performed, the audit team concludes
that SBC's allocations of costs to SWBT are not in full compliance with the affiliate
transactions standards and that depending on SWBT's earnings and the regulatory
process in each regulatory jurisdiction, the potential exists that the ratepayers may have
been burdened by $92.4 million in excess cost allocations by SBC. In addition, the dollar
impact rasulting from the lack of support for time reporting cannot be determined. This
conclusion is drawn from the facts below.

37. First, SBC has no supporting documentation for time charging by its
employees. SBC's Cost Allocation Systam (CAS) is primarily driven by its employees' time
charges which are based on four-week survey time studies. For the audit period 1989 -
1892, neither historical time studies nor any contemporaneous time records exist to
support the accuracy of SBC's cost aliocations to subsidiaries. Because of this lack of
documentation, it is impossible to determing if SBC's charges to its subsidiaries are
correct. This is not in compliance with both the nules, which require that detailed records
be maintained [USOA Section 32.12(b}], and SBC's policy and procedures.

38. Second, sacnmmwopumm SBC allocates
Indirgct marketing costs based on an alocator comprised of directly-charged marketing
costs incurmed by itesit and directly-incurmed marketing costs of sach subsidiary. In 1992,
thers were no net direct-charged markating costs to SWHT, yet SWBT was stil allocated
mmannumummm-mumuz
million. This practice i not in conformance with reguistory standards for the
apportionment of joint and common Ccosts which require "...al costs that can be
apporionsd on the basis of direct assignment or CoNt Causational attribution Measures 1o
be 20 apportioned. Residual marketing axpsness will be divided between reguiated and
nonreguisted aciviies baned on the ralio of the direclly assigned and attributable costs.”
CC Dockat 88-111, Report and Ordier, relsased February 8, 1987, at paragraph 190. The
audit 'eam interprats this rule 10 mean that only the comis directly aseigned and
sttributable, ¥ any, incurred by the spponioning company should be included in the
computalion of the masheting allocaior. The effect of this misimterpratation of the nies by
MhmMMdMﬂudmmhmuu
yoars 1900 - 1952. These expanass were then recoried in books of record,

3. Thixt, SBC is uaing an improper genensl aliocaitr. SBC aliocetes s Costs
ueing direct assignment, indbect albBulion and e balance by means of a general
siloosior. The gonevel allocaier is based on $he pRpeTion of 1hoes Coste alveady disclly
amigned or alloosnd and I appiied 1 e reuidusl couts. SBEC renine {drectly assigne
1 W0 Stochioiters) approimassly ¥7% of e Al incusved COsie, YNt & doss Aot inchade
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them in-its caleulation_ 1 .__éeneral allocator. As are .ha'ganeral allocator |

overasuignad approximately $62.2 million of SBC expenses BT for the ysars 1988
-1892. These costs were then recorded in SWBT's books of racord. This practice is not

in conformance with the rules, Section 64.901 Allocation of Costs.

40. In the course of this audit, the audit team noted another item unrelated to
compliance with the affiliate transactions standards. In iate 1992 and early 1993, SBC
relocated its corporate headquarters from St. Louis, Missouri to San Antonio, Texas. A
substantial expense accrual was booked in September 1992 to cover the anticipated cost
of the move. SWBT was allocated more than 50% of that amount, which was recorded in
SWBT's books of record. The reason given for this move was that SBC wanted to be
closer to its growth markets. As an example, Southwestern Beli Mobile Systems, inc., the
celiuiar communications company, with headquarters in Dallas, Texas, is one of the
fastest-growing subsidiaries of SBC. Also, Telefonos de Mexico (Telmex) in which SBC,
together with two other partners, holds a controlling interest, is one of the worids fastest-
growing telephone companies. Finally, the Texas telephone operations account for 60%
of SWBT's business. The audit team deems that SBC has not provided adequate
justification for these costs to be allowabie and recoverable from the telephone ratepayers.
Therefore, each jurisdiction may want to give further considaration to this matter.

Background

41. The Southwestemn Bell Corporation parent organization was created at
divestiture in 1984 0 provide strategic and financial management for both its existing and
future subsidiaries. SBC aiso seeks new business opportunities and diversification of
investments to safeguard the interests of the stockhoiders. The SBC parent company

organization is headquanered in San Antonio, Texas and employs approximately 500
people. Prior 10 December 1992, SBC wes located in St. Louls, Missour.

During the audi period, 1983 - 1952, the main SBC operating subsidiaries
wmammmm

Southwestern Dell Talephone Company (SWBT)
Southwestern Bell Yellow Pages, inc. (SBYP)

Mast Advertising & Pubilishing, inc.
Southwesteom: Bell Telecommunioations, Inc. (Telecom)
Southwestom Bell Mobile Syatems, inc. (SBMS)

Mmm Permeny Quit Priring Compeny)

Southwostorn Bell Publications, .

Sousweten Dall Aoent e,

Scuthwestorn Dol hivrsations Compomtion {9000
Souieneitwr Deb Trtaspiane, Wi.
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43. Over the foﬁr year period 1988 - 1992, SBC redo&ared its costs from the
above subsidiaries in the following amounts:

{in millions)

Total SBC Costs

Billings to Subsidiarigs:
SWB Telephone Company *
SWEB Yellow Pages, Inc. **
Mast Advertigsing & Publishing, Inc.**
SWB Telecom, inc.
SWE Mobile Systems, inc.
Metromedia Paging Services, inc.

SWE Printing Company
SWB Publications, Inc.
SWE Asset Manag nt, inC.

SWB Intemational Holdings Cory

Ve ETRBIPIee, inc.

AR LANSE SEIVICE SUDCERINNS

* Amourts do not agree with SBC aiocsions on ¥he schedule on page 10 of this
PO Detmabe that schackde inthaties relliooaiions fom service subsidianies, SWD
Fousdalion costs, iming and acoiusl SRoences.

*  Schkeidariss of SWS Pobiicatinns, ing. Susing 1988,
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The percentage figures in' the following table correspond to the dollar amounts in the
preceding table:

(Percent of Total)

All Figures In this Table
Are Percentage Amounts

Subsidiary Billed:
SW8 Telaphone Company
SWB Yellow Pages, Inc. *
Mast Advertising & Publishing, Inc.” 0 1.1 1.3 1.4
SWB Telecom, Inc. |
SWB Mobiie Systems, Inc.
Metromedia Paging Services, inc. 3.1 2.4 4.0 3.0
SWB Printing Company N4 8 8 1.0

Publications, inc.

lansgement, inc.

SWE

-

B imtemational Holdings Corp

SYWE CMEpee, e . .0

g . »
i ot . ..,..,,

.
AN SENCE

ne - Total D¢ g 81.7 83.8 83.3

Adal s el t ke B e )

Percs

* Subsidiaries of SWB Pubiications, inc. during 1988.

4.  The focus of our audit wes on SBC cont afioculions and, paricularty, those
oouls biled 10 90 iaphone company. Such couls saprasent the paviion of S8C's
which were fanded by o Tat: buends an appavent bom $he sbove
Foat, e il cous ncurned by e eat CPanged th over e 10U yoarm, Since,
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to

parant company or indirect

- Average Investment Factor
- Internal Audit Factor

- Average Employee Factor
- Marketing Factor

- General Factor

Objective

45. The objective of reviewing the transactions from SBC to SWBT was to
determine compliance with the affiiate transaction standards and to ensure that the
telephone ratepayers had not been adversely affected by potential cross-subsidies which
could flow to the nonreguiated affiiates in the form of underaliocations or no allocations
of SBC costs 10 the nonreguisted subsidiaries. in order to achieve this objective, the audit
team had the following specific major goels:

(s) Determine whether the Cost Allocation System (CAS) used by SBC to
recover costs from subsidiaries inherently disadvantages the regulated
ratepayer.

(®)  Determine whether the CAS had been implemented and was being followed

Determine whether the time reporting prooedures, the primary determinant
of many aloCaiors, werd reascnable and wem being followed.

Determing whather other aliocators could be implemented which more
clossly mirror benefils roceived by all subsidiaries.




internal and external audit reports. related to' SBC cost

We reconciied SBC's cost recovery summary provided in the survey audit to
the SBC 1992 General Ledger.

We reviewed the written procedures associated with SBC's Cost Allocation
System.

We interviewed 43 smployees to determine whether a time study had been
prepared and whether a cortemporaneous record existed to support SBC's
allocations.

We reviewed exception time reports to determine the extent to which
employees parform duties different from their regular duties.

We compeared deecriptions of functions (cost centers) and beneficiaries of
those functions (charging directions) 0 the work actualty performed by
selected employess.

We reviewed the cosis which were retained and absorbed by SBC's
stockholders.

We reviewed the marketing allocsior 10 delermine the reasonablensss 107
including costs direclly incurred by the subsidiaries in calculsting the
marketing factor 10 be used In the apportionment of SBC costs to these

We reviewed the general alloosior 10 dstenming reasonablenses for not
inchuding parent rstained costs in s development.




tha charglng diractions
ortance of the charging
en.an employee uses CD 01,

sts are drecﬂy charood to the tolophone company. The CAS is driven by surveys
: reporting by SBC's employees. Assignments of costs to both cost centers and
charging directions are based on periodic time studies of employees' actual work. For
exampie, in accordance with the CAS Users' Guide, when a new position is created or an
gxisting position changes materially, a four-week time study is required to be parformed.
Based on the results of this time study, an employee’s time is charged to both cost
center(s) and charging direction(s), using factors which will remain, virtually unchanged,
untif a new time study is performed. The CAS also provides for exception time reporting,
however, very litle was found to exist. The CAS does not have a retention period for time
studies and no time studies currently exist to support SBC cost allocations.

48. During the field work, the audit team inquired as to whether the supporting
documentation for the time studies existed and the audit team was toid than none were
maintained. The audit team interviewed 43 SBC empioyees in San Antonio, Texas, none
of whom could praduce the required four-week time study on which their current time
allocations were based. Section 32.12 (b) of the Unitform System of Accounts requires, in
pan, "...The detail records shall be filed in such manner as to be readily accessible for
examination by representatives of this Commission®. The effect of SBC's lack of
supporting documentation for time charging, which was ultimately reflected on SWBT's
books of accounts, could not be quantified because there was no historical or
contemporanecus record the audit team could use to verily that ime charges were
accuraie for the audkt period 1969 - 1982. Therefore, the dollar impact on the ratepayers
is iIndeterminable. Akhough all SBC smpioyees who were interviewed responded in the
affirmative that their actual tims charging was representative of their work effort, the audit
team, nonetheless, had no allemative but to either accept that claim wholly on faith or to

reject i

49. The lack of historical e studies is a fallure by SBC 10 follow both its imternal
procadures and Part 32 - Unilorm System of Accounts (USOA). SBC claims that st one
time the required time studiss were periormed. Alerwards, when & new empioyes was
transtemed In, the cost centerts) and charging dveciion(s) of Naher predecessor continued
since the funciion of the posiion did not During the course of the audit, an SBC
representaiive informed the audh sem that mcently made changes 1o the CAS which
should provide belter documentalion Kor Sime charging in the futurs. This reviesd CAS
manusl, dated Septamber 1903, wais /caived by $ axit Wam on November 18, 1993,
afer compiation of the field sasdit work.




‘cost centen -(CCN:NOandON) In addition to these direct cherges, the costs that have
been incurred for advertising and marketing support by each subsidiary are included for
the development of the factor.”

51. Cost Center (CCN) 80 - Corporate Advertising and CCN 81 - Marketing
Support are the only CCNs that use the Marketing Allocator. in 1992, SBC incurred the

following marketing costs:

Directly Charged Costs Allocated Costs Total
53,427,138 $18,622 656 §22,049,794

Ot the above charges, 15.5% were directly charged to subsidiaries and 84.5% were
aliocated using the marketing allocator. SWBT received the foliowing marketing-related

charges from SBC:

Total

$4,440,529
4,670,751

The sbove numbers indicate thet in 1962 SWBT received a refund of prior years direct
charges for Comporaie Advartising and Marleiing Suppont combined. Nevertheless, SWEBT
was glicopied 46.6% of SBC's allocaied markeding costs. if the allocation of SBC's indirect
marketing costs had folowed SBC's direcily charged maskating costs, the allocstion 0
SWET in 1962 would have been zer0, or R might have generated a relund.

82.  The reason for his is inhorert in he formmaa used for

the marketing facior which includes drecly-incurred mariting coste of SBC as well
o dreciy-incurved suluting costs of 1he vartous subsidiasies. By maldeg this inclusion,
the aliocation of masheting expensss ©© SIWBT goss fom a0, or possdily ess, ©
approvimainly $5.2 willlon tor 1902 slone. Beted on B remdis of Cur it of 1982 data,
e sk e downad & appropriale 1 go batk and roview e 1988 - 190t aliocation of
Marheling SRpensee. Mm“ﬁiw&bﬂmmum
wan uning e sume in e Sues youn Gl iy were sging in 1052. The
reauliing oversiivcalions © w0 as Wivns, in silleen:

e O




impro;

53. The total amount of overaliocations for the years 1989 - 1992 was $30.2
million. These expenses were then recordad in SWBT's books of record. in CC Docket
No. 86-111, Report and Order, released February 6, 1987, instructions on how to allocate
marketing expenses are given at paragraph 190. Specifically, "...We will require all costs
that can be apportioned on the basis of direct assignment or cost causational attribution
measures {0 be so apportioned. Residual marketing expenses will be divided between
regulated and nonregulated activities based on the ratio of the directly assigned and
attributable costs.”" The audit team believes SBC has interpreted this requirement
incorrectly by including costs directly incurred by the various subsidiaries in developing a
factor used to allocate residual marketing costs to the subsidiaries. Also, it is conceptually
illogical for a company to allocate one of its costs, based not on the services it provides to
an affiliate, but rather on the service the affiliate provides for itself.

IMPROPER GENERAL ALLOCATOR

54. The CAS uses a three-step process to allocate alt of SBC's costs to the
various subsiciaries. First, all costs which can be directly assigned are directly assigned.
Secondi, similar costs are aggregated and an indirect allocator is used, 9.g., the Average

Investment Factor or the Average Empioyee Factor. The last step of the process aliocates

85. During 1982, SBC incurred total costs of $218.4 milion. Of these costs,
$112.8 milllon were directly charged 10 subsidiaries, of which $43.4 million were directly

to all affiiates. Of the allconted costs, 45.9°%, or $48.4 million, were alloocated based on

SWETs share of costs aliocated Swough the general alloostor
monihly caicadation of the general allooator in
1962 The avarage for ! your was §8.9% and this remAied in a chaege 0 SWEBT of $33.8

million of the $48.4 million.

{
:
3
§‘
2
|
S
ge




Overaliocations Resulting from the
improper General Allocator

§7. The total overaliocations resulting from the improper general allocator for the
years 1989 - 1992 wera $62.2 million. These expenses were then recorded in SWBT's
books of record. In CC Dockst No. 86-111, Report and Order, released February 6, 1987,
at paragraph 158, the General Aliocator is defined: *...The aliocator is to be computed by
using the ratio of all expenses directly assigned or attributed to reguiated and nonregulated
activities, and applying that ratio to residual costs. We believe that this general allocator
is responsive to a majority of the comments we have received on this issue, and will
provide a reasonable method for allocating residual costs.” The audit team interprets this
saction of the rule as being sufficiently clear that all directly-assigned costs should be
reflected in the calculation of a general aliocator. Costs that are retained by SBC are
directly assigned to the stockhoiders and, as such, shoukd be inciuded in the calculation
of the general aliocator. SBC stated that it is "...conservative in retaining expensas, in
many instances retaining justifiable and recoverable business axpenses. This action is
taken voluntarily; therefore, any revision could require a change in this position.” The joint
audit team believes that these costs are truly of benefit to the stockholders and not to
SWET, therefore they are appropriately retained by SBC and should be considered in the
General Aliocator.

58. Beginning in late 1952 and continuing through early 1993, SBC relocated its
corporate headquaners from St. Louls, Missouri 10 San Antonio, Texas. The reasons
given for the move inchuded being closer 10 the markst exparencing the most growth.
More specifically, the Texas ocperation with headquarters in Dallas accounts for 60% of
SWET's business. SBC's cellular ielephone beiciery is headquanered in Dellas and this
company is one of the lastest-growing subsicieries of SBC. SBC aleo wanted 10 be closer
to Mexico and is investment in Telmex, which is one of the workfs fastest-growing

telephone companies.

50. n Sepember 1902, SBC accrued & subsiantial expenee 10 Cover the
anticipated costs of the move. SWETS allocated share of this Sxpenss Was Mmore than
80%. This expense was then recorded in SWEBTS bocks of recond.  SBC recorded the
sccrusl in Cost Comer Number 62 “Cuapiial insusence Premiiumg”, a 0ost conter thet is not
oven descied in the CAS. Upon inguiry, tho sl toum was 1004 that this 0ot Conter was
previously estabished but thet & wes at in une and e company doomed that & was
oasier 10 UBe &, wilher than estabiish & AW COEt COMIT Or SunIRe this Cost conter 10
someibing e desctipive of e actusl acivily. I+ addiion, 20ne of the existing charging
direction CoUNe or slsculion AaKiNS weve LY i asNigeing $he sslecalion Costs 1o the
vasious subnidierion. Mratanil, & wnigee alionalir eus S0 S9r B PuUPsse of Moovering
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boiow were utiized in caleuléting the amount to be allocated to each subsidiary. The

SWET allocation is the resuit of the following:

% SBC salaries allocated to SWBT

X
= Salary Allocation Factor.

