A.99-03-025  COM/LYN/abw


COM/LYN/abw

Mailed 7/9/2001
Decision 01-06-077  June 28, 2001

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of Roseville Telephone Company (U 1015 C) to Review Its New Regulatory Framework.


Application 99-03-025

(Filed March 8, 1999)

Mark P. Schreiber, Attorney at Law,


and E. Garth Black for Roseville Telephone Company, applicant.

Colleen O’Grady and Mary Vanderpan, Attorneys at Law, for Pacific Bell, intervenor.

Sindy J. Yun and Jason Zeller, Attorneys at Law, for the Office of Ratepayer Advocates.

TABLE OF CONTENTS

Title




























Page

2OPINION

I.
Summary
2
II.
Background
2
III.
Procedural History
4
IV.
Comments on the Proposed Decision
5
V.
Overview
6
VI.
The Audit
6
A.
 Background
6
B.
Corporate Organization, Operations and Affiliate Relationships
7
1.
Organizational Overview
7
2.
Overview of Non-Regulated Telephone Operations
8
3.
Overview of Affiliate Relationships
9
C.  Individual Audit Calculations
10
1.
Audit Calculation 1 – Costs Attributable to Duplicated Holding Company Responsibilities
10
a.  ORA
10
b.  RTC
11
c.  Discussion
11
2.
Audit Calculation 2 – The CEO and Chief Financial Officer (CFO) and Their Staffs Failed to Charge Their Development Efforts to Affiliates
11
a.  ORA
11
b.  RTC
12
c.  Discussion
12
3.
Audit Calculation 3 – The Vice President of Network Development Failed to Properly Charge His Effort in Developing RCS Wireless.
13
a.  ORA
13
b.  RTC
14
c.  Discussion
14
4.
Audit Calculation 4 – RTC Did Not Properly Allocate Cost for the Vice President of Customer Service to RDC.
14
a.  ORA
14
b.  RTC
15
c.  Discussion
15
5.
Audit Calculation 5 – Marketing Executive Costs Charged But Not Billed to Roseville Cable Development
15
a.  ORA
15
b.  RTC
15
c.  Discussion
16
6.
Audit Calculation 6 – Accounting, Budget and Finance Efforts Attributable to Affiliate Development
16
a.  ORA
16
b.  RTC
16
c.  Discussion
17
7.
Audit Calculation 7 – Revenue Accounting Efforts Attributable to Non-Regulated Accounts and to Affiliates
17
a.  ORA
18
b.  RTC
18
c.  Discussion
18
8.
Audit Calculation 8 – Information Services Costs
19
a.  ORA
19
b.  RTC
20
c.  Discussion
20
9.
Audit Calculation 9 – Valuation Project Costs Attributable to RCS Wireless
21
a.  ORA
21
b.  RTC
21
c.  Discussion
21
10.
Audit Calculation 10 – Regulatory Costs Charged But Not Billed to Roseville Cable Development
22
a.  ORA
22
b.  RTC
22
c.  Discussion
22
11.
Audit Calculation 11 – Human Resource Costs Attributable to Affiliate Development
22
a.  ORA
23
b.  RTC
23
c.  Discussion
23
12.
Woman, Minority and Disabled Veteran (WMDV) Program Purchasing Costs
24
a.  ORA
24
b.  RTC
24
c.  Discussion
25
13.
Audit Calculation 13 – Purchasing Costs Attributable to Affiliates
25
a.  ORA
25
b.  RTC
25
c.  Discussion
26
14.
Audit Calculation 14 – Common Office Equipment Maintenance Costs
26
a.  ORA
26
b.  RTC
27
c.  Discussion
27
15.
Audit Calculation 15 – Common Telephone Museum Administration Costs
27
a.  ORA
27
b.  RTC
27
c.  Discussion
28
16.
Audit Calculation 16 – Product Development Section Efforts Attributable to Non-Regulated Telephone Activities
28
a.   ORA
28
b.  RTC
29
c.  Discussion
29
17.
Audit Calculation 17 – Product Development Section Management and Administration Costs Attributable to RLD
29
a.  ORA
29
b.  RTC
30
c.  Discussion
30
18.
Audit Calculation 18 – Sales Section Efforts Attributable to Development of RLD
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
19.
Audit Calculation 19 – Alarm Monitoring, Sales Misallocated to Regulated Expense
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
20.
Audit Calculation 20 – Customer Services Support Costs
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
21.
Audit Calculation 21 – Customer Service Collection Costs
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
22.
Audit Calculation 22 – Alarm Monitoring Costs Attributable to the Non-Regulated Vendor Alarm Business
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
23.
Audit Calculation 23 – Employee Health Insurance Attributable to RDC
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
24.
Audit Calculation 24 – Corporate Advertising Charged to Regulated Accounts
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
25.
Audit Calculation 25 – Development Costs Billable to RLD
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
26.
Audit Calculation 26 – Network Engineering Costs Attributable to RCS Wireless
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
27.
Audit Calculation 27 – Central Office Facilities Attributable to RCS Wireless
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
28.
Audit Calculation 28 – Office Space Costs Attributable to RCS Wireless and RDC
30
a.
ORA
30
b.  RTC
30
c.  Discussion
30
29.
Audit Calculation 29 – Tower License and Roof Space Attributable to RCS Wireless
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
30.
Audit Calculation 30 – Indirect Facilities Overheads Attributable to Non-Regulated and Affiliate Operations
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
31.
Audit Calculation 31 – Residual Costs Attributable to Affiliates
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
32.
Audit Calculation 32 – Residual Costs Attributable to Non‑Regulated Operations
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
33.
Audit Calculation 33 – Regulated Directory Revenue Shifted to RLD
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
D.
 Calculation of NRF Results of Operations and Earnings
30
1.
Regulated Directory Revenues
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
2.
Expensing of Software Development Costs
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
3.
Income Tax Expense
30
a.  ORA
30
b.  RTC
30
c.  Discussion
30
E.  Adopted Audit Results – Sharable Earnings
30
F.  ORA’s Request for Another Audit
30
1.
ORA
30
2.
RTC
30
3.
Discussion
30
VII.
Sharing
30
A.
 RTC
30
B.
ORA
30
C.
 Discussion
30
VIII.
Depreciation
30
A.  RTC
30
B.
ORA
30
C.
Discussion
30
IX.
Price Indexing
30
A.  RTC
30
B.
ORA
30
C.
 Discussion
30
X.
Z-Factor Process
30
A.
 RTC
30
1.
General
30
2.
PBOP
30
B.
 ORA
30
1.
General
30
2.
PBOP
30
C.
 Discussion
30
1.
General
30
2.
PBOP
30
XI.
Monitoring Reports
30
XII.
Pricing Flexibility
30
XIII.
Promotional Offerings
30
A.  RTC
30
B.
ORA
30
C.  Discussion
30
XIV.
Service Quality
30
Findings of Fact
30
Conclusions of Law
30
ORDER
30
Attachment A




OPINION

I. Summary

This decision addresses Roseville Telephone Company’s first triennial review of its New Regulatory Framework (NRF).  By this decision, we (1) retain the sharing mechanism; (2) eliminate depreciation reviews, (3) suspend the I-X (inflation minus productivity) portion of the price adjustment formula, (4) eliminate most Z‑factor adjustments; (5) establish a limited exogenous (LE) factor mechanism; and (6) modify the monitoring report requirements.  In addition we require Roseville Telephone Company (RTC) to amend its shareable earnings filing for 1999 to reflect certain adopted results of an affiliate transactions audit conducted by the Office of Ratepayer Advocates (ORA).  We also order a refund and a permanent revenue reduction related to post-retirement benefits other than pensions (PBOP).

II. Background

In Application (A.) 95-05-030, RTC requested to change its intrastate rates and charges and to implement a NRF.  In Decision (D.) 96-12-074, the Commission adopted new rates and a NRF, effective February 1, 1997.  Ordering Paragraph 7 of the decision required RTC to file an application for NRF review on or before October 1, 1998.  On April 17, 1998, the Executive Director granted RTC an extension of time to file its NRF review application until no later than 150 days after the Commission issued its order in A.98-02-003 and Rulemaking (R.) 98‑03‑040, the Pacific Bell (Pacific) and Verizon California Inc.
 (Verizon) third triennial NRF review proceeding.  The order, D.98-10-026, was adopted on October 8, 1998.  Accordingly, RTC’s NRF review application was due no later than March 8, 1999.

In D.96-12-074 the Commission adopted, with some modifications, the basic NRF framework already established for Pacific, Verizon, and Citizens Telecommunications Company of California (CTC).
  The Commission adopted RTC’s proposal to freeze, or cap, rates for three years, by suspending the I minus X factor portion of the NRF formula until the first review of RTC’s NRF.  Nevertheless, the order adopted the GDPPI as the inflation index and a 4.0% productivity factor.

RTC’s current NRF also includes sharing consistent with that initially adopted for Pacific and Verizon.  There is no sharing between the market and benchmark rates of return, 50% sharing between the benchmark and ceiling rates of return, and 100% return to ratepayers of earnings above the ceiling.  The market rate of return is 10%.  The benchmark rate of return is 150 basis points above the market rate of return and the ceiling rate of return is 500 basis points above the market rate of return.

A trigger mechanism, which initiates a review of the benchmark rate of return, applies if both the 30-year Treasury bond rate and the three-year forecast of the same rate differ by 150 basis points or more for at least three consecutive months from 6.86% (the average 30-year Treasury bond rate on the last days of July through November 1996).  A floor rate of return 325 basis points below the market rate of return was also established.  RTC may petition for reconsideration of adopted inflation or productivity factors if its earnings fall to the floor rate of return or below for two years in a row.

The Commission adopted the same service categories for RTC that are used for Pacific, Verizon, and CTC.  Services are classified into three categories:  Category 1 for basic monopoly services, Category 2 for discretionary or partially competitive services, and Category 3 for fully competitive services.  Prices for Category 1 services are fixed, and are subject to annual change by application of the NRF price cap formula.  Category 2 prices are subject to flexibility within ceilings and floors.  Price floors are based on direct embedded costs or incremental cost studies filed with the Commission’s Telecommunications Division, and are increased each year by inflation, unless a new cost study justifies a different floor.  Price ceilings were to change annually by the NRF price cap formula; however, this portion of RTC’s NRF was suspended.  Category 3 prices are subject to the maximum pricing flexibility allowed by law.

RTC must also submit an annual application for review of its depreciation rates.  These applications must address issues generally covered by both represcription and a technical update of depreciation rates.

Finally, the Commission adopted a series of NRF monitoring reports.  

III. Procedural History

On March 8, 1999, RTC filed an Application for its first triennial review of its NRF.  On April 19, 1999, the Office of Ratepayer Advocates (ORA) filed a Protest to RTC’s Application.

On May 13, 1999, ORA filed a Motion to Consolidate the pending verification and non-regulated operations audit of RTC.  

On June 14, 1999, in D.99-06-051, the Commission ordered ORA to file and serve the final audit report in this proceeding.

On September 27, 1999, ORA submitted its pre-filed testimony concerning RTC’s NRF.  On October 18, 1999, RTC submitted its pre-filed rebuttal testimony.  The Commission held evidentiary hearings on November 1-2, 1999.

On January 3, 2000, ORA filed an audit report in this proceeding in accordance with D.99-06-051.  Thereafter, on January 7, 2000, a second prehearing conference (PHC) was held to discuss the audit report, and to determine whether additional evidentiary hearings would be needed in light of the audit report.  The assigned Administrative Law Judge (ALJ) ruled that ORA would be permitted to submit additional testimony on the results of the audit report.

ORA submitted additional testimony on the audit report on February 9, 2000.  ORA also submitted an errata to the audit report at that time.

On March 31, 2000, RTC submitted its rebuttal testimony.  On April 3, 2000, ORA served both proprietary and non-proprietary versions of the audit report testimony.  

On April 17-21, 2000, evidentiary hearings were held on the audit. Opening briefs were filed by ORA and RTC on May 22, 2000.  Reply briefs were filed on June 20, 2000, whereupon the proceeding was submitted.

IV. Comments on the Proposed Decision

The proposed decision in this matter was mailed to the parties in accordance with Section 311(d) of the Public Utilities Code, and Rule 77.1 of the Commission’s Rules of Practice and Procedure.  Comments were filed on January 9, 2001, and reply comments were filed on January 16, 2001.  All comments were considered.  Corrections and modifications were made to the decision to correct errors and omissions, and to add clarity.

The alternate proposed decision of Commissioner Lynch was mailed to the parties in accordance with Section 311(e) of the Public Utilities Codes and Rule 77.6 of the Commission’s Rules of Practice and Procedure.  Comments by RTC and ORA were filed on June 21, 2001 and reply comments by the same parties were filed on June 26, 2001.  Where warranted, these comments are addressed in the text of this decision.

V. Overview

On March 8, 1999 RTC filed A.99-03-025 to review its NRF.  RTC’s specific proposals are as follows:

· Suspend sharing

· Eliminate price indexing

· Suspend price indexing

· Change the Z-factor criteria

· Change the monitoring requirements

· Increase pricing flexibility 

· Re-affirm authority to make promotional offerings.

VI. The Audit

A.
 Background

In D.99-06-051 the Commission ordered the audit that is addressed in this proceeding.  The audit addressed affiliate and non-regulated telephone relationships and transactions of Roseville Communications Company (RCC).  The audit period is January 1, 1997 through June 30, 1999.  The audit was included in the scope of this proceeding to the extent that it relates to the issue of whether sharing should be eliminated.

The audit was performed for ORA by Overland Consulting.  ORA’s overall recommendation is based on its conclusion that RTC overallocated costs to regulated operations as demonstrated by 33 audit calculations.

In the course of this proceeding, RTC made numerous objections to how the audit was conducted.  However, in this proceeding we are concerned with specific audit recommendations.  We analyze each recommendation individually on its merits, and base our decision on our analyses.  Therefore, we need not address in this proceeding the overall performance of the audit.

B.  Corporate Organization, Operations and Affiliate Relationships

RTC and its affiliates are owned by RCC.  RCC is a holding company.  The following is a description of the corporate organization, operations and affiliate relationships.

1. Organizational Overview

· Roseville Telephone Company (RTC) – Provides regulated local exchange and intraLATA toll services within an exchange territory encompassing Roseville, California and surrounding areas.  RTC provides various non‑regulated communications services, including telecommunications equipment and wiring, alarm monitoring, coin telephone and competitive local access services to business customers outside local exchange boundaries.

· Roseville Directory Company (RDC) – Sells directory advertising and arranges for printing and distribution of RTC’s exchange area white and yellow page directories.  RDC also publishes an independent (competing) telephone directory in the Auburn-Grass Valley area of central California (outside RTC’s exchange boundary), and publishes the exchange area directory for Foresthill Telephone, a small neighboring local exchange company.  RDC began operating in March, 1997.

· Roseville Long Distance (RLD) – Resells Sprint long distance service to RTC and to residential and business customers of RTC.  RLD began offering service commercially in September, 1997, coincident with RTC’s implementation of intraLATA pre-subscription.  

· Roseville PCS and RCS Wireless – Provides wireless PCS phone services in and around Roseville, California.  RCS Wireless began offering commercial wireless telephone service in July, 1999, one month after the audit period.

· Roseville Cable – A shell created to operate the Roseville, California cable TV operation that RCC attempted to acquire from Jones Cable.  The acquisition did not take place.  Roseville Cable is currently inactive.

· RCS Internet – This subsidiary was launched in mid 1999.  RCS Internet provides internet connectivity and modem installation.  The subsidiary was formed to complement digital subscriber line services, which were rolled out at approximately the same time.

2. Overview of Non-Regulated Telephone Operations

RTC is engaged in both regulated and non-regulated telephone businesses.  Regulated telephone services consist of exchange telephone, exchange access and intraLATA toll services.  Non-regulated telephone services consist of everything else.  Key non-regulated telephone businesses include.

