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May 10, 2016
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Cable Franchise and Public, Education, and Government (PEG) Fee
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In accordance with the Fiscal Year 2016 Annual Audit Work Plan, the Office of the City Auditor
has completed the Cable Franchise and Public, Education, and Government (PEG) Fee Audit.
The audit report presents three findings with a total of nine recommendations. The Office of
the City Auditor recommends that the Policy and Services Committee review and recommend
to the City Council acceptance of the Cable Franchise and PEG Fee Audit.
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EXECUTIVE SUMMARY
Cable Franchise and PEG Fee Audit
May 10, 2016

PURPOSE OF THE AUDIT:

The audit objectives were to determine whether and to what degree, from July 1, 2010, through June 30, 2014:

e The City of Palo Alto accurately accounted for its receipt of franchise and public, education, and government (PEG) fees
and met its oversight responsibilities regarding the Media Center’s use of PEG access fees.

e Comcast and AT&T collected and promptly remitted the appropriate amount of franchise and PEG fees.

e The City established and sufficiently defined roles and responsibilities to administer its cable communications program
and state franchises awarded to Comcast and AT&T.

REPORT HIGHLIGHTS

Finding 1: The Media
Center did not restrict its
use of $340,000 of annual
PEG fees to capital
expenditures as required
by the federal Cable Act
(Page 8)

Finding 2: Comcast and
AT&T did not remit the full
amount of franchise and
PEG fees due. (Page 14)

The Media Center inappropriately used an annual average of $340,000 of public, education,
and government (PEG) fees, or $1.4 million during the audit period, paid by cable television

subscribers in the Cable Joint Powers areas, for operating expenses. Neither the City nor the
Media Center enforced the federal law that restricts the use of PEG fees to capital expenses
associated with PEG access facilities.

Key Recommendations to the City Manager’s Office:

o Assess the need for the City to continue collecting PEG fees, adjust the fee, or discontinue
collecting the fee based on the need for future capital expenses related to PEG access
facilities.

e Coordinate with the other JPA jurisdictions regarding potential amendments to their
municipal codes based on adjustments made to the PEG fee requirement.

o If the PEG fee is retained, establish criteria for how PEG fees may be used and require
documentation and review of expenditures to ensure compliance with the federal Cable
Act.

e Determine whether to allocate a portion of the unrestricted franchise fees or other funds
to subsidize the Media Center’s operations.

Comcast and AT&T did not always calculate the fees due in accordance with DIVCA and the
municipal code of each of the Cable Joint Powers. As a result, Comcast underpaid about
$141,000 in franchise and PEG fees from July 1, 2010, through June 30, 2014, and AT&T
underpaid about $76,000 from July 1, 2011, through September 30, 2014.

AT&T’s underpayments are estimated because it did not provide sufficient records for us to
verify the accuracy of franchise and PEG fee payments. In addition, AT&T’s underpayments
are for all of Santa Clara and San Mateo Counties because it remitted fees collected from
subscribers in the unincorporated county areas directly to the counties and could not provide
the information needed to calculate the amounts due only to the Cable Joint Powers (see
scope limitations section on page 5).

Comcast and AT&T will owe interest, calculated at the highest prime lending rate during the
delinquency period plus 1 percent, on underpaid fees, as required by DIVCA. DIVCA also

Office of the City Auditor e 250 Hamilton Avenue, 7" Floor e Palo Alto, CA 94301 e 650.329.2667
Copies of the full report are available on the Office of the City Auditor website at:

http://www.cityofpaloalto.org/gov/depts.aud/reports/performance.asp
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requires that AT&T pay the City for its portion of the audit costs because AT&T’s
underpayment exceeds 5 percent of the amount that it should have paid.

Key Recommendations to the City Manager’s Office:

o Send letters to AT&T and Comcast demanding payment of the underpaid franchise and
PEG fees, interest due, and for AT&T, its portion of the audit costs.

o Work with AT&T and Comcast to develop methods to ensure accuracy of their address
databases and the basis for determining the revenues on which franchise and PEG fees
should be calculated.

e Review franchise and PEG fee payments to ensure they were calculated based on the
established criteria and promptly follow up on discrepancies.

