
5. We emphasize that in disclosing this infonnation, we are not adopting any portion
of the package or endorsing any of the analysis or conclusIOns contained In H.

IV. ORDERING CLACSES

6. Accordmgly, IT IS ORDERED. pursuant to SectIon 220(0 of me Communications
Act of 1934. as amended, 47 V.S.c. § 220(f), mat WE HEREBY DISCLOSE to the public
certain fmancial infonnation obtained during the joint audit of the Ameritech Telephone
Operating Companies and their affiliate. Ameritech Services, Inc.

FEDERAL COMMUNICAnONS COMMISSION

William F. Caton
Acting Secretary

3



CONCllUUNG STATE~IE~'T

OF
COMMISSIOl'i"ER A:.'ffiREW C. BARRETT

Re: Joint Audit of Amemech Telephone Companies. Consent Decree and Consem D~cree

Order

This Joint Audit and Consent Decree covers transactions in 1992 between Ameritech
Operaung Companies (AOCs) and nonregulated. management aad support affiliate AmerItech
Services. Inc. (AS!). The purpose of this audit was to determioc whether Ameritech was in
compliance with the Comll11ssion' s affiliate transaction rules. and the joint auditors found:
(1) problems with the lack of documentation to support ASI cost allocations [0 affiliates. and
(2) discrete findings of misallocations. The settlement agreement under the consent decree
has achieved substantial accounting improvements sought by the joint auditors. and requires
Amemech to employ an outside auditor to evaluate compliance with terms of the decree
within two years following the agreement. AmeriteCh also has agreed to make voluntary
payments to the United States Treasury. as well as to the states of Wisconsin and Ohio.

I support this action addressing serious accounting problems by AOCs as revealed in
the course of the Joint Audit. which may have resulted in cost misallocations associated with
ASI services. It is necessary to emphasize. however. that this audit report tinds no ratepayer
hann. even if the misallocations were corrected. due the AOCs' practice of sening prices
below their price cap level. ~ I do not disagree with this Consent Decree to the extent that
Ameritech has agreed to this settlement. I concur, however. because I question th~ intrusive
purpose of including monetary payments in this settlement agreement despite the lack of
hann to ratepayers. I am concerned that the Joint Audit's fmdings are focused specifically
on a failure to provide documentation. which are most appropriately addressed by procedural
requirements and subsequent audits. Given that this Decree is not pursued as an enforcement
action. and correcting for the misallocations would lead to no rate reductions for ratepayers.
I do not believe that a further requirement of monetary payments is appropriate in this
instance.



PUBLIC UTILITIES COMMISSION OF OHIO
PUBLIC SER~lCE COMMISSION OF WISCONSIN

AND
, FEDERAL COMMUNICATIONS COMMISSION

JOINT AUDIT TEAM

REVIEW OF AFFILIATE TRANSACTIONS
AT

AMERITECH SERVICES, INC.

'r

MAY 1995



JOINT ADDI'I' REPORT
ON

REVIEW OP APPILIATE TRANSACTIONS
AX

AM!RXI'ECE SERVICES, INC.

I • 1i!YEdJI'I<JE S'CHGRY

'!he Federal camnmi.cations cemni.ssion (FCC) and the
National ASsociation of Regulatory Utility Con'missioners (NARUC)
initiated a joint effort to review affiliate transactions involving
the Regional Bell cpera.ting ~es. As a result of their
effort, a joint audit team, consisting of auditors fran t.1.e Federal
Camn.mications Cc::mnission, Public Utilities ecmni.ssion of Ohio, and
Public Sel:Vice carmission of Wisconsin, produced this report .
Specifically, it covers the joint audit of transactions between the
Ameritech Operating Carpanies (ACes) and the affiliate ccmpany,
Ameritech services, Inc. (ASI) , in 1992.

A. Ci:)jecti"..

'!he joint audit had bJc cbjectives:. (i) to evaluate
carpliance with the affiliate traD8aCtion rules and (ii) to
detezmine whether any 'It'XICCI'Pl i .,,. with the8e rules had adversely
affected telephone rat~·tbrouabthe flow of cross-subsidies
to nonregu].ated affiliate8. The fa:: Mtablishedthe affiliate
transaction rules in CC Docket, 86-111, ~rt and order, released
Februazy 6, 1987. '!be FCC codified these rules in Part 32, section
32 .27, Transactions with Affiliates, of the FCC's rules and Part
64, Section 64.901, Allocation of COsts. 'n1e audit team reviewed
the rate of retum eazned by ASI an its sale of products and
services to the N:X:S and the procedures used by ASI to assign the
costs of these products am services bebleen the N:X:s' regulated
and nonregulated. services. '!be audit tesn also examined the cost
of ASI' s consolidation of trIIDY of its operations at Hoffman
Estates, Illinois.

'!be cpinicns and CXI:Iclwaions contained in this report
represent tho8e of the audit t.., net necessarily those of the
participat~ regulatory agencies. '1be audit teE has not
presented this report to any of the participating agencies for
approval as to the accuracy of cocclus1cns or any reGUluerJdations
contained herein. Authorization to publish this ~rt does not
constitute express or inplied dWLOVal on any of this report's
contents.
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B. structure of ASI

ASI is a wholly-owned subsidiary of the Ameri:ec±.
Operat:"'''1g C~es (AOCs). Presen:ly, all 200 shares of ASI scad<
are div:.ded arrong the five AOC.s in the following proportions:

