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AUDIT PURPOSE: To evaluate whether cross subsidization exists between
BellSouth Telecommunications Inc. regulated and non regulated operations
and certain affiliate companies. Also, this audit addresses many of the
concerns expressed by the National Association of Regulatory Commissicners
(NARUC) Convention Floor Resolution No. 8 entitled "Resolution to Audit the
Seven Regional Bell Operating Companies' dated November 13, 1991.

EXECUTIVE SUMMARY

SCOPE LIMITATION: The Audit Team was unable to evaluate whether cross
subsidy exists in selected areas because of the Company'’s reluctance to
provide complete, direct and timely access to needed information.

DISCLAIM PUBLIC USE: The primary purpose of this audit is to assist the
Comnmission in the performance of its duties. This does not preclude other
state commissions from using informationm contained in this report.
Generally, the opinions and recommendations relate to Docket No., 920260-TL
and may not be consistent or applicable to the policies in other states in
BellSouths’ region. Information for other states is included for use in
other states. Substantial additional work would have to be performed to
satisfy generally accepted auditing standards and produce audited financial
statements for public use.

OPINION: The Company through its parent company (BellSouth Corporation)
could have provided direct, complete and timely access to information
necessary to meet the audit objectives. Instead, the Company decided to use
legal recourse and measures to significantly limit audit access and
information provided the Audit Team. Consequently, the Commission will not
be able to meet its statutory responsibility of ensuring that regulated
operations do not subsidize non regulated operations.
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BACKGROUND

On November 13, 1991 the National Association of Regulatory Commissioners (NARUC)
passed Convention Floor Resolution No. 8 entitled Resolution to Audit the Seven
Regional Bell Operating Companies’ (RBOCs) Affiliared Transactions., This
resolution cutlined the concerns over possible cross subsidies between regulated
and non regulated operations. This includes both an evaluation of products and
services provided between the regulated company and its affiliates as well as an
evaluation of non structural safeguards.

As a result of the resclution, a NARUC State/Federal National Audit Oversight
Committee (Oversight Committee) was formed to organize the seven audits. This
committee selected Audit Managers for each region who would be responsible for
the individual audits including staffing and development of audit programs. It
was anticipated that a Peolicy Management Group (PMG) comprised of state
comnissioners would be formed for each region. The initial function of the PMG
was to ensure an orderly and cbjective audit process.

The Oversight Committee developed six audit scope statements which reflected the
goals of the NARUC resolution. Generally, the six areas addressed enhanced
services, cost allocations, yellow page ocperations, billing and collection
services, central management services and research activities. The scope
statements were very broad in nature in recognition of specific regional
concerns.

An earlier attempt to evaluate BellSouth Corporation and its affiliates was made
by the Southeastern Regulatory Commission (SEARUC) Southern Task Force. This is
known as the SEARUC Audit. However, the SEARUC Audit Team was denied access to
"accounting data and other general business information essential to an
investigation of the costs flowing into the BOC‘’s from affiliates.”

In early 1992, some commissioners expressed concern over the direction and scope
of the audit. There was concern about possible duplication with other recent
audit activity. Some commissioners questioned whether the scope statements went
beyond the mission of the NARUC resolution.

Several RBOC’s questioned the audit authority of an association such as NARUC.
They also questioned whether thers would be duplication with other current or
recently concluded audits involving similar subject matter.

The FCC expressad concern over the distribution of the audit report and focus of
the audit. The FCC stated that it would limit its efforts to a compliance audit
of FCC rules and regulations such as the affiliate transactions rules and cost
allocation manuals (CAM). The FCC commissioners approve audit reports. Also, FCC
audit reports gnd workpapers are held confidential and therefore, there is a
question on how the states could use such information in state proceedings.
Regardless, the FCC has continually expressed interest in supporting these
audits,

The BellSouth Audit Team was {nitially formed in February 1992 with
representation from the Florida and Tennessee PSC’'s. However, further audit
planning was suspended pending resolution of the above mentioned concerns

The Oversight Committee conducted a survey of all state commissions and RBOC's
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that addressed the above concerns. The responses would be used in developing
individual RBOC audit work programs. On February 18, 1992 BellSouth expressed
concern over duplication noting the 1990 SEARUC audit and current regulatory
dockets in Florida and Georgia. BellSouth also expressed concern about "the
abilicy of a consortium audit team to adequately protect confidential,
competitively sensitive information and to provide control points on audit scope,
completion and presentation.”

On March 2, 1992, the Oversight Committee made presentations to the
Communications Committee and Finance and Technology Committee. This presentation
addressed scope/objectives as well as staffing plans. Before the Finance and
Technology Commitctee the issue of FCC and state perspectives was addressed. The
FCC would restrict its efforts to compliance with FCC rules and regulations
whereas the states desired to address the broader goal of evaluating cross
subsidy issues.

On March 13, 1992, Chairman Tucker of the Finance and Technology Committee
solicited participation from state commissioners for the seven PMG's. On April
4, 1992, the BellSouth PMG was formed with commissioners from Florida, Tennesses
and South Carolina. The intended purpose of the PMG was to address policy matters
during the audit,

“On April 13, 1992, BellSouth notified the president of NARUC that it was
unwilling to fund the audit at that point. It did not see any "constructive
purpese in another association audit” referring to the SEARUC audit. On April 15,
1992, BellSouth again stated it was unwilling to fund the audit "without first
having input into the audit plans and procedures.” This Is contrary to audit
independence.

On May 14, 1992 BellSouth made a presentation to the Audit Team. All six of the
stope areas were addressed. Howaver, BellSouth required a proprietary agreement
signed by all members of the Audit Team before submitting to the audic.

The Audit Team commenced negotiations over a proprietary agreement. At the same
time, the Audit Team developed audit work programs, BellSouth insisted that the
proprietary agreement restrict the Audit Team from taking possession of
information BellSouth claimed proprietary. This included realated notes which
would mean BellSouth would have to review the audit workpapers while the audic
was in progress. BellSouth noted that there were various state rules and statutes
and would be subject to the "most permissive” set of rules.

Regardless, on May 21, 1992 the Audit Team sent BellSouth an engagement letter
outlining the audit process. This was sent after BellSouth had an opportunity for
input. On June 11, 1992 BellSouth stated it must have assurance for the
protaction of proprietary information before it voluntarily participates in the
audit. BellSouth suggested a Big 6 contract audit.

Also on June 11, 1992 the Audit Team sent BellSouth its initial data request
along with signed or proposed proprietary agreements for Florida and Tennessee
staff. These agreements would operate under the Florida and Tennessee rules and
statutes respectively.

On June 24, 1992 BellSouth responded to the data request with an analysis of its
concerns with the proprietary agreemencs. Again, it reiterared the ‘"most
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permissive state” concern. BellSouth would not answer any of the data requests.

On July, 8, 1992 the seven regional audit teams met in Arlington Virginia. Most
of the RBOCs were present for the open part of the meeting. It became clear that
all seven regions were experiencing significant difficulty in initiacing the
audits. The problems cited by the RBOC's were consistent between them. However,
in the closed part of the meeting, the audit teams were able to share information
and strategies,

During this time, it was becoming increasingly apparent that the Audit Team and
BellSouth would not be able to reach a mutually acceptable proprietary agreement
that would cover multiple states. On August 28, BellSouth again outlined its
concerns and insisted on continuous review of audit workpapers and would not let
the Audit Team take possession of what it claimed to be proprietary. BellSouth
presented arguments for a contract audit as a way to avoid problems with
proprietary information.

On August 6, 1992, the Audit Team prepared an analysis that showed why a contract
audit would fail to meet the objectives of the NARUC Resolution. Primarily, the
perspective of regulatory staff is different than that of a outside CPA firm.

On September 1, 1992 the staff representatives of the Florida and Tennessee PSC's
met with BellSouth to discuss the audit. At this point there was a gridlock and
this was seen as staff’s last attempt to resolve the legal issues. Again, a
‘negotiated proprietary agreement was not reached at this meeting. Therefore, the
staff suggested the audit be conducted under Florida statutes and rules which
would mitigate the "most permissive state" problem. Further, as an added measure
of protection for BellSouth, the staff agreed not to take possession of what
BellSouth considered "extra sensitive” proprietary information. This would
include market and business strategy plans.

The Audit Team with concurrence with the PMG decided to base the audit on Florida
statutes and rules because of its broad authority over affiliate relationships
embodied in FS 364.18) and specific statutes and rules regarding handling of
confidential materials. One set of rules mitigates BellSouth concern over
multiple rules for protection of confidential. Under this approach, it was not
necessary to negotiate a proprietary agreement for this audit.

The Florida, Tennessee and South Carolina commissions all endorsed the concept
of a Flerida based audit. As a result, personnel loan arrangements were executed
for these three states under the authority of Florida Statute 112.24. The
Georgia, Kentucky end Mississippli commissions expressed interest in joining the
audit at this time. The FCC also planned on assigning a staff member who would
operate under FCC authority. In February 1993, the lLouisiana PSC voted to support
this effort. Seven of the nine states in BellSouth’s region plus the FCC have
showed support for this audit.

On October 26, 1992 the Audit Team served BellSouth with its initial data
request. Since it was so voluminous (103 items) the due date was set for November
30, 1992. Although the Audit Team made it clear at the September 1, 1992 meeting
that the audit would be conducted under Florida rule, BellSouth insisted upon a
meeting with the PMG before responding to the request. The Audit Team made it
clear that the timing of the meeting did not affect the validity of the data
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On November 25, 1992 the PMG, certain Florida and Tennessee staff and BellSouth
met to discuss BellSouth’s concerns. At an early point in the meeting BellSouth
started to discuss its objections to certain data requests. These related to
issues in pending Florida Docket No. 920260-TL and therefore the Florida
commissioners excused themselves from the meeting in order to avoid an ex parte
communication. The other members of the PMG and staff continued with the meeting
and again informed BellSouth that the audit was being conducted under Florida
statutes and rules in connection with Docket No. 920260-TL.

On November 30, 1992 BellSouth informed the Audit Team that they "have now begun
to process these requests and will provide you with responses as scon as
possible®. This was not acceptable to the Audit Team and the Company was

contactred by the PMG. We were informed by the Company that the Company’s response

was Inappropriate and would promptly comply with the October data request.

On December 18, 1992 members of the Audit Team met with BellSouth’'s Audit
Coordinator to discuss procedural issues and the status of the Qctober 26, 1992
data request. Based on this meeting it was anticipated that sufficient material
would be provided that would justify the Audit Team’s first field visit,

On January 11, 1993 the Audit Team met with BellSouth for its first field visit.
It was readily apparent that most of the information requested in the October 26,
1992 data request would not be provided. Therefore, the field visit was

prematurely terminated. The Audit Team did analyze all information provided which -

did not take much time. After two and a half months the Company did not even

bother to respond to the majority of requests. In some cases, the Company -

objected to provide the requested information without giving any reason.

As a result, the staff of the Florida Commission prepared a recommendation to
show cause why the Company should not be fined for failure to comply with staff
requests. Also, the staff recommended that the Company be required to comply to
the outstanding data request by February 10, 1993 and be required in the future
to respond to data requests in writing within five days. The Florida Commission
did not show cause the Company but did order the Company to respond by February
10, 1993 and in the future, respond within five days:

On February 10, 1993 the Company responded {n writing to the October 26, 1992
data request. The Company objected to several requests. Generally, the Company
refused access to affiliate records and stated it would provide information that
the Company deems necassary to substantiate affiliate transactions. The Cowpany
objected to provide non. Florida informacion., And last, the Company objected to
certain other requests on grounds of relevancy. These included market studies and
business strategy plans. '

1t was most troublesome that the Company objected to providing non Florida data
in light of Florida Order No. PSC-93-0071-PCO-TL dated January 15, 1993, This
order required Southern Bell to provide Florida’s Public Counsel‘’s Office non
Florida information.

On February 24, 1993 the Florida PSC legal staff served a draft copy of a motion
to compel access to affiliate records among other things. BellSouth responded on
March 3, 1993 and stated it would not agree to the terms in the motion.

On March 5, 1993 the staff filed a motion to compel complete audit access to
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affiliate information. Three areas of dispute are argued in this motion. The
staff is arguing in order to meet ics statutory responsgibility (FS 364.183) of
ensuring no cross subsidy between regulated and non regulated operations it needs
complete access to affiliate records, access to non Florida information and
access to non financial information such as business strategy and marketing
plans.

On March 17, 1993 the Company filed ics response to the staffs’ motion to compel
complete audit access. First, the Company conslders the statutory language
regarding reasonable access to affiliace records is limited to those records the
Company deems necessary to substantiate affiliate transactions (direct or
chained), alleccations or other forms of possible cross subsidy. Second, the
Company maintains that "constitutional limitations prohibit the Commission from
exercising jurisdiction over these entities that do not have certain minimum
contacts with Flerida”. The Company states that "a number of these entities have
absolutely no contact with Florida...". In this pleading, the Company also
cbjected to providing non-Florida data because it states it is irrelevant.

On March 23, 1993, the Louisiana Public Service Commission authorized the
consulting firm of Kennedy & Associates to participate in the Regional Audic. The
ILouisiana PSC instructed Kennedy & Assoclates to focus on affiliate transactions
which meant the Audit Team could accommodate the joining of this firm. Also, this
firm performed an audit for the Louisiana PSC in 1992 and encountered significant
problems gaining access to affiliate records.

On april 9, 1993, Commissioner Clark, Prehearing Officer in Docket 920260-TL,
issued Order No. P$5C-93-0540-PCO-TL that granted the staffs’' morion to compel.
In this order the term "reasonable™, as used in FS 364.183(1) modifies access in
terms of time and place, not the quantity or quality of documents to which this
Commission has access. The order recognizes that in order to have a creditable
audit process it is essential for the Commission to determine audit scope and
relevancy of data requests. Otherwise, the order states "SBT’s interpretation of
the statute would eviscerate the very power that it is intended to confer™.

On April 19, 1993, the Company filed a Petition for Review of Order No. PSC-93-
0540-PCO-TL. The Company alleges the order "is factually inaccurate, in that it
seeks to order the production of documents that Southern Bell does not have in
its possession custody or contrel, and that the order is legally insufficient in
that the authorities ralied upon are not applicable to the facts of this matter”.
The Prehearing Officers’ order was upheld by the Commission in Order No. PSC-93-
0812-FOF-TL dated May 26, 1993. The Commission voted to autcmatically stay the
order in the event the Company seeks an appeal.

On June 14, 1993 the Company petitioned the Florida Supreme Court for a review
of the Commission order. Again, the Company maintains it does not have custody
or control of many of the documents the Commission seeks. Also, the Company
mentions the affiliates have agreed to provide information necessary to
substantiate affiliate transactions (direct or chained). The Company also states
that "The Audit Team, on the other hand, wants to audit; that is, they want
unrestricted access to books and records, and the unrestricted right to peruse
all information {n those books and records without regard to discoverability,
relevance or any of the other concepts assoclated with discovery”.

On July 5, 1993 the Florida PSC (Division of Appeals) filed its brief arguing
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there is a significant difference between discovery and auditing. The brief
points out that the PSC internal procedures clearly distinguishes auditing from -
discovery and excludes auditors from the discovery process.

On July 19, 1993, Commissioner Clark held a "status" meeting in Docket No.
920160-TL. At this meeting all past due and incomplete responses to staff audit
requests were addressed. New due dates were established. In response to a Company
motion for more time to respond to audit requests, Commissioner Clark ruled that
a fifteen day turnaround time is appropriate recognizing the complexity of this
audit. The Commissioner made it clear that this was an audit not subject to
discovery rules and the fifteen days was unique to this audit.

On August 27, 1993, Commissioner Clark held a second "status" meeting. At this
meeting the Company represented that its affiliate, BellSouth Enterprises, to
whom the Audit Team directed many requests, would comply to some of the audit
requests but not under the timeframes established by Commissioner Clark. As a
result, Commissioner Clark sent a letter to John Clendenin, CEQ of BellSouth
Corporation, requesting his assistance in getting BellSouth Enterprises to comply
to audit requests on a timely basis. The Company responded by stating chat
"BellSouth Enterprises is committed to cooperation with the Florida Commission,
within the law and the extent of its available rasources, to provide timely and
complate responses to requests that your audit team may make." Emphasis added.
Obviously, the level of cooperation depends on the Company’s interpretation of
"within the law" and its designation of what resources will be available,

On October 4, 1993 the Florida Supreme Court heard arguments regarding access to
affiliace records. As of this writing, a decision is pending.

On November 24, 1993 the Audit Team provided the Company a draft of the audit
report and workpapers. The purpose was to give the Company time to verify the
statements of facts in the report and designate claimed proprietary information
in preparation for the exit conference scheduled for December 10, 1993, On
December 8, 1993, the Company informed the Audit Team it will not attend the exit
conference and plans on responding to the audit by way of rebuttal testimony and
a "parallel" audit conducted by Deloitte and Touche CPA firm.

In summary, the Audit Team attempted to evaluate whether cross subsidy exists
between BSTI's regulated and non regulated operations which is a national concern
as evidenced by the previously mentioned NARUC resolution. Because of limicted
resources, the staff through analytical review limited its audit program to a
relatively small number of affiliates and transactions. The Company displayed a
consistent pattern of obstructionist behavior since May of 1992. Since an open
and cooperative environment is essential for effactive auditing, many of the
audit objectives wers not fulfilled. The proliferation of diversification
activities by not only BellSouth but other telephone and electric companies has
complicated the regulatory process. It will require regulation beyond the
utility. The extant of that regulatcion needs to be defined.

PROPRIETARY
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AUDIT SCOPE

1. BSTI'S RESEARCH ORGANJZATION. This audit will focus on those projects that
will enable BSTI to offer types of enhanced services, such as data base and
premium services. Special emphasis should be placed on projects that will
facilitate BSTI's entry into cable services. The purpose of this audit is ro
ensure these activities are not being subsidized by ratepayers funds.

Since an audit that involved the research activities of Bellcore was recently
conducted by NARUC (partially pending), the scope will be modified to take into
account this audit and avoid duplication. With respect to BellSouth’s ownership
of Bellcore, the audit will be limited to evaluate whether duplicate services are
present between Bellcore and other BellSouth Corporation subsidiaries.

AUDIT OBJECTIVES

A. Determine the current research activities and what are the associated costs
and potential revenue streams,

B. Determine the extent that research is used for non regulated or potentially
non regulated sexrvices.

C. Determine the extent of sale of research products and services to non
affiliated interescs and reasonableness of such charges,

D. Determine the cost allocations between regulated and non regulated for
research activities and the reasonableness of such charges.

E. Determine the research efforts and costs associated with video services.
F. Determine whether excessive product testing is occurring.

G. Determine if duplication between Bellcore and other BellSouth subsidiaries is
present.

H. Determine if there are any potential or existing separatioms problems related
to enhanced services.

PROPRIETARY
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AUDIT SCOPE

2. Costing Methodologjes and Practices. This audit would examine the costing
methodelogies and practices of Bell South including their service and/or research
affiliates to develop the fully distributed costs (FDC's) for pricing their
intracompany sales of products and services.

This audit will examine cost allocations and affiliate transactions that affect
multistate operations. The recent reorganizatiom of BellSouth will have a
significant effect in this area and therefore, prior audits are not duplicative.

AUDIT OBJECTIVES

General Objective:
A_. Are the BellSouth companies following the Cost Allocation Manual (CAM) and
other allocation procedures correctly and are these procedures reasonable?

Specific Objectives:
B. Are the BellSouth companies following the CAM for time reporting?

C. Determine if BellSouth is following the affiliated company rules according to
CAM and CFR Part 32.27 and 64.901.

D. Determine the costs associated with the corporate reorganization of Advanced ~

Systems and are they reasonable?

E. Determine if the Cost Separations System (CSS) correctly allocates charges
between -regulated and non regulated.

F. Identify any allocations that are prepared outside of the CAM.

G. Determine the reasonableness of the cost allocations for inside wire and
memory call.

H. Is the BellSouth proposed "Work Activity Statistical Sampling Plan" a
reasonable replacement for technicianas time sheets?

PROPRIETARY
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AUDIT SCOPE

3. Yellow Page Operxations: This audit would examine the directory operations of
BellSouth Advertising And Publishing Corporation (BAPCO)'and its affiliates. The
review would focus on the policy, procedures and practices regarding affiliace
transactions to determine if the affiliate transaction rules are being properly
followed.

The audit would also review the research and development efforts of the directory
operations to determine the primary beneficiary of these projects. The auditors
should evaluate BellSouth’s anticipated entry into electronic yellow page
services to determine whether the present above-the-line revenue stream is
secure,

The audit will evaluate the level of competition of BAPCO and the effects, if
any, of the relationship with BSTI on the level of competition.

Since an audit that involved yellow page activities was conducted by SEARUC
recently, the scope will be modified to take into account this audit and avoid
duplication. Therefore, the audit should concentrate on current status and recent
developments in this area. Also, this audit will cover areas involving yellow
page operations that were not completely addressed in the SEARUC. ie. Charges
from Stephens Graphics.

AUDIT CBJECTIVES

A. Describe the organization that publishes directories including yellow page
operations.

B. Determine the profitablility and reasonableness of cost allocations of BAPCO
for 1991.

- C. Assess the comppetitiveness of BAPCO for 1991.

D. Determine whether the affi{liate transaction rules are being followed (CFR Part
32.27) as they relate to BAPCO. Currently yellow page activity is not considered
an affiliated transaction by BellSouth,

E. Determine the possible effect of electronic publishing on the profitability
of BAPCO.

F. Evaluate current research efforts performed by BAPCO and how they are funded.

PROPRIETARY
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AUDIT SCOPE

4. Billing and Collection Organization This audit will examine the economy and

efficiency of BSTI's billing and collections operations and determine the extent
these services are providing subsctantial benefit to below-the-line activities.
It will involve a comprehensive look at billing and collections applications in
all affiliate companies as well as the operating company. The auditors will
determine if BSTI is making material expenditures on enhancing, modifying or
developing new billing systems or capabilities to accommodate their enhanced
service or affiliated companies operations.

The auditors will review the expenses incurred and the investment in property
used in providing billing and collections services. The auditors will review and
evaluate the methodology used to determine the amount of cost to be recovered
through regulated rates and the amounts billed to nouregulated operatioms.

AUDIT OBJECTIVES
A. Is the cost of BSTI‘s regulated billing and collection operacions reasonable?

B. Are the regulated operations being properly compensated for billing and
collections services provided to non regulated operations?

'C. Determine if BSTI is following CAM for billing and collacting allocations.

D. Identify and evaluate the cost allocation procedures used for billing and
collections outside of the CAN,

E. Determine if BSTI is following the Affiliate Transaction Rules for billing and
collection services. '

F. Determine if BSTI has or is incurring costs to enhance, modif§ or develop new
billing capabilities to accommodate its enhanced services, non regulated or
affiliated company operations and is BSTI being properly compensated for such
services.

PROPRIETARY
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AUDIT SCOPE

5. CENTRAL MANAGEMENT/SERVICE ORGANTZATION, This aundit will examine the
relationship and transactions involving the parent company and the central
management/service organization, the unregulated affiliates, the regulated
operating companies, and nonaffiliates, ‘

The auditors will review the transactions involving services, facilities, and
products provided by the parent company and the central management/service
organization the telephone company, the nonregulated affiliates and
nonaffiliates, and services, facilities, and products provided to the parent and
the central management/service organizations by the telephone companies,
nonregulated affiliates, and nonaffiliates.

The auditors will also review all major transfers of operations, facilities, and
personnel between the regulated operating company, nonregulated affiliates, the
parent, and the central management/service organization. The auditor will
evaluate the impact on the regulated operations of such transfers and will
determine if the regulated operations of the telephone company is serving as a
safety net and funding the management support activities for the less profitable
nonregulated operations.

~Since the SEARUC audit completed in September, 1990 did involve a review of the

activities of the parent company and the central management/service organization
the scope will be modified to take into account this and avoid duplicationm.
However, subsequent to the completions of the SEARUC audit, a major
reorganization occurred with BellSouth Services and South Central Bell merging
into Southern Bell which is now BellScuth Telecommunications, Inc. During this
reorganization operations and functions were transferred among the various
BellSouth subsidiaries. This audit will include a review of how this
reorganization affected the operations, the parent and the central
management/service organization and the assignment of cost to the regulated
operations of the telephone companies, the nonregulated operations of the
telephone companies, the nonregulated affiliates, and nonaffiliates. This audit
will also cover areas that were not completely addressed in the SEARUC audit;
i.e. charges from Bell South Enterprises.

AUDIT OBJECTIVES
General Objectivae:
A. Ares the costs being charged or otherwise allocated to the resgulated
operations from the parent company and the central nanagement/service
organization costs that should not be recovered from ratepayers through regulated
telephona races,.
Specific Objectives:
B. Are costs being billed to the rsgulated operating telephone companies by the

central management/service organization that are not properly includable in the
cost of service for regulated telephone operations?

" PROPRIETARY
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C. Are the regulated operations ¢f the RBOC's cross-subsidizing the operations
of the unregulated affiliates and nonregulated operations of the operating
telephone companies by bearing an excessive amount of the cost of the Central
Management/Service Organization?

D. Have operations, facilities, personnel, or services been transferred to the
central management/services organization to benefit the nonregulated operations
of the RBOC?

E. Have operations, facilities, persomnel, or services been Craﬁsferred from the
central management/services organization to benefit the nonregulaced operations
of the RBOC?

F. How did the reorganization of BellSouth impact the cost of service for the
regulated operations of the telephone companies, the nonregulated operations of
the telephone companies, and the nonregulated affiliates?

G. Are the cost allocations rules that resulted in the shift of Central
Management/Service organization cost from nonregulated operations to regulated
operations when BellSouth reorganized accomplishing the objectives of Part 32 and
Part 64?2

PROPRIETARY
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SUBJECT: BELLCORE RESEARCH & DEVELOPMENT

SCOPE LIMITATION NO. 1

The following were requested from the company in Request 2-098 for Bellcore:

#5 For the projects C18-2-4-3-85 Video Market Research and C-14-2-1-2-06
Videe Systems, provide the bjll from Bellcore to BST that was recorded in
the August 92 General Ledger.

#6 For these two projects mentioned above, provide all of the detail from
Bellcore which supports that schedule summarizing all costs, vouchers,
payroll information including employees charged, their duties and job
titles, calculation of any overheads or allocated expenses including the
detail for the accounts being allocated.

The company provided the bills and a detailed schedule of charges by account with
allocation percentages for direct service center expenses and indirect expenses.

The company provided supporting documentation for direct department salaries and
some direct expenses. They did not provide any detail to support the allocated
expenses or the allocation percent allocations.

Since staff was unable to review the response to this request until September,
it was toc late to make an additional request for the information net supplied
in the response,

Scaff had intended to use this one month test to support all 6XXXXX account
charges for the year. The one month of these allocated charges totaled
$1,1232,473.50 for direct service centers and indirect were $22,737,762 for a
total unsupported cost of $23,861,235.

pROPR\ETARY
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SUBJECT: LACK OF DIRECT ACCESS TO INFORMATION

SCOPE LIMITATION NO. 2

The company has sent the informatiom provided by their subject matter experts
through several regulatory reviews and a legal review. This review process can
result in editing of information which does not support the utility position and
is detrimental to the audit process,

Staff is aware of at least one instance where a page of a memorandum containing
information about the company's incorrect classification of an entry was removed
from the experts papers in answering our request. The paper withheld was viewed
by two members of the staff during a working session with the expert. It was
later provided as the result of staff’s discovery and oral request.
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SCOPE LIMITATION NO. 3

SUBJECT: TIME DELAYS IN PROVIDING INFORMATION CONCERNING VARIOUS MARKET AND FIBER
= DBASED TRIALS ‘

1.

Part of staffs audit scope was to review the various market trials that
BSTI has participated. Staff initially requested all BSTI services that
market trials were performed as a result of research projects in 1991 and
1992 on October 26, 1992, request 1-009. A list of the market trials were
provided to staff on February 10, 1993. Subsequently, staff requested the
costs of each BSTI market trial in request 1-009.1 on March 1, 1993. On
April 15, 1993, SBTI responded stating, "... at the time these trials
began, BST was not tracking trial costs; therefore, this information is
not available." 1In our August 9, 1993 incterview with BSTI personnel it
was stated that contracts, including costs, were available for two of the
projects. On August 31, 1993 the costs incurred by BSTI for two of the
projects were provided in response to requests nos. 123 and 124. However,
because of the time delay in receiving the requested information from the
company it has become impossible for staff to adequately evaluate these
trials.

Part of staffs audit scope was to review the various fiber based trials
that BSTI has participated. Staff ini{tially requested all fiber based
trials and their associated costs that BSTI had participated in requestc
No. 1-013 on October 26, 1992. A partial list of the fiber based trials
were provided to staff on February 10, 1993. On June 11, 1993, BSTI
stated, " ... the information pertaining to the Coco Plum trial in Florida
is being retrieved from archived files and will be provided to the ‘audit
team as soon as it becomes available." On October 25, 1993, the company
responded to staffs request No, 1-013.1, However, becausa of the time
delay in receiving the requested information from the company it has
become impossible for staff to adequately evaluate this trial as initially
anticipated in staffs audic scope.

PROPRIETARY
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SCOPE LIMITATION NO. 4

SUBJECT: BST SAMPLE

SAMPLE ITEMS:

The sample selected by staff represents charges processed by Headquarters. The
functions are distributed to the areas through the use of the Corporate State

Allocation Process (CSAP).

Due to time limitations and to the complexity of certain sample items, staff did
not fully complete the audit of the following sample items.

Item No. Account Amount

77 6728.3 - Other General & $72,041
Administrative - Insurance

114 6124.2 - General Purpose (1,898,115)
Computer - CDP

115 6124.2 - General Purpose (1,250,183)
Computer - CDP

115 6124.2 - General Purpose {1,726,863)
Computer - CDP

118 ’ 6724 - Information Management {1,734,394)

119 6724 - Information Management (351,627)

PROPRIETARY
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REASONABLENESS OF REG/NON-REG SPLIT:

Due to time limitations, staff was not able to review the methodology and data
used to determine the reg/non-reg split for following accounts used in the
sample:

6121.1 - Land and Building Expense - Other
Cost Pocl 2 - Sub Pool 2, 5.

6728.9 - Other General and Administrative - OQther
Cost Pool 3

6728.11 - Other General and Administrative - Benefit Plan Payments
Cost Pool 2

6124 - General Purpose Computer Expense
GCost Pool 11 - 530M, 630M

6612 - Sales

' Cost Pool 1 - Sub Pool 2

6725 - Legal .
Cost Pool 3, 4

6535 - Engineering Expense °
Cost Pool 2

6611 - Product Management

Cost Pool 1, 2

0 e PROPRIETARY

6711 - Executive
Cost Pool 5

6712 - Planning
Cost Pool 1

6721 - Accounting and Finance
Cost Pool 3

6722 - External Relations
Cost Pool 1, 3, 4

6723 - Human Resources
Cost Pool 1

oo
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BST SAMPLE -

COMPANY SCOPE LIMITATIONS:

On May 28, 1993 staff requested documentation for the sampled transactions. The
request asked the company to provide the following, "all journal entries and
internal and external source documentation. Source documentation must include
data from an outside source, for example, invoices, vouchers, Cime sheets,
contracts, etc. For payroll, include employee job title, description of duties
and business phone number.”

SAMPLE ITEMS:
Item No. Account Amount
103 6£728.19 - OTHER GENERAL AND $3,043,756

ADMINISTRATION - BENEFITS

Staff asked for additional documentation on 10/07/93, as of 11/02/93
no answer was provided.

71 6124.2 - GENERAL PURPOSE 92,993
' COMPUTER - CDP

72 6124.2 - GENERAL PURPOSE 98,311
COMPUTER - CDP

Staff asked for additicnal decumentacion on 10/07/93, the answer was received on
10/28B/93. At this point the auditor did not have time to Ffurther
investigate.

PROPRIETARY
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SUBJECT: RESTRICTIONS ON ACCESS TO RECORDS OF DIRECTORY COMPANIES

SCOPE LIMITATION NO. S

STATEMENT OF FACTS:

1. 364.183(1) sraces that the Commission shall have reasonable access to all
company records, and to the records of the telecommunications company’s
affiliated companies, including {ts parent company, regarding transactions or
cost allocations among the telecommunications company and such records necessary
to ensure that a telecommunications company’s ratepayer do not subsidize the
company'’s unregulated activities.

2. BAPCO, an affiliated company of Southern Bell, markets and publishes telephone
directory advertising, and publishes Southern Bell's telephone directories.

3. Affiliated charges to BAPCO accounted for approximately 46% of BAPCO operating
expenses for 1992 (D.R. 3-047 and 3-053),

4. Affiliated companies of BAPCO, which generate the majority of the affiliated
charges to BAPCO, namely Stevens Graphics and L.M, Berry, earned ROEs well in
excess of the last authorized Southern Bell-Florida rate setting point on ROE of
13.2%

5. BAPCO-Total Company and BAPCO-Florida both earned ROEs well in excess of
Southern Bell-Florida’s last authorized rate setting point on ROE or 13.2%.

6. The charges to BellSouth Advertising and Publishing Company (BAPCO) from
affiliated companies such as BellSouth Enterprises and Stevens Graphics could not

be verified to the auditor’s satisfaction due to Southern Bell’'s objection to
providing the general ledgers and cother records of these companies.

PROPRIETARY
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SUBJECT: FAILURE TO PROVIDE AFFILIATED COMPANY INVOICES

SCOPE LIMITATION NO. ¢

Document request number 58 requested all invoices received by Bell South
Headquarters, (BSHQ), during the month of July 1992 from Bell South
Telecommunications, (BST), Bell South Enterprises, (BSE), Bell South Information
Systems, (BSIS), Bell South Advanced Networks, (BSAN), and the Bell South offices
in Washington, D. €., (BSDC). The Company'’s response was, "BellSouth will make
available for review ..... the original invoices and supporting documentation for
charges from the listed subsidiaries to BSC which were handled by BSC’'s cost
allocation or project billing processes during August, 1992, A follow up request,
58-B emphasized the need for ALL invoices. Without the total amount of invoices
as requested there can not be a valid audit decision as to whether the charges
from the selected affiliates to BSHQ that are ultimately passed on to BST are
valid for rate making purposes.

OPINION: The actual invoices as furnished to the auditor amounted to
approximately eight, (8) per cent of the total amount as recorded on BSHQ's
general ledger for July 1992, (Exhibit 1, attached). All invoices processed by
BSHQ, as requested, were required in order to assure the auditor that information
was not being filtered out by the Company. Without the total population of
invoices a valid sample could not be salected. In absence of the supporting
information all charges relating to these invoices should be disallowed for rate
making. The total amount of this adjustment has not been quantified ac this time
due to time constraints.

PROPRIETARY
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BellSouth Telephone Co, b
Docket 920260 ~ Rate Case 3 (D

BellSouth Headquartars Invoices from Affiliates

For the month of 7/92

—i

Company Amount
BS INFORMATION SYSTEMS i
TOTAL PER GENERAL LEDGER 531.796.34
TOTAL PROvaD . 23’]’3 1 1_92
TOTAL NOT PROVIDED 244,434 42
PER CENT NOT PROVIDED . 5.97%
BS TELECOMMUNICATIONS
TOTAL PER GENERAL LEDGER 12,705,065.00
TOTAL PROVIDED . 12,705,065.00
TOTAL NOT PROVIDED ' 0.00
PER CENT NOT PROVIDED 0.00%
BS ADVANCED NETWORKS
TOTAL PER GENERAL LEDGER 2,612,054.00
TOTAL PROVIDED 0.00
TOTAL NOT PROVIDED 2,612,054.00
PER CENT NOT PROVIDED - 100.00%
BS ENTERPISES
TOTAL PER GENERAL LEDGER 139,474,970.43
TOTAL PROVIDED 20,658.04
TOTAL NQOT PROVIDED 139,454,272.39
PER CENT NOT PROVIDED 99.99%
BSDC :
TOTAL PER GENERAL LEDGER 1,810,456.24
TOTAL PROVIDED , 28,517.31
TOTAL NOT PROVIDED 1,781,938.93
PER CENT NOT PROVIDED . 98.42%
TOTAL :
TOTAL PER GENERAL LEDGER 157,134,342.01
TOTAL PROVIDED 13,041,592.27
TOTAL NOT PRCVIDED 144,092,749.74
PER CENT NOT PROVIDED 91.70%|
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AUDIT DISCLOSURE NO. 1
SUBJECT: ACCESS TO COMPANY RECORDS

STATEMENT OF FACT:

Florida Statutes 364.183 states "The Commission shall have reasonable access to
all company records, and to the records of the telecommunications company's
affiliated coumpanies, including its parent company, regarding transactions ot
cost allocations among the telecommunications company and such affiliated
companies, and such records necessary to ensure that a telecommunications
company’s ratepayers do not subsidize the company’s unregulated activities.”