Finding 3: Roles and The City has not clearly assigned or defined roles and responsibilities for its cable
responsibilities for communications program or effectively managed the program to ensure that funds are used
managing the City’s cable appropriately and that program outcomes are consistent with the City’s and residents’ cable
communications program communications needs.

are not clearly defined or

. Key Recommendations to the City Manager’s Office:
assigned (Page 21)

o Assign responsibility for the City’s cable communications program and require the
assigned department to provide appropriate program oversight.

e Submit a draft ordinance to the Palo Alto City Council recommending revisions to the Palo
Alto Municipal Code based on the revised assignment of roles and responsibilities.

Comcast and AT&T Underpaid Franchise and PEG Fees by Revenue Category
July 1, 2010, through June 30, 2014

Comcast - July 1, 2010, through June 30, 2014

Advertising Revenue $3,797 $7,506 $18,455 $35,259 $3,937 $1,406 $70,360
Flat fees $1,973 $6,499 $8,783 $17,145 $1,821 $428 $36,649
CPUC and FCC Fees $1,139 $2,233 $5,329 $10,276 $931 $320 $20,228
Unreturned Equipment $53 S75 $143 $315 $17 $603
Underpaid Franchise Fees  $6,962 $16,313 $32,710  $62,995 $6,706 $2,154 $127,840

Underpaid PEG Fees $8,548 $4,197 $12,745

Total Due from Comcast  $6,962 $16,313  $32,710  $62,995 $15,254 $6,351 $140,585
AT&T - July 1, 2011, through September 30, 2014%2

Santa Clara County Revenue & Adjustments $542 $2,261 $2,837 $6,215 $4,455 $4,006 $20,316
Advertising $126 $503 $814 $2,025 $1,212 $1,032 $5,712
Unreturned Equipment S164 $4,231 $1,152 $2,197 $5,280 $5,280 $18,304
Other Revenues (Repair, Installation, etc.) $108 $462 S444 $1,050 $1,017 $1,017 $4,098
Underpaid Franchise Fees $940 $7,457 $5,247 $11,487 $11,964  $11,335 $48,430

Underpaid PEG Fees $2,126  $25,091 $27,217

Total Due from AT&T $940 $7,457 $5,247 $11,487 $14,090 $36,426 $75,647
Grand Total Due from Comcast and AT&T  $7,902 $23,770  $37,957 $74,482 $29,344 $42,777 $216,232

! The figures shown for Santa Clara and San Mateo Counties include AT&T underpayments for all county areas because AT&T did not provide
sufficient information to calculate underpayments specific only to the Cable Joint Powers.

2 Some AT&T underpayments are estimates because AT&T did not provide all requested records.

Source: Comcast and AT&T financial records
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The audit objectives were to determine whether and to what
degree, from July 1, 2010, through June 30, 2014:

e The City of Palo Alto accurately accounted for its receipt of
franchise and public, education, and government (PEG) fees and
met its oversight responsibilities regarding the Media Center’s
use of public, education, and government PEG access fees.

e Comcast and AT&T collected and promptly remitted the
appropriate amount of franchise and PEG fees.

e The City established and sufficiently defined roles and
responsibilities to administer its cable communications program
and state franchises awarded to Comcast and AT&T.

The California Digital Infrastructure and Video Competition Act
(DIVCA) of 2006 gives the California Public Utilities Commission sole
authority to issue video and cable franchises to companies that
provide such services within the state. DIVCA requires a franchise
holder to pay a franchise fee of 5 percent of its gross revenues to
each jurisdiction served, unless the jurisdiction adopts an ordinance
that sets a lower fee, as rent or toll for using the public rights-of-
way. DIVCA requires franchise holders to provide PEG access
channels within each jurisdiction served, and jurisdictions may
adopt an ordinance that establishes a fee to support PEG channel
facilities. DIVCA limits the PEG fee to 1 percent of the franchise
holder’s gross revenues for entities that did not assess a PEG fee
prior to December 31, 2006. The federal Cable Communications
Policy Act of 1984 (Cable Act), 47 U.S.C. § 542, restricts the use of
PEG fees to capital expenses associated with PEG access facilities
when the fee is assessed in addition to a franchise fee, but allows
paid advertising, underwriting, or sponsorships to fund PEG-related
activities. Franchise holders may pass both the franchise and PEG
fees on to their cable subscribers. DIVCA requires franchise holders
to maintain records so the local entities can assess the accuracy of
franchise and PEG fee payments.