Indiana
10.,",

\
OhIo

21.0%

lllnois
33.0%

WiIconIin
10.0%

ASI act. as a central ~i:a;J2cf and services
provider for the ACCII. Aamitech states that can provide these
services ncre efficiently en a centralized basis tmn could t:he
individual AIXs. ASI ~egates the se%Vices into defined
cat~ries called WO%it profiles. ASI subdivides work profiles into
billable work p%Ofiles m:i nr::abillable wo%X pxofiles. Billable
work profiles refer to aetiviti_ for which ASr sends a bill to the
NX.. Nonbillable work profiles dMigcate the OVEhs'd-type costs
that ASI adds to the c::aItII of the Dillable work profiles. ASI
further s.gJ:egIltes each work pzofile into bill lines that reflect
costs that aJ;'e _igned to the ACC8' ncm:z:egulated or regulated
ope;cltions or 'are shared bebJeeD thee. operatiaw. Bill line8 also
reflect the Part 32 accamt and the Part 64 cost pool that the NX:s
use to record the costs an their books.
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TIle following chart shows the growth of AS! I S net
revenues, operating expenses and rate base for three years:

AMERITECH SERVICES, me.
(MillicI"1.£ )

Revenues
Expenses
Rate Base

~tech 0 ""wotJI

am
$550
$530
$117

1.U1
$677
$650
$153

J..U2.
$1,010
$ 967
$ 195

on July 15, 1994, the joint audit team sent Ameritech
Services, Inc. (ASI ) a copy of its draft audit report on affiliate
transactions between AS! and other Ameritech affiliates. '!he audit
team asked AS! to SlJ1:mit its CUWEuts on the report including the
accuraS( of the facts contained in the report and the
identif~cationof information that AS! deem!!d pz:oprietary. Based
upon the joint audit team's review of AS!' s o:llilents, the team.
made all revisions that it believed the facts warranted. 'n1e
revisions included minor revisions throughout the report.
Arreritech' s response and the audit team's reply to this response
are attached to this report. .

c. Pi ,yu"gII c:lda:,••vatic:m

The following provides a sumnary of the joint audit
team I s findings and observation related to Ameritech services,
Inc. :

P;ndinga

1. MY "1]est tA _p,ide -,"Wet; yrit;t;e

::lE:~jfit;a=:'::=:: tptl?;r:;:r'~te·;;
CPKt;ts'liiMt at itjll czwte twa. m "M"'te' ." Pi....']..., JQC
'I1!"'V'iQM. AS! did not provide sufficient written documentation to
explain, to the audit team's satisfaction, AS!' s apportionnent of
many of its costs between ~ated and~teQNX. services.
As a result, the audit tum had to rely too often on interviews
with AS! projedt mamagers and ~loyees in order to detez:mine AS!' s
rationale for its cost allocations. However, these intez:views were
carplicated by ASI' s downsizing and reoz:ganizin.; efforts in 1992
and 1993 during which time~~s left AS!. !be audit team
encountered further difficult~es :use scm! of the intez:viewd
projeet managers and E!rq;)loyees had chanJed job functions during
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this period and, as a result had limited recollection regarding the
basis upon which many allocations were made. Consequently, the
audit team had diffi=ulty in rrany instances verifying whether ASI' s
allocations'''Of its costS of products and services anong the AOCs I

regttlated and nonregulated services ccrnplied witt t..lJ.e FCC's cost
allocation standards.

Both the ACes and ASI rmJSt provide information about their
organization and their operations to the FCC upon request. 'n1e
audit team found that AS! in many cases could not provide
sufficient written documentation for the audit period. In order to
satisfy the audit team f s information requests, AS! could have
provided to a greater extent various types of documentation. For
exarrple, AS! could have maintained doc1..1rnentation which established
the benefit to the AOCs of different services provided by AS!. SUch
documentation would have included an analysis as appz:opriate, of
(l) potential revenue losses or future costs if· the project was not
undertaken, ~ to costs expected to be :incurred; (2)
additional regulated revenues expected to be generated~ to
costs i.ncu.rrea; (3) inpXCVElltent. in the ~1) of~ I rigulated
services; or (4) other beDefits. Additi ly, ASI courd have
provided the auditors with written~treS that described, with
~icularity, why it ~rated coKa between billable Ed
nanbillable WO%k profiles. Mhile ASI di%ectly bills billable work
~files to the N:OI, ASI allcx.t.. nanbillable wark profiles.-DJ
all billable WO%k pJ:Ofiles. Withcut sufficient writt8ll~
for allocations or doc:urnentation for N:C benefit verifications, the
auditors could not, to their atisfaeticn, detexmine why ASI
assigned costs to the various accounts and cost pools and whether
the assisrnment of these costs ~lied with the FCC's affiliate
transaet~on rules.

2. HI MUwI eM !'PI fer gwwtmnd me" tbet MX
eMu14 .... allcmr" bt .... eM ",,'eW ." P'"'."nte"
atf;l,lipt-. AS! directly billed the J+t::X:;s for oertain data center
consolidation overhead C08ts. ASI failed to include these costs in
bill~ for 8C'ViCM tbat AlI groyidllcl to -.ritech M:1bile and
Ameritech (Q)xporate) _~ c:xMIt8. 'DuI, the work p='ofiles
billed to them affiliatea did nat x••,Dt fullii:Jlocatid cc::.ts
as required by gecticm ".901 of tbii Pt.'C'. affi t:e t:rIm&aCtion
rules .

..mc~; ,.~Er;' ,;?t;;{ L~J!!a:#"t=
I

1 Billable work profil_ c::anta:in Ol:)£S that are directly
billed to the NX:s while nanbillable work p%'t)files contain indirect
costs that are assigned. to the AOCs I bills on the bUis of direct
costs.
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(C»I) to nszulaw gperatiQR" ASI has established several work
profiles to study new products or services that it might offer as
either regulated or non-regulated services. ASI procedures, though,
allocate all..costs of these work profiles to regulated cost pools.
ASI ~r:s~s policy by argui."1g that Arreritec.~I s CAM lists none
of ':....'1ese proctUct:s or sern.ces.