The Company, in many instances, objected to the provision of affiliate
informacion on grounds that "(l) Southerm Bell does not have possession, custody
or control of such information, (2) the entity that is in possession of such
documents Is not subject to the jurisdiction of this Commission and (3), in any
event, such information is neither relevant nor reasonably calculated to lead to
the discovery of admissible evidence (a) related to transactions or necessary to
show that Scuthern Bell’'s Florida customers do not subsidize either Southerm
Bell's or its affiliates unregulated activities.”

BSTI's operations exceed 80% of the total operations of BellSouth.

The Company has selectively provided affiliate information, ie. edited general
ledger, to support certain transactions or cost allocatioms.

Notwithsfanding information withheld pending judicial review, the Company stares
its affiliates will not abide by the timetable (fifteen day turnaround)
established by Commissisner Clark in Docket No. 920260-TP due to lack of ample
staff.

The Company had an attorney present at most of the interview sessions between the
Audit Team and Company personnel. On some occasions the attornmey would intervene
and coach the Company staff person. The interviews were formal and not in the
interviewee office. These conditions curtailed the free flow of information and
audit efficiency.

The Company did not allow the audit staff to make copies of certain invoices
regarding transactions between BellSouth Corporation and BellSouth
Telecommunications. This is necessary to ensure complete workpapers which support
disclosurss in the audit report.

The Company reviews all documents before release to the audit staff. On one
occasion a document that indicated an error in the attribution of certain costs
of a fiber optic field trial was removed by the Company. A formal review process
runs counter to "direct” access and undermines the creditability of information
being audited, :

The turnaround time for responses was initially set for five working days. After
experiencing many delays this five day turnaround time was confirmed by
Commission order on February 2, 1993. It was revised to a fifteen day turnaround
time on July 19, 1593,

'PROPRIETARY
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The average turnaround time far exceeded the Llimits established by the

Commission. In the Directory Advertising area (Area 3), the average turnaround
time was 57 days.

There were 1135 data requests. Of those, 148 were deficient. In this contexet,
deficient means either the Company objected to provide, the Company failed to
respond or the response was incomplete.

Even when certain information was readily available, the Company would respond
that the information or a status report will be provided within forty days.
Reference request 2-063 and memorandum from Kathy Welch dated May 25, 1993.

In many instances, the Company provided incomplete anséérs which necessitated
follow up quescions. This slowed the audit process down.

In some instances, interviews with the Companys‘’ subject matter experts were
cancelled or delayed. Reference March 23, 1993 memorandum from MaryRose Sirianni
and July 7, 1993 memorandum from Jack Hoyt.

A summary of BSE Accounting Directive 10 (ADO010) requires specific documentation
for affiliates using FDC is FDC system output supporting cost allocations,
employee time reports, support for all directly assigned or attributed costs,
such as vouchers, support for computation of allowable return, and FDC studies,
if available.

OPINION: The Company did not cooperate with the Audit Staff. Because of the size
of BST, it had the necessary influence to gain cooperation from its affiliates.
BST chose to challenge the authority of the Commission with respect to affiliate
transactions. '

RECOMMENDATIONS:

1. The Commission should disallow all costs stemming from affiliate transactions
or cost allocations where the Company did not provide complete access to
information the auditor deems ralevant to validate such costs. The Commission
should not opt to hold monies subject to refund pending further review since the
Company had the opportunity to provide complete access to records.

2. The Commission should promulgate rules necessary to adequately empower the
auditors that address the following:

A-Free and direct accessz to all records and personnel of regulated utilities and
its affiliates. The utility and its affiliates shall have the opportunity to
secure its documents via copying or log out procedures but should not have the
opportunity to alter or delece information.

B-Audit scope and audit requests are not subject to relevancy arguments by the
regulated companies.

C-Audit requests should be fully answered within three working days unless

additional time is granted by the auditor. Auditors are authorized to make copy
of any documents except those documents classified as actorney/client privileged.

PROPRIETARY
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AUDIT DISCLOSURE NO. 2
SUBJECT: ACCOUNTING REQUIREMENTS FOR AFFILIATE COMPANIES
STATEMENT OF FACTS:

Florida Startutes 364.18 (2) states "The Commission may also require such reports
or other data necessary to ensure that a company’s regulaced rates do not
subsidize the company’s unregulated activities."

Part 32.27 (d) of the Uniform System of Accounts for telephone companies states
"When a carrler provides substantially all of a service to or receives
substantially all or a service from an affiliate which are not also provided to
unaffiliated persons or entities, the services shall be recorded at cost..."

The Commission does not preseribe acéounting requirements for affiliate
companies. The Commission does not prescribe depreciation rates or rtax
normalization for affiliate companies.

Charges from an affiliate company to a utility may involve direct transactions
or chained transactions. Chained transactions are those transactions where one
affiliate company bills another affiliate company for a product (asset) or
service and in turn, part of or all of the product (asset) or service and billed
‘to the utilicy.

Some allocations between regulated and non regulated operations takes place at
the affiliate level. For instance, 97% of BCI costs are allocated between
regulated and non regulated before it bills BST.

Charges from an affiliate company to a utility may involve a return component or
carrying charge that varies from the Commission prescribed rate of return.

OPINION: Since charges from affiliate companies to regulated utilities may not
be based on Commission prescribed accounting procedures, rate of return or
- depreciation rates, cross subsidies may result by virtue of the establishment of
separate affiliates for certain lines of business. It may not be in the public
interest for a utility to establish a sepsrate affiliate when the majority of its
business is with the utilicy.

RECOMMENDATION: In the event that over 50% of an affilfates’ revenues result from
transactions (direct or chainad) with the affiliated utility, then the affiliate
should be required to comply with Commission prescribed accounting, tax and
depreciation practices. Also, the rate of return component should be consistent
with the utilities’ authorized rate of returnm.

PROPRIZTARY
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SUBJECT: USE OF MARKET BASED PRICING FOR AFFILIATE TRANSACTIONS

AUDIT DISCLOSURE NO. 3

STATEMENTS OF FACTS:

Part 32.27 (d) of the Uniform System of Accounts for telephone companies states:
Services provided to an affiliate pursuant to a tariff, including a variff filed
with a stace commission, shall be recorded in the appropriate revenue accounts
at the tariffed rate. Services provided by an affiliate to the regulaced
activity, when the same services are also provided by the affiliate to
unaffiliated persons or entities, shall be recorded at the market rate. When a

carrier provides substantially all of a service to or receives substantially all =

of a service from an affiliate which are not also provided to unaffiliaced
persons or entities, the services shall be recorded at cost which shall be
determined in a manner that complies with the standards and procedures for the
apportiorment of joint and common costs between the regulated and nonregulated
operations of the carrier encity.

The FCC staff stated on April 1, 1993 that in every case that the FCC reviewed
the use of third party market for pricing affiliate transactions that such
pricing was inappropriate and "fully distribuced cost" should be employed.

In FCC Docket 93-251, the FCC proposed on September 23, 1993 to establish a
benchmark of 75% for determining when affiliate transactions may be recorded
using third party prices.

FCC policy on cthis matter is as follows: "The burden of compliance has been
placed on the carrier, not the affiliate with whom they are doing business. Our
rules are designed to prevent the booking, and subsequent recovery from the
ratepayers, of exorbitant profits included in the price of products or services
purchased from a non-regulated affiliate. The ultimate result of this rule is to
hold certain "non-regulated affiliates” of the carrier, to full rate of return
regulation." cite- Mr. Joseph Parecti, Federal Communications Commission,
Presentation made to the NARUC Staff Subcommittee on Accounts on April 1, 1993.

BellSouth has made the following argument in cbjecting to providing certain
information regarding affiliate information: "The Company objects to praviding
the requested information on the grounds that (1) Southern Bell does not have
possession, custody or control of such information, (2) the entity that is in
possession of such documents 1s not subject to the jurisdiction of this
Commission and (3), in any event, such information is neither relevant nor
reasonably calculated to lead to the discovery of admissible evidence (a) related
to transactions or. cost allocations among these companies or (b) necessary to
show that Southern Bell’s Florida customers do not subsidize either Southarm
Bell‘’s or its affillates unregulated activities.”

The extent of Commission authority with regard to affiliace information will be
addressed by the Florida Supreme Court. This matter was argued before the Court
on October 4, 1993 and a ruling is pending.

BellSouth Corporation is the parent company of BellSouth Telecommunications Inc.
and has cthe necessary control over affiliate informationm.
BellSouth refused to provide complete third party market informacion when
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OPINION: The Company has not adequately supported its use of market based
affiliate transactions. '

requested.

RECOMMENDATION: The Commission should establish its own rules regarding use of
market based pricing for affiliate transactions. At a minimum, both a substantial
and comparable third parcty market should exist and the Commission needs access
to all information that the Company and its affiliates have regarding the third
party markect.

PROPRIZTARY
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DISCLOSURE Nq. 4

SUBJECT: FIBER BASED TRIALS - BELLSOUTH REGION

STATEMENT OF FACTS:

1.

Fiber based trials have been conducted in seven of the nine states in the
BellSouth region. The Company initially objected to providing cost
information for 12 trials located in six states other than Florida. Cost
information was provided at a later date for trials listed below in the
six states:

Ixial Name State
The Grove of Riveredge Tennessee
Council Fire Tennessee
Morrowcroft N. Carolina
Denver Wire Center N. Carolina
Lakeview Terrace S, Carolina
Sumnic S. Carolina
Dunes West 8. Carolina
Bent Creek S. Carolina
Springhurst Kentucky
Marietta Riverhill Georgia
The Landings Georgia
Sherwood Forest Louisiana

The four Florida fiber trials listed below are included in separate
disclosures in this audit report:

Ixial Name Location
Heathrow ' Lake Mary
Hunter’s Creek Orlando
Cypress Cove Ft. Lauderdale
Cocoplum Coral Gables

Fiber trials were conducted to evaluate commercially available fiber optic
systems and equipment installed in the distribution loop to customers’
premises. The two configurations are the following:

a. Fiber in the loop (FITL) design with buried fiber cables terminating
in pedestal enclosures located at the curb. Electronics at the
pedastal convert digital optical signals to electrical analog
signals for distribution to multiple rssidences using copper drop
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b. Fiber to the home (FTTH) design terminates fiber taken all the way
ro the custemers’ home where a distant terminal (DT) converts light
signals to electrical analog signals.

Although customer services are now being limited to POTS, the systems are

designed, with electronic updating, to transmit future video signals to
the homes,

3. Total investment costs for the 12 trials and amount separated to
interstate jurisdiction are shown below:

Total Booked Assigned to
Costs terstate Jurisdiction
§7,123,423 $2,148,245

Thirty percent of the total investment for fiber distribution trials is
assigned te interstate jurisdiction.

4, Bellcore information letter dated December 30, 1986, (Project No. 423340)
concluded that "if the cost of supporting electronics and optical devices
were included in the above analyses, then a comparison of the fiber
scenario with the copper scenario would indicate that the fiber is many
times more expensive than copper. The terminal equipment for optical
systems is much more expensive than that needed for copper systems.”

Substantiating cost studies documentation have not been made available
which would indicate that the cost of fiber optics in the distribucion
loop is now cost effective when compared to copper plant investment.

5. The recent mergers of RBOCs with cable TV companies, namely, Bell Atlantic
with Tele-Communications, Inc., have positioned the telephone companies
for future revenue generating broadband services such as multichannel
television.

6. Order No. PSC-93-0462-FOF-TL dated March 25, 1993 in the BST depreciation
docket states "We believe that the future deployment of fiber, particularly in
the distribution area, should be based on economics. As discussed earlier in this
Order, we expect each fiber project to continue to be cost justified on an
individual basis using standard engineering economic analysis tools and
techniques. We will continue to review the recommendations Southern Bell makes
in its guidelines as part of the normal depreciation study review process”.

OPINION:
The deployment of fiber for distribution plant will facilitate the provision of
video and possibly other non POTs services.

RECOMMENDATION:

Since the Company plans on filing rebuttal testimony regarding this audit, it is
recommended that it demonstrates that using fiber for distribution plant in these
field trials is economical for POTs,
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DISCLOSURE NO. 5

SUBJECT: COSTS OF HUNTER’S CREEK AND HEATHROW FIBER TRIALS

STATEMENT OF FACTS:

1.

The Company was authorized by FCC under Section 214 of the Communications
Act of 1934 to provide CATV transport services to the communities of
Hunter’s Creek and Heathrow near Orlando, Florida. FCC further ordered
that the books of accounts for the broadband channel facilities be
maintained separate from books of telephone facilities to prevent the
construction and operation of broadband channel facilities from being
subsidized by other common carrier services.

Trials described below were conducted at the two large residential

developments Co evaluate cable TV systems and market potential for ISDN
and video services:

Hunter's Creek - Installation of AT&T video digital switching
equipment and fiber/coaxial cable systems. The trial was limited to
CATV transport services with POTS services using copper cable plant
placed in conjunction with fiber cables.

Heathrow - Installation of Northern Telecom, Inc., (NTI) video
digital switching equipment and fiber/coaxial cable systems for
providing cable TV transport services. The Company also purchased
an existing CATV coaxial cable system from Telcom Internmatiocnal,
Inc., as part of the Heathrow CATV transport business.

The Heathrow fiber optic system was installed to provide POTS enhanced
sarvices, new concepts of ISDH, CATV, and advanced video high definition
TV (HDTV).

Original request for fiber trial costs for Hunter’s Creek and Heathrow was
made October 26, 1992, and Company responded February 10, 1993, with the
following which was restricted to outside plant costs:
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1989 1990 1991 1992 Total
Heathrow 465 383 92 0 940
Hunter's Creek 0 271 201 0 362

Combined Total Investment ($000) 1,502

Total booked investment in each trial, including CATV and fiber optic
equipment, was requested April 26, 1993, and it was not until October 27,
1993, that estimated costs were received without supporting documentation.
Grand totals submitted are the following based on August 1993 investments:

Heathrow $13,935,615
*Hunter'’s Creek 3,946,842
Total $17,882,457

*Includes $2,502,799 CATV investment retired in 1992

Company never provided grand total booked costs but calculated estimates
based on expenditure authorizations identified by the auditor during field
visits to Florida Operations Centers in Orlando, Ft. Lauderdale,
Jacksonville and Miami,

Company could not provide separations documentation which identified
assignment of investment to interstate jurisdiction individually for
Hunter’'s Creek and Heathrow. The filed 1992 average CATV interstate
assignment totaled §$6,754,671. It could not be verified that the total
Hunter’s Creek investment of $3,946,842 which was 100 percent CATV was
assigned to interstate.

Company’s reconciled separations received October 27, 1993, were based on
total estimated costs using December 1992 separations ratios summarized as
follows:

Co d 9 atio

Intarstate $8,449,028
Intrastate $9,190,057

There was a $1,694,357 increase in interstate assignment over the
previously filed $6,754,671.

Copper cables at Heathrow are in place in the fiber optic test areas at
Heathrow for cut over of POTS from fiber to copper. :

PROPRIETARY
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The length of time between initial request for cost information and receipt of
estimates instead of booked information one year later did not permit

verificacion of total hooked costs and separations for Hunter’s Creek and
Heachrow.

OPINION:

RECOMMENDATION:

Since the Company plans on filing rebuttal testimony regarding this audit, it is
recommended that it demonstrates that using fiber for distribution plant in these
fiber trials is economical for POT's.

PRCPRIETARY
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SUBJECT: BSE PARTICIPATION IN HEATHROW TRIAL

DISCLOSURE NO. 6

STATEMENT OF FACTS:

1. BellSouth Enterprises, through 4its subsidiary, BellSouth Ventures
Corporation, entered into a partnership agreement with Florida Seminole
Communications, Inc., (related to Paulucci International, Ltd.) on August -
11, 1988, to sell, install and maintain customer premises equipment (CPE)
in the Heathrow Development. Each partner had an initial investment of
$135,000.

The business partnership was conducted under the name "Heathrow
Telecommunications.”

2. BellSouth Enterprises actively participated in the fiber trials as a
member of the Heathrow Executive Steering Committee. BSE'‘s responsibilicy
involved the lease or purchase of Northern Telecom ISDN CPE sets, NTI
T2317, and other CPE with the joint venture recei{ving revenue streams from
the sales.

3. On April 1, 1989, BellSouth Ventures Corporation (BSE) assigned and
transferred their partnership interest in Heathrow Telecommunications to
BellSouth Services Incorporated for $35,376.07.

OPINION:

It was app;rent that BellSouth Enterprises participated in the Heathrow fiber

trials as a joint venture partner in anticipation of selling, installing and

maintaining customer premises equipment which were non-regulated business.

However, it appears that BSE sold their partnership interest to BellSouth
Services when ISDN services did not sell at Heathrow.

PROPRIETARY
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EXCEPTION NO. 7

SUBJECT: PURCHASE OF HEATHROW CATV SYSTEM - SEPARATIONS

STATEMENT OF FACTS:

1.

The Company paid $119,891.05 for an existing coaxial CATV system from
Telcom International for providing FCC tariffed transport services to
Heathrow subscribers.

The Company stated that the investment was not charged to SBT - Florida
rate base and that these assets were gpecifically identified and had been
excluded from the intrastate rate base.

Subsequent work papers disclosed only 50 percent or $59,945.53 (FRC B4S5C)
had been separated to interstate while $59,945.52 (FRC 45C) remained for
separations treatment. $43,580.39 was incorrectly assigned to the Florida
intrastate rate base.

OPINICON:

Even though work papers showed incorrect separation of the purchased CATV system
costs, the Company continued to state that all costs had been allotted to the
interstate account until Commission review on September 21, 1993.

RECOMMENDATION:

The $A3,580.39 has been adjusted in Disclosure No. 14,

PROPRIETARY
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SUBJECT: HEATHROW FIBER BASED TRIAL
CUSTOMER SERVICES AND REVENUE

DISCLOSURE NO. 8

STATEMENT OF FACTS:

1. Voice communications (POTS) were provided over the fiber optic system at
the Florida tariffed rate of §$10.50 per residence line. There were 178 .
customers (211 lines) participating in the trial from June 1988 to present
for an estimated annual revenue of $22,428 which amount was classified as
intrastate.

2. The ISDN data services part of the trial consisted of ten customers for a
period of thirty-six months at no cost to the users.

3. CATV FCC tariffed transport services were provided over the fiber and
coaxial facilities as follows:

o CATV over fiber - 117 customers from July 1988 cto
present for estimated annual revenue of $10,944,

o CATV over coaxial - 510 customers from July 1988
to present for estimated annual revenue of
$39,780.

CATV revenue was assigned to interstate.
OPINION:
Total annual revenue of §$22,428 for POCTS services is extremely small when

compared to a total plant investment estimated to be §13,935,615 by the Company
for the Heathrow trial,

PROPRIETARY
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DISCLOSURE NO. 9

SUBJECT: HEATHROW FIBER BASED TRIALS

INVESTMENT RETIREMENT STATUS

STATEMENT OF FACTS:

1.

A Company memorandum from M. E. Balmes/J. M. Simpson dated February 1,
1993, to W. R. Perry recommended that the switched video system and
associated special video electronics and fiber cables be retired since all
subscribers were being cut over from fiber to coaxial systems.
Furthermore, the marketing organization had no further plans to conduct
trial activitles at Heathrow.

Company states there are approximately 50 CATV subscribers in service and
they will be moved from fiber to coaxial networks sometime in 1994.

The fiber optic network continues to serve POTS customers which are now
capped at 178.

Company states that the video switch, videc related equipment and optical
network interfaces will be retired and removed. However, the potential
for reusing the unique equipment is remote. Estimated retirements are
shown below:

. IRC USOA  Description Agount
57¢C 2362 Ckt.Equip.- Analog $ 200,000
77¢ 2212 Digital Electronic Switch
Equip. - Fiber Optic § 840,000
B958C 2362 Other terminal equip. -

Fiber Optic $1.400, 000
Total $2,440,000

OPINION:

The use of fiber cables to serve only POTS customers capped at 178 with no plans
for data or video services justifies the complete retirement of the fiber optic
system at Heathrow. Copper cables have been placed in conjunction with fiber
distribution cables and are available for cut over of telephone services to
copper plant.

RECOMMENDATION:

Retire the estimated $2,440,000 investment in the CATV switched video system and
the entire fiber optic investment, including the fiber cables which support only
178 telephone customers.

PROPRIETARY
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DISCLOSURE NO. 10

SUBJECT: HUNTER'S CREEK EARTH SATELLITE STATION

STATEMENT OF FACTS:

1.

U.S. Department of Justice, Antitrust Division, in a letter dated May 8,
1987, to BellSouth Corporation, concluded that Southern Bell was in
violation of Section II (D) of the Modification of Final Judgement (MFJ)
by providing interexchange services at the Hunter‘’s Creek development.

Southern Bell had been granted a license for its receive-only earth
station which received programming that was originated by a third parcy
outside the Orlando LATA and relayed via satellite to the Company's earth
station.

BellSouth complied with the direction of the U. S. Department of Justice
by selling the Scientific Atlanta Receive-Only Antenna to Genstar Southern
Development, Inc., on Bill of Sale dated October 12, 1987. The selling
price was not provided.

The following retirement costs were documented:

o Debit 3100.2521 Depreciation Reserve - 58,112
0 Creditr 2221.2310 Radio System - $8,112

The equipmenﬁ was placed as part of Estimate No. V-0469 and charged to FRC
67C-Radio Systems Terrestrial Microwave - Other (SRC 2231.2310).

OPINION:

U.S. Department of Justice specificallfrlimited BellSouth’s early entry into the
CATV business at the Hunter’s Creek development to CATV transport from the
headend to customers' premises.

PROPRIETARY

>
S -
-




4a

DISCLOSURE NO. 11

SUBJECT: HUNTER’S CREEK VIDEO TRIAL
) RETIREMENT

STATEMENT OF FACTS:

1. A Company memorandum from R. C. Capell dated September 29, 1992 to D. A,
Kettler/R. B. Vogel stated that the “original fiber to the home switched -
video system from AT&T has been retired and the 1120 cable TV subscribers
at Hunter’s Creek are now served almost exclusively by a standard coaxjial
cable transport system."

2. Company states the CATV equipment and fiber cables were either retired in
place or removed and junked. The uniqueness of the equipment makes any
future use or removal remote.

3. A total of $2,502,799 was retired in 1992 under Estimate Nos. EF1629 and
EF7201 which included the switched video and electronic eaquipment and
multimode fiber optic cables. The cables could no longer support the
increased chammel requirements for CATV transport.

4. Retirement of 3,521,041 was identified in a letter from D.A. Kettler to
B. R. Williams on December 16, 1991, for retirement of the Hunter'’'s Creek
CATV switched video system. Status of retirement of the remaining
$1,018,242 of obsolete plant investment is unknown.

OPINION:

The entire investment for CATV switched video services which totals a minimum of
$3,521,041 should have been retired in 1992 instead of $2,502,799. The original
total cests should have been booked under interstate jurisdiction. However, the
actual booking of cable with respect to intrastate and interstate separations are
unkniown since both Hunter’s Creek and Heathrow total costs were combined and
cannot be separated.
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DISCLOSURE NO. 12

SUBJECT: CYPRESS COVE FIBER TRIAL

STATEMENT OF FACTS:

1.

The Cypress Cove trial in Ft. Lauderdale, Florida, consists of fiber
cables in the distribution loop terminating in modular constructed
pedestal enclosures located at curbs in residential neighborhoods. One
pedestal serves up to six living units by buried copper drop wires.

A commercially available Reliance Comm/TEC DISC * FITL system was
purchased which converts high bit-rate digital optical signals to
electrical analog signals by means of electronic plug-in boards at the
pedestal,

Only POTS services are currently being marketed. With upgraded
electronics, the fiber optic system is designed to provide television
services over the copper drop wires to the residences. This was verified
during an on-site inspection by a Commission auditor on August 6, 1993.

Company reports the following expenditures and separations through 1992:
Total Booked Separations

Costs Intrastate Interstate
$191,029 $131,216 $59,813

Investment assigned to the Florida Intrastate rate base is 69 percent of
the total investment.

OPINION:

The recent Bell Atlantic/Tele-Communications, Inc., merger and the acquisition
of 22.5 percent interest in Prime Management, Inc., by BellSouth makes it
apparent that the RBOCs are in a position to provide their own programmed
television services in the near future.

RECOMMENDATION: Since the Company plans on filing rebuttal testimony regarding
this audit, it is recommended that it demonstrates that using fiber for
distribution plant in this field trial is eccnomical for POT's.

PROPRIETARY
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DISCLOSURE NO. .13 / ? ‘¥

SUBJECT: COCOPLUM FIBER TRIAL !

STATEMENT OF FACTS:

1. The Cocoplum trial in Coral Gables, Florida, consists of fiber cables in
the distribution loop which terminate directly in subscriber homes. An
ATS&T SLC* Series 5 Carrier System extends the use of fiber optics to
residences as part of an all-fiber network which will provide the
capability for future data and video services with: electromnic upgrades.
Only POTS service is currently provided.

2. The fiber optic system provides high bit-rate digital optical signals to
a distant terminal (DT) located at the customers’ premises where the light
signals are converted to electrical analog signals,

3. Company reports the following expenditures and separations through 1992:

Total Booked Separations
Costs Intrastate Interstate
$843,572 $596,257 §246,316
Investment assigned to the Florida intrastate rate base is 70.8 percent of
the total investment.
OPINION:

Although only POTS is now provided, the great majority of the megabyte capacity
is reserved for data and video services.

The recent merger of Bell Atlantic and Tele-Communications, Inc., signals the
entrance of cthe telephone industry into the cable TV business.

RECOMMENDATION: Since the Company plans on filing rebuttal testimony regarding
this audit, it is recommended that it demonstrates that using fiber for
distribucion plant in this field trial is economical for POT's.
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SUBJECT: ALLOCATION TO INTERSTATE OF CATV COSTS

AUDIT DISCLOSURE NO. 14

STATEMENT OF FACTS: The FCC requires that all costs related to Cable TV be
separately recorded as interstate. An Accounting Plan for Cable TV transport was
developed and issued by RT Bishop, the Comptroller, on August 17, 1990. (Letter
12-01)

Trials oh Cable TV were conducted at Hunters Creek and Heathrow in Florida.
Staff engineer, Jack Hoyt's, review of Heathrow and Hunters Creek construction
costs have revealed the following:

1. The company paid Northern Telecom $5 million dollars for equipment for the
cable TV project. $2 million of these costs were capitalized and $3 million for
system support was deferred and amortized to expense. Based on a description of
the $2 million dollars of equipment, $881,000 was for Videc and the rest was for
POTS. The company has charged the entire amount of system support to POTS. 1In
doing so, these costs went through the normal accounting process of separations
instead of the 100% special separation for video. The following amounts were
charged with the amortization of the $3 million in 1992.

ACCOUNT AMORTIZATION
6612 §209,032
6232 69,677
6362 301,936
1992 amount $580,645

2. The company miscoded the purchase of a Cable TV company. See exception 7.
The dollars to be adjusted are included in the revised schedules in this
exception in Account 2423.

3. Expenses associated with these trials have not been expensed in accordance
with accounting letter 12-01.

4., The company dollars for CATV for outside plant from the general ledger does
not agree to the CATV amounts in the Separation System.

5. The revised company numbers did not recompute property tax or depreciacion

expense for some years. The revised depreciation expense for 1992 is the same
as the original even though investment changed.

'PROPRIETARY
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Staff did not Teceive the revised numbers until October 27, 1993. We never
received supporting documentation for the new allocations of COE, the backup for

the numbers used in the general ledger for outside plant of their calculation of
depreciation.

OPINION: The company has prepared revised numbers with all the above
adjustments. They were not received in time for adequate review but result in
a decrease in intrastate plant, accumulated depreciation and expenses. The
revised numbers include 44.05% of the amortization in 1 above, based on the
percent of video plant to total plant in the Northern Telecom contract. The
calculation below shows the intrastate and regulated calculations that were
originally used to record the investment and expenses in the 1992 rate case and

books. It is necessary teo remove the same portion as what was recorded. These
amounts are computed as follows:

DECREASE IN INTRASTATE RATE BASE

1992 1992 % * AMOUNT
ACCOUNT AMOUNT _ AMOUNT DIFFERENCE ORIGINALLY REGULATED TO BE
REVISED ' AS FILED TO INTRA ADJUSTED
2111 $865 $865 76.55% 97.19% $644
2112 71 71 76.55% 90,08% 49
2114 9% 94 76.55% 90.08% 65
2115 94 9 76.55% 91.40% 66
2116 760 760 76.55% 92.02% 535
2121 449,656 230,004 219,452 76.55% 97.23% 163,337
2122 © 746 746 76.55% 93.08% 532
2123 1,388 1,388 76.55% 97.01x 1,031
2124 3,451 3,451 76.55% 93.34% 2,466
2212 870,145 752,699 ° 117,446 80.84% 97.92% 92,969
2231 0 S00,448  (500,448) 80.84% 100.00% (404,562)
2232 2,780,268 1,551,365 1,228,903 80.84% 100.00% 993,445
2341 0 (300) 300 76.383% 99 ,98% 229
2362 1,519,640 1,315,531 204,109 72.70% 94,08% 139,603
2421 6,187 4,492 1,695 72.70% 100.00% 1,232
2422 563,354 556,741 6,613 72.70% 100.00% 4,808
2423 2,362,288 1,776,937 585,351 72.70% 100.00% 425,550
2441 66,766 66,754 12 72.70% 100.00% 9
$8,625,573  $6,754,671 $1,870,902 $1,422,006
NET PERGENT INTRASTATE REGULATED 76.01%
AVG. INTRA/REG PER PLANT
ACC.  $2,381,454  $3,022,196 $(640,742) 76.01% (487,005
DEPR. $935,001

NOTE: ABOVE ADJUSTMENTS RELATE TO STATEMENTS 2 & 4,
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EXPENSES 1992:

1592
ACCOUNT AMOUNT

REVISED

6110 $0
6116 0
6121 77
6212 92,163
6231 42
6232 30,858
6362 135,258
6421 0
6422 1,468
6423 71,851
6441 0
6512 0
6531 0
6532 0
6533 0
6534 38,1349
6535 1,180
6711 1,547
6712 514
6721 4,733
6722 895
6723 4,207
6724 2,431
6725 1,271
6726 1,721
6727 5
6728.9 18,287
$406,857

---------------------------------

47

1992 % % AMOUNT
AMOUNT  DIFFERENCE ORIGINALLY REGULATED TO BE
AS FILED TO INTRA ADJUSTED

$0 93,28% $0

0 93.95% 0

77 77.39% 97.45% 58

92,163 75.48% 97.77% 68,013

42 75.48% 100.00% 32

30,858 75.48% 100.00% 23,292

(19,282) 145,540 73.63% 36.18% 38,771
0 100.00% 0

1,468 0 72.89% 100.00% 0
74,024 (2,173) 72.89% 100.00% (1,584)
0 100.00% 0

0 94.75% 0

0 99.50% 0

0 97.12% 0

0 77.05% 0

38,349 0 89.76% 0
1,180 0 99 .45% 0
1,547 0 94, 36% 0
514 0 94 . 94% 0
4,533 200 84.75% 95.67% 162
895 ‘ 0 97.37% 0
4,207 0 93.13% 0
2,431 0 94.55% 0
1,271 0 56.93% 0
1,721 0 93.37% 0
S 0 97.82% 0
18,287 0 94.08% 0
$140,150 $266,707 $128,744

ROTE: ABOVE ADJUSTMENTS RELATE TO STATEMENTS 1 & 3.

1r A
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CUMULATIVE EXPENSES 1986 TO 1993:

% % AMOUNT

ACCOUNT AMOUNT AMOURT DIFFERENCE OQRIGINALLY REGULATED TOQ BE
REVISED AS FILED TO INTRA ADJUSTED
6110 $1,991 $1,991 74.93% 93.28% . $1,392
6116 1,646 1,532 114 74.93% 93.95% 80
6121 132 132 77.39% 97.45% 100
6212 453,665 453,665 75.48% 97.77% 334,790
6231 3,728 2,029 1,699 75.48% 100.00% 1,282
6232 165,427 165,427 75.48% 100.00% 124,864
6362 712,571 21,218 691,353 73.63% 36.18% 184,172
6471 9,542 7.6%0 1,852 72.89% 100,00% 1,350
6422 29,519 9,343 20,176 72.89% 100.00% 14,7086
6423 259,408 252,749 6,659 72.89% 100, 00% 4,854
6441 115 53 62 72.89% 100.00% 45
6512 144 9 135 74.41% 94.75% 95
6531 182 182 0 73.98% 99.50% 0
6532 14,905 7,059 7,846 73.98% 97.12% 5,637
6533 2,212 690 1,522 73.98% 77.05% 868
6534 192,479 161,874 30,605 73.98% 89.76% 20,323
6535 10,249 9,757 492 73.98% 99.45% 362
6711 10,017 8,816 1,201 77.39% 94.36% 877
6712 3,289 2,783 506 77.39% 94 .94% 372
6721 30,084 26,415 3,669 84 .75¢% 95.67% 2,975
6722 79,711 7,293 2,418 84.75% 97.37% 1,995
6723 24,599 21,438 3,161 84.75% 93.13% 2,495
6724 14,395 12,878 " 1,517 84,75% 94 .55% 1,216
6725 7,249 6,157 1,092 B4.75% - 56.93% 527
6726 21,054 18,839 2,215 84.75% 93.37% 1,753
6727 1,104 795 309 84.75% 97.82% 256
6728.9 104,678 91,519 13,159 84.75% 94.08% 10,492
$2,084,095 $671,118 81,412,977 $717,878

RECOMMENDATION: Post all of the above adjustment and retroactively adjust prior
years,

PROPRIETARY
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AUDIT DISCLOSTRE NO: 15
SUBJECT: BELLCORE COST REDUCTION

STATEMENT OF FACTS: According to the Bellcore annual report, Bellcore went
through a restructuring of its operations in 1992 to simplify and eliminate
varicus internal processes and procedures.

In 1992 Bellcore incurred $53.9 million in non-recurring expenses (not including
non-severance related salary amounts) according to their audited financial
statements. In addition, according to the Bellcore Annual Report, there was a
net reduction of payroll and contract labor of 922 employees. The related pay
reduction is $37,583,388,26, excluding termination pay and other benefits.

Total 1992 expenses per the 1992 financial statements $1,150,080,000
Includes non-recurring expenses

1993 approved budget for 1993 (Request 2-111) $1,105, 000,000
Budgeted reduction in expenses at the Bellcore Level. § 45,080,000
Percent of 1992 expense 3.92%

BellSouth Telecommunications Budget for 1993(2-111.0.1) 165,795,600
Actual 1992 billed BST per Bellcore Annual Report 168,793,000
Budgeted Reduction at BST Level 2,997,400
Percent of 1992 expense 1.78%

BST Florida budget for 1993 (Request 2-080.A) 42,638,700
BST Florida Bellcore charges 1992 (BST Annual Report) 42,490,866
Budgeted Reduction at Florida Level (147,834)
Percent of 1992 expense-Increase -0.35%

OPINION: The reduction in the Belleore budget does not even account for the
entire §53.9 million in non-recurring expenses let alone any decrease in salary
or employee related expenses such as benefits or building space for all of the
employees let go in 1992.

The estimated reduction in salary expense alone is $37,583,388.26. The
combination of the $53.9 million and the $37,583,388.26 is $91,483,388.26.
Therefore, the total known decrease in Bellcore expenses not including overheads
is $91,483,388.26 or an 8% reduction. '

J
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RECOMMENDATION: TFurther reductions appear to be needed in the 1993 Bellcore
budget.

