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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 
Regional 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 audtors to participate in this joint audt began on June 29, 
1992. Communlcalion regarding a protective agreement began in July 1992 and a 
protective agreement waa signed by a raprasantatlve of SWBT on Apri119, 1993. The 
audit team comrnencad the audt field wen on May 17, 1993 in St. Louis, Missouri and 
complet41d Ita audt wen and draft report on Oeclmber 9, 1993. SWBT 110raec:1 to 
relntlurle up to $75.000 tar tnMI explflllllncurnld by the- •dtors. The audt team 
IP8nt .... than $25,000 fol travel experll8l in this piOflct 

During the CDUII8 of 11111 pajlct m.ny concema n ill • ... rslsad by all the l*tlel 
IIMIMd In 11111 Ulidltlllilg. '"- COfiCIIml.nd 'II - ....... In. p!OIIIIiOilal 
llllftnet, even though ...... ther lfllli•.S tldloul, COIIIpleit. dill C Ill .nd requlilld a 
corllldlrlble IIIIOUnt of time. M 1*1•• __, In good flllh n ..,. wlllil~g to 
compromlll forb• C1 IUCOII'' lonoflhllpajlclt 

To 8UUOitJIIh aPftiiiCI ofllll .......... Ill'* II II r '* IW ad _....,In concert 
with an 11 1 nn 11 ,... ' rry -as !lias Jd • cln!ft aw ad .,.., 111 mrn•CM~a. 
II'GIIIIaiiiKC ,..aCOINIU* I aD cla.,.lllll IBCOI ... I ...... In ... OI.If, 
whh an ma 2 I I ol IW ... -. In •tRtNo, I II i I I r to ~- a 
COI:at' 11m ..-ousJH,. ca r ,...,. .. ous au.. , J , 1 IMofiWpratscl. 

·-.:::··-· ....... --. ............. st ..... 
..,.... .. 11155 •pa~~~r ••••c , 1 :q .... , a: 1 *JPaara .. ..a 

"' ....... ,a 2 , a -·-.., ......... ol .. llusu•·-·· .... , _. .. , 
---- .... n r r If ••ra--• a Jt .. •sm:ts• -•"a n rea-.. .. _..._ .. :rrsu..r -----. 
.. _._, n , ........ a ••-"•• 11 •11nna a l'fulllil 

Jfs nusr v ..... ., .. tamE »Jut an 1 
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southwestern Bell Telephone company aakes no 
proprietary or confidential claim with regard to any of 
the information contained in the FCC-State Joint Audit 
Report or the Joint Audit Teaa's Reply Comments • 
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EXECUTIVE SUMMARY 

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 (SeC), one 
of the seven regional telephone holding companies created at the divestiture of AT&T on 
January 1, 1984. sec is headquartered in San Antonio, Texas and as of December 31, 
1992 employed approximately 60,000 people, had more than $1 0 billion in operating 
revenues, and approximately $24 billion in assa1S. sec provides telephone sarvice, sales 
of customer premisas equipment, yellow page advertising, printing and distribution of 
telephone directories, wireless communications services, and has investments in several 
International operations. through many subsidiary cof'l1)anles. Affiliate transactions cover 
the provlslon of services and sales of assets between and among sister companies of an 
affiliated group such aa sac. 

2. The objedive of this exarrin&lil)fl of aiT' II 1181 IE c'iOi1S war, Q) to determine 
compliance with the atftliate tranaact1ona rtandaldl and, (II) to enan that the telephone 
ratepayers had not been advenMJiy affeciM by pobtnli8l CI"DEI sublkl81 tlowing to 
nonragulelad atra111 • a,.. oiiiOIICOfi\II'IFMll wilh .,_ ••a Croaa a•aldlaa 
could flow to the nonntgUiailld am 'n In the tonn of «M~dWG81 to the tela~ 
company. Corr.wlillly, CRill • ..., ... could tow ID the norng~ 1111 d dlllnln the tonn 
of undar'clNigee by the 1111~ ~· The FCC ftiCOIIIIad .,_. uw 11 crone wllh 
attlllatel may not a. concMtad • ann'S lellfllh. ll'oliillcn. 1 11 uaAid IICCCIUnling 
aaflgUMil (COIIillg ....... ) ID piAICI the llllphol• I I p IJ"S. '"- 8CCOUi1llng 
........... 111117 1-'lnCC Docl 11 .. 111, Aspoft .... Oidar, ral1•1d Ftlbiuary 
I, 1117, and .. COl Udned In the Ullllafm S; I m ol Al:lcoul* ~ 81 cion 32.27 
T,.,.aalloM wllh AF I I .... 81 .'"' 14.101 Mer 'm ol 0c Ill The ... tNm 
lf'i'IPIDWid._~ IIIII' I dltDdtll •'*•COl pi IOI .... tDge ... ..._ 
ofMy.,.,llgllllllftonthaltl ,......, I p e•a. TM• I I fHcou•ldthapeutad 
1- • 1- .... lndllllld ... lsw ol II. 'II .... paDI'III a ........ ol Ullelld 
traln*-- wllh i*f 1 II It $f I .,. • re•u 

S. Fer .. p J olllll ...... ~ Fa LU I f • 11 •a ..... 
..... m • .., ...... ., .. a r , re r 1.,..... •• ...... ...,.. 
CMJIWBI. ''lallili .... l 0 51 4 rea 7 • At dJ C I ll&*ln_. ••Jw' 7 r • ...,, e r.. .,.. ...-... n 1 ••uS'a• 
....... 27 ....... --. ..., ' -----

llrn 11111 1 t .... 04 
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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 swars earnings and the regulatory process In each regulatory jurisdiction, 
the telephone ratepayers may have been burdened by a potential $93.7 million 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 dollar impact resulting from the lack of support for time 
reporting by sec 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 herein. Authorization to publish 
this report does not constitute an expi'8SS or Implied decision by the individual regulatory 
commissions on any of the iss• ISS raised by this report. 

6. The auclt 18am's conc:kJiions related to sac. totaling $92.4 million, include: 

(a). NQ PI''4V chJenw••h" frxlnw c;twgjM Qy SAtJ) "''>''yeu 
For the moat .,.n. the COlt llllocldion .,....,. u.ct a, sse to either clrectty atllign or 
allocate Ita cc.ta to Ita IUblicl8riella driWn a, ll.IMtY time studlee. The 8Uclt team was 
not provided and could nat ravtew the--._, of the r-..111 of the SUMt)' time stuclaa 
for the eudt period 11• • 1112. ~.the auclt te1m could nat deletmlnl the 
reuoNiblenall of S8C's ....., ••• ct.ged to S\"JBT. The auclt te1m wu ~ a, a 
•••• .,, ... of sac 1111 • one tme tour-week"""' tme •d•• ,... ma. but that 
none are cumtnly llU"IIIIN. S1 b 32.12(b) of lh8 Unllann $)111m of AccDunla for 
Teleaommur* 11n Cola .. III,.. r a. In 111ft, 1111 • _.,. dltll ,.....,dllhi!P be tied 
In IUCh.......,. •to be Ill., .CCIIII .. be• .. llmbJ iwpllll 111 .. of this 
Commlulan". 

(b). "' • •r , r I' • =· sac • , • ......... 1M1t111ng 
caMa (llllll:hi1G•1•1 CC*I 1111 .... be ~':J ldi to I ...... , bJ lh8 ..-e of I 
mai11FI••• dil htldll:illn ..... al a :e; t lllmafli•CC*Itola 
•Wtllll•WII• ..... TIC •• _.._ ttldllf-••IIMI Ill 1'1il 
pt•ll I II - In DD 'a I R Ctl .... i $ 7 l'f ' fl ill ... pi I.. • lor .. 
'l'f llliCFt!i!Lil Gl jDilll ... - .._ i1' 't ........ - ... c.n lae 
lli·FIL·· .......... 1 \ I··-H 7 • 17 f t Till •tt 

1111• J! I It A 5P d II f I ...... '1 Ull II tJII 'lid! ... 

I nat1tlt 11 ,.oe 
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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 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 1989 - 1992. 
These expenses were then recorded In SWBrs books of record. 

(c). Improper general a!!gcator, 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 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 
recorded In swars books of record. 

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

(a). Off!qt 'P'P' lennd m SWBT • mora than pnnra!Mng rnartsat prica 
For the period 1989- 1992, AMI leased ofllce SJ*8 to SWBT at thnle locations. At two 
of thele locldlonl. Plneholow In Houllon, T-Md C8ntiNpolnt in Altington, Texas, AMI 
rented ofb space 10 SWBT at Uy clllriUid COlt (FDC) when a prevailing market price 
(PMP) ra18 hlld been allatllhld. At U.. two bulldlngl. more than 40% of the total 
epace na reelhld to 1'101..,.111 d third pel1iea a1 an .,..,. price per lqU8r8 foot lower 
than tMI charged 10 SWBT. Thil pr&tce II Wi011..., 10 the a"Mrll trwuctionl rules 
which requn that,_ no gmllr than PUP be c:herged Md r8Wided In SWBra 
reg~ I 1 d ~ wt1an a all 111 7 r • ......., IMII!Itc+' , The adUeam ntimllla 
the effect of tllia II II' ..... 5I Ill" of .. &V Ill ... I I chiW rul&e 10 be higher rent 
chllfu-10 SWB I oiiiJPIOidli Ill') 112.000 tor .. penod 1 .. - 1M2. 

(b). Dw-"' "''R-,. p ... '**'!I : 1 I .. ,..., tp 

IIJ41L SIC. .. ; ·-~ ... ._ .. IS .. ,... ...... Halll t? J 1111. In wtllah AMI 
.. lftOMtli_li_lll, wtoq40Nt ,.... \iilldltr4-&welkfor42 WU!a 
lftdma••w'IIII10ND--4111 \iilldltr--ltr IIC• lllt;.IJJIIUndiJdl.lal 
............. lnWN ......... -ol.¢11 I C,8:JSUitopaf 
tM=tlfUIDDOllt'IIIJIIIMIIIUFl I 7 FS. .. Halalt'j 5 .... ..,. 
Wil., UU D" $h II J cld II I 11 n.. d 0 .... J1 t: II II., •81111JJ•81T' In ._...,. •• ... _.rt , , 2 &lea. n. ... _ u ' ' r ... ..,..a~ 
-•• ..., ....... z Fllllf.C••su .... ..., ... 2 :rl:a .. 
IJFUT nu••ntt. MttllliMit r -•-••••:IJI lfllufm 
I I J CM II II I Jllf4$' 7 -IUSU. 0:1 ...... _ 

IM• r •••••r "' ._oe 
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determined that approximately $n6,000 In unoccupied room charges were billed to SWBT 
during the period 1989 • 1992. 

(c). Thl cost Qf rpgm rate ciffarentiaJs at the Hgt&l Maiftstjc wert chargad 
to SWBT. When an sec guest, who can be an employee of any affiliate of sec. made the 
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 $60 and the amount paid was charged to Travel Services and booked 
In the regulated General and Administrative account. During the period 1989 • 1992, the 
aucit 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 aucit 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). Tbt ·;mgkand rpgm rata Gbargad at tba Hptal MaLesttc js biQber than 
grevamng markat priql (PMPl. The prevailing weekend rate per room charged by the 
Hotel Majestic is $49 per day. The rate charged for the 10 rooms which are also reserved 
for the weekend is sao per day. This practice is contrary to the affiliate transactions rules 
which require that SWBT racord chatgea In Is regulated accounts at no graatar than PMP 
when a subetantial third-patty market exists The maximum potential effac:t of SWBT 
recording charges in Its r8QI"aa8d accounts In exca11 of PMP for weekend rates during 
1989 • 1992 is approximllblly $130,000. 

8. In the ~ of thll adt. the IUCil ._.. noeed anolher Item unrelllad to 
COfi'IJlllllCe wlll'l the aT II I •• ll :llcJI• ' ldlnia. DultrV the ... ~ of 1882 and early 
1tl3. sac CllPU'id ,....... -. ,.,... , e~ flam a Laull. r ·••~a.n to s.n Alltonio, 
r-. sac bolll•da •• H fll.a~~U~~ .... ., co. .. COlt ot t1111 move. ot which 
men thin 110'11.- ct.gidtl) S\!JSI ..t MIOOidld br St\89 In .. boob of racon1 The 
IIIJ~glvlntar•mawe--SIC !b .... tl)bedoiiFti) ... OWitlmMult. MM 
•xampll. ....,_..IIIMM ... IFill. Inc. (Ill-.. tlliiiii'OOimURIOIII 
C08141111'Y wlbt 1 tt 11 In, 7 , T-. Ia OM of .. 1 • ;suwk• • bidet._ of 
SIC. Mo. Til FM•dlf' he(N: J.ln"'*"B:. ......... MOCIIMrf*lli~e~a, 
Mfdi&CIOC ..... IIIIIUIOMof .. IWII' 1 9·=1J'J(IIMMoompMill 
ANif, .. Tt 11111 --11;11 IUaMat•tw~Gf-·-•'" 'Ill The ... 
._. ..... .: ... ....,..... ..... 7 t F Swtlr-CIIIllltlbl 
•ulfl1t .... Qhllltht.tMllhpfUIIIIIJIUIIIL 1"M:!Ifllt, ... ~ ._............. . .. 

t.. -. ................ , ad .. tP r ,., .. ..,taAtJJtlllm ... T1f tt~'RI ,-.:\ ..... ,u,.,, !! =~~ ,., •1 •• ••A .... -••1 1 M~u ... - a " .. l• (1' tune. 
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and Southwestern Ball Mobile Systems, Inc. (SBMS). TRI provides, primarily, applications 
resaan:h to SWBT. During the period under review, substantially more than 50% of its 
total coats were billed to SWBT. Telecom sells telephone sets, data communications 
equipment, and related installation, repair and maintenance services to SWBT. During the 
period under review, a small amount of its total sales were to SWBT. SBMS sells 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 these three 
affiliates and SWBT for noncompliance with these standards. 

1 o. OVerall, during the period 1989 - 1992, approximately $880 million were billed 
by affiliates, excluding Bellcore, to SWBT. The majority of these billings came from SBC, 
Southwestern Bell Yellow Pages, Inc., and TRI. The affiliates selected for testing 
accounted for approximately 70% of total biiUngs to SWBT in 1992. The audit team 
considered, but cid not select for adt, the transactions with the yellow pages operations, 
because these transactions have been, are, or will ba aucitad saparataly bV the five state 
jurisdictions. 

11. In adcll,ioo, the audt team reviewed the pricing of the sarvic8a rendered by 
SWBT to Ita afftlilltel. Exdudng talfl'wd 181Vice1111d the ..me. ntndltrad to Balcore, 
SWBT billed apprmdiNitelr $129 m111on to its run cblnQ the period under nwiew. 
These aer-llcaa _,. pr.m.tr of .n _,.llallllliwe ......_ The IUCit tNm 11I1Cied and 
tasted the pfldng of....., ...W. which. togllhaf wllh the fW\Iiaw of- trwllfl" 
rtpllll.-d~t·ll)lnoofthetallllmOUfllblledto.WIIIIIn 1182. B111don 
the IUdt work partonned. rtal*lfl c:.me to the I lloot of the IUdt tNm thlt would 
lrdclllthltS\\BI•wkwpnwldadtoc& lll ... llllilhrlflmldtod•n_. 
not ICCDUI'IIed lor In a...-.-. COl • ..,. wllh .. •tAIMt FCC IRIII lis llalchll 
ltMdlrdl. F\dtannoM. rtal*'l _.. to .. I niiOft of ..... tNm M WOIIId 
lnllr:i.l thai the I llpt._. i I IPIJ4'1 .... ._. DUIIJ I _, bJ liS llcltolw 
bllwaentwJBr•zrr,,.eor~•-••rMra 

11. rn .. 1 :JDnfl-fOrad. ..... --••W•to'*•• 
....... ,., ...... , •• _ ................. The ... _ 
&Utoldld ..... adUIIUIU'U I I a•lefCc a I Ill aRnncls.lfto. 
(lnlu•). 1 r ra 11 .. n aid : • a a r a "• •sa: 1111a•1117 1e1 
"' •• 1$ fu I IOQIJ acet- 1 I•ZI a (111') .. 1 Faa u. ,... ... 
-•• ........ , • r •• .,. n :u•aat.em••-
•• II lzg._pdl Uj Ut A • .,. .... ... -. Ala_.Gf .. 
&R.-t41a-'l 17,-IRO&P _. .............. sc!!l tta 
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•ll!lt ·· ·•u-- that ita . affiliate ~~=~~j 
~l~llii!CIIO vith tha FCC'• affiliate t .-,~·= 
tll*t' - ~t -.port, tor: tha -at 
~ a!!4it taa., attar CCIIIiluetin; an 
~ affiliate ~. 
qo~i-. 'lila criteria UMCl 
ll(tariality (large dollar -a) 
for croaa .-1c11- -iat. !be audit tua "'?'"""!'c~-.~ 
aelected tor tha .ora focused audit enabled tha aarvicas 
rendered by 81111'1' to aftUiataa and approxiaately 70t of the 
aervicu rendered by affiliatu to 81111'1' to be axaa1nad by the joint 
audit t .... 

In four of tha aix areas -- tha audit - fOIUid tllara vaa 
notllin; to iAdicata that tha traDACti- vue DOt aooountad for in 
a MM!IJ: -Ut:aat vith tha q!plioUle FCC affiliate tranaaotion 
atanduda. nft vi- tllia lanv-~JA u pc»iti,. and accurate. 

'lila audit tau~ bouavar CODOludad that cartain all-ti- rz- SIIC 
to SWift' and oartaiD trlaluMoti- vith Alii vue 1a tbaJ.r apiaion, 
in cn•iatant vitb tha FCC'• affiliate ~ nl•. 
In --.1 ~ tile aatit -·• ....... CODOJ.•i- are 
1-z.n. 'l'lla aatit - 1au DOt ..... rs'l~ i.M:apuotad tile FCC 
J:lll• or fairl:r ,, .. tile •-· rw &1•• tM aatit -· 

A • 

.. 

lr1JJII11 Ia I I t .... ., 



I I ·.
f·

 
..

 ·.·· . I 

0 • 
n 

II': 
• fJ~

f~i
~~~

 (
jifU

i.rl
 ~

.~ ... ··{ .. f
 .. · .· .. ft 

lla
 !

l1 i ! 
·t 

~li
!n·

 ·.f·. 
t.·• .. l

t.
 ·.
·;

.'
 

· 
I 

· 
· o

 
..

 
1 &

.1 
=:

 
'I'' 

. hd
~1 !! 

f.!i~
't' 

~"fi
r 

-
f
 

_
::

 
!:l:

l,a.
~• 

~·i
~r•

l 
•·.··.· 

. 
:: 

;:.
 

~ 
.. 

... 
" 

lr.r
 

iJ; 
hJ

(i 
il~t

~ .. ·/l.· ·.··~ 
ft.':

. 
,i 

~ 
•tif

t... 
t'i 

,~.·.·.r·
 .. ,

, .• 
I 

f 
I 

:1
 

·j·
· 

,. 
· 

I 
,. 

i 
1 

· 
. 

· 
• 

Ia
 

l 
d 

b~l
iRi

 ~
 H

J •
 11 ~e

!i 
I 

• 
I 

f 
tl

. i
 :

; 
~h
 .i

~· 
!t

 ..•.• 

.. i. 
l'r 