ASI has established a classification system that is
clearly biased against assigning costs to nonregulated aetivity .
Even when ,ASI determines that it has developed a nonregulated
product, no mechanism exists to reallocate those costs. A response
fran an ASI errployee that noted, "None of my products were
~ated when I was working on them, n dmcnStrates ASI I s
disregard for allocation methods that would accurately distribute
costs for new products am services.

4. AIL. ,.11M .ta- Mll .tIlL p'rrsnJat;ed affiliat;a,
APwrU:ee;b Mnnced Pea ..ric··, Dr, (MPS) for cWDl9i me CAlt:II
1mdE w=Z m;pt11e 100011, Based upon trials in Ameritech Is
SWitched Multimegabit Data sernce (SM:JS), Ameritech formed.AADS to
provide businus custaners with advanced data carm.mications
services in 1992. ASI allocated certain developnent costs of the
service to work profile 100018. ASI cbarged all costs associated
with this ncnregUlated service to the NX:s I regulated operati~.·

, s. ~~="~1~8X~~
.....] Q ~; _~iJdCn4,J ra..!CiiiM't ,,is:
=2~~YW the reel. aU;l,l;lat;e tr=',etim rpJ.-, Part 32 of the FCC roles
states that an investigation aimed at the discovery of new
knowledge or translatinq research findings into a plan or design
for a new product should be~ to .Account 6727, Research and
Developnent. 2 ASI ' s PeS trial was a trial of a proposed new
nonregulated serJice that included 100 base stations, 400 users and
one PCS ,Provider. ASI charged the costs of these trials to the
Engineer~expense account which includes the fund.artl!ntal planning
and prelinu.na.%y work of any potential undertakings.

ASI also assigned the costs of PCS trials to a shared
cost pool and the costs of SMDS trials discussed above to a
regulated cost pxll. '!be audit tum cocsiders these to be
nonregulated serrices that should have been directly assigned to
nonregulated cost pools.

2

roles.
see description of Account 32.6727 in Part 32 of the FCC
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6. M:r W'''' .,._ ... in it;l De b"t.,.rtere in
whiM "':r plep' to bouI- PCI 'I"~at;wi atfi~WM, After
consolidating the najority of its operations at Hoffman Estates i.."1
1991, ASI has-nore square footage of office space than prior to the
consolidation. TIle excess square footage costs the AOC.s I

ratepayers approximately $30 mil:ion annually. ASI plans to lease
s::m: of t.11.e space to nonregulated affiliates as they expand their
operations. 'nle auditors believe this conflicts with the FCC's
used and useful standard. 3

.
7, W ,,;1. t;p hill; ,it; "*'J,eb1qz, I;v;, <M;r)

1 '7 i~l.~qyflf~~• .I'f~VM:r ,., aci-t .... )&f•• __.~1AJi1iLdii
Ameriteeh has adcpeed a policy of trams erring 1+tX errpl~, who
perform functia'J8 that JlDeriti!ch believes sbcUld be prcvJ.ded as a
centralized service, to ASI, As a result, COIItS that were formerly
classified as ~ aD:i salaries on the NX:s I }::x:)Qks becaDe
classified u otb8r eacperw.. Be:::au. this rcl_ification could
change the ~ianil allocaticn of caItS betwen the 'J1tI:X:.' s
~ated aD:i ~ted ~tiCDI, the transfer of N:X:.
~loy88ll could 8igni icantly i.Jrpact the wge allocators described
l.n Amlritech' s C»t.

3 The Fa: hu historically been guided by the nulled aDd
useful n st_ndard. This st"J'derd~ property dedicated to the
efficient cxa!uct of a utility's business, pre8entlyor within a
rea.son.able period. 'Ib! staridard reflects the pnnci,Ples that
owners of public utilities nust receive an oppcn:t:um.ty to be
carpmsated for the use of their property in providing a public
serJice and that ratepayers ttIJSt net be forced to pay a ret1J%Tl on
i.nvest:ment that does IX)t beDefit them d.irectly, 'I!U.s standard was
discussed in Docket 86-497, released December 24, 1987.
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II. BACXGROCND

A. M-hers of the Joint Audit Team

'nle Joint Audit Team consisted of auditors from the
Fede~ Camnmications CCtmtission, Public utilities Comnission of
Ohio, and Public Service Ccmnission of Wisconsin. 'nle FCC provided
one auditor who served as the lead auditor. Both the Ohio and
Wisconsin cc:mnissions provided two auditors each. TIle Michigan,
Indiana and, Illinois camli.ssions did not participate in the audit.
'nle names of the auditors and their respective ccmnissions are as
follows: .

Michael wilson
Joe Buckley
Jim Gould
Kevin Kli~il
Anne Wi~

Federal Ccmrunications Ccmnission
Public Utilities carmission of Ohio
Public utilities carmission of Ohio
Public service Ccmnission of Wisconsin
Public service Ccmnission of Wisconsin

B. Protacti.ve Agrerzzwnta

Each of the state o:maissiaw participating in the audit
entered into Protective Agreements with the Mr. in its state. For..
exarrple, the Public 8e%Vi.ce Ccmnission of Wisconsin (PSCW) and
Wisconsin Bell, Inc. (WBI), entered an agreement: that allowed
auditors of the psc.w to discuss information about ASI with the
auditors of other states that had executed a protective agreerrent
and with the FCC auditor.

One of the prcvisiaw of the Wisconsin agreement stated,
"PSC:W agrees that, if it cant~lates disclosing or pu!?lishinJ any
info:z:mation delfDed to be P.topL1etary Information or c:iccument, it
will advise WBI prior to such d:Ulcloeure or PUblicaticn, in
sufficient time for WBI to seek judicial review before disclosure.
WBI and the PSC:W~ that ;heY will wo%k in good faith together
(by means such as, for ~le, ~, exclusion, rewriting, or
reorganizing) to allow desired disclosure or publication without
cc::rt;)rani.sing the Proprietary Infonnation. n

c. OE'gaDi_d.ca of 1F J it8c:b.

