New Networks Institute


Summary of Basis For Claims

Based on the findings of audits of the Regional Bell Operating Companies conducted by the Federal Communications Commission (FCC) indicated on the attached Form 211,
 the taxpayer appears to have taken depreciation expenses of assets with a supposed value of billions of dollars that “could not be found” or were “unverifiable”. The taxpayer may have taken depreciation and other associated charges against earnings for purposes of SEC reporting in one or more prior years. 

“The Audits Branch
 examined the accounting records of the Southwestern Bell Telephone Company ("SWBT")
 related to central office equipment ("COE")
 to determine whether its reported investment in COE represents property used and useful in the provision of telecommunications services.  We compared descriptions of equipment in SWBT's basic property records to its physical equipment to verify the existence of the equipment described in the records and recorded in the plant accounts.  The basic property records we audited consist of the carrier's continuing property records ("CPR") and records supplemental thereto.
  The Commission's rules require carriers to maintain updated descriptions and locations of each of their in-service plant assets so that the equipment may be readily spot-checked for proof of physical existence.
 

However, though the FCC, a government agency, is working on the “regulatory” issues and phone-rate issues, there is no indication from any source that the FCC has been or will be pursuing the Tax issues that fall into the purview of the Internal Revenue Service. 

It is clear from the FCC that these accounts are used to set not only phone rates, but also depreciation rates.
 

“Accurate plant account balances are important because policymakers use them to evaluate, among other things, financial results, regulated/nonregulated cost allocations, jurisdictional separations allocations, depreciation rates, initial prices, low-end earnings adjustments and productivity factors for price cap companies, inputs for forward-looking cost models for calculating universal service support, interconnection agreements, and access charges.

As we understand the taxpayer’s SEC filings and related public statements,
 the assets in question are composed primarily of the physical plant used by the taxpayer to connect its telephone service subscribers. These audits only represented approximately ¼ of network plant components, wiring and switches that could have been audited. 

It appears that the Taxpayer continued to depreciate billions of dollars of equipment that was either missing, could not be found, or identified, was not in use or abandoned for SEC reporting purposes. As stated in the Southwestern Bell  (SWBT) audit. (There were seven separate audits for the original seven Regional Bell Holding Companies)

“Specifically, in our audit of a random sample of 1,080 line-items
 from SWBT's CPR for Hard-wired Equipment, we found that 21.8 percent of the records that we sampled contained substantive deficiencies and did not comply with the Commission's rules.  Of these deficient records, 8.8 percent described equipment that could not be found by the auditors or by company representatives ("not found" equipment).  The remaining 13.0 percent could not be verified with certainty because the equipment shown to the auditors could not be matched to the record in some important respect such as location or description.  Based on these findings, we estimate that SWBT's investment related to Hard-wired Equipment is overstated by approximately $221.6 million.  This estimate, however, does not take into consideration the amount of equipment in the 13.0 percent of sampled records that could not be verified definitively.

“In addition to finding errors in SWBT's CPR for Hard-wired Equipment, we found that a significant number of line-items in SWBT's CPR contain the notation "Undetailed Investment" or "Unallocated Other Costs."  These items had no description of either the equipment or its location, in apparent violation of the Commission's rules.  We found 46,900 such line-items representing $923.8 million in Undetailed Investment.  SWBT has not shown any specific physical plant or provided sufficient or convincing cost support data relating to any of the line-items for Undetailed Investment.  We also found more than 66,800 line-items representing $157.4 million in Unallocated Other Costs.  We are deferring final determination on the amounts associated with Unallocated Other Costs until we receive sufficient documentation from the company explaining the nature of these costs.  

If this is correct, then the taxpayer may have received substantial tax benefits in connection with the write-off of assets that were missing. As we understand it, this would be improper, since assets that may only be depreciated in accordance with specific provisions of the Tax Code and associated regulations. 