Using an 8% reduction, Florida expenses would decrease by $3,399,269 in 1993,
Allocated based on 1992 activity to accounts being charged over 1% of the
expenses (per the annual reports of Bellcore), the reduction is as follows:

ACCOUNTS % ALLOCATED & DOLLARS *INTRA  DOLLARS
ACTIVITY DOLLARS REG REGULATED INTRA
1992 -
6535 15.26% 518,728  99.45% 515,875 73.87% 381,077
6611 4.25% 164,469  96.51% 139,427 73.69% 102,744
6623 1.53% 52,009 96.15% 50,006 85.12% 42,566
6724 43.643% 1,476,303  94.55% 1,395,844 76.84% 1,072,567
6726 6.67% 226,731 95.37%. 216.234 76.84% 166,154
6727 21.98% 747,159  98.76% 737,895 76.84% 566,998
6728 1.78% 60,507 94.07% 56,919  76.84% 43,737
8705 1.17% 39,771 94 .66% 37,648  76.44% 28,778
8710 3.93% 133,591  94.66% __ 126,457 76.44%  _ 96,664
3,399,269 3,276,305 2,501,284

e
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SUBJECT: LOBBYING AND CONTRIBUTIONS CHARGED TO BST FROM BELLCORE

AUDIT EXCEPTION NO: 14§

STATEMERT OF FACTS: Bellcore had the following expenses in 1992:

Project 480004 Legislative Task Force $431,300.00
Contributions 719,197.15
Acct. 649-086 Corporate Legislative Regulatory Support 1,904,671.60
Acct. 671-151 Washington Regulatory Internal Services 446,639.43

---------------

§3,501,808.18

Accounts 649-086 and 671-151 are described on the following page from request
2-117.1. '

Project 480004 was charged at $71,800 to Bellsouth Corp and allocated to the
various states. The project overview provided in request 2-112, describes the
Project as: Assist the Bellcore Client Companies by providing centralized
coverage in Washington of events of national importance in telecommunications.
Areas of focus include Congress, the Federal courts, regulatory agencies, and
other national organizations headquartered in Washington.

All of the other accounts, totaling $3,070,508.10, were allocated to all projects
through the internal allocation process of Bellcora. (Per Requests 2-101 and
2-117.1)

Using the Bellcore ownership billing in the Bellcore Annual Report, staff
calculated that 16.3% of Bellcore billings were to BST.

OPINION: The above costs of $3,070,508.10 allocated to BST at 16.3% tocal
$500,635.59. This along with the $71,800 charged to BSC for project 48004 total
$572,435.59. Since most Bellcore billings are charged to accounts 6724 and 6727,
the state allocators for these accounts are being used to determine the portion
of these costs applicable to each state.

$ DOLLARS
Florida 26.14% $149,635
Georgia 17.28% 98,917 o
North Carolina  9.62% 55,068 D T ARY
South Carolina 6.44% 36,865 PROPR‘ E
Alabama 8.47% 48,485
Kentucky 4.92% 28,164
Louisiana 9.95% 56,957
Mississippl 5.85% 33,487
Tennessee 11.33% 64,857
$572,436



ACCOUNTS
ACTIVITY
1992
6535
6611
6623
6724
6726
6727
6728
8705
8710

% ALLOCATED

DOLLARS

15.26% $22,834
4.25% 6,359
1.53s 2,289
43.63% 64,986
6.67% 9,981
21.98% 32,890
1.78¢ 2,664
1.17¢ 1,751
3.93% __5.881
$149,635

%
REG

99.
96.
96.
94
95.
98
g4,
94,
94.

Sl

RECOHHEHDA&IONe_ Remove the Florida share of costs from ratemaking.

45%
S51%
15%

.55%

37%

.76%

07%
66%
66%

DOLLARS
REGULATED

$22,709
6,138
2,201
61,445
9,519
32,482
2,506
1,657

—3,267
$164,222

*INTRA

73.
.69%
85.
76.
.84%
.84%
76.
LA4%
76.

73

76
76

76

B7%
12%
84%
843

443

DOLLARS
INTRA

16,775
4,523
1,874

47,214
7,316

24,959
1,925
1,267

4,235
110, 106
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< 53 ITEM MO, 2-117.1

ATTACHMENT |

649-086: Corparate Legisiative/Regulatory Support (Project 915XX)

Corporate Legislative/Regulatory Support expenses are charged to project 915XX%
and inciude a.ll expenditures associated with the Regulation and Government
Support organizations. These organizations assist the regioms in identifying,
monitoring, and analyzing reguiatory issues of concern. They advise and assist
the Regionai Holding Companies in their interactions with Congressional
Committees, the Federal Communication Commission and the Executive Branch,

CorpomLeg_isluivdRegumorySuppo:tcxpmmcbugedbackwall Area
Support, Service Center, SDCPE/EC, and Extemnal Billable Projects on the basis

szofzmpwerage Bellcore sEmployee .and Average Resident Visitor-Reported

S
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--§71-151: Standard Rated Corporate Service Center Normalization
0 (Washington Regulatory Internal Services (Project $15XX)

Bellcore's Corporate Service Ceaters are structured to provide on &a economical
basis, those services which are commonly required by most of the organizations
in the company. Standard Rated Service Centers are billed directly to the user
orpninﬁonon:ungebasiswhichischarxeda:mdardmu. At year-end a
normalization process may be performed to eliminate any residual over/under
recovery that exists within the Standard Rated Corporate Service Centers. This
normalization process sllows any over/under recovery cxpenses to be charged : ~
back to the External projects on the basis of ussge.
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SUBJECT: BELLCORE RESEARCH AND DEVELOPMENT

AUDIT DISCLOSURE NO. 17

STATEMENT OF FACTS: BST pays Bellcore for research and development costs which
are charged to account 6727 according to the MP2702's. Total expenses for this
account in 1992 related to Bellcore R & D ware approximately $34,442,935. Of
these costs, 26.14% were charged to Florida or §9,003,793.31. Of these costs,
$111,945 or 1.24% were charged to non-regulated operations in 1992.

According to the Cost Allocation Manual (CAM), the Bellcore Research and
Development 1s to be apportioned to reg and non-reg as follows:

Based upon an annual analysis of Contracted R & D to determine if projects are
regulated or non-regulated,

The company is using a method where they separate the projects into categories
of Switched, Non-Switched, Composite Switched and Non-Switched, Support and
Generic. These categories were then allocated based on ARMIS report plant.
Generic was allocated using a 3 month average of the general allocator. The
three month average of the general allocator is 4.0537. The 12 month average is
5.233%. Scaff attempted to audit the ARMIS report numbers for these ftems., When
backup was finally received on 8/13, ic was for the wrong year. Corrected data
was not received in time to complete this audit.

Recent newspaper articles report that the FCC has recently given approval to Bell
Atlantic to enter the video market and has recently scheduled rule setting for
bidding for slots for wireless phone service or Personal Communication
Systems (PCS).

In October, BellSouth Cop. signed a $250 million agreement to acquire a 22.5%
stake in Prime Management Co., a Texas-based cable TV company.

The company’s 1992 Accounting for Internal R & D Analysis paper recommendad
annual reviews because of: "Increasing competition and the relief of many MFJ
restrictions will likely result in substantially increased internal R & D efforcs
beyond historical levels."®

OPINION: Recent rulings by the FCC make allocation of R & D based on current non
regulated services unreasonable. As the operating companies enter into more and
more unregulated business, the unregulated businesses will be henefiting from the
benefits from the technology obtained in their current research.

Because the company’s new system allocates costs to regulated and non-regulated
based on future investment (3 years) of current non-regulated services, and R &
D account 6727 according to the USOA is a planned search or critical
investigation aimed at discovery of new knowledge or translating research
findings into a plan or design for a new product or process or for a significant
improvement to an existing product or process, possible new unregulated services
are not being taken intec account,
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Several methods of accounting for these costs can be used by State Commissions:
1. Deferral of costs until potential products are determined.

2. Requirement of Keep Cost records by projects and product for retroactive
adjustments. (If this is used, amounts recorded need to be audited periodically
to make sure they are all inclusive.)

3. Allocation of project based on estimated future benefits,

Some projects appear to have more non-regulated possibilities than others. Staff
has reviewed each project and determined allocation methodology for each. We
also contend that the absolute minimum that should be used is the general
allocator.

Because of the following difficulties in performing the audit and current rulings
and purchases, the following has been used by this staff to allocate 1992 costs:

PROPRIETARY
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Bellcore Projects

Staff initially requested a detailed description of all 1991 and 1992 projects
that BellSouth had authorized Bellcore to undertake on October 26, 1992, request
No. 1-001. Project description summaries for 1991 and 1992 were provided on
January 11, 1993. The company provided approximately 609 Bellcore projects chat
were charged to various BellSouth accounts in 1992, Staff limited their review
to 1992 projects charged to Account 6727, Research and Development. There
were roughly 70 projects charged to Account 6727 in 1992. Staff held interviews
with BellSouth staff on March 11, 1993, and again on April 26-27, 1993 to
understand how BellSouth interacts with Bellcore. Staffs primary interest was
the budgeting and billing process of Bellcore projects and the project management
of Bellcore projects within BellSouth.

To gain further knowledge of the R&D performed by Bellcore, staff requested
interviews with the project managers of several Bellcore projects on July 22,
1993, request No. 1-101. The company responded on August 6, 1993 stating, "The
Company objects to arranging the requested interviews on the grounds that this
request is unduly burdensome and oppressive."” When staff questioned BellSouth’s
objection, they were told that the objection was made by Bellcore, not BellSouth.
The objections were based on the fact that Bellcore had recently participated in
the audit conducted by NARUC and the FCC and believed that any further audits of
Bellcore would be burdensome and duplicative for the auditors. Staff believas
that the only way of gaining a thorough understanding of the nature of the
projects and/or any specific applications to regulated or nonregulated products
or services is to further examine the projects in question. It is apparent to
staff through our limited exposure of the Bellcore projects that there is a
potential for these projects to support future non regulated products or
services, In many cases there may be no benefit to current residential
ratepayers and therefore such Bellcore work benefiting future non regulaced
services justifies careful analysis of Bellsouths cost allocation methods.

An example of the future benefit nature of the Bellcore work are projects
numbered 21411, 421301, 421303, 421306, and 621306. These are a few of the
projects that relate to the development of a communications network based upon
fiber optic broadband transport of voice, data and video information. A
broadband network of this magnitude is not currently required for telephone
service and many types of informati{on services. However, 1t is required to
support high quality entertainment television. Although video dial tome is
allowed by Bellsouth, they are prohibited from owning or providing video
programming in their service territory by the Cable Communications Policy Act of
1984. Moreover, in a racent US District Court decision, Bell Atlantic won a
lawsuit to overturn restrictions in che Cable Act of 1984. Bell Atlantic
basically gained the authority to become a cable television provider and compete
with cable companies in its service area. This authority does not extent to any
of the other Bell Operating Companies.

In addition, Bellsouth Corporation recently acquired 22.5% of Prime Management
Company, a Texas based cable television company. This provides Bellsouth with
entry inte Interactive television, pay-per-view, tradicional cable and
alternative telecommunications for business and rasidenrial customers. With the
recent Bell Atlantic ruling and BellSouth’s acquiring a stake in a cable company,
it posirions BellSouth a step closer to offering television service to their
local telephone customers. This work performed by Bellcore is clearly directed
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toward these future enhancements that have the potential of supporting
competitive services that are currently not regulated and may or may mnot be
regulated in the future.

There are also projects related to the provision of Personal Communications
Systems (PSC). However, the most recent federal bill preempting the states from
regulating wireless service rates and the FCC decision on sgpectrum allocation
opens a new generation of wireless communications for new types of services that
could i{n time replace many of the phones and computers now secured by wire. It
is apparent from this action that PCS will clearly not be regulated by the States
and therefore the costs should be properly allocated,

It appears that there is a presumption that Research and Development costs are
regulated unless there is a specific application to nonregulated products or
services. Any R&D that does not have direct association with known non regulated
activities 1is simply treated as regulated. Although research and most
development is directed toward the future and benefits future customers, today’'s
customers are paying for these activities. Additionally, events such as the
recent rulings by the FCC on PCS and recent court decisions of allowing Bell
Atlantic to provide cable services, it compels staff to believes that Bellsouth’s
allocation of R&D based on current non regulated services is unreasonable,

Staff understands the need for BellSouth toc continue thelr research and
development efforts with Bellcore in order to enhance their network and prepare
for future competitive services. However, staff believes that until a better
understanding of the nature of the Bellcore projects are determined, the work
efforts could potentially be supporting competitive products and therefore would
be benefiting both regulated and unregulated services.

This Commission plays a major role in the deployment of advanced technology
through our jurisdiction over depreciation schedules, incentive regulation plans
and cost allocation. Although Florida has been generally supportive of new
technologies and the accompanying new services, our primary objective is to
ensure that ratepayers are not harmed by the deployment of new technologies. It
appears that a large portion of the Bellcore projects are primarily oriented
toward future enhanced (and potentially non-regulated) services which do not
benefit current regulated products and services. In lieu of addictional
information and the ability to further evaluate the Bellcore projects purchased
by Bellsouth, staff believes that the research and development performed on these
projects should be allocated 50% to regulated and 50% to non-regulated.

PROPRIETARY
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TOTAL BELLCORE R & D COSTS 1992 34,442,935
AT 50% ALLOCATION 50.00%
AMOUNT TO BE REMOVED 17,221,468
% TO FLORIDA 26.14%
AMOUNT OF ADJUSTMENT FLORIDA 4,501,692
AMOUNT ORIGINALLY CHARGED R & D BELLCORE FLA 111,945
NET FLORIDA ADJUSTMENT 4,389,747

RECOMMENDATION: Transfer more of expenses to non-regulated operations using one
of the above methods. ’
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SUBJECT: BST GENERIC RESEARCH AND DEVELOPMENT

AUDIT DISCLOSURE NO. 18

STATEMENT OF FACTS: BST has a research and development division which charges
expenses to account 6727 according to the MP2702's. Total expenses for this
account in 1992 related to Generic R & D were approximately $10,236,000. Of
these costs, 26.14% were charged to Florida or $2,675,191.60. Of these costs,
$142,848.84 or 5.34% were charged to non-regulated operations in 1992. -

According to John Mast, the company allocated this portion of the account using
the general allocator which is computed mechanically in the cost separations
system and is based on the &6XXX expeunse account.

According to the Cost Allocation Manual (CAM), the Bellcore Research and
Development is to be apportioned to reg and non-reg as follows: "Based upon an
anmual analysis of Intermal R & D to determine if projects are regulated or
non-regulated."”

In 1993, according to John Mast, the company is changing from the general
allocator to a method where they separate the projects intc categories of
Switched, Non-Switched, Composite Switched and Non-Switched, Support and Generic.
These categories are then allocated based on ARMIS report plant. Generic is
allocated using a 3 month average of the general allocator.

In interviews, Research and Development personnel contended that all of the
research is regulated even though possible future services may be unregulated
because the projects determine how the products interface with the system.

According to recent newspaper articles, the FCC has recently given approval to
Bell Atlantic to enter the video market and has recently scheduled rule setting
for bidding for slots for wireless phone service or Personal Communication
Systems (PCS).

In October, BellSouth Cop. signed a $250 million agreement to acquire a 22.5%
stake in Prime Management Co., a Texas-based cable TV company.

The company’'s 1992 Accounting for Internal R & D Analysis paper recoumended
annual reviews because of: "Increasing competition and the relief of many MFJ
restrictions will likely result in substantially increased intermal R & D efforts
beyond historical levels.* .

OPINION: Recent rulings by the FCC make allocation of R & D based on current non
regulated services unreasonable. As the operating companies enter into more and
more unregulated business, the unregulated businesses will be benefiting from the
benefits from the technology obtained in their current research.

Because the company’s new system allocates costs to regulated and non-regulated
based on future investment (3 years) of current non-regulated services, and R &
D account 6727 according to the USOA is a planned search or critical
investigation aimed at discovery of new knowledge or translating research
findings into a plan or design for a new product or process or for a significant
improvement to an existing product or process, possible new unregulated services
are not being taken into account.
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According to the company workpapers, if the company had used their new allocation
method in 1992, they would have allocated .7304% of R & D to non-reg instead of
the 5.34% actually allocated. The 1993 forecasted rate case exhibjics is probably
based on this new lower percentage.

Several methods of accounting for these costs can be used by State Commissions:
1. Deferral of costs until potential producté are determined.

2. Requirement of Keep Cost records by projects and product for retroactive
adjustments, (If cthis 1is wused, amounts reccrded need to be audited
periodically to make sure they are all inclusive)

3. Alloccation of project based on estimated future benefits.

Some projects appear to have more non-regulated possibilities than others. Staff
has reviewed each project and determined allocation methodology for each. We
also contend that the absolute minimum that should be used is the general
allocator.

Since the company does not budget or record expenses by project, Staff has
obtained cost reports for 1992 by responsibility code. The charges by
responsibility code identify each manager and thus the projects which they
supervise. The reports also identify costs by code for 2400 which is the
Research and Development account code. These amounts were used by staff to
allocate total account 6727 charges to managers.
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1. Wireless Access PCS Services

Bellsouth contends that a key component of their work on personal communication
systems (PCS) is to evaluate the use of low-power radio technology and to
identify and resolve network interface issues. In contrast with higher power
cellular systems, which are currently not regulated in Florida, PCS's employ
small, low power radio handsets with a larger number of base scations. These
base stations have much smaller coverage areas than today’s cellular statioms,
PCSs can provide flexible access to existing local telephone networks as well as
alternate access to local and inverexchange carrier networks.

Under a new federal law signed by President Clinton August 10, 1993 (H.R. 2264),
beginning next August States can no longer regulate intrastate wireless service
rates and market entry. The law calls for auctioning of FCC radio licenses. The
FCC is setrting aside blocks of radic frequencles, more than three times the
amount now devoted to cellular telephone service, for a broad family of new
portable telephone and computer service. The FCC awarded two 30-Megahertz blocks
in each of 49 regions. There would also be a 20 MHz block and four 10MHz blocks
in 487 subregions. This provides 120 MHz for PCS compared to the current 50 MHz
for cellular.

In addition to telephone companies, strong interest in PCS has been expressed by
the cable television industry, traditional mobile radic providers and
entrepreneurs. To deal with the competitive aspects of PCSs, telephone companies
may elect to enter the PCS business themselves. Not doing so might lead to an
unacceptable degree of customer erosion.

BellSouth believes that the major benefits of this project is to deter complete
bypass of the local networks. Bellsouth’s work today in PCS is small relacive
to its overall program. However, the knowledge gained in this area will benefit
Bellsouth both in serving PCS suppliers as customers, and in making plans for
developing systems to compete with other PCS suppliers.

Staff believes the work on PCS is common to both non-competitive and competitive
applications. The most recent federal bill preempting the states from regulating
wireless service rates and the FCC decision on spectrum allocation cpens a new
generation of wireless communicacions for new types of services that could in
time replace many of the phones and computers now secured by wire, Although
staff understands the need for BSTI to continue research and development in this
area, it is apparent from the action discussed above that PCS will clearly not
be regulated by the States. Staff believes based on the above Federal decisiomns

that the work performed on PCS services by BSTI should be allocated 20% to
regulated and 80% to non-regulated.
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SMDS !

The use of Integrated Services Digital Network (ISDN) technology with broadband
suggests an evolution to a broadband network based on international standards.
BISDN will enable BellSouth to support emerging broadband information networking
services such as Switched Multimegabit Data Service (SMDS), frame relay, and
video teleconferencing services, BISDN will enable the progression from voice
networks to public i{nformation networks capable of flexible bandwidth to -
transport information in any form (voice, data, video, multi-media).

SMDS is one of the early broadband services planned for B-ISDN. The markets for
SMDS are data transport applications requiring transmission rates above what the
traditional telephone network can support. Intreoducing this service will require
both wideband or broadband access and switching capabilities not currently part
of the traditional telephone network. Bellsouth contends that SMDS 1is of
strategic importance because it allows the LEC to develop expertise to support
future broadband services. It is apparent that efforts to test SMDS will likely
involve a stand alone overlay capability within the public switched network. In
view of this, it appears that whatever market exists for SMDS services, could
also be served by those outside the telephone company industry. Staff believes
that should a market exist, SMDS is a potentially competitive service.

This Commission plays a major role in the deployment of residential broadband
efforts through our jurisdiction over depreciation schedules, incentive
regulation plans and cost allocation. Although Florida has been generally
supportive of new technologies and the accompanying new services, our primary
objective is to ensure that ratepayers are not harmed by the deployment of new
technologies. A broadband network of this magnitude is not currently required
for telephone service and many types of information services. The work performed
by Bellsouth on BISDN and SMDS is clearly directed toward future enhancements
that have the potential of supporting competitive services that may or may not
be regulated in the future. Staff believes that until the services that these
projects support are determined to benefit todays ratepayers that the work
performed on these projects should be allocated 50% to regulated and 50% to non-
regulated.
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3. Video Transport Services
Fiber Distribution Networks

A broadband network can have the capacity to meet virtually all of the
comrunication requirements of the public. Such a network could carry voice,
data, image, and high quality video traffic simultaneously. Today's telephone
network already uses fiber to carry voice communications as well as other traffic
between switches. Broadband network access is not required for telephone service
and many types of information services. However, it is required to support high
quality entertainment television. BellSouth believes that in the long term they
must become the low cost provider of residential broadband services. To
accomplish this, they believe that the earlier a start can be made in learning
how to deliver such services efficiently, the better their chances of success in
the future.

It was stated by BellSouth that although fiber is less costly than copper, the
lasers and electronics required for fiber are expensive, but are decreasing in
costs. The declining cost of fiber and its associated electronics is allowing
cost effective deployment of Fiber to the curb (FTTC) today. The range of cost
effective broadband technologies will continue to grow in the future, BellSouth
believes it is inevitable that broadband services, primarily video, will be
delivered over these networks. The only question is when. They believe to
prepare for the future, it i3 essential that they start to design a plan to
address future business, technical, and regulatory needs, BellSouth's Fiber
Distribution Networks project includes developing an overall company strategy for
fiber in the loop. They also intend to continue their evaluation and analysis
of new options to overcome any obstacles in the distribution network technologies
such as powering, optical splitting, upgrading for future services, etc.

BellSouth contends that fiber in the loop will become a reality in the near term.

-

Although the FCC authorized video dialtone in 1992 which allows Local exchange
companies (LECs) to provide video transport service to non-franchised operators,
the LECs are prohibited from owning and providing video programming in their
service territories by the Cable Communications Policy Act of 1984,

However, in a recent US District Court decision, Bell Atlantic won a lawsuit to
overturn restrictions in the Cable Act of 1984. Bell Atlantic basically gained
the authority to become a cable television provider and compete with cable
companies in its service area. This authority does not extent to any of the
other Bell Operating Companies.

In addition, Bellsouth Corporation recently acquired 22.5% of Prime Management
Company, a Texas based cable television company. This provides Bellsouth with
entry into interactive television, pay-per-view, traditional cable and
alternative telecommunications for business and residential customers. With the
recent Bell Atlantic ruling and BellSouth's acquiring a stake in a cable company,
it positions BellSouth a step closer to offering television service to their
local telephone customers.

Staff understands the need for Bellsouth to enhance their network and to prepare
for future competitive services. However, based on the results of the recent
Bell Atlantic court decision and the recent push for several of the Bell
Operating Companies to purchase a stake in various cable companies, it is
apparent that the local telephone companies want the right to compete directly
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in the video programming market. A major concern of this Commission regarding
BellSouth’s Research and Development efforts in the areas of,advanced television,
video services and fiber in the loop technologies is that it appears that a large
portion of these investments are going to serve as a basis for future cable
television services. Staff believes that the work performed in these areas have
the potential of supporting competitive services that will benefit Bellsouth on
both a regulated and non-regulated basis. Therefore, based on the above
contentions staff believes that the work performed on these projects should be
allocated 70% to non-regulated and 30% to regulated.

4. Network Evolution

BellSouth claims that new technologles, including B-ISDN, advanced intelligent
network (AIN), and personal communications service (PCS), will be deployed in
their network over the next decade. Many of these technologies overlap in a
number of areas. This creates the need for a target architecture to be developed
which combines these technologies together. BSTI's Network evolution project has
been designed to address the relationship of new technologies in the target
network architecture and the evolution issues associated with the introduction
of new technologies in their network.

Staff realizes that the relationship between new technologies must be clearly
understood and a plan must be developed to introduce new technologies
economically. However, some of the new technologies discussed earlier in staffs
analysis that BSTI are exerting Research and Development efforts on are
potentially competitive services and may or may not be regulated in the future.
Therefore, staff believes that the work performed on this project should be
allocated 50% to regulated and 50% to non-regulated until distinct benefits to
the regulated ratepayers are determined.

5. Service Concepts Development
Community Lab Services Concept Development

The Service Concepts Development and Community lab services concept development
projects support simulation and prototyping of potential services for analysis
and market research by BSTI. BellSouth claims that these projects provide the
necessary tools to be utilized by their marketing group for establishing the
companies mid-term and long-term business strategies. BellSouth also asserts
that this work is not directed toward any specific business case and therefore,
the specific business impact is not quantifiable. Furthermore, the research
efforts are directed toward finding new business opportunities for the company
to support future growth in the business.

Staff understands the need for BellSouth to continue their research and

development efforts in order to ernhance their network and prepare for future and
growth and competitive services. However, it appears that the R& efforts in
both of these projects is primarily oriented toward future enhanced (and
potentially non-regulated) services which do not benefit current regulated
products and services. Staff believes until it is determined the ctype of
services that these projects support that the research and development performed
on these projects should be allocated 50% to regulated and 50% to non-regulated.
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6. Advanced Intelligent Network Release 1&2

BellSouth states that the Advanced Intelligent Network Releases (AIN) 1&2 project
provides an analysis of future (1994-1997) new services and revenue enhancement
apportunities for the Company. AIN is an architecture that enables BellSouth to
develop and introduce mnew telecommunications services faster and in many
instances cheaper than can be accomplished when such services are derived from
software in the switches. BellSouth contends that the research and development
efforts of AIN Releases 1&2 architecture supports future strategic planning
activities of BellSouth.

AIN was preceded by the Intelligent Network concept which shared the same basic
objective of separating service logic from switching apparatus. Since, AIN has
evolved through a series of releases. In 1992, BellSouth had ongoing work
efforts related to the AIN Release 0. BellSouth has established one regulated
service based on the AIN release 0 architecture known as Caller Name Delivery and
has several other services (personal number calling 2, area number calling, and
basic AIN programmability) in the development stage. Caller Name Delivery allows
a subscriber to receive the directory name associated with the directory number
of the calling party on a incoming call.

BellSouth stated that AIN releases 1&2 were initially ctargeted for 1995.
However, the functional requirements issued by Bellcore were too stringent for
the switch vendors which made this target date impossible. In fact, Randy Corn,
a BellSouth Research Manager stated that these releases (1&2) would probably
never occur due to these requirements. The switch vendors must devote
significant resources to develop end office capabilities in their existing switch
products to support AIN. The requirements for AIN releases 1&2 have been scaled
back to a more manageable level., BellSouth’'s work efforts have been shifted and
are now being placed on AIN releases 0.1 & 0.2.

Staff believes that until a better understanding of the type of services that AIN
Releases 1&2 architecture would support the work efforts could potentially be
competitive and therefore benefit both regulated and unregulated services. Staff
understands the need for BellSouth to continue their research and development
efforts in order to enhance their network and prepare for future competitive
services. However, it appears that the R&D efforts related to this project are
primarily oriented toward future enhanced {and potentially non-regulated)
services which do not benefit current regulated products and services. Staff
believes until it is determined what type of services that the AIN Releases 1&2
architecture supports and if AIN Releases 1&2 ever becomes a reality that the

research and developnment efforts should be allocated 708 to non-regulated and 30%
to regulated.
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The reasons for the allocations are as follows:

2
MANAGER PROJECT
: N AIN 0
AIN 1 & 2
AIN O
AIN O
" ™ BISDN
SMDS
FIBER DIST.
VIDEO
AIN 0
MISC
SMDS
NETWORK EV
FIBER
VIDEO
BISDN
A
PCS
PER COMPANY
DIFFERENCE
% Fla

FLORIDA PORTION

% OF

2400 AMTS.
12.
14,
15.
11.

4,

91%
24%
79%
63%
19%

.11%
.29%
.73%

L343
77%

ALLOCATION
OF TOTAL
$1,321,468
1,457,606
1,616,264
1,190,447

428,888
25.00%
25.00%
25.00%
25.00%

1,341,940
29,684
791,243
5.00%
5.00%
15.00%
15.00%
60.00%
1,058,402
1,000,057

$10,236,000

A COMMUNITY LAB/SERVICE DEVELOPMENT

% NON

REG STAFF
5.34%
70.
5
5

50.
50.
70.
70,

50.
30.
70,
70.
50.
50.
80.

00%

.34%
.34%

00%
Q0%
0%
00%

5.34%
5.

34%

C0%
00%
00%
00s
00%
00%
00%

DOLLARS
NON REG
$70,566
1,020,324
. 86,309
63,570

53,611
53,611
75,055
75,055

71,660
1,585

19,781
19,781
83,080
83,080
237,373
529,201

800,046

$3,343,690

142,849
3,200,841

26.14%

836,700

ALL PROJECTS NOT SPECIFICALLY WRITTEN UP WERE ALLOCATED USING THE GENERAL

ALLOCATOR

RECOMMENDATION: Transfer more of expenses to non-regulated operations using one
of the above methods. The minimum should be to change to the general allocator.
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AUDIT DISCLOSURE NO. 19

SUBJECT: LACK OF PROJECT TRACKING

STATEMENT OF FACTS:

1.

Scaff requested in several audit requests (Nos. 1-3.1, 3.4, 4.4, 4.5, 9.1;
9.3) the associated dollar cost by project for Science and Technology.
The company provided response to request No. 1-3.4 stated, "BST does not
track internal expenses by project, but rather along organizational lines.
Therefore the amounts booked by account for 1992 Science and Technology
projects are not available.”

In request No. 1-72 staff asked if BSTI uses "keep costs" to track their
R&D expenses to a project level. In resporse BSTI stated that they do not
use "keep costs" to track costs by project and that these expenses are
associated with normal job functions within the organization and are
treated accordingly through the payroll system.

In response to request No. 1-4.6 BSTI indicated that the Science and
Technology organization was in very early stages of evaluating the
possibility of future tracking at the project level.

In response to request No. 1-52 BSTI stated that the Science and
Technology organization had appointed a group of managers to discuss the
possible development of a system of reporting time enabling the time
worked to be linked to the specific projects supported. They stated only
one meeting had been held and no minutes were taken at the meeting.

In staffs August 10, 1993 interview with BSTI Director, Rick White, it was
acknowledged that a committee on How to Change the Accounting Process for
Accounting for Time had been formulated.

In response to request No. 1-128, June and July 1993 memos, letters,
notes, etc. from the committee on How to Change the Accounting Process for
Accounting for Time were submitted to staff. The response was a "firstc
cut" of a work breakout and considered dividing specific aspects of
projects into various levels.

OPINION:

1.

Staff believes that without proper project tracking that no audit ability
for c¢ross subsidy exiscs.

RECOMMENDATION:

1.

BSTI should implement a cost tracking mechanism by project.
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AUDIT DISCLOSURE RO. 20

- SUBJECT: LACK OF ‘MARKET TRIALS AND FIELD TRIAL EVALUATIONS

STATEMENT OF FACTS:

i.

In request No. 78, dated May 21, 1993, staff requested all studies or
other information developed in determining the success or benefits derived
from each market trial. On July 15, 1993, BSTI responded to staffs
request. ‘

BellSouth stated that three trials (IBM/BST High Speed Data Trial,
Vistanet Trial and Medical Information Applications Trial) were not
completed, therefore evaluations have not been documented.

The Redstone Arsenal Trial was completed in September, 1992 but only
lasted a short period and little resources were expended on the trial.
BellSouth stated that ne report evaluating for this trial would be issued.

The Sesame trial was also completed in September, 1992 and BellSouth
stated that the evaluation report would be available for review on or
before August 5, 1993. A press release issued on July 6, 1993 was
provided which contained general evaluation information. On August 24,
1993 staff was told that the report would be available on or before
September 10, 1993, The evaluation report was made available in
Tallahassee as "ESPI" information on September 16, 1993.

In request No. 1-76 and 1-76.A, staff requested a copy of all of the
BellSouth, including Science and Technology, and/or Bellcore final
evaluation and recommendation reports for the Heathrow Field Trial.
Initially, BellSouth stated in a response dated May 27, 1993 that the
company was unable to locate any evaluation report but would continue to
try to locate any such report. In BellSouth’s response dated July 30,
1993 the company stated that no final evaluation and recommendation report
was prepared on the Heathrow field trial.

In request No. 1-75, dated May 20, 1993, staff requested a copy of the
field trial evaluation and recommendation reports completed by Science &
Technology on the Hunter's Creek Video Trial. BellSouth responded on July
23, 1993 sctating that no report was available for the Hunter’'s CGCreek
Trial, ‘

OPINION:

1,

Staff believes that the proper evaluation of market trials and field
trials are necessary to determine whether the general deployment of the
product/and or sarvice is warranted.

RECOMMENDATION:

1.

BellSouth should be required to perferm evaluations and recommendation
reports of all market and field trials.

- PROPRIETARY
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AUDIT DISCLOSURE NO. 21
SUBJECT: ORGANIZATION CHARTS
STATEMENT OF FACTS:

PSC staff obtained a copy of the 12/31/92 BELLSOUTH CORPORATE STRUCTURE
listed in the Cost Allocation Manual (CAM), and a copy of BELLSOUTH'S
ORGANIZATION OF CORPORATIONS (OC) as of 12/31/92.

The CAM does not include all the subsidiaries of each company, while the
BS Organization of Corporations includes all the subsidiaries. FPSC
Order No. 25218, Docket No. 890130-TL, Investigation into Southern Bell
Cost Allocation Procedures, did not directly address the detail for
inclusion of subsidiaries in the CAM.

The following is . summary of the differences and how BST responded to
the differences.

1. 1155 Peachtree Associates (80%) is listed on Page 1 of the OC
as a subsidiary of BellSouth Corp. This is not listed on the
12/31/92 caM.

The company responded that "1155 Peachtree Associates is not considered a
major operational emtity as its only business is the Campanile building.
If it were listed on the CAM chart, it would be shown as a direct report
to BellSouth Corporation just as BST and BSE are showm."

2. BellSouth Argentina §.A. (3%) is listed on page 1 of the OC as a
subsidiary of BellSouth Enterprises. This is not listed on the 12/31/92
CAM,

The company stated that "While BSE owns a portion of BellSouth Argentina,
the majority ownership of BellSouth Argentina is held by BellSouth
International which is shown on the CAM organization chart."

3. BellSouth Mexico, S.A. de C.V. is listed on page 2 of the OC as a
subsidiary of BellSouth Enterprises. This is not listed on the 12/31/92
CAM,

The Company stated that BellSouth Mexico, S.A. de C.V. is part of
BellSouth Mexico, Inc. which is listed on the CAM organization chart.

4. BellSouth Mobile Systems, Inc. listed on page 3 of the OC. This is
not listed on the CAM.

The Company said that Mobile Systems Group is listed in the CAM as one of
four classification titles used to categorize BSE companies. The company
said that BellSouth Mobile Systems, Inc. is the parent of BellSouth
Cellular Corp and Mobile Communications Corp of America (MCCA). Both of
these are listed in the CaAM.

PROPRIETARY
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5. Selective Paging and Skildex, Inc. (26%) are listed as subsidiaries
of Bellsouth Mcbile Systems, Inc. on Page 5 of the 0C. These are not
listed on the CAM Structure. .

The Company stated that these companies are not considered "major
operational entities and/or BellSouth does not have managerial concrol of
these companies. Therefore these companies are not shown on the
organization chart.(CAM)" If these companies were on the CAM chart, they
would be under the Mobile Systems Group.

6. Page 6 of the OC lists the following companies as subsidiaries of
BellSouth Enterprises. They do not appear on the CAM structure.

BS Mobilfunk Holding GubH; E-Plus Mobilfunk GmbH (22%);
Communication-Development S.A.(17%); Raynet International, Inc. (B%);
TelCel Celular,S.A. (44%); Uniquest Incorporated (approx 5.29%).

The Company stated that:

A. BS Mobilfunk Holding GmbH was added to the CAM in the March 31,
update.

B. E-Plus Mobilfunk GmbH (22%) is a sub of BS Mobilfunk Holding Gmbh and
is listed in the 3/31/93 CAM up date.

The other companies "...are not considered major operational entities
and/or Bellsouth does not have managerial control of these companies;
therefore these companies are not shown on the CAM.." These companies
would appear under the International Corporate Development Group if on
the CAM. )

7. Page 2 of the OC lists Bellscuth Marketing Programs, Inc. (80.8%).
This is not listed in the CAM structure at 12/31/52.