~. Ameritech

Ameritech. serves as CD! of seven regiocal holdiDg
carpanies that- resulted fn:rn the court-ordered JannalY ~, 1984
divestiture of American Telephone and Telegrad) eatpmy (AT&T).
Ameritech received ~oo ~t ownership :iii five camunications
subsidiaries: Illinois Bell, Indiana Bell, Michigan Bell, Obi.o
Bell and Wisconsin Bell. '1bese five ~es are generally
referred to as the Ameritech Operating eatpnies (ADCs). Ameritech
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also received 100 percent ownership of Ameritech Mobile, a mobile
cc:rrrrn.mications service subsidiary, and a one-seventh interest in
Bell Ccmrn..mications Research, Inc. (Bellcore), a ce."'1tral service
and resear~-organization. Arnericech has established additional
whc:"ly-owned subsidiaries that include Ameritech Credit, Ameritech
Developnent, Ameritech Publishing and others that are described in
various reports to shareholders.

2. Ameritech Services, Inc.

The Ameritech <:perating eatpmies established Ameritech
Services, Inc. (ASI ), to provide centralized services for the
operatin~ cc:mpanies. services provided by ASI include purchasing,
warehous:Lng', material ~, cotputer ~rt, marketing,
research and developtEUt., account.ing, auditing, financial,
personnel, legal, recruit:mlmt, facilities management, technical and
other services. Ameritech believes that ASI can provide these
services tn::)re efficiently on a centtalized basis than could the
individual AOCs.

ownership of ASI is divided arrcng the five AOC.s. ASI
owns Ameritech's one-seventh i.nterest in Bell carm.micat.ions
Research, Inc. (Bellcore). Since 1m!ritech I s share of Bellcore i:s
owned by ASI, it is ASI's resp:msibility to rmmage the AOCs'
business interest in Bellcore.

3. ASI-Relat.ed Restru.c:turi.n

Ameritech eatplet.ed several reorganizations in 1991 and
1992. 'Jl1e8e reatgauizatJ.ODS included the consolidation of certain
functions and the transfer of Slpl~ related to these functions
fran the N:X:s to ASI. ASI's 1992 Anal'.' Financial Report indicated
that the N:X:s transferrec:l 306 eaployees in 1991 au:i 2,781 etplcyees
in 1992 to ASI in an effort to CIOa8Olidate aDd stri!amline
operations. In additial, ASI initiated a Work Force Resizing
Program, whereby 1, 168 enployees left the payroll by December 31,
1992.

In 1991, ASI consolidated its operations fran ten
locations throughout. the Chicago area into the Amerit.ech center, a
newly const%UCted office facility at Hof:fman Estates, Illinois.
ASI owns a 49 ~t interest in Ameritech center Phase I, Inc.
(ACPI), owner of the office facility. Alil!ritech owns the other 51

percent. of ACPI. ASI entered into a 25-year operat~ lease with
ACPI for this·cfacility.
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III. SCX>PE OF ADDIT

A. Scope of the Audit

In conducting its audit, the joint audit team focused on
the 1992 ope..-rations of AS! and the consolidation of AS! operations
at Hoffman Estates. The audit team selected sixteen work profiles
covering a variety of the services and products provided by AS! to
the AOC.s. 'Ibese work profiles represented 7.5 percent of the
approximately 200 ~rk profiles undertaken by AS!. This figure
arrounts to aJ.Ircst 36 percent of ASI' s $856 million ~ditures in
1992. '

B. Objectives of Audit

'!be j oint audit had two general abjectives: (i) to
evaluate carpliance with the affiliate transaction rules and (ii)
to determine whether any ~liance with these rules had
adversely affected telephOne ratepayers through the flow of cross­
subsidies to ncnregulated affiliates. '!be specific objeetives of
the audit were as follows:

1.

2.

3.

4.

s.

6,.

"

~ an overview of ASI operations.

Obtain an understand; ng of ASI' s accounting system
and the kind of reports that are generated by its
system.

Determine whether ASI' s i.nst%uctions to the AOCs
ccncerning the accounting for AS! costs eatplied
with Part 32 of the FCC roles.

oetemine whether ASI I s instructions to the N:JCs
cancem.iD; the USigalet1t of AS! CX)sts to Part 64
cost peels cc:rrplied with Part 64 of the FCC roles.

Determine whether the N.X:s tra1itored the quality
and costs of products and services rec:eiveQ fran
ASI.

Determ:i.ne whether AS! eatplied with the FCC's rate
of retum requirements.
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c. Audi t Procedures

'nle joint audit team conducted its audit by analyzing
ASI 's fir..anci.al dat:a and reviewing AS~' s responses ::0 :he auditors I

dat:a requests. In addi.tion, the auditors sul:mitted writt:en
questions to work ~rofile managerS" to gain an understanding of the
types of services Ulcluded in selected 'WOrk profiles. The auditors
also sul::mitted questions to the subject matter experts at the AOCs.
SUbject matter experts are NX:, ~loyees who have the
responsibi,lity for ncnitoring the quality and cost of products and
.services ~ded by ASI. Finally, the auditors conducted on-site
intemews of selected ASI arployees to gain an Ul'lCierstanding of
the work profiles and the services or products provided to the
AOC.s .

D. ~t:ech 0 .,,'*Ot.II

Ck1 July 15, 1994, the joint audit team sent Ameritech
services, Inc. (ASI) a cc:py of its draft audit :report on affiliate
transactions between AS! and other Ameritech affiliates. 'n1e audit
team asked AS! to subnit its COliiElts ccnceming the report
including the accuracy of the facts contained in the report and the
identification of infornation that ASI deemed proprietaIy. Ba~
upon the j oint audit ee.n' s review of ASI' s COlilents, the te8m
made all revisions that it believed the facts warranted. '!be
revisions included mimr rwviJIiaUI t:h:roughcut the report .
Ameritech's re.pal8e and the audit team' s rep'ly to this response
are attached to t.his report.