+ the % of SBC direct charges to SWBT
= the "Blended Rate"

For SWBT, the Blended Rate was 54.8%.

60. The audit team deems that the company has not provided adequate
justification for these costs to be allowable and recoverabie from the telephone ratepayers.
Therefore, each jurisdiction may want to give further consideration to this matter. :

Concilusion

61. Based on the audk work pariormed, the audit \eam concludes that SBC is not
in full compliance with the affiiate transactions standards in its allocetions of costs to
SWBT. More specifically, (i) SBC cannot properdy support the bases for its allocations of
costs {0 its subsidiaries, which is not in compliance with Section 32.12(b); () SBC uses a
Marksting Allocator that improperdy allocates costs 1o the ratepayers, which is not in
compliance with CC Dociust No. 88-111, Report and Order; and, () SBC ceiculates its
General Allooator improperly, which is not in compliance with CC Docket No. 868-111,
Report and Order. mmmmwmwmmmm
tm-hnry the telephone ratepayers may have been burdened by a

4 millon in overaliocations resulling from transactions with SBC during the
pouodﬂu 1962. In addiion, the audit eam desms that SBC has not provided

adequate justification for charging s relocation costs %0 SWET.




62. The audit team has completed its review of the transactions for services soid
by Southwestern Bell Asset Management, Inc. {AMI) to Southwestern Bell Telephone
Company (SWBT). Our review encompassed the following AMI lines of business: Home
Relocation Services; Design Services; Lease Services; and, Majestic Associates. These
lines of business comprised over 98% of total SWBT purchases from AMI during 1992.
Our examination included a review of AM| and SWBT policies and proceduras and tests

of selected transactions.

63. Based on the audiit work performed the audit team concludes that there are
misinterpretations of the applicable affiliate transactions standards, inequitable billing
practices, and internal weaknesses. Although these problems may not have a material
impact on the ratepayers, SBC's affiates may have untairly benefited from these practices
and weaknessas in interal control. The most significant facts encountered were as

foliows:

WF«“M!W 1992.Mb-ldofloommSWBT
at three locations. At two of thees lacations, Pinshollow in Houston, Texas and
Centerpoint in Arlington, Texas, AMI rented office space 10 SWBT at fully distributed cost
(FOC) when a prevailing market price (PMP) rate had been established. At thess two
buiidings, more than 40% of the total space was rented 10 nonafilialed third perties at an
average price per square foot lower than that charged 10 SWET. This practios is contrary
10 the affiiele trensactions nies which require that rates no greater than PMP be charged
and recorded in SWHET's reguisted accounts when a substantial third-party market exists.
The sudit teem sestlimates the sfiact of this misinterpretation of the afflisle transactions
ruies 10 be higher rent charges 10 SWET of approximately $02,000 for the period 1989 -
1962.

5. Ihe.cost ot unoccuping oome st the Hotel Majsstic am charoed to

SHRT. SBC, e parert company, has an agresmant with the Hotel Majestic, in which AMI

hes an ownerahip ierest, wherby 40 0mS are eerved for 4 days & weok or 42 wesks

and an adkiional 10 100ms &0 reserved for 306 days for SBCs and gusets at
$80 por day per oom. I8 200oRiaRcS wilh $w tevms of s Sgreement, agrees ©
hd.:hwmm nmiond, he Mot Majesiic bille

wesrved rooms. These chargee & hen recordied by SWBT in

mmmum The awdil tsam conchuties that & portion of

e oould v boon aiocaied by SEC to SWET, but oauld not determine with
apecilicity how much, becauss the Heist i was nt abie » provide information
regasding O sumber of roems fmied by #Siaine and SWET. Ovensll, e il toam

Page DN



_ : account. Dumg;.mapsrlod 1989 - 1992, the

’ nod matappmximm $261,000 of thege room rate differentials were

jed to SWBT. The audit team was advisad by SWBT that these.rate differential

been discontinued in September 1993, during the audit team's review. The

audit team could not determine with certainty how much of the above amount would have

been appropriately charged to SWBT because, again, the records maintained by the Hotel
Majestic did not provide for summaries of amounts charged to each affiliate.

pravailing markat prics. medﬂmmmmwmmdnmdbvm Hote
Majestic is $49 per day. The rate charged for the 10 rooms which are aiso reserved for
the weekend is $80 per day. This practice is contrary to the affiliate transactions rules
which require that SWBT record charges in its reguiated accounts at no greater than PMP
when a substantial third-party market sxists. The medmum potential effect of SWBT
mﬂwdmhbwmhmdﬁwhmwm

1989 - 1992 is approximalely $130,000.
Saokground

64. AM! was sstablished as a subsidiary of Southwestern Bell Corporation in
August, 1984. As of the end of 1902, AMI employed 73 people. AM! currently provides
991vices 10 SWET under the lollowing Ines of business:

AR provicdes various home MloCEloN SerVons

Homa Baincelion. Sanicas.
nmammmnmnmnmm Theee
servioss inckude home aoquisiions and sales, and empioyes counseiing.

b Comcesciel Besl Extate Obacacs Secuicen,. These services include reel
mum other alillsine, and nonaiiliahes.

e AR provides dasign and archiiechasl services 10 SWBT,

iaE. AN lonsie oioe space in bulldings cwned by AMI %




hodurvice fodging, etc., to SWBT, other amuatos'ana; |
"It aiso provides promotional items from the Club's pra shop.

palic g8 Majestic Associates provides a biock of hotel rooms at
the Hotol Ma]uﬁoinSLMMmMiormbyamploymmdmot
SWBTandoﬂmm The Hotel Majestic also rents rooms to the general public.

65. Thamf'mmdbyAMIto SWBT during the period 1989 - 1992 are
summarized below, in millions:

The majority of the subsiantial increase in the billings by AMI to SWBT in 1982 was in the
area of Home Relocation Services. The major reason for this increase was a 56%
increase in home saies over the number of home sales in 1991.

Objective

68. The oversdl objective of the audit tsam's analysis was t0 determine
compliance with afillale ransaciions standards and ensure that the telsphone ratepayers
were not adversely affected by the transactions by AMI with SWET for the years 1900 -
1962. In order 10 determing i the rElepayers were adversely aflecied by cross-eubsidies
oauned by overcharges or missliocations of costs, the audit tearm had the following specific

major goals:

a Determinge whether AM had estabiished & substantial third-party markst for
he Same senvices hat & provided 0 SWET.

b Deteormine whether AMS was charging fully disibuiied coste for those

m:&:umudm , 0 U:

e Dutemine whathes SWET wus o m hm*

agplioabie nive and SUBTS




67.

The audlt team salscted tho following Ilnes of businass to revlaw Homa
Relocation Services; Design Services; Lease Services; and, room rentals at the Hotel
Majestic. These lines of business togethar comprised over 98% of the total SWBT

from AMI during 1882. The following procedures wera usad to achieve the

p,u "
above stated objectives:

The audit team determined if a substantial third-party market existed for
each selected service. Where a substantial third-party market existed for
AMI's service, the following procedures were used to determine if AM| was
charging market prices:

a.

Prevailing market price was determined based on amounts billed to
ﬂim-panymmmtdxasedasmﬁarmanﬁtyofoomparable
services from AMI during 1892.

Theaummwwswmbrmosammmmparedtotha
prevailing market price charged to third-party customers.

For any amounts charged to SWBT above the PMP, a review was
made of the amount recorded on SWBT's books to determine if the
amount above PMP was properly recorded in below the line accounts.

Where a substantial third-party market did not exist for the service AMI
provided 10 SWBT, the following procedures were used 0 determine it AM!
was charging FOC-basod prices:

-

A review was mads of AM's FOC caiculations 10 determine i FDC
ummhmmmmmm
(45 CFR 84.901).

A oviow was made 0 determine i AMI charges to SWET excesded

A roviow was made 10 determing ¥ AMY's charges \n excess of FOC
were properly mcorded by SWBT 1 nonreguleled acoounts.
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c. A review was made of assets and products sold to SWBT by AMI to
determine Iif pricing complied with FCC standards and SWBT's Cost
Allocation Manual (CAM) and Operating Practices.

Audit Results

LEASE SERVICES

68. AMI leased office space to SWBT at 14 South Fourth Street in St. Louis,
Missouri during 1989 - 1992, at Pineholiow in MHouston, Texas during 1992, and at
Centerpoint in Arlington, Texas during 1991 and 1992. As a part of the leass contracts,
AMI also provided building-related services such as utilities, janitorial services, and after
hours guard services. The revenues received by AMI from SWBT and other affiliates for
office leases are summarized below, in millions:

69. The audit team reviewed laase payments made in 1992 for the Pinghollow
and Centerpoint buildings. The review did not inciude the 14 South Fourth Street building
in St. Louls due 10 the fact that SWBT is no longer leasing space in this building. Tenant
information for the two buildings reviewed during 1992 is as follows:




70. Fromthe pracadng daia, the audit team condudel-that a substantial third-
party market existed for the lease seivicas at these buildings. Approximately 40% of total
space was rented to nonaffiliated third parties at these bulldings and the audit team
considered this percentage, based on current rules, sufficient to warrant the utilization of
PMP. A PMP per square foot had been established at each of thase two locations.
Therefore, SWBT shouid have recorded chargas for these lease paymeants at no greater
than PMP in accordance with FCC standards. AMI, instead, was churging SWBT, and
SWBT was recording into its reguiated accounts, a lease rate per square foot basad on
FDC which was higher than PMP. Based on the review, the audit team believes that
SWBT was charged and had recorded, in its regulated accounts, amounts in excess of
those allowed by FCC affiliate transactions standards for the space leased in the
Pinehollow and Centerpoint office buiklings of approximately $92,000 for the period 1989 -
1992.

MAJESTIC ASSOCIATES

71. AMI! has an ownership interast in Majestic Associates, a limited partnership,
which owns the Hotel Majestic in St. Lowis, Missouri. The Hotel Majestic rents rooms to
SBC guests (employees or guasts of SBC and affiiates) and to the general public. it has
a total of 86 rooms. Although room rates may vary, generally the Hotel charges a
corporaie rate of $130 per day per room during the week and $49 per day on weekends.
The Hotel aiso offers special rates for business groups which have varied from $85 to
$115. A contract between SBC and Majestic Associates, originally dated July 5, 1985,
provides for a reserved block of rooms to be availabie at the Hotel Majestic for SBC
guests. This contract specifies that 40 rooms are t0 be reserved for four days per week
for 42 weeks and another 10 rooms are to be reserved for 365 days per year at $80 per
dnypormom. This amount per room is 10 be paid whether or not the rooms are used by

SBC guests. The audkt wearn reviewed the Hotei Majestic's contract, procedures and
billings, and noted the following misinterpretations of afflise transactions standards,
inequitable biling practices, and intemal weaknesses:

&  The agresment between the Hotel Majestic and SBC states that SBC
agrees to pay the chargees for the unoccupied rooms. instead, the Hotel Majestic bills
SWET monttily for unoccupled reserved rooms.  These charges are then recorded by
SWET in Account 6720 General and Adwinistrative and recoversd from the gensral body
of ratepayers. The auxk team conchuies that a poriion of these charges could have been
allocaied 10 SWEIT, thaat could Aot determing with speciicily how much, because the Hotel
zmmﬂbmmwmmlnmmw

and SWET. Overall, 1he sudil Soum detewmined it approximately $778,000 in
uAoosupind om charges wem biled 1 SWET for e pediod 1900 - 1982

B When an SBC guent bocked & 00w at The Hatel Majestic Swough
Trawvel Services, & Gvision of SWET, e Het chaged e SBC gusst 988 for nesidins
m“nhamuhﬂnhmw”m
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SWBT, through its Travel Services Division, was charged the differance of $15 per day
(weekdays) and $31 per day (weekends) to arrive at the total contract rate of $80 per day.
These rate differentials were booked by SWBT into Account 6720 General and
Administrative. For the period 1989 - 1992, SWBT was charged approximately $261,000
for these room rate differentials. Again, the audit team could not determine with specificity
how much of these charges could have been allocated to SWBT, since the Hotel Majestic

was unable to provide information regarding the number of rooms rented by affiliates and
SWBT. SWBT advised the audit team that thesa rate differantial billings to SWBT's Travel

Services Division had been discontinued in September 1993, again during the audit team's
review.

c. The audit team takes no exception with the room rate charged during
the week. However, the audit team concludes that the weekend rate charged to SWBT,
which is also recorded in SWBT's reguiated books of accounts, is not in conformance with
the affiliate transactions rules. The prevailing weekend rate per room charged is $49 per
day. The rate charged for the 10 rooms resarved for the weekend is $80. Since a
substantial third-party market exists for room rentals to the general public, the audit team
considers this practice to be contrary to the affiliate transactions rules which require that
a rate no greater than PMP be reconded into SWBT's reguiated accounts. The audit team
estimates the maximum potential effect of SWBT recording charges in its regulated
accounts in excess of PMP on weekends during 1989 - 1992 to be approximately
$130,000. The audh team was unabla to determine the exact effect of this infraction due
to the fact that the Hotel was not able t0 provide information regarding the number of
rooms rented to empioyees of affliatas as well as SWBT.

d SWETs Operating Practics 125 at section 8.110 through 8.113
requires SWEBT affllates 0 provide cost information relsted to PMP and FDC on the
invoices 10r aseets or services provided 10 SWEBT. in addiion, SWEBT personnel receiving
invoices for afillate transactions must review the ivoics 10 verily the cost information. The
Hotel Majestic was not in compliance with thees inlemal procedures, since it did not
include this cost information on s invoices 10 SWBT. The audit sam deems this
information sesential for SWBT 1 comply with nternal operating practices, and for SWBT
10 properly record charges in ks reguiated accounts.
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72. AMI provides home relocation services and assistance to employees of
SWBT and other affiliates who are relocating. AMI does not provide home relocation
services to third parties. The employees who are relocating may elact to sell their homes
under one of three options. Under Option 1, or Regular Home Sales, AMI actually
purchases the home from the employee and assumes all costs associated with the sale
of the property including acquisition costs, seling costs, interest, maintenance and repairs,
and losses or gains on the sale of the homes. Under Option 2, or Assigned Home Sales,
the employee has a buyer for his/her home. AMI pays the employee up front for the
owner's equity and acts as an agent to handle the sale. Under Option 3, AMl acts as a
consultant and provides relocating advice and counselling services only.

73. Prior to 1992, AMI charged a flat service fee per home to the affiliate to cover
AMI's administrative costs for both types of sales services, i.e., regular home sales and
assigned home sales. The amount of the service fee was $1,900 in 1989 and 1980, and
glightly higher in 1991 for both types of services. When the home was sold, AMI bilied the -
affiliates the actual cosis associated with both the purchase of the home from the
empioyee as well as its sale t0 other parties. These axpenses inciuded acquisition costs,
interest, taxes, maintenance, repairs, selling costs, and iosses or gains on the sale of the
homes by AMI. These actual cosis were recorded on AMi's books in balance sheet
accounts. The only amount recorded as income by AM! for these services was the flat

service fee.