· Customer Premises Equipment, Networks and Wiring – RTC sells and leases telephone equipment, designs local and wide area networks, and sells and repairs inside wiring.  Sales are primarily to business customers in the Roseville area.  

· Alarm Monitoring – RTC monitors alarms for approximately 30,000 alarm vendors who resell the service on a retail basis.

· Coin Phone – Through a separate RTC division, RTC installs unregulated coin phones in and around its local exchange service territory.  

· Competitive Local Exchange (CLEC) Service – Near the end of the audit period, RTC began selling transmission and wide area network services outside RTC’s exchange boundary.  In September, 1999, RTC began providing local area network service.  There were no measurable revenues during the audit period.  

3. Overview of Affiliate Relationships

Affiliate relationships and transactions are covered in the audit.  The following list includes the most significant relationships.

1. Services and Facilities Provided By RTC to Affiliates

· RTC provides corporate executive, administrative and general services on behalf of RCC to all affiliates.  Corporate administrative and general services include accounting, finance, shareholder, human resources, regulatory, information management, computer operation and maintenance, procurement, distribution and corporate communications.

· RTC provides office facilities, computers, office equipment and vehicles to all affiliates.

· RTC provides advertising, marketing, sales and various customer services to RCS Wireless and RLD.  RTC provides advertising and customer services to RDC.

· RTC provides inside plant engineering, installation, provisioning and maintenance services to RCS Wireless.

· RTC provides transmission facilities, central office space and support systems and space on towers and roofs for antennas and equipment to RCS Wireless.

· RTC provides billing and collection services to RLD and RDC.

· RTC provides interconnection to RCS Wireless to enable connection to the public switched network.

2. RDC provides directory advertising sales, compilation, contract printing and contract distribution (collectively referred to as directory publishing) to RTC.

3. RLD provides long distance telephone service to RTC.

4. RCS Wireless provides PCS wireless phone service to RTC.

C.  Individual Audit Calculations

4.  Audit Calculation 1 – Costs Attributable to Duplicated Holding Company Responsibilities

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($141,452)
-
($138,018)
-
($140,018)

a.  ORA

ORA proposes to remove an amount equal to one half of the RTC allocation of RCC chairman Robert Doyle’s $330,000 salary from regulated expense.

Doyle retired as RTC’s Chief Executive Officer (CEO) in 1993.  ORA believes that Doyle has no involvement in the day-to-day activities of RTC or RCC.  Therefore, there is no need to have two persons earning CEO salaries.  ORA removed only half of Doyle’s salary because he would receive retirement pay of about that much.  Since regulated expenses may already have accrued an amount for Doyle’s retirement expenses, ORA believes this is a conservative adjustment.

ORA states that it is not making a recommendation that Doyle should not be paid.  ORA merely recommends that the costs should not be entirely allocated to ratepayers.

b.  RTC

RTC opposes the reduction because it is outside the scope of the audit and Doyle’s salary was found reasonable in RTC’s general rate case D.96‑12-074.

c.  Discussion

In D.96-12-074 we addressed this issue and declined to adopt a similar recommendation by ORA.  Since the situation appears to be substantially the same here, we will not adopt ORA’s recommendation.

5. Audit Calculation 2 – The CEO and Chief Financial Officer (CFO) and Their Staffs Failed to Charge Their Development Efforts to Affiliates

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($97,377)
-
($112,598)
-
($145,854)

a.  ORA

ORA found that during the audit period the CEO, CFO and their staffs allocated only 8 of 31,000 hours directly to affiliate and non-regulated telephone company businesses.  The CEO and CFO timesheets, which were not filled by the CEO and CFO themselves, contained no information describing the activities performed.  ORA found evidence of time directly spent on affiliate business development such as cable TV.  ORA allocated 10% of the CEO’s, CFO’s and their staff’s time to non-regulated businesses because it believes that at least that much could have been directly allocated.

ORA believes that it is entirely appropriate and practical to directly bill executive time when the activities performed are clearly related to specific affiliates.  Examples would include time when the executive is away on affiliate related business or in meetings related to specific affiliates.

b.  RTC

RTC’s CFO, Michael D. Campbell, testified that he and the CEO, and consequently their staffs, spend almost all of their time directly involved with RTC operations and allocate the remainder using a three-factor formula.  RTC also notes that ORA did not interview the CEO or CFO during the audit.  Each affiliate has its own management team which runs its operations.  In addition, the majority of the development of the Roseville Cable, Roseville PCS and RCS Wireless operations was performed in 1997 by RTC staff who directly assigned their time.  Therefore, it is inappropriate to assign executive time to those development efforts for the entire audit period as ORA did.

RTC states that ORA’s adjustment should not be adopted because it is contradicted by RTC’s CFO and ORA’s analysis is flawed because it is attempted to assign development costs over the entire audit period.

c.  Discussion

The CEO and CFO are charged with oversight of the entire corporate family.  Not surprisingly, most of the operations are more directly managed by subordinate management.  Therefore, we would expect that the vast majority of the CEO and CFO’s time would be allocated rather than directly assigned.  However, we find that RTC’s direct assignment of only 8 out of 31,000 hours to affiliate and non-regulated business is not credible.  We would expect that more time be devoted to specific affiliates in order to understand what each affiliate is doing and to provide some oversight of the affiliates’ management.  Such time could be directly assigned.  

However, the issue here is whether such increased direct assignment would result in a substantially different allocation than achieved by the three-factor formula.  While ORA’s claim that more time should be directly allocated is reasonable, its 10% estimate is unsupported.  We are not convinced that the end result would be substantially different.  We will not adopt ORA’s recommendation.

6. Audit Calculation 3 – The Vice President of Network Development Failed to Properly Charge His Effort in Developing RCS Wireless.

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($24,681)
-
($25,885)
-
($29,120)

a.  ORA

ORA alleges that Rulon Blackburn, RCC’s Vice President of Network Development, charged none of his, his secretary’s or his administrative assistant’s time to RCS Wireless during the audit period.  However, during the period, Blackburn played a role in the development of RCS Wireless.  He attended at least two related conventions and kept the RCC Board of Directors informed about development progress.  ORA also states that Blackburn does not fill out or check his own timesheets.

ORA assigned 10% Blackburn’s time to RCS Wireless for the audit period.

b.  RTC

Blackburn testified that he spent very little time on RCS Wireless in 1997 and 1998.  In 1999, a portion of his time was assigned to RCS Wireless.  RTC states that ORA did not interview Blackburn during the audit.  Instead, ORA relied heavily on articles in an employee newsletter and Board of Directors meeting minutes.  RTC believes that this is inadequate to justify ORA’s adjustment.

c.  Discussion

ORA relies on articles in the employee newsletter to indicate that Blackburn did spend time on RCS Wireless.  Blackburn states that he spent very little time on RCS Wireless.  He does not say that he spent no time on RCS Wireless.  The issue here is how much time Blackburn spent on RCS Wireless.  ORA’s estimate of 10% is not sufficiently supported.  Therefore, we will not adopt it.

7. Audit Calculation 4 – RTC Did Not Properly Allocate Cost for the Vice President of Customer Service to RDC.

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($15,786)
-
($17,053)
-
($24,226)

a.  ORA

ORA states that Jay Kinder, RCC’s Vice President of Customer Service is, among other things, in charge of the directory publishing subsidiary RDC.  Kinder charged no time to RDC during 1997, when RDC was initially staffed.  In 1998, RTC’s accountant caught the error and retroactively allocated 10% of Kinder’s time to RDC in 1997.  The allocation was reduced to about 2% in July, 1998.  None of the costs of Kinder’s administrative staff was allocated or assigned to RDC during the audit period.  Since Kinder is the primary executive responsible for RDC, ORA allocated 10% of the costs of Kinder’s office to RDC.

b.  RTC

Kinder testified that very little of his or his administrative staff’s time was spent on RDC.  Kinder directly assigns time spent on RDC to RDC.  Time not directly assigned is allocated using the three-factor method.  RTC states that ORA’s allocation of Kinder’s time has no factual support and should be rejected.

c.  Discussion

The issue here is how much of Mr. Kinder’s office’s time should have been directly charged to RDC.  Kinder states that he spends very little time on RDC and directly assigns what time he does spend on RDC.  We find this credible.  ORA’s 10% adjustment is not supported.  We will not adopt it.

8. Audit Calculation 5 – Marketing Executive Costs Charged But Not Billed to Roseville Cable Development

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
$(7,036)
($7,036)
-
-
-
-

a.  ORA

ORA says that 127 hours of RCC’s Vice President of Marketing, Phillip Germand’s time should have been billed to Roseville Cable.

b.  RTC

RTC agrees with ORA on this adjustment.

c.  Discussion

Since ORA and RTC agree, we will adopt the adjustment.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($7,036)
-


-

9. Audit Calculation 6 – Accounting, Budget and Finance Efforts Attributable to Affiliate Development

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($9,614)
-
($4,716)
-
-

a.  ORA

ORA alleges that RTC failed to identify and assign development efforts directly attributable to specific subsidiaries during the audit period.  Based on a checklist prepared by a consultant for RTC for development of RLD, ORA estimated that 500 hours of time should have been assigned to RLD for development efforts.  Notwithstanding the existence of the checklist, ORA believes that the need to set up a financial plan, develop accounting policies, coding, financial reporting, inter-company payment procedures, etc. is an obvious requirement.  ORA believes that its estimate is conservative.

b.  RTC

RTC says that it has a centralized accounting system which is not organized along subsidiary or divisional lines.  Accounting service costs are allocated using the three-factor formula rather than directly assigned because it is impractical to directly assign time.

RTC states that its accounting employees did not incur significant time to establish accounting policies and procedures for RLD because the policies and procedures were largely based on existing policies and procedures.  Additionally, RTC believes that the establishment of policies and procedures for intercompany payments benefits all affiliates, not just RTC.

RTC also points out that the checklist ORA relied on was never used and is, therefore, invalid.  In addition, development work for affiliates, if any, was done in 1997 only.  RTC concludes that ORA’s adjustment has no factual basis and should be rejected.

c.  Discussion

The accounting practices and procedures developed for RLD were essentially those that RTC had already developed.  Therefore, we expect that very little time was needed.  However, we believe such time should have been directly allocated.  ORA’s adjustment is based on a checklist that was not used.  However, we agree that at least some of the tasks in the checklist would have to be accomplished.  Therefore, we will adopt half of ORA’s adjustment for 1997, the year in which development would have taken place.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($4,807)
-
-

10. Audit Calculation 7 – Revenue Accounting Efforts Attributable to Non-Regulated Accounts and to Affiliates

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($15,782)
($2,960)
($10,851)
-
-

a.  ORA

ORA’s proposed adjustment has two components.  The first is to increase the 1998 non-regulated telephone allocations of RTC’s Revenue Accounting Manager’s cost to 6%.  In 1997, RTC retroactively adjusted the non‑regulated telephone share of the manager’s cost to 6.5% based on a study RTC conducted.  In 1998, the manager charged only 35 hours to non-regulated telephone.  RTC’s overall assignment of time by the accounting section is in line with non-regulated revenue as a percentage of total revenue.  Therefore, ORA used a similar figure, 6%, for 1998.

ORA’s second component is the assignment of 1,000 hours of the Revenue Accounting Department’s time to development of the long distance affiliate, RLD.  RTC allocated no time to RLD accounting procedure development efforts.  Based on the checklist referred to in Audit Calculation 6, ORA estimated that 1,000 hours should have been directly allocated to RLD in 1997 and 1998.

b.  RTC

RTC agrees with ORA’s adjustment of the Revenue Account Manager’s time for 1998.  However, RTC does not agree with the assignment of 1,000 hours to RLD.  RTC argues that ORA should not have used the checklist because it was never followed.  RTC also states that RTC did not incur costs to set up accounting procedures for RLD because the procedures already existed.  The procedures are the same as used to set up billing and collection programs for other interexchange carriers.

RTC also states that if such costs had been incurred, they would have been incurred in 1997 when development work for RLD occurred.

c.  Discussion

RTC agrees with ORA’s adjustment to the Revenue Account Manager’s time.  We will adopt it.  However, we find credible RTC’s claim that the accounting procedures used for RLD were already in existence.  Therefore, we will not adopt the balance of ORA’s recommendation.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
-
($2,960)
-

11. Audit Calculation 8 – Information Services Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($36,397)
-
($101,171)
-
$132,734

a.  ORA

ORA adjusts various information services cost allocations.  First, ORA believes that RTC’s three factor formula is heavily weighted in prior year’s telephone plant purchases and is, therefore, inappropriate to allocate current year information services costs.  ORA believes that the Federal Communications Commission (FCC) general allocator is more appropriate.

Second, ORA states that the end user service order and payment and collection factors are based on out of date studies, and were calculated using the wrong methodology.  Additionally, the non-regulated allocation of common customer-related costs was omitted.

Third, ORA believes that RTC’s general purpose computer allocator is flawed.  Virtually all of the computer infrastructure is on RTC’s books, much of which provides benefits to all affiliates.  RTC’s allocator is based on the relative levels of computer assets in each affiliate’s balance sheet.  This method, therefore, inappropriately overallocates these costs to RTC.

ORA’s adjustment revises the allocations and corrects various mistakes and other omissions.

b.  RTC

RTC states that it allocates information services costs pursuant to a study which analyzed the extent of utilization of the services by affiliates and non-regulated operations.  Some costs are assigned directly, while others are allocated using the three factor formula, the end user payment and collection factor and the end user service order factor as appropriate.  Remaining costs are considered common and allocated to non-regulated using the general allocator.

RTC states that ORA’s adjustment should not be adopted because it would have RCS Wireless pay for part of the development of a customer information system it does not use.  RTC also claims that ORA’s use of revenues, much less book revenues, does not reflect the use of the information systems.  Additionally, RTC states that the FCC has determined that revenues do not measure the amount of resources used by an activity.

RTC states that ORA’s adjustment is inconsistent with FCC rules, is not reflective of cost causation and should be rejected.

c.  Discussion

RTC’s end user service order and payment collection factors are based on out of date studies.  RTC’s allocations overallocate computer asset costs to RTC because the computer infrastructure is on RTC’s books.  Therefore, some adjustment is appropriate.  However, ORA’s allocation based on revenues is also flawed.  Therefore, we will adopt half of ORA’s adjustments.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($18,198)
($50,586)
$66,367

12. Audit Calculation 9 – Valuation Project Costs Attributable to RCS Wireless

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
-
-
($19,125)
-
-

a.  ORA

ORA believes that the cost of a valuation study performed to justify transferring RTC’s interest in RCS Wireless to RCC at book value was incorrectly charged to RTC.  ORA states that the cost should not be charged to RTC because it would not have occurred if RTC had not chosen to get into the non-regulated wireless business, and ratepayers should be indifferent to the existence of non-regulated affiliates.

b.  RTC

RTC asserts that since the Commission required the valuation study to determine the fair market value of RTC’s interest in RCS Wireless, the costs should be charged entirely to RTC.  However, RTC decided to allocate about one-third to RCS Wireless given the nature of the regulatory requirement for the valuation.

c.  Discussion

RCC decided to acquire RTC’s interest in RCS Wireless.  RCC was required to follow the Commission’s transfer pricing rules which in turn necessitated the determination of the fair market value of RTC’s interest.  Although the study was performed to satisfy a Commission requirement, it was the result of RCC’s decision to acquire RTC’s interest.  Therefore, RTC’s ratepayers should not have to pay for the study.  The costs should not have been charged to RTC.  We will adopt ORA’s adjustment.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
-
($19,125)
-

13. Audit Calculation 10 – Regulatory Costs Charged But Not Billed to Roseville Cable Development

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($5,966)
($5,966)
-
-
-
-

a.  ORA

ORA identified 190 hours charged to Roseville Cable during 1997 that were not charged or billed to below-the-line accounts.

b.  RTC

RTC agrees that those charges should have been recorded to Roseville Cable.

c.  Discussion

Since the parties agree, we will adopt the adjustment.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($5,966)
-
-

14. Audit Calculation 11 – Human Resource Costs Attributable to Affiliate Development

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($5,273)
-
($10,253)
-
($10,252)

a.  ORA

ORA states that during the audit period, RTC failed to identify and assign 675 human resources hours for development and initial staffing.  These costs should have been directly assigned to RDC and RCS Wireless.  ORA did not find a problem with RTC’s common cost treatment of routine human resource activities related to maintaining staffing at existing subsidiaries.

b.  RTC

RTC claims that its allocation of human resource expense is reasonable.  RTC’s human resource functions are centralized.  Individual affiliates do not have separate human resource organizations.  RTC allocates human resource costs among affiliates based on a head count factor.  RTC believes that it is impractical to identify blocks of human resource time spent on RTC or other individual affiliates.  RTC also states that RTC staffed the majority of RDC ‘s sales force by hiring employees of the contractor that had previously worked on RTC’s telephone directory.  Therefore, the recruiting costs for these personnel were less than might otherwise have been the case. 