~~~
~~i

~~q
.l 

~~~
~h~

 
.i"J

• • 
.
.
.
 jt

 ..
 U. 

f 
,~ 

~tl
iri

l~l
ifl

. 
~;i

U~r
 a

lh.
f 



• • 
JOINT AUDIT TEAM'S REPLY COMMENTS 

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 unreasonably interpreted the FCC rules or unfairly 
examined the issues. The audit team takes exception to all SWBT allegations; 
specifically, those allegations addressed herein. Silence regarding any SWBT assertion 
should not be construed as acceptance. 

A. TIM ,a,,. DEC Did not ClwG lbt IMw!ed .... ••tw WIUIQ!Jt 

NqUc;t 1n Qlr1er to Arrlyl•., Ac1wM Flw4111• Qww1 br SWBT 

The scope of this audt. agreed to by bolh SWBT Md the auclt team, clealty alows 
for auc1t etrortthllt goea btherthan the lix silled.,.. ntVle•lld by the joint audit 188m • 

. Regardeu of this Met. the c:hlrga to swer by sac a re1o+ •"111 S8C's c::orpcnte ofllcel 
from St. L.oula. nu DUfl to Sin Ar*x1lo. T-Il dnrty en afM1!1 trw 11Ctioo.. The audit 
188m w. ntilher clillall nor tNiilt8d this cherge • a lndlng, COI*IIY to SWBT'a 
COI"I1I1'IIflla on this..._ The ad t11m ,....., ptJJJ llld,. llda •,. auclt tMm­
them. To lf'IIPI1 thlll this walk WM done llllnly to ge~• HI ...... lndlllgil bolh 
Incorrect end tollly .,.,,Oi'llld by,.,.. 
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• • 
corroborative evidence. SWeT 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 evaluating 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. SeC 
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 allocated by SeC. The audit team finds SWBrs position contradictory to SBC's 
newly revised CAS Users' Guide wherein sec 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. 

c. Tht !sdt Ds= Old Hat mrb ElmntN!! SSP'"" 

SWBT IIJ1)Uaa thai, baca•lt Ia the Bgestlll•bakiary of SBC, It must benefit from 
Image advertillng, ~. in drac:t popootion to Ita ralllllve size. The audt team was 
not provided with documam.llon to 1111pp0rt such claim. Furlhennonl, the auclt team 
strongly dlaagreea th8t IINIQ8IIdvertillng ber•lta pr'ofMIIty the telephone company. On 
the contrary, the auc1t 111m bii8VII th8t SWBT idllllln would be the primary 
benaficiarl• of image ad.leftilinQ by anrcillllon wlh SWBT, a comp111y which has an 
establlahad ~ and which has bean in uru nee tar along time. 

The IUCit 111m CJJ liiCMid the formula UMd 10 ....... S8C'a ,. ... ng COlli 
linea It Ia b m don a ..... ,. liCJit at sac du • iiQnwd ft\81111 .., COlli and IUbaklary 
dlreclly incuntd nwtzll 11(1 COlli. n. pr8tlca ill claalft nat In COIIbn•a wlh the 
IIIIHitttranl ~CIJ 1'11(1 II idlll .. wlllc:hpowtdll'*onlrtheiiM.h\1.......,.. 
lncuned ...- belnelllded In thebmuiL n. SBC ••• II 1\illld tDnnula 111:a11 a 
cllpnlpadlon 1 I lltW,_. Gil n.a I 11(1 ...-a10 S'IJUI. CU.Wr 10 IIOJUI 'W poaltb1, 
theaudttaambiRI'U•'*•au., · a••, .. m a trw 1 •••~U~a 
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• • 
stoc:l<hQiders. In effect, SBC is direct charging such costs to itself. Therefore, these SeC 
direct charges should be treated no differently than direct charges to SWeT 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, sweT 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 team 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 swers officials, since sec authorized this 
contract. The audit team considers this a serious matter having the potential of committing 
sweT to contractual agreements with any of its affiliates, without swers authorization. 
Finally, sweT confuses the facts when it addresses the development of the general 
allocator at AMI, instead of addressing the apportioning of rate base items to separate 
lines of business. 

o. Tbt *'"" ns= Did Nqt on ""'*" w 0twe1• Gompu•lpnl 
The audit team's compulllllona of the elfeds of the lnclnga are not tawed. In 

disagreeing with the auc1t 111 tt'a cllculllted amounts for the generllllllloclllor, SWBT 
confuaea rather than clarities the •..uon. The auc1t raport. for -..mple, shows the 
CllkUatlon bolh by,.., and In talll tar .. taw,.., period. The ... team CDnlidera this 
prt~entatlon neither UIUUIII nor erroneoua. The tallllm!Uit lhown In ttw 8UCit r.,art 
Ia $82.2 million. rlllh8r u.n the S82.5 11.-on In SWBT'a commenla. 
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~-CIIa'll d .. , ........................ _ .... ........, 
ttlla dlsrert Clla llltft to ..... -. Tile ......... Ct to I PIJIHII ill in $13.0 
million. lhowli In ........ Minot 122.2 EMI •lUll • X 11 
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Concerns over potential cross sub6idles between the telephone companies and the 
non regulated affiliates of 1he Regional Bell Operating Companlel (RBOCa) prompted the 
National Association of Regulatory Utility Commissioners (NARUC) to pus a rt~~olutlon 
on November 13, 1991 to conduct audts of affiUate intereata at all the RBOCI. These 
audts were to be conducted by joint audit teams comprised of staff from the various state 
regulatory commissions as well as the Federal Communlc::atlona Commillion (FCC). This 
resolution entrusted the implementation of these jal.o1_ auclta to the NARUC Staff 
Subcommittee on Accounts. . -

The joint audit team that examined the affiliate trlnllletiona at Southwestern Bell 
Telephone Company (SWBT) was comprised of the following members: 

Rudolph Bruno, Joint Aucit Manager - Federal Communlaltlona Commlllion 
Joseph Parettl - Faderal Communlaltlona Conunll8lon 
Ruaaell Widmer- Arkansas Public Service Commlulon 
Ann Olgge - Kanllas Cofporation Commission 
Chrlt Berron-~ Colpcqlion Commllllon 
Peter Gola - Mill ouri Public Service Commlulon 
Michele Krug- CJdlhoma Corporllon Commlulon 
Ed F.,. - Clldllhoma CoiPOQIIIon Commlaall)ft 
Blake llemdlln -T- Public U1MJ Comi: ·aall)ft 

Coonlnallon ala Ploteu ol the miiQIIIudl of 1111 jolnl...a ol SWBTa dMa t,_l.,_ WOUld nol.._.been ......... nol tor ...... ol IIUIMIOUIInclv'ckl£11. 
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wtrel:u=~ntO.:=:t~~~u:rc~:es~to~~: audit -:::'r!:':~:r~~~ 
joint aUdit: 

Jerrell Clark • Arkanau Public Service Commission 
Don Low· ~Corporation Commlaslon 
David RIUCh • MiiiOUri Public Service Commission 
Ernest John10n • OldMoma Corporation Commission 
Rowland Curry • Texu Public Utility Commission 
Jose-Lull Rodriguez • Fedeflll Communications Commission 

We expre~~ our gratitude to all the attorneys from the State Commissions, as well 
as the FCC, who labol8d long and hard 1D arrive at a prol8ctive agreement with SWBT and 
for their lllliltanc::e through the 8flllre joint audt process A special thank you is extended 
to Steven Dotthelm, Deputy General Counsel - Mlasa>.Jri Public Service Commission, for 
his tlreleu effortl on behalf of the joint audt process and the antire audit team. Steven 
has been very IUPP(Irtlve of thla joint audit and was always ready to help no matter what 
the calling. 

To the atatr of Southweltem Bell Corporation and 1\1 .,., tel we 8xpr8SII our 
thanks for their illb1L W. allrld a 11*111 tMnk you 1D Karol Sue tltz8r of Southwestern 
Bell Corpcnllon. ~ Inc. tor her cllgMt efiMIIn pnMdnQ lnformalion and for 
coordNdlng acllvlliee 11etw11n the IUCit tMm and the~ Bellltldf. 

Finally, we eapll II CU' molllllal• Qi II Ide to Gordan Pellillg8f, DilecAOr of 
.,Policy......, n ~ OMLI!ii ol the IT lUI P\lblc St W. Conw1l1 lm and member of 
the NARUC Comrlullallllon 811bca«wu M 1 and the NARUC Oli81'11QN Comntlltl. 
Wlttloul Guidan'a lnlfrwtllp and Jlllrmil lion thll jalnliUCit WCUd nat have been 
panlbll 
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• JOINT AUDIT REPORT 
ON 

• 
REVIEW OF AFFIUATE TRANSAC'nONS 

AT 
SOUTHWESTERN BELL TELEPHONE COMPANY 

I. 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, 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 $1 0 biUion in operating 
revenues, and approximately $24 ~in assats. SBC provides telephone service, sales 
of customer premises equipment, yellow page advertising, printing and distribution of 
telephone drectorles. wireless communications services, and has investments in several 
international operallons. through many subsidiary companies. Aftillale tranaac:tions cover 
the provilion of S8f\llces and sales of asset11 between and among sister companies of an 
affiliated group such aa SBC. 

2. The objedive o1 this .. ,.lillian ota• ria trw r :to;• was. (I) to determine 
compliance wilh the alllliale tranuct1ona lt8ndludB and, (II) to en1Ur8lhll the telephone 
ratepayers hid not been IIIMtraely aflac:tld by polilnlll cn111 .,...,.,, tlowiug to 
non,..,ulrlldOUn••,_.oiiiOIICOit4 'r ~atwlh"- III ldardl. Cnm•ltllkl11 
could t1ow to the notiniQI..._, llfBIIn in the tonn ol owcd•gee to the 1111po'lone 
COfYIPMY· Colwenlely, CM II •laklll C!Mdlowto .. nolftgl 'Ill d •11111 in the Iorin 
of Uncilff:Nigll by the lllljpt'lofle contpiiiiJ. The FCC NCOglllled lhll 1IW I ICIIMI wllh 
affll,_ mar not be concM::Iad • arm's ,..., ltowiilllcWe, a 11 • 111 d axiDUnllng 
aafegUIIIda (COIIIIng II ... dl) to pu:alla .. llllphone I I ;p.,. .. '"- axiDUnllng 
........ 1 7F P«tinCCDCid£1 .. 111,RI;part..aOidar,iJII•Id~ 
I, 1117, ..a .. COl II I led in the UIIIDIIII S, Ill nn ol Aaaaunll ~ II Ilion 32.27 
Tranaaalta ..... AF I 1 Md II.,... 14.101 Ala 7'"" ol Ca II The ad 1I6ft 
... , ........... Uflg I diiDd I dJ•ca $21 ........... .... 
ofiiiJ ..... JIIHAOft .. ll? $lo4i I )IJI!a. The I I heGDsald .. pedod 
1 .. • 1- ... "ddudld s•slsa ol p Z' ..a PMM w ... - ol IIIICMd 
•nc•r••P I s a et , •1•..,•• I 
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• • wiU be coneiderad juet and 1'81180nable for state ratemaklng purposes. The audit team did 
not review the affiliate transactions for compliance with other applicable standards, If any, 
and expreeses no opinion on compliance with such standards. 

4. From the auc1t work performed, the audit team concludes that the affiliates' 
dealings with SWBT are not in fuU compliance with the affiliate transactions standards and, 
depending on SWBT's earnings and the regulatory process in each regulatory jurisdiction, 
the telephone ratepayers may have been burdened by a potential $93.7 million 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 adcition, the doUar impact resulting from the lack of support for time 
reporting by SBC cannot be determined. Becat 168 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 indvidual regulatory commissions for 
approval as to the accuracy of the statements contained herein. Authorization to publish 
this report does not constitute an expn111 or impll8d decillion by the indvidual regulatory 
commissions on any of the in ... ntiaad by this report. 

e. The auc1t ta ..... concluliona .-.lalad to sec. 1ot8llng $92.4 millon, include: 

(a). 1*!"1'1*" '*nnw· ri '"R• llfwJiN by S"G'I 'ODolllltl 
For the I1\08t pM. the CICMIIIIIocalon I'JIIIm ..ad by sac to allhar cllec:dy Ulign or 
111ac:ata 11a coeta to 11a • ..._ • drMn by uvwr 11ma IIUclaa n. audit team was 
not provided and could not .... the .... of .. Ill • of lhi~UM1 tlmlltUdll 
for the audit period 1•- 1112. ~. thl ad-.m could na1 data:rmll• thl 
rauoMblana• of S8C'a ..,.. 111 c:t.lgac:l to ShUt. n. ua -.m -told by a 
I'IPflll lrJAof&a:N•one-fDur •tii:IUIWJ-·dll ... ma, but\Ml 
none.,. QII'Nnllr 8b1Tit4t II ::ton lll.12(b) ofiW Ullllafm S; 1 111 of Accounla for 
TIIICCMMUii IMI ~'II "-'trt,lnpM, M ......... r- lhll be tlad 
In IUCh ........ • to be flldlti MC IIIMI IDr 8 *HIM bJ iiPI II Ill .. of 1*1 
Conwtllllad'. 
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prw;atoe 11 •"' a a r : r ar .. • ••, 7 t± 81111 pu aLII\ w IDr IW 
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• • CC Dodwt 86·111, Report and Order, at paragraph 190. The at,~dlt team Interprets this 
rule to mean that only the coats directly assigned and attributed, H any, to the various 
sublldlarles 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 tor the years 1989 • 1992. 
These expenses were then recorded in SWBT's books of record. 

(c). lmorgpec ganeral allggatgr. In the development of the general 
allocator, SBC excludes the costs that It directly assigns to the stockholders. The audit 
team believes that this pracllce 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 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 tor the years 1989- 1992. These costs were then 
recorded in SWBT's books of record. 

7. The audit team's conclusions related to AMI, totaling $1.3 miUion, include: 

(a). Otf!M IP'C' !ensrtm SWBT at mgm than pnwa!Hng madsat pries. 
For the period 1989 - 1992. AMI leas ad office spece to SWBT at three loc:ations. At two 
of these locationa, Plilahollow In Houleon, Texu and Centalpolnt In Arington, Tax•. AMI 
rented o1ftce space to SWBT It Uy dlllrbMd COlt (FOC) when a pnro sing market price 
(PMP) rate had been 8llabllllhed. AI. thaee two buildings, more than 40'Ift of the total 
space w• rented to nonaiiiRali 1l*d paltlesat an IMN'IIQe price per aquare foot lower 
than that charged to SWBT. Tlil pndce II COilbwy to lhe dUI a•IICtionl rulea 
which require that ratea no gn11 r thin PMP be dlllrged and ....,.dlid In SWBT'a 
reguiCad -=unll whirl a-~ Ill 5 I~ ........ •I I The ... team 8llim II II 
the affect of thll milll .... IIIII m of lhe &,Ill lrW II *+W rulll to be htghtr ntnt 
chatgea to SWBT of appcoailr I I ty Sl2.000 forlhe period 1-• 1M2. 

(b). Tlw ._ AfsDYR- m ,.. • lw tt? "' ) g> n dwp1tp 
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• • (c). Tbt met pt room rata clffarential& at tba Hgtal _Mailstig Wlrt ghamad 
to SW§I. When an SBC guest, who can be an employee of any affiliate of SBC, made the 
hotel reservations through Travel Services, which is a civision of SWBT, the Hotel charged 
the SBC guest $65 for weekdays and $49 per day on weekends. The difference between 
the contract rate of $60 and the amount paid was charged to Travel Services and booked 
In the ragulated 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). The WIHikftod room rate cbamed at tbt Hmal Mafestjc is hjgher than 
prevailing martset price (PMPl The prevailing weekend rate per room charged by the 
Hotel Majestic 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 affiUate transactions rules 
which require that SWBT record charges in ill ragulated accounts at no greater than PMP 
when a substantial third-party market exists. The maximum potential effect of SWBT 
recording charges in its ragulated accounts in excess of PMP for weekend rates during 
1989 • 1992 Ia approximately $130,000. 

8. In the course of this audt, the auc1t team noted another Item unrelated to 
compllanc8 with the dill tra r .,..,. llalldarda. During the ta11r pert of 1992 and early 
1993, sec corpon1111 ~ ... nib: au d tom St. Louis, t111 DUii to San Antonio, 
Texaa. SBC tlcloMd a •t 111 II 18CCNII11Xp81•1o CCMr the COlli of tills move, of which 
more tt.n 50%_. c:t.ged 1o S\\81 n NICOI'dld by SWBT In • booQ of record. The 
reaeon given tor 1t1i1 move_. 1M1 S8C ue•llld to be da11r to Ia growth market. Aa an 
example, Southwellem Bel Md:llle S,iUiml. Inc. (S•IS). the' 11 • COI'nlftM'k:tllloi'ls 
COI11*'Y wRh hlllf't_.,.ln D Ill, T--. II one of .. 1111111 liJIOAiftg ~of 
sac. Aleo. liat••c.e• c11 .,. "'""(T...._, 1n "'*"sac.......-• two aa. pertMra. 
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• • telephone 1trvlce 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 coats 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 these three 
affiliates and SWBT for noncompliance with these standards. 

1 0. Overall, during the period 1989 - 1992, approximately $880 million were billed 
by affiliates, excluding Bellcore, to SWBT. The majority of these billings came from SBC, 
Southwestern Bell Yellow Pages, Inc., and TRI. The affiliates selected tor testing 
accounted tor approximately 70% of total biUings to SWBT in 1992. The audit team 
considered, but did not select tor 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 adcillon, the audit team reviewed the pricing of the services rendered by 
SWBT to Its affiliates. Excluding tariffed services and the services rendered to Bellcore, 
SWBT billed approximately $129 million to Its afflfiates during the period under review. 
These servlcas went primarily of an administrative N*JI8, The audit team salactecl and 
teated the pricing of I8V8fl ....nc. which, together with the review of 8l8llt transfers, 
represented approximal8ly 86% of the UUI amount blled to afllillelln 1992. Basad on 
the audit work performed, nothi~g ClimB to the 4lllnllon of the adt team that would 
iodate th8t SWBT ...w. provided to aN II•• and 111111 nnllarred to afflllrtas were 
not accounted for In a mar"* cor I'IIInt with the..,..,.... FCC ..,.111 tranMctlona 
atandardl. Furthermore, 1'10111110 Cllm8 to the *'lion of the ad tMm that would 
Indicate that the tarp.'lone • • ..,.,. ..,. been ••••rr A *d ~ transact~ona 
between SWBT and d1111 tor nancort..,:5 IFICI wilh a- 111 rdlidl. 
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• • team saw minimal opportunity for cross-subsidy to exist in this area. 

II. INTRODUCnON 

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 biHion in assets. SBC's main lines of business are: Network Services 
and Equipment, Advertising and PubUshing, 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 lndcated above and consumer telephones throughout the United States and In 39 
foreign countries. Other subsidiaries included in this lne of business provide voice 
messaging services. 

15. Advertising and Publishing is comprised primarily by Southwestern Bell 
Yellow Pages. Inc., Southweetem Bell Prlnll~ Company, and Southweslem Bell 
Publlcatlona. Inc. Through thele IUbllchries. sac .... yellow p11g1t5 &dvertitementa. 
It also publlhel and prints vellow and while PIQI dlredoriel for SWBT u well u 269 
clrectoriM for GTE. In February 1193. the commen:ial p(wlllug dlllilion of Southweltem 
Bell Printing Complny ... IOid. 

18. ._. IIIlA .. Opel ..... COl liltl ol Scd.-m Bltlllllefrlallonal HoldJnga 
COfPO'don (SBIH). Through tlliiiiUblklwr. sac ... Cllble oompM~ea 1n the Unitlld 
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• • while AMI provldea real estate services and maintains a portfolio of real estate 
lnvntments. 

19. sec and the other regional telephone holding companies are very dynamic 
companies and look to acquire businesses which are beat 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.-Virginla 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. 

Ill. OVERALL OBJEcnYE 

20. The audit team's objecliva was to review transactions between SWBT and 
its affiliates. Specifically, the aldlt team sought: Q) to determine compliance with the 
affiliate tranlaCtions standards; and. {II) to 8fiiUf8 that the telephone ratepayers ware not 
adversely affect8d by pol8nlial crooa subaidas tlowlng to affiliates as a result of 
noncomplianc8 with these standard~. Crass 11Aldlas could ftow to the nonragulatad 
afflllat• In the form of cMtn:t•ges to the talsp"'one company. Conveluly, cross­
subaldl• could ftow to the nornrp lrtrd id'flllllrs In the form of unden:har'gel by the 
telephone COfllPMY. The Ftdtrlll ComnulicldiOnl Commlnltm (FCC) hal instituted 
accounling .... IJ'I .. to p«*Ct the llllphone I I ~ Theat .ccounting Mfaguards 
ntxJlll'-.d btlow. Thl ad 111m b'a 1 d ,...,_.,on 1182 8Cllvllies. However, to the 
extent that therl..,. _, 1116.:t~ot• of thell 111 rodlidl, the Ult t8llm computlcl the 
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at the ju~ nwylri1pact the ~"*nat the ~to~ affiliate transactions 
wtl bit C:Onaidll1d Jutt and reasonable tor state ratemaklng pyrpoeea. The audit team did 
not review the efftllat8 transactions for compliance with otherapplicable standards, if any, 
and expreaaea no opinion on compliance with such standards. 

23. In accordance with these standards, assets sold by a regulated telephone 
company to an affiliate should be recorded in the regulated accounts at the tariffed rate or 
prevailing market price (PMP) offered to the general public, as applicable. In the absence 
of a tariffed rate or PMP, the revenue from the sale of assets should be recorded In the 
regulated 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 regulated telephone company to an affiliate should be 
recorded In the r&(ll "atad accounts at the tariffad rate or PMP, If available. In the absence 
of a tariffed rate or PMP, the revenue from the sale of the services should bit recorded In 
the regulated accounts at fuly di8tributecl cost (FOC), which lnctudea a ratum on 
lnveatment (AOI) at the 8Uthorlzed Interstate rate. This rata na 12% In 1989 and 1990, 
11.25%1n 1981 and 1892. The 1tat111djuat this rata to their authorized rata at ratum In 
their ltate ratemaklng prGCIII 

28. Ser.icea ICIId by., IIITXDII to a recpJiatld llllphone COfiiPMY should bit 
recordld In the fiiDll 1 d ClOUniS at the martcet ,., If the ..,.,. eervlcel .. IIIIo 
aua.tanlllly ICIId to the general putllc In the lllaua of a 111111tu1t 1'1l11, the l8fVIcaa 
lhould be IWCOidlid In the "''Il 'II d eccounla at FDC. 

27. Fuly dllblbtlllld coat (FDC) lhoukl be data 11•iid • tallcnw: 

a. C:O.INuldbedlleclfml•iid.._ • .,.PlliiMt 
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• • V. COMPANIES EXA .. NED 

30. The foUowlng tables present the amounts billed by affiliates to SWBT and by 
SWBT to afflllatea for the services rendered, products purchased, or assets sold during the 
period 1989- 1992: 

AmouDII Bllltd by Afftii!!U to swaT 
(In mllllona) 

1989 1990 1991 1992 

.,, "¥3 "M' ... 

n..., •n •,., 11r A' Ill • •••r •,. ,_. ••. •• .... ., 
1176. 
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e -Amounta "'"'I b¥ unn to Am'"'" 
(In miiiiOM) 

1989 1990 

SBC CParent Comcany) $13.1 $14.1 

SWB Yellow Paaes, Inc. 1.8 10.1 

SWB Telecom Inc. .9 3.9 

SWB Publications, Inc. 6.2 .5 

SWB Technoloav Resources Inc. .2 .2 

SWB International Holdinos Com. 0 0 

SWB Mobile Systems Inc. .5 .6 

SWB Redevelooment Comoration .2 .5 

Metromedla Paaina Services Inc. 0 0 

SWB Printlna Co 0 0 

sweAaet· Inc. .1 .1 

SWB lnt'I.Q:! 0 .1 

~ Inc. 0 0 

••·... Inc. 2.7 0 

Teal IAZ 1&.1. 

1991 1992 

$15.2 $14.2 

10.7 9.5 

4.3 3.0 

.7 .5 

.1 6.5 

.8 .9 

1.1 1.3 

.6 .1 

.3 .4 

0 .1 

0 .1 

.3 0 

0 2.1 

0 0 

~ t&Z 

The totlll ~ lllled br SVJUI tD • I 1 tor 1M,_. 1- • 1--S128.1 
mllon. 
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• 32. The audt team dacldld to audt the services ""(.tffrjd by SWBT to afflli•es 
•nd the services rendered by the following affiliates to 'WBT: Southwestern Bell 
CotPOratlon (SBC), the J*Snt c<impany organization; southwestern Bell Technology 
Reeourcee. Inc. (TRI), the reaearch aubsldary; Southwestern Bell Asset Management, Inc. 
(AMI), the real est-. Sllbllldary; 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 
selection, 100% of the services rendered by SWBT to affiliates and approximately 70% of 
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 audt team excluded from its review tariffed services rendered by SWBT 
to affiliates, because SWBT treated affiliates no dfferent than any other customer. 
Therefore, the audit team saw minimal risk for cross-subsidy to exist in this area. 
Transactions with Bel Communications Reseatch, Inc. (Ballcora) also were not considered 
for review by the audit team. Bellcora is the central research organization of the seven 
regional Bell telephone companies. SWBT owns one-seventh (1n) of Bellcore. The 
services randarad by Bel cora to SWBT ware previously auclted by a separate joint audit 
team and the raporta ware isaued In October 1991 and November 1992. Services 
rendered by SWBT to Balcora during the period 1989- 1992 amounted to $62 million. 
The audit teMI allo exdllded u-coau from Its audit UfWelslt, Iince It saw minimal risk 
for eut:.ldll • men 1Nn lix UV811lhs (817) of u- COlla would be l.ccMN8d from the 
other res;one1 talapOOrle con.- 111, which.,. not •1111 d with SWBT. Theiefore, the 
IUdlt teMI VIUid ... bW II clr.M•. having occuned •tnn'allngth. Rnlllly, the audit 
team COIIIidlred. bul cld not llllct tor &dt, the )'IIDW P11Q81 opeillllonl of SWBT which 
were, n, or wll be 111-JI d by NCh of the tve ..... ~ 

34. c .... d ~of the -•• .. c:n of the aTrll 1raniiiCtiona 1111cted for 
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38. The objeotlva of this audit segment was to determine compliance with the 
afllllata tflnlaCtiona standarda and to ensure that the telephone ratepayers had not been 
adve,..ly affected by potential cross-subsidies which could flow to the nonregulated 
affiliates In the form of overcharges to some, undercharges to others, or misallocation of 
costs. The audit team's testing Included a review of accounting records, company 
procedures and Interviews of employees to determine that their time was being charged 
to the appropriate cost canter. From the aucit 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 swars 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 resulting from the lack of support tor 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 Alloo :ation System (CAS) is primarly driven by Its employees' time 
charges which are based on tour-week survey time studies. For the audit period 1989 -
1992, neither historical time studes nor any contemporaneous time records exist to 
support the accuracy of SBC'a coat aiSocatlona to sub&iciaries. Because of this lack of 
documentation, It ia lmpgu'ble to determine If SBC's charges to ita subsidiaries are 
correct This Is not in compliance with bolh the rules. which raqulra that detailed records 
be maintained (USOA Section 32.12(b)), and SBC'I policy and prooecMa8. 

38. Second, sac 11 UllnQ an Improper rnllk8llng •••· sac 11ocatea 
Indirect rnark8llng COlli 'bind on an ....,.., comptn d of cllec:lft-dtllged marketing 
COIIIinaAnd by 1111 R ~ IMIII8Iillg COlli of -=tiiUbliclaly. In 1992, 
thenl..,. no ne1 dlnlc:t-cMrged ,.......111 COlli to S\\81, r-t SW8T .. ltil ~ 
.-ly 50% of .. tiU liAwi of ildltKl 11•1 Eli Ill COlli; a clage of l!pptoxim I I I ly StU 
mUIIon. Tlila ........ II not In CC11ib11•a ... "9 lllllllf lllndlrda for the 
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them in its calculation of the gtlltrai alloeator. As a the general allocator 
ove1'811igned approximately $82.2 million of Sec expelll88 to· for the years 1989 
·1992. These costs were then recorded in SWBT's books of record. 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 ooted aoother item unrelated to 
compliance with the affiliate traosactloos startdards. In late 1992 aod early 1993, SBC 
relocated itS corporate headquarters from St. Louis, Missouri to sao Arrtonio, Texas. A 
substaotlal expeose eccrual was booked in September 1992 to cover the arrticipated cost 
of the move. SWBT was allocated more thao 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 marlc8ts. As ao example, Southwestem Bell Mobile Systems, Inc., the 
cellular communications company, with headquarters in Dallas, Texas, Is one of the 
fastest-growing subsidiaries of sec. Also, Telefonos de Mexico (Telrnex) in which sec, 
together with two other partners, holds a controlling interest, Is one of the worlds fastest· 
growing telephone companies. Finally, the Texas telephone operations account for 60% 
of SWBT's business. The audit team deems that SBC has oat provided adequate 
justification for these costs to be ale avable aod reco....,.. from the telephone ratepayers. 
Therefore, each jurisdiction may want to give further consideration to this matter. 

41. The Southweseem Bel Corporation plnl1t CM'g8nizalion was Cf8at8d at 
dveltitunt in 1884 tD pnMdlltl II gic and IMncilll m81111Q8fn811t for both lla existiiiQ aod 
future subllclllleL sac IIIIo ll8lcl new tMil 111 opportunltiea n ~allon of 
inveatmenll to--- theillllrl. of ... ~ The sac parent comp~ny 
organization II hit._..,...._ In Sin Anlanlo. T- n .. ,_,. ~ 500 
people. Prlof tD Declmbef 1-S8C -lac I d In St. Loull, • II I auri. 

42. Durtng ..... period, 1 .. - 1112. "' me1n sac ope1111ng •lblidlllrtea 
contlllted of the fai:J suing 111..., eo~..-llea: 

......_..Ill TIPI;phofle CD,...if (S!CJCI) 
Sal lea I Ill mIll Y.._ ,_,I I,lnc. (atfl) 
.... Mar r • a P." '*'e. Inc. 
Saltu IS nllll'U :a a I Ia .. lnc.(lldtDIIIMt 
SJ: lad Ill li Ill Mi Ill 1$ I I, Inc. Cll Ill 
lllluaa:PI'~~=d ,IJID.flll 1q 
II I Ill :Ill Cc 0 O'_...,CIIIIIi-••lllrJMPt•ecs Sl$) 
lnlu JIJ altl"'ll r ..... _, 
s• s 1r lb.,.., a al-..-a 
~ :: ·~ ~=~', ,~:.!!:GCt P • '' 

....... 



• • 43. Over the four year period 1989 - 1992, SBC recovered Its costs from the 
above subsidiaries in the following amounts: 

• 

-

Alnounll Blllld by sac to SubJ!dlarlu 
(In miiiiOM) 

1989 1990 1991 1992 

AIIU& l&dDMIICM .. ~ w•s 1tF'IW .... 10ot .. 
..... -··ttl,. ... ..... 2 ., , ••• -
.... , , r , r r ,_. ••• s 
81l 7S :fii.,_P' 75 ;; a.• .. " 1 -· 

........ 



.. 

• • The percentage figures In the fOllowing table correspond to the dollar amounts In the 
preceding table: 

P.IWI11: Bllltd by sac to SUbsldlldta 
(Percent of Total) 

All Flgu,.. In th,. T.,. 1989 1990 

•• u uat ..... n r a.•*''.._ 

1991 1992 

..., ,.. ........... _ • .:_ a r ...,,.,: , .,,._ 
......... ?fa 1 : : -- o , .. ,ata:aeuc.:z 
:·.::.:=~:--:._;;c-=:~ ·n.:.::.'::': ·• .•• 

...... 



or 111111 ;:~~=~;;: compleltelist of all 
affill'-lli• to recover those 

IOat methods 818 ciract 81111gnment, retention by company or Indirect 
allcliC8tlon. Indirect costs 818 allocated using one the following five factors: 

- Average Investment Factor 
- Internal Audit Factor 
- Average Employee Factor 
- Marketing Factor 
- General Factor 

Ob)lctlve 

45. The objec:tive of ravlewing the transacliona from sse to SWBT was to 
determine comptianclt with the odllala tnlnUction st8ndllrda and to enaura that the 
tellp.'lone I I ll8)'8l1l had not been ...... ..., alfeo:ted by potemilll CI'D II aublkieS which 
could low to the norngu' II d 118111•1n the form of Ulldlnllclalt'·OiW or no llocatlons 
of sac COlla to the noMIIPIIIIIi ,.....,_ 1n Older to IIChleve thll ~.the audit 
team Met the folowing apecllc ... golll: 

(a) Dill mine wtlllhlr the CCIII Alcal1lon S; 1 m (CAS) 1-.d by S8C to 
rec:ou. COlla flam e~ lr•'lelw1IIJ dtntu•otagee the regulaa.d 
i I ;a .... . 

(b) Dllt .............. CAS had been II••••!CM and- being lola wed 
CDmiCIIIr. 

(c) D 1 a•• wtlt._ ..... ,,.....,.........., .. piwr dlelnnlnMI oi....,.[.,.. ....... ~ .............. Jhild 

(CI) DU ss•w MI .... ._ •-. callll .. 1 '' n• IU wNch men 
alatt[J NAWIIII a•wt:ahldbrlle? IE Itt 

...... 



• 

w-~ Internal and exwrnal. auc:lt raptttf ra~~• to sec Colt .-ns. 
W. raconcflad SBC'a coat recov8fY summary provided in the survey audit to 
the sac 1992 General Ledger. 

W. nMewed the written pmc:eduras associated with SBC's Cost Allocation 
System. 

We ini&Mewed 43 employees to determine whether a time study had been 
preparad and whether a contemporaneous record existed to support SBC's 
allocationL 

We revtewed exception time report~ to dlltennlne the exwnt to which 
empoye. pertonn cllll8ll cilhif1lnt from their regular c1ltlea. 

We~ d110.,_ of functionl (COlt e~~-.) and~ of 
thoee bdons (chlrgfng clredlona) to ttw work I'CI!NIIy pertonned by 
Ulleled enlfliDW Ill 

We raluad ttw caa11 whldl ...,. • 1bdnad Md llbaolbed by SBC'a 
~ 

We m-tecsad .. nw'41~ lloc.,to JU ...... nm~WIIInns faf 
InCluding caa11 •• lllcurNd by .. •Wnr 111 1n ca101111ng .. 
mMtlll.- to .. .-din ................. of S8C ca-. to­..... ,, . 

... ... a 

... 

•••• 