74.  In 1982, theee procedures and iees remained the same for sales where AM|
acted as the agent; however, AM! began charging SWET a fee based on a percentage of
the purchase price (or guarantesd value) for the homes R actually purchased under Option
1. This service fee includes not only AMI's administrative sxpenses, but aiso other
expenses, such as inkerest, home maintenance, closing costs, and i0eses on the sale of
the homee. The entire service fee collectnd from the affliates, as well as the proceeds
from the sale of the home, were recorded as income during 1992. The revenues received
by AMI for home reiocation sevvices provided 0 SWEBT and other affiliates are shown
below, in millions:

78.  Sin0e home relocEiien SEVICES WO Srovided only  SWBT and other
SNaNe, Yhul SOrvicss kol Do WCorIBE in B raPuisied SCODUES 8 N0 JFONINY than
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FOC, pursuant to FCC affiliate transactions regulations. Basaed upon AMI's calculations
of FDC for the years 1989 - 1992, SWBT conciuded that the charges for home relocation
sarvices weare below FDC; therefore, the amounts charged could also be recorded in the
reguiated accounts. The audit team reviewed AMI's home relocation services contracts,
billings, and FDC calculations for the years 1989 - 1692 and noted the following internal
weaknesses, and errors in the calcutation of FOC for 1992:

a, AMI's 1992 targeted FDC calculations for sales where the homes were
purchased by AMI included home inventories in the calculation of the factor used to
allocate AMI's rate base items to this line of business. Home inventory should not be used
in the calculation of this factor based on the audit team's interpretation of the FCC Order
on Reconsideration, Docket CC 86-111, at paragraph 78, which states that "[clost of goods
sold, when it is used in the sense of items purchased for resale, should be excluded from
the expensas that contribute to the derivation of the general allocator.... We do not believe
that cost of goods sold bears any relationship to the type of operating expense we had in
mind in fashioning the general allocator”. The audit team believes that this rule applies in
the instant case. in addition, AM| was allocating accounts receivable and accounts
payable to the rate base of this type of service when direct assignment would have been
more appropriate. The audit team belioves that these practices could increase the
targeted revenue requirement for this type of service. However, because the amount was
deemed not material by the audit team, the actual effect on AMI's achiaved revenue
requirement was not reviewed.

b. SWET was not a party to the original Home Relocation Setvices
Agreement. This contract was executed between AMI and SBC. Likewise, the
amendment to this contract which increased the fee for Option 1 Reguiar Sales to a fee

based on a percentage of the purchase price of the homes in 1992 was signed by a
representative of SBC. SWBT's Schedule of Authorizations on Affiliste Transactions,
Section 3.10(b){li), requires the authorization of SWBT's Vice President of Procurement
to establish, withdraw, or change rates for a purchasing contract for the acquisition of
goods and services from any afillale where the 106l increass/decrease sxceeds $300,000.
The audit team considers the absence of propsr authorization by SWET as not being in
compilance with SWETs cwn intemal policies and procechres which is an intemal control

e Home Relocasions FOC ceiculasions for 1989 and 1990 provided o
the audit team by SWBT were based On Ssimaind Sxpenees and home sales activity.
True-up caloulaions baned on actusl costs were not svaliable. Home Relocalion true-up
caiculgtions for 1902 were aot mads unlll Septenier 1993, The audlk \eem belioves that
the trus-up of FOC 1 achusl couts shioudd b9 pueriormed 88 SO0N 88 possibie after yeor-end
10 holp eneune Tt ary MECIUNEry SUSUnIn in the reguisied accounts of SWBT are
made on & Ymely basis. I aiiion, & would afiow FOC for 1903 1w be caltuteted besed

on 1902 achuss acivity.
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77. In 1892, AMI received a substantial amount of its revenues for design
services from nonaffiliated third parties. Based on current affiliate transactions rules, the
audit team deems the amount of business transacted with third parties to be substantial.
Therefore, these transactions with SWBT should be priced and booked at Prevailing
Market Price (PMP). The audit team examined and compared prices charged to
nonaffiiates with prices charged to SWBT for similar services. Based on this examination,
the audit team concludes that SWBT is property recording charges for these services at
PMP or less in accordance with the affiliats transactions standards.

Conclusion

78. Based on the audit work perfomned, the audit team noted misinterpretations
of affiisle transactions standards in dealings batween AM! and SWET, inequitable billing
practices and weaknesses in imemal control. The audit team concludes that theee facts
may not have a material impact on the ralepayers, but that SBC's affiates may have
unfairly benefed from these praciices and weaknesses in internal control.

Page D88




79. The audit team has completed its review of the transactions for services and
products soid by Southwestern Befl Telecommunications, inc. (Telscom) to Sauthwestern
Beli Telephone Company (SWBT). Based on the audit work performed, nothing came to
the attention of the audit team that would indicate that Telecom's products and services
sold to SWBT were not priced and recorded in SWBT's books of record in accordance with
the applicable affiliate transactions standards. Furthermore, nothing came to the attention
of the audit team that would indicate that the telephone ratepayers had been adversely
affected by related party transactions between Telecom and SWBT for noncompliance with
these standards. Our examination inciuded reviews of policies and procedures and tests

of selected transactions.

80. Telecom is a subsidiary of Southwestern Ball Cormporation (SBC), the parent
company of SWBT. Telecom seilis telecommunications and data terminal products to large
businesses, retail outiets, wholesalers, and distributors. During the period under review,
1989 - 1992, Telacom's sales to SWBT ranged from approximately $6.0 million in 1989 to
$11.3 million in 1882. The products purchased by SWBT consisted of telephone sets, data
communications equipment, and relesed instaliation, repair and maintenance services. Of
the total purchases from Telecom, approximately 50% were used in the official conduct of
business by SWBT and, therefors, recoverad from the telephone ratepayers. The other
50% were used by SWBT in s provision of nonreguiated services, such as "in-line pius”.
"In-line pius” is a norweguiated service offered by SWET 10 its telaphone subscribers for
the repair and mainenance of their inside wire and the provision of ioaner telephone sets
while subscriber sets are being repeired.

Background

81. Telecom was incorporsted in the state of Osleware in November 1963, itis
& subsidiary ot Southwestem Bell Comoration and an affiate of SWEBT. Telecom services




a. MMTMMMM&WWM
market for the same products and services that it provided to SWBT.

b.  Determine whether Telecom was charging fully distributed cost (FDC)
prices for those products and services that it provided exclusively, or

aimost exclusively, to SWBT and masket prices for those products
and services where t had established a substantial thicd-party market.

c. Determine whether SWBT was recording Telecom's charges in
accordance with standards.

Soope

84. The sxamination covered reviews of policies and procsdures in sfiect in 1982
and tests of transactions which ocourred in the same year. More specifically,

- We reviewsd intemnal and external aucit reports reisted 0 Telecom's

transactions with SWHIT.
- We reconciied total from Telecom 10 SWBTS Form M Report for
1901 and 1962 and © General Ledger.

- We rnviswed Telscom's policies and servive agreements relsed %




eview ntomd controis in place at'swm' nsure that all products
and services billed by Telecom had actually been received.

- We raviewed procedures that SWBT had in place to ldantify those services
and products purchased from Teiecom that it used for internal purposes and
those services and products that it sold to third parties as a nonregulated

activity.

. Since the assignment of the appropriate code 10 input documents is essential
to determine whether a cost is recorded and assigned or allocated to
regulated or nonregulated activities of SWBT, we reviewed written
descriptions, flowcharts, functional accounting codes and purchase order
codes. We tested the flow of selected transactions through the system. This
is a very complex computerized system dasigned to drive expenditures to
the proper accounts and activities automatically.

- Woe reviewed the sales agency agreement. Telecom sold network services
on behalt of SWBT.

Audit Results

85. An analysis of Telecom's intemal financial reports indicated that SWBT
purchases of products and services from Telecom compries & reiatively small percentage
of Telecom's total sales volurme. During the period under review, SWBT's purchases from
Telecom were as follows, in millons:

8e. . Tolecom had sstablished a substantial third-party market for all
the & s0id , which represtmied the bulk of the transactions with SWBT.

Ot the services rendered by Telscom 10 SWET in 1962, only $236.000 weve priced at fully
distributed cost (FOC). The belancs of the services rendered were priced st prevalling
rmmmqmw marhat exigted 10 Justlly the charging

*ﬁ“uﬂﬂdd*%mmmﬁ

ooy “'gh“ Protiutt 8 & o/ iliany ameuris B $U0.000 or mas. The tost
for davmiing 9o - e in 10 SUnERt yoar 1o date plus
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88. in accordance with Telecom's policy, prices for products sold to SWBT were
to be revised quarterly based on sales to nonaffiated third parties during the previous year
and the current year to date. A review of the implementation of this policy revealed that

. Telacom periodically reexamined the sales prices charged to SWBT. However, in this

reexamination of prices, Telecom exciuded certain transactions with third parties which are
included in "exception reports”. Transactions inckuided in these exception reports, general-
ly, tell into four major categories:

- Clerical and administrative errors which allowed incorrect prices to be
enterad into Telecom's system. For example, a prorate error where a credit
inadvertsnﬂyspreadovaraﬂihmonminvo&ca

- Discounts offered to nonaffiliated third parties by Telecom for trade-ins and
the upgrade of existing systems to new systems s0id by Telecom.

- Reduced prices offered as a goodwill gesture 10 compensate a purchaser for
service probiems.

- Discounted prices for largs purchase commitments of a system or package
of products.

89. A further review of Telecom's pricing practices revealed that diascounts,
sspecially on pacikage sales, were not isdlated ocourences, but rather a normal recurring
event. in the auik team's opinion, the ransactions involving discounted prioes for large
purchase commitments of a system or package of procucts should be included in the
determination of the PMP for the producis soid 1o SWBT. This changed practios wouid
procuce a iower PMP 10 be charged 10 SWEBT. However, bescause of Sme constraints the
audit team did not quaniify the eflect of this praciics. n addilion, & would be impractical
10 atempt %0 reconsiruct Telecom's salen for the audit peviod 1o reflect revieed pricss which
ingorporate volume discouris, becaune of the rmuliiude of products sold.

80. Tho auxi ham's price el rovesied coonsionsl instances whave SWBT wes
mmmmunmnmmm Telecom's
mmuwmm Farther price tosle

rovesind, howsver, that SWET was changed ogual 1 or lower San the
. wm-m ﬂﬂmmuh
PVing St prive. M“ﬁw”umb“ﬂhh
prioes Changod 1 ronslilisng Cusioerasn. i the st SRS apinion, alhough
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refinements to the pricing process are undoubtedly possible, nothinq came to the attention
of the audit team that would suggest the parties were in violation of the applicable affillate
transactions standards.

91. During 1992, Telecom sold network sarvices on behalf of SWBT. This
service was also covered by a contractual agreement. A review of this sarvice revealed
that it was terminated at the end of 1992 and that the commissions paid by SWBT to
Telecom were the same as those paii by SWBT to nonaffiliated sales agents. Therefore,
the team conciudes that no cross-subsidies existed in this area as the sales commissions
paid were not discriminatory.

92. Finally, depending on the use of the products and services purchased by
SWBT from Telecom, thay can be classified as either reguiated, and therefore recovered
from the telephone ratepayers, or nonreguiated and soid to the general! public on a
competitive price basis. For example, telephone sets purchased from Telecom and used
by SWBT internally for the provision of official communications service would be classified
asreguldodandﬂﬂrmﬂmmdmmamm Telephone sets used
by SWBT for its "in-line plus® program would be classified as a nonregulated service.
Subscribers to this program would be provided with a loaner telephone set while theirs is
being repaired. Since the audit team was primarily concemed with those costs which were
allocated to the reguiated services of SWBT and recovered from the telephone ratepayers,
the audit team reviewed the coding process of these products 10 ensure that they were
being coded in accordance with their use and found no exceptions. In 1992, $5.8 million,
or 52%, of the $11.2 million of the purchases from Telecom were assigned to the
nonreguiated operations of SWBT. Thersiore, the audit team's concem was only for the
difference, $5.4 milion, or 48% of purchases from Telecom. In view of the amount of
purchases which were recorded above the line and recovered from the
ratepayers, the audk feam concludes that, 10 the extent that some Rems might have been
charged at prices above PMP, the effect would be immaterial.

Concivsion

53. Based on the audk work performed, nothing came 10 the alention of the sudit
team that would indicate that Talecom's products and servioss sold 10 SWBT were not
priced and recorded in SWETS books of econd in accordence with the applicable affiale
would indioste thet e uh::mn‘:l'M
transeciions betweon %
standards. utnmmumdum:*dumm
Teolncom were assigned 1 he opesations of SWET. Therelore, the audit
WaMm's CONCIA WIS only or T 4 willion, or 4% of puchases rom
Tolncom. W viow ¢f The anout of puchasss whikh ase oisd she e ine and
SOUvered Hom Di0 WphenD miipayern, o ek Soars contiulios That, 15 The extent thet
oS homn might Have Loun Chagnll o guicus ane PP, S0 ollact awuuld be immatesial.
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94, The audit team has completed its review of the allocations of costs of
Southwestern Beil Tachnology Resources, Inc. (TRI) to Southwestern Bell Telephone
Company (SWBT). Our examination incliuded reviews of policies and procedures and tests
of selected allocations and projects.

85. TRIiis a subsidiary of Southwestern Beli Corporation (SBC) and an affiliate
of SWBT. TR is involved in applications research, preparation of product specifications,
and testing the capability of telecommunications products. TRI's billed expenses to SWBT
ranged from $12.3 million in 1989 to $25.2 million in 1992,

86. Based on the audit work performed, nothing came to the attention of the audit
team that wouid indicate that TRI's cost allocations to SWBT were not made and recorded
in SWBT's books of record in accordance with the applicable affiliate transactions
standards. Furthermore, nothing came to the attention of the audit team that would
indicate that the telephone ratepayers had been adversely affected by transactions
between TRI and SWBT resuiting from noncompliance with thess standards.

Background

97. Southwestem Bell Technoiogy Rescurces, inc. was incorporated in Delaware
on January 12, 1988. i is a subsidiary of Southwestermn Bell Corporation and an affiliate
of Southwestern Bell Telsphone Company. TRI is involved in applications ressarch and
the preparation of product specifications. TR! alao performs testing and evaiuations of
manutacturers’ designs and products 10 determine i the general specifications set by the
various SBC subsidiaries are being met. In addilion, TRI writes applications sofware for
computers with processing systems thet lave been dasigned 10 be user-programmed.

80. TRIs activities reisied specifically 1o SWBT are:

. mwwuumummw
aniicipating, ideondilying and assessing cpporuniies and defining what
sechagiogies can be ulilized Dy SWBT.

. TR seshs and dovelops techmoiogy cpporunilies 1o 4408 SWET business
aoeds by aow erchilschoes, appliications and
seNioNn, and wechngingy eleds 1 gain belier insight IMo inke-
Sathare or mavhet impacts. '

- T Supports e basalir of Aow tachecingios B SIWET fom Belicore and
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management, and conwitlng and cornpetlﬁvo analysis support on a wide
variety of technologies.

89. Technology Resources operates as a cos: center and bills out all of its costs
to!hoafﬂlmforwhiehnmampfwm Therefore, the terms “sales” and/or
"revenues” are inapplicabie to TRI. Instead, the term "billed expenses” is used. TRIl's
biked expenses to SWBT ranged from $12.3 million in 1989 to $25.2 million in 1992. TRI's
administrative and research facilities are locatod in Town and Country, Missouri, a suburb
of St. Louls. During the period covered by this audit, 1989 - 1992, the work force

increased from 107 to 199, respectively.
Objective

100. The objective for reviewing the allocations of TRI's costs to SWBT was to
determine compiiance with the applicable affiate transactions standards and to ensure the
ratepayers were not acversely affected by potential cross-subsidization of nonreguiated
affiliates caused by overcharges, the misaliocstion of costs or the misassignment of
research projact costs by TRI 10 SWET as a result of noncompliance with these standards.
The specific major goals smployed by the audit team t0 achieve this objective were as
follows:

a Determine whether the cost accounting system in place complied with fully
distributed costing (FDC) standerds.

b. Determine whether reseerch projects knded by SWET were of benefit 10 the

ralopayers.

c Determine whether & direct correiation existed between the research effort
and the billing mathodology uliized.

d. Determine whether SWBT was recording TRIS charges in 8000rdance with
ssanderds.

Soupe

107. The esmminalion covased rvisws of poiicies and procadwes in eflect in 1982
anc et of Yeracions which ectusred duving Do eame poviod. Mo speciically,

. WO svipned il o atenad andlt supons saiiied % TS ansactions
wih SWET.




- Woe reviewed TRI's General Agreement with SWi

- We reconciied the total billings from TRI to SWBT's Form M Report for 1991
and 1992 and to SWBT's General Ledger.

- Wae interviewsd TRi's parsonnal with respact to the cost accounting system
utilized to determine compliance with fully distributed costing (FDC)
methodologies. We tested the implementation of such procedures.

- In order to determine if there was a direct correlation between work effort,
cost accumulation and the billing process, we selected certain projects and
reviewed the supporting documentation for the monthly charges to those

projects and the subsequent billing to SWBT.

- Wae reviewed TRI's financial statements for 1992 to determine whether they
included a charge for return on investmant which was included in its billings -

to affiliates, particularly SWBT.

- We reviewed the schedulas to the General Services Agreement which
described sach project and identified those which could relate to

nonreguiated activities.
Audit Resuits

102, The audit team reviewed the projects undertaken by TRI to determine
whether the amounts billed to SWBT were computed in accordance with the required
standards as were the amounts recorded in reguisted accounts. During the period under
review, the allocation of TRI costs (o SWBT were, in milions:

*Amounis difer gighlly Sorm those shown on The schedule on page 10 because of timing
and accruel difierences.

103. Purchases fom TR by SWBT am m a Genersl Services
Agreemanm efiocive Ocicber 1, 1908 and conlinuing unil by either party.
fncivichel ¢ unmwuum schedules 10 the Genersl
m nmm-*d mum
_ mmmm ’m #
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104, TR padomm\vo of projects: melogy projects (STPs) and
client specific projects (CSPs). STPs are those projects.from which it is determined all
affiiates will benefit. Bacause of this mutual benefit, all participating affiliates share in the
costs and receive the project results. CSPs are those projacts which a specific affiliate has
requested and defined. The specific client bears the total cost and only it receives the
project resuit. TR retains (does not bill) the costs of a few projects. Such projects are
either performed for its own benefit or are accumiilating charges prior to a decision being
made at the corporate level with respect to which affiliate the project will benefit. The costs
of retained projects for 1989 - 1992 were approximately $259,000, $32,000, $103,000 and
$158,000, respectively. The audit team deemed these amounts to be immaterial with
respect to this audit.