IV. ASl: AOIXJt1t.tIW SiSiW .AIm CDJ'1' N.T.tX74'ICB

AS! has a functional accounting system that general.ly
carplies with the FCC'S Part 64 affiliate transaction standards.
ASI assigns costs to bill lines that reflect the Part 32 accounts
and cost pools identified in Ameritech' s Cost Allocation Manual.
ASI accurrW.ateil the8e bill 1;.... into work profiles that reflect
specific work activitiell that ASI provided to the AJ:X::s. Accordi.ng
to AS!, this~~ c:aIt8 irito 008t ~ltI that are eatprisea
of logical,~~iDJ8 that flllX'mize the extent to which
cost -causative location factors can be used to divide the costs
between the tel~ c:urpnies' reg\.1lated and ncnregulated
operations. Pinally, ASI g.r:oupe the work profiles into business
processes for bt.1dgeting ana Leporti.nq purposes.

4 Accordi.nq to ASI, a work profile manager has the
responsibility {or the overall~t of the work profile.
nus includes m:mitoriIJ.; the progress of the ~rofile and the costs
charged to AOCs for the work profile deliverables .
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1. Bill I,i nes

ASI uses bill lines to capture the costs related to work
perfonned for the AOC.s and all nonregulated affiliates. Each bill
line provides the means for capturing, separating and describing
the costs as"sociated ,..nth a particular work effort. Through these
bill l.::.nes, AS: provides the classifications of costs to the
unifonn system of accounts (USOA) and cost pools for use by the
ACes . TIle AOC.s follow these classifications to accotmt for these
costs and allocate ASI' s costs to Part 64 cost pools. ASI has
stated that it follows the principles of the Federal Cc:mnunications
carmi.ssion's Part 32 and Part 64 call1cn COst Allocation and
Affiliated Transaction rules and has incoIFrated these principles
in the accounting and billing procedures.

ASI 's Accounting Standards g:t'Ot1,P. uses the same material
requested by the auditors to create classJ.fications of costs. '!he
audit team found rruch of the material used to explain these
classifications to be incarplete. For exarrple, ASI bad emitted
certain bill lines fran the translation tables that it provided to
the auditors for translating the bill lines into USOA
classifications and cost poolS. ASI offered as a possible
explanation that the time period of the transaction and the
translation table did not match. In any case, auditors could not
review the necessm:y source dccuments, rather, they had to rely on"
cc::rrpany persormel statements when ex.am:i.ning sane of these
classifications.

5 '!he FCC,''s Part 64 roles~ all local exchange carriers
with $100 millia1 or~ in annual ~tine revenues to file a
Cost Allocation Manual (OM) that delic:r:i.bes the methods used to
separate the costs of regulated telecarmmications services fran
the costs of ~ated activities. Ameriteeh's C»1 (AC»!)
describes the allocation procedures that ASI uses to allocate ASI 's
costs that ASI chal:ges to the AmI!!ritech Operating carpanies.
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The following provides an ex.anple of the information that
ASI transmitted on a bill for the work profile 060067, Ameritecl":
Integrated .Marketplace System, AIMS:

Bill Project 1992 USQA COst Pool CAM %
Line Name Costs 6 Allocator Non

. ($OOOs) Reg

AtJ2YOO AIMS $3 6724 Marketing Marketing 1,,9%
Infonnation Allocator
Technology
(IT)

Al99RO AIMS a 6611 Regulated Directl 0%
Regulated AsSi~

to
~-".:Ited

Al99S0 AIMS Shared 379 6611 General Ma%Xeting 1.9%

~- Allocator

Al99S2 AIMS Shared 27 6611 General Marketing 1.9%
category 2 ~rt- Allocator

Al9900 AIMS IT 6,162 6724 Ma%Xeting Marketing 1.9%
Allocator

NS9900 AIMS ,,4 6724 Marketing Marketing 1.9%
Indiana Allocator -

Total $6,571

'Al:I:.s receive billiD:rs and their associated
classifications via a ccnsolidated billing and crediting (CS&C)
system. 'n1e system transnits files to the Aa:s and electronically
incorporates them into the 'Al:I:.s' accounting records.

2. 1br:k Pf:ofil_

ASI acc:unulates the bill lines into ncR than 200 work
profiles. 1tSI 's Part 64 ~liance MInua1 deti.rJes a wo%X profile
as II [a] n activity or set of activities that justifies and tracks

, Accounts prescribed by Part 32 of the Pee rules: 32.6724,
Information Mlmagem!nti and 32.6611, Ma%keting.
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all the time and expenses within the Ameritech Services I

Organization." ASI accUrml1ates bill lines into two types of work
profiles, billable work profiles and nonbillable work profiles.
Billable work. profiles contain costs for functions that are
di=ec~ly related to a product or service provided to the AOCs.
Nonbil2.able work profiles contain overhead costs that are allocated.
to all billable work profiles. In 1992, billable work profiles
accounted for $642 million and nonbillable work profiles for the
remaining $214 million of ASI' s $856 million in total costs.

AsI has no written procedures that describe how it makes
the distinction bet'WeeIl billable costs and nonbillable overhead
costs. As a result the auditors found numerous instances of
nonbillable work profiles that ASI should have treated as billable
work profiles and billable work profiles or portions of billable
work profiles that it should have treated as ncnbillable work
profiles.