~~~. e.t the .end ofW.tudt report, shows a ~llatlng of the charging directions 
• QOda In use during 1992. This Exhibit also ill~ ~ Importance of the charging 
d~ CQde8 in the overall colt racovery process, e.g., when an employee uses CD 01, 
thOM coaa are drectly charged to the telephone company. The CAS is driven by surveys 
of time reporting by SBC's employees. Assignments of costs to both cost centers and 
charging directions are based on periodc time studies of employees' actual work. For 
example, in accordance with the CAS Users' Guide, when a new position is created or an 
existing position changes materially, a tour-week time study is required to be performed. 
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, 
until a new time study is performed. The CAS also provides tor exception time reporting, 
however, very little was tound to exist The CAS does not have a retention period tor time 
studies and no time studies currently exist to support sac cost allocations. 

48. During the field work, the auc1t team inquired as to whether the supporting 
documentation for the time studias existed and the auclt team was told than none were 
maintained. The aucit team Interviewed 43 SBC employees in San Antonio, Texas, none 
of whom could produce the required tour-week time study on which their current time 
allooalionswera baa ad Sidon 32.12 (b) of the Uniform System of Accounts requires, in 
part, " ... The detail racords shall be filed in such manner as to be readily aa:aaaibla tor 
examination by repraaaatlllhres of this Colnrnlaion". The etfact of SBC's lack of 
supporting cbunenration tor time chalging, which was ultimately retletted on swars 
booka of IM:COUfda. coukt not be quanlitled becat• there was no hiltorlc* or 
conte~ r8COid the IUCil tMm coukt uee to verily tMl time chargee were 
IICCU'II8 tor the ad period 1• -1882. n ... ~~cwe. the cic*r lmf*t on the •lltpayera 
Ia lndltllmlinlble. Alhough II S8C emplovaaa who..,. 11.-.wed l'8lpOt'lded In the 
~ thll their dill time chwglng was repl'l 11 lllliwe of their work eflort. the audit 
..., noMdlalttt, Md no dalftlllwe bulto..,. ..:cep4 tMl c:llim wholy on t.lth or to 
r.jec:tlt. 

41. Tllelldl oft I Jl!"laal._ ••
5 

II a IIAn bf SIC to tallow balh lllnlilmlll 
llf'OC*Ue8andhlt32-UIIilllnn8; 1 mofAaaauMI~ S8Ccttlrneth1Ulone 
time the""' 'ld 11M •dn-..,..mall Mt nadl. .._.a,.. emp~a,_ Wll 
lr&llllldlft. .. GIIIlw•Cttandclle;t•• 11 :Cttcrl..._ peWIIclllatoonllnued 
llncl .. uliiAMoiiWIII 11ncld•~ DL•na•-••IUIII.aniBC 
JCpJ u f1111&u~ ..... - ... 81C • ill--. ... to .. CAS which 
lllouldlftclfe' I llah I U nflllf .. ateJI lin .. tan. lNINnti~CM 
............ , •• , ___ hldbf ..... _ ........ , .. , •• 
...,ca 1p1 ltnol ..... _. ..... 

a .: ••::':':" :•- :::· o~•:::r :s:r=•~-==~-=· , t1f laiiCM: .,...,&7 P¢A U ...... .._ •110. 

...... 



;~§~~;2i~-~ Marketing Support benefitting epportlon these coata by using the 
h8ve been ..,;g,_ to each . these same 

In adlltion to thaae direct charges, the costs that have 
been Incurred for and mall<etlng 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, S8C Incurred the 
following marketing COitl: 

I Directly Charged Coats I 
$3.427,138 

AllocatedCosts , 

$18,622,656 

Of the above charge&, 15.5% were cireclly charged to subsidiaries and 84.5% were 
allocated using the marketing allocator. SWBT received the following marketing-related 
chargea from sec: 

The av.IIUII._ ide I ... In 1-SVJSI MCihld a ftlbld of pdor years cbct 
ohargeaforColpcwd Ad<ol. •ntbl t•8tW"lCXIMMWd. t .. u ... alua, SWBI 
W.llltclellllf._Cif8C'IIIIIM 2 d!n•? I Calla 1 .. 11111 fanafSIIC'Uidlr'ecl 
marMllng 00111 ,_.-.. wad -=-a ••• daQIId 1121 1 • ~ .. IAJ 111m to 
8WITin1•wauld,_llllln-.,orl...,...,..a•r•J 1 da-.... 

...... 



53. The total amount of overallocations for the years 1989 • 1992 was $30.2 
million. Theee expenses were then recorded 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 e~~~!Sational attribution 
measures to 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 induding costs directly Incurred by the various subsidiaries in developing a 
factor used to allocate fB&ictual marketing cosls to the subsidaries. Also, it is conceptually 
Illogical for a company to ale-ale one of ita costs, based not on the services it provides to 
an affiliate, but rather on the ~&rvice the affiliate provides for itSelf. 

IIIPBOpeB GlfNrBAI AI UM7A!Oft 

54. The CAS .... a tine llap procaaa to llllcialla 81 of SBC'a coats to the 
varloua ll.ll:lllrll8rt Firlt, 81 001111 which can be dlteclty llllgi'lld are cit8ctty aaalgned. 
Second. a1m1ar OOIIII .. IIQQIWIQJ' d and en lndll.c:t llaclbla u.d. e.g., the AVMIQ8 
lnveelment Feca or the h119 Ett"' s•• F.-.. The lllllllp of the pocaaa ~ 
the remlllnlng 001111 b •• d on the comlt*led dlllrllulion of 81 cilrKt chlrgea and 
lnvaalmenHI•adand••••• hndlloc l'a>• 

a Dunno ,._ sac lncumld t111111 001111 ere $211.4 ... cw.. a .,.... coata. 
$111.1 mRDn ... •• ""-lid tD • ....,Ita, ere wlich $43.4 n R~~n ... eli_, 
oMtged to Sft&i, $31.1 II R '""_.. •••• "J S8C. lnd SIU ii RM ... dli-
ctllfged to 81 '*-•• , ..... aat:M-. Tile .......... $101.1; Rlii -IIIIa I d 
toii&F Ill Of .. llla I ll--.41.ft..or ..... 4 RA ... IIi I&Uilldon 
the ... •lllll:t ••· SfJtt"W.,..ere.-111 1 lfthiaulh .. ......,alo •· 
••IIICifnlmi7Aton.a· allon• a•d)OIIb' bulf•e••llllll •·In 
1-. TlwLRJSlllr_,__._.._. .. , liiii .. CfaiJitoSfJtlereSIU ............ , ... 

a .. J 5 ..... I d 9 3 ,.-: 3 1-llr.C:-IIIOttlll.d 
.............. _, 5 ..... .: ..... I ............. ;a. I •• 

•11 iL!:d II Ill t,IUdblw 9 SIP .... ._ ....... ,. T ;In• 
IIIHI n••ssutf .. FE toat' I& tltaUr E ......... .._ .. 
..... u .... .··. • , ........... _, 1 ....... _ .. 
Bill\ uUd ... IE JT J I 3 1 ..... u ta.llll 

...... 



• 
Overellocationa Resulting from the 

57. The total overallocallons resulting from the improper general allocator for the 
years 1989 • 1992 were $82.2 million. These expenses were then recorded in SWBT's 
books of record. In CC Docket No. 86-111, Report and Order, released February 6, 1987, 
at paragraph 156, the General Allocator is defined: • ... The allocator is to be computed by 
using the ratio of all expenses ciraclly assigned or attributacl to regulated and nonragulated 
activities, and applying that ratio to residual costa. 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 alocating rasidllal costs. • The audit team interprets this 
section of the rule as being sufficiently cloar that all directly-assigned costs should be 
reflected in the calculation of a general allocator. Costs that ara retained by SBC are 
directly assigned to the stockholders and, as such, should be Included in the calculation 
of the general allocator. SBC stated that It Is • ... conservative In retaining expenses, in 
many Instances retaining justifiable and racoverable business expenses. This action is 
taken voluntarily; theratont, 8lTf nMsion could raquire a change in this position. • The joint 
audit team believes that these COlla ara truly of benefit to the stoddloldln and not to 
SWBT, therefore they are 8A)fOpfiat8ly rellined by sac and should be considered In the 
General AJ!oc:atm. 

BI\IIEW QF pc C0f1!J0RAD Rfl cv;•JJQH 'f"'ll 

sa. eeg~n.-qtn 1111 , •• ~through..., 18113. sec l1llocaa.d ita 
corporate hi • ...,. from St. Laule. Mluaun to s.n Anlionlo, T-. The re•Do,. 
given for the move included bllng danr ID th8 IMI118t ....,....Icing th8 moll growth. 
More epecllclly, tile T-..... ...., wlh h 11--ln Dd11 .aooun18 tDr.,.., of 
SWIIT'aiUIIIIII ac.• U•IIPI;to••••llirllhlltt._ldln 0...8ndlhll 
~lloneaf .. ' 1 1 ~ llva••llia.atsac. .:.-. ecaltldtobutaur 
to Mexico Md Ia lnu 1 ••• In Till ••• wNcb II one af IW wcwllh 11111 111IIOWII>t 
tellpOtone Wii-111 

a In 11tl s• 1• .: auuu a •& 71 • , a; IS to CIOWf .. 
••~toft lld_Cif .. MOae. .JSI'WIIa I d.,_.afllll $1 IS_ ... .._ 
.,.._ TNI 1 Jl ill_._,na ddlllll!Shl:allliaflll d. IICMUdlid .. 
.... lnc.IC II M I 1. "C ;I ?t wPt 1 ·.a .. aaal-lllncll -·1 ....... a.. ...... ,.,..., ... __ ........ 1111-
p~auiJD lit I 7ll htliaUP .. I ______ 5I J $ J ··-·-
1 i'n•-a.:•s,._ •---a u • llll .. n 1 to n•sttc- r _.,,.,.. s r e-.. lh sa ,_., .. uo••• 
•• ~. r no • -••U• U n •• -• .. 
\J .. St£7 !:P HI I 5 la t:( I ._ ....... ,.I II lflllltt*O 

...... 



e 
the .CQRI of relocating to ~ Antonio. This allocalo• hal no rnan18 and the elements listed 
below were utilized In calcl,llatlng the amount to be allocated to each subsidiary. The 
SWBT allocation Is the result of the following: 

% sec salarlee allocated to SWBT 
x "' sac tgtaJ ol!gcatf!d cha!ll" to swar 
• Salary Allocation Factor. 

+ the % of SBC cirect 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 
justlftcatlon for these costs to be allowable and I8COV8I'8ble from the telephone ratepayers. 
Therefore, each jurisdiction may want to give further consideration to this matter. 

61. Br radon the ad work performed. the ad te1m conc:tudlllhlll sec Ia not 
In full compi!Mce wllh the .mra tr.llr:tio;w •idlildlln II ~ of a.ta to 
SWBT. MoM~. ro sac ~li'IOt prope~~y •!ppO't the 111111 tor 1ta ~~~ooat~on~ of 
COlla to ........... which 1a not 1n CDmfllltllCI wllh S1CIIon 32.12(b); (I) sec U~Ha 
Mallcatlng Ale-., thlllllilplapellty rio< II I COlla to the rdr.,...., whlctlla not In 
oompMMCI wllh CC Doc:Mt No. .. 111, RrSJC)ft __. Outr.-; and, (II) SBC Cllcutr3rl II 
0....,.. .Mraa lmpiCJWIIfr, which II not In CGI'$1&101wlh CC Dodat No. •111, 
R1pa4t ... Onllr. Dlpeldi'ion 8\IJCI'8 II 7111111 ... the ... ' liNt pnlCllll In ..ch of 
the IIIC rw:::·ll*f )IIIIi'< .... thetlllphone I I $ lfOI _, ._ .... lluidaled bf a 
,_., 4 II Bta In ou•llcr IINIIIII IMng flam Wa Ctwll wlh SBC cUtng the 
pedocl 1• · 1.a. In ullll " ..... - drr as ... SBC ._ not prcMdld 
lldlqJ 11 •• HAtarclwglliUII ... at!lllftWi11ttoSWUI • 

...... 



a. 

62. The audt team has completed its review of the transactions for services sold 
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 AMI and SWBT policies and procedures and tests 
of selected transactions. 