105. The amount and percentage distribution of total billed expenses, by project
type, to SWBT for the period under review were, in millions:

8

107. TR uses & Adly distributed cost (FOC) methodology 10 accumulate costs
ressarch projects which are subsegsently biled % afilees. Saleries of ressarch
wohnicians are dreclly charged 1 spociic projecis, whather the project is an STP or a
CSP. Administrative and other geners! costs are then allocaied 10 all projecis based on
mmwdmmmummmm

M for speciiic materials
—".:ﬂ" """"""’“"":.’-‘“"“ -

B Shove SRoked prOoses A © e aflistes

mmm on, Ivosmess in oniiches, investment in ol phat and
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accordance with the affiliate transaction standards contained in the Uniform System of
Accounts. The team also selected specific STPs and CSPs and tested the application of
the methodology. No exceptions were found.

108. The audit team reviewed and evaluated the allocators used to apportion 1992
STP costs to affiliates (those costs not directly assigned), tested the development of the
1992 allocation factors, and evaluated the propriety of the designation of 1992 STP
projects. The team paid particular attention to those projects which, by their dascription,
might benefit an affiliate more than the percentage allocation they were billed. For
instance, the audit team found that the costs of STP projects related to personal
communication network (PCN) research were apportioned based on a size allocator, which
resulted in less than 1% of these costs being allocated to Southwestern Bell Personal
Communications (SBPC). Upon further inquiry, the team found that CSP projects related
to PCN were also directly assigned to SBPC. In addition, SWBT has in place a process
referred to as a "look back" where it reclassifies costs to below-the-iine accounts when a
technology is transferred to another company. Based upon the audit work performed,
nothing came to the attention of the audit team that would indicate that the aliocators and
the assignment of TRI's project costs to SWBT were unreasonabile.

108. The audit team reviewed SWBT's procedures for recording TRI billings.
Costs totaling $105,645 for projects which were related o designated nonregulated
activities were recorded “below the line” in Account 7370 Special Charges. All other
projects, totaling $25,125,710, were recorded in Account 6727 Research and
Development (RA&D), as prascribed by Part 32 of the Uniform System of Accounts. In
accordance with the Cost Allocation Manual, the general allocator is appiied to Account
68727. For 1992, the resulting percentage allocated 0 the reguisted activities of the
telephone company was 98%. As the result of continual evalustion and communication
between TR! and SWET regarding the regulsted versus nonreguiated status of ongoing
projects, the cost of several projects which was recorded in Account 6727 Ressarch and
Development in 1992 was reciassified at the end of the year 10 Accourt 7370 Special
Charges. The amount of the reciassification was $2.3 milion,

110. THI performe ressarch on a viiriety of mchnologies for SWBT such as digital
technology. broadbend, integrated Services Digital Network (ISDN). and information
technoingy. Due 10 the dynamic snvironment of the current Islecommunioations industry,
thess technologios may tansiele D etvicss which are nit yot claseified as elther
reguisted or norveguiaied. The charges 10r such projacts are recorded “above the line”
n the Ressarch and Deveioprmant account. SWET reviews prajects and reciassifies them
"below the ing” i they are later determined 10 be nonaguisted. For example, TRI billed
SWET $185.481 of expeness for Vigible Neteork Servicss (VisNet) in 1962. SWBT

recordnd thoee “shove the ing”. In 1903, VisNet became & nOMGUISId S8rvics
and SWBT e 1902 enperast “Deltw $e ling”.
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112. The audit team has completed its review of the transactions for services and
products sold by Socuthwestern Beli Mobile Systems, Inc. (SBMS) to Southwestern Bell
Telephone Company (SWBT). Based on the audit work performed, nothing came to the
attention of the audit team that would indicate that SBMS' csllular telephone services and
celiular telephone products sold to SWBT were not priced and recorded in SWBT's books
of record in accordance with the applicable affiliate transactions standards. Furthermore, |
nothing came to the attention of the audit team that would indicate that the telephone
ratepayers had been adversely affected by related party transactions between SBMS and
SWBT as a result of noncompliance with these standards. Our examination included
reviews of policies and procedures and tests of selected transactions. :

113. SBMS is a subsidiary of Southwestern Bell Corporation (SBC), the parent
company of SWBT. SBMS selis celiular telephone air time service, celiular telephone
equipment, and related services to individual customers, nonaffillated businesses, and
SWHBT. Sales of services and products to SWBT ranged from $1.4 million in 1989 to $2.2
million in 1992.

Background

114. Southwesiem Bell Maobile Systems, Inc. was incorporated in the states of
Delaware and Virginia. SBMS is a subsidiary of Southwestemn Bell Corporation and is 100
percent owned by SBC. SBMS is an affillate of Southwestem Belt Telephone Company
and is operated as a stand-alone entity. SBMS was formed in 1983 10 provide celiuler
mobile phone setvice. Headguarners for SBMS are located in Dallas, Texss. SBMS

empioyed approximately 2,500 psople as of the end of 1982,

118, SBMS has sxperienced rapid growth since is formation in 1983. On
Decamber 31, 1902, SBMS had approximaioly 1.4 millon customers. As of June 30, 1993,
SBMS had in excees of 1.8 millon customers. In terms of numbers of CuStomers served,
SBMS ranis fourth in the collular martet. SBIMS in 50 markats which
inciude both Metropolan Arogs (MSAs) and mmm in
Mhh“mﬂmhhmm wsum
Mmmﬂ.”hmmoﬂhm Qury, Indlans;
Boston/\WNorcaster, Massachussiis; Washington 0.C.; and, Balimore, Maryland. SBMS
20rves ive of the top fReen cellular mashats in e Unied Siales.
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urvloa.SBMSdoasnotpmﬂdoanwauMmmwy or almost exclusively, to
SWET that are not offered to the general public. Hence, there are no other SBMS services
priced at FOC. During the period under review, total billings by SBMS to SWBTwereaq

follows, in millions:

ﬁﬂﬂﬁnmﬂﬂ*mm mfromwmorymm

118. The objeciive for reviewing the ransactions betwesn SBMS and SWBT was
o determing compiiance with the applicabls affliats transactions standards and to snsure

that the telsphone ratapaysrs have not been adversely aflected by potential crose-
subsidies which could flow 0 alliigtes in the form of overcharges to SWBT
by the nonreguiaied afllilate a8 & result of noncompliance with thees standards.

To achieve this objeciive, our examinalion focused on the KEowing specific major gosls:

&

b.

Determine whether S8MS had sstablished a substantial third-party markst
for the same servioss and products That & provides 1o SWBT,

Detarminge whether SBMS charged FDC prices 1or those servicss that R
provided enchusively, or ahwmost enchusively, 10 SWET.

Detesmine whather SEMS chargud mertut pAces 15 Those SSVIORS Where
tum-u-:ﬁm:

Ostorming whather SWET wan reconiing SEMS' changes in sccordance
-&m




119. The examination covered reviews of policies and procedures in effect in 1992
and tests of transactions which occurred in the same year. More specifically,

- We reviewed internal audit reports related to SBMS's transactions with
SWBT.

- We' reconciled the total billings from SBMS to SWBT's Form M Report for
1992 and to SWBT's General Ledger.

- We reviewed SBMS's policies and service agreements related to
transactions with SWBT.

- We examined SBMS's financial statements and performed other necessary
tests to determine whether SBMS had established a substantial third-party

market for the same services and products that it soid to SWBT.

- We selected invoices for services and products billed to SWBT and
compared prices charged to SWBT with prices charged to nonaffiliated third
parties. For this purpose, we selected some of the largest markets within
SWET territory, |.e., Daliss/Fort Worth, Kansas City, Oldahoma City, and St.
Louis.

. We reviewed internal controls in piace at SWBT t0 ensure that ali products
and services billed by SBMS had actually been received.

120. Inlisl audh activities focused on making a determinalion whether SBMS had
ostablished a substantial third-party market 10r the same servicss and products that it
provided to SWET. In making this determinalion, twO arees wemne considered: total bilings
by SBMS and Wil nusrbers of customers. In 1962, SBMS had revenuss of approximately
$2.2 milion from SWET, which mpresentad a very small amount of is tolal revenues. in
terma of the number of cusiomen, &t the ond of 1962 SBMS had approximately 1.4 milion
customers, of which 1,408 were accourted for by SWET users. Given thess statistios,
SBMS s deemed by the audit team 10 hawve established a substantisl third-party mariet

for the services and products hat R sold fo SWEBT.

mz‘mm-ﬂmi‘-.:mw oot e
or
© SWET el matt mmmtm“nmmm
ly asiet. Asie sonioes, SBMS dues aot provide any
M«“Mb ““ﬂ“hﬁ”‘
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public. Hence, there are no other services priced at FDC. SBM:S";doﬁnition of prevalling
price follows:

"A Prevalling Price is the price paid for an asset by nonaffiliated third
parties in a substantial number of transactions. The test period for
determining a substantial number of transactions is the current year to date
plus the prior calendar year. The "substantial number" of transactions
criterion is met in a relevant market area (relevant market area being
appropriate only if the affiiate uses different prices in different market areas
for the same products or services) when the following factors exist:

1. Sales transactions to nonaffiliates constitute 10 percent of ail
sales transactions of the asset within a minimum of five such

sales; or

2. There is a single sale of the asset to a nonaffiliate with a gross
sale price of $50,000 or more.”

122. The audit team takes no issue at this time with the SBMS's criteria since audit
activities revealed that the preponderance of the business was with nonaffiliated third
parties. The audit team randomiy selected and tested invoices from four different markets
that SBMS serves within SWBT's jurisdiction, viz., Dallas/Fort Worth, Kansas Clty,
Oikishoma City, and St. Louis. These invoices were scrutinized for services and products
billed by SBMS to SWBT and 10 nonaffiliated third parties. The prices charged to SWBT
were compared o the prices charged 0 nonafilated third parties and were found to be
equal to those prices charged %0 nonafiialed third parties. In regard to this conclusion,
two important considerations are noted below:

a The provisioning of callular telephone service is, &t most, & duopoly
wheredy there are two CoOMPations in & Service area of maxkst. Given the inherent
competition crested by & duopoly market structure, SBMS has the fiexdbilty 10 and doss
pricw celuler Servios 80 88 10 heep pace with ks competition. Hencs, the prices
charged SWBT in one market may not 08, and in MOt CRES &re NOL, the Same &8 the
prices for colluler telaphone servics in ancther maset. Celkder servics price revisions may
become NECHRSErY 10 MBSt & COMPAors price reduction in & parliculer market. When
sucha nvision Decomes AeceEsary, he request is reviewad by SBMS management
andis approved or rejeciad by he SBIMS president.

b Many disrent colully Salephone Service e plans are svallsbie 1
both SWRT and 10 o) nonatilisied Gied partios in ach suit. Thess plans cange from
besic pachages o comprhensive plins. The ment basic plans may Includs only &
mosthly acoNNS Chisge and @0 Ast Inchuie air Sme or sltind sevicss. Coliuler aiv Yme
waage ik such & basic pias i then billey &t the applicalie por sile of w00 rle. The
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air time aliowances and other related sarvices. The existence ofnumerous cellular service

rate pians made the comparison of prices charged by SBMS to SWBT and prices charged
to nonaifiliated third parties difficult. The various rate plans available to SWBT, along with

the additives for ralated cellular services, are outlined in a service agreement between
SBMS and SWBT. Testing of invoices and comparison of prices charged to SWBT and
prices charged to nonaffiliated third parties revealed that the prices charged by SBMS to
SWBT, generally, matched those prices charged others.

123. SBMS also sells cellular telephone equipment to SWBT. Like cellular
telephone service, the prices for the cellular equipment available to SWBT are listed in a
service agreement. The audit team reviewed sales logs for cellular telephone equipment
in the four markets being examined, viz., Dallas/Fort Worth, Kansas City, Okiahoma City,
and St. Louis. The sales of celiular telephone equipment to SWBT were compared to
sales of like equipment to nonaffiliated third parties. The audit team observed that the
prices charged for cellular telephone equipment soid by SBMS to SWBT were, generally,
equal to or lower than the prices charged to nonaffiliated third parties. Given the above
listed facts, the audit team conciudes that, in general, ceiluiar telephone services and
celiular telephone equipment sold to SWBT by SBMS were both sold at the same price,
or lower, than that offered nonaffiliated third-party customers.

Conclusion

124. Based on the audit work performed, nothing came 10 the attention of the audit
team that wouid indicate that SBMS' cellular telephone services and celluiar telephone
products sold 1o SWBT were not priced and recorded in SWBT's books of record in
accordance with the applicable affiise transactions standards. Furthermore, nothing
cama to the attention of the audit team that would indicate that the telephone ratepayers
had been adversely affected Dy reisted perty transactions between SBMS and SWBT
resulting from noncompliance with thees standerds.
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Summary

125. The audit team has completed its review of the transactions for nontarifted
services and sales of assets made by Southwestern Bell Telephone Company (SWBT) to
affiliates. Our examination included reviews of policies and procedures, service
agreements, methodology for development of cost studies, and tests of selected
transactions, particularly, for the following non-tariffed services: technical personnel
services; data processing services; real estate management; temporary labor; SWETN
services (official communications); public relations; and, business office suppont. These
services, together with the sales of assets, which were also reviewed by the audit team,
represented 85% of the total amount billed for nontariffed services by SWBT to affiliates

in 1892.

126. Based on the audit work performed, nothing came to the attention of the audit
team that would indicate that SWBT's nontariffed services rendered to affiliates and sales
of assets to affiliates were not accounted for in a manner consistent with the applicable
FCC affiliate transactions standards. Furthermore, nothing came to the attention of the
audit team that would indicate that the telephone ratepayers had been adversely affected
by transactions between SWBT and affiatss resulting from noncompliance with these
standards. SWBT's services were priced t0 recover at least fulty distributed cost (FDC),
when a tariff or prevailing market price (PMP) was absent. Assets sold by SWBT to
affiiates were accountad for at the higher of tair market vaiue (FMV) or net book vaiue
(NBV). SWEBT reviews the pricing of services yearly. iis procedures are constantly
modified and formalized.

127. SWET is the largest subsidiary of Southwestern Bell Corporasion (SBC). it
provides telephone service in the states of Arkansas, Kansas, Missouri, Oikishoma, and
Texas. The nontariffed services rendered 12 affiates are mostly of an administrative or
staf! support nakure. The asests s0id 10 afiiiaies during the audit period, which covered
1989 - 1982, were mostly office fumnihure and equipment. Amounis biled by SWBT o
affiiates ranged from $25.7 milllon in 1900 to $38.7 millon in 1902.

Sechground

120. Southwestern Bell Towphono Company (SWEBT) was incorporated n
Mm utnmnmu—mmm
spprvimanly 84 silion weidortil and 1.4 millon business

mgwummmmum As of
mmahumummﬁw
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cudomer and sales efforis. While Network Services is
dnigning onoimﬁng. and construction of the
expigined that SWBT reorganized

dongﬁmcﬁonallm inocdarm be better abie to respond to an increasingly competitive
telecommunications market.

130. SWHT provides over 50 nontariffed services, mostly of an administrative or
staff support nature, to affiliates. Theee services are provided utilizing existing resources
to maximize efficiencies and are considered incidental to the main telephone operations
of SWBT. The tabie below provides the total amounts billed for nontariffed services and
for incidental sales of assets 10 each affiliate during the audit period, 1989 to 1992




(in millions)

Afflliate

SBC (Parent Company)

SWB Yellow Pages, Inc.

SWB Telecom, iInc.

SWB Pubiications, inc.

SWB Technology Resources, Inc.
SWB Intemnational Holdings, Inc.
SWB Mobile Systems, Inc.

e
w®

w
©

SWB Redevelopment Corporation
Metromedia Paging Services
SWB Printing Cc
SWB Asset

. " . o |
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Objective

131.  The cljecive for 1he axik Nas review of SWEBTS nomtarified transactions
with s aillienes was 10 verlly it 129 Yantacions were compisted in accordance with the
applicable afiiate vansactions standards indicaned in this faport and 1o snaurs that the
reguisieod actviies were act subsifizing soneguiated acivilies through
NONCOMPAance with tThese stendands. ol ooowr In e form of
underchenges or a0 chargee at all for strvioss and produces suld o afiliates by SWBT,
To achisve tis chjective, our euarminalion focused on the fllowing speciic major goals:




a Determine whathar services provided by SWBT 1o ;;ﬁiiates ware priced and
recorded in accordance with the affiliate transactions costing standards.

b. Determine whether transfers or sales of assets to affiliates were priced and
recorded in accordance with the affiliate transactions costing standards.

c. Determine whether revenues raceived from the sale of assets and services
to affiliates were recorded in above the line regulated accounts.

Scope
132. The audit work was primarily concentrated on 1892 activities. For this
purpose, the audit team selected for review seven services and the assets sold to affiliates

in 1992, Together, the selections accounted for approximately 65% of total nontariffed
transactions billed to affiliates for the year 1992, see table below, presented in millions.

Ssrvices Selected for Review

Technical Personnel Services
Data Processing Sé
Real Estatq

Temporary Labe
SWETN Services

WMLNT T SO

133,  The autit procass WIoaed st Svee major Slaps: Srst, the roview of
SWETS aflliate semaaciions policies and prycadyes; second, 1 tasling 1or compilance
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imemal and exteral sudt reports related o affiiate

We reconciled affiiate transactions data provided to the audit team to the
Form M Report for 1991 and 1892 and to the General L r.

We reviewed SWBT's written policies and procedures related to affiliate
transactions.

Wae reviewed service agreements and pricing addenda.