RTC also alleges that ORA’s allocation double counts the allocation of expenses to RDC and RCS Wireless.  The double counting takes place because ORA directly assigned costs to RDC and RCS Wireless without removing those same costs from the common cost pool.

c.  Discussion

We do not find credible RTC’s contention that it is impractical to directly assign any human resource costs.  However, we agree with RTC’s contention that staffing of RDC should have required less than might have otherwise been expected since the majority of the sales force came from the previous contractor.  It also appears that some double counting may have occurred in ORA’s adjustment.  Therefore, we will adopt ¼ of ORA’s adjustments.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($1,318)
($2,563)
($2,563)

15. Woman, Minority and Disabled Veteran (WMDV) Program Purchasing Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($11,640)
-
($4,615)
-
($4,092)

a.  ORA

ORA claims that RTC directly assigned two-thirds of the cost of administering the WMDV purchasing program to regulated accounts.  ORA states that these costs should have been recorded in common purchasing accounts and allocated to RTC and all affiliates.  The WMDV program serves both RTC and its affiliates and, therefore, should be paid for by RTC and the affiliates.

b.  RTC

RTC states that the WMDV program is administered solely to meet the Commission’s requirements for RTC.  It is not administered for any unregulated affiliate.  Therefore, RTC believes that these costs should be directly assigned to RTC.  However, RTC recognizes that unregulated affiliates may derive some benefit such as expansion of the vendor pool.  Therefore, RTC directly assigned two-thirds of the costs to regulated operations and one-third to the common cost pool to be allocated to non-regulated operations and affiliates using the three factor formula.

c.  Discussion

We agree that the WMDV program was created to satisfy Commission requirements.  We also agree that non-regulated operations and affiliates derive some benefit.  Therefore, given that the WMDV program was created due to a regulatory requirement, we do not believe RTC’s allocation is unreasonable.  We will not adopt the ORA recommendation.

16. Audit Calculation 13 – Purchasing Costs Attributable to Affiliates

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
-
-
($67,297)
-
($69,254)

a.  ORA

ORA alleges that during 1998 and 1999, RTC treated common purchasing costs as residual costs which were unattributable to specific cost objectives.  Therefore, RTC allocated these costs based on its three factor formula.  ORA believes that these costs should be attributed to affiliates based on measures of purchasing activity.  ORA allocated purchasing costs for RCS Wireless based on the value of RCS Wireless purchases during the audit period.

ORA states that RCS Wireless was allocated 1% of the purchasing costs during a period when 30% of the capital expenditures were for RCS Wireless.  ORA believes that while the value of purchases is not the best allocator, it is more consistent with the underlying nature of purchasing services than RTC’s three factor allocation.

b.  RTC

RTC believes that allocating purchasing costs based on the relative capital expenditures is not reasonable because it is not consistent with the nature of the purchasing services provided to RCS Wireless.  RTC’s purchasing department does not evaluate supplier’s products, select suppliers, negotiate prices or set standards for RCS Wireless.  RCS Wireless performs these functions.  RTC’s primary role is merely to process RCS Wireless’s purchase orders.  

RTC says that ORA’s adjustment is inappropriate because the vast majority of RCS Wireless purchases did not occur until the last quarter of 1998.  Additionally, $11 million of the $11.5 million in capital expenditures by RCS Wireless in 1998 was for the single purchase of a central office switch in November, 1998.

c.  Discussion

We find that RTC has provided a reasonable explanation of why its small allocation of purchasing costs to RCS Wireless was appropriate even though its relative amount of purchases was high.  We will not adopt ORA’s adjustments.

17. Audit Calculation 14 – Common Office Equipment Maintenance Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($1,991)
-
($7,303)
-
($14,890)

a.  ORA

ORA found that, during the audit period, RTC failed to allocate office equipment maintenance to affiliates.  ORA believes that these are residual costs which should be allocated using the general allocator as required by FCC rules.

b.  RTC

RTC does not object to the premise that office equipment maintenance costs should be treated as common costs.  However, RTC believes that since these costs are indirectly attributable to affiliate operations, the general allocator is not appropriate.  Rather, RTC’s three factor formula should be used.  Use of the common allocator is not consistent with FCC rules because the costs are indirectly attributable.  RTC believes that no adjustment is necessary.

c.  Discussion

RTC and ORA agree that office equipment maintenance cost are common costs.  We are not convinced, however, that they are not indirectly attributable.  Therefore, we will not adopt ORA’s adjustments.

18. Audit Calculation 15 – Common Telephone Museum Administration Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($966)
($2,675)
-
-
-
-

a.  ORA

ORA determined that the Museum Administrator charged approximately 900 hours to a regulated product management subaccount in 1997.  ORA believes that the Museum Administrator’s function benefits the corporation as a whole.  Therefore, ORA allocated these costs using the FCC general allocator.

b.  RTC

RTC agrees that the Museum Administrator should charge his time to a common account.  The time was properly charged in 1998 and 1999. RTC agrees that the 1997 time was not properly charged, but disagrees with ORA’s calculation.  RTC believes that the general allocator should be used because the museum displays are RTC or telephone related.  However, RTC believes that ORA’s general allocator is inflated by counting goods and services that are resold.

c.  Discussion

RTC and ORA agree that the museum administrator’s time in 1997 should have been charged to a common account.  The disagreement is in the calculation of the allocator.

As discussed under Audit Calculation 32, we believe ORA’s calculation of the general allocator is correct.  We will adopt ORA’s adjustment.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($2,675)
-
-

19. Audit Calculation 16 – Product Development Section Efforts Attributable to Non-Regulated Telephone Activities

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($16,622)
-
($16,727)
-
($16,242)

a.   ORA

ORA found that Product Development Section employees directly assigned nearly all of their efforts.  ORA analyzed, among other things, the time charged during specific periods when news articles featured articles describing marketing work on non-regulated services.  Therefore, ORA determined that the amount of time RTC’s Product Development Section employees charged to non-regulated services was too low.  ORA believes that the amount of time charged to non-regulated services should have been proportional to the relative regulated and non-regulated revenue.

b.  RTC

RTC points out that FCC rules state that costs should be directly assigned where possible.  This is what RTC did.  In addition, RTC states that the FCC has found that revenues are disfavored as an allocator.

c.  Discussion

We agree that direct assignment of expenses is preferable to an allocation when direct assignment is possible.  We are not convinced that ORA’s allocation is more reflective of actual cost causation than RTC’s recorded direct assignment.  Therefore, we will not adopt ORA’s adjustments.

20. Audit Calculation 17 – Product Development Section Management and Administration Costs Attributable to RLD

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($10,938)
-
($12,895)
-
($13,942)

a.  ORA

ORA found that RTC’s Product Development Section’s managers and their administrative assistants charged virtually none of their time to non‑regulated activities.  ORA believes that, with the exception of the Long Distance Product Manager whose efforts are entirely attributable to non‑regulated operations, 50% of the Development Section’s operations benefited both RTC and RLD.  Therefore, ORA recommends that those costs should be treated as common costs and allocated as such.

b.  RTC

RTC states that for 1997 through August 1998, RLD did not report to the Marketing and Product Development Manager, therefore, no time recorded by the Marketing and Product Development Management or its administrative staff should be assigned to RLD.  Additionally, there is no common administrative staff shared by RTC and RLD.

c.  Discussion

RTC has offered a reasonable explanation as to how these costs were assigned.  The explanation was provided by RTC’s Marketing and Product Development Manager.  We find RTC’s explanation more credible than ORA’s estimate.  Therefore, we will not adopt ORA’s adjustments.

21. Audit Calculation 18 – Sales Section Efforts Attributable to Development of RLD

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($241)
($4,581)
-
-
-
-

a.  ORA

Based on a checklist prepared by an RTC consultant, ORA determined that 200 hours should have been assigned to RLD for sales and marketing development efforts.  ORA asserts that even though the checklist was not actually used to develop RLD, the tasks included in the checklist would have been performed.  Given that RTC charged only 10 hours to RLD during the development period, ORA believes that its adjustment is reasonable.

b.  RTC

RTC states that the checklist was not used and the activities were never performed.  RTC, however admits that 10.5 hours were incorrectly not billed to RLD by RTC for development work during 1997.  These costs should be reallocated to non-regulated activities.

c.  Discussion

ORA relied on a checklist that was not used.  In addition, RTC says that the functions on the checklist were never performed.  Therefore, we are not convinced that ORA’s adjustment is reasonable and will not adopt it.  We will, however, adopt the 10.5 hours adjustment for 1997 proposed by RTC.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($241)
-
-

22. Audit Calculation 19 – Alarm Monitoring, Sales Misallocated to Regulated Expense

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($43,695)
($43,695)
($47,037)
($47,037)
($21,242)
($21,242)

a.  ORA

ORA discovered that RTC allocated approximately 20% of the labor costs and certain non-labor costs from the Alarm Monitoring Sales Section to regulated accounts.

b.  RTC

RTC agrees that it did not charge the Alarm Monitoring Sales Section’s time properly.

c.  Discussion

Since the parties agree, we will adopt ORA’s adjustments.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($43,695)
($47,037)
($21,242)

23. Audit Calculation 20 – Customer Services Support Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($5,968)
($104,760)
($11,443)
($135,891)
-
($176,600)

a.  ORA

ORA states that customer service support activities, which support common regulated and non-regulated customer service functions, are themselves common.  ORA reassigned customer service support costs that RTC had treated as “regulated only” to common subaccounts.  ORA then allocated these costs based on the relative amount of regulated and non-regulated revenue managed by the customer service functions.

b.  RTC

RTC states that the Customer Service Support Section does not support affiliate operations.  It supports RTC’s regulated and non-regulated operations.  The time is charged directly to regulated or non-regulated operations or common costs depending on the work performed.

RTC discovered that the section supervisor’s time was incorrectly charged to a regulated account.  It should have been charged to a common account for 1997 and 1998.  Additionally, in 1999 the section was reorganized and given additional responsibilities.  Accordingly, the section’s time reporting for administrative functions are now recorded as common costs and allocated to non-regulated activities using the customer services manager allocation factor.

RTC states that ORA’s use of an allocator based on revenues is inappropriate.  RTC states that its adjustments for 1997 and 1998 should be adopted.

c.  Discussion

ORA has not provided convincing evidence that RTC failed to properly allocate these costs with one exception.  RTC and ORA agree that the section supervisor’s time should not have been allocated exclusively to regulated operations.  Additionally, we do not find ORA’s use of revenues to be more appropriate than RTC’s method.  Therefore, we will only adopt the adjustments for the supervisor’s time as calculated by RTC.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($5,968)
($11,443)
-

24. Audit Calculation 21 – Customer Service Collection Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($145,528)
($331)
($124,153)
($155)
($143,454)

a.  ORA

ORA found that RTC allocated almost all of the RTC collection representatives time to regulated accounts.  During the audit period, 21,000 hours were assigned to regulated activities, 221 hours to non-regulated coin phone collection and 11 hours to all remaining categories of non-regulated services.  ORA reassigned the time as common and allocated it between regulated and non-regulated services based on the amount of regulated vs. non‑regulated revenues.

ORA states that RTC’s allocation factor is based on the number of regulated and non-regulated lines printed on bills.  ORA believes that relative revenues are more reflective of collection costs than the relative number of lines on bills.

b.  RTC

RTC claims that the FCC’s rules provide that costs are not to be allocated when direct assignment or indirect allocation is possible.  Additionally, relative revenues are disfavored as an allocator.  RTC states that many of the unregulated services are not supported by RTC’s Customer Services Collection Section or are services provided to businesses that require significantly less collection time.  Also, RTC states that adjusting ORA’s methodology to eliminate non-regulated revenues that do not involve collection activities produces a non‑regulated allocation very close to the amount RTC used.  RTC made a correction to its accounting by moving its Collections Supervisor and one of his employee’s time from a regulated account code to a common account code for 1998 and 1999.

c.  Discussion

We believe that, as stated by RTC, some non-regulated activities would require little or no collection effort.  Since RTC’s recalculation of ORA’s adjustment excluding such non-regulated revenues is very close to RTC’s allocation, we will not adopt ORA’s adjustment.  We will, however, adopt RTC’s correction adjustments.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
-
($331)
($155)

25. Audit Calculation 22 – Alarm Monitoring Costs Attributable to the Non-Regulated Vendor Alarm Business

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($159,278)
($159,278)
($127,828)
($127,828)
($180,822)
($180,822)

a.  ORA

ORA found that RTC had improperly recorded and allocated certain alarm monitoring costs.

b.  RTC

RTC agrees with ORA’s adjustment and states that it has taken steps to correct the errors.

c.  Discussion

The parties agree on the adjustments.  Therefore, we will adopt them.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($159,278)
($127,828)
$180,822)

26. Audit Calculation 23 – Employee Health Insurance Attributable to RDC

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($46,610)
($46,610)
-
-
-
-

a.  ORA

ORA determined that certain health insurance costs were paid by RTC on behalf of RDC.  RTC caught the mistake in 1998 but did not record an adjustment for 1997.  ORA’s adjustment makes the correction for 1997.

b.  RTC

RTC agrees that the change should have been made for 1997.

c.  Discussion

Both parties agree that the adjustment should be made.  We will adopt it.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($46,610)
-
-

27. Audit Calculation 24 – Corporate Advertising Charged to Regulated Accounts

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
-
-
-
($1,918)
($29,558)

a.  ORA

In 1999, RCC took out a full page ad on the back cover of the RTC directory.  The ad features the names and logos of various subsidiaries and non-regulated businesses.  The entire cost of the ad was charged to regulated accounts.  ORA points out that the Commission does not permit any of the cost of corporate image advertising to be allocated to regulated operations.  However, for conservatism, ORA’s adjustment allocates 1/5 of the cost to RTC’s regulated operations because the ad listed five RCC subsidiaries of which RTC is one.  As an alternative, ORA recommends that none of the costs be allocated to RTC.

b.  RTC

RTC does not object to the treatment of this cost as common.  However, RTC believes that ORA’s allocation based on the number of subsidiaries is inappropriate because it does not reflect the benefits received by each affiliate.  RTC believes that its three factor formula is more reflective of the benefits received.

c.  Discussion

The Commission does not allow recovery from ratepayers of institutional or goodwill advertising (D.83162 (1974), 77 CPUC 117, 154-5. D.96‑12—074, mimeo p. 135-6).  The advertising that is at issue here had the logos of RTC and four other affiliates on it.  Therefore, we conclude that it was institutional and/or goodwill advertising.  As a result we will not allow any of it.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
-
-
($36,948)

28. Audit Calculation 25 – Development Costs Billable to RLD

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
($79,287)
-
-
-
-

a.  ORA

ORA states that during 1997, RTC employees charged approximately 2,567 hours to RLD.  However, RTC did not bill RLD for 1,500 of those hours.  ORA’s adjustment reflects the billing of the additional 1,500 hours for RLD.