63. Based on the audt work performed the audt team concludes that there are 
misinterpretations of the applicable afftllate transactions standards, inequitable billing 
practices, and Internal weaknesaea. Although these problems may not have a material 
Impact on the ratepayets, SSC's atBIIJB may have unfaldy benefited from these practices 
and weaknesses In Internal control. The moat signlfk:ant fads encountered were as 
follows: 

a. SWBT rem!'"1 ,... fgr cdP' .... 'p 1 frpm AMI at mgra 
then nc'qa mwtyf rytre For the period 1--1112. N/IA '1111 d oftlciiPIICI to SWBT 
at thrn loc:donl. N. two of ._ I« •Mo.-.. Plnlholow In Houlton. Texa and 
Cenlllrpolnt In Mngeor., T-. AM IWllld oftlc:e ..,._to SW8T at Yy clltll•ibld ooat 
(FDC) when a pN~ililrg n_.IM price (PMP) ,_tiM been 111iltltMd. N. theee two 
bulldingl, men tiWI40'Jf. of the talllll*ll- ,._,to ncw,..111 d ll*d ••• at an 
IMfi04I price per~ toal-.tiWI 1llat c:Wged tD SWII. T1lll pNCIIoe Ia conb&ly 
to the aT 11 • ••• U.whlch,.... 1llat ,_no 01 111 r11wt PMP be dlerged 
lndiWCOidldlnSVJCJ ..... I d .......... aaillll n11111Wdi*tr nwNil ...... 
The audit w.m 161 I Ill I the ellcl of 1111 A' I J£ palllllft of .. I.MI tllnaldo.-. 
"*-to be Ngtw .... ctwg11 to .. EI'Tof~i*ililii II It -OOOtorthepedod 1-• 1-. 

a.. Dwme,.tnm*d' •lw"', 1 r •C!Iwr!P 
.C. .. ; UODt tn•.-•Qss ..... ttalllt'J S,lnwhlahAMI 

•OMct .. Lk L..,. tc 41hlll z•m s&JIIr4.,.aWIIktor41•aats 
lnd•w?RI :d10JIID!2 .. illl sllltor---toriiCW tll,_ .... llkat 
.,..,.,..,-. • J uttllla .. _lf_ o a ~;.: q nz:=J 
M=:tlr•c ;' fi c&SJUIF I I I&, .. Htll&lt'J II .... 
WI .... U: U tptft I diiiAJI. ,._ I 0 .... JIM f fllf.%1 In 
,•zl • .,. •• n llwmUf, r I alae. .... _._ I ru .. apc•a:lf ........ ....... A 'f~i\tlb!ZI ... tllltl-f I tJ ... •• m:rullzlrr te. .. ....., _ ..... ,,attral "u 1 : 
ut •s•utla 11 nJtnr •tazs. o 1 •·•--



d. Dw vrp ' end mqm rete dMiard at ttw Hptel M'IP"'r is higher tb•n 
prava!Mog llllllkllt pdqt. The prevailing weekend lllle per room charged by the Hotel 
Majeetlc Ia $49 per day. The ral8 ch8lged for the 10 roon• which .. also I'888IV8d for 
the weekend Ia $80 per day. This prect1ce Ia COillla.y to the •• tranaact1ons rules 
which Alqlint thlt S'i:J& I I'8COid DIJIIIn ill r8QUIII8d accoun&s II no gralter then PMP 
when a ...,.. ~ ,.,. ex!JI The mexlmum pJ21& till el8c:t of SWBT 
rKOrdlnQ chatgllflln /IIJtap !CUd~ In 8UI 18 of PMP for aU14nd ral8e durinQ 
1N9 • 11192,. 41AlfariiP Ell If t130.000. ..........., 

84. AMI .. Ill lUI._, • • alf1lldlry 01 ~ 811 Cofpotzlfon In 
-. ..... 1M4. M. oe-. endol1111, AM••41k:wed 'IS.,..... AMI CUI'f8ftlty ~ 
..,.,.10 SWUI uncllr .. kill Ak¥ .._of.. . 1 : 

b. 0 , :a ,: , ., 1 e • n-u .._., 1111..,_, 

I I I -· ll I d PC. ... f'' 7 e. A &1 I 0 ... pill pelt II, 
PltMiallld-..- 115 5 , • ..,.., •ami• AII,....Un,_ 
llrt'tU ... JI .... 0 I ........ 

.... .. 



f. UaiF#-G 'n • !J Maiasllc AaiKM..,... providea a block of hotel 100ma at 
the Hotel ~ In $. loLili which 818 avaJ•tle for uee by employees and IN8It8 of 
SWBT and Olher .,...... The ~ Majastlc alio raniS rooms to the general public. 

65. The total8fri0UIIIa billed by AMI to SWBT during the period 1989- 1992 818 
summarized below, In mllions: 

l·~l·s: .. l·s;. 1·;.1 
The II1IPitY of the aCia fl' lnc:riMI In the till 181 by AMI to SW8T In 1192 was in the 
.,.. of Home Ralanron Sa:W.. The map Nttlllft tor thlllnctt•• was a 58% 
lncriMI In home .... CMif' the nurnl:ler of home .... In 1111. 

II. TM CM .. .,.... of the ua ....,. .. ...,. - to dlllrmlne 
uon'' awlh ., •• enwl?l t ............. , 1$A'~Do1etll..,.... 
Wile nolldvlllll) A alld bJ the •• II ..... bJ AMI wlh &lUi for the ,_. 1-• 
,_ lnanllrto JH ........ _,...,. ............. alld.., ......... .. 
endbJoua•a taft:' h '"•ctf~ ..... ...,..., .. ,llaalt~g..-cllc ....,,a••= 

a. D I uaclll:ltllaMI._, 7 ?' 7 lllaata 7 IJ'NI1»rrt_,•ltor 
.. _ .. tn t .. lp:c:ltattoaa•. 

.. 
D I n1C£ tala --·•-:clllllf I I llll_rDC) __ 
11111 11 .. 11 s'ft t :: '""• • r r u;:~~ • _..,Mil 
&R • ~- : ilf!J I ·,: . I 11 ,r.n11") ... ._ 

• sl ...... .-llil far, TPflJJ&' 11at 

. ... 



Scope 

. 87. The audit team ~ad the following lines of bualnesa to review: Home 
R~n Services: Design SerVIces: t.ease SeMce8: and. roam rentals at the Hotel 
MajeatiC. These linea of bualneaa together oomprlaed over 98% of the total SWBT 
pUrC:ha.es from AMI during 1992. The following procedures were used to achieve the 
above stated objectives: 

a. The audit team determined If a substantial third-party market existed for 
each aelected service. Where a substantial third-party market existed for 
AMI's service, the following procedures were used to determine If AMI was 
charging market prtc:ea: 

Prevailing market price was determined based on amounts billed to 
thin:f.party cuatomen1 who purchased a similar quantity of comparable 
servlcea from AMI during 1992. 

The amount chafged to SWBT for the aervlce was compared to the 
pnwaillng market price chafged to third-party customers. 

For any amoun111 chafged to SWBT llbcMt the PMP, a ravlew was 
made of the amount 1'8C01ded on swars books to dltemllne If the 
wnaunt llbcMI PMP wa1 popedy 18COidld In below the Ina -=counts. 

b. Where a aatanlll tfllrd.pMy ....... cld no1 exilt for the Ntvice AMI 
powtdld to SWBI, the tolll wing pmcedl .. ...,. u.d to dllermlne H AMI 
wact•QIIIU ~pnc.: 

A rw'4IU wa ,_.of AMI'8 FDC Clllcl ltiiDM to dtluminelf FDC 
... ...., clio '1'1 dIn COIF¢ 51 .... FCC COlt •·: If~ Ill ndllidl 
(41 CFR 14.101). 

A ...... - melll to d&Kii .. 4 I AM ctlllgea to SW&I UCIIded 
FDC. 

• A ... lla ---to I I 141MI'Icta;aaln•clll of flOC 
- IM$1 '\ ,_ wdlclllllr aJSI to IW l.Ji PMI d---. 

..... 



• • c. A review was made of assets and ptoducts sold to SWBT by AMI to 
determine If pricing complied with FCC standards and SWBT's Cost 
Allocation Manual (CAM) and Operating Practices. 

Audit RnultS 

LEASE SERVICES 

68. AMI leased office space to SWBT at 14 South Fourth Street in St. Louis, 
Missouri during 1989 - 1992, at Pinehollow in Houston, Texas during 1992, and at 
Centerpoint in Arlington, Texas during 1991 and 1992. As a part of the lease 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: 

1 

89. The auclt hNim 18Yiew8d ,_ pay,.,. llllldlln 1992 for the Plnehollow 
and CeniiHpcint bulclrlgt. The ....... cld not Include the 14 South Fourth StnMit tuldlng 
In St.l.ol* due to the fKt U.. SW8T Ia no~ 1111ing II*' in tl1il building. Tenant 
Information for the two buldnQinMiwed cbtng 19921a a folawa: 

n 



• 10. From the pfllcedlng data, the audit team conc:ludel that a substantial thlrd-
f*IY mar1u1t existed for the Ieaiie services at these buUdlngs. Approximately 40% of total 
space wu rented to nonaffiliated third parties at these buildings and the audit team 
col'llldered this percentage, baaed on current rules, sufficient to warrant the utilization of 
PMP. A PMP per square foot had been established at each of th4Jse two locations. 
Therefore, SWBT should have recorded charges for these lease payments at no greater 
than PMP In accordance with FCC standards. AMI, instead, was clutrging SWBT, and 
SWBT was recording Into Its regulated accounts, a lease rata per square foot based 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 buiklngs of 8f)pi'OXimately $92,000 for the period 1989 -
1992. 

MA,lf5DC ASSOCIAJf8 

71. AMI has an ownership inlenlst in Ma;estic Assoc:iates, a limited partnership, 
which owns the Hotel Majestic In St. loiMs. Mii80Url. The Hotel Majestic rents rooms to 
sse gue1ts (emplo)aas or gu88IS of sse and affillale8) and to the gencn~ public. It hal 
a total of 96 rooms. Although room r-. may V8fY, ganenlly the Hotel chalgea a 
COipOnll8 1'&118 of $130 per day per room during the MMlk and $48 per day on W88ktJnda. 
The Hotel allo ofl8la llf*lil!l,_ tor bullnaaa ~ which have varied from $85 to 
$115. A C:OIIbiiCt bltwaan sac and Mlljlllic MIOC'EIIl, origlniJIIJ dlllld JAAy 5, 1885, 
provides for a IEFRMid ~of 1001N1 to be av lr'* II the Hoell MljERiic for sac 
guests. Thil COIIbiiCt tpedll F thlt 40 rooml .. to be IIIIMid tor tour daya per WMk 
for 42 wtslll and.,.,.., 10 raotn~• to be l'lasrled tor 385 daya per,_, 11$80 per 
day per room. Thill llftCU1I per room II to be paid......_ or nat the roon• n~.-ct by 
sac guuln The ... - rwrilaed the Holll ....... ="- COioti .... proeM ... and 
blllffiOI, and nolld the lrAIIJ a lug "'If •P uslao• of &Wn11 11• s!ICllolw ••dl. 
lnequleNe .._., ......... and .. ..,... auh n nan· 

a. TIIUC •••• D II lift .. HaiiiiU J fCi and S8C II I E lhll S8C 
agtl• to P1r taw c:IWCJI IDf .. ~rae 4& IIIII 1, .. HGIIIM8fnla bill 
SWSIIMIIIti.,IDf..,....ll*druJFJednJarr l'-cl•an_._,_dldby 
SC.UIIn Aa!Difiii171D Gillildlll and Mil I I .... and IW a Ullcd .._. ......... bod¥ 
afi, :•a••· n. ... -• t aaMapatMCif-ct:a;naN!IhiWIIIIIen 
.. I lltD.J&J .... CDild ... ' 11 ...... 7 iJ; ... llllllllh.,l•lll .. Hallll 
=---tD$IWOIIdttf W f 42 I a .... tiFCifNtlll ••KIIbJ 

... aCI. Ouu••-- 7 t I liM 63 II 7 l)tni.ODOin 
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• SWBT, through lUI Travel Servlcel DIVIsion, was charged the difference of $15 per day 
(we .. ulayl) and $31 per day (weekend~) to arrive at the total contract rate of $80 per day. 
These rate differentials were booked by SWBT Into Account 6720 General and 
Admlnl8trallve. For the period 1989-1992, SWBT was charged approximately $261,000 
for these room rata clfferentlals. Again. the auc1t 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 adYfsed the auc1t team that these rata clfferentlal billings to swers Travel 
Services Division had been dscontlnued in September 1993, again during the audit team's 
review. 

c. The auc1t team takes no 8laption 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 swars reg~llatad books of accounts. is not in contormance with 
the affiliate transactions rules. The prevaiHng waelcand rata per room charged is $49 per 
day. The rate charged for the 10 rooms reserved for the weekend Is $80. Since a 
substantial third-party l1l8lk8t axi8ta for room rentals to the general public, the audit team 
collliders this practice to be contrary to the affiliate tranaadions rules which require that 
a rata no greater thin PMP be AICOidBd inlo swar. regulated accounts. The audit team 
estimates the maximum polanlllll ettect of SWBT recorclug charges in its regulated 
accounta in exc111 of PMP on weekend~ during 1989 - 1992 to be approximately 
$130,000. The ad u.n- UNibb to d8l8rmlne tht exact ettect of thlslnftaction due 
to the fact tMt tht Hoell - nac able to PfOYide infonnalion repnlng the number of 
rooms rented to ~Ill of.,. ... • well• SWBT. 

d. swaT .. Opetllling P1&1ice 125 • I8Ciion 8.110 through 8.113 
requlree SWBT .,.1111 to p101111de COlt II!Uw II !:In 1'1' II li to PMP and FCC on the 
I~ tor I IIIII or•waa....,.._.IO SWBT. In ...... SWBT ,_.,..-.. AJCelvlng 
~tor a% 21 11111 11 *liw ...- ~W~~Iaeu .. llwoioe to --the COlt lnlomellon. The 
Holel fwllll•••a- nac 1n COlt¢' a wlh ._ • ...,,.., ~ 111nce It did nac 
Include W. COlt ll*"mtltn on .. liM:*• to ShiT. The IUCit team duma thll 
lnlonr II~ tor SVJBI to CUii11PJ wlhll...,, ... op8ll'llllfV ~. and tof SWBT 
to PICII*fr...., Clwgee In .. ,.._.. eccouN1. 

...... 



• tnJI.IIUPQADON IEBVICEI 

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 elect 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 propany including acquisition cos1s, selling cosls, interest, maintenance and repairs, 
and laaaae 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, AMI 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 1990, and 
slightly higher in 1991 for both types of S8fYices. When the home was sold, AMI billed the 
affiliates the actual costs aaaoclatad with both the purchase of the home from the 
employee as wall as itS sale to other parties. These expenses included acquisi11on costs, 
interaet. taxae. maintenance, repairs. seling costs, and lo1111 or gains on the sale of the 
homes by AMI. These actual costs were recorded on AMI's books in balance sheet 
accounts. The only amount 111C01dld • income by AMI for thala llltiYicN was the flat 
service fee. 

74. In 1992, thala ~end ........ lid the IMMI for sales where AMI 
IICl8d ae the llgllflt; howallel', AMI bepn chalging SWBT a fee b •ad on a peroant11ge of 
the purchaee price (or~ tlld WIU) tor 1he llcln.- lldl "y pulc:hllld under Option 
1. Thla .. Me» fee lndudll not only AMI's ••••111111.,. exp~~ 111, but IIIIo other 
expe.,...,IUCh • ilil81 nt home IMikiiiMIICe. <*181110 COlla. end l:aun on the .... of 
the hom-. The ......... ODII*dhmthaiAI 2 1,88 ... 88thap!OCI1dl 
from the .... of 1he home._. liiClDIIclld ••neon• cutng 1a. The ~ nteltted 
by AMI for home f'lkK:IIGCI-.vlall pnwlclld to SW&i lnd other c:FUnnlhOwn 
below, In m•oo.: 

Ja. ., II --::.:::::::::::-Jill'S •••ltaT _,..., 
m r.- •u•• Jtfllll ... an e •••• 2 ,.._ 
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• • FDC, pursuant to FCC affiliate transactions regulations. Based upon AMI's calculations 
of FDC for the years 1989 • 1992, SWBT concluded that the charges for home relocation 
services were below FDC; therefore, the amounts charged could also be recorded in the 
regulated accounts. The audit team reviewed AMI's home relocation services contracts, 
billings, and FDC calculations for the years 1989 • 1992 and noted the following internal 
weaknesses, and errors in the calculation of FDC for 1992: 

a. AMI's 1992 targeted FDC cala.dations 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 Une of business. Home inventory should not be used 
in the calculation of this factor based on the auclt team's interpretation of the FCC Order 
on Reconsideration, Docket CC 86-111, at paragraph 78, which states that "[c]ost of goods 
sold, when it Is used In the sense of items purchesed for resale, should be excluded from 
the expenses 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 lnatant case. In addition, AMI 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 believes that these practices could increase the 
targeted I'8V8IKJ8 reqiMrement for this type of service. However, becall88 the amount was 
deemed not material by the audit team. the actual effect on AMI's ac:hieved revenue 
requirement waa nat I8Viewed. 

b. SWBT waa nat a party to the original Home Relooatl9n Services 
Agreement Thla C»ilb~ - 8X8CUtlld betwaan AMI and sac. L.lc8wtse, the 
amendment to thia conb~ wtid\ lncreuad the fee fof Option 1 Regular Salea to a fee 
band on a peicetiMQ& of the pu~ct•• pflcl of the homeS in 1982- sigued by a 
repNHntlt.lve of S8C. SWBT'I Sc::lleGIIe of Aultlorizalions on ~ TtWlaactions, 
Section 3.10(b)(li}, requha the ........ lzllloi1 of SW&'rs Vice Pi Uiifemt of PtoQnment 
to Htablllh. wllhctl•. or chiiiQI,.. tor a pu~ct n· 10 COl*~ tor the ~illli~M~ of 
goodlllndllf.._tam.., • I ........ lncn ll"ddcrrMI.CIIIil$300,000. 
1M IUCIIINm ~· lwllliiF!Ce of POl*..._ • .,., br S\181 • nat bllng in 
~·--wlh SVJ&f • GMt It_,.. p 111CA1o 8nd pooadi ._ "'*" II• II...., control 
~ 

c. Ho na Alia n reFOCCIIIcl?ltiNtor , •• 1110Pf0\4dMto 
theiUdt ... IIJSWSI-IIMidOft&li lit $1 Illlnlf .... lllll .. lflr. 
~ ... , 7 W 1 t•ws_._._,_au 7 itJk HI I Azh JIM...,._ 
..,, 'MD1 ___ ....... 11$ ....... ,. ...... ,Tilt ... .... .,.,arrcoc•••--• Mllla»t ~•••-•,. ,..,...,,_ ..... ••• ..... ..,, , • ....... , u, ' •••a• .. 
........... d$1 , 1ft U?i t.I ......... RJCII!r-·lll ' 1 I UIIIJ 
1ft ,_IAI111.t ... 
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1989 1990 1991 1992 

SW8T $.1 $.3 $.3 $.6 

Other Affiliates $.1 $.9 S1.3 $1.0 

n. In 1992, AMI received a substantial amount of itS revenues for design 
servlcee from nonaffiliated third parties. BEIIad on current afftliate transactior11 rules, the 
audt team deems the amount of bulineu transacted with third ~to be substantial. 
Therefora, these transactiofll with SWBT .tJould be priced and book8d at Pravalllng 
Market Price (PMP). The auclt team IIXMIIned and COf'I1IMid priC8I charged to 
~ Wilh pra. chllrg8d 10 SWBT tor Iii' I8MceL BMtd on thla examiMiion, 
the audt team conc:ludle thlll SWBT Ia pftlp8dy AICOfdng chllrgel tor these seMC8s at 
PMP or leu In eccotdlwlce Wilh the d II liWlll clone ...... 

CGftDIIII I Dft 

78. Br r don the ua work •mild. the ua tNm noeed 11111 llloplilllllb."'ll 
ofaf81111nll IE--. ... ldll.lndtd4JibMW&InAMiandStJUI, ..... tr'11-.. 
~ Md Wltlll'llllllln II ... canlfal The ........................ ... 
may not have am ... ttll .,,._on the n 1 ; •u•a. au lhll S8C'I • & t mar have 
unfllrly bet4 .. d trom '-PI'-*- and a ttl 7 IIIII In ll.m&l WiiiiUI. 
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• • C. BEYIJWOF TMNS*CDONS fLOWING FBOM SQYTHWE8JEBN BELL 
III.ECQMMUNICADONS,!NC. TO SOUTHWESTERN BELL JELEpttONE 
COMPANY 

Summary 

79. The audit team has completed Its review of the transactions for sarvlces and 
products sold by Southwestern Bell Telecommunications, Inc. (Telecom) 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 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 included reviews of policies and procedures and tests 
of selected transactions. 

80. Telecom is a Sllbsiciary of Southwestern Bell Corporation (SBC), the parent 
company of SWBT. Telecom sella talacciiii1Uiications and data temlinal products to large 
businesses, retail outlets, wholeaalers, and cjstrjbutors. During the period under review, 
1989 - 1992, Telecom's ulaallo SWBT ranged from approximately $6.0 million In 1989 to 
$11.3 mlllon In 1992. The pn:xh:tl purdiuad by SWBT COl J'I1Hioft818phone sets, data 
communication~ equiprnert lind 'Willi d i•rlation, repair and maintenence aervices. Of 
the total purchMII from Till com, lppi'Oldmltaly 50% ...,. Ullld In the offldal c::onduc:t Of 
bualnaa by SW8I ud. ....., .... r.ccMMIKf from the ltlap.'lone 1.aepeyeta. The othet 
50% were Ullld by SWBT In Ill pn:ulrlon of~ ~.such • '1rHine ,._ •. 
"In-line J)Q" ira no~•ege 'II ad •a oflefed by SWBTIIo .. telep00n8 IUblcrlber'a tor 
the repair lind llllldii~Mce af1helr lnlidlt wl,.lnd the pn:ulriDn of 1oenet Ulap.'lone aeta 
while aubecrlber ..... being .... ed. 