Woe reviewsd relevant sections of the Cost Aliocation Manual (CAM) dealing
with affiiate transactions.

We reviewed costing of services 10 ensure that ail direct and indirect costs
were included.

We reviewed intemal controis relsted 0 SWEBT's provision of affiliate
selvices.

We reviewed the pricing of aseets soid 10 affilisies.
We tested billings 10 affliates and the reconding of the revenues.




the general terms and conditions under which SWBT will provide the services. Detailed
description of services, together with the duration of the contract, specific terms and
conditions, are contained in "Schedules” which are attached to the GSAs. Attached to
these schedules are pricing addenda which state the prices in effect at any given time.

These prices are reviewed yearly and revised, if necessary. The audit team's raview of
these pricing addenda revealed that, generally, the stated price is equal to or greater than
fully distributed cost (FDC), in compliance with the FCC affiliate transactions standards.

136. SWRBT develops FDC for each service by first identifying all direct capital
costs and operating expenses and, second, by identifying all direct labor costs invoived.
Following this process, SWBT develops loading factors for common overhead which are
applied to each respective type of cost (capital or labor) to arrive at FDC. At this point,
SWBT develops two types of unit cost for each service: one without the common
overhead, which is referred to as incremental unit cost (IUC); the other with common
overhead and referred to as FDC. Finally, SWBT assesses the market for similar services
and determines the price that the affiliate should pay for a given service. This price is
usually market, if higher, but in no event shall be lower than FDC. The audit team
concludes that the IUC is of no value except, perhaps, to identify the direct cost involved
in the provision of a particular service. Furthermore, the audit team makes no judgment

as to the appropriateness of the methodology employed in the cost studies.

137. Bilings are rendeved 10 afiiiales on a monthly basis. All invoices are due and
payable within 30 days from the statemant date. All late payments are subject to a 1.25%
per month late payment charge. Revenus related 10 the afiiale transactions under review
are recorded in Account 5284 Other incidental Regulsted Revenue. These revenues are
then prorated 10 the revenus accounts in each of the five stales in the same manner as the

expenses that are incurred 10 provide the service.

138. Seversl departments within SWEBT are involived in the administration of the
nontasified services provided to affliaies. For sxample, Product Management within the
ofgunization deals with the alillate, deveiops cost studies, assesses market

prices for similar services. and interfaces with the Lagel Department, Contract
Aciminisiration, and Corporate Books. The Lagal Depariment is responsibie for the drafiing
of the GSAs while Conract Adninisivation is reaponaible 1or the moniioring of the service
mlb endered. Comporate Books renders the bl 10 the alillate and records the
Acoounting Classifiostion Group coondinates with afi of the abowe
anmmmuuﬁmm

1% hmum.mmm*nunmumm
and squipmert, reapactively, 10 afllates. The axit sam fvieowsd the Supporiing
documaniaiion for 1he sale of hese asesie and conchuins et 1hese Fareaclions wWene
scomplished ot e Ngher of aat book: value or fair mastet velue, in compliance with the
SIS VONSECSIOrS CoUling Stmndnndy.
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140. Technical parsonnel services include consuiting, software support, system
analysis, programming, system and application maintenance, documentation, and training.
in 1882, the majority of the billed technical parsonnel services, 96 percent, were provided
for the benefit of Southwastern Bell Yellow Pages (SBYP). The service to SBYP was in

the form of support for a Belicore project regarding the Listing Services System (LSS). The
portion of the technical personnel services related to the LSS will no longer be provided

in 1993, causing an expected decline in billed technical personnel services in the
immediate future.

141. The audit team reviewaed the contracts and found them to be waell
documented. Billings appeared adequate. Technical personnel services were priced
above FDC. Costs were developed and applied to specific billing units. Technical
personnel services, utilized primarily two billing units: labor hours and per month fee for

the LSS project support.

DATA PROCESSING SERVICES

142. Data processing services include: scheduling and processing data for affiliate
dedicated systems; utilization of the time sharing system; and, production of data on
microfiche pages. SWB Yellow Pages incurred over haif of the total data processing
service bilings in 1982. SBC, followed closely by SWB Mobile, were the other major users
of this service. A review of the cost data revealed that the prices identified in the pricing
addendum to the contracts and billed 10 the affliates were above FDC. SWBT performs
cost studies and prices the deta processing service by the system components utilized.
Exampiles include Central Pracessor Unit per standard CPU hour used, per page printed,
per terminal hour of usage, microfiche per page, labor cost per hour for data center
personnel and Virtual CPU time per second for interactive time-share service.

143.  In 1963, SWBT began the data processing servics &s a
service offering. Plans are for the rweleciusl Property Group 0 manage the
provision of the senvice 10 oulaice unvaiatnd third parties in addiion 10 afliates. The Cost
Allocation Manual fied with the FCC will govern the separstions of the costs between
reguisted and nonreguinted activiies. The aflliate biling system will no longer be used.
Revenues from aflliates 10r 1he service will not be boohed in reguisted acocoUNIS as the
a8s0ciaied Sxpenses &/ eMOoved om the reguiated books.

144. Fowl s inchucies: Soor m
Pwenpey. mc——mdwmmh 1900 wove
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provided to SBC. Technology Resources, Inc. utilized ten percent of the billad services.
The largest single component of real estate management services is office space leasing
at the One Bell Center location in St. Louis, Missouri. With the relocation of the SBC
offices to San Antonio in late 1992, this service will be drastically reduced on a going-
forward basis. Lease administration, floor spacs planning and furniture inventory are all
priced above FDC and are charged on an hourly basis. Office space lease service is
calculated on a per square foot basis. Fumiture rental is priced on a per month basis
depending on the item. Billing units are reported to accounting each month. Bills are
rendered to the affiliates based on the units and applicable rates.

JEMPORARY SERVICES

145. Temporary services include temporary support to affiliates on a project
specific basis. Temporary labor services and certain one-time events, such as the sale of
SWBT documents, fall into this category. Ovar sixty percent of temporary services billed
in 1992 were provided to Southwestern Bell international Holdings (SBIH). Labor services
for the benefit of Telmex are provided under this schedule under agreement with SBIH.
Together, SBIH and SBC accounted for 87% of the total billed temporary services in 1992.

146. The aiit teem traced the development of over a hundred cost studies and
found no major problems in this area. The audit team noted that the price was generally
established 25 t0 30 percent above FOC. The majority of the cost studies are performed
to derive specific labor costs for the provision of services such as those benefiting Telmax
through SBIH. Once an employes is identified as providing support to an affiate, iabor
costs per hour are prepared for sach amployee perticipating in the project. The affiliate
is billed an amount ecqual 10 the number of hours of iabor times a price sstablished above
the FOC of the smpioyes's hourly labor rate. SWET cost siudies identily the employes's
average labor rade per hour and add both direct and indirect costs based on the work-
group averages. Average wage pec hour is increassed 10 allow for wage increase, paid
absence, premium ime, other direct axpenses, and direclly-aseigned Nems such as
secretarial support and next-level suporvision. in addiion, general supervision and staft
and general axpense loadings are added 10 determine Aully distrituted costs for labor.

147. During the audit, the team noted & nurber of SWBT menagers transierring
10 SBIH 10 work with Teimen. i ligivt of the SWEBT work 1008 rethuclions in the past yoar,

the transfers appeared reasonable and regulatory COROSMS arn miligated.

L I ‘ i,

benis o Southwestien Euciroric Tandom Network (horsafier relormed
L X ] - B compinad ¢f ‘aciliies owned or lonsed by SWET. Thesy

1. wmmmumuwmm
fagilion inckulie privald ines and SINETHN Syuem 90 nss. SWETN serves as e
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adminisirative telecommunications link for SBC, SWBT and affiiates. Services available
over SWETN include voice grade services, digital data services (2.4 through 56K bps),

wideband digital data services (1.544M bps), and video conferencing at selected facilities.
The following table presents informeation on amounts billed for SWETN service for the

years 1989 - 1992, in millions, as compared to the total amounts billed by SWBT to
affitiates for all services:

Amount Billed by SWBT to Affiliates for
SWETN Services

Total Amount Billed by SWBT to
Affiliates for All Services

Percentage of Total Amounts Billed by
SWBT for SWETN Service

149. According 10 SWBT's Cost Allocation Manual, SWETN services are provided
at Fully Distributed Cost (FOC) axcapt for interLATA services which reflect the highest
surveyed tariff rates. The audit tearn reviewed SWBT's policies and General Service
Agreements reiating 10 SWETN transactions with affiiates, as well as the development of
the meesage uni cost per minute of upe. A comparison of the per minute of use SWETN
message service cost derived from the studies and the prices included in the General
Setvices Agresment for SWETN massage services indicated that SWETN message

S8/VICs were being priced sbove FOC.

150. General pubiic relations ssrvices Indude empioyee information publications,
news cliipping service, preparation of graphice, and audio/video . The
majority, 91 percent, of biled public relilions service was provided 0 in 1902, SWBT
priced the pubiic raislions servicss sbowve FOC for the various servicss based on the cost
componenis. FOC & for esch of the SWET publications based on annual cost
par isaue for each siaie. wos dyveloped 10r servions such as audioNideo servicss
and based on he kaded lebor rate per hour of he employees periorming the
tanks. SWET biling s based o the aumber of hows st $he esteblished unkt price
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Page 1 of 1
SBC Charging Directions

Allocate to All Operating Subsidiarias

Direct to Southwestern Bell Telephone Company

Direct to Southwestern Bell Telecommunications, inc. (Telecom)
Direct to Southwestem Bell Mobile Systems, Inc. (SBMS)

Direct to SBC Asset Management, Inc. (AM!)

Direct to SBC-Washington, inc. (WASH)

Diract to SBC Corporate Services, Inc. {CSl)

Direct to Southwestern Bell Capital Corporation (CAP CORP)
Direct to Metromedia Paging Services, Inc. (Metromedia)

Direct to Gulf Printing Company {Gulf)

Direct to SBC Administrative Services, inc. (AS!)

Direct to SBC Technology Resourcas, inc. (TRI)

Direct to Southwestemn Bell international Hoidings Corporation (SBIH)
Direct to Gateway Rivers insurance Company (Gateway)

Direct to SBC Audit Services, Inc. (Audit)

Direct to Mast Advertising and Pubiishing, Inc. (Mast)

Direct to Southwestorn Bell yellow Pages, Inc. (SBYP)

Direct to Southwestem Bell Enterprises, Inc. (SBE)

Direct to SWBT-Arkansas

Direct to SWET-Kansas

Direct 0 SWBT-Missouri

Direct %0 SWBT-Okishoma

Direct 10 SWBT-Texas

Retain in Parent

Direct 10 Southwestern Bell intemational - Oysten Cable (Oysten)
Direct 10 Southwestern Bell intemational - West Midiarndis (Miciand)
Direct 10 Southwestem Bell Enerprises - Voice Messaging Services, inc. (VMS)
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sm balieves that its affiliate transactions are in full
conpliance with the FcC’s affiliate transaction rules and notes
that .the Audit Report, for the most part, supports this belief.
The -audit team, after conducting an initial survey audit of all
SWBT affiliate transactions, focused on six specific areas of
transactions. The criteria used in selecting the six areas were
materiality (large dollar amounts) and areas where the potential
for cross subsidies exist. The audit team notes that the six areas
selected for the more focused audit enabled 100% of the services
rendered by SWBT to affiliates and approximately 70% of the
ser\{ices rendered by affiliates to SWBT to bs examined by the joint
audit team.

In four of the six areas chosen the audit team found there was
nothing to indicate that the transactions were not accounted for in
a manner consistent with the applicable FCC affiliate transacticn
standards. SWBT views this language as positive and accurate.

The audit team however concluded that certain allocations from SBC
to SWBT and certain transactions with AMI were, in their opinion,
inconsistent with the FCC’s atfiliate transaction rules.

In several areas the audit team’s adverse conclusions are
incorrect. The audit team has not reasonably interpreted the FCC
rules or fairly examined the issues. For example, the audit team:

\nl ooaplimw ththo FCC affiliate transaction rules.
However, the audit team criticizes the relocation of
SBC’s corporate . based not on any failure to
comply with the affiliate tnunctian rules, but rather
on an alleged failure to mest a prudency of
otnndu'd The audit team states it deems that SBC has

to rvvido *adequate justification for these costs
to aliowable and recoverable from the telephone
ntwcn'. SUST wvas ROt avare that it wvas expected to
meet a e standayd until it received the Audit
a-put T™he t team does not have an adeguate basis

to make such a finding.

8.




An inordinate amount of information was provided to the
audit tesam to verify time charges at SBC - payroll
recorxrds, job descriptions, charging directions,
interviews with 43 employees, etc.. The audit tean
surprisingly ignores all of this relevant information and
nistakenly argues that the survey time study was the
hinge-pin of the entire system. This is not correct or

reasonable.

Reaches Rxzonsous Results - The audit team reaches a
result wvhereby SWBT, the largest SBC subsidiary, would
receive a sero cost allocation from the parent for image
advertising which clearly benefits SWBT. The audit teanm
also adjusted the SBC general allocator to include
retained expenses that are not assigned or allocated.
The sffect is to substantially distort SWBT’s fair share
of, and primary role in, continuing the need for such
costs. SWET maintains that the audit team has
misapplied the affiliate transactions rules, resulting in
an allocation that could not stand a test of
reasonableness.

In an effort to verify lease charges to SWBT from ANMI,
the audit team averaged the lease payments of non-
affiliates. SWBT was not svare this vas an acceptable
mathodology for determining prevailing prioce.

EatAtes Computations - The
Wﬂmottﬁtlﬂ”mtn .

For axample, the avdit team determined that its finding
miq the geners]l allocator was worth a total
on in the allovation to SWBT of $62.5 million over

's. SWIT's conputation, based on the audit

1

‘s ¢ ted in a reduction of that
allocstion to y $37.6 adllion. Fimally, the awdit
tean osloulated amouwnt over a four-year period.
Though this resunlted in a large » it {s more common

« Sven hased en thair srronecus compwtation
wmumm.am '




February 21, 1994

Southwestern Bell Telephone Company’s Analysis of the Report

This letter is Southwestern Bell Telephone Company’s response to
the "Five States Regulatory Commissions and Federal Communications
Commission Joint Audit Team Report" on its “Review of Affiliate
Transactions at Southwestern Bell Telephone Company," dated
February 9, 1994 ("Audit Report®). As detailed in the Proprietary
Agreement, the Joint Audit was voluntarily agreed to by SWBT with
the understanding that the audit was to determine SWBT’s compliance
with the Federal Communication Commission’s (FCC) affiliate
transaction rules as promulgated in FCC CC Docket 86-111, commonly
known as the Joint cost Proceseding, and set forth in 47 CFR 32.27
and 47 CFR 64.901. The Audit Report reiterates that the objective
of the audit was to determine compliance with the FCC’s affiliate

transaction standards.

SWBT believes that its affiliate transactions are in full
compliance with the FCC’s affiliate transaction rules and notes
that the Audit Report, for the most mrt. supports this belief.
The audit team, after conducting an ial survey audit of all
SWBT aftiliaf‘. transactions, focused on six specific areas of
transactions. The criteria used in selecting the six areas wers

' Proprietary Agreemant-Attachment A Nﬂlﬁ.ﬂm
Bruno latters of April 22, 1993 & Nay 12, 1993,
para. 12. The six areas chosen for a more

Auwdit Report,
focused audit were:
1. The allocation of costs from SWBT’s parent
corporation, Southwestern Bell Corporation,
suar

to .
2. SuST’s purchase of service and leasing of
SPace from Southweestern Bell Anaset
. Ino. (ANX). ANI provides a
of real sstats related sarvices.
3. Wom«mu‘m’,«-m
Sowthestern un Telscommunications,

(9 ummm
g.- and related
4. ® «mwmm
sarvices Ball Techewlogy
Resources, Ime. (PRI}
i




materjality (large dollar amounts) and areas whcre the potential
for cross subsidies exist. The audit team notes that the six areas
selected for the more focused audit enabled 100% of the services
rendered by SWBT to affiliates and approximately 70% of the
segiees rendered by affiliates to SWBT to be examined by the joint
audit team.

In four of the six areas chosen the audit team found there was
nothing to indicate that the transactions were not accounted for in
a manner c?nsistent. with the applicable FCC affiliate transaction
standards. The audit team however concluded that certain
allocations from SBC to SWBT and certain transactions with AMI
were, in their opinion, inconsistent with the FCC’s affiliate

transaction rules.

In several areas the audit team’s adverse conclusions are
incorrect. The audit team has not reasonably interpreted the FCC
rules or fairly examined the issues. For example, the audit team:

A.
- The stated audit scope

was compliance with the FCC affiliate transaction rules.
However, the audit team criticizes the relocation of
SBC’s corporats headquartars, based not on any failure to
comply with the affiliate transaction rules, but rather
on an alleged failure to meet a prudency of expenss
standard. The audit team states it deems that SBC has
failed to provide “adequate justification for these costs
to be allowable and recoverable from the t:ol.phom
ratepayers”. SWBT was not awvare that it wvas

meet a ra standard until it mivcdthohudit
Report. The audit team does not have an adequate basis
to make such a finding.

.

In an a to 1 ' a find otnonmortlmj
tluanoa.m t team ignores a
vealth of information and documsntation provided

B.