Once ASI assigns a cost to a nonbillable work profile, it
allocates costs to billable 'tJOrk profiles on the basis of project
hours. Based al the auditors' analysis of the hours used in
allbCating the costs assigned to nonbillable WO%K profiles, project
hours serve as a reasonable indirect cost-causative allocator. ASI.
allocates billable \1IC%k FOfiles that benefit all five NX:s between
the eatpanies an the bas1.s of the~ of total plant in service
and t.otal operating expenses (TPIS/'ItE) of each l+l::1:. '!his is
CUtilCIUy referred to as the weighted Am!ritech Allocatial Factors.
'nle following depicts the 1992 weighted Ameritech Allocation
Factors when all five AOCs participateQ in a project :

AIIIRI'1'BCH SBRVICBS, INC.

w.ightecl MRitech AllocatiCl1 Pactcra

!fay 9, 1995
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In sane situations, AS!' s use of the Weighted Allocation
Factor did not Serle as a cost-causative allocator. 7 For exanple,
AS! allocates all costs of business process 5, Manage Material
Logistics, -~ the basis of the Weighted Ameritech Allocation Factor
regardless of an entity's level of purchases. The auditors believe
that: AS! should have assigned the costs of 9P=rating the Material
Management Process, other than state specif~c costs, to the costs
of products sold to the various entities of Ameritech.

3. BuaiDM. ProcM_

ASI groups work profiles into three Business Processes
for budgeting and reporting purposes:

1. Front Line Precesses
2. ~rt Processes
3 . Administrative Processes

'!be Front Line Processes have a direct and imnediate
inpact an Arreritech custaners. '!be aetiviti.. in SUpport Processes
contribute to the l~-termviability of Front Line-~_s, but
de not have an iDlned:iate irrpact at custaner servicel5.
AciDinistrative Proces_ are of a general nature that do net
directly contribute to the deli~of any one~ or service,
but rather make direct contriJ:utions to the ovirall~t of
the co%p:)ration.

-,

7 'Ib! weighted allocation factor was used for 55% of t.he
direct costs. ASI assigned the remaining 45% of direct costs to
specific states.
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In 1992, ASI had 16 Business Processes that related to
produces and services provided to w.1.e AOCs. The following provides
a list of ASI's Business Processes and 1992 costs:

Frent ~e Processes
1. Establish Customer Services
2 . Deliver CUStc:rrer Services
3, Assure and Maintain CUStcmer Service

SUpport Business Processes
4. Create Service Invent0l:Y
5. Manage Material LDgistics
6. Develop and Manage Markets
7 . Develop and Maintain Business Processes
8 . Develop and SUpport Information Systems
9. Operate Data centers and Network

10. Conduct Research and Develcpnent8

Administrative Processes
11. SUpport Exten'lal Business Operations
12 . SUpport Internal Business Operations
13 . Manage Human Resources
14 . Manage Financial Reaources
15 . Manage Infcmnation Resources
16. Manage Integrated Planning

Total

~·ooo IS)

$129,192
57,938
85,549

16,625
113,239
120,377

7,158
10,563

206,942
16,411

17,772
938

6,480
37,180
18,300
4.545

$849,209

AS! conducted a limited anamt of work for selected
Ameritech ~ted affiliates. ASI accumulated the costs for
these affiliates in two ~. Pirst, ASI auigned certain costs
for the ~atedaffiliates in the 16 bus;T1M8 precesses listed
aklcve and identified them u billingB to nr:IXMnerS. Because ASI is
owned exclusivelX by the N::J::IJ, ASI identifies any costs for
nonregulated affJ.liates as billi:nga to ncrDmerS. gecD1d, ASI
acetm.llated all Ci08tS of other projects in a speciaJ business
process 18 that ASI used for bill:LngS to ncnregulated affiliates.

-.

8 In 1993, ASI changed this business process name to "Network
Technical Applications." ASI eliminated Business process 16,
Manage Integrated Planning, and canbined it with this new business
process.
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4. ASI Charg8s to ACes

ASI 's total billings to the AOC.s and other Amer:' tech
Affi::'iates .< -Wonowners) in 1992 am:::>unted to $856 mil':'ion. TIle
bi::'::'~~cs to aff:'::'iates are broken down as follows:

$150 million
$11 million

$764 million

Billed To
AOC.s & Nonowners
Ameritech affiliates
.lWeritech for cemnercial credit card
Lease Reimbursement

Miscellaneous
Total

In addition to the abo've-noted costs,
also passed through ASI:

1. Bellcore billings
2. category II enployees
3. ProcUred Goods

(millions)
$849

3
2
2

$856

the following costs

catego%j' II errployees CXlCSist of ;a:; f!III)loyees who are
tel'flX)rarily assigned to ASI or do work for ~fic At:X:s. 'Ihese
E!!q)loyee costs are acctm1lated via a K8ep bIt/Jei) Order (KC/JO)
and are billed to ASI for redistribution to the applicable NX.s.

v. 1ICRK: PlCJJi':n:.E RBV1Bh&D

A. seJ.-=tic:a of 1faz:'k Profil_~

'!be audit tum selected a variety of work profiles for
review based on the 1992 C08tS, ~iaJ8 of work profiles aDd
the associated appzoval P=C*I-, md interviews with ASI personnel
~ the natme of services ~02.lI*i in work p%'Ofiles. '!be
team focUsed en exaidniBi wo%k profil_ tbat c::aDt:ainiad significant
costs as well as work ~il_ tbat bIId bKMtfited, or could
potentially benefit, ~11.ted acti:vitiM. Pinally, the audit
team reviewed the DOICbillable (or overhead) work p;t?files for
profile content and allocation of these costs to billable work
profiles.

'1bI joint audit team did oot review bu8iness process 05,
Manage Material :u:Jgistics. '!be audit tMm re:cxxiitEUds that the costs
assi~ to this process be reviewed in the future because of the
sigIllficant costs assigned to this process. .
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B. Results of Work Profiles Review

'nle audit team's examination of the selected work
profiles includeQ a review of the written description of the work
profi.le, the costs assigned to the work profile and the accounting
fer ctlese costs. TIle audit team also sutmicted questions to the
work profile managers and the AOCs I subject matter experts who had
the responsibility for reviewing the quality and costs of the
~roduct or service delivered by AS!. Finally, the audit team
mterviewed the AS! staff who had prepared the specific product or
service provided to the AOC.s.