Blttr:•.-
11. 1111 com-liwpo; 1 dln-.-afD 1 ••lnNouUCllblo 1183. ttir 

alliblldel1af~BIIC:O,: • •INf•tWnr af&t'Jbf. Talaaam.W. 
both raaldenllll INI ._.. 111 Ntt IH ..._two,....., ... cl4fllllloll: tft8 f'Nrlbn 
Phofte Di'ilaiOti INI .. 81 . Ill 8; II ,. Ohl ')IL 'The Far LIM ...... Dh'l':on 
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aiiJactlw 

• o~itl.,. for reviewing the transactions ofT~ with SW8T was to 
1~-~~ . the aftlll a, n•.r.t~ona .....,. and to ~ ..• ._the til · . . ...,_...., llffectad by~ cross aublliCieawhklh 

•nanr1JGJC1btd In the form of~ by the~ 
fll!!llilawl thft OIJjltctiVe, our examinallon ce~IIMJd on the following QOIIIa: 

a. Datelmlne wheltlal Taecom had eatablshed a substantial third-party 
mark8t for the ..ne prociJdls and S8lYic:es that it provided to SWBT. 

b. Detamil18 wtl8lher T•com was chalgiiiJ Yy dlattibuted cost (FDC) 
pra. for thole procb:ts and I8IYicea that It providld exc:luiMIIy, or 
alrrat exdllliwlly, to SWBT and mark8l pricM for those products and..,.._ whlnl I t.d Ill 'illhed a • Wullill1flird.palty mill kat 

c. Determine ........, SWBT M1 recordll~g Tlllcom'a chargee in 
accoldiiiC8 wlh ...... 

IIIII PI 

84. The-1· f HOIMNid ... lll!lofpoll I ..... oceL.Inllllctln 1112 
Mel_. of lrll I I t*N• .tliah OCCUfl'ed in lfle-,..-. Min tplellj::dy, 
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• 
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We revi&Wid lnte,.,.. controls In place at SWBT that all products 
and Hrvlcta billed by Telecom had actually been I'8CIIlwtd. 

We reviewed procedurea that SWBT had In place to Identify those Hrvlces 
and produda pun:haled from Telecom that it us8d for Internal purposes and 
thoH services and proclActs that it sold to third partlea as a nonregulated 
activity. 

Since the assignment of the appropriate code to Input dOaJments Is essential 
to determine whether a coat Is recorded and assigned or allocated to 
regulated or nonregulated activities of SWBT, we reviewed written 
desctlplions, flowcharts, functional accounting codes and purchase order 
codes. We teatad the t1ow of aolected trans a C1iorls through the system. This 
Is a very complex computerized system designed to drive expenditures to 
the proper accounts and activities automatically. 

We nMewed the l8lea agency agreement. Telecom sold network services 
on behalf of SWBT. 

85. An ~ of Talacom .. tnelfnll tln8ncilil A!pOita lr"dca1wf that SWBT 
purch••• of produCII end •W. from Tala com complee a nlllvaly amall percarage 
of Ttlecom .. talal ..... va1ume. During 1hl period undar mtew, SwaT-. purchaua from 
Telecom were • folDs.., In mnana: 

a Get•'1' Till c•t•II r 'F tlwd a •t 111 1 IINid pMJ malzllaul 
1hl=llallltD JJSI,wNalti4 llnlld .. llulkaf .... ml •wlhSWSI. 
Of ••"*-• ISildllfTJu•••zt 11111 _ _, .............. -.., 
ciiiCI'•UitCIDII(FOQ. n.w uaflalnclwca:' .... ,...,.,., ... . 
madal,...(NI').,...•a•AI uu, ., lall 11 ISto..-.. CihWfiiiiU 
of II MI ..... 
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~~= and OQI'Idlllorla of both prC!dU~ -"c:t 
$ were coverec:t by These 

policy and how PMP was audit takes no 
the criteria U88d to davalop , since Telecom sales were 

prec»rnllnanlly to third parties and a sufficient third-party market existed. 

88. In accon:1ance with Telecom's policy, prices for products sold to SWBT were 
to be reviled quarterly band on sales to nonaflillalad third parties clJrlng the previous year 
and the current year to date. A review of the implementation of this policy revealed that 

. Telecom periodically reexamined the sales prices charged to SWBT. However, in this 
reexaminallon of prices, Talacom excluded C8flain tranaact'Oi'IS with third parties which are 
Included in "exception raports". T~ included In these exception reports, general­
ly, fell into four major categories: 

Clerical and administrative errors which allowed incorrect prices to be 
entered into Telecom's system. For example, a prorate error where a credit 
was Inadvertently spread over all Items on an Invoice. 

Oiacxu1IB ollared to nonaflilialed third patties by Telecom for trade-ins and 
the upgrade of exilting ayatema to new ayatema sold by Telecom. 

Reduced prtc. c•JWd • a goodwllglltln to CCI~ lila a purchaler for 
lll¥ice probllmL 

Dlllctunlld praa for large purctilll COINI .. i*lll of ll'j Ill m 01' r**liQt 
ofpnldl .. 

II. A~ IWIIIIW ol Telecom's pllclng Pill*- ,.,nl1d thllt dllctunla, ...-·•nron ,., • ....._ -nat•:· 1 ~~~ butllllher a norma1 niCUIIng 
~ ln .. ..allbii'a ......... I 19e•llwtlullllcllaounlldprtc.forlarge 
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• reflnemtnta to the pricing proca11 are undoublady possible, nothing came to the attention 
of the audt team that would suggest the parties were In violation of the applicable affiliate 
transactions standard&. 

91. During 1992, Telecom sold network sarvices on behalf of SWBT. This 
service was also covered by a contractual agreement. A review of this service revealed 
that It was terminated at the end of 1992 and that the commissions paid by SWBT to 
Telecom were the same as those paid by SWBT to nonaffiliated sales agents. Therefore, 
the team concludes 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, they cen be classified as either regulated, and therefore recovered 
from the telephone ratepayers, or nonregulated and sold 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 
as regulated and their coat reco~red from the talaP-'lone 1 l Jl8Y8fS. TalaP-"'one sets used 
by SWBT for Its "In-line plus" program would be classified as a nonregulated service. 
Sublcrlbers to this program would be provided with a loaner talap."'one set while theirs is 
being repaired. Since the auc1t team-. pr'.nwily concerned with thoH coats which were 
allocated to the i'8Qiilalad .me. of SWBT and I1ICOV8I1Id from the tallphone ratepayers, 
the audit team reviewed the coclng proceu of 1heae prod! !CillO eniUI8 that they were 
being coded In IMJCOidlt'lce with their Ule Md tound no e~-.. In 1882, $5.8 million, 
or 52%, of the $11.2 mlllon of the purchMII from T1l1com .... llllgMd to the 
nonri(IUialled operllllona of SWBT. n.-.. the ad tllrn'8 COl am nl only for the 
dlffenanc:e, $5.4 m•on. or 41% of pu1ct 1111 from T:a11aom. In Wlw of the emount of 
purcmu. which ..,. niCOidld lbcMt the line Md naca.- from the t111p."'one 
·~the ......... conc:uila .... to the.....,. that- .... mlghlt.. been 
charged 81 pricle lbcMt PW, thalllllcl wauld be lmm I 11111. 
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94. The audit team has completed Its review of the allocations of costs of 
Southwestern Bell Technology Resources, Inc. (TRI) to Southwestern Bell Telephone 
Company (SWBT). OUr examination included ~iews of polcias and procedures and tests 
of selected allocations and projects. 

95. TRI is a subsidiary of Southwestern Bell Corporation (SBC) and an affiliate 
of SWBT. TAlis Involved in applications 1'888111Ch, preparation of product specifications, 
and testing the capability of talecommunlcati procb:ts. TAl's billed expenses to SWBT 
ranged from $12.3 million in 1989 to $25.2 million in 1992. 

96. Besed on the adt work parformed, nothing came to the attention of the audit 
team that would irdcate thai TAl's COlt aloc:allona to SWBT were not made and recorded 
in SWBT's books of record in accordance with the applicable affiliate transactions 
standards. Furthennont, nothing came to the altention of the audit team that would 
indicate that the telap.'lone ~ had been acMI'Iely d8ctld by ~ 
between TAl and SW8T ,_..ng from ~"•nee with U..tiiMdaldl. 

87. SaulhMIIIIm Bill TldviDklgJ Rlllcuml, m - inCDipoiTI If In DIIIWII8 
on January 12. 1a. It Ia a •lblldlfY of Soue:«llllm Bel Coipolllllon and enalllllt8 
of SouthWII*n Belli I pt101• eon.-IJ. TRIIa irMIIued In._. r!Cif• 1111a d1 and 
the PNi*iillb1 of ....... 11*A IICl.. TRIIIIo pelbn•tur!TG and evalsM!tionl of 
manufllicluiW dl ·aa· ..S podi .. to diMJmllll• .......... II** I UQJ;W l8t by the 
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. ..Unli.ifi·rtY. ~~-· . 
TAl. P~vktet gene.- tacllnoiQgy .-.lpport to .~.;1;,. ~.,.... of human 
facliQIWuaer lnte,._, ~ managerilant, lntelkiCiual propertl,. 
manaoa~nt. and consulting and competitive analysis support on a wide 
variety of technologfes. 

99. Technology Aesource& operalaS as a co5 center and billa out all of its costs 
to the afftllatea for which services are provided. Ther&fora, the· terms "sales" and/or 
•revenues• are inapplicable to TRI. Instead, the term "bbllad expensea• is used. TAl's 
billed expenses to SWBT ranged from $12.3 ,....In 1989 to $25.2 miUion In 1992. TAl's 
admlnistralive and rnaardlf* Mesarelocatod in Town and Country, Mlsaourl, a suburb 
of St. Louis. During the period covered by this audt, 1989 • 1992, the work force 
increased from 107 to 199, respectively. 

Objeclllwe 

1 00. .The objective for reviewing the llloattlons of TRI'a costs to SWBT was to 
datermine compliance wllh the .,_. .....,. &1Er111r81 1 rt'oos lt8ndaldl and to ensure the 
ratepayen1 were notlldvenlely aff8o:eld by ..-• CIUI •aHzdon of nonn~gtllated 
affillatea au11ed by OWict.rgea. the mniQof'WI'-on of costs or the rniiMIIgnment of 
reseen:h project COlli bf TAl tD SVJSI 81 a ruul of noiiCIIItJIIID wlh a-.......,.. 
The IPidflc m.pr QOIIII..,.)Ied by the l&dt....., to .:IWM this Clbjective went • 
followa: .. 

b. DIll nllria ...._ I 1111 Clh pqeclllftllld bf SWUI .... of benelt tD the 
I I..,.... 

0. Dll rmiiSwttl-adiMcat llll:.neolllJUit •IJlthei'IIIScheiiDit 
and .............. .. 

DII de ....... SNCJ-._ •• Tfl'aclualf8lln 800ilildllll08 wlh 
Ill I da. 

101. Dl Ail ........... , a I .. ,. I If .......... t-
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• We reviewed TRI'a General Agi'Hment with c:na.rrrr 

We reconciled the total biting& from TRI to SWBT's Form M Report for 1991 
and 1992 and to SWBT's General Ledger. 

We Interviewed TAl's personnel with respect to the cost accounting system 
utilized to determine compliance with fully distributed costing (FCC) 
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 blUing process, we selected certain projects and 
reviewed the supporting documentation for the monthly charges to those 
projects and the subsequent billing to SWBT. 

We reviewed TAl'S financial statements for 1992 to determine whether they 
included a charge for return on Investment which was included In its billings 
to affiliates, partiaJiarty SWBT. 

We reviewed the schedules to the General Services Agi'Hment which 
described each pnljec:t and Identified those which could relate to 
nonragulatad activitiea. 

Audit ........ 

102. The .uc1t INm I'IIVilssld thlt prajeda 111......,. by TRI to dltemllne 
whether the arnounla bllld to SW8T ..,. CDftiPIAid In .....,.dliiC8 with the reqW8d 
lltlndlldl• ............ NGOidld In ,.. ..... d ~ During the period under 
r.vlttw, the .-oce'kln of TAl colla to ~BT ....., In 11a..-.: 

·~c111r..,.. .._.._ltttun• .. ••~• .... ,o._. ot•••18 
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1 ()4. TRI par1Qrml two types of projecls: stlategic techi')Oiogy projecla (STPs) and 
cllen1 ~ projecla (CSPs). STPs are those projectJfr9m whlchH Is determined all 
aftlllalee Wll blimeftt. Because of this mutual benefit, all participating affiliates share In the 
cotta and riC8Iv8 the project rasulls. CSPs are those projects which a specific affiliate has 
requeat~·and defined. The spaclflc client bears the we.~ cost and only H receives the 
project result. TRI retains (does not bill) the costs of a few projads. SUch projects are 
either perfonned for lis own benefit or are &eaJmulating charges prior to a decision being 
made at the corporate level with respect to which atlllale the project will benefit. The costs 
of retained projects for 1989 - 1992 ware approximately $259,000, $32,000, $103,000 and 
$158,000, reapectivaly. The audit team deemed these amounts to be immaterial wHh 
respect to this audit. 

1 05. The amount and percentage distribution of total billed expanses, by project 
type, to SWBT for the period under review ware, In miUions: 

101. SW8T'a .._ 1n llld rowlhiu c.-::ld nm enr paject • Iundt .,. 
c~~~eem•lldbf .. tpof...,.. ForSTPa. SVfBI ,..., .. &noMkclll~Mt.lnevocable, 
ro~llltr hi lcll• ID a. .. pn,ljiiCI IRd a paporlol ....... equll ID II funclng 
pe1011 ... of eny 1aJ AEIIJIIUHid bf ....... of .. pqecc. For CSf'l. ttle 
llcll•tora..ll.a.ee. .. aoua_..llnd..,.;IIJ ••••a• ~e~ai.-1CXW.ofany 
IO)•ng~~ulltll n.a ... noiG;IIJtlll• Il>ldcbtng1a. 

1a7. TJI-aYft? 17 1IIllaiiii(FDC) WIIWIM!eiD ....... COJ1Ito 
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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 coats to affiliates (those coats 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 deSCription, 
might benefit an affiliate more than the percentage allocation they were billed. For 
instance, the audit team found that the coats 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 addtion, SWBT has in place a process 
referred to as a "look back" where it reclassifies costs to below-the-line accounts when a 
technology is transferred to another company. Based upon the audit work performed, 
nothing carne to the attention of the aKiit team that would indicate that the allocators and 
the assignment of TRI's project costs to SWBT were unreasonable. 

1 09. The auc1t team reviewed SWBTs procedures for recording TRI biiUngs. 
Costs totalling $105,645 for projeda whlc:h were related to designalad nonregulated 
activities ware recorded "beeow the line" in Account 7370 Spacial Chlugas. All other 
projacta, totalling $25,125,710, ..,. recorded in Account 6727 Aalearch and 
Development (RID), • pnNICiibad by Pill 32 of the IJt'llform Splem of Accounts. In 
accordance with the Colt Alb ,.on Mlnull, the genarllllllocaklr iltppliad to Account 
6727. For 1892. the~ perce~ltlge lllk.c11Id to the racp..-lldivillal of the 
talaphona conlf*'Y .. 911%. M the r.ut of conlinull ft0'4J!IIion ..t cornm&ol1ioM»n 
between TRI and SWBT ~clng the 110 lEI d _.. na~traguiiU d ,... of ongoing 
Pft)jacll, the COil of .-v8rlll piOjaCta whlctl- NCOidld in Accourt6727 AI Ill ch Md 
Davalopmant in 1912- ..::1 11111• the end of the ,.. to Account 7370 St*J111 
CM~g~a. ThiMICIUnt of the...:' 111 ran .. S2.3 " •a ... 

110. TAl .... : II I dt on a ... of *"'"*'''ll tar SIOJS I IUCih • clglllll 
tactlncllotW • ....._ ... ll•gnltd 81 ._ OQII' Nil ~(ISDN). ..t ll*»rmi1JM 
tlelllnoiDgr. eue ........ .....,. •• ,.of .. Oiftentlll llfllii• s01•~. 
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SUIIIIMfY 

112. The audt team has completed Its I8Yiew of the transactions for services and 
producl8 sold by Southwestern Bell Mobile Systems, Inc. (SBMS) to Southwestern Bell 
Telephof18 Company (SWBT). Based on the audit woi'X perfonned, nothing came to the 
altantlon of the aucit team that would indicate that SBMS' cellular telephone services and 
cell! dar telephone prod! IdS sold 1D SWBT were not priced and recorded In swars books 
of record in accordance with the applicable affiliate transactions standards. Furthermore, · 
nothing came to the attention of the auc1t team that would indicate that the telephone 
ratepayers had been adv8rsely affad&d by related party transaclions 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 1111bsidiary of Southwestern Bell Corporation (SBC), the parent 
company of SWBT. SBMS aels cellular telephone air time service, cllular telephone 
equipment, and related II8IVicaa to lndvldual aJ&tornefS, nonaftUiatad bualnaaaas, and 
SWBT. S.... of II8IVica and prodi1Ct11D SWBT ranged from $1.4 rnlllon in 1989 to $2.2 
million In 1982. 

114. Soulhwelllm Bill Motile ~1111111, Inc.- incorporllted in the .... of 
DalawM~andV•glllla. SB utSiaa••• .. toiSoult:anl m Bel CoijiOUIIIIOo'\ andla100 
percent owned bJ 8:. SBIJS Ia an .... of~ Bel Tal1p....,. CompMy 
and II opefllld • a lllnd IIIII• .... SBIIS- biMdln 1-1D powidl ell .. 
mobile phone aarflce. 1111 ...... lor SBI IS .. IK Ill dIn Ddn, T-. S8MS 
emp~owect approidm wlwlf uoo...,. • o1 .. _. o1 ,._ 

111. -· ................ , .. 3 ..... bmdllltl In 1113. On 
Dloliwltlefl1,1- II IShld JJ* I 1-UwTMO. !ill&. Alof .... 30, 1113, 
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1.17. $8~1 rnllY * ...... SW8T In ,..._,ry prc,caadlnga by produCing 
lnfomll!lli?n In.,. aietocfYjftd Cr:NIIi\i Ql ~on an as Alqll&lted basis. These services 
•toblf·~to SWBTona FUiy -~~Coat (FDC) balls. Becal• regulatory 
prOcliaa.-~ in riot~at·""'*lnhlrfala, they went not ravlewed by the 
audit f •. cllrlrig the COUfll8 of til jclint auc1t. Alida from regulatory proceedings 
aervlcel, SBMS does not provide any ohlr servlcal axclusively, or almost exdusively, to 
SWBT that are not offefad to the general pubic I lance, thar8 n no other SBMS services 
pricad at FDC. During the period under review, total bllngs by SBMS to SWBT ware as 
follows, In mllllorw: 

OIIIJtalw 
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• • Scope 

119. The examination covered reviews of poUcles and procedures in effect in 1992 
and teats 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 SWBTs Form M Report for 
1992 and to swers 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 serviats and products that it sold to SWBT. 

We selected invoices for services and products billed to SWBT and 
compared pricas chalged to SWBT with pricell charged to nonaffiliated third 
parties. For this purpo18, we salact8d eome of the largest markets within 
SWBTtafilby, I.e.. DIIU'FOit Worth. 1<81111 City, CJdllhoma City, and St. 
Louia. 

W. ,_lewed IIi--COl.,_ In plllcellt SWBT to ..... thlit al producta and...,.._ billed by SBMS had w»l"'y been I8Ciived. 

AldlftlliJIII 

120. lnllllad WC In bUllS on tiiU 11J a tJU iilil 111M...._ SBIJS had 
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• • public. Hence, there are no other services priced at FDC. SBMS's definition of prevailing 
price follows: 

"A PrevaiHng 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 H the affiliate uses different prices in different market areas 
for the same products or services) when the following factors exist: 

1. Sales transactions to nonatliliates constitute 1 o percent of all 
sales transactions of the asset within a minimum of five such 
sales; or 

2. There is a single sale of the asset to a nonatfiliate with a gross 
sale prlc:e of $50,000 or more. • 

122. The audit team ta1ce1 no illue Ill this time wiltl the SBMS's cril8ria since audt 
actlvitlea r!Mialad that the pnlpOfldllfance of the bullnna wu with nonllfflllated third 
perUea. The IUIIt 111m rwldomly 1111 Ctld lnd tlll8d lnvoal flam tour cJfflnnt llllllk8t8 
that S8MS ..... wllhln SWEml )Urildlclori. viz., Wort WOrth, Kania City, 
acr.homa Clly, end St. Laula. Theellnvoa. .... ICMinlad for ......... Md ~ 
bled by SBMS to SWBT end to IIOII .... FIId third ... Ill The prtc. cMrged to SW8T 
ftnl ~to the pnc.. c:Nrged to IIOI,.,IIIdtinll*tiel .nd..,. found to be 
equel to thole pricla c:Mged to 11011 .... ,. d third ~*~•· In ...,.,.., to thll condu81on, 
two IIJIPOf*lt eotlllldiM ....... nolld bllor. 
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• • air time allowancaa and other related service&. The existei'IQ8 of numerous cellular service 
rate plans made the comparison of prices charged by SBMS to SWBT and prices charged 
to nonafflliat8d third parlie8 clffiaJJt. The various rate plans available to SWBT, along with 
the addtives for related 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. Uke 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, Oklahoma City, 
and St. Louis. The sales of cellular 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 sold 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 concludes that, in general, cellular telephone services and 
cellular telephone equipment sold to SWBT by SBMS were both sold at the seme price, 
or lower, than that offered nonaffiliated third-party customers. 

124. B111d on the auc1t WOfk perlormed. noef*1Q came to the 4lltiW1Iion of the audit 
team that would lndlc818 thllt S8MS' c••• tallp.'Qie e&r~lc.- end cal d8t telephone 
products sold to SWBT were nat priced a recofdld In swan. bootca of rwcord In 
accorct.nc:e wllh the IIPI* .... •Til b• Idona ltalidardl. Furthennofe, nothing 
oame to the atlilllllon of the ad -.n thllt would ildc 111 thllt the talap.'lone ~ 
had been~ ...-...:.d ~ n'llld 1*\y ...... a.tw11n SBIAS and SWBT 
,..ultlng from noncomplanc:e wllh u-• idllldl. 

...... 
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125. The audit team has completed its review of the transactions for nontarlffed 
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 support. These 
services, together with the sales of assets, which were also reviewed by the audit team, 
represented 65% of the total amount billed for nontariffed services by SWBT to affiliates 
in 1992. 