And this involves a tremendous amount of money. As stated by the FCC

 "We note that audits of the continuing property records (CPR) of the Regional Bell Operating Companies (RBOCs) are before the Commission, as are the results of a joint State-Federal audit of GTE’s CPRs. The CPR audits found that, combined, these carriers could not account for approximately $5 billion of central office equipment." 

And this was only the tip of the iceberg. The Reports indicated that an additional $13.6 billion dollars of equipment was categorized as “No Assets Found” or  “Unverifiable Assets”. Therefore, the audit had a total of  $18.6 billion dollars of questionable charges.  In short, 19% of the Bells’ total network surveyed was missing or couldn’t be verified. 

Total Bell Money Found in FCC Audit 

(Not Counting Penalties and Interest)

	Ameritech
	$2,145, 610

	Bell Atlantic
	$3,317,018

	BellSouth
	$1,920,761

	NYNEX
	$2,558, 057

	Pac Bell
	$2,925, 505

	Southwestern Bell (SBC
	$2, 216, 603

	US West
	$3, 527, 468

	Total
	$18, 611, 022


Other commentors have corroborated the work done by the FCC. For example, The New York State Attorney General’s office found the audits to be credible and thorough. 
 

“Because the audit appears to have been carried out with thoroughness and rigor and because its recommendations and conclusions have a very significant potential impact on New York residential and business phone customers, we urge the FCC to order that NYNEX/Bell Atlantic North show cause why the conclusions reached and the recommendations made by the ASD auditors should not be adopted.”

And they stand by the work, refuting the Bell’s findings. (Page 6) 

“Although NYNEX/Bell Atlantic North criticizes the ASD’s (Accounting Safeguard Division of the FCC) sampling methodology and statistical analyses at some length, the company’s arguments are unconvincing.”

Another  New York regulator, The New York State Public Service Commission independently found identical problems with the Bells’ records and missing equipment. (Comments, New York State Public Service Commission, 9/13/99, Page 2)

“First, we preliminarily agree with the Common Carrier Bureau's finding that certain central office equipment in Bell Atlantic-New York (BA-NY’s) CPR does not exist in the BA-NY’s inventory. Upon further examination the weakness appears to be one associated with inadequate recordkeeping. BA-NY did not record retirements, location changes and did not maintain the underlying cost support.” 

“Secondly, the Common Carrier Bureau’s conclusion that BA-North was unable to verify the existence of certain unspecified (undetailed and unallocated) plant investment was confirmed by our staff. Our preliminary audits confirmed the Bureau’s findings that BA-NY was unable to physically verify or prove cost support for any of this plant, which the company continued to include as assets on its books. There do not appear to be internal control associated with these entries.”

And more to the point, the material covered in these reports does effect the depreciation expense taken. According to the General Services Administration 

“The gross plant investment is the same on the financial books as on the regulatory books, unlike the depreciation reserve situation described above. The audits indicate, therefore, that the ILEC financial book gross plant investment is also over-stated. A depreciation rate applied to overstated plan balances results in overstated depreciation expense.“ 

Also, the GSA states that only ¼ of the network has been examined and the rest may also have serious problems.

“Secondly, audits were only performed on what should be the easiest plan to keep track of: hard-wired central office equipment. Such equipment only represents about a quarter of the ILEC gross plant investment. The overstatement of portable plug-ins and outside plant facilities may be even greater. “
Based on the previously presented material, then, the actual amount of “Missing equipment” could be $20 billion, while the total of unverifiable (counting missing equipment as well) could reach  $75.4 billion, not counting penalties and fees. 

In this regard, we believe that the taxpayer may have known at the time the depreciation expenses were being made against Vaporware. In the latter case, we are concerned that the taxpayer might have taken the write-offs for tax purposes in (purported) good faith at the time, but then failed to amend the returns on which those tax benefits were reflected.  The IRS is in a better position than we are to assess whether any duty to amend those returns existed and any implications of the taxpayer’s failure to do so.