S. SWT’s purchase of oallular phones and

é. SNT’se sale of nomtariffed assets and
saxvices to affilliates.

'm aress wvers SWST sales of aseets and
-miuu.mm:m of services from
NI: Wy and serxvices from N9
Teloven; MW“MMMMM

WS Mabile Systems.
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rcgn:dinq time reporting, including infc rmation provided
through personal intarviews with 43 eaployeaa.

c. mnhu_mem_mmn - The audit team reaches a
result whereby SWBT, the largest SBC subsidiary, would
receive a zero cost allocation from the parent for image
advertising which clearly benefits SWBT. The audit team
also adjusted the SBC general allocator to include
retained expenses that are not assigned or allocated.
The effect is to substantially distort SWBT’s fair share
of, and primary role in, continuing the need for such

costs.

D. Miscalculates and Overstates Computations - Not only are
the audit team’s findings incorrect, and not consistent
in the application of the affiliate transaction rules,
but the computations of the effects of those findings are
also flawed. For example, the audit team determined that
its finding regarding the general) allocator was worth a
total reduction in the allocation to SWBT of $62.5
million over four years. SWBT’s computation, based on
the audit team’s philosophy, resulted in a reduction of
that allocation to only $37.6 million. Finally, the
audit team calculated the amount over a four-year period.
Though this resulted in a large number, it is more common
to determine the financial impact of an issue over one
year. Even based on their erroneous coamputation, the
1992 amount is only $22.2 million.

In this response, SWBT will explain the errors in the audit team’s
interpretations and demonstrate that the allocations and
transactions called into Question were in tnct. booked consistent
with the affiliate transaction standards.’ SWBT will also note
instances vwvhere, even assuning as correct the audit team’s
interpretations of the affiliate transaction rules, the amount of
nonay cited by the aundit team is incorrect.

SHBT disagrees with the sudit teanm’s treatasnt of allocations froa
ahC, sSWIt's corporation. The Audit Report makes three
speciftic ¢ regarding costs flowing from SBC to SWBT: 1) SBC

} swer will coatine its m to thoee
which were withia referenced
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has no supporting documentation for time charging by its employees,
2) SBC is using an improper marketing allocator, and 3) SBC is
using an improper general allocator. Each finding is unsupported
by the facts. SWBT will address each item separately and then
address the audit team’s expansion of the audit scope.

DRocumentation for Time Charging

The joint audit team’s claim that there was "no supporting
documentation for time charging by SBC’s employees®" and thus it
“could not determine the reasonableness of SBC’s expenses charged
to SWBT" is simply untrue. The audit tear has created an issue

where none exists.

The "no supporting” documentation referred to is in reality a
single type of document called a "survey time study®". It is one
very small part of the entire time reporting systesm. SBC’s
internal procedures state that a four-week survey time study should
be performed for new positions that are created or for existing
positions that change substantially. The audit team requested the
1992 survey time studies during the audit. SWBT explained that the
individual judgment of each managsr deteraines whether this type of
study is conducted and how often. The reason for leaving the
decision to the manager’s discretion is obvious--the manager on the
job is in the best position to know if the job is changing. SWBT
also explained that the internal procedures did not provide for the
studies to be centrally retained or retained for a definite period
and thus to obtain the 1992 ’tud:lu would require a manual search
of all positions within SBC.” The auvditor was also informed that
it was SBC’s belief that very few time studies were performed in
1992, given that there were very few, if any, newv jobs created or
rolgonsibuity changes in existing positions. Nevertheless, the
audit team has focused on the survey time studies to create the
inpression unfairly that thers is a lack of documentation
supporting the allocations in an attempt to cast doubt on the
entire corporate time reporting system.




The audit team’s portrayal of the survey time study as the key to
the whole allocation system is erroneous. Contrary to the audit
team’s claim, the cost allocation system is not “for the most part
+ « « driven by survey time studies®. It is driven by accurate
reporting of time. Although survey time studies represent one tool
used to verify time reporting when a position substantially
changes, they are not the sole method of determining proper time
allocations and are insignificant if job functions stay constant.
As was discussed with the auditors and as explained below, SBC uses
several methods or tools to determine proper time allocations.
Documentation regarding these methods was available to the

auditors.

As was explained to the audit team, SBC has very specific
procedures for assuring accurate time reporting. The 4dob
description itself in most cases is sufficient to indicate the
allocation. The audit team was also made aware that each year
during the March/April time frame, each SBC enmployee receives a
report (called a FASC Information Card) which shows the charging
direction of that particular employee. The employee verifies the
charging direction or notes any changes, signs the report, and
returns it to SBC Corporate Accounting. Corporate Accounting then
performs a reasonableness check based on the job description. The
final report is then used to report and allocate the employee’s
time throughout the year. It was also explained to the audit team
that when an employee performs functions ocutside of their normal
job responsibilities, an "exception time report™ is prepared
whereby the exception time is specifically recognized in the
payroll system. The audit team was also told that SBC corporate
accounting regularly conducts time reporting training sessions for
all employees. The purpose of the training sessions is to remind
employees of SBC’s cost allocation system requirements, review
exception time reporting requirements, reviewv day-to-day time
reporting and answer any questions regarding the reviews.

Contrary to the audit team’s implication, time studies are not an
FCC requirement: rathar, they are an intermal procedure developed
for a specific gcircumstance - i.e. a significant change in
responsibilities.” In the Joint Cost Ordar procesding the PCC did

’

™he fact that time studies are developed pursuant
to intermal procedures rather than as a result of the
rcc’s rules, the audit team’s claim that the
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not mandate a set of specific procedures and records to be
developed and kept by a carrier’s affiliate to determine compliance
with the affiliate transaction rules. Rather, the FCC requires
that "sufficient documentation™ be retained to enable the FCC to
assess if affiliate transactions were recorded in compliance with
FCC rules. SWBT provided the audit team with a substantial and
sufficient amount of documentation including, but not limited to,
corporate employee time records, information from the FASC cards,
exception time reports, cost center charging directions and 1993
survey time studies, all of which demonstrate compliance with FCC
rules. The audit report in fact acknowledges that the audit team
reviewed exception time reports, compared descriptions of functions
and beneficiaries of those functions to the work actually performed
by selected employees, and reviewed written procedures associated
with the SBC Cost Allocation System. Thus, the audit team was
supplied with sufficient documentation to assess compliance with

FCC rules.

If there were any lingering doubts about the accuracy of SBC time
reporting, the awareness of the SBC employees, the procedures in
place or SBC’s dedication to accurate time reporting, it should
have been dispelled during the face-to-face interviews the audit
team had with randomly-selected SBC employees in San Antonic. The
audit team interviewed 43 SBC employees to discuss their individual
time reporting. The audit teanm acknowledges in its report that
100% of the employees interviewed responded in the affirasative that
their actual time charging was representative of their work effort.

SBC spent considerable time and resources in complying with the
audit team’s request to have face-to~face interviews with SBC
erployees. Thus, SWBT is surprised by the audit team’s single
conclusion as to these interviews - "although all SBC employeas who
were interviewed responded in the affirmative that their actual
time charging wvas representative of their work effort, the audit
tean, nonetheless, had no alternative but to either accept that
clain wholly on faith or to reject it." The real problem with this
statement is that an auditor can alvays rely on the excuse that he
has no altermative but to accept “wholly on faith or reject" the
truthfulness of an assertion, regardiess of wvhether the assertion
is made in an interview or supported by a warehouse full of
documents created by the interviewee. An auditor obviocusly does
not have personal knowl of ths facts because he was not there
and thus he is alwaya obliged tc either accept something on faith




ly reject it. Purther, SWBT providcd the audit team with
n enocugh information, including all the documentation
- ‘above, to warrant a finding on more than just "faith",
niahle fact remains that the records indicated that the
aploy time was being charged in a certain manner and the

aployees confirmed that the charging was representative of their
work effort.

After reviewing the Audit Report, SWBT is further concerned about
why the interviews were in fact held if they were not going to be
used to substantiate accurate time reporting. The audit report
states that "43 SBC employees were interviewed in San Antonio,
= Texas, none of whom could produce the required four week time study
on which their current allocations were based.™ This finding
. should not have been a shock to the audit team, since the fact that
1992 survey time studies were not available was relayed to the
audit team prior to their visit to San Antonio to interview
corporate employees. In fact, the audit team gave SWBT the
impression that this circumstance required face-to-face interviews
with employees to determine time charging given that no studies
were available.

The audit team stated in Data Regquest 4023:

+ « It is our understanding that these time studies are
not prepared on a regular or current basis. Instead,
eamployees inherit their cost center and oharginq
direction from their predecessor. Nevertheless, we need
. some basis for determining if the current allocation of
SBC time and associated other charges which is based on
l these historical time studies is currently accurate and
apt iate. This audit step will be pertormed in San
Antonio

Further, Data Reguest 4019 stated:

Using a sample of employeas provided in DR4O18 I would
1mum1~mma¥~mmmmot

mmaum.mmﬂmmmummem:
audit interview was a visble msans of discovery and would be used
to judge the sccuracy of the charging directions. In fact, SWIT’s
response to Data Reguest 4623 stated:

It is SWST’s and SEC’s wniizwtanding that the purpose of

the intexviews schedaled with ench enployee is to verit
m-m«mw-mwumw

hmhmm {heoords in
roguest 4912 cussisted mm m
divections, ete..}
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As the response to Data Request 4023 indicates, SWBT believed that
the results of the interviews would be used as substantial evidence
of time reporting accuracy. Yet, the audit team now dismisses the
responses of SBC employees seemingly because they have "to accept
. « - wholly on faith or reject" that the employees were being
truthful. The auditors knew that this was the situation before
they ever left for San Antonio. If the only purpose of the trip
was to cbtain an audit finding that a 1992 survey time study was
not available for the 43 employees being interviewed, SWBT would
have stipulated to the fact and saved everyone’s time and money.

SWBT emphatically believes that the time reporting procedures which
have been in place and followed at SBC are sufficient. The process
is continually reviewed and updated. The audit team notes the
continual review with the acknowledgement that the SBC Cost
Allocation System manual was revised on 9/23/93. The audit team
notes that it received the revised manual, which had been
previously discussed with the auditors, on November 15, 1993, after
completion of the audit field work. Given the fact that SWBT did
not receive a Data Request on this subject, when SWBT continued to
receive Data Requests on other subjects until January 31, 1994,
and that the revisions were not negatively commented on in this
report, SWBT assumes the revisions wvere adequate.

SWBT is concerned that the audit team seems to presume bad faith
and rejsct or ignore all of the conclusive data provided by the SBC
smployees during their interviews and the tremendous amount of
documentation that wvas provided to the audit team in support of the
corporate time allocations. SWBT is perplexed as to why the audit
tean appears, without any legitimate explanation, to reject the
findings of the interviews, reject the doocumentation provided and
inastead chastises SBC hecauss» SBC did not follow the audit team’s
interpretation of what the SBC internal policy regarding survey
time rts should be. SWBT is especially troubled by these
accusations, given that no specific discrepancy in time reporting
ever surfaced.

S3C Maxkstiag Allooator
The audit team contenda that SBC’s sanner of aliocating corporate

audit veanTs nterprecation Taint. Cont Order Langusge.  SWBT
eyl s e T e i
submits that the awdit tesm’s the concept
that coets should be assigned om a cost-causative basis.

- costs. The first is advertising
' %ﬂﬁu t:nn' Mum
4 y . .




of __auiqning th. image advertising cost would be to allocate

3 ts to all subsidiaries based on the subsidiaries’ relative

ze. - This would be 1logical given that image advertising
Pr ysumably. benefits all affiliates.

Instaad of using a general allocation methodology, SBC chose a more
stringent method to better reflect cost causation, consistent with
FCC affiliate transaction rules. SBC’s cost causative allocation
method is based on the advertising dollars spent by each
subsidiary, including advertising dollars spent on SBC subsidiary-
specific advertising, as an indication of the importance of
advertising to that line of business. SWBT believes this method is
a reasonable and fully supportable basis for allocating image

advertising.

The audit team contends that "image advertising™ costs should be
allocated based solely on SBC-incurred “subsidiary-specific
advertising costs®. The audit team’s entire argument is premised
on a quote from the Joint Cost Order that *. . . all coats that can
be apportioned on the basis of direct assignment or cost
causational to be so apportioned. Residual marketing expenses will
be divided between regulated and nonregulated activities based on
the ratio of directly assigned and attributable costs.® The
fallacy of the audit team’s interpretation is that image
advertising costs are not residual costs. Image advertising costs
represent a separate form of advertising which is allocated on a
cost causational basis. SBC’s use of this cost causative-based
type of allocator is no different than the use of other accepted
allocations (investment, employmsent) which use a cost causative
neasure for allocating costs.

Pollowing the audit team’s interpretation could lead to distortion
of the process. A parent could allocate 1008 of all expenses from
image advertising to the telepbone company merely by perforaming
subsidiary specific advertising only for the telephone company. In
that scenario, th- other operating muurm. mnx:y chooainz
ing, woul

a thimw perfora subsi

benefit the image ndnrunng wi m allocation for the
expense. 3Such an absurd result is demomstrated in the Audit Report
itaelt, ™he AMzdit Report suggests that SWBT, the 1la
subsidiary who presusably derives a banefit from image advertising,
should have had an allooation of sero for imsge advertising oosts,




"t.he act.ual expense payments in Cost Center 081. 'rhe'

oth transactions ware :uwluded in the computation of the
: Allocation Factor. uged for Cost Centexs 080 and 081.
_ _ the common accounting u:fmnt of accruing for an expense in
- ariod and reversing in another, SWBT assumes that the audit
:tenm sinply misundarstood this issue.

- The audit report takes the poiition that SBC’s retained expenses
 should be included in the calf:ulat:ion of the general alloccator.
This argument is incorrect and. unsuppo

!

The audit report suggests a major and umnnoticed change in the FCC
rule on the calculation of a general allocator. The general
allocator is to be calculated er the rules based upon expenses
that are diractly assigned or jattributed. Retained expenses are
not assigned or attributed the operating subsidiaries, and
thersfore should not be used in d.t.n.uung their share of the
generally allocated costs. To pretend, as suggested by the audit
‘team, that retained assigned or attributed ¢to
stockholders is to Matory fiction which is wholly
unsupported. Stockholders are not billed for expenses, they are

paid dividands. The int tion is also contrary to the common
'dict.:lonary detinition of retain which is *"to keep or hold in one’s
possession”. Bxpenses which kept or held are not, in the cost
allocation process, assigned attributed.

.Including retained expenses in the calculation of the general
allocator also introduces a number of illogical and unexplained

. inconsistencies into the allocation process. FPirst, it results in

sxpenses being excluded for m {retention), but included
for another purpose (allocati Second, it results in costs that
are not assigned or alloca to subsidiaries being used to
deteranine how costs are allooe u those subsidiaries. Thixd, it
produces absurd results that no logical relationship to cost
causation or any other m © msasure of mlblnty for the

underlying coats.

B mutm.om umnm illustrated in the express
tindinge of the audit report. \mnuluumlutwm
. the calculation of the gunarel allocator seduces SWIT’s share of
. the SIC generally allocated costs frem 9% uul. This reduction
.- is unreasomable on its face that ST represents 758 of
"&mﬁm -3 in”m ﬂ " Mﬁ bt e
S ounly . - ! ® on
for a Bath greater pertien (aetw m 43%) ef SBC’s gensral
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X s and gonqrally allocated costs. That is, the audit report
flatly ignores SWET’s primary responsibility for the creation and
incurrence of these costs, and results in their being allocated on
an irrational and non~cost causative basis.

The proposal on including SBC-retained expenses in the calculation
of the general allocator simply does not make sense. It is not
only contrary to the PCC’s current rules, it is 1illogical,
inconsistent, and likely toc do more harm than good. Suffice to
say, SBC is conservative in its retention of costs. SBC’s
retention of costs policy did not envision piling on additional
costs unrelated to the purpose of retention. Such a policy would
likely force SBC to reevaluate its conservative retention policy.

Finally, SWBT does not agrea with the dollar effect of the audit
team’s finding regarding the general allocator. SWBT’s
recomputation, based on the audit report’s proposed methodology,
rasults in only a $37.6 million total reduction of allocated cost
to SWBT for 1989 through 1992 versus the $62.2 million noted in the
audit report. The audit team apparently did not consider all of
the intricate calculations involved in such a redistribution and
apparently only made a “rough

estimate” of the differencs.

SRC_corporate Relqeatlen Conts

With the receipt of the Audit Report SWBT learned that the audit
tean had expanded the audit scope and standard to include
justification of the move of 8BC’s corporate headquarters from St.
Louis, Missouri, to San Antonio, Texas. The Audit Report
unequivocally states that the objective of the audit was to
deternine compliance vit" the affiliats transaction standards and
ensure that telephone cu. xers had not been adversely affected by

any noncoapl

gt Mtx:ol::‘mmrmm motd.gtn:“'

act, the no the of
the transaction on SWBT’s booka. The audit team does admit,
thooghmtmmuwu iance with the
areili transaction rules”™ and thus beyond socope of the
nuut. mmmmmmumum. it has

no purpose in this Audit Meport. SWOT submnits that the audit teanm
has »o basis for its purportnd tinding amd no timsts reason for
Mmiuct&hwmnn mmm

sudit. Polluting this sudit by purportisg to make such a *finding®

¢ vet, the mmiiit report itsslf lists several

MMMM mmum
isast of which is that S0%
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will inevitably have a chilling effect on SWBT volunteering to
participate in such audits in the future.