126. Based on the audit work performed, nothing came to the attention of the audit 
team that would Indicate that SWBT's nontartffed services rendal8d to affiliates and sales 
of assets to affiliates were not accounted for In a manner conailtent with the applicable 
FCC affiliate tranaactlons llandatda. Furthtnnore, notNng aune to the attantlon of the 
audit team that would irdr; Jl I thai the telephone ill38paY8fS hlld been acMruly afteo::ted 
by transactions between SWBT and dUll r8IUIIIng ftom noncGmfllilrce with these 
standardl. SWBT's ..W:.. _,.priced to ,.,., ..... ., .. fuly cllbbded COlt (FDC), 
when a tariff 01 prevlilng IMIUI price (PMP) WI atlnnt. ltlutleoki by SWBT to 
aflllillee were IICCOUIIIi8d for Ill the highef of fall' IMIU!VIIIue (FMY) or Mt book vt11ue 
(NBV). SW8T ..W.1118 the pridng of .W. )'81dy. Ill prclCMbel .. OOIIItMI!y 
moclfled and fonNII!Ied. 

121. SWBT 1e the •g111•...,..r of~ Bel eo.pcw•an (SBC). It 
pnwldle llllp.'lone •a In .. 11111 I of AI .. Ill, "- I I. U ut, Oldlhome, .-ld 
Tex-. The •••lllld ,,,...._, ...... b RJ 111 .. ,. 1C, al• ..... .., .... or 
ltaff •W'fl ,...._ The lOki ID GEl! II Cbtng ..... pI loci. wticll 001J8Nd 
1HI • 1-... mutt .......... Md eq.~tJ•I. ~ bllld br SrJBI ID 
aflllllu __ tram_711RMin 1-to-7: R •tin ,.._ 
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QIAII;lT of the Midwest. 
of TJlCfl& serving 

•rvtceo to the other 
time into two operating 

SarviciiS. Customer Servlc$8 is 
While Network Services is 

dlaigning, engl,..ring, and construction of the 
~ ilprlaaa dalivea expleined that SWBT 180rganlzed 

in order to be bettar able to respond to an increasingly competitive 
telecommunications rnark8t 

130. SWBT provida& over 50 nontariffed sarvlc:es, mostly of an administrative or 
staff support naiUfe, to afllillle& Theee services.,. provided utilizing existing resources 
to maximize efflc:lencl• and .. COI'Niid8nld incidental to the main telephone operations 
of SWBT. The table below provides the total amounta bled fol nontariffad services and 
for incidental ..... of 111ts to each afllflate «*Jring the auc1t period, 1989 to 1992 . 

....... 



• Amqunfl Bll!td by SWBT to Atftllete! 
(In million•) 

Affillatf! 1989 1990 1991 1992 

OtJEIIIS 
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• • a. Determine whether sarvioas provided by SWBT to affiliates ware pricacl 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 received 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 1992 activities. For this 
purpose, the aucit 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, sea tabla below, presented in millions. 

'pntiC" S1l1plld tor Alyllw 

...... 



We reconciled aflllate tranaactiona dala provided to the audit team to the 
Form M Report for 1991 and 1992 and to the General Ledger. 

We nM111111ed SWBT'8 wrltt8n pollclaa and procedures related to affiliate 
ttansacllons. 

We I'8Yi8wed aeMc:e agraements and pricing addenda. 

We nMIItuad ralawanl.akN at the Coat Allocation Manual (CAM) dealing 
with ..... tr8nlellona. 

We nMiiwed calling at--~ to-... thllt al dract and lnclrac:t costs 
-lncllldld 

We mtewed 11*"'11111 w•uls lllllld to SWBI'S pnMiion of aflllillte 
II Mel&. 

W.IWUielllled b pdalllg afllllll .old to &VII II 

,_ ... a 
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• • the ~neral terms and conditions under which SWBT will provide the services. Detailed 
descriptio. n of services, together with the duration of the contract, spac:lflc 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 review of 
these pricing addenda revealed that, generally, the stated price is equal to or greater than 
fully dlatrlbuted cost (FDC), In compliance with the FCC affiliate transactions standards. 

136. SWBT develops FDC for each service by first identifying all direct capital 
costs and operating expenses and, second, by identifying all direct labor costs involved. 
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. Flnaly, SWBT nsasses 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 Ia of no value except. perhaps, to Identify the drect cost involved 
in the provision of a particular service. Furthermore, the audit team makes no judgment 
as to the appropria1aness of the methodology employed in the cost stucles. 

137. -~~~~- ,.ldlnd to :aT u 1 on a motlllll)' balls. AI Invoices ara u and 
payable wiiNn 30 dllya from the at , mllll dldll. AI liD parmen~a ara subject to a 1.25% 
per monlh 1118 paymeld d8ge. Ae ..... 11111 IS to the ... Ill tranuctlona under ntviaw 
ant 18C01dld In Accoun 5284 a.t.lnddlntll AID! I 1 c1 ~ Thele rewtnue~ant 
then JWOi rlrd' to the..,..,. accounllln ..:1\ ofb.,. -In the uma manner • the 
expe,... thM antlnQirNd to pO'Widl the I8Mcl. 

1a s. ......... ,,.,.. wllhln SWBT .,.lnvoMd 1n 1w acto ........... ot the 
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140. Technical personnel services Include consuHing, software support, system 
analysia, programming, system and application maintenance, documentation, and training. 
In 1992, the majority of the billed technical personnel services, 96 percent, ware provided 
for the benefit of Southwestern Ball Yellow Pages (SBYP). The service to SBYP was In 
the form of support for a Ballcore project regarding the Usllng Sarvlaas 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 reviewed the contracts and found them to be wall 
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 PBOCE"NG 'f!MQfl 

142. Data pnlCIII' lg •vas include: 8ChecUng and prgc111ing data for affiliate 
dedicated ayatema; ulllzellon of the time sharing ayatem; and. procU:tion of data on 
microfiche pag11 SWB Yellow Pligallincunld over hlllf of the tot11 data procaaalng 
l8fVIca bilnglln 1982. sac. tolD wad clll11ly by SWB...., ...,. the OCher mepr UJars 
of thii181Vice. A I'8Viaw of the coat dlfa mall ad that the pdcaa ldlnlllld in the pricing 
addendum to the Widl&tl end a.ld to the dill I ...,. abcMt FDC. SWBT pertofrns 
coat 11Ud111 Wid pte. the dlla piQCIIIinQ 8IMce br the a, 1 m WilipUII.,. ·••· 
Exlmplallndudl Cerillll PICIC IIIIW lN par -ldllrd CPU hour Ulld, par page pr'!lltlld, 
per tem11n11 hour of • 11rg1. INaalche par page. lllbar coat par hour for data center 
pafiOMII Wid v-.. CPU tme par IICCIIIId for li .. e#M ••• ..... •wlce. 

143. ln1-.Sf.JDI blglliolldnalcdllaprac l~g•a•anDinQ~dllld 
IIMot ollllng. Pille .. for 14 8\Wt Ill I :1 111 Pnapwty ~to ....... tic 
PfO'iilllmottc•atooeJI'Iftwa 1 JlldtNnli*l 11nw•••• •• 1 n.eo.t 
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• • provided to SBC. Technology Resources, Inc. utilized ten percent of the billed services. 
The latgest 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 space 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. Furniture 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. 

TEMpoRARY SEFMCES 

145. Temporary services include temporary support to affiliates on a project 
spec111c basis. Temporary labor services and certain one-time events, such as the sale of 
SWBT documents, fall into this category. Over sixty percent of temporary services billed 
in 1992 were provided to Sot.llhwal1em Belllntamational Holdings (SBIH). Labor services 
for the benefit of Telmex are provided under this schedule under agreement with SBIH. 
Together, SBIH and S8C accountad for 87%ofthe tala! billed temporary services in 1992. 

148. The auc1t taam tr1IC8d tho development of over allmdntd coat studies and 
found no major problema in thla araa. The audt team noted that the price was generally 
8ll8blilhed 25 to 30 pen:ent above FDC. The miPilJ of the COlt IIUCIII are petform8d 
to derive ..,.ate llbor co.- for the pRNilion of I8IVicle such a thoM bltneltlng Telmex 
through SBIH. Once M empoyeellldlililled a provklng •!ppM toM efMIII, lllbor 
coats per hour are prepenld for MCh ample~ .,....lllng In the project. The afllllle 
II bllld Mlllnounl .... to the nuriler of houri of llbor ..._a price eltlblllhed above 
the FDC of the ••IPCwee's hCUiy IIbOV ,_, SWBT COlt •dttldliilllft the •••wee's 
aver.ge llbor ,.. per hour lnd add baltl c11wc:t lnd lldieel COitl h ••• d on the work­
group llVIflOIL !!iii•lllll "'IIII I* hour illiiCJIIItd to 111M tDr Wllglincrlftl, paid 
.-nee. premium ... olllr cii6Cil ..... Ill, ... eli •ciJ ........... IUOh -
IICII ............... ,..., ..... IUIIUI<ItiQfl In ...... g_.:aMIIUplfi'ltlllft lnd lllllf 
MdQII*III .... •Ioldl:e-•a•Wtod I ••• ..,_, 11 IIJCOitltorllbor. 
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•• admlnlltfltlve telecommunications link for SBC, SWBT and affiliates. Services available 
over SWETN include voice grade services, digital data services (2.4 through 56K bps), 
wideblu1d cigital data servlcea (1.544M bps), and video conferenclng at selected facilities. 
The following table presents informemon on amounts billed for SWETN service for the 
years 1989 - 1992, In millions, as compared to the total amounts billed by SWBT to 
affiliates for all services: 

1989 1990 1991 1992 

Amount Billed by SWBTto Affiliates for 
SWETN Services $2.6 $2.5 $4.0 $3.7 

Total Amount Billed by SWBT to 
Affiliates for All Services 25.7 30.1 34.1 38.7 

Percentage of Total Amounts Billed by 
SWBT for SWETN Service 10.1% 8.3% 11.7% 9.6% 

149. According to SWBT'a Colt Aloe atlon ~ SWETN services are provided 
at Fully Dllbibuled Colt (FDC) UCifll for JnterlATA I8IVicea which rellec:t the highest 
surveyed Wlff flltll. The IUCIIIIIIm nwtewed SWBT'a pollcl• and General Service 
Agnlemenla srlrM 10 to SWETN lranll ctiona with alllllllll, • wall • the dav8lopment of 
lhe m1111Qe Ullll CIDil per ninule crl uoe. A~ of th8 per minute of.- SWETN 
meee~ga 11rvict COli dlrived fn)lll 1M ltUIIu ..,lhe prae Included In the Generll 
Servlcee AQN1menl tor SWETN IMII!Qe wwiCIS lldc'Mid thllt SWETN m1111Q8 
.rva. .... being plced .... FDC. 
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• 
SBC CbJmlng Dlract!pns 

00 Allocate to All Operating Subsidiaries 
01 Direct to Southwestern Bell Telephone Company 
03 Direct to Southwestern Bell Telecommunications. Inc. (Telecom) 
04 Direct to Southwestern Bell Mobile Systems, Inc. (SBMS) 
05 Direct to SBC Asset Management, Inc. (AMI) 
06 Direct to SBC-Washington, Inc. (WASH) 
07 Direct to SBC Corporate Services, Inc. (CSI) 
08 Direct to Southwestern Bell C8pital Corporation (CAP CORP) 
09 Direct to Metromedia Paging Services, Inc. (Metromedia) 
11 Direct to Gulf Printing Company (Gulf) 
12 Direct to SBC Administrative Serviats. Inc. (ASI) 
13 Direct to SBC Technology Aelourc8s. Inc. (TAl) 

EXHIBIT II 
Page 1 of 1 

15 Direct to Southweetam Bellntemalion8l Hoklngs Corporation (SBIH} 
17 Direct to Galaway RiV'IfS lnst.118ra1 Company (Galaway) 
18 Direct to sac Audit s.va.. Inc. (Audit) 
19 Direct to Mut Adverllllng end Pulilll*lg. Inc. (Malt) 
20 Direct to ~ Bel ,alow Plgee, Inc. (SBYP) 
21 Direct to~ Bel Enlerpr ..... Inc. (SBE) 
40 Direct to SW8T -Arlcal I I I 
41 Direct to SWBT~ 
42 cnat to SVJBI J' 111Ut 
43 Direct to S\\8 I c.aJihoiM 
44 Dnctto SWBT·T-
10 Alliin In ,_... 
II Dnctto ........... Beiii ....... IIII·O;Il nc.tlletO;U n) 
13 Dnctto ....._..Bel ............. • W. t.ldlanlfl (Mt.,ll) 
71 Dncl to......_._ ... ~· Volol FIIIIIP'W 81~ Inc. (VMS) 
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Jatl91#lU -·n 
SW8r believes that its affiliate tra~actions are in full 
Qoapliance 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 
SW8r affiliate transactions, focused on six specific areas of 
transactions. The criteria used in selectinq the six areas were 
materiality (large dollar amounts) and areas where the potential 
for cross subsidies exist. The audit team notee that the eix areas 
selected for the more focused audit enabled lOOt of the services 
rendered by SW8r to affiliates and approximately 70t of the 
services 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 consistent with the applicable FCC affiliate transaction 
standards. SWBT vi-s this lanquaqe as positive and accurate. 

The audit team however concluded that certain allocations from SBC 
to SWBT and certain transactio~ with ANI were, in their opinion, 
inconsistent with the FCC's affiliate ~ction rules. 

In several areas the audit team's aclveree conclusions are 
incorrect. The audit team baa DOt reasonably interpreted the FCC 
rules or fairly exam:lnecl the illa\\88. Por exa..-le, the audit team: 

A • 

•• 

- ...... -- .... b ... - lallllt., 111-:MC _... 
11 tiN .. - ltl ltlell .Ilk 11:11- tire 'tWib .-a ct. •••r'• _.&lUI ._- a , .. ct......_ ... 
- !•lp1 ft h e1 R tlf - U. I lll'dlll, ....... 



An ino~inata ..ount of inforaation was provided to the 
audit tea to varify tU.. charg- at sac - payroll 
r4KIOI:'da, job d.acriptiona, charvincJ dirttetions, 
intai:YitiW8 vitb 43 -.ploy-•, etc.. The audit teaa 
aurpriainfly i9ft0~ all of thia ralevant inforaation and 
aiatakenly ~ that tha aurvey tiae atudy waa the 
hift9••pin of tba entire ayat-. Thia ia not correct or 
raaaonabla. 

c. ltagu• •==rMP' 'MPlH - The audit teaa reaches a 
raault vbel"eby SWB'l', the larg-t sac subaidiary, would 
reoaive a aero coat allocation froa tha parent for iaaqe 
advertiai119 Which clearly benefita SWB'l'. The audit taaa 
alao adjuated the 88C general allocator to include 
ratained ...,...... that are not .-i91M(l or allocated. 
Tha affect ia to INbstantially diatort SWB'l''a fair ahara 
of, and priaary role in, continuift9 tha need for such 
coata. .._. Nintaina that the aUdit teaa baa 
aiHpplied tbe affiliate tranaacti- rul-, ~ultincJ in 
an allooa~ion that could not stand a t-t of 

D. 

raeaonabl••••· 
In an etton to ftrity 1 .... cbaJ:'qe8 to 8WB'1' froa Alii, 
the audit t.ea .,....,.. tha 1.... payaente of non­
affiliatM. ._.,..not aware thia vas an acceptebla 
aethodo!OW tor detenialnt preva11ift9 prioe • 

..-.a.l.-. w ..JIII.-ss c -·•=· The ....;:t:tuMOi tbe ;u;:o, tbe thwttiP are ;lav.d. 
hr .... 1 •• tbe ...u.~ toNI cletu'alMd tba~ ita findift9 
~ tM 1111nl allooator .,.. With a total 
nct.auoi 1a tM al~ to .... ot ta.l aillion ewer 
t.R ,..... _, •• ~. llaaad on tba aUdit 
toMa•a e:~:·~· ~r••ll._. 1a e c1lnatlon of that a11..ue. t:o tn.• auu.... rtNlly, tba aUdit 
'-~ 1 at .,.. • Ina ,._. period. 
'1111 " tlld.a ITI.ltlallla a J.al:9a '11r 1 1~ 1a aon 0111-• 
t:o lit' II I IM .. fl aiel t JIR ef • Ia hi cwer .,. 
,.... .... •.•.-• 111111 • tllefr m n• ....,...uon, tbe 
UJtl Ml Ia -"r ta.a eiUI.-. 

~ - .. 
IJ e. 
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F~ruary 21, 1994 

Southwestern Bell Telephone Company's Analysis of the Report 
of the Joint Audit T9am 

This letter is Southwestern Bell Telephone Company's response to 
the "Five States Regulatory Ca.aissions and Federal Communications 
Commission Joint Audit Teaa 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 deteraine SWBT's compliance 
with the Federal comaunication Commission's (FCC) affiliate 
transaction rules as proaulgated in FCC CC Docket 86-111, co .. only 
known as the Joint Cost Proc:sz:Una, ancl set forth in 47 CFR 32.27 
and 47 CFR 64.901. The Audit Report reiterat- that the objective 
of the audit was to deteraine coapliance with the FCC's affiliate 
transaction standards. 

SWBT believes that its affiliate transactions are in full 
compliance with the FCC's affiliate transaction ru1- and notes 
that the Audit Report, tor the ~ part, aupports this belief. 
The audit teaa, after conductinq an initial survey audit of all 
SNBT affiliat;e transactions, focused on six specific areas of 
transactions. '!'be criteria wted in selectincJ tba six areas were 

' Proprietary ~-Att .. 11 aat A tPdlt; ~, 
Bruno Letters Of April 221 199) • ..}' 12 I 1,93 1 5-t, 
*pdjt; 2 Ur pan. 32. '!'be six u.a& cbaasa for a liON 
fOOWisd audit were1 

1. Tbe allCICMltioa of aa.ta trc. SWill,. s panat 
ooa:po&"aUoa, ~ IJsll COzpontloa, to.-. 

2. .-•s pili 2 ne of ....U. and 1 ... 1119 of 
... DI halt luU Ntll'lt IJsll AUSR 
r a t. t.o. c.rJ . .r pnviciM • 
..n.t;r ol nal Mtlltle n1atoe11 ....u.s. 

1. • ,_,_. o1 .,. a k _. _..loA trc. 
l:z72 u•ena ..U. l'd1 hethu, biG. 
c.-~~~~~;;}· - t1111111a lit. •n on = ~ _g 'C ......... ....u.s. 

4. I u . PI olliE liT ... u't W Nh'CIIII 
T u1 Ll a.. IE U 11 lluU 'ttl 8 tLIAI'r 
• JJI ..... (SQ. 
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materiality (larqe dollar ..aunts) and areas where the potential 
for cross sUbsidies exist. The audit teaa notes that the six areas 
selected for the more focused audit enabled lOOt of the services 
rendered by SWBT to affiliates and approximately 70t of! the 
services rendered by af!f!iliates to SWBT to be examined by the joint 
audit team. 

In f!our of! the six areas chosen the audit teiUII found there was 
nothing to indicate that the transactions were not accounted for in 
a manner cpnsistent with the applicable PCC af!f!iliate transaction 
standards. The audit t ... however concluded that certain 
allocations from SBC to SWB'1' and certain transactions with AMI 
were, in their opinion, inconsistent with the FCC's af!f!iliate 
transaction rules. 

In several areas the audit teaa•s adVerse conclusions are 
incorrect. The audit teaa has not reasonably interpreted the PCC 
rules or f!airly exaained the issu-. Por ex&~~ple, the audit team: 

A. 

•• 

Qhapqd tiM lt;at;ed lpdU ften4•n' Witillogt lfqtiiqe ip On'er 
t;o arriu at; ap A4yvH ripftg- The stated aUdit scope 
was coapliance vith the PCC aff!iliate transaction rul-. 
However, the audit team criticb- the relocation of 
SBC'a corporate beaclquarters, baaed not on any failure to 
coaply vith the affiliate transaction rul-, but rather 
on an alleged failure to ... t a pruHncly of expenae 
standard. '1'be audit ~ ata~ it de •• tbat sac baa 
failed to provide •edeqwlte justification for th ... costa 
to be allowable and nc:overable rz- the telepbone 
ratepayers•. 8W8'1' vaa not: aware tbat it vaa expected to 
..at a rat ~ lltanlbrd until it reoeiv.cl the Audit 
Report. '1'be a t tea cloea not ba,. an acleqllate ~ie 
to aake SGCb a tlndi"9 • 

s. _,.. Pill t·w of oaUaJ.u pllanu and 
oaUalar ...no. Ina ~ Bell 
Aalllle a,ut••. lao. ti ) • 

•• i ••• ..... ot ~ llllta .... 
...no- to oft!UatiW. 

I- ,_. •111 - ~ -·- ot IIPtta and 
~tiD aftilhtru ...-n t r u ot _,.._ en. 
ta'lf ~ .. 5 I III ot •aaia ... I &diLl tna­
'l!all ' _. _. 1 •• u ot a ••• ... _..'- Ina 
- n au .... , . 
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reqa~ing tiaa repor1;inq, including information provided 
through personal interviews with 43 employees. 

c. Rtapts IUOJU!OYS aeag1ts - The audit team reaches a 
result whereby SWBT, the larqest SBC subsidiarY, would 
receive a zero cost allocation fraa 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 priaary role in, continuing the need for such 
costs. 

D. Jlisaalaul&te• ap4 our•tatll C?PPgtations - Not only are 
the audit teaa's findings incorrect, and not consistent 
in the application of the affiliate transaction rules, 
but the coaputations of the effects of those findinqs are 
also flawed. For exaaple, the audit tea. determined that 
its findinq reqardinq the qeneral allocator was worth a 
total reduction in the allocation to SWBT of $62. 5 
million over four yeara. SWBT's computation, based on 
the audit team's pbiloaophy, resulted in a reduction of 
that allocation to only $37.6 million. Finally, the 
audit team calculated the IUIOWlt over a four-ytar period. 
Though thi1 resulted in a larqe nuaber, it is more common 
to determine the financial illpact of an issue over one 
year. EVen bated on their erroneous computation, the 
1992 amount ia only $22.2 million. 

In this r11ponae, SWBT will e)!plain the errore in the audit team's 
interpretations and cleaMatrate tbat tba allocations and 
transactions called into queetion vera in fact booltecl conaiatent 
with the affiliate tranaactioa staftdarda. 1 8W8'1' will alto note 
inatanaea wben, ...n a .... ling u correct tbe audit teaa's 
interpretationa of tbe affiliate tranActioa ru1 .. , tbe amount of 
aoaey cited by the audit ~ is 1-ueot. 