The Company states that this company was not listed because it was
inactive.

OPINION:

1. 1Tt appears that 1135 Peachtree Associates (80%), which falls diréctly
under Bellscuth Corporation is not listed in the CAM.

2. 1t appears that the Company has left this 3% interest in BS Argentina
S.A., vhich falls directly under BSE, off the CAM Chart, but included in

the Organization of Corporations Chart., The subsidiary listed under the

International Corporation is owned 97% by the Intermational Corp.

3. It appears from the Company’'s answer that the Organization of
Corporations Chart is Incorrect; this company is listed as a subsidiary
of BSE, not of BellSouth Mexico, Inc. BellSouth Mexico, Inc. has one
subsidiary listed below it on the Organization of Corporations Chart,
that is called Communications Celulares de Occidente, S.A. de C.V.

(36.379). _ PROPRIETARY
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4, The two companies BSSC and MCCA do appear under BellSouth Mobile
Systems, Inc. in the OC However, the parent company Bellsouth Mobile
Systems, Inc. does not appear in the CAM.

5. These companies, Selective Paging and Skildex, Inc. (26%), are
directly under the Mobile Systems Group and do not appear in the CAM.

€. BS Mobilfunk Holding GmbH does appear on the 3/31/93 CAM update.
Communication-Development S.A.(17%); Raynet Intermational, Inc. (8%);
TelCel Celular,S.A. (44%); and Uniquest Incorporated (approx 5.29%) do
not appear under the International & Corporate Development Group in the
CaM.

7. BellSouth Marketing Systems, Inc. does not appear in the CAM.

In order to audit affiliated transactions, it is necessary to have a
clear picture of affiliate relationships. In the cases mentioned above,
some companies were ou the CAM structure chart at 12/31/92 and not on the
Organization of Corporations and some the opposite.

RECOMMENDATION: It is recommended that all subsidiaries that are directly under
BSE and BSC be included in the CAM whether major or not.

It is also recommended that for all the Companies listed in the CAM
Corporate Structure, the number of subsidiaries of each be included. An
appendix should name the subsidiaries of each.

This would enable to auditors to choose the companies they dasire to
audit, and also when auditing assets and expenses, determine if the
company is a related company and follow through on all that is necessary
when this is the case.

PROPRIETARY
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DISCLOSURE NO. 22
SUBJECT: MANAGEMENT CONTROLS
STATEMENT OF FACTS:

1. sStaff inrerviews were conducted with 33 employees in the management
structure to provide us with a general sense of the management philosophy
and conduct of the people who manage BellSouth Telecommunications. Of that
number, 4 wers Presidents (Intarviews # 2/10/13/ &25); 1 was a Senior VP (Jpterview
#3); 14 wera Vice-presidents (Interviews $ 1/3/8/9/32/28/17/18/20/22/28/27/01) & 33); 7
were Assistant VP’'s (Interviews § 4/8/7/11/39/23 8 28); 2 were Managers (Inpterviews ¢
26.6.29); 3 were Directors (Interviews ¢ 14/20/30); 1 was Treasurer (Ipterview ¢ 13);
and 1 was the Chief Accountant (Interview$ 32). Ten of the interviewees report
directly to Mr. Duane Ackerman, Chairman and Chief Executive Officer of the
Corporation, who in turn is responsibie directly to the Board of Directors
and BellSouth Corporation.

Six of the ten direct reports interviewed are responsible for each of the
six major functions of BellSouth Telecommunications:

Network & Technology Group {Intesview # 25)
Regulatory & External Affairs (Interview ¢ 15)
Marketing Group ({Interview # 2)

Services Group (Interview # 10)

Comptrollers & Treasury (Intsiview ¢ 8}
VP & General Counsel {Intepvisw ¢ 5)

The other 4 dirsct reports were responsible for Strategic Management, Security,
Internal Auditing, and Corporate Responsibilicty & Compliance. The rest (23)
of the 33 employees served in a variety of positions within the six groups.

2. Our interviews centered upon the exploration of the basic tenets of good
fundamental management. We asked each interviewee what their operating
philosophy and practice was in regards to the basic elements of management--
Planning, Organizing, Directing, and Controlling. We asked them how these
elements were applied within their areas of responsibility and how they were
interfaced, both vertically (their boss & subordinates) and laterally (their
peers in other functional areas),

3. The answers {concerning management philosophy and practice) that we
received from each interviewee were surprisingly consistent among the group.
They portrayed a philosophy that can best be described as, "personal”, "hands-
on", "one-on-ons”, and "direct"” in regards to management oversighc, The
managers like to do "field visits" and talk to their managers as well as
the rank-and-file employees. They expressed an "open-door" policy and some
even had direct {1-300) telephone lines to their offices. There is heavy
reliability on "word-of-mouth” and personal integrity to expose things going
wrong with the broad management and control aspects (not necessarily so for
operational details where specific measurements tend to occur).

PROPRIZTARY
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4, The use of written (or Computerized) reports to management (other than
the standard Financial/Accounting reports) was not in evidence in so far
as being used by most of the top managers we interviewed, Very few of them
either received or generated high-level management information type reports
which address problems/status of operations. Instead, they rely upon verbal
comsunication (or their own observations) from their subordinates, and
likewise, provide verbal reports to their superiors. A commonly expressed
Justification for this approach was the rapidly changing dynamics of the
industry which dictates the need for rapid responses (face-to-face or telephone
communication) and decision making. Most stated that they maintain at least
daily contact with their bosses and daily or weekly contact with their direct
reports, although, group meetings and meetings with "line™ people are not
frequent.

OPINION: While this personal,"soft information" (as opposed to writ-

raises some doubts as to its effectiveness and reliability when our
observations are coupled with other staff’s observations which indicated
a strong and consistent lack of control documentation (SEE DISCLOSURE NO,
19) at the functional (operational) levels. Staff has some concern that
the top management'’s operating philosophy concemming the need for documentation
may not only be prejudicial to their own responsibi{lities, but also, may
manifest itself in subordinate behavior to the detriment of the whole
organization over the long-term.

RECOMMENDATION: The Company should evaluate its requirements and practises
regarding management information reporting.

PROPRIETARY
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AUDIT DISCLOSURE NO. 23 4

SUBJECT: EFFECTIVENESS AND UNIFORMITY OF POLICIES'AND PROCEDURES

STATEMENT OF FACTS:

1. Staff requested (pecumant Request Fo, 3-039) a2 copy of the "Company’s" travel
policy; its conflict of interest policy; and its fraud, waste and abuse policy.
The Company's response was to send us a copy of (1) "...BallSouth Services’
Executive Instruction Number 4 which is the Corporate Travel Policy." (2)
"...SCB Executive Instruction Number 4 which is the Corporate Travel Policy."
(3) "...SBT Executive Instruction Number 4 which is the Corporate Travel
Policy." Southarn Bell Telephone'’'s policy has a published date of August,
1989 while the other two were published in August, 1990 and updated in May,
1991.

The Company’s response to the conflict of interest request was a booklet
titled A Personal Responsibility. 1t was published June 1, 1992 and does
cover every employee of a BellSouth company.

The Company’s response to the fraud, waste and abuse request was a BellSouth
Telecommnications Policy Statement No. 1.2 - Business Conduct. It was issued
1-1-93. 1Its scope as stated is: "This policy statement applies to all BST
employees and to all aspects of BST domestic and foreign operations.” While
it does address itself to all employees of the newly combined organization
(BST), it does not speak to the employees of the parent company - BellSouth
Corporation, and it is unclear as to any subsidiaries.

2. Staff requested (Document Requesy No, 3-041) a copy of the Table of Contents
of all policies and procedures manuals used by BST and BSC, to include any
publications whose purpose is to provide direction and guidance to employees,
e.g., "Executive Instructions”.

The Coumpany's response was to object on the grounds that Staff’s request
was "...so vague and broadly stated that BST cannot ascertain with any
reasonable degree of specificity the information which has been requested.”
However, the objection notwithstanding, they did send us the indexes for
the BSS, SCB, and SBT Executive Instructions which "...are currently being
re-written at the BST level. However, until they are finalized, the Company
continues to operate under existing Executive Instructioms.” Each of the
three documents furnished, have different publication dates, with the latest
being October 1990 and the oldest being October 1989.

3. Staff requested (Document Request No, 3-071) a copy of the Table of Contents
of the "Treasury Practices.” The Company'’s response to send us a copy of
the South Central Bell Treasury Practice (no date indicated), Their comment
was - "It is representative of the Treasury Practice currently being used
in BST. The Company is in the process of updating the Treasury Practice.”

OPINION: The lack of consolidation of the policies and procedures fragments
management's right to expect uniform practices throughout the newly

PROPRIcTARY
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consolidated organization. It could also lead to personnel problems,
especially whera personnel have been shifted between the four differing work
environménts (BSC,BST,SCB, & BSS). Also, while the existing policies and
procedures are waiting to be consolidated, they, more than likely, will not
be kept up-to-date. Therefore, the longer the delay in completing any
consolidation, the greater the probability that they will no longer reflect
the reality of the workplace. While policies and procedures tend to change
at a very slow pace, they are dynamic and must be kept up-to-date to be
effective. ' .

RECOMMENDATION: The Company should increase the priority and resources given
to the task of consolidating the policies and procedures which existed within
the three companies that preceded the merger. Upon completion of the
consolidated documents, management should take the necessary steps to ensure
that all employees are educated as to their existence and applicatiom.

PROPRIETARY
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AUDIT DISCLOSURE NO. 24

SUBJECT: 1991 REORGANIZATION

STATEMENT OF FACTS:

1. In March 1991, BellSouth Corporation merged the operations of Southern
Bell, South Central Bell,BellSouth Services and selected units of BellSouth
Enterprises into one organizational entity known as BellSouth Telecommmication

Inc.

The criteria for reorganization wers to:

a.
b.
c.

Improve responsiveness to customers
Increase efficiency and/or effectiveness
Be compatible with the environment.

The objectives of the reorganization were to:

a.
b,

Improve the Company's competitive position
To enhance shareholder value.

Staff’'s review of some indicators, before and after reorganization, revealed
that the Company'’s expected benefits may not have been fully realized--

Increasing responsiveness to customers should be gpanifested by
improved customeyr satisfaction statiscics. Results of a brief

six state survey of customer complaint statistics showed that,
in fact, the aggregate number is trending dowvnward from the 1991
figures wich Florida and Georgia accounting for the bulk of the
change.

I e e cou av decrease
Qpers r'.ﬁ-'—!" B QeCTeasSe 1N CHEe NI oL emplovees.,
BSC's 1992 Summary Annual Report to Shareholders (Docugent Request
#5-0033) states that both of these indicators incressed from 1991
to 1992. COperating expenses for BSC increased by 3.5%, from
$11,635.8 million in 1991 to $ 12,040.9 million in 1992, Total
BSC employees reported at year end 1991 was 96,084, while in
1992 it increased to 97,112. At the same cime, the number of
telephone employees (operating company) increased from 82,245
to 82,866.

PROPRIETARY
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ec. Prior to the reorganization, a BellSouth monthly newsletter stated
~ that "_ . . cthe reorganization must be sensitive to regulation and
in no way disguise regulated business transactions". However
in the course of this audit alone, the audit team has run inte
several obstacles in attempting to verify regulated business
transactions. The audit team has generated 1135 requests for
documents, of that number, the Company has claimed confiden-
tial/sensitive or "proprietary” status on 215 documents, or 19%

of the requests.

2. BellSouth claims (verified by numerous executive interviews) to be
committed to the tenets of Total Quality Management (TQM).

One of the fundamental principles of any TQM program is the Plan, Do, Check,
Act cycle. A quality organization will Plan their course of action, Implement
the plan, Check to make sure the problems were corrected, and then take
further corrective Action if necessary.

According to an interview (Interview ¢ 22} with John Gunter, there has been
no follow-up to determine if the reorganization criteria and objectives vere
achieved.

“In an unrelated audit (Repozt Wo, $B-C-2-90169) of Southerm Bell in 1991, the Florida

Public Service Commission recommended (Reccomendstion ¥o, 2) that the Company
formally evaluate the results of the reorganization which was underway at
that time. In an implementation follow-up on this recommendation (dated
10-19-93) the Company stated that: "The results of the Gunter Study are no
longer relevant in Florida because several additional rounds of reorganization
have subsequently taken place. The Company is constantly adjusting its
management force based on changing conditions related to the economy and
competition in the industry.”

OPINION: Management should be interested in whether or not the money spent
and the personnel turbulence which resulted, has been worth the changes forced
upon the organizations involved. While some preliminary data has favorable
indications, their true meaning is far from conclusive., Certainly, the
evidence to justify this massive reorganization has yet to be seen in the
operating results and in the market place.

RECOMMENDATION: BSC And BST should evaluate whether their expected benefits
have been achieved as a result of the reorganizacion.
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AUDIT DISCLOSURE NOQ. 25 7 g

SUBJECT:  BILLING AND COLIECTION

STATEMENRT OF FACTS:

BST did not bill its affiliate BellSouth Communications Systems (BCS) for service
provided for all of 1992 and the first six months of 1993 until August 1993,
Company personnel explained that BCS was not billed because BST could not collect
the data necessary to bill BCS. BST had to rely on information provided by BCS
to bill BCS. BST requested that BCS provide BST with an estimate of the number
of bills which BST had printed for BCS. BST then applied rates per cost studies
to bill BCS.

OPINION: The company lacked necessary information to bill an affiliated company
in a timely manner.

RECOMMENDATION: 1t is recommended that BST track the information necessary to
bill its affiliated companies for all services which it provides to affiliates.
Furthermore, it is recommended that the company bill its affiliated companies at
least monthly.

PROPRIZTARY
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AUDIT DISCLOSURE ND. 26 -1 ‘1
SUBJECT: ALLOCATION OF BILLING AND COLLECTION COSTS

STATEMENT OF FACTS:

Currently the program used te allocate costs between regulated and non regulated
operations is based upon the ratio of non regulated bill lines printed to total
bill lines printed. The total bill lines printed include common bill lines
printed. Common bill limes printed are those which are atrtributable to both
regulated and non regulated operations.

The Company issued a Design Change Proposal Iin September 1992 to be effective
January 1993. Discussions held with company personnel as late as August 16, 1993
indicate that the Design Change Proposal has not been implemented.

OPINION: The inclusion of common bill lines printed rto total bill lines printed
could distort the regulated/non regulated ratio. The proper ratio should be non
regulated bill lines printed to the totzal of regulated and non regulated bill
lines printed. The current methodology used to calculate the non regulated
percentage of Account 6623, Cost Pool 03 could distort the regulated/non
regulated racio.

RECOMMENDATION: It is recommended that BST implement the changes as described
in the Design Change proposal.

PROPRIZTARY
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DISCLOSURE NO. 27 30

SUBJECT: USE OF SAMPLING IN ASSIGNING COSTS OF TESTING FACILITIES.

STATEMENT OF FACTS:

1. 1In 1992 BST adopted om a uniform basis the use of a sampling procedure to
assign the cost incurred at its testing facilities to Part 32 accounts as well
as to cost pools within those accounts. While sampling has been used to allocate
cost pools to regulated and nonregulated operations, the use of sampling to
assign cost to Part 32 accounts has not been approved by the FCC.

In accordance with this procedure, the employees at the testing facilities do not
complete time report identifying the activity that they perform. Instead their
pay and other associated cost are allocated to Account 6533- Testing, Account
6532- Network Administration, Account §211- Analog Electronic Switching Expense,
and Account 6212- Digital Electronic Switching Expense on the basics of job
profiles. These profiles are a surrogate for time reporting and in theory
identify the percent of time the employee are engaged in performing wvarious
tasks. This is the basis for determining the account to which the cost is to he
charged as well as the cost pool used for the regulated/monregulated allocation
process.

To develop these profiles, the work activity of all employees in a facility will
be observed for one work day. Based on these observations, the percentage of
time chargeable to each of the above accounts is computed. These percentages,
however, are not computed on an individual employee basis but are computed for
the facility as a whole. All employees time and cogst are allocated on the same
proportion. Once developed the profiles remain in effect for six months.

In 1991 the company had not adopted this approach on a uniform basis but instead
used a mixture of both positive time reporting and profiles to assign the testing
center cost. When the external auditor expressed concern that the basis for
assigning cost was being applied inconsistently among testing centers, the
company utilized the profiles and adjusted the allocation of the cost in Account
6532. This adjustment resulted in $11 million being shifted from nonregulated
operations to regulated operations.

In 1992 the company discontinued the positive time reporting and adopted the use
of statistically developed profiles for all testing center employees. Also
during 1992 it was determined that the profiles used to allocate the 1991 cost
had not properly reflected the regulated/nonregulated allocation since several
nonregulated function codes had been over looked. Using the 1992 profiles, the
company recomputed the adjustment made in 1991. This resulted in a the reversal
of $9.6 million of the previous adjustment and a corresponding shift of cosc
from regulated to nonregulated operations in 1992. It was also determined that
the regulated time reported in account 6533(Testing Expense) had been overstated
in 1991. To correct for this, an additional $3.1 million was deducted from
regulated and added to nom regulated operations for 1992,

While sampling techniques have been used to allocate cost between regulated and

nonregulated operations, the use of such a technique to assign cost to different
Part 32 account has not been approved by the FCC.
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OPINION: Since sufficient cesting was not conducted to decermine the
reasonableness of using the methodology for assigning cost to the Part 32
Accounts and cost pool within those accounts, an opinion on this procedure can
not be expressed. However, based on the problems encountered in developing the
profiles, additional testing and analysis should be made before this process is
adopted for use in assigning cost to the various Part 32 Account. BST should
request authorization from the FCC and state commissions and be prepared to show
that the process does result in the assignment of cost te the proper accounts,

and to regulated and nonregulated operations before adopting the procedure on a
permanent basis.

RECOMMENDATION: BellSouth Telecommunication should request FCC and state
commission approval of this use of this sampling procedure.




DISCLOSURE NO. 28 g a

SUBJECT: COST ALLOCATION MANUAL
STATEMENT OF FACTS:

1. For Account 6723-Human Resources, the CAM provides for two accounts with one
being directly assigned to regulated/non regulated, and the other allocated on
the basis of salary and wages.

2. The CSS/PPS Guide calls for one pocl that is allocated on the basis of total
salary and wages. This is the process used by the company.

3. The Company’s Cost Allocation Manual (CAM) identifies Account 6712 Planning
as having two cost pools. One being directly assigned to reg/nonregulated
operation with the other being allocated on the basis of the General Allocator.
The company does not follow this procedure. No cost is directly assigned.
Instead the cost in the account is allocated on the basis of che general
alleocator,

4. The Company’s Cost Allocation Manual (CAM) shows that Premise Sales costs
Account 6612 is to be directly assigned to a reg/monregulated cost pool.

5. The procedure used by the company as stated in the CSS/PPS Users guide
allocates the cost “to regulated/nonregulated based on the ratio of hours
reported by product in BBS on the BCI files."

6. The Company’s Cost Allocation Manual (CAM) requires that the General
Markating cost pool of Account 6611 Product Management be indirectly attributed
to reg/mouregulated operations using the resulting factor developed from the
directly assigned pool im this account.

7. The directly assigned pool 1s separated into two subpools: Direct
Regulated/Nonregulated -Product Specific, and Direct Regulated/Nonregulated
-Product Non-Specific.

8. 1Instead of allocating the indirect cost pool using the total direct
regulated/nonregulated cost the Company assigned the cost the company based the
its alleocation on, the Direct Regulated/Nonregulated Product Non-Specific sub
pool.

OPINION: While it is recognized that the CSS/PPS Users Guide is the more
detailed in its description of the allocation process, it should agree with the
CAM. The CAM is the basic document used is to identify the allocation process
that should properly raflect the procedure being followed, There i{s a critical
distinetion between the allocation and direct assignment of cost. To misgstate
the CAM and indicate that costs is being directly assigned when it is in fact
being allocated is misleading.

RECOMMENDATION: It is recommended that the CAM be corrected to properly reflect
the process being used to assign costs.
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AUDIT DISCLOSURE NO. 29 8.3

SUBJECT: EMPLOYEE SERVICE AWARDS
STATEMENT OF FACTS:

The following expenses were charged to Account 6728.9 - Other Gemeral and
Administrative for 1992 for service awards.

JANUARY 151,018 )

FEBRUARY 114,206

MARCH 211,105

APRIL 104, 655

MAY 135,963

JUNE 446,693

JULY 185.979

AUGUST 219,108 o
SEPTEMBER 177,254 PR@PR% = I ARY
OCTOBER 167,458 :

NOVEMBER 127,736

DECEMBER 13,003

TOTAL 2,054,177

These expenses represent the charges related to invoices from 0.C. Tanner for
anniversary service awards. The following page details the types of awards based
on the service level. The amount for the month of June appeared in the sample
selected by staff.

OPINION:

Per the CSS/PPS User Guide, the amount pertained to Cost Pool 03 - Deferred
Compensated Absences. Per the analysis of the account by cost pool per the
MP2702, the charges for 1992 for Cost Pool 03 were charged 96.04% to Reg and
3.96% to Non-Reg.

The following is the Florida portion:

Total $2,054,177

Florida Portion 26.14% (Per 1992 Apportionment % Report)
$§ 536,962

% Reg 515,598

% Intfaséate 396,262

% Interstate 119,436 (.2316 per BST Separation report)

RECOMMENDATION:

The above amounts and the following page listing the types of awards given should -~
be reviewed to determine if such charges should be allowable expenses to be paid
by ratepayers.
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To axprass cur dopraciatan for your servica. you are imited 1o make 3 salection based on your servics level.

5—20 Years

You are imated (0 sefect and rtem from
AQ1—-A3S. Your Company's embiem
correspanding 1a your level of servica will
be piaced an the itam selected.

A ffamad cartificate wil also be awarded.
Your Company's embiem and a framed
certificate are shown on the page marked
“Jewsling Sequence”.

AQ1. Serpentine Nacklace, 24°, with
Potished Round Locket

AQ2, 14X Gold-filled Knife/Money Clip
Cambination with Diaganal Patern

AQ3. Flarennined Tie Bar with Cable Chain

AQ4. Goldplate/ Silverplate Western-styie
Floral Beit Buckle for 1%" Belt

AQS. Tia Bar with Mate Black Insert

AQB. Rosewocd Shatgun Shell Knfe

AQ7. Dressy Western felt Buckle for
2" Beit

AQ8. 14K Gold-filled Xey Chain with
Sunburst Design

AQ9. Man’s Watchhand

A10. Waoman's Watchband

A11. Gerber Sporsman Knife with
Leather Scabdarg

A12. French Rope Ensemble. Inciudes
neckdace, 18", and bracater 7°.

A1J. Serpentina Neckiaca, 24”, with
Sunbyrst Cesign Locket

Al4, Serpentine Neckiace, 24°, with
Matte FAnish Charm

A15. 14K Goid-filled Money Clip with
Lea Rnish

A16. 14X Gold Fattensd Cable
Bracalat, 7°

Al7. 14X Gold Cobra-link Bracelat 7'%4°

Al8. Braided Serpentine Ensembie.
Includes necklace, 18°, and
braceist, 77

A19. Onyx Braceiet with 14K Goid
foundel Accants. 7°

A20. Man's Warchband (yeilow)

AZ1. Man's Warchband twhiie)

A22. Woman's Watchband (yeilow).
Emblem will be aporopriately sized
for placement on thig jtem,

A23. Woman's Watchband (white),
Emblem wil be aporogriately sized
for piacement on this item.

* PROPRIETARY

A24. Xershaw Rosswaod Inlay Knife with
Scissors ang Key Ring

A28, Fat Herrngbane Neck Chain, 20°

AlB. Heart Cabra Necklace. 187

A27. Lapel Pin ’

428. Onyx and 14X Gald-filied Braoch

A23. Round Pendant Sroach

AJO, Potished Kay Aing with Disc

AJ1. Western Beit Bucklq lor 1'A" Beit

AJ2. Stickmin

Add. Cotibai Marta Black Pen and
Letter Qoener

AJ4. Cress 10K Gold-fiiled Pen and
Pencd Set Emblem will ba
Joprapaately sized for placement
an s mem.

A35. Cross Woman's 10K Gold-filled Pen
and Peacst Set wth Pouch

25 Years and Above

Yoy are imated t0 select one item A 8,

€. 0. or £ 23 shawn on the page markad
“leweling Sequencs”, Your Company's
smblem carrespanding 10 your fevwt of
service will be plicedonitem A B, €, or O.

In gadition, you may sefect ane numberad
iem Below based on your level of sernce.

_The approonate company identfication in

the farm of 3 small emblem (identifier}
uniess gtherwise speciied will be placed
an thus item.

Tia Tac weth Bar and Chain
Shekpin

Charm

Lagel Pin

Framed Caruficate

25 Yars

43, 14X Gaid Hotlow “V" Link Nockacs.
18°, and Braceiet, 7°

42 14X Goid Large RAat Hamingbone
Necilace. 20° .

45, Lams Nectiace, 247, and Liois
Bracsiar 8°

46. 10K Gold Man's Oress Ring wath Black
Amsh ang company deatdicanon
ngraved an inside**

47. 14K Gold Woman's Designer Ring
with camsany dentification engraved
annside **

48 Man's Longines Seafarer Quara
Warch with campday e dfication
engraved an back

mONm»

49. Woman's Longines Riviers Quargy
Watch wadh compary dentficauan
engraved on back ‘

50. Howard Miller Geaham Brackat
Clock H. 14°

51, Benchmark SL Halena Srass -
Clock. H. 17

52. Oneida 1881 Siverpiate S8-pieca
Fatwace Set. Incitdes sight
f-pieca place sattings snd ten serving
piecas in 2 solid wood chest,
Nots: Possibie delivery delavs
experienced with this selection.

$3. Xirk Stieft Williamsburg Pofished
Pewter Cotfee Service, Includes
coffaepot, creamer, sugar and tray
with company identification engraved
an back of ray, Tray, 0. 14°

54, Gerber Mounted Knight ! 2-ieca
Carning Set

35 Dacatur Solid Walnut Musicat

Chest M. 7*

30 Yearz
Anry item numbered 4155, ar:
§8. Cultures Feart Nectace, 14°
57. 14K Golg Diamond~cut French Rape
Necklaca. 18°. and Bracslar 7*
£8. Sterling Sitver and 14K Goid
Ensambte, Inclydes man's 1.0,
bracaiet 8, cuff links. tey ring and
money clip/ e,
59. 10K Gold Man's Signat Ring with
company identificaon #ngraved on
inside and your inftiais engraved on
the fing ep**
| 14X Golg ‘Woman's Coskiail Ring wath
gerune Siue sapphuss” ¢
§1. Man's Hamitton Quara Watch with
engrdved company igentfication
on back
82. Woman's Hamilton Quarz Watch with
company igenufication engraved
on back
§1. Howard Miiler Warthington Tambaour
Mantad Clock, H, 10%° _
64. Howard Millar Sandnngham Wall
Clock. H. 24°

<»
=)
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30 Years continued

5. Oneida Countess Sitverpiste
4-piece Caffes Service. Includes
cotfespot sugdr, craamer and tray
with engraved company idenufication,
Tray. 0. 14%°

66. Kigk Stieff 8-piece Polished Pewter
Goblet Set Goblet cap. 10 qz.
tray. 0. 16°

§7. Qrrefors full Lead Crystal Bowl.

M. 5%, and Crystal Yase. H. 7%™

§8. Oneida Countess Silverplats Chafing
Dish with engraved logo on ray.
Cap. 1% qu mray. 0. 14%°

§9. Replogle Lafayette 167 Nluminated
Globe, H. 337 '

70. Rovat Douttan huiet China 4-piece
Tea and Cotfae Set includes
coffeepor tezpot. covered sugarand
treamer.”

35, 40, 45, and 50 Years

Any item numbered 4370, o

71. Cuiturad Peart Ensembie. Includes
neckace, 18°, bracelet 7°, and
earrings with 14K qold posts,

72. 14X Gold Double Cable *V™ Link
Necklace. -16°, and Bracsiet 7°

73. Sterting Silver and 14K Gald
Ensemble. Inciudes man’s LD,
braceter, 8°, cuff links, tey chase.
tis bar and money clip/tnife.,

74. 10K Gold Man's Orass Ring with Black
Finish and company dentification
engraved on inside ™

75. 14X Goid Woman's Oress Ring with
company identification engraved on
inside"*

76. Man's Longines Quartz Watch with
company :dentification engraved
on back

77. Woman's Langines Qiamond Princess
Quarz Watch with company
wdentification engraved on back

78. Man's Longines Sevfarer Quanz
Watch with company dentificasion
engraved an back vz

73. Woman's Longines Oiamond Aavale
Quara Watch wath company
idenufication engraved on back

80. Howard Miiller Thamas Tamgion
Clock M. 18°

8. Baccarat Harmonie Crystal
Vase H. 114"

82. Onaida Coyntess Silverplate
S-pieca Coffes and Taa Service. .
includes coffeepot. teapot, covered
suqQar, creamer and tray with engraved
company identification. Tray, 0. 20°

83, Shatfieid Lion's Head Silverplate
15-preca Punch Set with company
identification engraved on back of
tray.Cap. 3gal. cup cag. S oz
Tray. 0. 20°

84. Gerber Armory 23-piecs Carving Set

85. Oneida Stainless and Gold 48-giecs
Fatware Set Includes sight 5-piscs
place settings 3nvd aight serang
pieces with soiid wood chest.

Note: Possible defivery daizys
expenenced with this selection.

86. Howard Miller Jennison Wall
Clock, M. 33%W’

87. Tudor Ryil Lsad Crystal Ship's
Decantar with 8 Brandy Glasses and
Qak Tray. Decanter cap. 27 ob. glass
cap. 10 oz, tray. 21°x11°

88, Royal Ooyiton Julier Ching &-pisce
Tes and Coffee Set includes
cofleepot, (eapot, covered sugar and
creamar, Also, Raval Doutton Juliet
Ching 2-Tier Cake Stand. H. 107,
China Sandwich Tray, L 11°, and
China Caks Plata, 0. 3%

* Itam will hava ng comgany
identificanon.
** Your ring siza shouid be obtained from
your |ocal jewaler.
In the evant any item is discomtinued by
the manufacturar. an item of sirulas vyiyg
and gquality wiil be offered.
KEY: H. = Herght . -
0. = Qiamater
L = Langth
Cap. = Capacity.

PROPRIETARY
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AUDIT DISCLOSURE NO, 30 gé

SUBJECT: COMPTROLLERS OPTIMIZING RESQURCE 3
EFFECTIVENESS (CORE) PROJECT EXPENSES

STATEMENT OF FACTS:
The following expenses were charged to Account 6721 - Accounting and Finance for

1992 for the Core Project. These expenses represent the charges related to
invoices from Arthur Andersen & Co.

AFRIL 137,500 PLANNING PHASE

APRIIL 1,320,000 PHASES TWO THROUGH FQUR
JUNE 660,000 PHASES TWO THROUGH FOUR
JULY 591,000 FINAL BILLING

TOTAL 2,708,500

OPINION:

Per the CSS/PPS User Guide, the amount pertained to Cost Pool 03 - Financial
Services and Accounting. Per the analysis of the account by cost pool per the
MP2702, the charges for 1992 for Cost Pool 03 were charged to Reg and Non-Reg
using the General Allocator (5.22% - Non-Reg)

The following is the Florida portiomn:

Total 2,708,500
Florida Portion 26.14% Per 1992 Apportionment % Report

708,002

............ ':E’-,"-

+ neg 671044 PROPRIETARY
% Intrastate 515,630
% Interstate 155,414 (-2316 per BST Separation report)

671,044

An explanation of this project is disclosed in the rate case audit as of
12/31/92. (See Audit Disclosure No. 1 - Docket 920260-TL.)

RECOMMENDATION: Since these charges are non-recurring, they are disclosed to aid
the Tallahassee staff performing the forecasted data review.

nee
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DISCLOSURE NO. 32 37

SUBJECT: THE TBANSFER OF CPE OPERATIONS FROM BSTI TO BCI

- STATEMENT OF FACIS:

1. In 1991 BellSouth restructured it's communications operations. As part of
this restructuring the Customer Premise Equipment (CPE) operations were moved
from the BellSouth Telecommunications into a nonregulated subsidiary.

2. BST analyzed the financial impact of the transfer based on June 1991 data.

3. The study showed that the transfer resulted in approximately $32 million of
net cost being shifted from the nonregulated operations to the regulated
operations of the Campany.

4. The analysis shows that the CPE operation had an annual pretax loss of
approximately 2illion prior te the transfer,

5. The shift of $32 million to the regulated operations equates I:o reduction
in this loss. '

6. In addition to the shift in net cost, the transfer resulted in a $39 million
shift in investment from the nonregulated CPE operations to regulated operations.

OPINION: From the results of this analysis, it appears that the cost allocation
and affiliate transaction rules are not producing the desired results. In theory
the transfer of the CPE operations from the regulated utility to a nonregulated
subsidiary should not have materislly changed the assignment of cost. If working
properly, the cost allocation procedure should assign the correct cost to the CPE
operations while it is included within.the corporate structure of the utility.

The transfer of the operation to another subsidiary should result in the transfer
of a similar level of cost and investment. The fact that there is a material
change in the cost assignment indicates that either the proper cost was not being
assigned before the transfer, or that the procedure used to account for the
affiliate transaction after the transfer 1s not producing the correct assignment
of cost. In either case the results are the same. While restructuring and
modifying the way services are provided may very well produce reduction in cost
for either or both the regulated and nonregulated operations, neither should
benefit at the expense of the other. The utility should not be in the position
of shifring cost from the nonregulated operations to the regulated operations
by changing only the organizational structure.

RECOMMENDATION: This arsa was not investigated to the extent needed to determine
the specific reason for the cost shift. It is recommended that this area be
further investigated. The FCC presently has underway an investigation of the
affiliate transaction rules. It would be appropriate to have rules relative to
the allocation of cost within a utility reviewed in conjunction with that

PROPRIETARY



AUDIT DISCLOSURE NO. 33 33

SUBJECT: BCI METHODS OF ALLOCATION

STATEMENT OF FACTS: BCI performs marketing services for certain affiliates, both
regulated and nonregulated., BCI bills only to affiliates. They bill to
BellSouth Telecommunications, Inc. (BST), BellSouth Communication Systems, Inc
(BCS), BellSouth Information Systems (BIS), DATASERV, Mobile Cellular
Communications of American (MCCA), BellSouth Advanced Networks (BSAN), BS MOBILE
DATA, AND BellSouth Enterprises (BSE). In 1992 BCI billed all affiliates
$258,470,525. The amount billed to BST was $210,218,285; that is 81.33%.

O0f the $210,218,185 billed to BST, $205,011,106 or 97.52% was considered
regulated by BCI,

A schedule of the amounts to each state follows this Disclosure.

PSC staff asked BST why a separate subsidiary was implemented-when 81.33% of the
billing goes back to BST and of the billing 97.5% was regulated in 1992.

The company stated that "BCI was formed as a separate subsidiary, based on
information obtained through business customer feedback. Customer {input
indicated that BellSouth needed to be easier to do business with, and that
consistency and uniformity are critical to the customer. " .... "BCI can offer
its business customers, as one unified organization, the ability to meet all of
the integrated telecommunications needs." ...

BCI has a complex procedure for determining the amounts for fully distributed
costs and the amounts to allocate to regulated and nonregulated. The amounts are
allocated to regulated and nonregulated at BCI, before they are billed to BST.

For  explanation purposes, staff has divided BCI costs into two categories. Ome
is those costs that are generated within BCI or billed to BCI and allocated based
on various procedures directly and indirectly to the premises sales cost pool.
These costs are not yet allocated to regulated and nonregulated. (Call this area
"support costs"™ for thig explanation).

The second is at the premises sales cost pool. The costs in this pool are
generated by the salaries of the premises marketing sales employees. (Call this
area "Premises Sales Costs”). From here they are allccated to regulated and
nonregulated based upon the number of hours charged in the month. The number of
regulated and deregulated hours is determined by a statistical sampling method.

For the month of May, 1992 BST was billed $18,630,970; 34% of the costs were
"Support costs"™ and 664 were "Premises Sales Costs",

PROPRIETARY




"Support costs” 3 q

P L L E T W e,

There are 12 divisions within BCI which eventually allocate the majority of their
costs either directly or indirectly to Premises Sales, National Accounts and
Government Sales. A small percentage is allocated to Inforun each month. For the
year 1% was allocated to Inforum. Inforum is a marketing services demonstration
center in Atlanta.