ORA states that RTC pays more than the market price for the long distance service it buys from RLD.  The difference between what RTC pays RLD and what RLD pays Sprint for the use of Sprint’s long distance network goes to the benefit of RCC’s shareholders.  Therefore, RTC is not the primary beneficiary of RLD’s development or operations.

b.  RTC

RTC allocates new product and service feasibility analyses, which occur prior to product development and implementation, to each subsidiary based on RTC’s three factor formula, and to RTC’s non-regulated division based on the general allocator.

RTC believes this is reasonable because:

· it addresses costs related to products or services that ultimately are not implemented,

· all subsidiaries benefit because existing support costs are spread to more subsidiaries,

· existing subsidiaries benefit from resulting economies of scale, and

· new products directly benefit the provision of regulated services.

In this case RTC states that the formation of RLD benefited RTC by using RTC’s access and billing and collection services.

c.  Discussion

The 1,500 hours that ORA assigns to RLD were for the development of RLD.  RLD was created and is in operation.  While RTC may benefit from RLD’s operations, all costs directly related to RLD should have been charged to RLD.  We will adopt ORA’s adjustment.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
($79,287)
-
-

29. Audit Calculation 26 – Network Engineering Costs Attributable to RCS Wireless

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
-
-
($49,033)
-
($49,154)

a.  ORA

ORA states that inside plant engineering of the RCS Wireless network was performed by RTC.  During the audit period, ORA found that RCS Wireless accounted for 20% of the Central Office plant added by RCC.  However, RTC inside plant engineering employees charged less than 2% of their time to RCS Wireless.  ORA estimates that at least 5% of their time should have been charged to RCS Wireless.

b.  RTC

RTC states that the major plant expense for RCS Wireless was for installation of a central office switch.  The engineering and installation work for the switch was done by a contractor and paid for by RCS Wireless.  RTC’s involvement was minimal and was directly assigned to RCS Wireless.

c.  Discussion

RTC has demonstrated that the major plant addition by RCS Wireless did not significantly involve RTC’s inside plant engineering employees.  The costs were paid for or directly allocated to RTC.  Therefore, we are not convinced that ORA’s adjustments are reasonable and will not adopt them.

30. Audit Calculation 27 – Central Office Facilities Attributable to RCS Wireless

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Revenues
-
-
-
$20,052
-
$147,316

a.  ORA

ORA determined that RCS Wireless occupied central office space at RTC’s Citrus Heights central office from October, 1998 until the end of the audit period.  RCS Wireless was not charged for the space it occupied.  ORA’s adjustment includes the revenue that RTC should have received from RCS Wireless for use of the space.  The amount is based on the $167,000 RTC claims it charged to RCS Wireless at the close of 1999.

b.  RTC

RTC states that it was unable to determine the correct market price to charge RCS Wireless until it completed an agreement with a third party for use of such space.  RTC states that before it closed its books for 1999, it recorded an adjustment of $167,000 for the period of November 1998 through December 1999 based on RTC’s proposed collocation prices.  RTC will true-up those charges based on the charges that will be set for collocation in a pending arbitration proceeding with Covad Communications (Application 00-01-012).

c.  Discussion

We find that ORA is correct that RCS Wireless was not charged for collocation during the audit period.  RTC booked collocation revenues of $167,368 in late 1999, after the audit period.  Our calculation of the audit results is based on 1999 recorded data except for Audit Calculation 32.  Therefore, we will adopt a revenue adjustment of $20,052 for 1998 and subtract this amount from 1999.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Revenues
-
$20,052
$20,052

31. Audit Calculation 28 – Office Space Costs Attributable to RCS Wireless and RDC

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Revenues
$58,012
$58,012
$63,286
$63,286
$137,608
$137,608

a. ORA

ORA determined that RTC charged RCS Wireless and RDC a market rate of $1.35 per square foot for leased office space.  The Commission’s transfer pricing rules require the use of the higher of the fully distributed costs or market costs.  RTC’s fully distributed costs were $2.75 per square foot.  RTC should have charged the higher cost as reflected in ORA’s adjustment.

b.  RTC

RTC agrees that ORA’s calculation of office space costs is correct.

c.  Discussion

Since both parties agree, we will adopt ORA’s adjustments.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Revenues
$58,012
$63,286
$137, 608



32. Audit Calculation 29 – Tower License and Roof Space Attributable to RCS Wireless

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Revenues
-
-
-
$15,064
-
$60,258

a.  ORA

ORA found that in September, 1998, RTC entered into five-year lease agreements with RCS Wireless to provide space on its antennas and roofs at a specific rate.  Within eight months, RTC had entered into contracts to provide similar space to other non-affiliated providers at rates averaging 38% to 56% more.  ORA’s adjustment assumes that RCS Wireless should have been charged the same as non-affiliated providers.

b.  RTC

RTC states that the September 1998 price charged to RCS Wireless was based on the lease prices negotiated with an unaffiliated third party.  RTC signed a lease with a third party that provided for the same rate over the lifetime of the lease as was charged to RCS Wireless.  In addition, the price was comparable with prices RCS Wireless negotiated with unaffiliated third parties.  As market prices have risen, RTC has increased its prices for more recent leases.

c.  Discussion

If RTC negotiated a lease price that met our requirements at the time, subsequent unforeseen developments do not make the lease unreasonable.  ORA has not stated that the initial negotiated price was unreasonable at the time.  We will not adopt ORA’s adjustments.

33. Audit Calculation 30 – Indirect Facilities Overheads Attributable to Non-Regulated and Affiliate Operations

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($184,071)
($663,480)
($304,389)
($899,507)
($422,928)
($1,188,646)

Rate Base
$2,921,652
$2,921,652
$2,846,933
$2,846,933
$2,792,994
$2,792,994

a.  ORA

ORA found that during the audit period, RTC allocated facilities costs to non-regulated RTC operations using a “land and building” allocator based or an outdated building usage study.  ORA computed a facilities loading factor of 37.02% to be applied to employee labor dollars to correct RTC’s allocation.

ORA states that its calculation matches current activities performed for affiliates and non-regulated operations with current facilities costs.  Additionally, ORA’s calculation includes all capital and expense costs associated with facilities.  ORA states that RTC did not allocate any land and building costs to affiliates.

ORA believes that although RTC’s calculation somewhat refines ORA’s calculation, it is not accurate.  Therefore, ORA believes that a factor between RTC’s 22.6% factor and its 37.02% factor should be used.

ORA notes that in RTC’s calculation of its expense adjustment, it not only used a lower factor, but it also applied the factor only to the much smaller pool of labor hours included in its other proposed adjustments.

b.  RTC

RTC agrees that its usage study is outdated.  However, it does not agree with ORA’s 37.02% factor, RTC states that ORA’s calculation is wrong because:

· it assumes all employees use space equally,

· RTC’s outside plant employees have building and plant space dedicated to their use,

· some land and space are used exclusively by RTC,

· RCS Wireless leases space from an unaffiliated party,

· some building investments were excluded by ORA,

· ORA excluded contract labor used by RTC, and

· the FCC requires that space be allocated based on how it is actually used.

RTC states that it has not finished updating its study.  Therefore, RTC agrees to use its revised calculation of ORA’s factor for this proceeding (22.61%).  RTC’s revised calculation corrects errors it found in ORA’s calculation.

c.  Discussion

It appears that ORA’s factor of 37.02% is imperfect.  RTC’s allocation factor has not been shown to be correct.  Therefore, as recommended by ORA, we will use a factor in between the two.  Since neither calculation has been shown to be better than the other we will split the difference.  We will use a factor of 29.8%.  Since there is no disagreement on the rate base adjustments, we will adopt them.

Adopted Adjustments:  (Does not include expense effect of adopted factor.)

Adjustment to
1997
1998
1999

Rate Base
$2,921,652
$2,846,933
$2,792,994

34. Audit Calculation 31 – Residual Costs Attributable to Affiliates

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($18,126)
$123,958
($65,534)
($834,113)
-
($1,887,952)

a.  ORA

ORA determined that RTC allocated residual general and administrative costs using a three factor formula.  ORA states that RTC’s three factor formula is flawed because:

· it assigns costs based on assets recorded in prior years,

· it classifies common assets as belonging to RTC,

· it classifies employees with administrative and general functions as RTC employees,

· the three factor formula is applied to the same pool of costs to which the FCC general allocator is applied for allocating to non-regulated telephone activities.

· use of the three factor formula and the general allocator to allocate the same pool of costs is prohibited by the FCC.

· the FCC rejected use of the three factor formula for allocating residual costs.

ORA states that residual general and administrative costs should be allocated to affiliates the same way they are allocated to non-regulated operations using the general allocator.

b.  RTC

RTC states that use of its three factor formula for allocation to affiliates is appropriate because it is based on cost causation.  Since there is a direct link between resource utilization and the size and nature of operations, the three factor formula is appropriate.  The three factor formula is based on gross plant, total expenses and employee headcount.  RTC states that since ORA’s allocator is not based on available cost-causative indicators, it is inconsistent with FCC requirements.  RTC states that its use of the general allocator for allocation of the same pool of costs to non-regulated operations is also appropriate because no cost-causative relationship exists for non-regulated operations.  This is because while the affiliates are free standing with respect to RTC, RTC’s non‑regulated operations are not.

c.  Discussion

We will adopt ORA’s proposed adjustment.  We find that RTC’s three-factor formula does not reflect cost causation and leads to an under-allocation of common general and administrative expenses to unregulated affiliates.  ORA’s use of the general allocator based on expenses is the better of the two approaches in the record.

We begin our analysis by noting that the parties agree that we should apply Part 64 rules.  RTC is correct that those rules establish a hierarchy of approaches to allocating costs.  Part 64 favors allocation based, whenever possible, upon direct analysis of the origin of the costs and, as a second choice, based upon “an indirect, cost causative linkage” to another cost category (or categories).  If neither of these options are feasible, Part 64 directs the use of a “general allocator computed by using the ratio of all expenses directly assigned or attributed to regulated and nonregulated activities.”  (47 CFR Section 64.901(b)(3).)  RTC claims that its three-factor formula comports with the second-choice use of an indirect, cost causative allocator.  ORA disagrees that RTC’s formula reflects cost causation and concludes that the general allocator must be used.

The fact that RTC claims that its three-factor formula is based on cost causation does not make it so.  The issue here is whether the factors identified by RTC would fairly approximate the extent to which common general and administrative costs are caused by RTC, on the one hand, or RTC’s regulated affiliates, on the other hand.   RTC’s three factors are gross plant (i.e., a comparison of the assets of RTC with those of its affiliates); expenses (i.e., a comparison of the expenses of RTC with those of its affiliates) and employee headcount (i.e., a comparison of the number of employees of RTC with those of its affiliates). 

We are persuaded by ORA that RTC’s three-factor formula does not reflect cost causation and instead over-allocates costs to RTC.  ORA correctly points out that the three-factor formula over emphasizes asset accumulations, both through the gross plant factor and through depreciation expense reflected in the expense factor.  As a mature company, RTC has accumulated considerable assets over a long period of time.  In contrast, in a dynamic and fast changing period in the telecommunications industry, most of RTC’s affiliates – including RDC, RLD, Roseville PCS and RCS Wireless, and RCS Internet --  were just coming into existence during the audit period.  Even though these affiliates obviously required the expenditure of general and administrative costs, they have had little time to accumulate assets.  Consequently, the use of accumulated assets as a significant factor in allocating common costs – as reflected in the gross plant factor and the depreciation component of the expense factor – does not provide a reasonable approximation of the extent to which affiliates caused common costs to be incurred.

ORA makes the point quite well:  

“In 1997, Roseville performed financial forecasting and budgeting for a significant new affiliate – RCS Wireless.  The amount of budgeting and forecasting effort in 1997 may have been indirectly related to RCS Wireless’ future size, but it was definitely not related to RCS Wireless’ past size (RCS Wireless had no past size).  However, for the budgeting and forecasting effort conducted by RTC, RCS Wireless gets no allocation from the asset component of Roseville’s three-factor formula, because RCS Wireless has yet to buy the assets being budgeted.  RCS Wireless also gets no allocation from the headcount or operating expense components of the formula, because it has yet to hire the employees being forecasted.  Using Roseville’s backward-looking three factor formula, another subsidiary (guess which one) must have ‘caused’ the 1997 financial forecasting and budgeting effort conducted for RCS Wireless.  The budgeting and forecasting costs in this example were ‘caused’ by current period activities, not by past-period asset acquisitions.  The FCC’s general allocator produces a rational allocation of residual cost because it is based on a composite of costs incurred in conducting current period activities.  While the general allocator is not perfect (indeed, the forecasting effort described above demonstrates why it is important to identify and directly assign efforts associated with an affiliate), it is certainly better than an allocator loaded with decades of prior period regulated asset accumulations.”  (ORA Opening Brief at 70, emphasis in original).

The reasoning of the FCC’s Order on Reconsideration in which it modified the Part 64 rules applied here buttresses our conclusion that RTC’s three-factor formula over-emphasizes past activities as an estimator of current cost causation.  There, in determining how to calculate the general allocator, the FCC rejected AT&T’s proposal to use expense data from the prior year.  The FCC found:  

“AT&T’s proposal, to use prior year’s data updated quarterly, would appear to produce skewed results in an environment in which nonregulated services offered through the network are expected to grow dramatically.  Use of last year’s data would consistently understate non-regulated usage.”

Even though the FCC wrote those words in 1987, they are more relevant today, when services provided by unregulated affiliates have proliferated and grown exponentially.  In this environment, use of an allocator – such as RTC’s three-factor formula -- that emphasizes past asset accumulation would “consistently understate” usage by unregulated affiliates.

In comments on the Alternate Proposed Decision, RTC cites examples in which it believes the use of the general allocator would have the effect of over-allocating costs to unregulated affiliates.  In particular, RTC states that the operating expenses of unregulated affiliates such as RLD and RDC include significant levels of expenses that are billed for activities that are “likely” not reflective of activities performed by RTC personnel, such as the purchase of switched access, long distance service for resale, or directory services.  (RTC Opening Comments at 5, citing Ex. RTC-13).

At best, RTC is contending that there are instances in which the general allocator does not lead to perfect cost allocations.
  However, RTC does not attempt to disprove ORA’s showing that, with respect to other instances of establishing new affiliates (such as RCS Wireless), the emphasis on past asset accumulation in two of RTC’s three factors does not lead to a cost-causative allocation of costs, but rather to an over-allocation of costs to RTC.

As the FCC made clear in its order adopting the Part 64 rules, the main purpose of the rules is to “guard[] against cross-subsidy of nonregulated ventures by regulated services.”
  Furthermore, under the Part 64 rules, RTC must demonstrate that its indirect allocation method is based upon a “cost-causative linkage.”  As we have explained, RTC has not shown that its three-factor allocator is based upon a cost-causative linkage.  In fact, RTC’s formula’s over-reliance on past asset accumulations leads to over-allocations to the regulated entity, precisely what Part 64 is designed to prevent.  Because this record lacks any method that either directly or indirectly allocates costs based on cost causation, under the Part 64 rules, the general allocator is the default allocation device to use.  

Because RTC’s three-factor formula is inappropriate, we adopt ORA’s audit adjustment for 1997, 1998, and 1999 using the default general allocator authorized by Part 64. By this decision, we do not preclude RTC in future years from using an allocator different from the general allocator (but not the three-factor formula that we find deficient in this decision) if RTC can meet its burden of showing that such a different allocator is based on cost-causation and does not lead to cross-subsidy of its unregulated affiliates.