••vn·r= • . .,. ... _ 
1 _. .u1 O!Md'~ ita ~ 11 cua ~ tllne 

tc uati r ••• _. wltiWa U. lllcoc nteceaul 
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has no supporting clQC\Uientation for time charging by its -ployees, 
2) SBC is using an improper aarketing allocator, ancl 3) SBC is 
using an iaproper general allocator. Each finding is unsupported 
by the facts. SWBT will address each it- separately and then 
address the audit team's expansion of the audit scope. 

Doquatpj;at;ioD for IJiiM gharaipq 

The joint audit teaa's claia that there was "no supporting 
documentation for tiae charging by SBC's eaployees" and thus it 
"could not determine the reasonableness of SBC's expenses charged 
to SWBT" is siaply untrue. The audit teaa has created an issue 
where none exists. 

The "no supporting" docuaentation referred to is in reality a 
sinqle type of docuaent called a "survey tiae study". It is one 
very saall part of the entire tiae reporting syst... SBC's 
internal procedures state that a tour-week survey tiae study should 
be performed for new positions that are created or for existing 
positions that change substantially. The audit teaa requested the 
1992 survey ti- studi- during the audit. S1IB'l' explained that the 
individual judgaent of each aanager deterain- vbether this type of 
study is conducted and bow often. 'l'be reason for leaving the 
decision to the aanager's cliscretion is obviowa--the aanaqer on the 
job is in the ~t position to Jmov if tbe job is chanqinq. SNBT 
also explained that the internal procedurea clid not provide for tbe 
studies to be centrally retainecl or retainecl for a definite period 
and thus to obtain the 1992 ftudi- would require a aanual search 
of all positions vitbin sac. 'ftae auditor vas also infor:.ed that 
it was SIC's belief that very fllV tt.e st\ldi- were perfoJ:118d in 
1992, 9iven that there were very few, if any, new jobs createcl or 
responsibility cbaft9M in existiD9 positions. ReYertbel-s, the 
aucli t teaa bas fOCU8ed oa the Sllll"V'eY tt.e stud!- to creata tbe 
iapression unfairly that tbertl ia a lack of cloc:ullentation 
supportint~ the allooationa in 11ft att at to oast doubt on the 
entire corporate tt.e nporti.D9 !Q11tea. 



• 
The a~dit teem's port~ayal of the survey time study as the key to 
the whole allocation systea is erroneous. Contra~ to the audit 
teem's claim, the cost allocation systea is not "tor the most part 
••• driven by survey tiae studies". It is driven by accurate 
reporting of time. Although survey time studies represent one tool 
used to verity time reporting when a position substantially 
changes, they are not the sole aethod of determining proper time 
allocations and are insignificant if job functions stay constant. 
As was discussad 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 te .. , SBC has ve~ specific 
procedures for assuring accurate tiae reporting. The job 
description itself in aost cases is sufficient to indicate the 
allocation. The audit te .. was also -de aware that each year 
during the March/April tiae freae, each SBC employee receives a 
report (called a FASC Info~tion card) which shows the charqing 
direction of that particular -.ployee. The employee verifies the 
charging direction or notes any chanqes, signs the report, and 
returns it to SBC Co~rate Accountinq. eo~rate Accountinq then 
performs a reasonablenees check based on the job description. The 
final report is then used to report and allocate the employee's 
tiae throughout tbe year. It Willi also explained to the audit t ... 
that when an employee pertor.s functions outaide of their no~l 
job responsibiliti .. , an •exception tiae report• is prepared 
whereby the exception tiae is specifically recogniaed in the 
payroll systea. Tbe audit teea was also told that sac co~rate 
accountincJ ret,IUlarly OODdUcta tilM reporting training -ions for 
all employ-. Tbe pu:poee of the training -ions 1a to reaincl 
eaployeu of SBC's ooet allocation ayst.a ~J.re.enta, review 
exception tiae reporting ~it 1 aata, review uy-to-day tiae 
reportincJ and anawr aay questioaa reprd1ng the reviews. 

contra~ to the auclit t ... •a Uiplioation, U.. atucliea are not an 
rc:c reqW.r•am:J ntbel:, tbay an an internal praaeoture davel.opecl 
for a specific F-· tanoe - i.e. a aipifioaat cban1Je in 
responaibilitiea. Ill tiM .tgtpt gpt m•· pucudiftll the rcc did 

1 fte hat t.1111at t.IM Rlldlea are ~ pursuant 
to illteanal pun•'*• rettaal' U.. u a n.alt of tiM 
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not aandate 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 docuaentation" 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 docuaentation including, but not limited to, 
corporate employee tiae records, information fro• 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 Syst-. Thus, the audit team was 
supplied with sufficient docuaentation 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 tiae reporting, it should 
have been dispelled during the face-to-face interviews the audit 
team bad with randoaly-selectecl SBC employ- in San Antonio. The 
audit team intervieWed 43 SBC 8Jil)loy .. s to discuss their individual 
time reporting. The audit teau acknowledges in its report that 
lOOt of the employ- intervi.-1 reeponded in the affiraative that 
their actual tiae cbarginq was representative of their work effort. 

SBC spent considerable tiae and reaow:cea in co.plyinq with the 
audit te-•s requ-t to bave face-to-face intarviewe with SBC 
eaployees. Thua, nJJ!' is aurpriaecl by the audit team's single 
concluaion - to tbese intervi- - "altbougb all SBC 811plo~ vbo 
were intervi.-1 naponded in the affu-tive tbat their actual 
tiH cbarginq vea repreeentati,. of their vork effort, the audit 
te-, nonetbel ... , bed no altei'Rative but to eitber accept tbat 
olaia wholly on faith or to raja« it. • Dill na1 probl- with this 
stat...nt is tbat u nditor a.a alvaya rely oa tate ..,.,... tbat ba 
has no alte&'Mti.,. but to IIClOspt -.otly oa faith or reject• the 
tntbtulneu ot u ..-rt.ioa, l'llfU'dl ... ot 1lbeCber the aeaertion 
is aade in u latent., or •a: an.d bf a vanlurue fUll of 
docuaente cnatect bf the u.ten1..... All ...U.tor otwi-.ly does 
not bave ,......U IIDovl ..... of tM hclte II I a: Ill I be W11 not tbere 
and tbua be is ••wu abl! ... to eitber ec:uqt 1aut1a1JMJ on faith 
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or toqllY reject it. PUrtber, SWBT provided the audit team with 
m01'4a -~ enouqh infomtion, includinq all the dOCUIIantation 
44!18~1'~ ~ova, to warrant a findinq on aon than just "faith". 
The. unclaniable tact reaains that the records indicated that the 
uployee•' time was beinq charqed in a certain aanner and the 
employees confirmed that the charqinq was representative of their 
work etfort. 

After reviewinq the Audit Report, SWBT is further concerned about 
why the interviews were in fact held if they were not qoinq to be 
used to substantiate accurate time reportinq. The audit report 
states that "43 sse eaployees -re interviewed in san Antonio, 
Texas, none of whoa could produce the required tour week time study 
on which their current allocations were basad." This findinq 
should not have been a shock to the audit te .. , since the tact 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 teaa qave SWBT the 
impression that this circuastance required face-to-face interviews 
with employees to deteraine tiae charqinq qiven that no studies 
were available. 

The audit taaa stated in Data Request 4023: 

• • • It is our undentancUnq that theee tiae studiee are 
not prepared on a regular or current basis. Instee4, 
eaployeee inberit their cost center uc1 clutrvinq 
direction frca their predecessor. Hevertbeleee, - nsed 
so- basis for deter:aining it the current allocation of 
sse tiae ucl aNOCiatecl other cbAr9eS Wbicb ill baaed on 
these historical U... atudiee ill currently accurate and 
appropriate. 'l'bia audit step vill be pertoraed in san 
Antonio. 

Further, Data ~ 401t atateclz 

Ueiav a aup\a of ellp).oyeu pzo¥idecl in DR4011 I voulcl 
lib to ifteni.v tbaae tiiiiPl~ to u.t tbe aocunoy of 
the U.. ftiiOI'UD9 aepeata of tbe CM. 

rn. tb .. e data n911 rta, ~ ... 9i,.. ••MY lllllioeUon that an 
Mldit inteniw ... • •1Ml• •- of 4lu nec:t allll ._..141 be ..s 
to :t_... tbe ean1eq of tbe........, ~. Ill hot, __. •• 
reTIGDee to Data ••111u't 4013 stat.tz 

n is s &L's a1111 De's , wr' 1111',. t1111t t111e .. ;trr ot 
tbe~·· ., ......... sl•s•t.a•~a 
tbe elltt 81 of tbe II ••• ,.,..lbtb- tbe ..... 
.Ia &IIIII lE - .... &II .. tOU. (SILIILIR Ia Data 
..... , .... J I 1 I a of ca. e I I ... ....._... 
ti:I..Ut ....... ) 
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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 tiae reporting accuracy. Yet, the audit teaa now dismisses the 
responses of SBC employees seeaingly because they have "to accept 
• • • wholly on faith or reject" that the eaployaas ware 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 obtain 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 bean in place and followed at SBC are sufficient. The process 
is continually reviewed and updated. The audit taaa notes the 
continual review with the acknowledg-ent that the SBC cost 
Allocation Systea 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 NovUibar 15, 1993, after 
completion of the audit field work. Given the fact that SWBT did 
not receive a Data Requ-t on this subject, when SWBT continued to 
receive Data Requests on other subjects until JanuarY 31, 1994, 
and that the raviaio~J ware not negatively co ... nted on in this 
report, SNB'l' assuaes the revisions ware adequate. 

SNB'l' is concerned that the audit t ... s-- to preeuae bad faith 
and reject or i4)n0ra all of the conclusive data provided by the SBC 
uployeas during their intarvift'S and the traaenclous aaount of 
doouaantation tbat was provict.d to the audit t ... in support of the 
corporate ti.MI allocationa. 8W8T ia perplexed as to why the audit 
ta- appears, vitbollt any lecJitt.ate explanation, to reject the 
findings of the intuvift'S, reject the dCiw11881ltation proviclad and 
inst-d cbaatiaee sec baoaU8'I sec did not follow the audit teea's 
interpretation of -.t the sec intamal policy nMJardil\9 survey 
tiM reports aboalcl be. S1lf8'l' ia a.peoially troubled by these 
aCCNsationa, 9iv.n that no specific cli.c1 ·~ in ti.MI reporting 
aver surfaced. 

'lA ""'*'" tJ!apg••• 
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~~lXI of caaaigninq t!i• iaaqe advertisinq cost would be to alloc~te 
t!ie costa to all·a~sidiariea based on the subsidiaries' relat~ve 
si••· · Thi' would be loqical qiven that iaaqe advertisinq 
Prea~ly benefits all affiliates. 

Ins.tead of usinq a qeileral allocation aethodoloqy, sse chose a more 
strinqent method to better ref'lect cost causation, consistent with 
FCC af'f'iliate transaction rules. sse's cost causative allocation 
aethod is based on the advertisinq dollars spent by each 
subsidiary, includinq advertisinq dollars spent on sse subsidiary­
specific advertisinq, as an indication of the importance of 
advertisinq to that line of business. SWBT believes this method is 
a reasonable and fully supportable basis for allocatinq imaqe 
advertisinq. 

The audit teaa contends that •iaaqe advertisinq• costs should be 
allocated based solely on sse-incurred •subsidiary-specific 
advertisinq costs•. The audit team's entire arquaent is premised 
on a quote froa the Joint Cost Qrder that •. • • all costs that can 
be apportioned on the basis of direct assignaent or cost 
causational to be so apportioned. Rasidual aarltetinq expenaes will 
be divided between regulated and nonregulated activities based on 
the ratio of directly auiqned and attributable costa. • The 
fallacy of the audit t ... •s interpretation is that iaaqe 
advertisinq costa an ao\ EMffM' gpwy. :b1aCJe advertisinq costa 
represent a separate fora of advertisiniJ llbicb is allocated on a 
cost oausational basis. sac•s usa of this cost causative-based 
type of allocator is no different tban the usa of other accepted 
allocations (invest.ent, -.1~) vbicb usa a cost causative 
measure for allocating ~. 

Pollowinq the alldit t...•s iftterpretation oauld lead to distortion 
of the process. A parent oould allocate loot of all expenses froa 
i-9• advertising to the telepbaM «~ Mnly by pertorainq 
aubaidiuy apeoitio lldftrt!siDg only for the telspbaae oaap~~ny. In 
that scenario, the otber openUJbt ..._idiaria, .:::!Isby cboosin!r 
• thin party to perton ..._tdiuT-trDecifto 1ng, VCNl.d 
benefit &c. -the tog,. llltfutt•tag Vitboat .. allocation fOI' the 
axpenae. 8Ucb • alsU'CI nRlt is I 1 atntled ill the Wit ltllport 
i taelf. fte Wit 711 ut ••eu ate u.t _., the la~ 
sulleidiuy ..._ prw bl~ d•d,.. a llsnsftt fnll t 1• llllwlrtising, 
u0111• ~~~mt 1111111 .. ut..uc. ot ..., for • •• ... ertislat ooets, 
~ bsa~~~u it did DR pu 0 • ..._tdl~ JITDitlo adwrtlatag 
tna ne • 
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exp!ln••• and 91meJ:ally allocated costa. That is, the audit report 
flatly i~Jnorea SWBT'a priaary responsibility tor the creation and 
incurJ;'oce ot these costa, anc1 results in their beinq allocated on 
an irrational and non-coat causative basis. 

The proposal on includinq sac-retained expenses in the calculation 
ot the qeneral allocator at.ply does not make sense. It is not 
only contraey to the FCC's current rules, it is illoqical, 
inconsistent, and likely to do .ore bara than qooc1. Suffice to 
say, SBC is conservative in its retention ot costs. SBC's 
retention ot costs policy did not envision pilinq on additional 
coats unrelatec1 to the pUJ:pose ot retention. Such a policy would 
likely force SBC to reevaluate its conaervativ~ retention policy. 

Finally, SwaT does not aqre~ with the dollar ettect of the audit 
team's findinq reqardinq the qeneral allocator. SWB'l''s 
recomputation, baseci on the audit report's proposed •ethodoloqy, 
results in only a $37.6 •illion total reduction of allocated cost 
to SWBT for 1989 tbroUC)h 1992 versus the $62.2 •ill ion noted in the 
audit report. Tbe audit t ... apparently did not consider all of 
the intricate calculations involved in such a redistribution and 
apparently only .. de a •rouqb 
estimate• of the difference. 

IIQ gvporaM MlgaaUp QMY 

With the rsceipt of the Audit Report SWBT leamecl that the audit 
te.. bad expanded the audit acope ancl etanclard to include 
justification of the IIOVe of SBC's corporate beadqlaarters troa st. 
LOuis, JUseouri, to san Antonio, ~. '!be Audit Report 
unequivocally Rates tbat tbe objeeti.- of tbe audit vas to 
detuaine OCIIIIPllence vitt' the affiliate tnnsection standards anc1 
ensun that tel.,.._. ~ ..n bed not been ~Y effeoted by 
potential cz c •• lllldleidse tlowiDv to naa-J:stllleted affllietee u a 
result of any ROIIID ;lienee vital tb1se ataDIIards. 'ftMI ~ 
fincling ~ nlooaU. bu Mtlllnt to do vital tbia ob2eati.-. 
In fact, tbe eadit tea • .._ DO fi.,..lnt ~ tbe nocmUng of 
tbe ~- oa .... 11a:a. u. ..u.t tea does edait, 
~· tbat tbe hRI Ia ~ to a ~iance vital tbe 
atfi 1~ tn sactioa nl_. ..,.. t11as lleJ I .., o.a- of tbe 
audit. ...tcaw pw;1a11 -. •ts•nioa Ia s1nt to __.., 1t bu 
DO JIUI a I I ia tbia Aladit ... on. -- I ltc tlllat tbe ..U.t tea 
bu DO llasia fW ltc j 5 aft~ .. fJMI ...... - ~tt.stc l:'laSOft for 
IM1•1• ot tllia •sat 'd,.. 11 •• ia • atAlietc b r aatloa 
..U.t. IOU .... tllia ....alt liiJ' .....U.. tiD .... _. a •tbllint-
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will inevitably have a chilling effect on SWBT volunteering to 
participate in such audita in the future. 

'I''Pft\CZIOQ rBQM uz m IQOfjlti&DBI ••LL DLIPIOQ oopiiJ 

OCJiat lpaq• 

The audit team contends that SWBT recorded charqes for office space 
from AMI at more than prevailinq -rket price. The audit team 
presumes that a prevailinq price can be established by averaging 
the price per square foot for nonaffiliated third parties in the 
building and then deteraini119 whether SWBT paid aore than the 
average. Tile audit teaJI'a .. thod for calculatinq prevailing price 
is inconsistent with SWBT's understandinq of past Collllllission 
direction, in the Joint OQat Qrder proceedinq and various Collllllon 
Carrier Bureau orders, reqardinq eatabliahinq prevailinq price. 
SWBT • s understandinq was that a prevailinq price could not b8 
established by .. rely averaginq the prices paid by unaffiliated 
third parties. 

The nonaffiliated tenanta in the buildinc;rs in question -re paying 
a variety of differinq rates. At the Pinehollow location, there 
were 23 non-affiliated tenanta paying 15 different rat .. per square 
foot with a $,. 75 difference btltvaen the high and low rate. At the 
Centerpoint location, there -re 9 nonaffiliated tenanta payinq 9 
different rat .. per square foot with a $3.01 difference bet~ the 
high and low rete. Differ~r~cea in a building is not uncoaaon 
as a variety of faatore 1ncl location, view, aooe .. , parkinq, 
length of laaH, apace IWI'lired and build-out will influence the 
cost per square foot in the saM building. 

The 1 .... rate paid by 8Wft at both locati- inol\adecl the co.t of 
additional build outa (i.e., interior valle, special fixturea) that 
-re not ~ by other teaanta. 8Wft cbllaa to a110rt1&e the 
aclclitional build out ooeu omr the 1 .... rather tban Mkinc;r one 
pa,_,.t. lecUon V ~ the laasM, pr:widacl u • 8UIIP1-.atal 
ruponH to Date ••taut 7b, IIOtM tbat the baH 1 .... retee for 
the two looati- went P1Deltol1GW-$U.60 per ...-re foot and 
c::.ntupoiat-$U.OO per •t' are fooit. fte bll)' diR.ributed ooat •ad!• pwfwlli Ill - both looati- ooatin the bll)' clletributed 
caet ~the a... nte Ull the wUcl ..a. fte a... nta paid 
(t ••••• 1 .... nte •tn u the wud a.ta) 1a ......-le to the 1 .... 
rabe paid by ot.111er aJ•Uerll' atc.a~ ••aHiUated te~~anta • ...., 
lieU.._ tllla\ tile 1-- ne.e paid at both haatlana an oaaaiatant 
vttill anlUate u 1 act. nl•. 
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• 
Sou~w~ltfl!Jl Bell cQJiplex. 7 StiBT's parent cQJipany, sse, has a 
contrt.qt;:Wiler~y a set nuaber of rOQJIS are reserved at a set rate. 
The nuita~ of roou vary depending on whether a week-day or week­
end i• ~nvolved and various other factors. The contract assures 
that 19Clging will be available and available at a reasonable price 
regardless of occurrence of activities in downtown st. Louis which 
cauile hotel occupancy rates end thus hotel roo• rates to rise. 
such activities include conventions, sports activities such as the 
World Series and weekend series with geographical rivals such as 
the Chicaqo CUbs and vacation season traffic. In exchange for the 
very favorable set price and reserved block of roo.. 365 days a 
year, unoccupied rOQJIS in the reserved block are also billed. SWBT 
is the beneficiary of the quaranteed reserved block of roo­
available and thus pays for any unoccupied rOQJIS. 

The audit tea. notes a perceived probl- with the roo• rate 
differential process. The ~ rate differential process was an 
internal process whereby reeervations eade throuqh SWBT Travel 
Services received a quoted rate cheaper than the contract rate. 
The quest would be billed the cheaper rate at check-QUt and the 
difference between the cheaper rate and the contract rate would be 
charged to Travel Services. Aa was explained to the audit teaa, 
the differential policy was offered to encourage use of the Hotel 
Majestic, for which SW8T bas a very favorable contracted roc:. rate, 
in CQJiparison with CCJIIP8rable hotels in 4oWntown St. Louis. Aa -s 
further explained to tbe audit teall, tbe procns was being pband 
out when the audit began. Travel Services began tbe pbaee out in 
April 1993 by lowering tbe UIOUDt of tbe ctiffenntial and 
cUscontinued it altoqetber in .......- of 1993. After 
discontinuance, 81f8'1' Travel services Mmaally oalCQ).ated tbe AIIOUnt 
of differentials paid oa behalf of non-81f8'1' IIIIIPlor••• and r.ceived 
payunt traa sac for tbet a80'11Dt. 'lbus, tbe audit tea.•s oonoern 
about the 8IIOUDt of r:aaa rate ctitf.-tiala paid by 81f8'1' bas 
already been aclcllf used. 

The audit tea. al- ooatenda tat, tlb.ila it talr.laa no exoepUoa to 
the ooatracted r:aaa rata paid ctarin9 tba ...-, it ooaoludea tbat 
the - oontx~ r:aaa rata is not in ._.uanoe wU:b tbe 
affiliate ~ nl• if paid oa tba vn• ra. e. audit 
tea•a ooaol'llllioa is llasaa c. itiiiiCia .. t..- of a pcavailint ..rat 
price of t4• tor tba vult 1 a 1a~. ftlllla, tba ..Ut c- 14a~»na 
t1aa hot. tbat tba ooatx~ seta fW~- eet r:aaa rata • 
.... rzllrtta tbat tba 0 t:a:illd:IMI rata is a alatllt witb tbe 
aftillata t:a:ar nettie. nl• llaauu a HQ s~ ~la9 prioe 
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cannot ~ established for the rooaa and thus the cost is based on 
fully distributed cost. This fact is docuaented in SWBT's cost 
allocation aanual and the fully distributed cost studies provided 
to the audit teaa. SWBT's position has been coiUJistently based on 
its understanding of the comtission'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 rooaa and a set guaranteed rate) 
and the fact that the price that a hotel, including the Hotel 
Majestic, charges for a rooa will vary greatly from night to night 
depending on its anticipated occupancy rate. Thus, as explained to 
the audit team in the suppl_,.tal response to Data Request 3060, 
the weekend rate for othere 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 sillply is not a guaranteed rate or even a 
guarantee that a rooa 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 y-r -t rate is not only inconsistant with 
the affiliate tr~ction ru1-, it is fundaaentally unfair. SWBT 
believes that the contracted ratG is consistent with the affiliate 
transaction rules, as the audit tUII acknowleclcJea, and subllits that 
the consistency does not cllange when the contracted rate is paid on 
the weekend. 