These allocations are either based on ratios of three months averages of salaries
and wages of the division they are being allocated to or a quarterly going
forward estimate of the hours of the division they are being allocated to. The
majority of the divisions are allocated based on the salary and wages method.

"Premises Sales”

The costs in this pool are salaries generated by the marketing employees who do
the actual sales. For the month of May, premises sales cost was 66% of total
costs. These costs along with the "Support Costs” are allocated to regulated and
nonregulated.

Allocation to Regulated and Nonregulated.

The total "Support costs" and "Premises Sales” are allocated to the affiliates
based on the sales hours reported in the sample of sales hours prepared each
month. This sample includes the hours for each affiliate and whether in the case
of BST the hours are regulated or nonregulated.

PROPRIETARY



OPINIONS: h q D

---------------

---------------

PSC staff questions the use of a separate subsidiary to bill BST 81% of its
costs, :

We received the company’s answer as to the reason BCI was separated; but at that
time it was too late in the audit to review the customer input that iniciated the
change and to make a comparison of the system before BCI was separated with the
separated system,

Fully Distributed Costs

PSC staff determined chrough audit procedurss that the costs are billed to
affiliates at fully distributed cost. (This does not mean that the staff agrees
with the % used for the Return on Investment included in Fully Distributed Costs.
This is addressed in Disclosure No. 36.

"Support Costs”

PSC staff understands thé need for support services to a sales organizations and
realizes that there are many methods of allocation of these support services
within a sales organization.

The types of "support cost" charges for ratemaking purposes are being addressed
in Disclosure No. 15,

Allocation to Regulated and Nonmregulated.

L N R e e e R R R L L L LT

PSC staff has analyzed the sampling method used to allocate both the "Support
Costs™ and "Premises Sales" costs to regulated and nonregulated and has certain
questions regarding the method. These are addressed in Disclosure No. 34.

PROPRI=TARY



SCHEDULE FOR DISCLOSURE NoO. 33
ANALYSIS OF BCI BILLING FOR 1992

STATE

ATARAMA
FLORIDA
GEORGIA
KENTUCKY
LOUTISIANA
MISSISSIPPI
NORTH CAROLINA
SOUTH CAROLINA
TENNESSEE

17,512,260
50,936,339
39,076,592

8,349,644
19,758,015

8,807,082
24,167,481
13,185,474
23,219,279

423,345
1,667,113
934,160
288,749
125,663
329,645
357,561
293,793
786,149

17,935,605
52,603,452
40,010,752

8,638,393
19,883,678

9,136,727
264,525,042
13,479,267
24,005,428

---------------------------------------------------

---------------------------------------------------

------------------------------------------------------------------------------

TIOTAL BILLING FROM BCI TO ALL AFFILIATES

TOTAL BILLING TQ BST REG AND NONREG

% BILLED TO BST REG AND NON REG
FOR MARKETING

TOTAL BILLING FROM BCI TQ ALL AFFILIATES

TOTAL REG BILLING TO BST MARKETING

SQURCE:

BCI 1992 BILLING SUMMARY

258,470,525

210,218,344

81.3317%

258,470,525

205,012,066

-------------

PROPRIETARY



AUDIT DISCLOSURE NO. 34 q 2

SUBJECT: METHODOLOGY FOR SAMPLING PREMISES SALES HOURS

STATEMENT OF FACTS: In order to determine the products sold and the regulated
and deregulated hours spent by BCl Premises Sales Representatives during a
particular month, BCI uses an Interview Method. This is used instead of positive
time reporting of each markecting sales representative every day.

According to the 1992 Interview Sampling Methods and Procedures, "The 1992
Sampling method conducts field interviews with thirty-.three percent of Account
Managers, Account Executives, System Designers, Service Consultants, Vendor
Account Coordinators, and miscellaneous Premises Marketing Sales titles on a
monthly basis. These interviews are designed to capture...” the time spent by
the Marketing Sales Representatives.

There are six interviewers covering the following areas:
North/South Carolina
Kentucky/Tennessee

Florida e
ey PROPKI=TARY
Louisiana

Georgia

PSC staff interviewed Mr. Bob Jones, the interviewer for Florida, Mr. Raul
Martinez, a Premises Sales Account Executive, and Ms. Dottie King, who runs the
data base of BEl Premises Sales personnel and the mechanized program to select
the sample for interview each month., Along with that, the 1992 Interview
Sampling Methods and Procedures and Internal Audit Working Papers of Marketing
Time Reporting, BCI, Premises Sales, Finance; November, 1992 ( 1L20-24-14-SF) were
reviewed by staff. The results of these procedures are described below.

Selection of Sample

The Premises Sales employee data base is updated as necessary. All employees are
assigned a number 1,2, or 3 to make sure all employees are chosen in the three
month period for an interview. The selection {3 made by a mechanized program.
Internal Audit stacted that "Controls over employee sample selection were
satisfactory.”

Notification of Premises Sales Staff of Interview.

_Mr. Jones receives a list monthly from Dottie King for the people he has rto
interview for the month. Mr. Jones sends out a memoc to those he intends to
interview a day or two before the end of the month. He instructs them to bring
all time sheets, calendars and any supporting documentation from the firsc to the
month up to the date of interview. He tells them what day they will be
interviewed,

The Premises Sales employees only keep documentation until the date of interview,
i.e. he lets them know the first of the month that they will be seen that month
and tells them in the sawe memo on what day they are scheduled for interview.

As of 1993 the interview months starts the 10th of the month to the 10th of the

gon
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.. Internal Audict findings stated that

3

next month. Reports are finished before the 10th of the month. In 1992 it was
the 5th of the month, there was no time to edit or to check possible errors.

Selection of Week to Interview Employee by Interviewer

................................................................

Mr. Jones abstracts a week to be sampled when he goes to the interview, he does
not let them know in advance what week he will sample, but they do know what
month will be sampled. He captures five work days and if the employees works
over the weekend, captures those days.

A g e = . . SR ¥

Internal Audit stated in their workpapers that "This predictability may
compromise the reliability of the data being reported.”

Thay also stated in their workpapers that

Internal Audit findings

Post Audit Discussions said that other methods to achieve a more random selection
of weeks would be investigated, and that interviewers could no longer preview
records,

PSC staff asked if other methods have been investigated. In answer to our request
2-127, part B, the company stated that "... in a given month, a minimum of 10
calendar days would elapse before the seven-day period sample was selected.
Also, interviewers are now not allowed to begin interviews until after the 10th
workday, as compared to previous requirement of 3rd workday." "Both these changes
allowed for a more random selection of weeks by increasing the days to- be
included in the population from which the sample is selected." This was done in
November, 1992. This also agrees with our interview with Bob Jones where he
stated thac the interview month runs frem the 10th to the 10th of the next month
for 1993.

The company said that no other options were considered or documented due to the
administrative burdens.

PROPRIZTARY
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21

29

14

in answer to our questions at the interview regarding how the Premises Sales
Representatives plan their work, Mr. Jones stated that they do a plan at the
beginning of the year, but that does not mean they adhere to that., For small
businesses, he said that they project what services they think they can sell,
He also said account executives and account managers can plan a week in advance
what they are geing to do.

Mr. Raul Martinez, an account executive, confirmed that he does plan in advance.
He has a form and looks at all customers listed and is constantly reviewing this.
He sees customers on a three to six month cycle. Also, at the beginning of the
month, he has a plan of who he will sea.

The Interview PP h PEHTT
........................ \ G Yl

There is a sample selected from each district every month. _

At the interview, Mr. Jones asks what the Premises Sales Representatives do and

walks through the entire day and checks the employees documentation to see if
corresponds.

Employee documentation per the Internal Audit report

According to che Intermal Audit,

Per Internal Audit, - <. .

Mr. Raul Martinez, an account executive told us that he keeps a daily log with
his appointments, a sheet of iIncoming calls with who called and what was
discussed. He stated that he keeps detailed documentation for the month he is
going to be interviewed and other documentation all years, not as detailed.

The interviewer, using the translation table included in the 1992 Sampling
Methods and Procedures, translates che work done by the employees to codes which
reflect what work was done and whether it is regulated or nonregulated.

Internal audit found that )

A follow up memo from Anne Marie Sparrow, BCI, Business Markets division dated
December 14, 1992 presented corrective actions. The log prepared by the
interviewer will be compared with the employee’s daily documentation for
consistency; and the interviewers will make sure there is enough description on
the log to know what activity was done.

At the end of interviaw, Mr. Jones adds up time to make sure seven hours or more
are in each day. Mr. Jones keeps copy of documentation in 1993. In 1992 che
individual discrict has it.




Qs

Mr. Jones prepares a summary report of the district and reviews this with che
District Manager. He also prepares a state report and this is distributed
appropriacely.

There are approximately 330-345 interviews in Florida every three months.
OPINIONS:

Selection of Sample

It appears from our interview with Dottie King, and Internal Audit report that
the selection of the employees to be audited in any three month period is made
on a random basis and includes the entire universe.

Since every employee has to be selected within a three month period, those that
are not selected in the first two month automatically know that they will be
selected in the third month.

Selection of Week to Interview Employee by Interviewer

It appears that in 1993 the interviewer notifies the Premises Sales
Representatives approximately 10 days before they have to start keeping records
for the moncth that a week will be sampled from.

It also appears that the account managers and account executives can plan their
work a week in advance,

Based on the way the Account Managers and Account Executives can plan their work
a week in advance, it is possible that even though they do not know what week
will be selected for interview, to bias the sample by planning each week in the
month period a certain way.

From discussions with Bob Jones, the service consultants and systems designers
support the account managers and executives. So, their time would probably
follow accordingly.

The Interview

Although staff has problems with the selection technique of sample and selection
of week used for the Premises Sales Represencatives, staff believes that the
consistency of having one person, who is knowledgeable and experienced, code each
employee in each district of a state will lead to reliability of data.

However, there should be more checks and balances on the final product of one
interviewer. There is always a possibility of bias when one person is
interpreting the daca. -

Filling out the logs with narratives that are complete and compatible with
employees documentation is important for an audit trail and should be tesced in
1993 to see if it is being done. PSC staff had planned to test this, but time
limirs precluded us doing this.

PROPRIETARY
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RECOMMENDATION: There should be more checks and balances on the €inal product
of one interviewer. As a possibility, the person interviewed, along with the
District Manager should be reviewing the final product. Another possibility is

using more interviewers for each state and the interviewers alternating districts
monthly.

PROPRIZTARY
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AUDIT DISCLOSURE NC. 35 q 1

SUBJECT: TYPES OF EXPENSES AT BCI
STATEMENT OF FACTS:
I. RELOCATION EXPENSES

According to the trial balance for BCI there was $2,452,548 in account 735,
employee relocation expenses. The company explained in 2-126.1 cthat these
expenses are to reimburse employees for moving expenses. We did not request the
invoices backing up this account.

According to the information supplied to us in answer to 2-126.1, there were 111
employees relocated in 1992. Per the compary, vmployees are relocated to fill
vacancies created. Ra2locations are typically the result of a retirement,
reorganization, termination, promocion or transfer. The total cost of these 111
relocations was $2,452,547.76.

In answer to our request to determine how much gets allocated to each state and
to regulated and nonregulaced, the company states that because BCI allocated by
cost pool rather than by account number, they were unable to answer that
question.

The company stated that there were 33 relocations through Sept. 15, 1993 with two
more scheduled for October. The Company has no way of determining if they will
need further relocations for 1993. Time limits precluded us from determining the
amount of the 33 relocations for 1993,

The TFlorida Public Service Commission Digest of Regulatory Philosophies,
Communications Department, describes-the philosophies expressed in racemaking
proceedings. Regarding extraordinary expenses, the Digest states that " some
extraordinary, nonrecurring test year expenses are normalized, other are
disallowed. FPSC Order 81330, issued 6/2/78 states that "Elimination of
nonrecurring rental, moving ... are proper adjustments to test period figures.”

OPINION: It appears that there are many more relocations in 1992 than there were
in 1993. There were 1lll relocations in the amount of $2,452,547.76; for an
average amount of $22,095.03 per relocation.

Applying this amount to the 33 thus far in 1993 and the two scheduled would equal
$729,135.99 through October 1993. Dividing 35 by 10 = 3.5 relocations per month.
Adding seven more relocations for the months of November and December brings the
average amount for locacions in 1993 to $927,991; chat is 42 times $22,095.03,

The amount for 1992 less the Staff estimated amount for 1993 equals $1,524,557.
This could be considered a nonrecurring amount £or 1993 ($2,452,548 less

PROPRIETARY
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RECOMMENDATION: Remove $1,524,557 from account 735 for 1992. As the Company
cannot tell us how much went to each State and how much te regulated ang
deregulated, staff used the 1992 billing amounts to determine how much was
charged in total to all affiliates, to BST, to each state and then to regulated
and nonregulated. Rather than use the BST percent for Account 6612 to allocate
to each state, staff used a ratio of % to total for each state to total states.
This is because the allocations are performed for each state at BCI before the
bills goes to BST or the state.

The amount for all nine states is 1,239,948.13, the amount for Florida is
$310,275, the amount for regulated is $300,442, and the amount for intrastate is
$227,024. See Schedule following this Disclosure for calculatioms.

STATEMENT OF FACTS:

Ix. CONTRIBUTIONS, MEMBERSHIPS, MATCHING GIFTS AND TUITION AID.

Included in the 1992 Florida Rate Case Adjustments is an Adjustment called OTHER
REGULATORY ADJUSTMENTS. This adjustment excludes the following amounts:

Charitable FL Reg % Reg Intra % Intra
Contributions Amount Amount
charged to Fl 2,559 93.30% 2,388 75.58% 1,805

from BCI for 1992

secviee s PROPRIETARY

Soclal 8,110 93.320% 7,567 75.58% 5,719
Memberships te F1 eeeeea  eaea.-
from BCI for 1992 ) 9,954 7,523

There are accounts listed in the BCI Transaction Journal (Sequence 10) whose
names indicate that they might not be reasonable for ratemaking purposes. These
Accounts are: Account 737.1, Service Organizations; Account 737.2, Social
Organizacions; Account 756, Contributions; Account 756.4, Matching Gifts; and
Account 721.51, Tuition Aid,

The description of Account 737.1 ...."includes fees and dues, such as entrance
or initiation fees and annual, quarterly or monthly dues assessed by service
organizations.” The total amount for 1992 in this account is $17,308.

The description of Account 737.2 ..."includes fees and dues, such as entrance or
initiation fees and annual, quarterly or monthly dues assessed by social
organizations. Luncheon club dues should also be charged to this account." The
total amount for 1992 in this account is §20,502.31.

The description of account 756 ..." includes cost of all corporate contributions
for civic, educational, charitable, or social reasons. Contributions include
donations of cash, equipment or materials.” The total amount for 1992 is
$11,833.76.

The Company provided us with a explanation of the Matching Gifts Program.
BellSouth will match personal contributions between $25 and $2,500 per individual




to "...educational inscitutions at a 2:1 ratio...maximum $5000." ... cultural
organizations will be matched on a 1:1 basis up to $1,000 per individual.® The
total amount for 1992 is $37,913.17.

The description of Account 721.51 includes ..."tuition and reimbursements made
to employees and for payments made directly to educational institutions on behalf
of employees.” There {s a total of §$122,156.82 in this account in 1992.

The Florida Public Service Commission Digest of Regulatory Philosophies,
Communications Department, describes the philosophies expressed in ratemaking
proceedings. Regarding Membership Fees and Dues, "Social and service club dues
are not proper for ratemaking expenses (including dues paid to the area Chamber
of Commerce.)" FPSC Order No. 10449 issued 12/15/81 states "... amounts
associared with membership fees and dues ... execlude them from rate case.”

Also, "Charitable contributions are currently disallowed as a ratemaking
expense."” FPSC Order No., 10418, issued 11/23/8l states that contributions ".
should be from the company and its stockholders and not the ratepayer."

OPINION: The 1992 Florida Rate Case adjustment removes $9,954 for Florida
Regulated and $7,523 for Florida Intrastate.

Staff’s calculation for Service, Social, and Charitable Contributions agrees with
the 1992 Rate Case Adjustment. This is included here for cthe other states
involved in the Florida audit. Staff‘s calculation from BCI books is on the
schedule following this disclosure.

PSC staff believes that the Matching Gift Program should be included along with
Social, Service and Charitable Contributions to be removed from the Rate Case.
This is not an expense that would benefit cthe ratepayer.

PROPRIETARY
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Note 2
AlL OF Note 1 AMOUNT s TO AMOUNT
BC1 % TO BST TO BST FL FLORIDA

ACCOUNT 765.4
MATCHING GIFIS 37,913 B1.33% 310,835 25.02% 7,715
ACCOUNT 765.4 Note 3 Note &4
MATCHING GIFTS s TO AMT TO LI INTRA

REG FL REG INTRA REG

96.83% 7,470 75.58% 5,648

Note 1 --This percent calculated in the schedule to Part I of Disclesure 2
Note 2 -- This percent calculated i{n the schedule to Part I of Disclosure 3
(based in racio % of total to each state because the amounts are allocated to the
States at BCI before the bill goes to BST.

Note 3 -- This percent calculated i{n the Schedule to Part I of Disclosure 3.
Note 4 -- This is the amount used in the 1992 Rate Case Adjustment.

PSC staff also questions the Tuition Aid Expense. Time limits precluded us from
determining the cypes of tuition that are included in this account. If the
education aids the employee to become more proficient and efficient in their
jobs, then we believe this should be allowed for ratemaking. If not, this
should be disallowed. )

PROPRIETARY



Note 2
“ALL OF Note 1 AMOUNT s TO AMOUNT
BCI $ TO BST TO BST FL FLORIDA
ACCOUNT 721.51
TUITION AID 122,157 B1.33% 99,350 25.02% 24,857
Note 3 Note 4
$ TO AMT TO 3 INTRA
REG FL REG INTRA REG
96.83% 24,069 75.58% 18,192

---------------------------------------------------------------------------

RECOMMENDATION: Along with the Service Dues, Social Dues, and charitable
contributions remove the Matching Gifts Program Amounts from the rate case
expense in the above amounts. Also, consider removing the Tuition Aid Program
after determining the benefits of these tuition payments.

PROPRIETARY
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STATEMENT OF FACTS: |o Z

III. NONRECURRING EXPENSE
One of the vouchers in the sample selected was for S . pald to '~ _
in the month ending 7/31/92. This was recorded in Account 899, Other Expense on
the BCI books.

o ., = 4§ ol -
The source documentation shows that signed a release to discharge
Southern Bell Telephone and Telegraph Company for any and all present and future
liability for telephone number = In return, SBT would have to credit
’ i - T aith

From correspondence supplied to us, it appears thatfﬂ ' “was billed in
November, 1990 for calls they did not make and these were possibly fraudulenc
calls,

The Florida Public Service Commission Digest of Regulatory Philosophies,
Communications Department, describes the philosophies expressed in ratemaking
proceedings. Regarding extraordinary expenses, the Digest states that "some
extraordinary, noarecurring test year expenses are normalized, others are
disallowed. FPSC Order 7419, issued 9/3/76 states that "a host of nonrecurring
and out of period expenses are properly excluded.®

OPINION: Included in Account 89¢ is for an expense that appears to
be nonrecurring and applies to 1990 dollars.

From our sample, we cannot tell whether the remainder of * was paid to
System One or a credit was issued, or a settlement was made for just che
Time limits precludéd further investigacion.

BECOMMENDATION: Remove from account 899 for 1992. As the company
cannot tell us how much went to each State and how much to regulated and
deregulated. Staff used the 1992 billing amounts to determine how much was
charged in total to all affiliates, to BST, to each state and then to regulated
and nonregulated.

ADJUSTMENT FOR SETTLEMENT -

TIME % OF 1992 BILLING TO BST 81.33%
AMOUNT TO FLORIDA 25.03% _ .--:?%L??f‘
AMOUNT TO FLORIDA REG 9683
AMOUNT TO FLORIDA INTRA 75.53%

PROPRIETARY
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STATEMENT OF FACTS: ID 3

IV. OUT OF PERIOD EXPENSES

A. SEMINAR EXPENSE

Included in Account 734, Employee Business, Training and Education, are two
payments to Telecommunications Research Associates; each in the amount of
These were paid in the months ending 5/31/92 and 12/31/92,

According to Source documentation both payments were for nine on-site
presentations for State Govermment Training Seminars. Per conversation with a
BST employee, the employees involved with Government Compliance around the
scates.

The source documentation. to the voucher paid in the month ending 5/31/92 included
that these on-site seminars were to be furnished in 1992. The voucher chat was
paid in the month ending 12/31/92 did not specify a year. Further conversation
with a BST employee revealed that the voucher paid in the month of 12/31/92 was
for presentation to be made in 1993,

According to the Trial Balance (Sequence 10) these vouchers were booked as
follows:

‘RC CODE AMOUNT

am e 7 PROPRIETARY

12/31/92 POBQ3000

The, organization chart shows that POBO3000 is a cost pool that is called
Regulated, and allocated based on regulated sales hours. This is not the
Government Compliance Cost pool.

B. PRESIDENTS CLUB

Included in the sample selected was a charge In Account 899 in the amount of
$52,000 to "Reflect the 1991 Presidents Club Properly on the books"”.

Also, included in the  sample was a charge of $158,000 accruing for 1992
President’s Honors.

The Florida Public Service Commission Digest of Regulatory Philosophies,
Communications Department, describes the philosophies expressed in ratemsking
proceedings. Regarding extraordinary expenses, the digest states that "some
extraordinary, nonrecurring test year expenses are normalized, others are
disallowed. FPSC Order 7419, issued 9/3/76 states that "a host of nonrecurring
and out of period expenses are properly excluded...®

OPINION: . -

A. Included in Account 734 ig - , Jlor an expenses that appears to be
applicable to 1993.

B. Included in Account 899 is $52.000 for an expense that appears to be related
to 1991. )

~
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RECOMMENDATION: ' o 4

B o)

A. Remove  ‘from Account 734 for 1992 for charges applicable to 1993. As
PSC staff did not have the total amount of hours for the 'year, staff estimated

the adjustment based on the dollars of regulated to nonregulated as in prior
recommended adjustments.

B. Remove $52,000 from Accounc 899 for 1992. As the company cannot tell us how
much went Co each Sctate and how much to regulated and deregulated. Staff

estimated the adjustment based on the dollars of regulated to nonregulated as in
prior Audit Disclosures.

PRES

A. SEMINARS B. CLUB

ADJUSTMENT FOR 1993 EXPENSE _ ' 52,000
TIMES % OF 1992 BILLING TO BST 81,334 81.33%
. 42,292

AMOUNT TO FLORIDA 25.03% 25.03%
10,586

AMOUNT TO FL REG 96.83% 96.83%
. 10,250

AMOUNT TO FLORIDA INTRA 75.53% 75.53%
‘ 7,742

PROPRIETARY
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BCHEDULE FOR PART 1 OF 8CI DIBCLOBUME 3§

TOTAL BILLING FAOM BCI TO ALL AFFILIATES
TOTAL BRLIND TO 81 REG AND NONREG

% GRLED YO BOT AEQ AND NON REQ

FOR MARSE TG

BOURCE: BCI V2 B LING BUMMARY

288470 028
210790344

81 3NTH

AMOUNT OF RELOCATIONS
FOR 3983 THAGUOH OCT 14) » AMOUNT OF RELOCATIONS FOR 182 1)
TOTAL AMOUNT 2452 048
SCHEDULED RELOCATIONS FOR NEXT TWO
MONTHS OF 19a3 2 APPROMIMATE AMOUNT FOR
RELOCATION 22.008 03
» TIMED 42
DMVIDE 35 &Y 10 ——————————— -—
527,001.28
ESTIMATED RELOCATIONS ME A MONTH e SEnBsEsssLsdmen
TOTAL ik ACCOUNT 738 1002 2482848
TIMES TWO MONTHS LEFT b
NONRECUARING AMOUNT "1
APPROIGMATE FELOCATIONS IN 1063 -2 e VIO IV =0
ADJUBTMENT TO ALL OF BC) 1834857
A S S
ADJUSTMENT FOR RELOCATION EXPENSE S 1.524,587.00
TIME® % OF 1002 MILLNG TO daT SLINTR
1790813
ANALY SIS OF BCI BALLMNG FOR 1902 [ ]
- a “ ] 101,001 m
SAEQ YO ROTATE AMOUNRT TO
TAKE DEREQ TOTAL TOTOTAL BTANE | ol ]
A ARAMA 102,000 423,348 17,034 208 oF SN [T 1.0 108,781 103, 204
FLOMDA #0.034.39 1,007,143 12003402 e 23000 26 023T™ 310,278 300 442
QEORGIA 30070802 [ AL 40,010,753 o7 seaN 18 03200 38000 30 488
RENTUCKY 0. 350,044 200 148 5.03,. 303 MM 4.1082% 30,543 48 20
LOWINANA 10.780.046 +20.003 10.083.478 0 3080% S4000% .22 114,840
CC ] 0.007.082 320.048 8330227 NN 4 3% 13,002 1.0
NOATH CAROLNA 24,187 400 7,00 34,028,002 "M% 11 S808% 144,058 142,349
SOUTH CARDLINA 13188474 0. 763 13 478,297 o7 304N 84120% 18008 .13
TE NNE BE£ A NIAT EL AL 008920 .M I 11 4009% 141,803 138 058
WM, 108 L08.178 21016344 o7 BZM% 1
1,239 048

ALMISIMENT FOR RELOCATION EXFENBES

IUACE  BCIBALLING BUMARY

AdY1314doyg



AUDIT DISCLOSURE NO. 36

Db

STATEMENT OF FACTS: The fully distributed cost figures that BCI uses to bill
affiliaces contain 15.76% return on investmenc as follows: ’

SUBJECT: RETURN ON INVESTMENT

DIFF
1992 BILLING 1992 BILLING . ROI
BEFORE ROI AFTER ROL 1992
BST REG AL 17,323,087 17,512,260 189,173
BST REG FL 50,371,489 50,936,339 564,850
BST REG GA 38,637,466 39,076,592 439,126
BST REG KY 8,256,708 8,349,844 92,936
BST REG LA 19,545,734 19,758,015 212,281
BST REG MS 8,713,909 8,807,082 93,173
BST REG NC 23,901,032 24,167,481 266,449
BST REG SC 13,044,030 13,185,414 141,384
BST REG TN 22,959,734 23,219,279 259,545
BST NCON REG AL 418,105 423,345 5,240
BST NON REG FL 1,649,569 1,667,113 17,544
BST NON REG GA 922,773 934,160 11,387
BST NON REG KY 285,879 288,749 2,870
BST NON REG LA 124,118 125,663 1,545
BST NON REG MS 325,998 329,645 3,647
BST NON REG NC 353,811 357,561 3,750
BST NON REG SC 290,111 293,793 3,682
BST NON REGC TN 777,237 786,149 8,912
BST TOTAL 207,90Q,790 210,218,284 2,317,494
OPINION: A lower rate of return could reduce the amounts billed to each

affiliate and in turn reduce the amount included in regulated activities.

PROPRIETARY
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AUDIT DISCLOSURE NO. 217 '07
INC

SUBJECT: BELLSOUTH BUSINESS SYSTEMS,

STATEMENT OF FACTS: According to the 1992 Cost Allocation Manual, BellSouth
Corporate Structure; BellSouth Business Systems (BBS) is a subsidiary of
BellSouth Telephone (BST). BellSouth Communications, Inc. (BCI) is a subsidiary
of BBS.

1t was explained in an interview with BCI employees, that there are no employees
in BBS. BCI employees provide staff for BBS. all the executives in BBS are paid
out of BellSouth Corporation and are billed to BBS subs. The executives are
assigned to BBS.

Part of the allocation process within BCI is allocating dollars to BBS, the
parent of BCI and then allocating part of these dollars back te BCI and part to
other BBS subsidiaries. The other subsidiaries are DataServ, BellSouth
Communications Systems, Inc, and BellSouth Financial Services Corp. Inec.

PROPRIETARY
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AUDIT DISCLOSURE NO. 38 lo 8

SUBJECT: LEASES WITH SUNLINK AND DATASERV AND BELLSOUTH
COMMUNICATIONS SYSTEMS, INC.

STATEMENT OF FACTS: The company provided the lease agreements for the above but
did not provide Fully Distributed Cost or Market Comparisons.

Per the answer to request 2-079, the following payments were made in 1992 to
Sunlink:
CHARGED TO

. .AMOUNT  BST_(REQ 2-012)
DATA SERV B o
Data Serv charges BST through both Fully Distributed Costs for the Atlanta Repair
Facllity and market rate for other services., In response 2-001.Al, the company
contends that the lease charges are not in the Fully Distributed Cost calculation
and therefore none of the costs chain in te regulation.

Sunlink also had a lease with Bellsouth Communications Systems, Inc. (BCS) for

sy did not provide the requested FDC analysis until October 6, 1993.
All Sunlink Financial Statements and General Ledgers were requested June 7, 1993.
The company said they would backup only chained transactions but in doing so did
not include the BCS or Data Serv leases. The FDC analysis provided shows that
FDC is more than the lease costs charged to BCS by $227,078. However, the FDC
analysis includes »f Return on Investment which was computed using a
pretax return of 15.76%.

OPINION: The company has not adequately justified the charges for Data Serv even
though the company uses market rates because these costs are chained through the

marKet rates. The costs applicable to Florida have been determined as
follows:
$ OF DATA SERV REVENUE FROM BST 3.82% (DATA SERV CHARGED TO BST REQ
2-012 /TOTAL REV
3 ¢ER F/S)
LEASE AMOUNT }
BST ALLOCATION OF LEASE 54,664
PERCENT TO FLORIDA 24.,68% (CHARGES TO FlLA

1,218,592/CHARGES TO BST
4,936,617 REQ. 2-012)
FLORIDA AMOUNT 13,491

Because we have not received any detail on BSC regarding this macter, staff
cannot determine the amount of the $732,000 lease which has been chained in to

'PROPRIETARY
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AUDIT DISCLOSURE NO. 39 l Oq

SUBJECT: SUNLINK WAREHOUSE SPAGE

STATEMENT OF PACTS: According to the Coopers and Lybrand workpapers, Sunlink
rents three warehouses to BST. They are as follows:

gD RENT
BIRMINGHAM WAREHOUSE ) B
JACKSONVILLE WAREHOUSE
ST AUGUSTINE WAREHOUSE

Crmrye 0o omo

The fully distributed cost figures contain 15.76% return on investment as
follows:
AVERAGE ROI
INVESTMENT
BIRMINGHAM WAREHOUSE
JACKSONVILLE WAREHOUSE
ST AUGUSTINE WAREHOUSE

The company would not provide the General Ledger of Sunlink, only redacted
pages showing individual items on the FDC analysis.

OPINION: A lower rate of return could make rent higher than FDC on all leases.
The Jacksonville warehouse is already $240,056.10 higher than Fully
Distributed Cosats.

Redacted copies of the general ledger are not sufficient to determine the
appropriateness of Fully Distributed Costs. We are unable to determine if
there are contra accounts which change the balances used or if there are
working capital accounts which should be included but have not been.

The amount of rent has been allocated by staff to the states using account §121
allocation basis as follows:

t DOLLARS
Florida 26.14% 741,515
e o PROPRIETARY
North Carolina 9.62% 272,891
South Carolina 6.44% 182,684 .
Alabama 8.47% 240,269
Kentucky 4.92% 139,566
Louisiana 9.95% 282,252
Mississippi 5.85% 165,947
Tennessee 11.33% 321,399

2,836,707

LERAEN A !
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RECOMMENDATION: Because the company would not provide complete access to

support their 'numbers the entire lease should be removed. The Florida portion
should be allocated as follows: ;

Florida 741,515 (used cost pool 8)
% Regulated 97.48% (MP2702 analysis)
722,829
% Intrascace 77.33% (Ratio-Separations Report)
Fla Intra/Reg 558,964

PROPRIZTARY
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AUDIT DISCLOSURE NO. 40
SUBJECT: CSL BIRMINGHAM \ \ ‘

STATEMENT OF FACTS: CSL Birmingham has three complexes charged at Fully
Distributed Costs (FDC) to BST. According to request 2-038 they are:

BUILDINGS FDC  BASE RENT
2SS1 T T 5,312,500
BSSII 3,180,025
3700 BLDG. © 1,565,410

10,057,935

Additional rent is paid for operating expenses, taxes and insurance. These
amounts were requested 8/9/93 (Request 2.131) and have never been provided.
However, according to request 2-131, total rent revenue of CSL Birmingham from
BST was $10,635,900.

The following amounts were included in the FDC analysis for Return on Investment
computed at 15,76%.

AVG. INV. ROI
Bss1
BSSII
3700 BLDG. -

The company provided redacted pages from their general ledger which contained the
numbers used in their FDC analysis but refused to provide their entire
ledger.

The rent is being allocated to the states using the allocation percents for
account 6121.

L DOLLARS RENT WITH
RENT OPERATING EXP.

Florida 26.14% $2,629,144 $2,780,224
Georgia 17.28% 1,738,011 1,837,884
North Carolina 9.62% 967,573 1,023,174
South Carolina 6.44% 647,731 684,952
Alabama B.47% 851,907 900,861
Kentucky 4.92% 494,850 523,286
Louisiana 9.95% 1,000,765 1,058,272
Mississippl 5.85% 588,389 622,200
Tennessee 11.33% 1,139,564 1,205,047

§10,057,935 §10,635,900

PROPRIETARY
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OPINION: Limited access to the general ledger is not sufficient to support their
FDC analysis. -Providing only certain accounts does not allow review for contra
accounts which could change the balances needed to be used.

It also does not allow a review to decermine if all necessary accounts were
included in working capical.

Questions also arose from the redacted copies of whether the 3800 building and
the 3700 building were charged to the same cost center. By not being able to
review the general ledger for charges for the 3800 building it was impossible to
determine if the FDC analysis contained costs for che 3800 building. The company
later provided redacted copies of the General Ledger showing the 3800 building
as a separate line item but redacted the dollars.

It also was impossible to determine the reasonableness of other rents.

Reducing the rate of return to a lower level could reduce FDC to being lower than
the actual rent charged.

RECOMMENDATION: Because the company refused to support their calculations by
full access, the rent and other related costs should be disallowed as follows:

RENT ONLY ALL COSTS

Florida portion 2,629,144 2,780,224
$ Regulated 95.07% 95.07%

) 2,499,527 2,643,159
% Intrastate 77.33% 77.33%
Florida Intra/Regulated 1,932,884 2,043,953

e e am o e

PROPRIETARY




AUDIT DISCLOSURE NO. 41 | ' \ Es

SUBJECT: RETURN ON INVESTMENT USED FOR FULLY DISTRIBUTED COSTS ALLOCATED
FROM AFFILIATES

STATEMENT OF FACTS: Most of the affiliates charged BST for a Return on
Investment of 11.25% and a pretax return of 15.76% computed as follows:

ALLOWABLE ROL 11.25%
DEBT RATIO 44.20%
DEBT COST RATE 8.80%
WEIGHTED DEBT COST 3.89%
WEIGHTED EQUITY COST 7.36%
GROSS UP FACTOR 6.20%
WEIGHTED EQUITY COST RATE

GROSSED UP FOR INCOME TAXES 11.87%
ROI GROSSED UP FOR INCOME TAX 15.76%

The company was requested to provide the actual return on investment paid to each
affiliate and chained to each affiliate. This was not received in time to
include the information in this report. Where the information could be obtained
it i3 included with other exceptions and disclosures.

OPINION: This equates to a return on equity (ROE) of about 13.19%. Staff Witness
Neal has recommended 2 ROE of 10.8%

RECOMMENDATION: The Company should be required to recompute all affiliate
transactions using the Commission authorized ROE. Since this will not be known

until after the hearing, the Company should provide an analysis that shows the
effect of 100 basis point change on affiliate transactions.