Adopted Adjustments:

Adjustment to
1997
1998
1999

Expenses
$123,958
($834,113)
($1,887,952)

35. Audit Calculation 32 – Residual Costs Attributable to Non‑Regulated Operations

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
($65,954)
($1,040,131)
($71,783)
($773,786)
($32,195)
($822,620)

a.  ORA

ORA states that residual costs are costs for which neither direct nor indirect measures of cost allocations can be found.  The FCC requires that these costs be allocated using a general allocator computed by using the ratio of all expenses directly assigned or attributed to regulated and to non-regulated activities.

ORA found that in calculating its general allocator, RTC excluded from directly assigned or attributed expenses a number of non-regulated expenses.  RTC excluded all direct non-regulated expenses except alarm monitoring expenses.  RTC also excluded indirect non-regulated product management, sales and advertising expenses.

ORA agrees with RTC that it is appropriate to remove the costs of goods sold as required by the FCC.  However, the FCC defines the cost of goods sold as the cost of goods held in inventory for resale.  ORA states that the costs RTC excluded are not items purchased for resale, and, therefore, should not have been excluded.

The Costs RTC excluded include:

· customer telecommunications consulting and engineering services provided by RTC employees,

· installation and maintenance labor and labor loadings related to equipment and wiring sales, equipment leases and warrantees,

· costs of installation, maintenance and collection from RTC’s coin phones,

· depreciation on leased equipment, and

· indirect costs of product management, sales and advertising expense.

ORA recommends that its proposal, adjusted to remove “material cost of sales,” “OEL Maintenance Material” and “T&M Material,” be adopted.

b.  RTC

RTC claims that it removed from the calculation of the general allocator only the costs of goods sold.

c.  Discussion

The issue here is what is meant by the “costs of goods held in inventory for resale.”  We do not see how such costs as consulting, engineering, labor loadings, etc. can reasonably fit that definition.  These may be related costs, but they are not the costs of the goods themselves.  We do not adopt ORA’s specific proposed adjustments because they depend on other adjustments we did not adopt.  We will, however, adopt ORA’s method for calculating the general allocator.

36. Audit Calculation 33 – Regulated Directory Revenue Shifted to RLD

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Revenues
-
-
-
$286,222
-
$327,516

a.  ORA

ORA’s calculation returns ½ of the regulated revenue that RTC ceded to RDC when RDC began publishing RTC’s telephone directory.  ORA claims that RTC’s decision to have RTC publish its directory was not based on an adequate study of the costs involved.  ORA believes that, as a result, RTC’s revenues would be greater if the previous directory publisher had been kept.  ORA recommends that its calculation of the lost revenues or an amount equal to the 5% reduction in regulated directory revenue ceded by RTC to RDC be adopted.

b.  RTC

RTC says that its intention in switching publishers was to increase net revenues associated with directory publication.  As a result of the change, RTC received greater directory revenues from RDC than it would have from with its previous publisher.  RTC further states that had RTC not made the change, its revenues would have decreased.

RTC states that its decision to switch publishers was a management decision.  This decision is beyond the scope of the audit and not related to cost allocations.

c.  Discussion

ORA’s proposal is based upon ORA’s disagreement with a management decision to change publishers.  ORA has not demonstrated that the decision was deliberately intended to reduce RTC’s revenues.  Therefore, we will not adopt ORA’s adjustments.

D.
 Calculation of NRF Results of Operations and Earnings

This section addresses how overall NRF results of operations and earnings should be calculated to determine sharable earnings for 1997, 1998 and 1999.  In addition to the 33 audit calculations, ORA takes issue with RTC’s reclassification of regulated directory revenues, RTC’s expensing of software development costs, and RTC’s income tax expense adjustments.

In addition to opposition to the specific adjustments proposed by ORA,  RTC objects to consideration of the audit results in this proceeding at all.  RTC states that the proposed adjustments are not a proper issue under the Commission’s ordered audit scope.  RTC also states that its sharable earnings advice letters for 1997 and 1998 were filed and not protested.  They should not be reopened now.

37.  Regulated Directory Revenues

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Revenues
($2,930,811)
-
($2,705,613)
-
($3,317,400)
-

a.  ORA

ORA states that pursuant to RTC’s publishing agreement with RDC, RTC is entitled to a percentage of the revenue from RTC’s directory.  RDC’s share is to cover all of RDC’s costs including sales and marketing.

ORA alleges that RTC removed from regulated directory earnings, revenues from advertiser’s in RTC’s directory who are located outside of RTC’s service territory.  ORA represents that RTC removed these revenues prior to applying the allocation of revenues between RTC and RDC.  This is the primary reason that RTC’s composite intrastate separation of miscellaneous revenue for 1997, 1998 and 1999 is substantially lower than what was adopted in the 1996 GRC.

ORA states that all NRF companies are required to reflect directory advertising revenues above-the-line for calculating sharable earnings (D.89-10-031, D.96-12-074).  ORA also points out that the Commission has never permitted RTC to reclassify exchange area directory revenues as non-regulated revenues to be excluded from the sharing calculation.

ORA also points out that it agrees with RTC that revenue from publishing directories other than RTC’s are properly assigned to RDC.

b.  RTC

RTC states that it is appropriate to exclude revenues and expenses from advertisements in RTC’s directory by businesses located outside of RTC’s service territory.  RTC says that such revenues and expenses are non‑regulated.  RTC states that it is necessary to remove this revenue in order to compensate RDC for the related costs.

c.  Discussion

RTC and ORA agree that the RTC directory revenues should be included in the sharing calculation.  The issue is whether revenues and expenses due to advertisers who are located outside of RTC’s territory should be excluded.  Our policy has been to include all directory revenues and expenses in the calculation.  Additionally, the directory publishing agreement between RTC and RDC covers RDC’s expenses.  Therefore, we do not adopt RTC’s adjustment.

38.  Expensing of Software Development Costs

Proposed Adjustments:

1997
1998
1999

Adjustment to
RTC
ORA
RTC
ORA
RTC
ORA

Expenses
-
-
-
-
$5,316,223
-

a.  ORA

ORA states that for 1999 RTC increased regulated operating costs by $5,316,223 to cover the expense for software development.  ORA opposes this adjustment because it does not match the costs with the periods over which the software will be used.  ORA points out that, as required by the American Institute of Certified Public Accountants Statement of Position (SOP) 98-1, RTC capitalized the costs it incurred in 1999 to develop its “Genesys” customer software system in its books.  However, RTC expenses the total cost in 1999 in its sharing calculation.  ORA states that RTC has not provided in its exhibits or workpapers any explanation or justification for this adjustment.

b.  RTC

RTC states that it expensed the software development costs in 1999 because the Commission has not adopted SOP 98-1 for ratemaking purposes.  RTC states that there are other instances where the Commission has requirements for ratemaking purposes that are different from what is required for financial statements.

c.  Discussion

It is not necessary that we specifically adopt SOP 98-1.  The “Genesys” software will be used well beyond 1999 and RTC capitalized its development costs.  There is no reason that RTC should expense the entire costs in 1999 in its sharing calculation.  Therefore, we do not adopt RTC’s adjustment.

39.  Income Tax Expense

a.  ORA

ORA states that RTC uses in its sharing calculations an effective income tax rate that is much higher than the combined California and federal tax rates.  RTC’s combined rate is 47.28% compared to a combined statutory state and federal tax rate of 40.75%.  ORA further points out that RTC’s books for 1999 show an effective tax rate of 40.2%.  ORA represents that RTC has not justified the allowance for funds used during construction (AFUDC), interest expense and deferred item adjustments to its tax calculations that, among other things, cause the higher effective tax rate.  Therefore, ORA recommends that the combined statutory rate be used.

b.  RTC

RTC believes its calculation is correct.  It states that it has utilized adjustments consistent with the California ratemaking rules established for RTC in D.96-12-074.  RTC also states that ORA is incorrect because it did not use the correct state tax rate adopted in 1997.

c.  Discussion

The income tax calculation should follow the same methodology used to develop the startup NRF revenue requirement in D.96-12-074.  RTC’s explanation that ratemaking adjustments could cause the effective tax rate to be higher than the effective tax rate are plausible.  Therefore, we will adopt RTC’s methodology to calculate the income tax expense.

E.  Adopted Audit Results – Sharable Earnings

Our calculation of sharable earnings based on our adopted audit results is as follows:


1997
1998
1999

RTC Reported Rate of Return
9.12%
10.14%
10.55%

 Adjusted Rate of Return
10.77%
11.86%
14.60%

Benchmark Rate of Return
11.50%
11.50%
11.50%

Sharable Earnings
$0.00
$419,505 
$3,781,646 

F.  ORA’s Request for Another Audit

1. ORA

ORA recommends that the Commission order another audit in connection with RTC ‘s next NRF review.  The audit would examine whether RTC’s cost allocations are correct.

2. RTC

RTC opposes this recommendation.  It states that the Commission established a procedure in Ordering Paragraph 16 of D.96‑07‑059 that ORA should follow if it believes an audit is necessary.

3. Discussion

The audit performed by ORA in this proceeding found instances where RTC had not properly accounted for its affiliated transactions.  By this order, we require RTC to make the necessary corrections.  We expect RTC to comply.  

  The Commission recently issued Order Instituting Investigation (I.) 01-04-026, in which it authorized ORA to perform an audit of RTC in connection with an investigation of RTC’s intrastate revenue requirement.  In light of that impending audit, we decline to mandate another audit at this time.  However, in light of the findings of the audit reviewed in this decision, we expect that it will be necessary to review affiliate and non-regulated telephone relationships and transactions of RCC in connection with the next review of Roseville’s NRF.  In addition, we note that ORA may, at any time,  exercise its broad discovery rights under the Public Utilities Code in order to fulfill its duties of representing the interests of ratepayers.  

VII. Sharing

A.
 RTC

RTC requested that the sharing mechanism be suspended because it is unnecessary in today’s competitive market.  RTC also pointed out that D.98‑10‑026 suspended sharing for Pacific and Verizon.  RTC referred to the following language in D.98-10-026.

“…we must now, at a minimum, suspend sharing, with the objective of elimination during the next NRF review (if conditions continue to warrant its elimination).  Dramatic changes are underway as a result of passage of the Telecommunications Act of 1996, our opening of local exchange markets to facilities-based and resale competition, our authorizing CPCNs for over 150 CLCs, our authorizing over 100 interconnection agreements, and as CMA points out, rapid changes in technology . . [¶]  We are convinced by parties advocating the elimination of sharing that sharing can distort operating and investment decisions.  Sharing changes the forecast of present and future cash flows, and introduces greater uncertainty into the present and future stream of revenues, thereby changing the analysis without sharing. . . [¶] While distortions to operating decisions are a vital concern, distortions to investment decisions are perhaps the most costly efficiency consequence of continued sharing, due to the long term effect of delaying or rejecting otherwise cost-effective investments. . . . [¶] Moreover, sharing is asymmetric.  That is, potential competitors . . . make operating and investment decisions without profit constraints. . . . It is imperative . . . that all firms . . . face the same financial analysis as they make operating and investment decisions.  It is imperative that our policies not skew the playing field for or against any potential player, including [ILECs].  To do otherwise compromises the efficiency of the competitive process itself.”

RTC stated that its experience under NRF provides no evidence contrary to the facts that led to the Commission’s conclusion in D.98‑10‑026.  RTC stated that it was not ordered to submit recommendations on market-based and related rates of return in this proceeding.  RTC also stated it did not make such a request because the rates of return would be irrelevant if sharing is suspended and eventually eliminated.

B. ORA

ORA recommends that sharing should be retained for the following reasons:

·  The sharing mechanism has not deterred RTC from increasing its capital investment.

·  Retention of sharing will not result in asymmetrical treatment between RTC and its competitors.

·  There is no real competition in RTC’s service area.

·  RTC’s ratepayers have not received financial benefits from NRF.

· RTC’s cross-subsidization of its affiliates and other anticompetitive behavior warrant retention of sharing.

ORA alleges that according to RTC’s own testimony, RTC has and is making significant investments in technology.  Therefore, sharing is not a disincentive to capital investment.

ORA states that sharing only applies to Category 1 and Category 2 services.  These are services that are either monopoly services or services that are not fully competitive.  Sharing does not apply to Category 3 services which are competitive.  Therefore, sharing does not result in asymmetrical treatment between RTC and its competitors because it does not apply to those services where full competition exists.

ORA asserts that RTC’s number of access lines, number of customers, local usage minutes and net income have increased under NRF.  Competitors only own 1.7% of RTC’s total access lines.  Therefore, ORA asserts that RTC has no real competition in its service territory.

ORA states that Pacific’s and Verizon’s ratepayers received benefits in the form of lower rates because the productivity factors were greater than inflation.  On the other hand, even though RTC’s productivity factor has been greater than inflation, RTC’s ratepayers have received no benefits because price indexing has been suspended.  In addition, Verizon’s customers benefited from sharing whereas RTC’s customers have received no refunds under sharing.

ORA represents that the audit results demonstrate that RTC has engaged in cross-subsidization of its affiliates by improperly allocating costs to and revenues away from RTC.  This cross-subsidization of its affiliates is anticompetitive because it allows the affiliate to provide services below actual costs.  ORA contends that this cross-subsidization has harmed ratepayers because ratepayers were deprived of sharable earnings and there is a higher likelihood that RTC will ask the Commission for revenue increases by claiming financial difficulties.

ORA also points out that the Commission has retained sharing for Citizens Telecommunications Company of California, Inc.

C.
 Discussion

1.
Retention of Sharing Mechanism

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

Under these circumstances, we find that the sharing mechanism should continue to apply to RTC.  In light of the documented cross-subsidization that occurred in the period 1997 through 1999, we cannot assume that similar cross-subsidization will not occur in subsequent years.  As it has operated here, in future years, the sharing mechanism will serve to limit the benefits that shareholders may reap from any improper cost-shifting we may detect.  Combined with effective auditing of RTC’s books and records, sharing can serve as an important means of preventing shareholders from benefiting from cross-subsidization. 

In addition, we agree with ORA that RTC’s experience under NRF is distinguishable from that of Pacific Bell and Verizon.  Unlike customers of those two large LECs, RTC’s customers have never experienced rate reductions from the inflation minus productivity portion of the NRF formula.  Efficiency gains that RTC has enjoyed under NRF are thus not shared with ratepayers in the form of reductions to Category I rates and Category II rate caps.  In light of the continued suspension of the NRF indexing mechanism,
 the sharing mechanism is an important means by which we can allow ratepayers at least an opportunity to gain some tangible benefits from NRF regulation.  We note that California’s other similarly situated mid-sized LEC, Citizens, has agreed to retain sharing as part of a negotiated settlement.

Moreover, although RTC asserts that the sharing mechanism can have an adverse impact on innovation and new investment, the record does not show that the current sharing mechanism has had that effect on RTC.  Under the sharing mechanism, RTC has undertaken a variety of major investment initiatives.  Through its Avalanche project, RTC has upgraded transmission quality to permit faster communications speeds over switched telephone lines.  In addition, RTC has deployed DSL service and ATM service in order to provide increased bandwidth for its residential and business customers.  These upgrades and new services have required substantial levels of capital investment.  RTC claims to be a technologically advanced local telephone company whose advanced capabilities rival those of the largest local carriers.  The record does not provide any reason to challenge this assertion.  

Finally, we reject RTC’s claim that the sharing mechanism places the company at a competitive disadvantage.  As ORA points out, the sharing mechanism does not apply to any of Roseville’s Category III services and therefore can have no effect on services for which RTC lacks significant market power.  The services to which the sharing mechanism applies, Category I and II services, are by definition services over which RTC has significant market power.  The sharing mechanism serves as a check to prevent excessive exploitation of that market power.  In short, sharing only affects services for which competition is either weak or non-existent.  Roseville does not identify any competitive harm that it has suffered as a result of the sharing mechanism.