The person filing Form 211 has no access to the taxpayer’s filings with the IRS and so cannot assess the degree to which the write-offs reflected in the taxpayer’s SEC filings produced tax benefits.  Perhaps the write-offs were made for SEC reporting purposes only.  Perhaps the assets in question were already fully depreciated for tax purposes at the time of the write-offs.  In those cases, as we understand it, the write-offs (whether proper or improper for SEC purposes) would not appear to have produced tax benefits.

The question of whether the taxpayer received tax benefits from these write-offs, however, is easily ascertainable by the IRS. What the IRS was most likely not aware of is the taxpayer’s essential keep accurate books and make accurate assessments of their tax liability and depreciation expenses. .  The basis for the claim for reward in the attached Form 211 is our bringing that fact to the attention of the IRS.

Now that the IRS is aware of the issue, we expect that the IRS, through the use of its audit/investigative powers, can easily determine the extent to which any improper tax benefits were actually received by the taxpayer. Without purporting to intrude on the exercise of those powers, it seems to us that a simple first step would be to directing the taxpayer to provide a schedule reconciling the assets covered by the write-offs and the assets actually removed from service at the time the write-offs were claimed for tax purposes.  Investigation and audit of that schedule would then determine the extent to which tax benefits were improperly received.

We request a reward for bringing these facts to the attention of the IRS in the range of 30% to 40% of the additional tax payments recovered from the taxpayer on the basis of the facts set forth here.

� 	We assume, but cannot know for certain, that the taxpayer(s) in question file a single consolidated return reflecting the activities of all subsidiaries of the parent corporation.  As we understand the normal practice based on Federal Communications Commission accounting rules, the assets affected by the claims made in this Form 211 are typically recorded on the books of individual telephone company operating subsidiaries, not directly on the books of the parent corporation.  Even so, we will refer to the entity in question here as “taxpayer” in the singular.


     �  The Audits Branch is located in the Accounting Safeguards Division of the Common Carrier Bureau.  The Audits Branch is responsible for, among other things, conducting field audits and investigations of regulated carriers; reporting results of field audits and investigations; assisting in the evaluation of findings; and recommending follow�up action to correct deficiencies, including changes and improvements in carrier accounting and reporting systems and other related procedures.


     �   Southwestern Bell Telephone Company is a subsidiary of SBC Communications, Inc., and provides local telephone service to customers in Arkansas, Kansas, Missouri, Oklahoma and Texas.  On April 1, 1997, SBC Communications completed its merger with Pacific Telesis, the holding company of Pacific Bell and Nevada Bell.  For the purposes of this report, we will be referring to Southwestern Bell Telephone only. 


     �  COE generally includes switching and circuit equipment recorded in Part 32 accounts 2211 (Analog electronic switching), 2212 (Digital electronic switching), 2215 (Electro-mechanical switching), 2220 (Operator systems), 2231 (Radio systems), and 2232 (Circuit equipment).  47 C.F.R. ?? 32.2211, 32.2212, 32.2215, 32.2220, 32.2231, 32.2232.


     �  See 47 C.F.R. ? 32.2000(e)(3).


     �  47 C.F.R. ? 32.2000(f)(5).


�  Federal Communications Commission�PRIVATE ��, Common Carrier Bureau, Accounting Safeguards Division, DECEMBER 22, 1998, Audit of the Continuing Property Records of , Southwestern Bell Telephone Company, As of June 30, 1997, Revised Audit Report, Pursuant to Public Notice DA 99-2282, October 22, 1999, page 


� 	Excerpts from these documents are attached.


�  A "line-item" or record in the CPR provides information necessary to identify the location, quantity, vintage, account code, and dollar investment for specific equipment.


�  (Further Notice Of Proposed Rulemaking, 99-117 et al, 4/3/2000, page 7





� (CC Docket No. 99-l 17 Comments in Response to April 6, 1999 Notice of Inquiry: ASD File No. 99-22, Audit of Continuing Property Records of the NYNEX Telephone Operating Companies Also Known As Bell Atlantic North, page 5)


� Comments of the General Services Administration, 99-117, April 14th, 2000). 