PRCPRIETARY
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AUDIT DISCLOSURE NO. 42 l ‘ q’

SUBJECT: CSL CHASTAIN CENTER

STATEMENT OF FACTS: According to leases between BST and CSL Chastain, BellSouth
'Ielephone rents 39,267 square feet of space in the CSL Chast:a].n Complex at
_ per the leases for Phase II and III.
The average rent over the 13 years net of the improvement allowance was
per square foot for the 48,468 in phase II and square foot for
the 10,799 square feet in Phase III. s

The company compared the MOVATS lease,because it was a non-affiliate company, ac

lo per square foot for the 35,725 square feet. The improvement allowances
{ [ averaged over the five years reduced the lease amount to an average of _per
square foot. o
The MCVATS lease was a five year lease which has expired. That space is now
empCy.
According to the company provided list of lessees, the next largest space is a
lease with ATT in phase III for 28,307 square feet. The company refused to
provide the lease because it wasn’t used to determine market.
The rent allocated to the states using account 6121 allocations is:
3 DOLLARS RENT W/
RENT OTHER COSTS
2t TFlorida 26.14% ' 170,616
22 Georgia 17.28% 112,787 o
23  North Carolina  9.62 62,790 PROPRE- TAR\
ay South Carolina 6.44% 42,034 L '
2f Alabama 8.47% : 55,284
24 Kentucky 4.92% . 32,113
2" Louisiana 9.95% 64,944
¥ Mississippi 5.85% . 38,183
ch Tennessee 11.33% 73,951
20 652,700
OPINION: It does not appear appropriate to compare a five year lease to a
15 year lease.
In a competitive market, it would be reasonable to give better rates to a
company locking in to a lease for a large space for 15 years as this would
assist the lessor in obtaining financing for the project and eliminates the need
to pay commissions for finding new cannntq‘ CSL Chastain paid Carter Assoclates
23 and Oxford Industries ' ~and © " Zor procuring the MOVATS lease.

If BST had a 5 year lease, they may have renegotiated a better lease rate at the
end of five years, or moved as MOVATS did. By locking in co a 15 year lease,
they did not have that option.
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FDC could not be determined for comparison because the company would not
provide the general ledgers,

RECOMMENDATION: Because the 15 year leases are not comparable to other leases
and no tenants are comparable in size and because the company would
not provide general ledgers to allow for a fully distributed cost computation,
the entire rent of ‘and other lease costs which total $652,700 should be
removed as follows: ™™ = 7 '

RENT ONLY ALL COSTS

Florida portion ) o 170,616
Percent Regulated .. 95.07% 95,07%
’ 162,204
Percent Intrastate T 77.33% 77.33%
Florida Intra/Reg . 125,433

1f the rent were reduced only to the MOVATS lease amount of $5.65; the rent would
be reduced by $241,699 computed as follows:

PHASE II  PHASE III
BST RENT NET OF IMPROVEMENTS -
MOVATS RENT NET OF IMPROVEMENTS -
DIFFERENCE
TIMES SQ. FEET 48,468 10,799
Percent Florida 26.14%
Percent Regulated 95.07%

Percent Intrastate . 77.33%

PROPRIETARY
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AUDIT DISCLOSURE NO. 43 l \b

SUBJECT: CAMPANILE LEASE-1155 PEACHTREE ASSOCIATES

STATEMENT OF FACTS: The Campanile building in Midtown Atlanta, is owned by
1155 Peachtree Associates.

According to a response to Request 2-054A, Attachment G, as of 9/1/93 the
space 1s occupied as follows:

9/1/93 12/31/92%
BST and Affiliates 72.57% 75.10%
C&L and Carter 17.21% 17.21%
Non Affiliates 7.69% 7.69%
Vacant 2,53%

100.00% 100.00%
® Per lease charges from BSE having 6th floor in 1992

The company provided leases which show an average cost per year per square foot
after averaging improvement allowances over the life of the lease as follows:

Coopers and Lybrand
BST
BSIS
BSE
BsC

BSC adjusted the ' to amount to ' Lrverage per square foot per year
according to their JCO Matrixes.

The total paid by BSC to 1155 Peachtree Assoc. before the adjustment and
including other rent was according to request 2-156.

According to the Coopers and Lybrand workpapers, no adjustment was made by
Coopers and Lybrand for the 3rd to 4th amendments of the lease which added 27,406
of space at _at 12/1/95 and 1/31/96 respectively and ' co the end of
the lease. If Coopers and Lybrand had adjusted these amendments from ~ to
_they would have removed another $88,247.32. T T

Staff requested leases in the building other than Coopers and Lybrand. Gary
Grace, the company representative said there were no comparable leases in the
Campanile Building and that the only comparable space was a lease in the 1100
building across the street. He provided a lease made in 9/1/93 with RR
Donnelly and Sons Co. for 7,195 rentable square feat for 5 years. This lease was

made for ° ~ base_rent but included design cost and improvement
allowances of | per square foot amortized over five years. This reduces
rent by ’ ~ er square foot to 'per square foot.

It should alsc be noted that the companies that BST is using to compute markec
rates for both the Campanille Building and the 1100 building are doing business
with BST and their affiliates. The amounts paid in 1992 are (per requesc 2-138):

PROPRIZTARY ‘
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Coopers and Kilpatrick &

- Lybrand . Cody
BSC HQ AND BSE N )
BST “3,781,000 258,000

OPINION: Since the company believes the 1100 building is comparable space, it
is questionable why they did not use the Kilpatrick and Cody lease for comparison _
which was made in 6/91 for 141,414 square feet at an average per year of

per square foot. This space has more than the 72,000 square feet used by Coopers’

and Lybrand and is closer in time initiated than the RR Donnelly lease.

If market rate is appropriate, the Kilpatrick and Cody lease should be used for
comparison thus adjusting the Coopers and Lybrand rate of to ;or a
reduction of Using the space of 305,696 for BSC less 1993 space of 8080
and storage and"mailroom and computer space of 9,475 for a net of 288,141 »

is $1,319,685.70. The adjustment for amendment 3 and 4 needs to be reduced to

the ¢ & L rate for an additional 88,247.32. The total adjustment would be
$1,407,933,

The attached charts allocates thess costs to BST and to the states using 1992
billings as a base. The reductions to BST would be §1,048,317.52 and to Florida
would be $274,030. This amount needs to be allocated to intrastate regulated
dollars.

However, because the Campanile Building was rented 75% by BST and Affiliates
and 17.2% by companies earning a substantial amount of their revenues from
BST and affiliates and because the BSC space of 305,695 is not really comparable
to either the Coopers and Lybrand space of approximately 72,000 or

the Kilpatrick and Cody lease in the 1100 Building of approximately 141,000
square feet, a comparable market does not exist and fully distributed cost
should be used,

In a competitive market, a lessor who would be guaranteed rent on 300,000
square feet of space for 10 years would probably be willing to negotiate a
better price than they would on 72,000 square feet.

Since the company would not provide actual costs and the general ledger for
the Campanile Building, staff was unable to determine FDC.

RECOMMENDATION: Since the company would not provide access to staff to the
records necessary to compute Fully Disctributed Cost, the entire rent for
1992 cf @ should be removed.

According to the attached computations, $5,543,669.26 relates to BST and
$1,449,115.08 is Florida specific. This amount needs to be allocated to
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SUBJECT: BELLSOUTH ENTERPRISES’ (BSE) BILLING TO NONREGULATED SUBSIDIARIES

AUDIT DISCLOSURE NO. 44

STATEMENT OF FACTS:

GENERAL

According to BSE Accounting Directive 005, Section 5.01 chaining is defined as
follows: "When a carrier obtains an asset or service from a nonregulated
affiliate that has obtained the asset or service from another nonregulated
affiliace."

Section 5.02 says that BSE requires all intercompany transactions comply with

"~ the Joint Cost Order because costs that are included in chaining transactions

that are several layers removed from the ultimate destination can he
difficult to identify.

BSE Account Directive 008, Section 1.0l presents the rules for pricing goods
and services transferred between regulated carriers and their nonregulated
affiliaces. "If no prevailing market rate exists, the price charged to the
regulated affiliate must be based on the JCO fully distributed costing
standards (FDC)."

BSE does not bill BST directly. BSE bills their nonregulated subs and in
turn, according to the Cost Allocation Manual at 12/31/92, che nonregulated
subs bill BST at fully distributed cost, market or tariff, etc. whichever
applies.

2 BSE bills their subsidiaries a management fee. This fee is " of the

rie

29

subsidiaries operating expenses (operating expenses less cost of goods sold,
depreciation and management fee). The total management fee billed to
subsidiaries for 1992 was

In order to determine if the management fee is less than FDC, BSE calculated
what FDC would have been if it had been used. BSE calculated that FDC was
° . . for 1992.

As explained by the company, FDC is calculated as follows: BSE costs that
are not project coded or retained are compiled by Responsibility Code (RC).
These costs are then allocated to all subsidiaries based on subsidiary
operating expenses, salary costs, marketing costs or equity and debc.

For exampls, the total costs at BSE associated with Human Resources that are
not project coded or retained are compiled under Responsibility Codes U12100
to Ul2500. The total of these costs are allocated to all BSE subs based on
the subsidiaries salary expenses.

The Company explained that the work activities in the Human Resources RC's
include "developing and administering benefits and compensation for officers,
key managers, and other employees... directing planning activities for
established companies ... developing, implementing and coordinating policies
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and monicoring activities affecting all BSE incernational operations and
locations ... developing and implementing qualicty programs ac BSE
Headquarters and within all BSE companies ..."

Total Marketing costs at BSE that are not project coded or retained are
compiled under Responsibility Codes UG1E0Q to RC's U61340. The total of
these costs are allocated co all BSE subs based on the subsidiaries marketing
costs,

The company explained that the work activities in the Marketing Group
includes "...providing corporate oversight for marketing funcrions within all

BSE subsidiaries... providing subject mattar expertise on marketing issues
for BSE's subsidiaries ... coordinating efforts of BSE subsidiaries’
marketing organizations ... coordinating BSE subsidiaries’' natienal accounts
efforts... "

The same concepts are used for all RC’s that are not project coded or
retained.

PSC staff addressed six areas of BSE billing to Nonregulated Subsidiaries.
They are as follows: Companies billed the Management fee vs. companies used
to calculate FDC, BSE Income Statement Reconciliation, Management Fee, FDC
Calculation, Companies billed a Project Fee, Types of Expenses at BSE
Headquarters.

Each will be described separately with an opinion from the PSC staff.
Finally, a conclusion and recommendation on all areas will be found at the
end of this disclosure,

I. COMPANIES BILLED THE MANAGEMENT FEE VS. COMPANIES USED TO CALCULATE FDC.

BSE subsidiaries billed a management fee were: Mobile Data, BellSouth
Advanced Networks (BSAN), BellSouth Information Network (BIN), Sunlink,
BellSouth Information Systems, Inc. (BIS), BellSouth Advertising & Publishing
Corp. (BAPCO), LM Berry, Stevens Graphics, Techsouth, Bellsouth Cellular,
BellSouth Mcbile Data, Inc. (BMI), Mobile Communications Corporations of
America and affiliaces (MCCA), International Operations Group, and BellSouth
Financial Services Corp (FINS).

In calculating the FDC, the above companies were included along with those
that were not billed a management fee in 1992. Thess companies were:
Marketing Program, Executive Services, Data Service Financial Services, Inc.
{DFINS), Corporate Health Network (CHN), Scientific Software, Inc. (SSI),
Intelligent Messaging Services Inc. (IntellMssg), Dataserv International,
Intelligent Media, Worldwide Wireless Trials (WWW), Retained Costs at BSE and
Miscellaneous costs at BSE.

The Company states that BSE does not bill management fees to companies
*...which fall within the following general categories: (1) corporate

development entitles, (2) recent acquisicions, {(3) intermational joint
venturs investments/internationally wholly owned subs...”
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OPINION: BSE did not use the same companies to calculate the FDC as they billed
a Management Fee. They are not using the same basis for comparison
of whether billing FDC or less.

II. BSE INCOME STATEMENT RECONCILIATION

Part of BSE's billing to their subs includes Projects that are specifically
coded to the subs for which the work was being performed. This is in addition
to the Management fee. BSE also retains certain costs at headquarters that
are not billed as Project costs or considered part of the FDC calculation.

In order to determine that all costs are used in the FDC calculation, BSE
prepared an income statement reconciliation. All costs at BSE are reconciled
here to the Trial Balance. These costs are Project Coded Costs, Total
Expenses Allocated for FDC, and Costs Retained. BSE has objected to us
having access to their financial records to verify these costs.

OPINION: Because we did not have access to BSE financial records, we could not
determine whether the Income Statement Reconciliation to the Trial Balance
was correct.

IIT. MANAGEMENT FEE

In order to substantiate the management fee billed to each subsidiary, PSC
staff requested financial statements for all BSE subsidiaries whether billed
a management fee or not for December, 1992. In response to request no. 2-097(6)
the Company objected to providing the financial statements for all BSE
subsidiaries.

OPINION: If we cannot substantiate che basis for the management fee billed to
each subsidiary through the income statements, we do not know whether the amounts
that are eventually billed (chained through )to BST from the nonregulated
subsidiaries are reasonable. All subsidiaries would have to be billed on the
same basis.

IV. FDC CALCULATION

As explained by BSE, BSE costs that are not project coded or retained are
compiled by Responsibility Code (RC). These costs are then allocated to all
subsidiaries as listed above based on allocation factors.

The primary allocation factors for calculating FDC cost are subsidiary
operating expenses, salary costs, marketing costs, and equity and debt.

PSC staff requested documentation for the allocation factors. We were able
to see at company premises, without writing down numbers, the income
statement for BSE. Staff traced the operation expenses used in the FDC
calculation for BIS, BSAN, Sunlink and Data Serv International to the Income
Statements. Marketing Expenses for BIS and Stevens Graphics were tied to "BSE
Marketing Costs for year end 12/31/92". Again we were able to see this
schedule at company premises, without writing down numbers. The subsidiary
salary expense was traced for BIS and Graphics to "BSE Salary Costs for Year
end 12/31/92.". We were able to see this schedule on company site, without
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OPINION: The allocation procedures to determine FDC might seem reasonable, but
if we cannot audit the subsidiary amounts underlying the allocations, we cannot
draw a conclusion on the calculation of the FDC.

writing down numbers.

V. COMPANIES BILLED A PROJECT FEE

BSE provided us wich two formal contracts. One is for BSE, Inc. as agent for
BellSouth Mobility, Inc. and American Cellular Communications Corp with
BST. The second contract was for BSE, Inc. with BST.

We also requested agreements that BSE has with its nonregulated subsidiaries.
We were supplied with agreements in the form of Project Descriptions, Project
Budgets and Approval Forms, for only those BSE subsidiaries thac bill BST at
fully distributed cost (FDC). The company objected to providing agreements
with BSE subsidiaries that did not bill BST at FDC.

Staff reviewed the Project Descriptions and Project Budgets and Approval
forms, for the projects supplied to us. Many of the projects were allocated
100% to the particular subsidiaries that chain into BST, however, seven out
of 31 projects reviewed, allocated parts to different subsidiaries. The
parts that are allocated to subsidiaries that don’'t chain into regulation
were not included. A list of these seven Projects follows this disclosure.

OPINION: 1In order to obtain a complete picture of the amounts that are chained
into the regulated entities from BSE nonregulated subsidiaries, in our opinion
it is necessary to know how the determination of billing to each of BSE’'s subs
is arrived at. If the agreements we receive that are with the BSE subs that
bill BST at FDC are equitable; we still do not know if BSE subs that do net
bill BST are handling their fair share of projects where the project is
allocated between subs chaining into BST and subs not chaining inte BST.

By withholding these agreements and how the amounts to these other subs are
arrived at, the staff camnot draw a conclusion that the amount that is
chained into regulation i{s reasonable.

VI. TYPES OF EXPENSES AT BSE HEADQUARTERS.

BSE objectad to our requests for Financial statements, Cumulative General
Ledger, Cumulative Transaction Ledger, and Chart of Accounts as of 12/31/92;
and a printout of all disbursements over $50,000 during 1992.

Without these financial records, we did not have information that would
facilitate the selection of a sample of expenses items.

PSC staff reviewed an Internal Audit of "1992 Officer Expense Review -- BSE
All Departments."” The audit revealed certain expenses that were questionable
for ratemaking purposes. See Disclosure 46 for details.

OPINION: Bacause we could not have access to BSE's books, we could not select
a sample to determine the types of expenses, whether they are reasonable for
ratemaking, whether reasonable to include in the FDC aglon, and what
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types of expenses are theoretically in the management fee.

CONCLUSION: BSE is not using the same number of companies in comparing FDC with
the Management Fee. We cannot audit the amounts that makg up the income
reconciliation, we cannot gubstanctiate the amounts that are used to
calculate the management fee, we cannot audit the amounts that make up the
FDC calculation that is used to determine whether BSE is billing at FDC or
less, we cannot audit the expenses on the books of BSE, and we cannot
determine in some of the projects how the project billing is established.

Because of this we cannot determine whether the FDC calculation is reasonable
for ratemaking and whether the management fee is billed to all subs
equitably, and therefore, whether the comparison of FDC f£o management fee is
reasonable. We also cannot draw a conclusion that the amount of project
billing chained into regulation is reasonable.

RECOMMENDATION: Disallow the amount of management fee and project billing
amounts that are chained through to BST because of billings from BSE
subsidiaries. Disclosure Neo. 45 addresses the amounts of potential chaining to
BST.
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SUBJECT: BSE AGREEMENTS WITH SUBSIDIARIES -- SCOPE LIMITATION

SCHEDULE TC BSE AUDIT DISCLOSURE &4

Project Department/Subsidiary Billed

number

ES6090 Accounting Methods and Procedures--Sunlink, BSFin Svs, BSAN, BIS
ES6100 Human Resources -- BSAN, BIS, BAPCO, Berry Co., Stevens Graphics
ES8198 Human Resources--Stevens Graphics, BSAN

ES8199 Human Resources--BaPCO, Sunlink, BIS

ES8200 Human Resources -- BIS, Stevens Graphics, BAPCO, BSAN

ES8201 Human Resources -- Sunlink

ES8212 Human Resources -- Stevens Graphics, BIS, Sunlink, BAPGCQ, BSAN

This is 7 projects out of 31 that we do not have full amounts of allocation:
that is 23%.
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AUDIT DISCLOSURE NO. 45 Izb
SUBJECT: CALCULATION OF POTENTIAL CHAINING INTO REGULATION

STATEMENT OF FACTS: In Disclosure No. 44 staff recommended that the amount of
management fee and Project Billings that are chained through to BST because of
billings from BSE subsidiaries and BSE affiliates be disallowed for ratemaking.

According to the information in C&L workpapers, the BSE subsidiaries that are
billed a management fee and in turn bill BST at FDC are: BAPCO, BIS, MCCA,
Sunlink, BSAN, BSIN, Executive Services.

Per answer to request 2-097.8, the BSE affiliates that received Project

Billing that in turn bill BST at FDC are: BellSouth Corporation, BellScuth
Communications, Inc., BellSouth Communications Systems, BellSouth Financial
Services, :

According to BSE Accounting Directive 005, Section 5.01, chaining is defined
as follows: "When a carrier obtains an asset or service from a nonregulated
affiliate that has obtained the asset or service from another nonregulated
affiliate”.

In this case BST (the carrier ) receives services from nonregulacted affiliates
who first received services from BSE (another nonregulated affiliate).

 BSE CALCULATION OF CHAINING PERCENT

------------------------------------------------------------

BSE calculated a Weighted Average Chaining Percent. BSE first calculated a
percent of the billing to subsidiaries and affiliates that bill at FDC to
BST; to total BSE bills to all subsidiaries and affilfates. Then BSE
calculated a chaining percent for each individual subsidiary or affiliate
that bills BST at FDC. The methods in general for calculating the chaining
percent for each individual subsidiary or affiliate is the percent of
subsidiary or affiliace expenses related to BST to total sub or affiliate
expenses.

Applying the Weighted Average Concept, these percents were multiplied and a
weighted average was datermined to b~ Applying the 4 to total BSE

billing to all subsidiaries and affilistes in the amount of T
equals a potential chaining of §$1,296,527.

See Schedule 1 following this Disclosure.
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COOPERS & LYBRAND CALCULATION OF CHAINING PERCENT

------------------------------------------------- S s memeEms e s seemesses

Coopers & Lybrand (C&L) in their audit of the 1992 Cost Allocation Manual,
calculated the chaining percent to be’ of Total BSE Headquarter Billings
to All Affillates. However, the Coopers™ & Lybrand calculation included some
different numbers than BSE. See Schedule 2 following this Disclosure,

C&L did not use a weighted average, but applied the individual chaining
amount calculated by BSE to the total Project and Management Fee billings for
subs that bill BST at FDC. Total amount chained rounded is $1,702,000; that
is 7 of

The total of project billings and management fees to all affiliates used by
C&L is § - J0; rather than the amount that BSE used of C&L
workpapers said that agreed to the 1992 year end total affiliated
billings on BSEHQ interco trend report.

C&L also used a different amount for billings to BSC. C&L used a rounded
number of - Jhile BSE used The Company explained that the
project billings are mostly from BSEHQ to BSCHQ which are retained at
BSCHQ. Only BSEHDQ potential for chaining was included in the sctudy.

C&L chained BCS at while BSE chained BCS at . C&L said that BCS
was not included in the information they received from the client when they
performed their analysis.

C&L chained BSAN at ~  vhile BSE chained BSAN at ~ .

OPINION: C&L assumed that BSE individual chaining percents are correct and
applied the percents to the individual subs or affiliates who were billed by BSE.

The method used by BSE to calculate the individual chaining percents is the
percent of sub or affiliate expenses related to BST to total sub or affiliate
expenses. The Weighted Average concept was applied to this.

PSC staff did not have full and free access to the subsidiary books so we
were unable to determine that in general and on an individual company basis
that expenses were an appropriate way at arrive at the chaining percent. Nor
were we able to determine if the expenses used weres correct.

We agree with C&L’'s calculation because it is more conservative in
determining the amount of potential chaining. It takes into account the
total amounts BSE billed to nonregulated subs on an individual basis, and
used 100% chaining for subs that they did not have information for.

There are a certain amount of dollars that potentially chain into regulation
through BSE billings to their subs and other affiliates. We camnnot audit the
amounts at BSE to determine if these are reasonable as staced in BSE Audit
Disclosure 1. Time limits precluded us from tracing to which accounts in
BST the amounts from each subsidiary were booked. Therefore, PSC staff used
the general allocator to estimate the amounts to the nine states. In order
to allocate the percent to Florida regulaced and then to intrastate, PSC
staff used the Rate Case percents for "Various™ accounts. These are 93.36%
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and 75.58% for Regulated and Incraslate respectively. See Schedule 3
following this disclosure.

RECOMMENDATION: It is recommended that §1,702,395 be removed from BST
allocations to the states, The amount to Florida 1s $445,165, the amount to
regulation 1s $415,338, and the amount to Intrastate is $313,913.

PROPRIZTARY

I




VPANY: BST
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Docket 920280
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AUDIT DISCLOSURE NO. 46 ' 3 2—

SUBJECT: TYPES OF EXPENSES AT BELLSOUTH ENTERPRISES

STATEMENT OF FACTS: PSC staff reviewed internal audic, B21-23-39-A-5, OCTOBER,
1992 OFFICER EXPENSE REVIEW -- BSE ALL DEPARTMENTS.

This internal audit revealed three types of expenses at BSE as follows:

remme

1.

Information in the Internal Audit stated that

- ¢

3. ' B —
BSE stated that the Financial Counseling Plan was provided to 15
officers in BSE and its subs and objected to providing the amounts paid. The
ansver to staff'’'s request stated that none of the expenses are allocated to
BSE subs; that BSE subs pay a management fee based on a formula.

As to participation in Mayo Clinic Research Study, the Company says that only
one employee participates in this study which involves a very small
population of individuals who have a rare disease, and the expense is
maintained at the BSE sub level. BSE declined to provide the dollar amounts.

The company stated that BSE tracks the cost of any spousal expenses for
retention by BSE-HDQ. BSE declined to provide the requested list of expenses
and objected to providing.

OPINION: Staff contends that in order to determine if BSE is billing at FDC
or less, BSE performed zertain calculations and allocated certain expenses to
come up with FDC and compared that to the management fee. As we could not
audit the specific type of costs and determine the specific amounts, we
cannot determine whether this was included in the FDC calculation, whether it
would make an impact on the FDC calculation, and whether it is reasonable for
ratanaking.

Without access to the books, wa cannot determine if the costs related to the
participacion in the Mayo Clinic Research Study and spousal expenses are
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RECOMMENDATION: As we cannot determine if these costs are included in the FDC
calculation to the subsidiaries, and we cannot determine if they are reasonable
for ratemaking; the entire amount of the management fee that L{s chained through
to BST from billings from BSE subsidiaries should be disallowed as
recommended in Disclosure No 44. Disclosure No. 45 addresses the

amounts of potential chaining.
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SUBJECT: COMBINATION OF BELLSQUTH ENTERPRISE HEADQUARTERS (BSE) WITH BELLSOUTH
CORP HEADQUARTERS (BsSC).

AUDIT DISCLOSURE NO. 47

STATEMENT OF FACTS: In an interview with Mike Hostinsky of BSC, he stated that
BSE Holding Company staff will be dissolved. BSE and BSC will be combined under
BellSouth Corp. BSE will bill the management fee only to end of 1993; and no
management fee will be billed for 1994. At this point in time, Mr, Hostinsky
believes BSE will be a shell for legal and tax purposes..

In a "Bellsouth Report" dated November 18,1992 a question was asked "How did
you arrive at one-half of 1% of the total employee work force as the number
of employees who would be kept at the financial holding company headquarters?”

The answer was "Compared with several of our sister Bell holding companies,
we have a significantly higher percentage of our work functions at the
headquarters level. The projected corporate headquarters staff size is a
goal that will bring us mofe closely into alignment with other similarly
situated companies.™

The philosophy of the employee combination per Mr. Hostinsky is, if the
function is primarily an operating company function of BSE holding company,
then the people will be pushed down to the business units (BSE subs). Some
of the Project billing from BSE will now be at BSCHDQ. The Company is in the
process now of determining the types and amounts of Projects to be performed
at BSCHDQ. There will not be any Project Billing from BSE.

BSC provided us with a study made to combine the workforce of BSE and BSC
headquarters. This study is called the "Gunter Study” which had two versions
of the combination. Version A (dated 6/30/93) will leave 113 employees available
for reassignment and Version B will leave 149 employees available for
reassignment.

Vhen asked, Mr Hostinsky said he did not know of any sub teams that knew the
costs assoclated with the force reduction; that there was no cost study with
dollars for the reduction. The numbers reduced in head counts flow inte
budgets. He also stated that theres was no tracking of incremental costs for
this reorganization.

OPINION: As BSE will no longer bill a management or project billing as it is
today in 1992, the costs of these fees that chain into regulation as described
in Disclosura Nos. 44 and 45 should not be taken into account when setting rates.

Also, as the work force will be reduced, there could possibly be further
reduction in the amounts from the nonregulated affiliaces that flow into
BST.

PSC staff performed an analysis of these 113 smployees and approximated that
the annual amount associated with them.

Of the 113 employees, staff was able to obtain 1992 "Position Rate Figures”
for certain pay grades for 66 of the employees available for reassignment. We
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asked for average salaries in particular pay grades, but the company said
they were not Feadily available and supplied us with these instead.

The rest of the employees were considered nommanagement, unsupported and
other. We did not request dollars for these types of positions,

Staff calculated that the amount of the 66 employees available for
reassignment totalled $3,483,800. See Schedule following this Disclosure for

calculation.
RECOMMENDATION: Follow up in 1994 on the costs that chain into regulation from

nonregulated affiliactes including BSC. Procedures need to be set up at BSC to
make sure nonregulated affiliates are getting their share of the costs.
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ANALYSIS OF GUNTER STUDY

TO COMBINE WORKFORCE OF BSE AND BSC HDQ.

TYE 12/31/92

SOURCE: CONSOLIDATED TRANSITION FORCE MATRIX, VERSION A AS OF 6[30[93.

AVAILABLE FOR PAY
DIVISION REASSIGNMENT NUMBER LEVEL AVG PAY
HUMAN RESOURCES 33 8 NONMGMT
3 OTHER
9 3
3 4
6 5
1 6
1 7
2 8
. 3
TAX U 0 0
PLANNING m 13 2 NONMGMT
o &
3 OTHER
% A
1 3
= LG
] 2 6
Fui 13
-:‘ 5 o e s o e s s
LEGAL 6 S OTHER
> , 3
A :
REGULATORY : 0 0
INFORMATION SERVICES 5 1 UsSP
2 1
1 5
1 7

NUMBER X
PAY LEVEL
44 900 404,100
50,100 150,300
55,900 335,400
73,900 73,900
88,000 88,000
121,500 243,000
0
44 500 44,900
55,900 167,700
73,900 147,800
44 900 " 44,900
30,000 60,000
55,900 55,900
£8,000 88,000
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ANALYSIS OF GUNTER STUDY

TO COMBINE WORKFORCE OF BSE AND BSC HDAQ.

TYE 12/3192

SOURCE: CONSOLIDATED TRANSITION FORCE MATRIX, VERSION A AS OF 6/30/93,

AVAILABLE FOR PAY NUMBER X
DIVISION REASSIGNMENT NUMBER LEVEL AVG PAY PAY LEVEL
PUBLIC RELATIONS 1 1 1 30,000 30,000
1
1 nonmgmit
SECRETARY TREASURER 4 2 3 44,900 89,800
1 s 50,100 50,100
4
BUDGET 13 2 USP
"U 3 1 30,000 90,000
1 3 44,900 44.900
m : 3 4 50,100 150,300
3 5 55,900 167.700
O 1 6 73,900 73.900
U "
COMPTROLLERS m 17 : 6 NONMGMT
says 250n lead sheet — 2 1 30,000 60,000
souace pocmony [T a a 44,900 134,700
SAYS 17 _I 2 4 50,100 100,200
2 5 55,900 111,800
> 2 6 73.900 147,800
A 17
INTERNAL AUDIT -<
AND SECURITY 2 1 NONMGMT
1 5 55,900 56,900

Le



ANALYSIS OF GUNTER STUDY

TO COMBINE WORKFORCE OF BSE AND BSC HDQ.

TYE 12/31/92
SOURCE: CONSOLIDATED TRANSITION FORCE MATRIX, VERSION A AS OF 6/30/93.
AVAILABLE FOR PAY NUMBER X
DIVISION REASSIGNMENT NUMBER  LEVEL AVG PAY PAY LEVEL
SUPPORT SERVICES
AND QUALITY 6 1 NONMGMT
1 OTHER
2 44,900 89,800
1 4 50,100 50,100
1 7 88,000 88,000
6
STRUCTURE 0 0
DC 0 . 0
SECURITY 0 0
EXECUTIVE 12 5 OTHER
1 3 p 44,900
6 OFC =
12 €D
TOTAL 12 1 .:D 3,483,600
PER GUNTER LEAD SHEET 13 r:{j
ey
DIFFERENGE -1 -
UNAESOLVED

gzl



DISCLOSURE NO. .48 ’ 3q

SUBJECT: APPLICATION QF 364,037 F.$5. RELATING TO TOTAL BAPCO-FLORIDA DIRECTORY
OPERATIONS

STATEMENT OF FACTS:

1. 364.037(l), F.S. scates that the gross profit derived from directory
advertising to be included in the calculation of earnings for ratemaking purposes
shall be the amount of gross profit derived from directory advertising during the
year 1982 adjusted, for each subsequent year, by the Consumer Price Index
published by the United States Department of Commerce and by customer growth or,
if lesser, the amount of gross profit actually derived from directory advertising
in the local franchise area for the year.

2. 364.037(2), F.S. states that the gross profit derived from directory
advertising to be allocated to the nonregulated operation of a company shall be
the gross profit which is in excess of the adjusted 1982 amount determined in
accordance with subsection (1).

3. 364.037(3), F.S. states that for the purpose of this section, the amount of
gross profit of a company from directory advertising for the 1982 is the actual
gross profit derived from such advertising for that year. If, however, the
expense to a company to furnish directories in 1982 exceeded 40 percent of the
gross revenue derived from its directory advertising, the 1982 level of gross
profit shall be adjusted to reflect a cost of 40 percent of its 1982 gross
Tevenue.

4, Prior to the breakup of the Bell System on January 1, 1984, Southern Bell
published the white and yellow page directories distributed within their local
exchange service territories. In Docket No. 810035-TP, Southern Bell requested
to have the entire directory operations considered as a below-the-line operation.
In that Docket, Southern Bell suggested competition from other yellow page
publishers as a reason for excluding directory operations, however Order 10449
stated that Southern Bell, by virtue of its franchise, enjoys a posicion not
available to other publishers of yellow pages in that only the telephone company
has entry into every subscriber‘'s home or business place via its direccory and
only the company has the complete up-to-date information concerning numbers. The
Commission decided to continue to recognize yellow page operations for ratemaking
purposes,

5. The assets of Southern Bell and South Central Bell related to the directory
operations were transferred to BellSouth Advertising and Publishing Company
(BAPCO), a separate affiliated company, on January 1, 1984 (D.R. 3-001). Shares
of stock were issued by BAPCO for the adjusted net book value of the assets and
the prepaid directory expenses. The shares of stock received by Southern Bell
and South Central Bell were immediately transferrad to BellSouth Corporation
through a special dividend. Contracts were drawn up to establish percentages of
net revenues to be paid to the operating telephone companies as a publishing fee.

PROPRIETARY
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€. In accordance with the contracts, BAPCO was granted the exclusive right to
publish alphabetical and classified telephone directories for all telephone
exchanges in which Southern Bell and South Central Bell provide communication
services (D.R. 3-001). The contract also requires BAPCO to sell directory
advertising and to compile, print, and deliver the directories. The operating
companies provide BAPCO with subscriber 1listing daca, directory delivery
information, and billing and collection service. As compensation for the
services Southern Bell-Florida and BAPCO provide each ocher, BAPCO receives
45.75% of the advertising revenue and Southern Bell-Florida receives 54.25%.
Each state has its own percentage of net revenues it recsives depending on each
state’'s contract wich BAPCO. These percentages were calculated based on the
estimated revenues and expenses of BAPCO for 1984 (D.R. 3.007).

7. Exhibit 2A to the contract between BAPCO and Southern Bell states that
*Notwithstanding the above percentages relating to Florida Directory Advertising
Revenues, to the extent that payments in accordance with such provisions are in
conflict with Section 364.037, F.5., it is understood that the provisions of the
Florida Statutaes shall prevail”.

8. Advertising rates charged by BAPCO for 1/4 and 1/2 page ads in the yellow
pages in the cities of Jacksonville, Miami, Orlando, and Pensacola have increased
on average over 5% a year from 1988 te 1993 (D.R. 3-005 and 3-145).

9. The following is a schedule comparing the actual 1992 gross profit on Southern
Bell's books to the adjusted 1982 gross profit.

~ Analysis of Directory Advertising Operations
For the Year Endad December 31, 1992

Per Books

.Items Amount
1. Revenues (Account 5230) )
2. Local $205,212,446
3. National 19,723,600
4. Sales 1,120,891
5. Other 45,778
6. Total (line 2 thru 5) §226,102,715
7. Expenses (Account 6§622)
8. Printing Q
9, Commissions 0
10. Ocher 2,144,835
11. Total (line 8 thru 10) 2,144,835
12. Gross Profit (Line 6 minus 11l) 223,957,880
13. Gross Profit 1982 102,215,043
14. Customer Growth Factor 1.5950
15. CPI-U Factor 1.4539
16. Adjusted 1982 (L13 x L1l4 x L15) 237,033,689
17. Nonregulated 0
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10. The $226,102,715 in directory revenue (line 6) that is Southern Bell's per
book amount for 1992 is made up of the following (D.R. #3-127).

Account

5230.5 - Publishing Fee (Local) 205,212,446
5230.5 - Publishing Fee (National) 19,723,600
5230.4 - Sale of Directories 1,120,891
5230.9 - Other 45,778

The directory expense included in account 6622.1 and included in the directory
gross profit calculation for 1992 was $2,144,835 (line 10). The $2,144,835 in
directory expenses includes expenses incurred in preparing copy, princing,
binding, and distributing directories that is recorded on Southern Bell-Florida's
books rather than BAPCO's books.

As demonstrated in the schedule on the previous page, the per book gross profic
of $223,957,880 (line 12) is $13,075,789 less than the adjusted 1982 gross profit
of $237,033,669 (line 16), therefore no amount is included in nonregulated on a
per books basis, No amount was included in nonregulated operations in 1991
related to directory operations because the actual gross profit was $4,692,000
below the benchmark of the adjusted 1982 gross profit for 1991. In 1990 and
previous years Southern Bell was over its directory gross profit benchmark and
some amount of directory gross profit was recognized as nonregulated,.