In comments on the Alternate Proposed Decision, RTC argues that: (1) in D.98-10-026, the Commission found that the possibility of sharing in the future was not a reason to preserve the sharing mechanism; and (2) with the suspension of the sharing mechanism, it is no longer appropriate to use a sharing mechanism as a means of ensuring that the NRF mechanism avoids excessively generous or insufficient earnings.  Neither argument is persuasive.

In D.98-10-026, we did not have the record we have here, which shows, based on a fully litigated audit, that the incumbent local exchange carrier (ILEC) misallocated costs in a way that permitted cross-subsidization of an unregulated affiliate.  Nor did we have a record, such as we have here, in which an ILEC’s reported earnings were below the earnings threshold, but corrected earnings  were above the earnings thresholds.  This, this record is quite different from the record upon which D.98-10-026 was based.  This record fully supports the retention of sharing as a means of preventing RTC’s shareholders from benefiting from similar cost-misallocations and cross-subsidization in the future.

With respect to its second argument, RTC reads excessively narrowly our 1989 decision first adopting a NRF for Pacific Bell and (then) GTE California.  There, the Commission concluded that it should adopt sharing as part of its new incentive-based regulatory mechanism to provide “self-correcting protections.”
  We stated: 

A regulatory structure which combines the price cap indexing approach with a sharing mechanism can provide protection to both shareholders and ratepayers from the risks that the indexing method may over- or underestimate the revenue changes which are needed to keep the utility financially healthy – but not too healthy.  (Id., emphasis added).

The suspension of the inflation minus productivity component does not equate to an abandonment of the price cap indexing approach that was first adopted in D.89-10-031.  In fact, as we stated in D.95-12-052, the “actual impact” of the suspension of the inflation minus productivity component of the indexing formula is to “equate the productivity factor ‘X’ with the GDPPI inflation factor.”
  As stated above, the record of this case, including the fact that RTC has never had a productivity factor that exceeds the inflation factor, leads us to conclude that it would be prudent to retain sharing as a means of preventing excessive earnings that may result from the price cap indexing approach that we continue to apply to RTC.

2.
Refund of Sharable Earnings  

Since sharing should have occurred in 1998, ratepayers should be made whole for the shareable earnings they did not receive.  Therefore, we will require RTC to amend its 1999 shareable earnings filing to reflect the adjustments included herein.  RTC shall add to the 1999 sharable earnings $419,505 that should have been shared in 1998 plus interest calculated in accordance with Ordering Paragraph 16 of D.89-10-031.  

The 1999 sharable earnings calculation in this decision is based on 1999 recorded data with one exception.  Audit Calculation 32 – Residual Costs Attributable to Non-Regulated Operations is based on partial year data.  Therefore, RTC may use full year data for Audit Calculation 32 in its amendment.

In order to ensure that this decision is properly implemented, we will allow ORA additional time to review the amended 1999 shareable earnings filing.  Therefore, we will require RTC to provide ORA with an advanced copy of its amended filing, including complete workpapers, 30 days before it is filed.  ORA and other parties will then have the opportunity to provide comments on the filing as provided for in General Order 96-A.

VIII. Depreciation 

A.  RTC

RTC requested that the requirement to annually file for approval of depreciation rates be eliminated.  RTC stated that this requirement treats it differently than Pacific, Verizon and its competitors.  RTC referred to the following language in D.98-10-026.

“We agree with Pacific that the lack of competitive neutrality in depreciation regulation harms competition, consumers and incumbent firms.  The harm results from possible negative effects on investment decisions, leaving consumers with higher prices and fewer services.  The negative influence occurs when investment decisions are skewed by regulated depreciation rates (if not equivalent to market depreciation rates) used in economic analyses for some firms but not others.  We also agree with GTE that this asymmetry subjects GTE and Pacific to administrative costs not required of CLCs, and is needless with the suspension of sharing.  Thus, our concern about competitive neutrality, and desire to level the playing field whenever possible, persuades us to permanently eliminate depreciation reviews and approvals.”

RTC stated that, given these findings, there is no reason to continue the depreciation filings.

RTC states that by eliminating annual depreciation reviews, the Commission would shift the risk and reward of future investment decisions from ratepayers to shareholders.  This will establish a risk-reward structure commensurate with what NRF was established to accomplish and on par with the evolving competitive marketplace.

RTC states that in D.98-10-026, the Commission found that elimination of depreciation reviews would permanently foreclose any potential franchise impact claim with respect to new investments and depreciation from the effective date of the decision.  The Commission rejected the suggestion that the elimination of depreciation reviews would foreclose potential franchise impact claims with respect to investments made before the requirement was eliminated.  The Commission also stated that it cannot rule out any stranded cost claim for past investments and depreciation.  RTC requests that the Commission should make a similar statement in this proceeding.

RTC alleges that there is no need for a final depreciation study as proposed by ORA.  Even if the result would be an increase in depreciation accruals, the effect on sharing would be minimal.  However, if the Commission does order a final depreciation review, it should allow RTC to recover any increased expense through a revenue increase.  This would be done either through increased prices or through the Z factor or Limited Exogenous (LE) factor mechanism.

RTC does not object to working with ORA to provide information on depreciation.  However, it opposes ORA’s proposed annual reports because they are not required from Pacific or Verizon.

B. ORA

ORA does not oppose eliminating annual depreciation filings so long as RTC is required to adhere to the following requirements which were imposed on Pacific and Verizon in D.98-10-026.

· Permanently give up any potential franchise claim covering investment and depreciation for future investment;

· Do not request changes in customer rates due to changes in depreciation rates; and 

· Determination of Z-factor treatment of depreciation changes resulting from the move towards economic lives should be determined only after a review of the magnitude and the cause of the change.

ORA recommends that RTC also be prohibited from recovering any franchise impact claims resulting from past investments.  ORA believes this is reasonable because RTC did not make any effort to minimize the potential for franchise impact claims by aggressively pursuing competitive depreciation lives for technology accounts as Pacific and Verizon have.  RTC has not changed its depreciation rates since 1994.  Pacific and Verizon have aggressively pursued shorter lives and technical updates since 1990.  RTC should also have done this.

ORA also recommends that, in return for elimination of depreciation filings, RTC should be required to do the following:

· File a final depreciation study using economic lives for review and approval by the Commission; and

· Provide an annual depreciation report to ORA by June 30 of each year setting forth the data on depreciation rates, depreciation lives used, reserve balances and any other depreciation parameters used.

ORA expects that its proposed final depreciation review will not increase depreciation rates.  However, if it results in higher rates, RTC should not be granted a revenue increase because the increase would be due to RTC’s failure to update depreciation rates in a timely manner.  If the result is a significant decrease, RTC should be required to reduce its rates.

ORA points out that RTC’s high depreciation rates have resulted in high depreciation expenses and, as a result, lower sharable earnings.  Unless RTC changes its depreciation rates, sharable earnings will be reduced.

ORA says that Pacific, Verizon and CTC have voluntarily agreed to provide an annual depreciation report to ORA.  In Citizen’s case, the report is part of a settlement agreement adopted by the Commission.  ORA believes that such reports are important tools for monitoring depreciation rates.

C. Discussion 

The parties agree that depreciation reviews should be eliminated.  Therefore, we will eliminate them.  Regarding franchise impacts, elimination will foreclose recovery of franchise impacts for future investments and depreciation.  Recovery of franchise impacts for past investments and depreciation is best addressed when and if RTC files such a request.  We will not require a final depreciation review because ORA has not shown that such a review is necessary to protect ratepayers.  In particular, ORA has not shown that updated depreciation rates would have any effect on sharable earnings.  In fact, some of ORA’s arguments suggest that, for certain accounts, RTC’s depreciation expense has been lower than would be expected.  We also decline to mandate annual depreciation reports, as ORA has not demonstrated that the benefit outweighs the burden.  However, we expect RTC to cooperate with ORA in providing information when requested.

IX. Price Indexing

A.  RTC

RTC requested that the “I-X” price indexing formula, which was adopted and suspended in D.96-12-074, continue to be suspended.  RTC pointed out that, in D.98-10-026, the Commission continued suspension of the price indexing formula for Pacific and Verizon.

RTC stated that reinstatement of indexing would cause it financial harm.  It stated that it would cause inefficient pricing and resource allocation because it is uniformly applied to all prices.  This would cause below cost prices to move further below cost.  RTC also pointed out that it cannot use market power to manipulate Category 1 rates because they are set by the Commission.  For Category 2 services, it cannot charge below the floor rate and use other revenue to cross-subsidize below cost rates to gain a competitive advantage.  For the above reason, RTC believes that there is no reason to reinstate price indexing.  

RTC proposed that, if the suspension is lifted, a productivity factor of no more than 2.69% should be used.  RTC represents that this value represents the most current information on total industry productivity.

B.  ORA

ORA agrees with RTC that the suspension of price indexing should continue.  Additionally, there would be no change in rate caps, ceiling or floors for Category 1 and 2 services and no change in pricing flexibility.

C.
 Discussion

Because the parties agree and the record does not contain a contrary proposal, we will continue suspension of the I-X portion of the price adjustment formula.

X.  Z-Factor Process

A.
 RTC

1. General

RTC proposes that the Commission modify the Z-factor criteria to narrow the scope of exogenous events that qualify for recovery.  Specifically, RTC proposes that the Z-factor criteria be changed to the following.

a. Specific existing items already identified by the Commission such as the future extended area service (EAS) transition authorized by D.96‑12‑074.

b. Z-factor items that are now being implemented such as the Interstate Universal Service Fund, Payphone Deregulation, and Ordering, Billing and Collection Equal Measure, and Fiber to the Curb Adjustments.

c.  Adjustments for impacts of jurisdictional cost shifts.

d. Recovery of Commission mandated cost changes when authorized by a Commission decision.

RTC stated that, for Pacific and Verizon in D.98-10-026, the Commission authorized recovery for limited future exogenous factors and eliminated recovery of new ones except for specified adjustments already identified in other Commission proceedings.  RTC cited the following language from D.98-10-026.

“elimination of new Z-factor recovery shifts risks to shareholders, is consistent with our removing the upper and lower bounds on earnings, reduces asymmetry, simplifies the regulatory process, and is compatible with our promotion of competition, as we continue through this transitional period to a fully competitive market.”

RTC believes its proposal is consistent with the above language.

2. PBOP

RTC states that, at the time D.92-12-015 was issued, RTC was not a NRF company.  Accordingly, RTC followed those portions of D.92-12-015 applicable to cost-of-service regulated utilities.  D.92-12-015 required cost‑of‑service utilities to true-up their PBOP expenses as part of their next general rate case (GRC).  RTC’s PBOP expenses were trued up, and the switch of PBOP expenses to accrual recovery was authorized in the next GRC (D.96‑12‑074).  Since D.96‑12‑074, there have been no Z-factor adjustments for PBOP or any other expenses that were the basis of RTC’s NRF start-up revenue requirement set in D.96-12-074.

RTC states that the fact that actual accruals are different from those adopted in D.96-12-074 does not justify ORA’s proposed revenue reduction.  PBOP is no different from any other element of the results of operations forecasted in the GRC.  Furthermore, ORA’s proposed refund constitutes prohibited retroactive ratemaking.  Additionally, if the Commission were to adjust rates prospectively for this expense, it should also do so for all other elements involved in the revenue requirement adopted in D.96-12-074.

RTC alleges that the requirements of D.92-12-015 and D.97-04-043 for NRF companies apply only to Pacific and Verizon.  Since RTC has never requested Z-factor recovery of PBOP, these requirements do not apply to RTC.

RTC represents that it has been placing funds in the PBOP trust.  It made contributions of $129,896 in 1998 and $57,801 in 1999.  The lower amount in 1999 was due to the fact that the trust earned in excess of what would be expected based on the forecast 1996 GRC test year PBOP expense of $98,600.  Additionally, RTC says that it has been unable to place funds in the trust on a year-by-year basis because of Internal Revenue Code requirements.  Accordingly, RTC has invested the additional PBOP funds until such time as they can be contributed to the trust.  The funds were not diverted.

B.
 ORA

3. General

ORA does not oppose eliminating new Z-factor adjustments, establishing an LE mechanism, and allowing recovery for those items that have been expressly ordered by the Commission for implementation in 2000 and thereafter until they expire or the Commission orders otherwise.  However, ORA opposes recovery of changes in EAS payments because such recovery is not currently a Z-factor.  ORA believes that any recovery of EAS payments must be considered as an LE factor adjustment.  ORA does not oppose LE factor recovery of RTC’s payment of the auditor’s costs of the non‑regulated operations audit.

4. PBOP

ORA proposes that accrual rate recovery for PBOP be eliminated for RTC through a permanent annual revenue reduction of $98,600.  In addition, ORA recommends a one time refund of $165,904 to ratepayers for PBOP funds that were not deposited in an independent qualified PBOP trust as required by the Commission.

ORA states that RTC did not receive Commission authorization to fund PBOP accruals until its 1996 GRC.  In the 1996 GRC decision, D.96‑12‑074, the Commission set RTC’s initial revenue requirement for PBOP accruals.

ORA states that in D.92-12-015 the Commission authorized those utilities subject to cost-of-service regulation to recover PBOP costs associated with the switch to accrual accounting and paid into independent trusts to the extent that they, among other things, establish independent PBOP trusts and make tax-deductible contributions which do not need to be grossed up by a net‑to-gross multipliers.  The decision also provided that NRF utilities could recover, through Z-factor filings, the amount required to be accrued that year to cover future costs less pay-as-you-go costs.  Additionally, NRF utilities could recover only the amount actually put into a PBOP trust.  Z-factor treatment of PBOP would be trued up in subsequent price cap filings.  ORA represents that these requirements were reaffirmed in D.97-04-043.

ORA claims that RTC has not made adequate tax-deductible PBOP contributions, has not recovered PBOP costs through Z-factor filings and has not trued up PBOP costs in its annual price cap filings.  Since RTC is a NRF utility and RTC has not been exempted from the requirements of D.92-12-015 and D.97-04-043, RTC is in violation of item.  Therefore, the revenue requirement for PBOP should be removed from RTC’s authorized revenues.  This would be a permanent, reduction of $98,600 in annual revenues.

ORA asserts that RTC did not make PBOP contributions to the trusts in 1997 and 1999.  This resulted in over-collected revenues of $165,904.  ORA recommends that these funds be refunded to ratepayers.

C.
 Discussion

5. General

RTC and ORA agree on eliminating new Z-factor adjustments, establishing an LE factor mechanism and allowing recovery for those items that have been expressly ordered by the Commission for implementation in 2000 and thereafter.  Additionally, there is no opposition to LE factor recovery of the non‑regulated operations audit costs.  However, ORA opposes RTC’s proposal to allow recovery of specific items not already identified by the Commission for potential Z-factor treatment.

In D.98-10-026, the Commission eliminated consideration of new Z-factor adjustments.  This was done in order to shift more of the risk of cost changes to shareholders and to eliminate the asymmetry with regard to competitors.  Additionally, elimination is consistent with the suspension of sharing and simplifies the regulatory process.

The Commission allowed continued consideration of Z-factors then under review and allowed existing Z-factor adjustments to finish implementation.  This was done because prior Z-factor treatment has increased rates in some instances, with offsetting decreases expected in later years.

The Commission implemented a streamlined advice letter process that allows Pacific and Verizon to request recovery of cost increases or decreases resulting from (1) matters mandated by the Commission and (2) changes in total intrastate cost recovery resulting from changes between federal and state jurisdictions.  This process, called the LE factor mechanism, was adopted because the two allowed exceptions remain potentially significant exogenous events outside of management control.  Rate changes for Commission-mandated cost changes are limited to those costs for which LE factor adjustment is authorized in the underlying Commission decision.