The audit team contends that SWBT recorded charges for office space
from AMI at more than prevailing market price. The audit team
presumes that a prevailing price can be established by averaging
the price per sqguare foot for nonaffiliated third parties in the
building and then datermining whether SWBT paid wmore than the
average. The audit team’s wethod for calculating prevailing price
is inconsistent with SWBT’s understanding of past Commission
direction, in the Joint Cost Order proceeding and various Common
Carrier Bureau orders, regarding establishing prevailing price.
SWBT’s understanding was that a prevailing price could not be
established by merely averaging the prices paid by unaffiliated
third parties.

The nonaffiliated tenants in the buildings in question were paying
a variety of differing rates. At the Pinehollow location, there
were 23 non-affiliated tenants paying 15 different rates per square
foot with a $4.75 difference baotween the high and low rate. At the
Centerpoint location, there were 9 nonatfiliated tenants paying 9
different rates per square foot with a $3.01 difference betwaen the
high and low rate. Differing prices in a building is not uncommon
as a variety of factors incl location, view, access, parking,
length of lease, space required and build-out will influence the

cost per square foot in the same building.

The lease rate paid by SWBT at both locations included the cost of
additional build outs (i.e., interior wvalls, special fixtures) that
vere not required by other tenants. SWBT chose to amortize the
additional build cut costs over the lease rather than msaking one
paysent. Section V of the leases, provided as a supplemental

response to Data Reguest 7b, notes that the base leass rates for
the two locations were Pineliollow-$11.60 per foot and
Canterpoint-$11.00 per sguare foot. The fully ibuted t

studies performed on both locations confira the fully distributed
cost of the base rate and the builld cuts. The base rate paid
{i.e., loase rate minue the build cuts) is comparable to the leass
rates paid other similarly situated nonaffiliated tenants. SWBT
believes mxmmnrmummmmm
with affiliate tramsaction an.

AMRI has an cunarship intaxest in Botal Najestic, a downtown St.
lowis hotel which is directly scress the street One Sel
Qanter, SWT*s corporate heudymrtsrs; and the dowatown St. Low

12
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toxn Bell conplex.7 SWBT’/s parent conpany. SBC, has a
ereby a set number of rooms are reserved at a set rate.
of rooms vary depending on whether a week-day or week-

~involved and various other factors. The contract assures

lodging will be available and available at a reasonable price
rcgar_dl.o-s ‘of occurrence of activities in downtown St. Louis which
cause hotel occupancy rates and thus hotel room rates to rise.

Such activities include conventions, sports activities such as the

World Series and weekend series with geographical rivals such as

the Chicago Cubs and vacation season tratfic. In exchange for the

very favorable set price and reserved block of rooms 365 days a

year, unoccupied rooms in the reserved block are also billed. SWBT

is the beneficiary of the guaranteed reserved block of rooms
available and thus pays for any unoccupied rooms.

The audit team notes a perceived problem with the room rate
differential process. The room rate differential process was an
internal process whereby reservations made through SWBT Travel
Services received a quoted rate cheaper than the contract rate.
The guest would be billed the cheaper rate at check-out and the
difference betwaen the cheaper rate and the contract rate would be
charged to Travel Services. As was explained to the audit teanm,
the differential policy was offered to encourage use of the Hotel
Majestic, for which SWBT has a very favorable contracted room rate,
in comparison with comparable hotsls in downtown S8t. louis. As was
further explained to the audit team, the process vas being phased
out when the audit began. Travel Services began the phase out in
gril 1993 by lowering the amount of the differential and

discontinued it altogether in September of 1993, After
discontinuance, SWBT Travel Services manually calculated the amcunt
of differentials paid on behalf of non-SWBT empl and received
payment from SBC for that amount. 7Thus, the audit team’s concern
about the amount of room rate differentials paid by SWBT has

already been addressed.

The audit team also contends that, while it takes no exception to

the contracted room rate paid during the week, it oconcludes that
compliance with the

the contracted room rate is
afftiliate transaction rules if paid




cannot be established for the rooms and thus the cost is based on
fully distributed cost. This fact is documented in SWBT’s cost
allocation manual and the fully distributed cost studies provided
to the audit team. SWBT’s position has been consistently based on
its understanding of the Commission’s interpretation of the
affiliate transaction rules that a prevailing price for rooms at
the Hotel Majestic could not be established because of the unique
contractual relationship (reserved rooms and a set guaranteed rate)
and the fact that the price that a hotel, including the Hotel
Majestic, charges for a room will vary greatly from night to night
depending on its anticipated occupancy rate. Thus, as explained to
the audit team in the supplemental response to Data Request 3060,
the weekend rate for others is not guaranteed and can be suspended
at any time, including when the anticipated occupancy rate is high
or even discontinued altogether. The special weekend rate
available to others simply is not a guaranteed rate or even a
guarantee that a room will be available as is the contracted rate.
To claim that a special limited availability week-end rate should
be used to establish a prevailing price for a guaranteed
availability 365 day a year set rate is not only inconsistent with
the affiliate transaction rules, it is fundamentally unfair. SWBT
believes that the contracted rate is consistent with the affiliate
transaction rules, as the audit tsam acknowledges, and submits that
the consistency does not changs wvhen the contracted rate is paid on

the weekend.

Finally, the audit team contends that the Hotel Majestic is not in
compliance with SWBT internal operating procedures because the
invoices did not include ®"cost information®" related to prevailing
market price or fully distributed cost on the invoices it provided
to SWBT. The audit team states that it deems this information
essantial for SWBT “to comply with internal operating procedures,
and for SWBT to 1y record charges in its regulated accounts.”
SWPT submits not necessary. The invoices referred to are
the charge slips one normally receives when checking out of a
hotel. As noted in the Cost Allocation Hanual, all room charges
are basad on fully distributed cost with other charges such as food

and beverage being charged at pravajiling price. The room rate is
set to oontrect. distributed cost studies have been

is below distridutes cost. SWST fails to understand
By the o 3

invoices "is essential® for SWIT and submits that such an activity
is sisply a redundant emercise.




] it team had a potential concern regarding the manner in
wh ully distributed cost was calculated in 1992; however, it
did not deem the amount material. The concern appears to be the
result of a misunderstanding regarding the development of the
general allocator at AMI. In paragraph 75a of the Audit Report, a
question is raised regarding the use of cost of goods sold in the
development of the general allocator. The Audit Report incorrectly
concludes that this computation somehow uses home inventories to
develop the factor. Home inventories are not part of the
computation of the general allocator. The general allocator is
based on the ratio of expense (directly reported and assigned) for
each line of business to the total expenses (directly reported and
assigned) for each line of business. Thus, home inventory is not
part of this computation. This is fully consistent with the
requirements of the FCC rules as articulated in the Order and
Reconsideration, CC Docket 86-111, Released October 16, 1987, which
said that "Other costs, such as those incurred to obtain the
inventory, manage it, or dispose of it, are ordinary operating
expenses that should be included in the general allocator.”

Also, the audit team contends that the fact that the Hone
Relocation Contract was signed by SBC is contrary to the audit
tean’s  interpretation of SNBT’s internal Schedule of
Authorizations. T™he contract is not at odds with SWBT’s
interpretation of SWBT‘s internal policies. The home relocation
contract is a coxrporate contract applicable to all affillates, and
as such wvas signed by the CEO of the Corporation. Any further
authorization was not necessary. SWBET does not perceive any
internal control wsaknesses.

As the above indicates, SWBT believes that its affiliate
transactions are in compliance with the FCC’s affiliate transaction
rales and the Commission’s past interpretations of thosa rules.
SWPT, SBC and the other SBC subsidiaries view compliance with the
affiliate transaction rules as a very seriocus matter. S WB YT '
the IFCC affiliate transaction rules is

g
i
:
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evidenced the fact that for the sale of services by SWBT to
aftiliated fron 1989 through 1992, SWBT recorded
usmummm'- fully
cost to provide the smvioe. far the
of the reles. umun.um:sm
sinilarly in prior years), those ssrvices that SWe?
attiliated companies that vere suhject to the y distributed
Wummmmﬁummu
_ +4 Killien the ¢ fully distributed
cast. him ' recsived oubstantial
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JOINT AUDIT TEAM'S REPLY COMMENTS TO

SOUTHWESTERN BELL TELEPHONE COMPANY'S ANALYSIS OF

THE FCC/STATE JOINT AUDIT REPORT ON

AFFILIATE TRANSACTIONS




EXECUTIVE SUMMARY

The audit team has reviewed SWBT's comments and continues to fully support its
findings and conclusions contained in the joint audit report on its review of affiliate
transactions at SWBT. The audit team beliaves that it was fair and objective in reaching
its conclusions. This is evident by the facts presented in the joint audit report, which
clearly demonstrate when the affiliate transactions with SWBT were in compliance with the
affiliate transactions standards and when they were not. Based on the conduct of this
audit, -there is no indication that the concerns initially expressed about joint audits by
SWBT have materialized. Therefore, future joint audits should be encouraged.

SWBT claims that in several areas, the audit team's adverse conclusions are
incorrect and that the audit team has unreasonably interpreted the FCC rules or unfairly
examined the issues. The audit team takes exception to alt SWBT allegations. Silence
regarding any SWBT assertion shouki not be construed as acceptance.

The scope of this audit, agreed 10 by both SWBT and the audit team, clearly allows
for aucit effort that goes furthor then ths six atated areas reviewed by the joint audit team.
Regardiess of this fact, the charge to SWBT by SBC for relocating SBC's corporate offices
from St. Louis, Missouri 10 San Antonio, Texas is Clearly an affiliate transaction. The audit
team was neithar critical nor treated this charge as a finding, contrary to SWBT's
commants on this issus. The audit team manly presented the facts as the audit team saw
them. To imply that this work was done marvely 10 generate an adverse finding is both

incorrect and totally unaupported by the facts.
B.  IbaAuxih Tessn Did Netionem Beiment intorsetion o Meking Adveras
Podiegs

SWET claime the st nem igrored & wealih of information and documentation
regaiding ¥me rporing &t SBC. The audk wam comsidered and examined el
docurnaniaion provided Dy the company. Rk even employed alliemalive audit procsdures
in order 1 duterning whether the compuirtion of 1he cost aocmiors derved fom Sime
reporiing could Sumehow be veriiod. The company could not produce ellher he time
sdias uned ©or the compulalisn of those COt allcCEomn Or any 808t of
tme rocoid. Accarting 0 Y company. e aulll team had © memly acoept the
GRPITYOoT' verball SUEReIens Wikt $he G oINS weNe ConEct without any sont of
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corroborative evidence. SWBT knows, or should know, the type of evidence that the
auditors were seeaking, but it did not provide such documentation.

SWET notes "that the survey time studies are an insignificant element of SBC time
reporting, and used for the sole purpose of evaluating positions whose responsibilities
have changed.”" The audit team strongly disagrees with this statement and balieves that
time reporting is a significant element for allocating SBC's costs to its subsidiaries. SBC
performs labor intensive functions which could only be allocated by accurate time
reporting. The absence of support for accurate time reporting could put in question all
costs aliocated by SBC. The audit team finds SWBT's pesition contradictory to SBC's
newly revised CAS Users' Guide wherein SBC establishes the following raquirement:
"Each employee will be required to provide the support used in determining their Cost
Center Number (CCN) assignments and percentages. Managers may want to consider
conducting annual time studies which would be a strong means of support for CCN
assignments.” This revision supports the audit team's conclusion.

C. Ihe Audit Team Did Not Reach Erroneous Results

SWBT implies that, bacauss it is the largest subsidiary of SBC, it must benefit from
image advertising, presumalidy, in direct proportion to its relative size. The audit team was
not provided with documentation to support such claim. Furthermore, the audit team
strongly disagrees that image advertising benefits primarily the telephone company. On
the contrary, the audit wam believes that SWBT affiates would be the primary
beneficiaries of image adveriising by association with SWBT, the company which has the
establishad reputstion and which has been in existence for the longest tima.

The audit sam questioned the formula used 10 allocate SBC's marketing costs
since it is besed on a combination of SBC directly-incurred marketing costs and subsidiary
directly-incurred marketing costs. This practics is clearly not in conformance with the
afftiate transaclions costing standards, which provide that only the allocating company's
incurred costs be included in the farmula.  This SBC seif-designed formula effects a
disproporionaie aasignment of markating costs 10 SWBT. Contrary 10 SWEBT s position,
the audh feam belieoves that SWET has misappliied the affiiate transactions rules.

The audit team deagrecs with SWHT's assertion that the costs retained by SBC
should be ewciuded fom e csiculaion of e goneral allooator. The audit team's
conciusion on this iseus i tasnd upon an appropviate identifioalion of the beneficiaries
of 35C's services. R is indisputable That the benelis of curntain SOC activities do not
S0CNS 10 Sy Subsiiasies, incdudizg SNVET. These acivilies would include, among other
ups. SBC approgeininly retuing e COIR, SINCD TS SENVIOES are Of beneflt 0 s
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Mholdem In effect, SBC is direct charging such costs to itself. Therefore, these SBC
direct charges should be treated no differently than direct charges to SWBT or any other
subsidiary for purposes of allocating residual costs. The audit team stands firm on this
Issue and inclusion of these costs in the computation of the general allocator is

appropriate.

In reference to the issues related to transactions with AMI, SWBT is apparently in
agreement with the audit team's findings on the inappropriate practice of charging room
rate differentials at the Hotel Majestic to SWBT, since it discontinued this practice in
September of 1993, after the audit tsam brought this matter to the attention of the
company. However, the audit team is concerned that the Home Relocation Services
Agreement does not require authorization by SWBT's officials, since SBC authorized this
contract. The audit team considers this to be a serious matter having the potential of
committing SWBT to contractual agresments with any of its affiliates without SWBT's
authorization. Finally, SWBT confuses the facts when it addresses the developmant of the
general allocator at AMI, instead of addressing the apportioning of rate base items to
separate lines of business.

D.  TheAudit Teem Did Nat

The audit team's computations of the effects of the findings are not flawed. In
disagreeing with the audit teem's caiculated amounts for the general allocator, SWBT
confuses rather than clarifies the situstion. The audit report, for example, shows the
calculation both by year and in total for tha four-year period. The audit team considers this

neither unusual nor orronedus. The 10tal amount shown in the audit report

presentation
is $82.2 million, rather than the $62.5 milion in SWBT's comments.

SWHT cleirrs that Jejven bhesd 0n theic smoneous compautalion, the 1992 amount

is only $22.2 millon." Since the aud report clearly shows the 1992 amount to be $13.0
million, the audit sam i not aware of the source of SWBTS $22.2 milion. SWBT

apperently caiculaied the 1982 amount dillerertly than the audt eam and then attributed
this diiferent caiculalion 10 the audit Wwarm. The audit team's cComputation results in $13.0
miltion as shown in the mpont and act $12.2 milion as SWET suggeets.

SWHET s Corputalion, “Dined! on $up st teassfs philosaphy, sesulied in a reduction
of thak allocalion 1 only $37.6 million.* SWET has undertsted he four-year total by a
facior neasly an high as e ovarttatasent of 9 1902 amowt, decuseed above. Finally,
the audit oar's Compuintions Vem Lased on oMpany supplied data.
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ALLOCATION OF COSTS FROM SBC TO SWBT

Racumantation tor Time Charging

SWET, in its comments on tha joint audit report, takes the position that accurate and
auditable documentation of SBC's employees' time charging is unnecessary and not
required by either regulations or the cornpany's procedures. The audit team strongly
disagrees. The audit team is surprised by SWBT's position since, in mid-November 1993,
SBC provided the audit team with a revisad CAS Users' Guide, dated September 1993,
which includes changes in the very practices the audit team has taken issue with. The
audit team notes some of the more significant changes in the CAS, specifically, at page
3, Section 3:

" To ensure ongoing reguiatory compliance and CAS integrity, all SBC
empioyees will be required 10 annually review for correctness their standard
CCN assignments and parcentagas used in the allocation of salary. The
Corporate Manager-Reguistory lssuss will coordinate this verification
exsrcise. Each empiloyed will be required to provide the support used in
determining their CON assigrvnents and percentsges. Managers may want
10 consider conduciing annual ime studies which would be 8 strong means
of suppont for CCN assignments.”

The audit e aleo notes tho sdded requiremment that “faj copy of the compieted
time study should be forwarded © the Corparate Manager-Reguiatory lssuss.” The audit
wem belloves thees significant chingse in SBC's Sme reporiing process are & step in the
right direciion % provide the doocusmentalion for Gme charging, on & going forward basie,
that the St e found laching in o Ourrnt audit. Alhough & ratention peviod has not
been apacified by SEC, the st tixam suggests that he documemalion be retained for a
sullicient paviod so that R will be aveinbie in AAse audis. The mulll sem also befloves
that dooumemalion for Bme chaeg)ie ohould be avalalils. This could inclutds the “survey
e Shuly” provikied r in e CAS Unees’ Guide and any cihir ComBmporansous feoond,
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6.g., calendar notations, diaries, appointment logs, daily time planners, correspondence,
or any cther departmental racords.