Based on MFR C-27 filed in Docket No. 920260-TL, the projected booked directory

gross profit for 1993 is below the benchmark 1982 adjusted gross profit by
$26,918,060.

11. When the 1982 gross profit was set, the company was limited to including 40%
of the expenses related to the directory operations per 364.037(3) F.S. That
Tesulted in a majority of general and administractive type expenses being excluded
when determining the $102,215,043 1982 gross profit. Approximately 25% of the
administrative and general type expenses were included in the criginal gross
profit calculation to bring Southern Bell up to the 40% expense level,

JO12. The year end equity balance for BAPCO-Florida for 1992 was ~and
the average equity balance for 1992 was (D.R., 3-008). Prepaid
product expenses for 1992 were and fixed assets at net book value
wers ' Revenue requirements associated with the equity balance would
be approximacely million at a 13.2% Return on Equity on an intrascate basis

3’( X 75¢ x 13.2% x 1.6). The 75% factor is the approximate intrastate
factor and the expansion factor is approximately 1.6. BAPCO‘s capital structure

37 is ¥J equity (D.R. 3-008).
The revenue requirements related to BAPCO investment would change depending on
the appropriate return on equity and capital structure that should be applied in
¢/o the calculation. Total revenue for BAPCO-Florida was ‘ ‘or 1992 and

4; operating expenses were Income before income taxes was
for BAPCO-Florida for 1992 after payment of the publishing fee to Southern Bell
of §224,936,046 and after recognizing all operating expenses (including
administrative and general expenses) and interest. Based on forecasted 1993
total BAPCO financial statements (October 1993 data annualized), income before

Lie? income taxes totaled ~ BAPCO-Florida represents i of the
basad on 1992 daca (D.R. 3-008)
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13. BAPCO-Florida had earnings of o fin excess of a 11.2% ROE as shown
in the calculation below:

(000) .

Y BAPCO-Florida Equity (100%)
Return on Equity 13.2%
6 Net Operating Income (NOI) L
) Actual NOI
8 NOI in excess of 13.2% ,
Expansion Factor 1.6

1o Earnings in Excess of 13.2%

14. The directory statute (364.037 F.S.) was implemented when directory
operations were still a part of the operating company and before Southern Bell's
directory operations were spun off into a separate directory affiliate. Judge
Harold Greene, the fedaral court judge supervising the Modified Final Judgment,
awarded the Yellow Pages business to the regional Bell operating companies to
"support the goal of providing affordable telephone sarvice for all Americans.”
Many of the LECs established separate subsidiaries for the directory operations
prompting Judge Green to be very critical in his July 26, Order:

. "When the Court required AT&T to turn over its Yellow Pages
operations to the Operating Companies, it assumed that the revenues from
the directory advertising would continue to be included in the rate base
of the Operating Companies, providing a subsidy to the local rates.
Instead of funneling the Yellow Page revenue to the Operating companies,
they have created separate subsidiaries to handle their publishing
operations which do not feed the revenues from these operations into the
rate base."

The Directory Subsidiary Team’s recommendation and reports (D.R, 3-018) presented
to the Corporate Policy Council of BellSouth in 1983, stated that some of the
directory goals in a poat-divesticture environment were to:

1. Through contractual arrangements maintain a reduced level of financial
support to the Operating Telephone (ompanies from traditionsl local
exchange directorias.

2. Provide new product and service revenue to the shareholder and protect
these revenues form regulatory imputati-a.

The Directory Subsidiary Teaa's report stated that a directory subsidiary would

position the corporation to make a scronger case for achieving judicial and
legislative limits to current rate base support.

bROPRIETARY
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15. Including the investment and income before income taxes of BAPCO-Florida in
the race base and operating income of Southern Bell would result in recognizing
the encire directory operations related to Southern Bell-Florida’s franchise area
similar to the way directory operations were included prior to the establishment
of a separate directory affiliate.

16. Allocation percentages used to allocate BAPCO expenses to Florida ranged from

. to .. and appear high on average compared to other cost alloecacions to
Florida. -

17. Disclosure numbers 49 and 50 will explain that certain adjustments should be
made to BAPCO-Florida expenses in the amount of §$7,357,000. '

OPINION: Southern Bell is not applying 364.037 F.S. to recognize the entire
directory operations related to their franchise area due to che establishment of
BAPCO, a separate directory affiliate of Southern Bell.

RECOMMENDATION:
Impute the excess profits of BAPCO (to the extent FS 364 permits) which

approximate $17 million after adjusting for excess charges from Stevens Graphics
and BSE management fees.
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DISCLOSURE NO.- 49 , q'q

SUBJECT: MANAGEMENT FEES CHARGED TO BAPCO FROM BSE

STATEMENT OF FACTS:

1. BellSouth Enterprises (BSE-HQ) performs a number of holding company functions
on behalf of its subsidiaries.

2. The costs incurred by BSE-HQ for performing these functions are recovered by
BSE-HQ from ics subsidiaries through a monthly management fee and project
billings (D.R. 3-064)., Total intercompany service contract expenses which
includes management fees and project billings billed from BSE to BAPCO was

|0 , for 1992 (D.R. 3-047). BAPCO-Florida’s share for these charges for

i} 1992 was vhich represents 36.7% of M .

ll 3. The monthly management fee is computed using a rate of applied to each
subsidiary's adjusted operating expenses. Adjusted operating expenses are

operating expenses, less Cost of Goods Sold, Depreciation, and the prier month’s
billed management fee (D.R. 3-063). The management fee for 1992 charged to BAPCO

l(, from BSE was which represents of the total management fee billed
to BSE affiliates.

4., The types of costs recovered by BSE-HQ through the management fee charges to
BAPCO include costs from the Human Resources Department, Comptrollers, Treasury,
Marketing, and the President’s and the Vice President’s office (D.R. 3-063 and
interview with Malice Whatley). These are basically the same general areas that
are covered by BAPCO’s own departments.

5. Broject billings billed by BSE to BAPCO are in the areas of Human Resources,
Legal Services, Treasury, and Accounting Support (D.R. 3-118). These are
basically the same general areas that are covered by BAPCO’'s own departments.
3 lo The total 1992 amount of BSE projects billed to BAPCO was (D.R. 3-118)

6. BSE is being reorganized which will result {n BSE being a shell corporation
with the management fee being discontinued from BSE (Interview with Mike
Hostinsky). The management fee may be replaced by a fully distributed costing
process which will allocate BellSouth Corporate costs to the BSE subsidiaries
(D.R. 3-104). The level of those possible replacement charges is uncertain at
this time.

7. BAPCO's own major departments are Human Resources, Comptroller, Legal, Sales-
Customer Service, Marketing, and Publishing (D.R. 3-078). The following is a
description of the functions of BAPCO's departments:

Human Resources - Provides leadership and overall direction for the Human
Resources of BAPCO. Through the performance of BAPCO duties, they work towards
a qualified, effective, competitive and highly motivated work force.

Comptroller - Provides accurate and ctimely accounting service to BAPCO and
externally to BellSouth Enterprises in the management of the corporate budget
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Legal - The vork performed by this deparcment can be generally classified as
"preventive law" and "reactive law". Preventive law is chat activity which
entails advice and counsel. Reactive law requires the department to take some
affirmative action on behalf of the Corporation such as che prosecution or
defense of a lawsuit or the acquisition of a new entity or the development and
deployment of a new product or service, an appearance {n court, or the filing of
pleadings, briefs or other legal documents.

Sales-Customer Service - Sales is responsible for revenue generation through the
handling of yellow pages advertising. Sales and Customer Service creata and
implement programs that assures improvement in customer satisfaction. Customer
Service is responsible for handling customer inquiries and claims for all
produces and services offered by BAPCO.

Marketing - the Marketing Department develops and implements strategies including
product management, advertising, market analysis, pricing, new products, market
research, national account marketing, training, methods, directory systems
design, and automation planning,

Publishing - Publishing is responsible for directory production, ad design, and
delivery functions for the nine-state BAPCO region.

8. Access to the BellScuth Enterprisaes general ledger and other records was
denied therefore the appropriate verification of the management fee and project
billings could not be accomplished.

623-0PINION: BAPCO-Florida was charged in 1992 for management fees and
project billings from BellSouth Enterprises (BSE) which appear duplicactive in
nature, will discontinue in its present form due to BSE reorganization, and which
could not be appropriately verified due to BellSouth's objection to providing
BellSouth Enterprises general ledger and other supporting records.

RECOMMENDATION: The management fee and project billings being charged to BAPCO

=9 in the amount of should not be included in BAPCO-Florida expenses when
determining actual gross profit for several reasons: 1. The charges appear to be
duplicative, 2. BSE-HQ is being reorganized which results in the discontinuance
of the management fee and project billings being charged to BAPCO from BSE-HQ,
and 3. Access to the general ledger and other records were denied, therefore,
appropriate verification of the charges was not accomplished.
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SUBJECT: AFFILIATE CHARCES FROM STEVENS GRAPHICS TO BAPCO

DISCLOSURE NO. 50

STATEMENTS OF FACTS:

1. Stevens Graphics, an affiliaved company of BAPCO, has an exclusive contract
with BAPCO to print all of Southern Bell's telephone directories published by
BAPCO (D.R. 3-001).

2. Stevens Graphics has two divisions which are the Directories Division and the
Business Products Division. The Directories Division prints the directories for
Southern Bell. The Business Products Division manufactures, distribuces, and
sells various printed business communication products.

3. Stevens Graphics uses markec pricing for billings from Stevens Graphics to
BAPCO. As justification for using market pricing, BellSouth states that prior
to 1985, BAPCO purchased directory printing services from Stevens Graphics under
a third party market based contract. In 1985, BellSouth purchased Scevens
Graphics. Stevens Graphics’ net pricing to BAPCO has not changed since 1985
except for price changes which have accurred due to a restructuring of various
prices for simplification and the introduccion of prices to reflect new offerings
(D.R. 3-079).

4. Stevens Graphics esrmed approximately = Jf its operating revenue in 1992
[ out of .. for directery manufacturing services provided
to BAPCO (D.R. 3-052 and 3-102). Stevens Graphics for 1992 earned approximately
a return on equity (3-052). BAPCO-Florida represencs approximately of

Total-BAPCO for directory manufacturing charges from Stevens Graphics to BAPCO
with BAPCO-Florida incurring and Total-BAPCO incurring
in directory manufacturing expense in 1992 (D.R. 3-047),.

Based on 1992 data, BAPCO-Florida made excess payments to Stevens Graphics of
above a 13.2% ROE as shown in the following caleculation:

1992 (000)
29 Stevens Graphics(S.G.) Average Equity § .
Allowed Return on Equity 13.2%
3 Allowable Net Income
232 Actual Net Income
35 Net Income above 13.2% -
Expansion Factor 1.60
35" Exces3 Earnings -
36 % Related to BAPCO Activity

LR LI

39 S.G. Excess Earnings - BAPCO related ¢

39 $.G. Excess Earnings - BAPCO-Florida

% Related to BAPCO-Florida

--------

PROPRIc TAKY

- —a

£a




1

147

5. The F.C.C. has proposed to tighten its accounting rules governing transactions
between carriers and their unregulated affiliastes. Under the current rules,
carriers way use prevailing market rates for their transactions with unregulated
affiliates if the affiliate‘’s sales to third parties are "substantial." The
F.C.C. has proposed that substantial should mean when the unregulaced affiliate
sells at least 75% of its output-whether services or assets-to nonaffiliates.

6. Stevens Graphics does not do a Fully Distributed Cost study on affiliated
charges to BAPCO (D.R. 3-090).

OPINION: BAPCQ-Florida accounted for r: fﬂmp-.n excess payments to Steven
Graphics for the manufacturing of white and yellow pages.

RECOMMENDATION: Excess payments of " """ to Stavens Graphics for the
manufacturing of the white and yellow page directories should be axcluded from
expenses of BAPCO-Florida when determining the actual gross profit of the
directory operations.
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SUBJECT: BELLSOUTH PETITION FOR NONSTANDARD LANGUAGE IN ITS cam

DISCLOSURE NO.--32

STATEMENT OF FACTS:

1. BellSouth filed a petition for waiver for permission to ‘use nonstandard
language in its CAM with the FCC on June 29, 1993 pursuant to the FCC Order, Da
93-511, released May 7, 1993,

2. BellSouth provides billing, collection, subscriber listing data, directory
delivery information, and directory publishing rights to BellSouth Advertising
and Publishing Corporation ("BAPCO"). A 1991 Fully Distributed Cost Study was
performed that idenctified the costs for these services as follows (D.R. 3-097):

Billing and Collecting
Subscriber Listing Data
Directory Delivery Information

------------

Total $13,532,402

These costs represent the total of nine states and Florida would represent about
26% of the total cost. The total above does not include the intangible service
of directory publishing righes.

BellSouth requests a waiver, as required by FCC Order DA 93-511, to be allowed
to describe these services provided to BAPCO in its CAM at "More Than Fully
Distributed Cost",

3. BAPCO provides the services of compiling, publishing, and the delivery of
"white pages" directories and collection services. BellSouth requests a waiver
to be allowed to describe these services BAPCO provides to BellSouth as being
provided act "No Charge".

4, Both Southern Bell and BAPCO have responsibilities in providing yellow and
whicte pages, and each incur costs relative to the entire operation as set out in
the contract between Southern Bell and BAPCO making the provision of directories
an integrated operation between Southern Bell and BAPCO. The contract between
Southern Bell and BAPCO establishes a division of revenue whereby BAPCO receives
45.75% of the advertising revenue and the remaining 54.25% of the advertising
revenue is retained by Southern Bell as a right to publish fee.

The cost of compiling, printing, and delivering the white pages is incurred by
BAPCO. Soutrhern Bell is not specifically billed by BAPCO for this cost. BAPCO
does recover the value of compiling, printing, and delivering the white pages
through the contractual arrangement described previously (D.R. 3-099).

5. A petition for reconsideration has been filed with the F.C.C. by the Public
Staff of che North Carolina Utilities Commission related to F.C.C. Order 93-511
and comments have been filed by the Tennessee Public Service Commission related
to BellSouth's petition for waiver. Both states provide arguments in support of
rejecting the language proposed by BellSouth as described abova,
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OPINION: BellSouth Telecommunications, Inc. ("BellSouth®) has filed a Petition
For Waiver with the FCC to use certain nonstandard language in its Cost
Allocation Manual "CAM" related to affiljated ctransactions between BAPCO and
BellSouth, which, if allowed, would be inaccurate.

RECOMMENDATION: Acceptance of the language change in the CAM being petitioned by
BellSouch through a waiver should noc be accepted as it is not consistent with
the contractual arrangements between Socuthern Bell and BAPCO.
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SUBJECT: NON COMPLIANCE WITH EXISTING COMPANY POLICIES

AUDIT DISCLOSURE NO. 54

STATEMENT OF FACTS: BellSouth Telecommunications financial systems
documentation, application CJOS, headquarters apportionment contains the
following:

Paragraph 2.0l: Apportionment factors are developed annually by the
Company’'s Corporate accounting office. Under uormal conditions, the
factors are calculated using data from August of the previous year through
July of the current year and are effective with January business of the
next year. It is the responsibility of the Corporate accounting office
to verify all data sources and calculations prior to implementing the
facrors.

Paragraph 3.04: On a monthly basis throughout the study period, post the
specified data to the appropriate supplemental worksheets .....

Paragraph 3.05: Worksheets 1 through 12 and the associated supplemental
worksheets are to be retained for a period of six years.

Paragraph 5.02: The procedures for completing Worksheet 2 are .as
follows:

Using the SN475 for the last month of the study period, post each Area’'s
nunber of active vehicles (Line 37) to Line a on
Worksheet 2. ......

The Company did not provide supporting worksheets by month for the South Central
companies for worksheets 3, 9, 10, 11 until Sept 17, 1993. This was more than
30 days after backup data was provided in Atlanta for the auditors review. Per
D. Recter, BSTHQ, the original amounts were obtained using FOCUS, a data
retrieval system, and no monthly amounts were maintained and the Company would
have to re-create the backup information.

The Company used 10 months of data for the South Central companies
on worksheet 8. For the Southern Bell Companies 12 months was used.

The Company used the number of active vehicles as of May 91 in preparing
vorksheet 2. The Company could not provide the supporting documentation for the
South Central Bell companies to permit an audit of the actual vehicles used.

QPINION: The Company is in violation of its intermal policy CJ06. It has not
followed the instructions for the various paragraphs noted above. The corporate
accouncing office should have discovered these errors in the verification process
called for in P 2.01. The lack of monthly detail to support the annual amounts
used in the worksheets made it impossible for the auditor to verify, on a sample
basis, that the amounts used wers corxect. Although the information was
ultimately provided there was not sufficient time for the auditor to travel to
Atlanta to verify it.

The use of 10 months data for the South Central Bell companies
in the calculation of worksheet 8, inventory adjustments, results in expense
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being allocated to the Souchern Bell companies that should have been allocated
to the South Central Bell Companies. Specifically the Florida company wag
allocated 1.268% more than it would have if the factors had been computed
correctly. For the month of November 1992, this amounted to an additional
$9,803.75 allpcated to the Florida operations. The total amount of dollars
related to the error has not been quantified due to time constraints.

There was no explanation given as to why the Company used May 91 instead of July
91 in the preparation of worksheet 2. Although these errors do not effect the
total distribution of BSTHQ costs, they do effect the distribution between the
various companies. Since the Company was unable to furnish the supporting
documentarion the auditor was not able to determine an effect.

These errors beg the question as to whether other errors have occurred that were
not detected during either the Company'’s review or the audit.

RECOMMENDATION: The Company should adhere to its own policies.

PROPRIETARY
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AUDIT DISCLOSURE NO. 55
SUBJECT: NON COMFORMANCE WITH CaM

STATEMENT OF FACTS: 1In its allocation of expensaes to 1t§ subsidiaries, Southern
Bell Telephone Headquarters, (SBTHQ) uses the general allocator for accounts,
6112-Motor Vehicles for other than area 1140, 6113-Aircrafe Expenses, 61l4-
Special Purpose Vehicles, 6115-Garage Work Equipmenc, 6116-Other Work Equipmentc,
6121-Land and Building Expense, 6122-Furniture Expense, §123-0ffice Equipment and
6124-General Purpose Computers. The BellSouth Corporation Cost Allocation Manual
(CAM) dated 6/30/92, which was provided to the auditors, does not indicarte the
general allocator is used for any of the above listed accounts. The CAM
does list the following apportionments: '
Account 6112 - Either directly assigned or based on the relacive
investment in Account 2112, Customer, Corporate and Plant Nonspecific cost
pool.

Account 6113 - Either directly assigned, apportioned based on Executive
salary and wage expenses or apportioned based on the salary and wage
expenses of Customer, Corporate (excluding Account 6711) and Plant
Nonspecific.

Account 6114 - Either directly assigned or apportioned based on Customer,
Corporate and Plant nonspecific salary and wage expenses.

Account 6115 - Either directly assigned or apportioned based on the
relative investment value of Account 2115, excluding investment leased to
others.

Account €116 - Either directly assigned or apportioned based on the
relative investment value of Account 2116, Customer, Corporate and Plant
nonspecific.

Account 6121 - Either direccly assigned, apportioned based on the relative
investment in Account 1220.1, Supplies or artributed using the same
methodology as building investment {n Account 2121.

Account 6122 - Either direactly assigned or apportioned based on the
relative investment value of Account 2122, excluding leased to others
investment.

Account 6123 - Either directly assigned or apportioned based on the
relative investment value of Account 2123, excluding Corporate
Communications Equipment, demonstration equipment and leased to others.

Account 6124 - Has eleven elements basad on either directly assigning or
apportioned based on accounts that are relative to the related cost
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The CaM, Section 1, page 4 states ..... total costs have been apportioned te the
two cost objectives in 3 manner that..... apportions unattributable costs through
a General Allocator. Further, Section 1, page 2 defines unattributable as - cost
of rvesources, ..... for which no causual relationship exists. Addicionally
Section 1, page 5 contains the undsr lined statement "The CAM Uses Direct
Analysis To Minimize Use of the General Allocator." .

OPINION: Although there are no specific regulatory requirements that requires
SBTHQ to use the CAM the Company does conform to the CAM {n other accounts it is
allocacing to its subsidiaries. As the CAM does have the basis for the allocation
methodology. it appears it would be relatively easy for them to use the CAM for -
all the accouncs.

General allocator is a cateh all comprised of a combination of access lines,
access line activity, construction expenditures and salaries and wages. In the
auditor’'s cpinion this combination of items does not provide as proper an
allocation bagis as does the items as listed in the CaM.

RECOMMENDATION: The Company should adhere to the CAM procedures whenever
allocaring costs.
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SUBJECT: COMPARISON OF CAM’S FOR FLORIDA UTILITIES

DISCLOSURE NO. 57

STATEMENT COF FACTS: Based on the latest available Cost Allocation Manuals as
submicted by Southerm Bell, GTE, United and CenTel, a schedule was prepared
comparing the various allocation methods, by account, for the four companies. The
intent of this exercise was to detarmine, based on the four companies procedures,
if one company's methods watre becter than the others or if some entirely
different method would be better than those now being used.

OPINION: The terminology used by the four companies is not consistent enough to
determine the basic differences in allocation methods between them. It would take
an in depth study of each company’s records to determine how they are actually
allocating costs.

RECOMMENDATION: A study should be made of the various utilities within Florida
to determine if their is a basic allocation method that can be used by all the
companies. This consistency would make both comparisons of and auditing of the
companies easier.
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AUDIT DISCLOSURE NO. 58

SUBJECT: BSC-COMPTROLLERS DEPARTMENT

STATEMENT OF FACTS:

The Comptrollers Department/Corporate Consolidations - External Reporting RC
H13120 {s responsible for maintaining and enhancing the BellSouth Financial
architecture, providing SEC financial reporting policy guidance, and generating
consolidated monthly/quarterly/annual internal and external reports.” (Cost
Assignment Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
equity of subsidiaries allocator to allocate the costs of this RC cto its
subsidiaries, based on the rationale that "(s]ervices are in support of all
subsidiaries and are attributable based on the investment/incerest BellSouth has
in each." Certain corporate services costs are exception reported and azllocated
based upon employees in the wage and benefit plans. Costs of specific financing
activities are project billed to BST, BSE, and to BSCF.

There is also a Comptrollers Department with accounting, reporting, and
administrative responsibilities at the BST organization level.

The estimated total corporate services costs incurred by and billed for RC H13120
in 1992 were $§1,651.9 thousand, consisting of $850.3 thousand in direct costs and
$801.6 thousand in overheads. BST's estimated allocation was $1,196.0 thousand,
or 72.40% of this cost.

The Comptrollers Department/Corporate Accounting RC (H13170) is responsible for
"{plrovid[ing] traditional accounting services functions, such as intercompany
billing (Headquarters & "flow through”"), corporate books, and disbursement |[;
¢]ompiling Corporate Financial reports from subsidiary data transmissions for
BellSouth Corporation [; p]rovid|ing) mechanization support for BSHQ Comptrollers
{; plrovid[ing] support for Affiliated Accounting Witness.™ (Cost Assignment
Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
headquarters allocator to allocate the costs of this RC to its subsidiaries,
based on the rationale that the functions performed “"are in support of BellSouch
Headquarters and BellSouth D.C. operations and are not attributable cto the
subsidiaries.™ Certain corporate services costs are exception reported to BSHRA,
BST, and BSE. Other costs are project billed to BSCF.

The estimated total corporate services costs incurred by and billed for RC H13170
in 1992 were $1,206.3 cthousand, consisting of $620.9 thousand in direct costs
and $585.4 thousand in overheads,. BST's estimated allocation was $905.9
thousand, or 75.10% of chis cost.

The Comptrollers Department/Affiliate Interest Matters RC is responsible for
"[s]ervices of BSC Affiliated Interest Witness on behalf of BellSouth
Telecommunications (BST) before the state public ucility commissions {;
c]oordinating with interdepartmental representatives and regulatory staffs to
collect and distribute data for BellSouth Headquarters [; plerforming
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investigations, analyses, and ongoing monicoring of affiliate interest issues
concerning BellSouth Headquarters and nonregulated subsidiaries [; and p)|roviding
information on BellSouth mactters to BST regulatory personnel.® (Cost Assignment
Form provided in response to dara request 6-065.)

The information included in the Cost Assignment Form states that BSC allocates
100% of the costs of this RC to BST, based on the rationale that "[s]ervices are
provided on behalf of BST concerning BellSouth Headquarters and other BellSouth
entities.”

The methodology utilized to quantify the 1992 billing activity for each RC is
discussed in the General section of the BSC chapter of the audit report. Under
this methodology, the estimated total corporate services costs incurred by and
billed for RC H13140 in 1992 were $127.5 thousand, consisting of $65.6 chousand
in direct costs and $61.9 thousand in overheads. BST's estimacted allocation was
$127.5 thousand, or 100.00% of this cost.

OPINION: There may be duplication of services between BSC and BST. The cost of
Comptrallers Department/Affiliated Interest Matters results from the Company'’s
decision to establish separate affiliates.

RECOMMENDATION: Since the Company plans on filing testimony regarding this audic,
it is recommended that the testimony demonstrate the necessity of thesea costs in
light of possible duplication with BST and the reason for the function-affiliate
Interest Matters.

PROPRIETARY
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AUDIT DISCLOSURE NO. 59

SUBJECT: LEVERAGED EMPLOYEE STOCK OWNERSHIP PLAN (LESOP)

STATEMENT OQF FACTS:

BellSouth incorporated a leveraged ESOP ("LESOP") feature into both the existing
Management Savings and Employee Stock Ownership Plan ("MSP") and the existing
Savings and Security Plan ("SSP") in 1990. The ESOP Trusts purchased shares of
BSC common stock with the proceeds of bank loans subject to a thirteen year
repayment schedule. BSC guaranteed the debt of the Trusts. (Note H of the
BellSouth Corporation 1992 Annual Report, responses to data requests £-084 and
6-088, and interview with Mr. Greg Griffin, the BellSouth Corporaticn Subject
Matter Expert with respect to the LESOP.)

The usage of the leveraged ESOP provides BSC with certain tax benefits and has
lowered its cost of financing. Certain tax benefits were obtained by BSC for
common stock dividends paid into the Trusts for debt service and by the Trusts
for principal repayments on the bank debt, neither of which are otherwise
deductible to reduce tax expense except in conjunction with a leveraged ESOP.
(Responses co Staff data requests 6-084, 6-089, and §-090, and interview with Mr.
Greg Griffin.)

The Emerging Issues Task Force Abstract 8%-10 (Sponsor’s Recognition of Employee
Stock Ownership Plan Debt) and a publication authored by Gerald Kalish (ESOPS -
The Handbook of Employee Stock Ownership Plans) discuss the leveraged ESOP and
its use as a2 financing technique. These publications discuss the requirement
that the LESOP be accounted for by recognizing the bank loan as debt and by
reducing the common equity by an equivalent amount on the books of the
corporation that guarantees the debt. BSC accounted for its leveraged ESOP in
this manner. (Note H of the BellSouth Corporation 1992 Annual Report and
responses to data requests 6-084, 6-085, and 6-088).

There two primary authoritative sources that describe the accounting requirements
under Generally Accepted Accounting Principles for ESOPs which the Company is
required to follow. The first is Statement of Position 76-3, "Accounting
Practices for Certain Employee Stock Ownership Plans,® issued by the American
Institute of Certified Public Accountants. Statement of Position of 76-3
requires that the obligation of the ESOP be recorded as a liabilicy (debt) in the
financial statements of the employer when the employer has guarantead the debt
service requirsments. It requires an offsetting reduction to common equity.
Both the debt and the common equity offset amounts ars reduced as the ESOP makes
principal repayments on the loan(s). It also requires thac the expense
recognized by the employer be segregated between compensation and interesct,
stating:

"Since the debt of the ESOP i{s, in substance, the employer'’s debt,
the Division believes that the employer should report separately the
compensation element and the interest element of the annual
contribution, and should disclose the related interest rate and debt
terms in the footnotes to the financial statements.”
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The second of the two authoritative accounting requirements is the Emerging
Issues Task Force Abstract No. 89-8, "“Expense Recognition for Employee Stock
Ownership Plans.” This Abstract requires the use of the: shares allocated method
of ESOP expense recognition in accordance with the following formula (the first
component represents compensation expense):

Shares Allocated for the Period
Total Shares Purchased

( z Original Principal) + Interest Incurred During Period

Abstract No. 89-8 also requires that the common stock dividends utilized to
service the ESOP debt be treated as a reduction tg the amount of expense
recognized.

The BSC Comptrollers Department initially computes the fotgl expense, terming it
"benefits expense.” For BSC consolidated financial statement purposes only, BSC
then allocates the common stock dividend offset between the compensation and
interest expense components on the ratio of principal and {nterest in the ESOQP
debt service payments. It does not segregate the "benefits expense"” into
compensation and interest components on the accounting books of BST or BSGC-HQ.
(Responses to data requests 6-084 and 6-088.)

BSC assigns the gotal ESOP "benefits expense” to its subsidiaries, including BST
and BSC-HQ, based upon the number of plan participants. The ESOP "benefits
expense" assigned to BSC-HQ {s subsequently allocated and billed to BSC
subsidiaries ineluding BST through the BSC overhead allocation process.
(Interview with Mr. Greg Griffin.)

BSC does not provide a breakdown of benefits expense between compensation
expense and interest expense to BST, BSC-HQ, or any of its subsidiaries. BSC
only segregates the benefits expense between compensation and interest expense
for the BSC congoljdated financial statements. As a result of this accounting
and assignment allocation process, the accounting books of BSC-HQ and BST do not
segregate the interest expense component and, consequently, do not report the
interest below the line as a financing cost. Rather, the BSC leveraged ESOP
financing cost is reported as an operating expense by BST, not only for the
directly assigned cost, but also for the portion of the BSC-HQ's assigned cost
that is subsequently allocated to BST through the overhead allocation process.
BSC commenced this accounting and assignment/allocacion whean the leveraged ESOP
feature was added to the MSP and the SSP. The Company has not discussed this
treatment with its external auditor. (Response to data request 6-088 and
interview with Mr. Greg Griffin.)

In 1992, BSC incurred ESOP expense of $112,300,000, consisting of $71,800,000 in
compensation expense and $40,500,000 interest expenss. It assigned $101,502,000
to BST and $1,940,900 to BSC-HQ, of which BST was in turn allocated $1,503,400
through the BSC overhead allocation process. Of the $103,442,900 total assigned
and allocated to BST for ESOP expense, $66,137,100 was compensation expense and
$37,305,800 was interest expense based upon the BSC consolidated allecation
between each of those components.
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BSC retains the tax benefit associated with deduction of dividends on cthe stock
held by the ESOP trust. This tax benefit is not sllocared to BST. For 1992, this
tax benefit was $14,800,000,

OPINION: The benefits of the LESOP on BSC's cost of captital are passed on to BST
and its ratepayers since both the increased cost of dabt {interest) and decreased
cost of equity (credit for dividends and stock appreciation) is part of the cost
allocated to BST. Since cost of equity exceeds cost of debt this is beneficial
to the ratepayers. However, the tax savings associated with the dividend payments
into the Trust should also be allocated to BST to the benefit of the ratepayers
in order for the economic effect of the entire LESOP be fairly allocated among
companies,

RECOMMENDATION: Impute BST (Florida-Intrastate) share of the tax savings
associated with BSC's dividend payments into the Trusts.

PROPRIETARY
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AUDIT DISCLOSURE NO. 60

SUBJECT: BSC-CORPORATE AFFAIRS DEPARTMEMNT

STATEMENT OF FACTS:

The Corporate Affairs/External Affairs (RC H94040) is responsible to "(elncourage
and support BellSouth corporate employees’ involvement in comaunity and civie
volunteer efforts and handle related special projects. Develop a BellSouch arts
program and an in-kind concributions policy and program. Develop a contributions
policy handbook and corporate membership directory. Provide staff support and
handle special projects for the Chairman related to his external activities, such
as Chairman and Executive Board Committee Member of the U.S. Chamber of Commerce,
member of United Way of America’s Board of Governors, Business Roundtable, Boy
Scouts of America, Woodruff Arts Center, Atlanta Historical Sociecy, scc. Manage
all fund-raising efforts related to the Chairman’s external activities, including
the National Alliance of Business, U.S. Chamber of Commerce, the JFK Center for
the Performing Arts and National Junior Achievement." (Cost Assignment Form
provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that "(a]ll functions are provided at the corporate level and are
not connected with any specific corporate entity.” BSC utilizes exception
billing to the marketing general allocator and the the BellSouth Classic. BSC
does not utilize project billing for this RC.

The estimated total corporate services costs incurred by and billed for RC H94040
in 1992 were $4,462.5 thousand, consiscing of $3,774.0 thousand in direct costs
and $688.5 thousand in overheads. BST's estimated allocation was $3,715.2
thousand, or 83.25% of this cost.

The Corporate Affairs/Corporate and Education Affairs (RC H94100) "[o]versees
BellSouth’s interests in education and its support for local, regional, and
national issues of community interest. Directs the BellSouth Foundation which
provides financial support to education in the nine-statea operating territory;
oversees the director of education affairs; coordinates the Global Laaders
program; and directs the corporate contributions and membership. (Cost
Assignment Form provided in response to data request 6-065.)

The information fncluded in the Cost Assigrment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries based on
the rationale that "[tlhe education and community support provided through
Corporate and Education Affairs support the subsidiaries’ needs for qualified
employees, for sducated consumers, for strong communities and for economic
development. Several methodologies, therefore apply." BSC utilizes exception
billing to the marketing general allocator and to the BellSouth Classic. BSC
utilizes project billing for the costs of scholarship programs available to
employees’ children.

The estimated total corporate services costs incurred by and billed for RC H34100

in 1992 were $508.4 chousand, consisting of $429.9 thousand in direct costs and
$78.3 thousand in overheads. BST’'s estimated allocation was $423.2 thousand, or

83.25% of this cost: PROPRlETARY 1h0
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The Corporate Affairs/Headquarters (RC H94110) is responsible for the
"{a]dministration of BellSouth sponsored programs dedicated to improving publie
education in the southeast, using existing corparate resources." (Cost
Assignment Form provided in response to data request §-065.)

The informatien included in the Cost Assignment Form states that BSC ucilizes the
general allecator to allocate the costs of this RC to its subsidiaries, based on
the rationale that "[s}ervices provided benefir all enticies. (No methodology
identified chat would more accurately allocate services pravided.)" BSC does not .
utilize exception or project billing for this RC.

The estimated total corporate services costs incurred by and billed for RC H34110
in 1992 were $242.3 thousand, consisting of $204.9 thousand in direct costs and

$37.4 thousand in overheads. BST's estimaced allocation was $201.7 thousand, or
831.25% of this cost.

BellSouth Corperation allocated and billed BellSouth Telecomaunications and its
other affiliates for the costs of the charitable contribucions incurred during
1992, The direct costs and overhead loadings are recognized by BellSouth
Corporation in the Public Relations Department and charged to BSC account 756.
The costs are then treated as a departmental (corporate) overhead and allocated
to BST and other BSC affiliates in proportion to the allocations of BSC direct
costs (primarily salaries and wages). BST does not account separately for its
allocation of BSC charitable contribution costs In a below the line account.
(Response to data request 6-060.)

BellSouth Eorporat:ion Headquarters billed each of the subsidiaries the following
amounts during 1992 for the costs of charitable contributions.

BELLSQUTH CORPORATION
BILLING TO SUBSIDIARIES
CHARITABLE CONTRIBUTIONS EXPENSE
1992
($000s)

Amount

SallSouth Telecommmications

BeliSouth Susiness Sywtess 75.1 3.30%
BellSouth Entarprises —i.4 —a TR
Total w 100, 00%

Source: Responss to data request 56-060.
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In 1992, BellSouth Corporation billed its subsidiaries a total of $2.279.0
thousand for charitable contributions expenses. The billings to BellSouth
Telecommunications totalled $1,894.5 thousand, or 82.13% of che total charitable
contribution costs billed by BSC.

The amounts billed by BSC to its subsidiaries for charitable contributions de not
reflect the administration expenses incurred by the BellSouth Foundation. All
administrative expenses associated with the BellSouth Foundation are charged to
the BellSouth Corporate and Educational Affairs Department under RC H94100. The
general allocator is applied to these expenses to allocate them among the
subsidiaries. (Response to data requestc 6-083.)