We see nothing unique about RTC that would justify treating it differently.  Therefore, we will eliminate Z-factor recovery immediately.  We will allow further consideration of Z-factors currently before us.  We will also finish implementation of those Z-factors now being implemented.  We will also allow LE recovery of the non-regulated operations audit costs.

In D.00-11-039 in A.99-08-043, the Commission addressed EAS replacement funding.  The Commission ended Pacific Bell’s payments to RTC for EAS and authorized interim recovery from the California High Cost Fund - B.  The Commission also instructed the ALJ assigned to that proceeding to issue an order instituting investigation (OII) into RTC’s revenue requirement to determine the amount to be recovered and whether recovery should be from RTC’s stockholders, ratepayers or both.  Given this development, there is no need to address EAS in this proceeding.

6. PBOP

In D.92-12-015, the Commission stated the following about PBOP:

“We must consider whether NRF utilities should make a one-time Z-factor filing or annual Z-factor filing to reflect PBOP costs.  We note that pay‑as‑you‑go costs are projected to increase over time.  Furthermore, if we retained pay-as-you‑go accounting, any increase in pay-as-you‑go costs would not be entitled to Z-factor treatment.  Therefore, the NRF utilities’ additional recovery for PBOP costs through the Z-factor should be limited to the difference between what is required by accrual accounting and what their pay-as-you‑go costs otherwise would have been.  It appears that the difference between the amount required for PBOP costs under accrual accounting and the amount required under pay-as-you‑go accounting may decrease over time.  Indeed, we have earlier noted evidence that the cost of an accrual funded plan would eventually be less expensive than a pay‑as-you‑go plan.  Therefore, we should not authorize NRF utilities to recover as a permanent Z‑factor the increase in rates for PBOP necessary during the first year.  If we did that, the NRF utilities might realize a windfall.  Accordingly, it appears that yearly adjustments to the Z‑factor recovery for PBOP costs will be required.  Our decision today will order such annual adjustments.”

Ordering Paragraph 2, 3 and 8 of D.92-12-015 provide:

“2.  Regulated utilities under traditional cost‑of‑service ratemaking and the new regulatory framework (NRF) shall be authorized to recover their PBOP costs associated with the adoption of the Statement and actually paid to independent trusts to the extent that the utilities:

“a. Establish and use independent trusts for the receipt, investment, administration, and disposition of PBOP.

“b. Make tax-deductible contributions which do not need to be grossed up by a net-to-gross multiplier.  Earnings to the trust may be tax‑free or taxable to the trust or employees.

“c. Use PBOP trust funds for only PBOP.

“d. Incur PBOP costs that the Commission finds are reasonable and necessary to meet funding requirements based on fair actuarial assumptions, contributions, and investments.

“e. Do not use PBOP to enhance pension benefits.

“f.  Recovery of tax-deductible contributions in any given year shall not increase over the prior year’s PBOP expense recovery by more than 1% of the utilities total prior year’s operating revenue.  For those utilities under NRF, the 1% limit shall be applied to the net changes in their annual price cap revenue base.

“g. The utilities shall, to the extent allowed by the Internal Revenue Service (IRS) and employee unions, apply surplus pension assets (as defined by the IRS) to fund their PBOP expense.

“3.  To the extent that PBOP trust assets cannot or are not used for PBOP obligations, then those assets  shall be returned to ratepayers as allowable by law.  Utility rates are hereafter made subject to refund, but only to the extent necessary to allow such a return to ratepayers of any PBOP assets that cannot be used for PBOP expenses or that have been used for other purposes.

“8.  In addition to the requirements of Ordering Paragraph 2, NRF utilities shall recover through annual Z‑factor filings only the amount required to be accrued that year to cover future PBOP payments, minus their pay-as-you-go costs.  Furthermore, the Z-factor should only recover this amount to the extent it is actually put into a trust.  The Z-factor treatment of PBOP costs shall be trued up in each subsequent years’ Z-factor filings to ensure compliance with these requirements.”

When we authorized the switch to accrual accounting for PBOP, we anticipated an initial revenue requirement increase followed by decreases over time.  For Pacific and Verizon, we established the revenue requirement increase as a Z-factor in D.92-12-015.  We expected annual Z-factor adjustments in the PBOP as the revenue requirement decreased.  Finally, in D.98-10-026, we eliminated the remaining PBOP revenue requirement and eliminated Z-factor recovery of PBOP.

In RTC’s case, in D.96-12-074, we trued up PBOP costs prior to 1997 and set an initial PBOP revenue requirement.  We also adopted for RTC the basic NRF as it had been adopted for Pacific and Verizon.  Therefore, the NRF PBOP requirements placed on Pacific and Verizon apply to RTC.  As a result, decreases in the PBOP revenue requirement for RTC should have been addressed in their Z‑factor filings.  Additionally, since we eliminated the PBOP revenue requirement for Pacific and Verizon in D.98-10-026, we should do so for RTC in this proceeding.

RTC argues that if other expenses reflected in its GRC in D.96‑12‑074 are adjusted, all expenses should be adjusted.  In general we would agree.  When we adopt a revenue requirement in a GRC, it is for the purpose of setting reasonable rates.  It is not a rigid budget that the utility must follow in the test-year or succeeding years.  However, there are exceptions.  In Conclusion of Law 7 in D.92-12-015, we said:

“the utilities under traditional ratemaking and the telecommunications utilities under the NRF process should recover their PBOP costs in rates to the extent that they are able to make contributions to tax-deductible plans.”

Therefore, PBOP is such an exception.

RTC and ORA agree that the PBOP revenue requirement established in D.96-12-074 for RTC is $98,600.  Therefore, consistent with our treatment of Pacific and Verizon, we will reduce RTC’s annual revenue requirement by $98,600.  RTC’s rates shall be adjusted accordingly.

RTC states that in 1998 and 1999 it made PBOP contributions of $129,896 and $57,801 respectively.  RTC made no contributions in 1997.  RTC states that those PBOP funds not invested in the trust because of Internal Revenue Code requirements, are invested in income producing vehicles until such time as RTC can place them in the PBOP trust.  RTC also states that it would need less than $300,000 in the PBOP trust to satisfy the requirement that all of the PBOP revenue requirement must be invested in the PBOP trust.  RTC states that the current balance is over $1.2 million.  We conclude, therefore, that the PBOP trust is well funded and that RTC has not put all of the PBOP revenue requirements for 1997, 1998 and 1999 in the PBOP trust.  We do not conclude, however, that RTC has diverted the excess revenue requirement funds to other uses.  As a result, we will require RTC to file an advice letter to make a Z-factor adjustment to return to ratepayers the 1997 through 1999 PBOP revenues not invested in the PBOP trust.  We shall also require RTC to file an advice letter to refund PBOP revenues not placed in the PBOP trust in 2000 and to reduce the 2001 annual revenue requirement by $98,600 as a surcredit.  The $98,600 annual revenue reduction will be permanent.  Once the funds have been returned to ratepayers and the $98,600 revenue reduction has been implemented, the Z‑factor adjustment shall be eliminated and no further Z-factor adjustments for PBOP shall be filed.

RTC states that the excess POBP revenue requirement funds have been invested.  Therefore, in addition to the funds themselves, the investment proceeds earned by these excess funds, shall also be returned to ratepayers.

XI.  Monitoring Reports

ORA and RTC have reached agreement to eliminate certain monitoring reports and to modify the filing frequency for others.  The amended list of monitoring reports is included as Attachment A.

Since ORA and RTC are in agreement, we will adopt their recommended list of monitoring reports.

XII.  Pricing Flexibility

Initially, RTC proposed that the pricing flexibility rules be modified to eliminate the need for cost studies before pricing flexibility can be exercised.  RTC proposed instead that it not be allowed to set prices below what the competition is charging or the price floors already established for Pacific and Verizon.

Upon further consideration of the issue, RTC withdrew its proposal.  ORA opposes RTC’s initial proposal but not the withdrawal of the proposal.  Therefore, we need not address RTC’s initial proposal.

XIII. Promotional Offerings

A.  RTC

RTC asks that the Commission re-affirm its existing authority to make promotional service offerings with no imputation requirement.

On August 27, 1998, RTC filed Advice Letter 423 requesting authorization to waive 50% of the non-recurring charges for additional access lines.  At the time this application was filed, the advice letter had not been approved.  The Commission approved Advice Letter 423 in Resolution T-16276 dated July 22, 1999.  However, the resolution imposed an imputation requirement on RTC.

RTC states that imputation has only been a requirement for permanent pricing flexibility.  The Commission has never required imputation for RTC’s promotional offerings prior to Resolution T-16276.

B.   ORA

ORA opposes RTC’s request to remove the imputation requirement for promotional offerings.  ORA recommends that, since promotional offerings involve complex pricing issues, the Commission should examine each promotional offering on an individual basis to determine whether imputation is appropriate.

C.  Discussion

In the Assigned Commissioner’s Ruling and Scoping Memo dated May 19, 1999, one of the issues was whether RTC could make promotional offerings.  Since Resolution T-16276 approved RTC’s promotional offering subsequent to the ruling, the issue of whether RTC can make promotional offerings is moot.

Imputation was not an issue at the time the Assigned Commissioner’s Ruling was issued.  It became an issue for RTC when the Commission adopted Resolution T-16276 on July 22, 1999.  Therefore, strictly speaking, the issue of imputation is beyond the scope of this proceeding.  More importantly, however, RTC’s problem is with Resolution T-16276.  If RTC wants to challenge Resolution T‑16276, this is not the place to do so.  We will not address imputation in this proceeding.

XIV. Service Quality

D.96-12-074 ordered RTC to provide as part of its NRF review a comparison of service quality measurements before and after NRF implementation.  RTC submitted the required data which demonstrated that it has exceeded all General Order (GO) 133-B service quality measurement standards since becoming a NRF company.  The data also shows that in most areas that are measured under those standards, service quality under NRF is better than before NRF.

A.
ORA

ORA agrees that RTC’s service quality is in compliance with GO 133-B service quality standards.  However, ORA recommends that the Commission implement customer service guarantees for RTC.  The guarantees would apply to new installations and repair orders.  The purpose is to ensure that RTC’s current level of customer service does not decline.  ORA states that its proposal is an incentive, rather than a punitive measure.  The guarantees consist of rebates to customers when new installations or repairs are delayed beyond specified times.

B.
RTC

RTC opposes customer service guarantees.  ORA made similar proposals in RTC’s last GRC and the Commission rejected them.  RTC states that competition provides it with a sufficient incentive to maintain service quality.  Additionally, according to RTC, ORA’s proposal is inconsistent with the move toward competition.  RTC also contends that in D.00-03-052 in R.98-06-029, the Commission rejected similar proposals by ORA to modify GO 133-B.

C.
Discussion

 ORA correctly points out that GO 133-B does not include standards for the length of time that telephone companies should take to install and repair telephone service.
  ORA’s service guarantee proposal would provide incentives for RTC to complete installations and repairs in a timely manner.  If the record disclosed any indication that customers have been adversely affected by any service quality deteriorations under NRF, we would be inclined to adopt ORA’s recommendation.  However, ORA has not made such a showing.  Accordingly, we reject ORA’s proposal.  

In so concluding, we nevertheless underscore the importance of ensuring that our regulatory policies – including the use of incentive frameworks such as NRF – promote high quality customer service, particularly for those customers who are served by monopoly or near-monopoly providers.  We encourage ORA to continue to monitor RTC’s service quality and to take full advantage of its statutory discovery rights in so doing.  ORA should not hesitate to bring to the Commission’s attention any significant deterioration in RTC’s service quality that it may detect.

Findings of Fact

1. A.99-03-025 appeared in the Commission’s Daily Calendar on March 18, 1999.

2. RTC’s three-factor formula for allocating common general and administrative expenses does not reflect cost causation and leads to an under-allocation of such expenses to unregulated affiliates.

3. Sharing should have occurred in 1998 in the amount of $419,505.

4. The adopted audit calculations as discussed in VI. C, D and E, herein, are reasonable.

5. The adopted audit calculations show that RTC has effectively cross-subsidized its affiliates at the expense of the reported earnings of RTC.

6. RTC’s cross-subsidization had the effect of preventing sharing that otherwise would have occurred.

7. The sharing mechanism serves to limit the benefits that shareholders may reap from improper cost shifting.  

8. RTC’s customers have never experienced rate reductions from the inflation minus productivity portion of the NRF formula.

9. The sharing mechanism is an important means by which we can allow ratepayers at least an opportunity to gain some tangible benefits from NRF regulation.

10. The record does not show that the sharing mechanism has had an adverse effect on RTC’s innovation and new investment.

11. Sharing only affects services for which competition is either weak or non-existent and does not put RTC at a competitive disadvantage.

12. Elimination of depreciation reviews will foreclose any potential franchise impact claims covering investments and depreciation from the day the elimination is effective, forward.

13. The parties agree that depreciation reviews should be eliminated.

14. The parties agree that the suspension of the I-X portion of the price adjustment formula should continue.

15. Elimination of Z-factor adjustments is consistent with suspension of sharing and simplifies the regulatory process.

16. The parties agree that new Z-factor adjustments should be eliminated and an LE factor mechanism should be adopted.

17. RTC has never filed for a Z-factor adjustment for PBOP.

18. RTC’s PBOP trust is well funded.

19. RTC has not put all of the PBOP revenues for 1997, 1998 and 1999 in the PBOP trusts.  The excess revenues were invested.

20. D.96-12-074 trued up RTC’s PBOP costs prior to 1997.

21. The NRF PBOP requirements in D.92-12-015 apply to RTC.

22. Decreases in RTC’s PBOP revenue requirements should have been addressed in Z-factor filings.

23. ORA and RTC agree to the amended monitoring requirements listed in Attachment A.

24. ORA and RTC agree to the withdrawal of RTC’s request to modify the pricing flexibility rules.

25. The Commission approved RTC’s Advice Letter 423 in Resolution T‑16276 and imposed an imputation requirement.

26. RTC’s service quality is in compliance with G.O. 133-B.

Conclusions of Law

1. RTC should amend its 1999 sharable earnings filing to reflect the adjustments adopted in VI. C, D and E.

2. RTC’s sharing mechanism should be retained until further order of this Commission.

3. RTC’s  sharable earnings filings for future years, beginning with earnings for the year 2000, should reflect the adjustments in VI. C and D based on  recorded data for the applicable year.

4. RTC should amend its accounting practices to reflect the adjustments in VI. C and D herein.

5. RTC should amend its 1999 sharable earnings filing to add $419,505 to its 1999 sharable earnings that should have been shared for 1998.

6. RTC should correct its affiliate transaction accounting practices to reflect the adjustments adopted herein.

7. Depreciation reviews should be eliminated.

8. The suspension of the I-X portion of the NRF price adjustment formula should be continued.

9. New Z-factor adjustments should be eliminated.

10. Z-factor adjustments currently before the Commission should be considered.

11. Z-factors now being implemented should finish implementation.

12. LE factor recovery of non-regulated operations audit costs should be allowed.

13. An LE factor mechanism as established in D.98-10-026 should be established for RTC.

14. RTC’s annual revenue requirement should be reduced by $98,600 for PBOP.

15. RTC should return to ratepayers the PBOP revenues that were not placed in the PBOP trust plus the earnings on the investment of these funds by RTC.  Once the revenues have been returned to ratepayers and the $98,600 annual PBOP revenue requirement has been eliminated, the Z-factor adjustment should cease.

16. The amended monitoring requirements specified in Attachment A should be adopted.

17. Imputation as specified in Resolution T-16276 is beyond the scope of this proceeding.

18. ORA should be allowed additional time to review RTC’s amended 1999 shareable earnings filing.

19. In order to implement the changes to RTC’s NRF as soon as possible, this order should be effective immediately.

ORDER

IT IS ORDERED that:

1. Application 99-03-025 is approved only to the extent indicated below.  In all other respects, it is denied.

2. Roseville Telephone Company (RTC) shall, within 90 days of the effective date of this decision, amend its 1999 sharable earnings filing to reflect the adjustments adopted in VI. C, D and E and to include $419,505 plus interest, that should have been shared in 1998.