=s M' 'le p I 
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~tl -~it t•• had a potential concern reqardift9 the pnner in 
w .. iofl fully cU.IItril;luted coat -• calculattlcl in 19921 however, it 
d.i.d not deaa the aaount uterial. The concern appears to l:le the 
result of a aiauncleratancling regarding the develop .. nt ot the 
general allocator at AMI. In paragraph 75a of the Audit Report, a 
question ia raised reqardinq the use of coat of goods sold in the 
developaent of the general allocator. The Audit Report incorrectly 
concludes that this ca.putation souhow uses hoae inventories to 
develop the factor. HOlle inventori- are not part of the 
ca.putation of the general allocator. The general allocator is 
!:lased on the ratio of expense (directly reported and assiqned) for 
-ch line of business to the total expens- (directly reported and 
assigned) tor -ch line of l:lusin-s. Thus, hoae inventory is not 
part of this ca.putation. This is tully consistent with the 
requirements of the FCC rules as articulated in the Order and 
Reconsideration, cc Docket 86-111, Released octol:lar 16, 1987 I which 
said that "Other costa, such as those incurred to ol:ltain the 
inventory, aanage it, or dispose of it, are ordinary operating 
expenses that should l:le included in the general allocator." 

Also, the audit teaa contends that the fact that the Hoae 
Relocation Contract was siqned l:ly SBC is contrary to the audit 
teaa'a interpretation of SWBr's internal Schedule of 
Authorizations. The contract is not at od4a with SWBT'a 
interpretation of SWBT's internal policies. The ha.e relocation 
contract is a corporate contract applioal:lle to all affiliates, and 
as such was siqned by the CBO of the COrporation. Any further 
authorization was not necoa8AJ:Y· 81Ift does not perceive any 
internal control veeknseeee. 

.. . '., ' . 
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EXECUTIVE SUMMARY 

The aucit 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 fac:ts presented in the joint audit report, which 
clearly demonstrate when the affiliate transadlons 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 concoms initially expressed about joint audits by 
SWBT have materialized. Therefore, futum 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 aucit team takes exception to all SWBT allegations. Silence 
regarding any SWBT assertion should not be construed as acceptance. 

A. Dw ••rt• rx- Dirt Npt Clwngllhl •·!rl ''"" Srf'Wd WUbgut 
NotJcw In Ot-her to AlrhM ••4chKM fit •w • etwme1 1w SWIT 

The scope of thlllldt.IIQRIIId 10 by tall SWBT and the IUdlt team, cteerty allows 
for IUdt effort thlt goea bthar ... thl aix ............... ed by the joint IUdt tMm. 
RegMiea of thllfllct, the d-ue to SWBT t, SBC tor 1elclc ll'ng S8C'a COfJ)Ot81e offlcea 
from a LGull. Mtt aurt to s.n Al*riD. T8ll8all d•lllr ., C111 trMUction. The IUdlt 
tMm Wll neither crt1c11 nor tr1 a d thll ctwge • a lndlng. contrary 10 SWBT'a 
C01111'n11111onthll ..... The ... _.... ....ar pro I I llldthe ,_ • the IUdlt tMm aaw 
them. To lmplr thJr1 thll WGfk - done ......, 10 1111• I ., ..,_ lndlng II bodl 
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corroborative evidence. SWeT knows, or should know, the type of evidence that the 
auditors were seeking, but It did not provide such documentation. 

SWBT notes "that the survey time studies are an insignificant element of sec time 
reporting, and used for the sole purpose of evaluating positions whose responsibilities 
have changed." The audit team strongly disagrees with this statement and believes that 
time reporting is a significant element for allocating SeC's costs to its subsidiaries. sec 
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 allocated by sec. The audit team finds swers position contradictory to sec·s 
newly revised CAS Users' Guide wherein sec establishes the following requirement: 
"Each employee will be required to provide the support used in determining their Cost 
Center Numaer (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. 

SWBT ifT!Illll that. baca•lt is the lalgalt 11lblidary of sac, it must benefit from 
Image adlleftiling. praunllbly, in clnM:t propcM1Ion to Ita relative size. The audit team was 
not provided with doc:uln8r.aon to ll!ppOft auch dlim. Furthermore, the audit team 
strongly cl ........ tlllllim11Q8IIdvertltling benetlla prirnllrity the telephone company. On 
the contrwy, the ult ..., belle11'811 tlllll SWBT allllatw would be the primary 
bendc:IMel of......,. G::dliiiiQ ., eaocililion with SWBT, tt1e cornp111y which hal the 
Ntablllhed ,.Illation n which Mil bien in exilllnc» for ttle ~DIIt time. 

The IUCII -.n qu111lo.-.cl the formula 1.-d to *"* S8C'a marketing COlli 
lkalt 1111111 don aCOiatinllllon of sac~~ COlli and 11lblidiary 
cl~ nelcU iU CIDICI. Tllilpt8dlcell clllltf nalln COI!Ionnancl with the 
afPIII tral HCIOI• C a II iU .. 0011 rdt. wtllch powtde .. oniJ thUioX!IIIMig DOmplllly't 
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dllpnlpcdol •• ra ••• of,....... COIIIa to sua1. eo.••• to swah poeltlon, 
the IUdl -IIIII .. lbll StJBT ma 5I 'I n 'aU• G I tra1 n:tO• ruta 
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st.oc:lcholdera. In effect. SBC is direct charging such costs to Itself. Therefore, these SBC 
d,_ 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 team 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 agreements with any of Its affiHates without SWBT's 
authorization. Finally, SWBT confUses the fads when It addlassas the development of the 
general allocator at AMI, instead of addtassing the apportioning of rate base items to 
separate lines of business. 

0. J1w 1•1 TMCD Qd Npt Mretud 'eiiJd OvMM• C9mP"!IIIQnl 
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JOINT AUDIT IfAH8 REpLY COMMENTS TO swaTS ANALYSIS OF JOINT AUDIT 

RlfORT ON AFFILIATI TAAtfSACDOt:ll 

ALLOCADON OF COSTS FROM SSC TO SWBT 

DocyiDIOJatlon for nnw Cbar;glng 

SWBT, in i1s conments on the joint aucit report, takes the position that accurate and 
audltable documentation of SSC'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, 
sse provided the audit team with a ravised CAS Usefs' Guide. dated September 1993, 
which includes changes in the very practicea the audit team has taken Issue with. The 
audit team notes some of the mare significant changes in the CAS, apeclfically, at page 
3, Section 3: 

• To .,.,. ongoing ~ compli8nce and CAS Integrity, au sse 
8f1l)ioy111 wll ba ~to .,...ly nrwtew for conclnlll their ltandal'd 
CCN lllfgnmeula and JIIIIICI!IItlgU UNCI In the IIPi!dDn of ulary. The 
Cotpcnll Uanlgll' AeauiiiOiY ..... wil COOICII Ill thla V'8riac.tion 
earclle. ED .....,... will ba riiCIUfnld to pnMdl the •IJIPOfl UNCI in 
dtltJJrlkllng1tlelr CCN _...,...and ...... .,.. •••......- mar..,. 
to 001lllldlr conrb:lng....,... tflfte tMiu whiCih MUd baa 8llong m•­
ot•wwttorCCN ltt'FMniB." 

The ... _ ... ,_ 118 tddld .............. ,.. CIIPr of the complllld 
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e.g., calandar notations, diaries, appointment logs, dally time planners, correspondence, 
or any other departmental records. 

The company's characterization that the Interviews of SBC's employees in San 
Antonio were unnacessary Is unfounded. The audit team sought alternate documentation, 
such as that mentioned above, Mlich rright have helped the audit team determine that the 
allocator& 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 tin'le stucies or accurate reporting of time. The audit 
team would have accepted survey time slides, 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 reporting system Is the accurate reporting of time. Section 32.12 
(b) of the Uniform Syslamof Aocounls requires, in part. " .. The detail records shall be filed 
In such mannM as to be reodlly accaealble for examination by represantatlv88 of this 
Comniuion." SWBT ltllles that this rula " .. dials with a canitr's. not a parent company's, 
'llnandal records' ... • In making this aal8rtion, SWBT lqllles that a1nc1 sac is a parent 
C011118"Y and not a carrier, Sadlon 32.12 (b) do88 not apply to sac. By focullng on the 
narrow illue of "Iurvey time Flf)Ofta" which .. not raquired by the Uniform 8ylt8m of 
Accounts. rather thlln the broadar and more •4lltanllve..,. of adeqi•1'G •IPPOrtina 
documem.aton tor 11me chllgle. swar 111ma to 1mp1y thll. • a....,. company. sac 
doN not haw to •IAIO't the tni1'1811Ctiof11 wfllch led to the accounMng .... mGt by 
SWBT, bllld on the chalgeB tun SBC. Thl audit -.n b 111 ... 1hlt thla ilalefioua 
-..and sac"'* •W"fllll..,. c~wg~~a""'..,. torm of docanlftlallon. ,. audit 
IMIIUifiDUid ,_. COII ... hid a II IIIlO ... II n • tormof ~ hDJSI,.,, none 
wal providld. 
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anal~ of U. chtrlbutlon of each of tho twelve employees time, both before and after the 
time atuc:ty, the audit team noted a sign111cant &t1lft in time charging, Before the time study, 
llflPI'Oxi~y 15.4% of the department's time was retained by sac. After the time study, 
approximately 32.1% of the dspa1tmont's time was retained by SBC. The difference 
between the two percentages represents costs which had previously been allocated, 
mostly to SWBT, and are now retained by SBC. The extent of any possible misallocation 
cannot be quantified because the audit teem has no way of knowing the time period over 
which the changes in departmentld functions, which presumably caused the change in 
allocations, occurred. 

SWBT is critical of the audit team's I'Elluctance to accept its assurances that time 
charging at SBC is correct. even though there is a lack of documentation for such claim. 
SWBT should bear in mind that the 11Udit ~ cld not claim that SBC's time reporting was 
inaccurate. Rather, the audit team was unable to reach an independent conclusion that 
the cost allocatora in uee..,. aa:ur-. bacal• of lack of evidentiary support. The audit 
team remains unconvlnced that It Mould chJnge ila conclulion merely becall88 SWBT 
thinks the audt team should 11CC11Pt without IUfllc:lent verification, what SWBT tells the 
audit team. 

FINIIIy, SWBT"I COI•IIol• 11811118 adtt~-.n IICtld In b.t IIIIth by~ bad 
IIIIth on the f*l of sac • na111r• •u swsr. n. adtMmllllh• thllia a gratu1toua 
accuaatlon. It Ia the ... ,,.,,. paallb'l tMI PftiPif docunen1llon for time ctwv- Ia 
an -ntleltllrnrt of 1n1 ......_ned COlt 11o< r 1n •w 1 m. 

Tlle---nallgnatllltwCIDIIIIIIIIII ... _.......,.. I& ld an a ca.t 
01' ......... an••• ,. ....... _, ..... ......,. ... , . ..,wt~~ctt•• 
foun' t'MOaf ..... CIDII ........ c:aiiG. Oa ...... afllfJShCDIIU 1'*-l 
lifiiiiZttD•----•IITia'*lnt._. .... n ,,.._ ..... ., 
r1 IJdiii .. .,....C.asJ llbbliTdlal••n .... p: 1 n a • laJat a IDr •• , rc• •• •• ll:llllldlllatlra ...... __ ..,,21 •• ., .... 
___________________ , ______________________ ___ 

....... 



• • 
The audit team questioned the formula used to allocate sac·s marketing costs 

since It Ia based on a combination of SBC clreclly-lncurred marketing costs 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 
SaC effects a disproportionate assignment of marketing costs to SWaT. Contrary to 
SWaT's position, the audit team believes that SWaT has misapplied the affiliate 
transactions rules. 

SWBT 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 iqllles that. because It is the largest subsidiary of sac, It must 
benefit from image advertising, presumably, In direct proportion to Its relative size. The 
auclt 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 audt team belkmls that swara affiHatas would be the 
primary benellc:laries of lf111D8 achlltiling by II aciallon with SWBT, the company which 
has the tlllt8bhhed reputation and which haa been In 8ldslence for the longest time. 

SWBT ~ ntCOgnins thfM typaa of marlalting COlli: Image, product 
tpeCiflc, and r81icUII. The IUCit 111m Ia famililr wllh the finlt two types, but does not 
recognize fllidnll rnlllf8linCJ COlli • a unique twMt of aciwtrtising. Instead, the audt 
team viewtl r81ictrai....Wiing COlli as the potUon thll namainl (illd OYer) after theM 
~ COIIIwhlc:tu:. be c1rec:tr mlgnld n diiWIJ llllgnld. In the auclt tHin's 
view, 111lctlll ,...,.,,.COlli..., Ciitlllltly be of the lmllge twMt· SWBT, honever, 
..... to ..... llllctral ......... COlli and lmllgl .,. ..... IIi .. COIIta • mutually 
exdui!Ve CCIIII. The--Ulf W lfl I .... •mil p!IU =Ill of 8DCII'Uing for an ..,_In 
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zero out tha accrual. This proca88 accomplishes tha goal of assigning the costs to the 
period In which the econonic benefit of the cost was racelvad. 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 1991 and understated In 1992. Since the amounts are Immaterial and the 
errors offsetting, the audit team will not pursue this matter any further. 

SBC GENERAL ALLOCATOR 

SWBT's comments In this section of Its response to the joint audit report take issue 
with the auclt team'S conclu&ion that the costs "relained" by SBC Should be included in the 
calculation of the general allocator to determine the amount of residual costs to charge to 
SWBT. The audt team d1 agnra1 with SWBT'a comments on this topic, and continues to 
fully support the audt conclualona let out aarliar In the report. 

SWBT'a COitit61111 I Itt thll ttltnllon of COI&s by S8C Is neither an "assignment• 
nor 111 "dribullon" of COitl to Clpll'lllil~gUIIIcllrtll. and ..,.._lhould not be rdacted 
in the calculation of the genarlllloclitor, per the FCC CAM guidllln-. SWBT further 
atataa that IUCh a prac:tlce wiiiMd to lloglcal and IIICOI11II111t lllocalon ni8Uita. The 
IUCit team dJIJOIIII wllh u- 1111 rllcM1a. The audt team'a conc:tuJion on this 111ut Is 
bMJd upon an IPPfCIP'•• kilt• fe»n of .. ••• thll ben•• from SBC'a Pfojeds Md 
HrviOH. S8C'a dlrec:t cMrgiJ of COitl .. 'tllnd on blna• received; I.e., If a SBC 
project or 11rvloe bani• SWBT, bul not aiW •nkl...., lhl OOIIIIhould be ciiWCt 
chargld to swat. llhauld • ... ...., , ,.,. ,.. .,.. ...... of ce~tllll• sac -*vftl• do 
not ...... to q of .. •IIJJWI1U,InciUinO SW&i. 1'- .w:llu.IJ would Include, amonoaaw••-..- ~:lrltd .. ma•a-and-.·r••~andnew 
veftCUie ......... _, .... 112 ... -=and not .. fill lfltg •~~~~MIII111 .. the 
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conceptually 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 coats are allocated on the basis of benefits received, but indirect costs are 
all arbitrarily assigned to the operating subsidiaries regardless of the benefits which 
accrue to sec (and not to the subsidiaries) from certain SBC activities. 

SWBra comments criticize the "pretense• that retained expenses are assigned or 
attributed to stockholders, 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 Ita operating subsidiaries for amounts that It retains either, and 
consequenUy 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 coats. 

SWBT further criticizes the adt team's conctuslon by 8188rtlng that the resulting 
allocation to SWBT, If rellined coats went reftectad in the general allocator, would be 
much leu than alagecly jullllld by SWBT'a relatiYe size within sac. This suggested 
alternative wholly n Iuu the point. COI&I should be lllocllled to SWBT baled on the 
benefhllt ,..,... flam •vtces petformed by sac, not 111oc au d aroltrarily on the baaia 
of swara size CCII11J)Ind to 011181 opetJd"'U aubakhrlel. In this reaped, It Ia worth 
relterdng ttwt out of the toCIII coats c1rect dwged to the opetJdng IUblichrlea and to 
SSC, SWBT II c:hllged only 38% of U.. total ~ Given this fllclllkme, It appl818 

to be"*' n rtte end unfljr to Iller 1 to SW8T 7K or men of S8C'a,...,.. coats, aa 
would be ~led using ...... the ....... crtena. 

In .. COlVin.,.. St1J8T J' ' I U.. S8C II lllrriltf to c:Nnge Ill purported 
.... II F ..... pallcf In f881rd to I Ill IQii of coats If the Cllllftdulkml of the ad trNm In 
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purposes. 

sac CoQHKII• Bttocatton CQIII 

SWBT has expressed concern that the audit team expanded the audit scope and 
standard In order to arrive at an adverse flndng regan:ing sac 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 reporta. Furthermore, the cost center title was 
"Capital Insurance Preniums•, and this only added to the uncertainty. The use of the title 
"Capital Insurance Ptemun.• was. IJlPIIr&lllly, nisleading for SWBT as well. The journal 
entry provided to the auc1t team in support of the charge to SWBT incicated that this cost 
wu originally recorded In the Prepaid Insurance Account (Account 1310) and 
subsequently nMNI8d and 18C01dld In the appropriate account. Baa a on the large dollar 
amount and the vague co.t CIM• tllle, questions .,. all*'- data requests wete 
submitted, and data 1111p011ns .,. I8Ciived. The auc1t team 11 surprised at swera 
reepon11 that It had no Idle thl auc1t team was looking Into thilarea. 
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TRANSACTIONS FROM AMI TO SWBT 

Office Space 

1. Pttarmining prevailing Marklt Price. 

SWBT states prevailing market price (PMP) cannot be determined by •merely 
averaging the prices paid by unaffiliated third parties". The affiliate transaction rules 
expliciUy require that H a substantial third-party market exists, charges for services should 
be recorded into the COf11)8fly's regulated accounts at no greater than PMP. The rules do 
not state that the company may substiMe FOC 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 ~ance with the affiliate transaction rules, PMP 
ll'IJ8t be the rate recorded in swars boolca of recon1 The auc1t team used average rates 
for presentation purposes only. The build-outs were included in the total lease rates 
because, aa noted by SWBT in their commenl8, •a variety of factors including location. 
view, ace ass, perklng.lenglh of._, spece requitad and build-out will Influence the cost 
per lqUII8 toot in the..,. buildng". Theoaba, the build-ouCa wena included in order for 
the leue ralll810 SWBT 10 be~ with build-outa or any other "extras" which are 
included in the leases to non-aflllalea. 

Hatll P' JnllD 'lltJII 

SNBI 11 ¢1110 ._ .. IICI ._ SW8T II cbllged tDr Ill~ rooma by 
12 I' 'i ... SW61 II .. bel F ... , Cllf ..... II I ~ H II FWd lliladl Cllf fill Dlfll. HoWIII'If, 
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2. Boom rata dlffarantlal. 

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 rata, 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 expanse of SWBT and its ratepayers. 

SWBT states that since the audit team had bean advised that the room rate 
differential process was discontinued in September of 1993, the audit team's concern of 
this issue had already bean addressed. The audit team submitted a data request to the 
company on August 10, 1993, requesting an explanation of how these monthly rate 
clfferentlal billings are calculated. The company's written response provided August 31, 
1993 made no mention of the tact that this procedut8 would be dscontinuad in September. 
The audit team was not advised of the dl8c:ontlnuance of this billing procedure until a 
follow up telephone conV8f88tion on September 7, 1993, after the audit team had 
queatloned the tnNltm8nt of theM charges by SWBT. The auclt team was also adviuc:l 
at that time that ttMn waa no written documentation avralllble to substantiate the change 
In this Pf'OCICb8 Iince It waaanlntemlll procedure wllhln SWBT. Due to the lack of 
written doc:unlnllllan whldl ~ .,..Ia a SW8T'a TI'IN'8I Servlcea DiYislon to easily 
change theM blllng piOCICUea. the audt team Amllina concerned about the Travel 
Selva~ blllng prcc: 11 lnd lllle\111 this II an .,.. that lhould continue to be monitored 
In the fulufe. 

3. PMq'ng" $d Pdp lPMPt 
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Hotel Majeatic which are available for rental to the general public and business groups. 
Aa the audit team noted in the report, the Hotel Majestic has offered special rates for 
bualnea 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 established 
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. If a third party guest rents a 
room on the same weekend night, the guest is charged only $49, barring special 
circumstances. This eX8!J1lle explk:i11y highlights the purpose of these affiliate transection 
standards to avoid excess charges for affiliate services above market prices, and 
Illustrates the inequity that may result when the standards are violated. 

4. Cost lntprmetlpn lndydad on !OY9kw. 

SWBT lt.II8S thai It would be nothing more than a "reclmdant exercise" to comply 
with ita Internal Opetating Prw:tlce (OP) which raqu~r~s swara affiliates to provide the 
appllceble PMP or FDC on the lmloicea for..,._ povtded to SWBT. The audt team 
cllllgflll, and, • I J8d In the report. b1Revea this Information Ia easentilll for SWBT to 
propMy I8CDid cNtgel 11:1 .. 181P I 11 IS~ /Ia diiOI I lid llbove, PMP Ia the prop1r 
coet atendlud for the Hoell U.,1111c'S room ,_..,.,...to allllllht ttanuc:tion rules. 
TheM .,._ ...... thai the CCIIftPII1) I8CDid no II I 11 r than PMP In ita MgUiated 
1CC0Unta. /Ia _. ill d bJ SWBT, the PMP for the room ,_ may V81'1· Thefefore, In 
Oldlr to PfGPiillr I8CDid .. room c:tw.,.., swa I muet hiMt thlllllfonnlltion available on 
thetrwac. 
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