VJ:. saviJ::Jgs Praa RD1cticm in Staff

!he auditors att~ed to determine if the AOC.s passed on
any savings that resulted fran a reduction in staff to the
ratepayers. Ameritech reduced its staff by 5,890 errployees between
1990 and 1992. '!be auditors calculated the annual savings that
should have resulted fran this reduction in erployees as reported
in the report to shareholders. By using figures for total
Ameritech Operat~ CcDpny enpl~, the aUditors looked at the
net benefit of redUcing the I1'I.IIb!r of~ ellployees and increasiD;
MI euployees.

Ameritech q,erating carpany Ebployees 9

1990 69,564
1992 63,674

Reduction in N\.mi:)er of Ehployees
Ayerage~ rate 10

Plus Benef~ts at 24% II

Benefit per Headcount Reduction

Total Annua) Benefit of Wo%k
Force Reductions
other~
Total Expected Annual savings

5,890
$32,000

7.700

$39,700

$ 233.8
1.8

$ 2:32,6 million

9 Annual Report to Shareholders.

10 eatp1ted fran ARMIS 43.03 and Annual Report to Sbarehclders.

II Wisconsin Bell Annual Report to the Public service
carmission of Wisconsin.

U This includes the reduction in travel and off-site meeting
costs.
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'!be reduction in ercployees created one-time costs of
$65.6 million. These costs pr~marily related to termination
1::lenefits and settlements for the AOC. enployees. The audit team
analyzed the ARMIS 43.03 Report to review the growth in operating
expenses reported by the AOC.s to detemd.ne if the AOC.s passed on
any of these savings to the ratepayers. Its analysis showed that
fran 1990 to 1992 the At:X:.s' expenses grew at a rate that was
approxi.ma.tely equal to the rate of inflation. However, ASI' s
Marketing and eustaner 5eIvices expenses, an area that ASI claimed
would realize savings fran consolidation, grew at' a rate tmlch
greater than the rate of inflation. While the auditors could not
conduct further analysis of this issue because of time constraints,
they would suggest future investigation of this issue.

vn. SI1D'""'Y of ptnc'inp aDd. a:.cvatiaa.

Pindinp

:;t~E5im
COlA tega

m "''''t'' ... !H!r""."'" JOe -n;.gee. ASI did not
provide sufficient written doc:umentation to explain, to the audit
team's satisfaction, ASIts ~rtiCdnent of many of its costs
between regulated and ncnregulated xx:. services. As· a result, the
audit team had to rely too often on intem.ews with ASI ~ject
tTBnagers and errployees in order to detemnine ASI' s ratioDi.le for
its cost allocations. However, these interviews were <:XJ!l)licated
by ASI' s downsizing and reorganizing efforts in 1992 and 1993
dUring which time many eaployees left ASI. 'n1e audit team
encountered further difficulties becau8e sane of the interviewed
project managers and errployees had ~. job ftmctions during
this period and, as a reSUlt had limited recollection regarc;i.ng the
basis upon which~ allocaticns were l1IIde. ~ly, the
audit team had difficUlty in 1'lIInY instances verifyiDJ;J wnether ASI ' s
allocations of its costs of proCiucts aDi services csrcDg' the NX:s I

regulated and ncru:~ulated services cx:rrplied with the FCC's cost
allocation star1dardS.

Both the N:X:.s and ASI nust provide infomation about their
organizaticm and their operaticms to the FCC ~ request. '!be
audit team found that ASI in many ca_ coUld not provide
sufficient written docunentaticm for the audit period. In order to
satisfy the audit team IS info%1lllticn ~, ASI could have
provided to a greater extent various types of doc:urnI!ntation. For
exarrple, ASI coUld have maintained doct.mintation which established
the benefit to the NX:s of different sexvices provided by ASI. SUCh
documentation would have included an analysis as appxopriate, of

Kay 9, 1995 Pilge 21



(1) potential revenue losses or future costs if the oroject was not
undertaken, carpared to costs expected to be" incurred; (2)
additional regulated revenues expected to be generated corr;:>ared to
costs incurr&d; (3 ) irt;)rovement in the quality of AOC.s t regulated
services; or (4) ether benefits. Additionally, AS! could have
prov:.ded t:he auditors with written procedures that desc:r-ibed, ,..nt.1.
parti.cularity , why it separated the costs betwee.."1 billable and
nonbillable work profiles. 13 While ASI directly bills billable work
profiles to the AOC.s, ASI allocates nonbillable work profiles arrong
all billable work profiles. Without sufficient written procedures
for allocations or documentation for ACt::. benefit verifications, the
auditors could not, to their satisfaction, determine why ASI
assigned costs to the various accounts and cost pools and whether
the assi;JIlllent of these costs carplied with the FCC's affiliate
transact~an rules.

2. JST biUwI the ACCa for O!whend c;ott;s t;bet IJ;mld
Mye bem ell.,«.. he'r m t'ae lSd.C. ".", rmJ 1!IIiJU1a1:ed
atfiliat_. ASI billed the NXs directly for certain overhead
costs associated with the consolidation of nny of Ameritech' s data
centers. 'n1erefore, ASI did not include portions of the costs
accunulated in this work profile in billings to ncnregulated.
affiliates as a ncnbillab~~file or ov8rhead costs. '!his
means that ASI' s bills to ted affiliates do oot represent
fully allocated costs as required by the FCC's affiliate
transaction rules.