3. In preparing its amended 1999 shareable earnings filing, RTC may utilize 1999 full year recorded data for Audit Calculation 32.

4. The amended 1999 shareable earnings filing shall include interest calculated in accordance with Ordering Paragraph 16 of Decision 89‑10‑031.

5. RTC shall provide the Office of Ratepayer Advocates with an advance copy of its amended 1999 shareable earnings filing, including complete workpapers, 30 days before it is filed.

6. RTC’s  sharable earnings filings for future years, beginning with earnings for the year 2000 shall reflect the adjustments adopted in VI.C and D based on  recorded data for the applicable year.

7. RTC shall amend its accounting practices to reflect the adjustments adopted in VI. C and D.

8. RTC’s sharing mechanism shall continue in effect until further order of this Commission.  

9. Depreciation reviews are eliminated.

10. The I-X portion of the price adjustment formula is suspended.

11. Z-factor adjustments are eliminated except as specified below.

12. Z-factors now being implemented shall be allowed to finish implementation.

13. An LE factor mechanism as established in D.98-10-026 is established for RTC.

14. Within 60 days, RTC shall file an advice letter to refund post retirement benefits other than pensions (PBOP) revenues not placed in the PBOP trust during 2000, as well as the proceeds from the investment of these funds, and to reduce its 2001 annual revenue requirement by $98,600 as a surcredit.  The $98,600 annual revenue requirement reduction is permanent.

15. Within 60 days RTC shall file an advice letter to make a Z-factor adjustment to return to ratepayers PBOP revenues for 1997 through 1999 that were not placed in the PBOP trust, as well as the proceeds from the investment of these funds.

16. The amended monitoring requirements specified in Attachment A are adopted.

17. This proceeding is closed.

This order is effective today.

Dated June 28, 2001, at San Francisco, California.


LORETTA M. LYNCH


President



RICHARD A. BILAS


CARL W. WOOD



GEOFFREY F. BROWN


Commissioners

I will file a dissent.

/s/ HENRY M. DUQUE

            Commissioner

I will file a concurrence.

/s/ RICHARD A. BILAS

            Commisioner

ATTACHMENT A

#
NRF

MONITORING 

REPORT CODE
REPORT NAME
FREQUENCY
REPORT DESCRIPTION



1
R.A.01-00
G.O. 152, Private Line Alarm
Quarterly
Uniform standards for the installation, maintenance, and operation of private line alarm service provided by telephone utilities.

2
R.A.01-01
G.O. 133-C Telephone Service Levels
Quarterly
Uniform standards for the installation, maintenance , and quality of telephone service.

3
R.A.02-00
Report on Informal Service Complaints (Proprietary)
Quarterly
Identifies the number of informal customer complaints by category of complaint.

4
R.A.02-01
Quality Improvement and Cost Reduction Programs (Proprietary)
Upon Request
Identifies all significant capital and/or expense planned to be incurred in quality improvement and cost reduction programs that RTC intends to begin in the following year.

5
R.A.02-02
Notification of Major Service Interruption
Per Occurrence
Measures customer and network impacts of service interruptions, and details the cause of the failure and restoration of service.

6
R.A.02-03
Summary of Major Service Interruption
Monthly
Summarizes instances of service interruptions shown in the Major Service Interruptions Report.

7
R.A.02-04
G.O. 95 Underground Conversions
Upon Request
Provides information on the underground conversion of existing facilities.

8
R.A.02-05
Quality of Service Performance Report (Proprietary)
Quarterly
Measures service quality based on customer opinions. Used to monitor service quality.

9
R.A.04-00
Detailed Schedule of Access Lines (Proprietary)
Quarterly
Provides a detailed schedule of residential, business and other switched access lines.

10
R.A.05-00
Summary of Category II Rate Changes
Annually
Reflects the changes in rates for Category II services.

11
R.A.XX-00
G.O. 95, Accident & Line Statistics
Annually
Provides information on facility related accidents and line statistics.

12
R.A.XX-01
Customer Information Notices
Quarterly
Bill inserts sent to customers, pursuant to legislative and CPUC orders.

13
R.A.XX-02
Emergency Spanish Language Assistance Bureau (ESLAB)
Annually
Details the requirements for bilingual services to be provided by telephone utilities in the State of California.

14
R.A.XX-03
Non-English Speaking Percentage by Exchange
Annually
Identifies serving areas/exchanges where non-English speaking minorities comprise 5% or more of the population.

15
R.A.XX-04
G.O. 107-B, Practice Used to Assure Privacy & Secrecy
As Issued
Contains notification of any changes in the company's internal employee practice regarding the privacy of and/or secrecy of communications. 

16
R.A.XX-05
G.O. 107-B, Telephone Tap Devices Discovered (Proprietary)
Annual
Contains information on instances where a wire tap device is reported, found or believed to be installed.

17
R.A.XX-06
G.O. 95, Infraction Cleared
Monthly
Details information regarding an infraction and the date of clearance.

18
R.A.XX-07
Universal Lifeline Telephone Service (ULTS)
Quarterly
Financial statement for the ULTS fund, and includes the number of ULTS users.

19
R.B.01-00
Expense Matrix (Proprietary)
Quarterly
Provides the types of costs incurred, costs and hours per workload indicator and employee force count data on a functional basis.

20
R.C.01-00
1 Year Capital Budget Summary & Network Planning Report  (Proprietary)
Annually


Information on capital costs associated w/assets, growth, replacement, drivers, projects, products & services. (Includes previous reports R.C.XX-00, R.C.XX-01, R.C.XX-02 & R.F.03-00)

21
R.D.01-00
Monthly Operations Report (Proprietary)
Monthly
Provides company financial data such as;  income statement , balance sheet, and analysis of operating expenses and revenues.

22
R.D.04-00
Separated Results of Operations (101 Report) (Proprietary)
Monthly
Provides information on RTC’s operations in the state and interstate jurisdictions. Separated operating revenue, expense, rate of return and rate base information is included in this report.

23
R.D.07-00
Service Specific Revenue and Cost Data for Categories I, II & III, Including New Services. (Proprietary)
Quarterly
Contains income statement information for NRF categories I, II & III, and new services, including cost data when available. (Includes previous reports R.F.01-00 & R.F.01-NS00).

24
R.D.XX-00
G.O. 104-A, Report to FCC, Form M
Annually
An annual report that contains balance sheet, income statement and operational data. 

25
R.D.XX-01
Annual Report to Shareholders (SEC 10K)
Annually
Contains income statement information, balance sheet information, and operational data.

26
R.D.XX-02
Quarterly Report to Shareholders (SEC 10Q)
Quarterly
Contains income statement information, balance sheet information, and operational data.

27
R.D.XX-03
Interest During Construction (IDC)
Annually
Report shows mechanics of using quarterly indices to derive a monthly IDC rate to book amount of IDC each month.

28
R.D.XX-04
G.O. 77-K, Membership Dues, Contributions & Donations (Proprietary)
Annually
Contains data on membership dues, contributions, donations and salaries over $60,000.

29
R.D.XX-06
G.O. 96-A Tariff Contracts & Deviations
Annually
Provides information for those contracts and services rendered at rates or under conditions other than provided in RTC’s filed tariff schedules.

30
R.D.XX-07
Weighted Average Cost of Capital
Annually
Provides financial data used to calculate the weighted average cost of capital for a rolling 12 month period.

31
R.D.XX-08
DEAF Trust
Quarterly
Lists agencies that request TDD’s, agencies that are supplied TDD’s and provides an explanation when requests are denied.

32
R.E.01-00
Central Office Equipment Deployment & Utilization Forecasts (Proprietary)
Annually
Provides annual forecasted switching data by switching technology. 

33 
R.E.01-01
Interoffice Facilities Deployment & Utilization (Proprietary)
Annually
Provides annual utilization forecasts for interoffice facilities by geographic area, by technology, by channels, by capacity working and by percent utilization.

34
R.E.01-02
Outside Plant Deployment & Utilization Forecasts  (Proprietary) 
Annually
Provides annual forecasts for outside plant 

by technology and geographic operating areas.

35
R.F.06-00
Affiliate Company Transactions & Intercompany Activities
Per Occurrence
Provides information on the sale or transfer of RTC assets to affiliates, transfer of employees to affiliates and organizational changes.

36
R.F.08-00
Notification of Diversification Activities (Proprietary)
Per Occurrence
Designed to provide timely notification of RTC’s intentions to diversify its business activities.

37
R.F.09-00
Complaints From Competitors (Proprietary)
Per Occurrence
To provide information regarding informal complaints made by competitors.

38 
R.F.XX-00
Service Specific Tariff Imputation Report (Proprietary)
Annually
Track the tariff rates of monopoly services bundled with competitive services under one Category II rate and compare that sum to the floor price of the bundled service.

39
R.X.XX-00
Results of Operations (bound) Annual Form M
Annually
Provides a comprehensive view of RTC’s operations. Contains financial and operational information and statistics, and summaries of major Commission decisions impacting RTC.

40
R.X.XX-01
Shareable Earnings
Annually
Shows the sharing (if any) of revenues that RTC has earned in the previous year.

(END OF ATTACHMENT A)

Commissioner Henry M. Duque, dissenting:

The key issue here is whether sharing should be suspended or kept for Roseville.  The Commission suspended sharing of earnings for Verizon in 1993 before we had any measurable competition.  For Pacific Bell, it was suspended in 1995 when competition was at its infancy.  Six years later, Roseville faces real and present competition in its area.  XO Communication, ELI, Pacific Bell, PacWest and others are deploying networks and have started to provide competing services.  Roseville has reportedly lost about 10% of its customers to its competitors, which is greater than that lost by others when we suspended sharing for them.

Roseville’s competitors, including Pacific, are facilities-based carriers that are not subject to the sharing of earnings.  This is an important issue for Roseville and its customers because retained earnings are a key source of investment.  Roseville’s competitors, at their management’s discretion, can invest their entire earnings into plant to expand their services and provide high capacity and other advanced services in competition with Roseville.  Should not Roseville have the same ability to access similar capital as its competitors?  By keeping the share of earnings, the effect is that Roseville’s source of capital will be reduced by one half and thus its ability to effectively compete will be diminished.

The use of retained earnings is all the more important in the case of Roseville because the company has a track record that shows low debt and high equity capital.  Suspension of sharing would allow this company to continue to finance growth and service expansion at low cost.

I understand that often we find ourselves at the borderline of changing market conditions and past regulatory regimes.  There is a great uncertainty. In this decision, we are trying to unshackle Roseville from the command and control regulatory procedures such as those described by both decisions:  depreciation review, periodic rate adjustment, and others.  The implicit purpose of eliminating these methods is to facilitate Roseville’s participation in a competitive market.  By keeping sharing while taking the other proper actions, we are showing that it is extremely difficult for us to let go.  Suspending sharing is a necessary component in opening in opening the market for competition.

Moreover, keeping the sharing of earnings in today’s market conditions is inequitable, anticompetitive, and unproductive. Customers are far better off with the conveniences of choice, advanced services and real competition than from some nickels and dimes that may come to them at the cost of foregoing capital investment.  

/s/  HENRY M. DUQUE

       Henry M. Duque

         Commissioner

June 28, 2001

San Francisco, California

Commissioner Bilas, concurring:
At today’s Commission meeting, I voted in favor of both the Proposed Decision and President Lynch’s Alternate.  The Alternate, which was successful, differed in one main aspect from the Proposed Decision—namely the continuation of the sharing mechanism.  Both the Proposed Decision and the Alternate eliminate depreciation reviews, eliminate most Z-factor adjustments, establish a Limited Exogenous factor, and modify the required monitoring reports.  I fully support all of these changes.

On the issue of the sharing mechanism, I stated that the decision to discontinue sharing is more art than science.  In my opinion, this is the right time to end sharing, but admittedly this is a close call for me.  The most disconcerting fact for me is that the next time the issue of the sharing mechanism will be raised is in the next New Regulatory Framework (NRF) review.  This review will not take place for three years.  By then, I do not think the question to discontinue sharing will still be more art than science.  At that future point in time, Roseville will most certainly be overdue in being relieved of the requirement to maintain the sharing mechanism.  

Considered as an entire package, I support today’s decision.  However, I am troubled by our continued imposition of the sharing mechanism—especially because we as a Commission are unlikely to look at this issue for at least three years.

/s/ RICHARD A. BILAS
       RICHARD A. BILAS

             Commissioner

San Francisco, California

June 28, 2001

�  Formerly known as GTE California, Incorporated.


�  The NRF price cap formula adopted for Roseville was:  R(t)=R(t-1) * (1+I-X + /- Z/R), where R(t) is the rate to be effective on January 1, of the coming year, R(t-1) is the rate effective December 31 of the current year, I is inflation, measured by the percentage change in the gross domestic product price index (GDPPI), X is the productivity factor, based on telecommunications industry productivity plus a stretch factor, Z is the annualized dollar effect of exogenous factors, and R is the annualized total local exchange carrier (LEC) revenues which match the Z estimate.


� In re Separation of Costs of Regulated Telephone Service from Costs of Nonregulated Activities, 2 FCC Rcd. 6283, Par. 83 (1987).


� However, the use of the qualifying word “likely” in RTC’s testimony is telling.  ORA’s points regarding RCS Wireless, quoted above, are equally applicable to RLD, as RLD was a new affiliate during the audit period.  General and administrative services such as budgeting, forecasting, and accounting, would also need to be performed for RLD before RLD had assets and employees.  In addition, to purchase switched access and long distance for resale requires, at a minimum, planning to set up new budgeting and accounting systems.  Thus, we can understand why RTC chose to qualify its testimony, because it is likely that the purchase of access and long distance services did result in the use of RTC personnel.  Even if this is not the case, for the reasons explained below, RTC’s argument lacks merit.


� In re Separation of Costs of Regulated Telephone Service from Costs of Nonregulated Activities, FCC 86-564, 62 Rad. Reg. 2d (P&F) 163, pars. 33, 37.


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


� See Section IX below.


� RTC expresses concern that Pacific Bell or Verizon, companies for which sharing has been suspended, could compete in RTC’s service territory and exploit their advantage of not being subject to sharing.  However, RTC’s argument overlooks the fact that any competitive forays by Pacific Bell or Verizon in RTC’s territory would be done by separate competitive local exchange carrier (CLEC) operations of those companies and that those CLEC operations would not be subject to sharing in any event.  Thus, the suspension of sharing for Pacific and Verizon will have no impact on their ability to compete against RTC.  However, RTC enjoys the significant advantages of incumbency and continues to hold dominant market shares for residential and business local service.


� Re Alternative Regulatory Frameworks for Local Exchange Carriers (D.89-10-031), 33 CPUC 2d 43, 134.


� Re Incentive-Based Regulatory Framework for Local Exchange Carriers, 63 CPUC 2d 377, 393.  There, we noted that, for Pacific Bell, the effect of suspension was to reduce Pacific’s productivity factor for that year from 5% to 2.9.


� Of course, RTC will also benefit from the corresponding earnings “floor” provisions of the sharing mechanism.


� With respect to installations, GO 133-B only counts orders held over 30 days and requires reporting of the percentage of installation commitments that are not met.  GO 133-B does not set a target for how long a telephone company should take to install telephone service or include incentives or penalties for installations that take longer than a reasonable period.  With respect to repairs, GO 133-B only counts the number of trouble reports by customers.  It does not specify a target for how long a telephone company should take to restore service or provide any incentives or penalties for repairing service in a reasonable period of time. 
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