The company's characterization that the interviews of SBC's employess in San
Antonio were unnecessary is unfounded. The audit team sought alternate documentation,
such as that mentioned above, which might have heiped the audit team determine that the
allocators derived from time reporting were accurate.

SWBT has attempted to create an issue over the distinction whether SBC's cost
allocation system is driven by survey time studies or accurate reporting of time. The audit
team would have accepted survey time studies, or any other contemporaneous time record
as support for time charges. in any case, the audit team is in full agreement with SWBT
that the goal of any time reporiing system is the accurate reporting of time. Section 32.12
(b) of the Uniform System of Accourts roquires, in part, "..The detail records shall be filed
in such manner as to be resudily accessibie for examination by representatives of this
Commission.” SWBT states that this ruls °..deals with a cariers. not a parent company's,
financial records’...” In making this assertion, SWBT implies that since SBC is a parent
company and not a carrier, Section 32.12 (b) does not apply to SBC. By focusing on the
namow issue of "survey time reports” which are not required by the Uniform System of
Accounts, rather than the broadar and more substantive issue of adequate supporting
documentation for time charpse, SWBT seems to imply that, as a parent company, SBC
does not have t0 support the transactions which led 0 the accounting entries made by
SWBT, based on the charges rom SBC. The audit team believes that this is a serious
issue and SBC must support &1 §me cherges with some form of documentation. The audit
team wouid have considered a resscnabie alermete form of dooumentation, however, NONe

was provided.

SBC provided e audit warm with some dooumentation for 1963 time charges.
Although out of 1he audit perind, the sxit sem neverthelsss examingd the deta. One
depanmant provided the audit tian with i ORS-page surmmary of s Sme which & referred
10 a8 & "grid". Thin “griet* did ot includs any detalls, ralher & was & summary of where
oech mamher of Yo pEnent ays chaping his Ime. Anciher deparirnernt provided the
AUt marn with & four-auek B Mudy (or eack empioyes which indicaled, on a day-by-
iy Danip, 9t 90 sepityes hid Leon uoking cn. Thisis e YPe of documentation the
SUG NaM was WoNAG v i xiir 13 appor me charges. Based on the et Seants
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analysis of the distribution of each of the twelve employees time, both before and after the
time study, the audit team noted a signilicant shitt in time charging. Before the time study,
approximately 15.4% of the department's time was retained by SBC. After the time study,
approximately 32.1% of the depaitment's time was retained by SBC. The difference
between the two percentages represents costs which had previously been aliocated,
mostly to SWBT, and are now retained by SBC. The extent of any possible misallocation
cannot be quantified because the audit team has no way of knowing the time period over
which the changes in departmental functions, which presumably caused the change in
allocations, occurred.

SWABT is critical of the audit team's reluctance to accept its assurances that time
charging at SBC is corect, even though there is a lack of documentation for such claim.
SWBT should bear in mind that the audit tsam did not claim that SBC's time reporting was
inaccurate. Rather, the audit team was unable to reach an independent conclusion that
the cost aliocators in use were accwale, bacaise of lack of evidentiary support. The audit
team remains unconvinced that it should change its conciusion merely because SWBT
thinks the audit team should accept, without sufficient verification, what SWBT tells the

audit team.

Finally, SWBT's contention that the aucit team acted in bad taith by presuming bad
faith on the parnt of SBC is not befling SWBT. The audit leam believes this is a gratuitous
accusation. it is the audit em's position thit proper documentation for time charges is
an essential slement of any well-dasigned cost allocation system.

The audit tsam doss not ignors 1 conospt that costs should be assigned on a cost
causaiive basis. On the contrary, this s the vary basis which & advoostes and which is the
foundation of $he entire cost allocation concept. On the basie of SWEBTs comments, &t
appears 10 1he audit wam that SWOT is taking iseue with this concapt which is Clearty
siated in the Joist Cost Oxler. ¥ SWEIT disigrass with 1he prescied methodology for
developing e mtuing allocaioe, £ shoukd 119 for & aaver of he rdes a8 ey currently




The audit team quaestioned the formula used to ailocate SBC's marketing costs
sincs It is based on a combination of SBC directly-incurred marketing casts and subsidiary
directly-incurred marketing costs. This practice is clearly not in conformance with the
affiliate transactions costing standards, which provide that only the allocating company's
incurred costs should be included in the formula. The formula proposed and utilized by
SBC effects a disproportionate assignment of marketing costs to SWBT. Contrary o
SWBT's position, the audit team believes that SWBT has misapplied the affiliate

transactions ruies.

SWABT focuses its response on the marketing allocator issue strictly on the image
or promotional advertising expenses, when the expenses at issue also include marketing
support expenses. SWBT implies that, because it is the largest subsidiary of SBC, it must
benefit from image advertising, presumably, in direct proportion to its relative size. The
audit team was not provided with documentation to support such claim. Furthermore, the
audit team strongly disagrees that image advertising benefits primarily the telephone
company. On the contrary, the audit team believes that SWBT's affiliates would be the
primary beneficiaries of image advertising by association with SWBT, the company which
has the established reputation and which has been in existence for the iongest time.

SWBT apparently recognizes three types of marketing costs: image, product
specific, and residual. The audit team is famiiar with the first two types, but does not
recognize residual marketing costs as a unique type of advertising. instead, the audit
team views residual masketing costs as the poction that remains (is left over) after those
markating costs which can be directly assigned are directly assigned. in the audit team's
view, residual marksting costs may certainly be of the image type. SWBT, howaver,
seems 0 treat residual markating costs and image type marketing costs as mutually

oxclusive costs.

The audit team Ly understands the normnal Lrooses Of SoCIuing for &n expenss in
one your and revarsing & in the nixt. The auxiit \eam is perpiexed, however, by SBC's
Mum in he audt ey view, what 00 1o have oooured is a

caion of expenses by SBC., which SWBT s characterizing a8 @
mwmmw ia Docernber 1991, SBC made an actrusi entty as
& disect chaege ® SWEBT. This emy was roverased in S952. in B normal accounting
Srocaus, I U S0CTuRl WA ACORNEE, A0 anti recording ©f the actul bl in 1002 would
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zero out the accrual. This process accomplishes the goal of assigning the costs to the
period in which the economic benefit of the cost was received. In this particular case, SBC
recorded the actual bill in a cost pool which was to be allocated. This caused the reversal
entry to remain negative rather than zero out. As such, the direct charges to SWBT were
overstated in 1981 and understated in 1992. Since the amounts are immaterial and the

orrors offsetting, the audit team will not pursue this matter any further.

SEC GENERAL ALLOCATOR

SWBT's comments in this section of its response to the joint audit report take issue
with the audit team’s conciusion that the costs “retained” by SBC should be included in the
calculation of the general allocator to determine the amount of residual costs to charge to
SWBT. The audit team disagrees with SWBT's comments on this topic, and continues to
fully support the audit conclusions set out earlier in the report.

SWEBT's comments assert that retention of costs by SBC is neither an "assignment”
nor an "attribution” of costs t0 operating subsidiaries, and therefore should not be reflected
in the calculation of the general allocator, per the FCC CAM guidelines. SWBT further
states that such a practice will lead to Bogical and inconsistent allocation resuits. The
audit team disagrees with thess assertions. The audit team's conclusion on this issue is
based upon an appropriate ideniification of the parties that benedit from SBC's projects and
services. SOC's direct charges of costs are based on beneiits received; l.e., if a SBC
project or service beneiits SWBT, but not other subsidiaries, the costs should be direct
charged 10 SWET. R should be indiaputabie that the benefits of certain SBC activities do
not accrue t0 any of the subsidiaries, including SWBT. Theee activities would include,
among cther things, costs associated with merger and aoguisiion opportunities and new
ventute start-ups. In a very real sanse, SBC and not its opermting subsiciaries are the
bensdiciaries of such efforts. SBC appropriaiely etaing the costs of these activities, rather
than change them 10 1 operaling subsidiaries. By retaining such coste, SBC is sflectively
“direct charging” such Cosis 10 liseil, which subsarsively is &8 SpprOPriale an assignment
of cosis on $he bemis Of Denelis caived as is $he direct Chawging of Gthar Ccots 1o SWBT.
SBC direct chmpes Should be Yeaited mo diflurertly than drect Sharges 10 SWBT for
purposes of alouning resichal costs. The el ey conclisiion St SBC retained costs
shouid be /wlecind a8 & dvect Charge 2 SBC: in calitulating B genersl allocator is




concaptually consistent, logical and fully within the intent and the spirit of the CAM
procedures. in contrast, SBC's current practice of eliminating its retained costs from
calculation of the general allocator is illogical and inconsistent in that it results in a process
wherein direct costs are allocated on the basis of benefits received, but indirect costs are
all arbitrarily assigned to the operating subsidiaries regardiess of the benefits which
accrue to SBC (and not 1o the subsidiaries) from certain SBC activities.

SWBT's comments criticize the "pretense” that retained expenses are assigned or
attributed to stockhoiders, noting stockholders are not billed for such expenses. The audit
team, of course, is aware that SBC does not send bills to its shareholders to recover
amounts that SBC retains. The important point is that SBC does not send bills or
otherwise charge its cperating subsidiaries for amounts that it retains either, and
consequently such amounts are not intended to be recovered from the customer base of
the SBC subsidiaries. Accordingly, in regulatory theory, SBC shareholders are
responsible for SBC's retained costs.

SWBT further criticizes the audit team's conclusion by asserting that the resulting
allocation to SVBT, if retained costs were reflected in the general aliocator, would be
much less than allegedly justified by SWBT's relative size within SBC. This suggested
alternative wholly misses the point. Costs shouid be allocated to SWBT based on the
benefits it receives from services performed by SBC, not aliocated arbitrarily on the basis
of SWBT's size compared to other operating subsidiaries. In this respect, i is worth
reiterating that out of the total costs direct charged 0 the operating subsidiaries and to
SBC, SWBT is charged only 38% of that total amount. Given this tact slone, it appeers
10 be inequitable and urair 10 allocate 0 SWBT 75% or more of SBC's residual costs, as

wouid be justified using “size” as the relevant critena.

in ks comments, SWEBT sates that SBC is kely 10 change its purponted
“consernvalive” poiicy in regard 10 retengion of costs ¥ the conciusions of the audit team in
this matter are implemented. The audit e is awars of N0 evidence that the costs
retained by SBC do, in fact, benaft SWET and beileves that SBC's policy of retention of
costs is Claarly appropriate as it is sow practiced. # SBC's policy in regard 10 retention
of costs Charges fr Ay eason, The Sl e WOUlS SN0OUraRe the reguiatory bodies
wilh jusiadiction ower SWBT 1© cioesly moniior the sseulling allooation of costs 1 SWBT
10 engure Bt ondy Couls wiich beelt SYET are Charged 1 customers for ralemaling
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purposes.

SBC Corparate Relocation Costs

SWBT has expressed concern that the audit team expanded the audit scope and
standard in order to arrive at an adverse finding regarding SBC corporate relocation costs.
The audit report is quite clear that the information provided is not a finding. It is
information that came to light during the course of the audit respecting what is clearly an

affiliate transaction.

In this current audit, the charge for corporate relocation appeared as the largest
single line item in SBC's 1992 financial reports. Furthermore, the cost center title was
"Capital Insurance Premiums®, and this only added to the uncertainty. The use of the title
"Capital Insurance Premiums” was, apparently, misleading for SWBT as well. The journal
entry provided to the audit team in support of the charge to SWBT indicated that this cost
was originally recorded in the Prepaid Insurance Account (Account 1310) and
subsequently reversed and recorded in the appropriate account. Based on the large dollar
amount and the vague cost center title, questions wene asked, data requests were
submitted, and data responses were received. The audit team is surprised at SWBT's
response that it had no idea the audit team was looking into this area.
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TRANSACTIONS FROM AM! TO SWBT

Otfice Space

1. Determining Prevailing Market Price.

SWRBT states prevailing market price (PMP) cannot be determined by “merely
averaging the prices paid by unaffiliated third parties”. The affiliate transaction rules
explicitly require that if a substantial third-party market exists, charges for services should

be recorded into the company’s regulated accounts at no greater than PMP. The rules do
not state that the company may substitute FDC as the cost standard in lieu of PMP, as

SWBT has done. Since a substantial third-party market obviously existed for AMI's office
space lease services, in order to be in compliance with the affiliate transaction rules, PMP
must be the rate recorded in SWBT's books of record. The audit team used average rates
for presentation purposes only. The build-outs were included in the total lease rates
because, as noted by SWBT in their comments, "a variety of factors including location,
view, access, parking, length of lease, space required and buiid-out will influence the cost
per square foot In the same building”. Therefore, the bulid-outs were included in order for
the isase rates to SWBT to be comparable with bulid-outs or any other "extras” which are
included in the ieases 10 non-afiiiates.

Hotel Majestic issuse

1. Linusad Room Bilinga 1o SWAT.

SWET atlermpts 10 justity the fact that SWBT is charged for all unused rooms by
stating that SWET is the beneliciry of the guararesd rseerved block of rooms. However,
this stadement ignores the fact that SBC art all other affianes using the Hotel are aiso
beneficeries. The audk sialf crairgaing SWET and its ralepayers inpguitally beer the total
charges 107 umueed roors while all SBC affiiates bonait from the resulling lower rates.
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2. Boam rate ditferential.

SWBT states that the room rate differential was "offered to encourage use of the
Hotel Majestic, for which SWBT has a very favorable contracted room rate, in comparison
with comparable hotels in downtown St. Louis®. The audit team questions this practice.
If the contracted room rate at the Hotel was so favorable, it would not be necessary to offer
rates cheaper than the contract rates, at the total expense of SWBT and its ratepayers.

SWBT states that since the audit team had been advised that the room rate
differential process was discontinued in September of 1993, the audit team’s concern of
this issue had already been addressed. The audit team submitted a data request to the
company on August 10, 1993, requesting an explanation of how thase monthly rate
differential billings are calculated. The company’s written response provided August 31,
1993 made no mention of the fact that this procedure wouid be discontinued in September.
The audit team was not advised of the discontinuance of this billing procedure until a
follow up telephone conversation on September 7, 1993, after the audit team had
questioned the treatment of these charges by SWBT. The audit team was aiso advised
at that time that there was no written documentation availabie to substantiate the change
in this procedure since it was an intermnal procedure within SWBT. Due to the lack of
written documentation which apparently enables SWBT's Travel Services Division to easily
change these billing procedures, the audit team remains concerned about the Travel
Services biiling process and believes this is an area that should continus to be monitored

in the future.

3. Emvailing Madkat Price (PMP).

SWBT states that a comparable prevaiing price cannot be established for the
rooms &t he Hotel Majsetic dus 10 1he unique contraciusl relasionship (resefved rooms and
a oot guaraniond rate) and the fact that the oM relee Mmaly vary #rom nigit to night. The
COmpany is incoreclly SsswEng 1hat sinoe the Hosl does Aot have & contract with ancther
thind party with ters ideetionl 10 e one with SBC., & is not possibie to establish a market
prioe for its ©oome.  Addiionally, he company shouid act be allowed 10 simply ighore or
vicige ¥he alliiate Yarsaclion slandinds Ducause the PMP may vary from night (o night.
The audit tears Delioves Pt @ subuartial £ pasty et Sipacly oxighe or r00Ms at the
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Hotel Majestic which are available for rental to the general public and business groups.
As the audit team noted in the report, the Hote! Majestic has offered special rates for
business groups as low as $85. These group rates may serve as a range to establish a
PMP during the week. The normal PMP on weekends should be the Hotel's estabiished
weekend rate of $49, unless otherwise substantiated by the Hotel for special events.

The facts remain as follows: Under SWBT's current policy, if a SWBT employee
rents a room from the Hotel Majestic on a weekend night, SWBT is charged the contract
rate of $80, which is recorded into its regulated accounts. !f a third party guest rents a
room on the same weekend night, the guest is charged only $49, barring special
circumstances. This exampie explicily highlights the purposse of these affiliate transaction
standards to avoid excess charges for affiliate services above market prices, and
illustrates the inequity that may result when the standards are violated.

4. Costintormation inciuded on inyoicas.

SWET states that it would be nothing more than a *"redundant exercise” to comply
with its internal Operating Practice (OP) which requires SWBT's affillates to provide the
appiicable PMP or FDC on the invoices for services provided to SWBT. The audit team
disagrees, and, as stated in the report, beliaves this information is essential for SWBT to
property record charges 10 s reguisied accounts. As discussed above, PMP is the proper
cost standard for the Hotel Majestic's room rates pursuant to affillate transaction rules.
These rules require that the company record no greater than PMP in its reguiated
accounts. As admittad by SWBT, the PMP for the room rates may vary. Therefore, in
order 10 properly record the room charges, SWET must have this information available on

the invoices.
Al Home Relocation Services

1. ERC Calouiation.

SWET swaes et 00 audit e misundersiood e development of the general
aloomr in paragraph 758 of B0 st rapont. THS Company then prooseds 10 address the
duveliopment of AN’ genrsl allocasor. Ths concikmion of the st Wem in paragraph
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