ASI assigned the costs of all upects of rtIlinframe
carput~ sm:vices to WOrk Profile 090006, Data center
consolidation. '!his included ~Sing, storage and printing
services as well as the ca180li tion of the N:X:s' data centers.
ASI billed the NX:s directly for $117 milli~ of the costs
contained in this work profile for the overall adninistration of
this profile even ~ certain of Am!ritech' s ncnregulated
affiliates benefitted fran these functions. If ASI had treated the
administration of this profile as an overhead or ncnbillable work
profile, similar to the wy tbat ASI treated other overhead type
costs, ASI wculd have bil1.ed a ~ia'1 of tJ:1Me ccsts to the
nonregu1ated affiliates that d:l.reCtly received service fran ASI.

0,

U Billable work profiles cantain C08tS that axe directly
billed to the NX:s while nanbillable work profiles conta ; n indirect
costs that are assigned to the MX:s' bills on the basis of direct
costs.

U '!he total costs of this work profile were $207 million.
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The auditors found that AS! billed the nonregulated
affiliates Ameritech Mobile and Ameritech Corporate for data
orocessing services. These bills, however, failed to include any
of the overhead costs associated with the consolidation of
Amey~tech's data centers.

3. AI]; 811oc'r'" 811 OM1;4 of tMyal.~il1Q'nw prcrineR lAd
arzic· ngt liar. in the 17 ritri QAlt: al"r't;igp, em'" (CMO
tA ~.t;wi "...time. ASI established several work profiles
that it de,ignid to study new products or services that might be
offered as either regulated or Donregulated sem.ces. eu.n:ent ASI
allocation procedures allocate the cost of these work profiles to
regulated cost pools. ASI supports this J;X)licy by~ that
none of the ser.rices or products being studied were listed Ul the
Ameritech CAM. ASI argues that if the product or service is not
listed in the CAM then the costs should be assigned entirely to the
regulated cost pool. .

. Based en this criteria, the followin.; represents exmcples
of activities that ASI clusified as diJ:eetlyassigned. to regulated
activity that auditors believe benefit ncI1regu.lated operations:
060087--Ameritech Directory search; 06008B--Marketing New
Applications DeveJ.ccment; 060092--New Product DeYeloplent; 060093-­
New Products - c:fs, ~, Video; 100009--Speech TechnologieS
Evaluaticn; 100010--Video Catfereccing Prototype; and 100017--HLmIIn
Factors Technology.

Because AS! charges all costs for developing future
products to regulated activities, ASI has clearly eStablished a
classification system that is biased agai.ns1; aui~~ cost
to nom:egulated activi1;Y. Even when AS! determ.nes that it has
developed a ncnregulated product, no machani.an exists to reallocate
those costs. A reepawe fran an AS! eJII)loyee that meed, "NoDe of
my products wre xatregUlated when I was \tJO%'kiD; an them,"
dem::i3strates A9I' s d.:i.aregard for reuanahle allocation methods for
new products am services.

'D1e audit t~ believes tbat seeticn 64.901 of the FCC
roles for n8W producta aD:! aervi.cu rec:auires ASI to _ign all work
that A9I doeIi mt perfcmn exclusively for either regulated or
nonregulateci aetivities to a shared cost pool with a J:easonable
basis of allocatial applied.

4. MT fB". t;Q bill eM ,"'..'".., efU:Uat;e.

=t=~C1.tricn~ter1'm:=~:~~
P%'CV1.de bus 8 custCll8rS with advanced data c::emrum.cat:LCDS
sem.ces based on knowledge obtained fran trials in Ameritech Is
SWitched Multimegabit Data sernce (SK)S). ASI chazged certain
developrent costs of services new provided by this eatpany to work
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profile 100018. All costs in this work profile were charged to the
AOC.s t regulated operations.

5.. The au"; tors fmm" that AlI ; "cprrectly oba:r;mri the
Penona ] crmmvrlcatigps Scyice. trial to Account 6535« Engineering
Eacgepse, The lS' 1_ 0' .,.if:ie;at:.igp. 'bnuld haD bem to At;c;gunt
6727, Ru,p and DImll', nt, ". m"'i ton .1'0 £t;nmd t;bat: AlI
fail'" to dim;t:l)" ,··iSJil t',. pCS tri.1 t;Q !?C?Z'tftSJUl.tlld activity M
rerarinci by tbe FCC'. aftiliat;e t:rrMeticc :ul., Part 32 of the
FCC rules states that an investigation aimed at the discovery of
new knowledge or translating research findings into a plan or
design for a new p:rcduct should be charged to Account 6727,
Research and Developnent. 15 '!be Engineering expense account
includes the fundamental planning and preliminary work of any
potential undertakings. 'Ib! PCS trial is a trial of a proposed new
nonregu1ated service that included 100 base stations, 400 users and
one PCS provider. ASI should have classified the PCS trial as
research and developnent.

ASI incorrectly assigned the PCS Trial costs to a shared cost
pool that assigns Only 0,1 percent of its costs to nonregulated
~tions. ASI~ these costs to a cost pool that cu:e
directly assigned to ted activity. section 64.901(0) (2)
of the FCC's roles requires that c:osts shall be directly assigned'
to either regulated or nonregulated activities whenever possible.

'!be econani.c justificaticn that ASI~ in establishing
the work profile states, "1aaritech believes it is likely that PCS
will be aefiIled lJy J:egU1atory bodies as a CCilpel:itive service
available fran tmJltiple PCS p;oviders, We have assumed such an
industry structure in the deVelopnent of the trial architecture."

In determining its classification of costs the~ stated
that the PCS Trial had two objectives: (i) to evaluate the
technical and marketing upects of PCS for the~ public, and
(ii) to evaluate the ability of the switc:bec1 telephone network
utilizing ISIN a1Xl m functiOnalities to provide features to PCS
providerS ,

!he~ acknowledged that the pzoject' s technical am
marketing evaluation indicated that sane aspects of the project
could potentially fall into the categol:Y of enhanced s~ces

",

15

rules.
see description of Acccunt 32.6727 in Part 32 of the FCC
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