OPINION: The costs incurred by this department may not necessary for public
utility service.

RECOMMENDATION: Since the Company plans on filing rebuttal testimony regarding
this audit, it recommended that the testimony demonstrate the necessity of these
costs for public utility service.

PROPRIETARY
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AUDIT DISCLOSURE NO. 61
SUBJECT: BSC-CORPORATE PLANNING DEPARTMENT

STATEMENT OF FACTS:

The Corporate Planning/Strategic Research (RC H23020) provides "[s]trategic
primary and secondary marketing research in support of entity planning efforts
[and 1]ibrary resources for all BellSouth companies." (Cost Assignment Form
provided in response to data request 6-0635.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that the "[f]unctions performed benefit the entire Corporation.
No cost causative relationships between expenses incurred and duties performed
exists." Marketing research services performed on behalf of specific
subsidiaries are project billed.

The estimated total corporate services costs incurred by and billed for RC K23020
in 1992 were $950.0 thousand, consisting of 5441.3 thousand in direct costs and
$508.7 thousand in overheads. BST's estimated allocation was $784.5 thousand,
or 82.59% of this cost.

The Corporate Planning/Subsidiary Strategic Planning (RC H23400) is responsible
for “({d]eveloping guidelines for strategic planning and analyz{ing]
strategic/operational plans of entities to ensure support of corporate goals.
Conduct|ing} scenarioc planning to determine view(s) of the industry landscape and
develop/evaluate strategic options for BellSouth. Based upon this evaluation,
recommend(ing] changes to the corporation direction." (Cost Assignment Form
provided in rasponse to data request 6-065.)

The information included in the Cost Assignmenc Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that the "[f]unctions performed benefit the entire Corporationm.
No cost causative relationships between expenses incurred and duties performed
exists." There is no exception billing or projecc billing for any planning that
might be performed for specific subsidiaries.

The total estimated corporate sarvices costs incurred by and billed for RC H23400
in 1992 were $618.2 thousand, consisting of $287.2 thousand in direct costs and
$331.0 thousand in overheads. BST’s estimated allocation was $510.5 thousand,
or 82.59% of this cost. -

The Corporate Planning/Advanced Strategic Planning (RC H23500) {s responsible for
*{flormulac{ing] corporats strategic plan. Develop[ing] Performance Measurements
System requirements. Analyz[ing] specific corporate issues and recommend{ing)
direction.” (Cost Assignment Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that the "{f]unctions performed benefit the encire Corporacion.
No cost causative relationships between expenses incurred and duties performed
exists.” There is na exception billing or project billing for any planning that
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might be performed for specific subsidiaries.

The estimated total corporate services costs incurred by and billed for RC H23500
in 1992 were $1,355.5 thousand, consisting of $629.6 thousand in direct costs and
$725.8 thousand in overheads. BST's estimated allocation was $1,119.4 thousand,
or 82.59% of this cost,

Corporate Planning/Technical Planning (RC H23600) s responsible for
"{plerform{ing) research, conduct(ing] studies and (p)reparing position papers
on specific projects as assigned by the Chairman of BellSouth and che Corp.
Policy Council. Prepar{ing] supporting documentation and illustrations, as well
as preparing presentations for corporate officers concerning the projects
mentioned above. Address(ing] other specific questions and issues as appropriace
concerning numerous BellSouth companies or LOBs and recommend{ing] corp.

solutions to BellSouth executives.” (Cost Assignment Form provided in response
to data request 6-063.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocatoxr to allocate the costs of this RC to its subsidiaries, based on
the rationale that the "[f]unctions performed benmefit the entire Corporation.
No cost causative relationships between expenses incurred and ducies performed

exists.” There {s no exception billing or project billing for any plamning that
might be performed for specific subsidiaries.

The estimated total corporate services costs incurred by and billed for RC H23600
in 1992 were $948.7 thousand, consisting of $440.7 thousand in direct costs and
$508.0 thousand in overheads. BST's estimarted allocation was $781.5 thousand,
or 82.59% of this cost,

OPINION: BSC is expanding its non regulated operations. It is questionable
whether allocations which heavily weight BST (around 82%) are appropriate when
considering the recent emphasis on non regulated activity.

RECOMMENDATION: Since the Company plans on filing rebuttal testimony regarding

this audit, it is recommended that the testimony demonstrate the necessity of

these costs for public utilicy service in light of the recent emphasis on non
regulated activicy.

PROPRIETARY



/65

AUDIT DISCLOSURE NO. &2
SUBJECT: BSC-BOARD MATTERS

STATEMENT OQF FACTS:

The Corporate Secretary/Board Matters (RC H1110l) coordinates the BellSouth
Corporation Board of Directors’ activities (board and committee meetings),
administers the board compensacion plans, and maintains the corporate records.
(Cost Assignment Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the corporate services costs of this RC to its
subsidiaries, based on the rationale that "Services provide support to all
entities. No other method identified would more accurately idencify tha services
provided. " However, BSC utilizes an allocation base of subsidiary equity for the
costs incurred by RC H1131ll Corporate Secretary/Investor and Shareholder
Relations, based on the rationale that "Headquarters management and shareholders
services relate to subsidiary's equicy."

The estimated total BSC corporate sarvices <osts billed for RC H11101l Board
Matters in 1992 were $2,104.9 thousand, consisting of $1,976.0 thousand in direct
costs and $§128.9 in overheads. BST's estimated allocation was $1739.2 thousand,

or 82.62% of thig cost. The 1992 allocation of RC H1l3ll costs to BST was
72.87%.
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AUDIT DISCLOSURE NO. 63
SUBJECT: BSC-EXECUTIVE DEPARTMENT

STATEMENT OF FACTS:

The Company did not provide detailed descriptions of the activities of the
Execurilve Department in response to data requests for that information

The Company also did not provide descriptions of the cost allocation bases,
except for two RCs, that could be ctraced to the rationale underlying the
selection of the specific allocation bases, although also requested to through
data requests for that information. A listing of allocacion bases necessary to
make the determination that the information had not been provided, was not
received until September 20, 1993, nearly three months after it was requested.

BellSouth Corporation Headquarters billed each of the subsidiaries che following
amounts during 1992 for cests incurred by the Executive Department.

BELLSQUTH CORPORATION
BILLING TO SUBSIDIARIES
: 1992
|J {$000s)
Execytive Department
Corporate
Sarvices Project X of
Billing Bitling —total Jotal
BellSouth Telecommnications $8,302.6 $176.2 $8,478.8 77.20%
| SellSouth Susiness Systems 427.0 0.0 427.0 3.89%
BellSouth Enterprises 2,076.8 9.0 2.075.8 18.91
Total 11 4 $176.2 $10,982.6 100, 00%

Source: Responsé to deta request 4-030.

In 1992, BellSouth Corporation billed its subsidiaries a ctotal of §10,806.4
thousand for Executive Department corporate services costs consisting of $5,811.4
thousand in direct costs and $4,995.1 thousand in overhead costs. The billings
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thousand for Executive Department corporate services costs consisting of $5,811.4
thousand Iin direct costs and $4,995.1 thousand in overhead costs. The billings
to BellSouth Telecommunications totalled $8,302.6 thousand consisting of $4,428.3
thousand in direct costs and $3,874.3 thousand in overhead costs. BST was billed
for 76.83% of the Executive Department corporate services costs.

The Executive Department is comprised of RCs that are headed by the senior
executives of BellSouth Corporation. As disclosed in its 1992 Annual Report and
Cost Allocation Manual, BellSouth Corporation is the holding company for BST,
BSE, BSCF, BSDC, and holds an ownership interest in 1155 Peachtree aAssociates.
In its response to data request 6-065, the Company provided detailed explanations
of the costs and the rationale underlying the selection of the allocation bases
for only two of the Executive Departments, both designated as RC HEOH40, Internal
Auditing & Security and Information Services & Marketing Plans. BSC allocaces
the costs of cthese two RCs on the total number of employees, although the
documentation for the latter RC states that the general marketing allocator is
utilized. (Cost Assignment Forms provided in response to data requests 6-032 and
6-065 and the 12/92 COPS Billing Binder.)

OPINION: Since the Company did not provide detalled descriptions of activicies
of the Executive Department, it is impossible to determine if these functions are
duplicative or necessary for BST.

RECOMMENDATION: Since the Company plans to file rebuttal tastimony regarding this

audit, it is recommended that ths testimony demonstrate the necessity of these
costs for public utility service in light of possible duplication with BST.

PROPRIETARY
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AUDIT DISCLOSURE NO. 64
SUBJECT: BSC-EXTERNAL AFFAIRS DEPARTMENT
STATEMENT OF FACTS:

The External Affairs/Executive Speechwricing (RC H92030) is responsible for
"{wlric{ing] speeches for senior corporate executives.” (Cost Assignment Form
provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that "[a}ll functions are provided at the corporate level and are
not connected with any specific corporate entity.” There is exception reporting
to the marketing general allocator and the BellSouth Classic. There is no
project billing.

The estimated total corporate services costs incurred by and billed for RC H92030
in 1992 were $145.9 thousand, consisting of $112.0 thousand in direct costs and
$33.9 thousand in overheads. BST's estimated allocation was $121.0 thousand, or
82.90% of this cosc.

The External Affairs/Strategic Communications (RC H92010) is responsible to
"{d]irect Issues Management function that services all public relations entities.
Coordinates internal and external opinion research for public relations purposes.
Provide strategic planning and communications. Coordinate MFJ/grassroots
efforts. (Cost Assignment Form provided iIn response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes
total employees for all entities to allocate the costs of this RC, based on the
rationale that "[a]ll functions are provided at tha corporate level and are
assumed to benefit all employees equally.” BSC utilizes exception billing to the
marketing general allocator and the costs of the BellSouth Classic. It utilizes
project billing for the MFJ grassroots affort.

The sstimated total corporate services costs incurred by and billed for RC H9201{
in 1992 were $1,246.2 thousand, consisting of $956.4 thousand in direct costs and
$289.3 thousand in overheads, BST's estimated allocation was $1,006.9 thousand,
or 80.80% of this cost.

OPINION: These functions may be duplicative with similar BST organizations, Also,
it is questionable whether these functions are necessary for public utility
service.

RECOMMENDATION: Since the Company plans on filing rebuttal testimony regarding
this audit, it is recommended that the testimony demonstrate the necessity of
these costs for public utility service in lighc of possible duplication with BST
and the questionable nature of such costs.

PROPRIETARY .
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AUDIT DISCLOSURE NO. 65
SUBJECT: BSC-FEDERAL RELATIONS
STATEMENT OF FACTS:

The Federal Relations Department/Federal Relations (RC H71100) is responsible to
"identify issues, policies and actions that could affect BellSouth and provide
this information to BellSouth management and policymakers. Provide information
on BellSouth’s existing and future operations as well as its position on national
business issues to Federal legislators, their staffs and other key decision
makexrs and stakeholderxs.” (Cost Assignment Form provided in response to data
request £-065.)

The information included in the Cost Assignment Form states that BSC allocates
the cost of this RC on the general allocator, based upon the rationale that the
"impact of issues dealt wich is generally corporate-wide and assessment of direct
benefit to a specific subsidiary is impossible (or impractical)." Certain costs
related directly to MFJ and registered lobbyists are project billed.

The estimated total corporate services costs incurred by and hilled for RC H71100
in 1992 were $1,880.9 thousand, consisting of $1,603.9 thousand in diract costs
and $277.0 thousand in overheads, BST's estimated allocation was $1,552.9
thousand, or 82.568 of this cost.

The Federal Relations Department/BSDC Govertnmental Affairs Atlanta Office RC
(H71410) is responsible for "(p]rovision of staff support activities concerning
budgets, business and strategic plans, human resources and comptrollers interface
and administration of the BellSouth Federal Political Action Commictee." BSC
allocates the cost of this RC on a composite of direct reports, based upon the
rationale that it "provides administrative support for entire Governmental
Affairs staff.” There is no exception billing or project billing indicated in
the Commission’s documentation, not even for the Bellsouth Fed PAC activities.
(Cost Assignment Form provided in response to data request 6-065.)

The estimated total corporate services costs incurred by and billed for RC H71410
in 1992 were $260.5 thousand, consisting of $222.1 thousand in direct costs and
$38.4 thousand in overheads. BST's estimated allocation was $21%.2 thousand, or
82.63% of this cost.

The Federal Relationa Department/Governmental Affairs (RC H73070) is charged with
the "[c]ommon area costs for Goverrnmental Affairs Washington Office.” (Cost
Assignment Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes a
composite of all Governmental Affairs RCs that the "RC established to cover
common area costs in support of the entire BellSouth D.C. staff in the Washington
office."

The estimated total corporate services costs incurred by and billed for RC H71420

in 1992 were $§1,461.6 thousand, consisting of $1,246.6 thousand in direcc costs
and $215.2 cthousand in overheads. BST's estimated allocacion was $§1.207.7

thousand, or 82.63% of this cost. .
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The Federal Relations Department/Governmental Affairs - Federal Regulatory (RC
H73070) has "[ilinterface responsibilicies with Congressional Staffs in
Washington, D.C. for the states represented by North Carolina, South Carolina,
Georgia & Florida House & Senate Members to provide them with information on
BellSouth Corp.‘s existing and future operations." (Cost Assignment Form
provided in response to data request 6-065.)

The informacion included in the Cost Assignment Form states that BSC utilizes the -
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that the "[i]mpact of issued dealt with is generally corporate-wide
and assessment of direct benefit to a specific subsidiary is impossible (or
impractical).” BSC does not utilize exception billing, buc does project bill for
MFJ grassroots lobbying and for social memberships dues.

Lobbying expenses have counsistently been disallowed in Florida rate proceedings
on the basis that they are more properly funded by shareholders. (Order No.
7669, page 10, March 7, 1977 and Order No. 10449, page 20, December 15, 1981.)

The estimated total corporate services costs incurred by and billed for RC H73070
in 1992 were $265.8 thousand, consisting of $226.6 thousand in direct costs and
$39.2 thousand in overheads. BST's estimatad allocation was $219.4 thousand, or
82.56% of this cost.

The Fedaral Relations Department/Governmental Affairs - Federal Regulatory (RC
H73080) has "[ilinterface responsibilities with Congressional Staffs ia
Washington, D.C. for the states represented by Kentucky, Tennessee, Louisiana,
Mississippi & Alabama to provide them with information on BellSouth Corp.'s

exiscing and future operations.” (Cost Assignment Form provided in response to
data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that the "[{]mpact of issued dealt with is generally corporate-wide
and assessment of direct benefit to a specific subsidiary is impossible (or
impractical)." BSC does not utilize exception billing, but does project bill for
MFJ grassroots lobbying and for social memberships dues.

The estimated total corporate gservices costs incurred by and billed for RC H73080
in 1992 were $452.4 thousand, consisting of $385.8 cthousand in direct costs and
$66.6 thousand in overheads. BST’s estimated allocation was $373.5 thousand, or
82.56% of this cost.

OPINION: Some of these costs involve lobbying. There may be duplication with
functions performed by BST.

RECOMMENDATION: Since the Company plans on filing rebuctal testimony regarding
this audit, it is recommended that the testimony demonstrate the necessity of
these costs for public utility service in light of possible duplication with BST
and the questionable nature of such costs,

PROPRIETARY
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SUBJECT: BSC-FINANCIAL MANAGEMENT DEPARTMENT

AUDIT DISCLOSURE NO. 66

STATEMENT OF FACTS:

The Financial Management/Consolidated Operations (RC H22500) "[p]rovides support
to senior management concerning financial matters which affect BellSouth." (Cost
Assignment Form provided in response to data request 6-065,)

The information included in the Cost Assignment Form staces that BSC ucilizes
subsidiary operating expenses to allocate the costs of this RC to BST and BSE,
based upon the rationale that this "most accurately sends the costs to our
subsidiaries.”

The estimated total corporate services costs incurred by and billed for RC H22500
in 1992 were $1,035.2 thousand, consisting of $431.2 thousand in direct costs and
$604.0 thousand in overheads. BST's estimated allocation was $818.1 thousand,
or 79.03s% of this cost.
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AUDIT DISCLOSURE NO. 67

SUBJECT

-
-

BSC-HUMAN RESQURCES DEPARTMENT

STATEMENT OF FACTS:

The Human Resources Department/Staffing, Research and Development (RC H52050) has
responsibility for performing the following functions:

provided in response to data request 6-065.)

The information included in the Cost Assignment Form sctates that BSC utilizes the
number of ewployees in each subsidiary participating in the BellSouth pension and
benefit plans to allqcate costs, based on the rationale that "[u]se of services

Provid(ing] basic research, development and validation for job
qualification selection screens.

Provid{ing] research, design and developmenz, operations

monitoring and quality assurance support for assessment
programs used for selections.

Develop[ing] and provid{ing] research support for management
and non-management selection and staffing programs.

Develop({ing] management and non-management hiring and staffing
policy.

Develop(ing] corporate policies on employee selection.
Develop(ing] and maintain{ing] the BellSouth Testing Manual
and the policy portion of the General Employment Manual and
the Selection Workshop Manual.

Davelop{ing] and maintain{ing] BellSouth non-management
performance appraisal policy. Focus{ing] and develop({ing]
corporate responses to workplace enhancements and employee
skills acquisition.

Develop{ing] and maintain[ing] early retirement incentive
programs.

Develop(ing) and maintain(ing] force management programs.
Develop(ing] and maintain{ing] career alternative plans.
Address{ing] policy matters for match selection system.

Focus[ing] and develop[ing] corporate response to work, family
and personal lifs issues.

Provid(ing] corporate monitoring, government reporting and

corporate response (internal and external) for EEQ/AA and
other civil rights legislation.®

PROPRIFTADV
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provided/functions performed is roughly proportional to employee headecount for
regulated entities. Total headcount overstaces BSE participacion (particularly
by acquired companies), ctherefore BellSouth pension participation is most
accurate cholice.” No costs are exception billed or project billed.

In a Louisiana regulatory proceeding (Docket No. U-17949, Subdocket A), the
Company acknowledged that {n 1992 BSC incurred costs of varicus force management
and early retirement programs. In late 1992, an article appearing in the Wall
Street Journal reported that BSC announced that it had completed a restructuring
study and would consolidate staff functions of BSE into BSC, reducing the number
of positions and costs at BSE and BSC. This has been confirmed through
interviews in this audit.

The Human Resources Department/Strategic Planning (RC H53040) is responsible for
the following functions: (Cost Assignment Form provided in response to data
request 6-065.)

"o Research{ing], document[ing], track({ing] and forecast|ing]
planning issues and provid(ing] technical support for policy

development and programs, utilizing workforce planning
informatien.

. Coordinat[ing] and develop(ing] the Human Resources Strategic
Plan and provid(ing) Human Resources planning and consultative
services to various planning constituencies.

. . Provid{ing] planning and consultative services to aid in the
development of high level plans for affiliaced company Human
Resources organizations and departmental staffs.

. Conduct{ing] internal demographic scans and employee opinion
surveys (e.g. ExChange) plus external environmental scans and
synthesize crend implications for planning purposes.”

The information included in the Cost Assignmenc Form states that BSC utilizes the
number of employees in each subsidiary participating in the 3ellSouth pension and
benefit plans to allocate costcs, based on the rationale that "[u]se of services
provided/functions performed is roughly proportional to employee headcount for
regulated entities., Total hesdcount overscates BSE participation (particularly
by acquired companies), therefors BellSouth pension participation i{s mosc
accurate choice.” No costa are exception billed or project billed.

The Human Resources/Performance Measurement (RC H53050) has responsibility for

performing the following functions: (Cost Assignment Form provided in response
to data request 5-065.)

" Develop(ing] and implement{ing] performance management
processes for direccing and wmotivating employee and
organizational performance towards the accomplishment of
compitments in support of business goals and stracegic
objectives,

. Develop[ing] and provid{ing] policy and research support for
programs in the area of performance management including

PROPRIETARY
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. Develop{ing) and implement{ing] new programs and processes to
assist {n the management of organizational change, redesign of
organizations and jobs, and streamlining of work processes."”

performance appraisal.

The information included in the Cost Assignment Form states that BSC utilizes the
nunber of employees in each subsidiary participating in the BellSouth pension and
benefit plans to allocare costs, based on the rationale that "[u]se of services
provided/functions performed is roughly proportional to employee headcount for
regulated entities. Total headcount overstates BSE participation (particularly
by acquired cowpanies), therefore BellSouth pension participation is most
accurate choice.®™ No costs are exception billed or project billed.

OPINION: There may be duplication of services between BSC and BST in this area.
RECOMMENDATION: Since che Company plans on filing rebuttal testimony regarding

this audit, ic is recommended that the testimony demonstrate the necessity of
these costs for public utility service in light of possible duplication with BST.

PROPRIETARY
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AUDIT DISCLOSURE NO. 68

SUBJECT: BSC-INTERNAL AUDITING DEPARTMENT

STATEMENT OF FACTS:

BellSouth Corporation Headquarters billed each of the subsidiaries the following
amounts during 1992 for costs incurred by the Incernal Auditing Department.

BELLSOUTH CORPORATION
BILLING TO SUBSIDIARIES
1992
($000s)
Intermnat Auditing Oepartment
Corporste
Services project X of
Bilting gilling  __Total Jotal
SelLsouth Telecammnications $2,866.5 30.0 $2,866.5 57.84%
BallSouth Business Systems as.3 0.8 a%.1 1.80%
SellSouth Enterprises R - 1% ] 6.7 2.000,0 A0,36%
Total %, 618.1 83373 $4,955.6 100,00%
Source: Response to data nq.iut 4-030.

In 1992, BellSouth Corporation billed its subsidiaries a total of $4,618.1
thousand for Internal Auditing Department corporate services costs. The billings
to BellSouth Telecommunications totalled $2,866.5 thousand or 62,07y of the total
Internal Auditing Department corporate services costs.

In the Loulsiana regulatory proceeding (Docket No., U-17949, Subdocket A)
involving BSC and BST, it was noted that the Internal Auditing Department
conducts audits in many areas including compliance with the JCO and Part 64. The
costs of these compliance audits are allocated 100% to BST.

PROPRIETARY
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AUDIT DISCLOSURE NO. &9
SUBJECT: BSC-LEGAL DEPARTMENT
STATEMENT OF FACTS:

The Legal Department/Incallactual Properties (RC H61340) {s responsible to
[hlandle all lawsuits brought against BellSouth Corporation and regarding the
adoption and use of trademarks, the protection of inventions, copyrightable
materials and trade secrets, obtain trademark, patent and copyright protection
of intellectual property, protect the Company against the misuse of third party
intellectual property rights, enforce the Company’s intellectual property rights
against others, and negotiate and draft license agreements, nondisclosure
agreements and other related documents.” (Cost Assignment Form provided in
response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC ucilizes an
allocator that allocates 358 to BST, 35%¢ to BSE, and 308 through the general
allocator, based upon the rationale that "[t]|rademarks and patents developed by
the BellSouth companies will be owned by BellSouth Corporation and the advice
given to subsidiary companies protects the ownership intersst of BellSouth
Corporation. While copyrights and trade secrets are owned by the individual
subsidiaries, the protection of such intellectual property is of general benefit

to all of the BellSouth companies.” Costs related to acquisictions are project
billed.

BSC has determined that it, rather than BST, owns the Bell system trademarks,
logos, and related intellectual property rights. The MFJ states thac:

"A. Not lacer than six months after the effective date of this
Modificacion of Final Judgment, defendant AT4T shall submit to the
Department of Justice for its approval, and thereafter implement, a
Plan of reorganization. Such plan shall provide for the completion,
within 18 months after the effective date of this Modification of
Final Judgment, of the following steps:

1. The transfer from AT&T and {ts affiliates to the BOCs,
oT to a new entity subsequently to be separated from ATAT and to be
ovned by the BOCs, of sufficient facilities, parsonnnl systenms, and
rights to technical information

In an October 6§, 1993 interview with Mr. Mike Hostinsky (Assistant Comptroller),
it was confirmed that neither BSC or any of the nonregulated affiliates has
provided any compensation through royalties or other means for the utilizacion
of BST's intellectusal property.

The estimated total corporate sarvice costs incurred and billed for RC H61340 in
1992 were $534.4 thousand, comsisting of $308.4 thousand in direct costs and
$226.0 thousand in ovarheads. BST’s estimated allocation was $325.1 chousand,
or 60.84% of this cosct.

The Legal Department/Litigation (RC H61350) is responsible to "[h]andle all
lawsuits brought against BellSourh Corporation with the excaption of labor law
casas; provide record retention advice for BellSouth Corporacion and BellSouth
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Telecommunications, Inc. ("BST"); provide legal advice to the BellSouth
Telecommunications Data Security group, provide advice and assistance to
BellSouth Corporation and BellSouth Telecommunications, Inc. concerning the
organizational sentencing guidelines and negotiate and approve all contracts
entered into by BellSouth Corporation.™ (Cost Assignment Form provided in
response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC allocates
100% of the cost of this RC to BST, based on the rationale that "legal services
are rendered in one of two ways: (1) directly on behalf of of BellSouth
Corporation which benefit inures to regulated and non-regulated business as
provided above; and (2) to the regulated companies in which case investment is
an appropriate method of decermining basis for allocation.” There {s no
exception or project billing.

The estimated total corporate service costs {ncurred and billed for RC H61350 in
1992 were $189.2 thousand, consisting of §109.2 thousand in direct costs and
$80.0 thousand in overheads. BST's estimated allocation was $189.2 thousand, or
100.00% of this cost. The general allocator was 82.75% to BST.

The Legal Department/Assistant Secretary - Corporate Counsel (RC H61410) is
responsible to "[p]rovide counsel to BSHQ and Board of Directors on corporate law
and practice; coordination of actions and materials requiring Board approval;
advice and review as to shareholder matters, proxy development and corporate
governance practices; compliance with all foreign, federal and state securities
laws, SEC rules and regulations, state and foreign corporate laws, stock exchange
requirements (foreign and domestic) and other miscellaneous corporate matters."
(Cost Assignment Form provided in response to data request §-065.)

The information included in the Cost Assigrment Form states that BSC utilizes the
general allocator to allocate the costs of this RC, based on the rationale that
"[f]unctions directly support shareholder relations activities, general corporate
and financial, and BSHQ Board of Directors which in turn benefits all entities.
(No methodology identified that would more accurately allocate services
provided.) Work for specific entities or related to mergers/acquisitions is
captured and billed to the non-regulated entity involved."

BSC utilizes an allocation base of subsidiary equity for the costs incurred by
RC H1131l Corporate-Secretary/Investor and Shareholder Relations, based on the
rationale that "Headquarters management and sharsholder services relate to

subsidiary’s aquity.” (Cost Assignment Form provided in response to data request
6-065.)

- The estimared total corporate services costs incurred and billed for RC H61410
in 1992 were $519.3 thousand, consisting of $279.6 thousand in direct costs and
$239.7 thousand in overheads. BST's estimated allocation was $428.4 thousand,
or 82.50% of this cost. The 1992 allocation of RC H1l3ll costs to BST was
72.87x.
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AUDIT DISCLOSURE NO. 70
SUBJECT:  BSC-PUBLIC RELATIONS DEPARTMENT
STATEMENTS OF FACTS:

The Public Relations/Media Relations (RC K91000) :is responsible for
*[i]information on new services and products, education of national consumer
groups, letters to the editor, Q & A’s and statements on corporation’s position,
media training, write and edit articles for use in trade magazines, newsletters
to Board members and all BellSouth managers." (Cost Assignment Form provided in
response to daca request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes the
general allocator to allocate the costs of this RC to its subsidiaries, based on
the rationale that "[g]oods and services are provided at the corporate level and
are not linked to any specific entity.™ Certain costs are exception allocated
to the markecing general allocator and to the BellSouth Classic. There is no
project billing.

The estimaced total corporats services costs incurred by and billed for RC H91000
in 1992 were $1,167.8 thousand, consiating of $941.5 thousand in direct coscs and
§226.3 thousand in overheads. BST’s estimated allocation was §$966.7 thousand,
or 82.78% of this cost.

OPINION: It is questionable whether these services are necessary for public
utilicy service.

RECOMMENDATION: Since the Company plans on filing rebuttal testimony regarding
this audit, it is recomended that the testimony demonstrate the necessity of
these costs for public utility service in light of the questionable nature of
such costs.
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AUDIT DISCLOSURE NO. 71
SUBJECT: BSC-TREASURY DEPARTMENT

STATEMENT OF FACTS:

The Treasury Department/Corporate Finance - Fed PAC (RC H11400) "[a]ssists Vice
President in developing philosophy and guiding principles for the entire Treasury
organizations. Formulates policy for activitises within the cash
management/Treasury operations, methods/information systems, cash investments,
shareowner financial services, budget/FED PAC, capital funding (borrowing and
lending), foreign currency management, global financial planning, and earnings
analysis areas. Integrates and coordinates all aspects of Corporate Finance -
from the creation of the corporate financial plans to the implementation of the
financing, investment of corporats funds, and management of corporate cash - with
other BellSouth departments and with all BellSouth subsidiaries. Performs
special assignments for upper management affecting multiple organizations.®
(Cost Assignment Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes a
composite of direct reports allocator to allocate the costs of this RC to its
subsidiaries, based upon the rationale that "[m]janagerial expenses assigned based
on costs associated with position’s direct reports.” BSC utilizes exception
billing for the costs of Fed PAC activities.

It is che auditors understanding obtained in other regulatory proceedings
involving BSC and BST that there is also a Treasury Department with financing,
budgecing, and administrative activities at the BST organization level.

The estimated total corporate services costs incurred by and billed for RC H11400
in 1992 were $171.7 thousand, consisting of $103.0 thousand in direct costs and
$63.7 thousand in overheads. BST's estimated allocation was $130.4 thousand, or
75.94% of this cost.

The Treasury/Financial Planning (RC H11423) {s responsible for “"capital
formation, capital structure, earnings objectives, investment banker services,
stock exchange interface, debt rating interface, and dabt equity studies.” (Cost
Assignment Form provided in response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes a
subsidiary capitalization allocator to allocate the costs of this RC, with some
exception allocations to BST and to BSE for services directly provided to those
subsidiaries. The rationale underlying the subsidiary capitalization allocator
cited by the Company is that the "benefits derived from services will effect
capital component.”

There is also a Treasury Department with financing, budgeting, and adminiscracive
activities at the BST organization level. According to the Company, capital
structurs and debt equity studies have not been prepared by BSC for BSC or BST.
The Company would not disclose whether such studies had been prepared for BSE or
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The estimated total corporate service costs incurred by and billed for RC H11423
in 1992 were $1,444.1 thougand, consisting of $866.6 thousand in direct costs and
$577.5 in overheads. BST's estimated allocation was $1,196.0 thousand, or 82,82y
of this cast.

The Treasury/Corporate Finance - Methods (RC H11430) 4is responsible for
"[c]onsulting and methods and information systems (hardware and software) support
and analysis for all Treasury functions."” (Cost Assignment Form provided in
response to data request 6-065.)

The information included in the Cost Assignment Form states that BSC utilizes a
subsidiary capitalization allocator to allocate the costs of this RC, with some
exception allocacions to BST and BSE for services directly provided to those
subgidiaries and for Fed PAC costs. The rationale underlying the subsidiary
capitalization allocator, cited by the Company is that the "[blenefits derived
from services provided will benefit cspital component.*

There is also a Treasury Department with financing, budgering, and administracive
activities at the BST organization level. According to the Company, capital
structure and debt equity studies have not been prepared by BSC for BSC or BST.
The Company would not disclose whether such studies had been prepared for BSE or
its affiliates.

The estinmated total corporate service costs incurred by and billed for RC H11430
in 1992 were §$329.7 thousand, consisting of $197.8 thousand in direct costs and
$131.9 in overheads. BST's estimated allocation was $273.0 thousand, or 82.82%
of this cost. :

OPINION: Thers may be duplication of services between BSC and BST.
RECOMMENDATION: Since the Company plans on filing rsbuttal testimony regarding

this audit, it is recommended that the testimony demonstrate the necessity of
these costs for public utility service in light of possible duplication with BST.
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/8]

SUBJECT: COSTS REMOVED IN FLORIDA RATE CASE

AUDIT DISCLOSURE KO. 72

STATEMENT OF FgCTS: According to Request 2-163, the following casts have been
charged to BST from BSC and removed in the Florida rate case:

BELLSOUTH CONTRIBUTIONS 1,894,500.000 6711
BELLSOUTH MEMBER DUES 97,900.00 6722
BELLSOUTH CLASSIC 405,600.00 6722
BELLSOUTH CLASSIC BST COSTS 351,100.00 6613/6612
BELLSOUTH FEDERAL RELATIONS 2,547,500.00 5722
BELLSOUTH FEDERAL REGULATORY 896,800.00 6722
BELLSOUTK CORPORATE ADVERTISING 1,535,000.00 6722
TOTAL ' 7,728,400.00

According to request 6-078 Attachment 1, the costs charged by BellSouth
Corporation to BST for the BellSouth Classic are $571,600 which is $166,000 more
than reported in request 2-163.

According to the same request, dues and memberships of BellSouth Corp. allocated
to BST were $666,600. The Florida portion was $174,200. This was not adjusted.

According to request 6-061 Attachment II, costs of BellSouth D.C. charged to BST
were as follows:

Federal Relations 6,922,700

Legal 731,600

Public Relations 967,500
8,621,800

Less charged to 7370(below the line) 84,160 Req. 2-163 Bales FO1KO02W 13129
8,337,640

These amounts do not agree with the amounts shown above in Request 2-163.

According to Request 6-069, BellScuth incurred $463,900, $100,221 of which was
charged to Florida for the Administration of the BellSouth Foundarion. These
costs do not appear to be removed in the Florida Case.

OPINION: These costs in Request 2-163 were removed in the Florida Rate Case
exhibits for 1992 actual test year adjustments to Net Operating Income. We are
including this information for other states information purposes.

Additional adjustments may be needed based on other company response
received.

PROPRIETARY
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Convantion Floor Reselution No. 8

Resolution to Audit the Seven Regional Bell
Gpearsting Companiss' (RBOCs) Affiliatsd Transactions

_WAEIREAS, There is ongoing concern regarding potential cross-
subsidizations betwean the regulated monopoly operations and the
non-regulated business of the RBOCs; and

WHEREAS, Thers is 2 need to ascertain the aconomy and -
efficiency with which products and sarvices ara provided between
the regulated oparating companiss and their parent compunies and/or
unrequlatad affiliates; and

WHEREAS, Thezrw i3 a need to detsrmine the effactiveness and
adequacy of present regulatory non-structural safequards: and

WHEREAS, There is a need to develop a battar understanding of
the RBOCs'  holding company structures, parent-subsidiary
relationships and the affiliated intercompaniass relationships:

WHEREAS, More than five years have elapsed sinca the last
NARUC audits of the RBOCs' business direction and activities; and

WHEREAS, It is good regulatory policy and it would promote

public confidence in the regulatory procass to review on a pericdic

_ basis in a comprehensive manner this area of affiliated interest:
now, therefore, be it :

RESOLVED, That the National Association of Regulatory Utility
Commissioners (NARUC), convened at its 103rd Annual Convention and
Regulatory Synpesium in San Antonio, Texas, authorizes the Staff
Subcommittae on Accounts to parform or cause to ba perfornmed,
audits in a comprehensive nanner in the area of arffriliated intsrest’
of ‘'each of the seven rsgional companies with the audit expense
including travel borne by the RBOCs: and ba it further

RESOLVED, That the Staff Subcozmittae on Accounts is directed
to invite the Staff Subcommittas on Communications and Cost
Allocations to participata in this National effort: and be it
furthar

RESOLVRD, That in keeping with the spirit of cooperation set
forth {n the Executive Committee of the NARUC Resclution, adcopted
February 28, 1990, regarding joint or coordinated FCC and State
Audits and the potuntial benefits derived from joint audits, that
the Staff Subcommittee on Accounts is directed to invite the FCC
staff aiso to join in this effort; and be it further

REBOLVED, That NARUC respectfully requests the State
conmissions to provide their most skilled and exparienced staff to

participate in this joint effort and to shara in the mutual
benefits resulting thereof; and be it further
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 RESOLVED, That the NARUC, racognizing the complexities and
sensitive naturs of these audits, requests tha RBOCs to cooperats
fully with the auditors in this effort.

Sponsored by the Committes on Pinance & rcchnoloqf,r
Adopted Novembar 13, 1991
Reported NARUC Bulletin, No. 47=1991, pp. 7-8
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