The cities of Palo Alto, Menlo Park, and East Palo Alto; the Town of
Atherton; and unincorporated portions of San Mateo and Santa
Clara Counties created a Joint Powers Authority (JPA) in 1983 to
obtain cable television service within these jurisdictions. The JPA
members are known as the Cable Joint Powers. Two cable franchise
holders, Comcast and AT&T, currently serve the Cable Joint Powers.
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Palo Alto administers and enforces the state franchises on behalf of
the Cable Joint Powers through an agreement among the members.
A working group comprised of Cable Joint Powers members
considers cable and video service-related issues related to state
franchises.

The Palo Alto Municipal Code (Municipal Code) requires each
franchise holder to activate seven PEG access channels on its
network. It sets the cable franchise fee at 5 percent of the franchise
holder’s gross revenues and the PEG support fee at 88 cents per
month per subscriber. The other Cable Joint Powers members have
similar requirements, except Santa Clara County requires a PEG
support fee that is the higher of 1 percent of gross revenues or 88
cents per subscriber, limited to 3 percent of gross revenues, and
San Mateo County requires a PEG support fee that is the higher of
1 percent of gross revenues or 88 cents per subscriber.

The Municipal Code defines roles and responsibilities for managing
the City’s cable communications program:

e The Office of the City Clerk is responsible for managing the
City’s cable communications program.

e The City Manager designates a cable coordinator to administer
and provide oversight of state franchises in the City.

e The City may designate one or more entities, including itself, to
control and manage the use of PEG access channels and any
PEG facilities and equipment.

The City, through its Information Technology (IT) Department,
contracts with an individual who serves as the City’s cable
coordinator to oversee and manage the cable communications
program. This position was formerly managed in the Administrative
Services Department (ASD) but was moved under the oversight of
IT when IT became a separate department from ASD.

Palo Alto distributes the franchise fees to each of the Cable Joint

Powers based on the percentage of fees derived from Comcast’s

and AT&T’s subscribers within each jurisdiction, after:

e Reimbursing Palo Alto for its costs to administer the state
franchises, including the fees paid to the cable coordinator.

e Paying the costs of regulatory and oversight functions.

e Paying for other cable- or video-related activities that benefit
the area in which the revenue was generated.
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In 2001, the Palo Alto City Council designated the Midpeninsula
Community Media Center, Inc., (Media Center) as the community
access organization to meet the Cable Joint Powers’ existing and
future PEG access needs. The City’s 2011 contract with the Media
Center requires Palo Alto to remit all of the PEG fees it receives
from Comcast and AT&T on behalf of the Cable Joint Powers to the
Media Center. The City separately contracts with the Media Center
for cablecasting services, including broadcasting Palo Alto City
council and committee meetings via cable television.

Palo Alto currently receives about 50 percent of the allocated
franchise fee revenues. Exhibit 1 shows the distribution of franchise
fees to the Cable Joint Powers, and Exhibit 2 shows the total PEG
fees received and remitted to the Media Center from July 1, 2010,
through June 30, 2014.

Exhibit 1: Franchise Fee Payments to Each Jurisdiction

FY 2011 FY 2012 FY 2013 FY 2014
Jurisdiction Comcast AT&T* Comcast AT&T* Comcast AT&T* Comcast AT&T*

Palo Alto $688,735 $96,631 $678,092 | $131,907 $716,504 | $137,738 $735,326 |$135,902
Menlo Park $384,301 $34,815 $380,990 $49,218 $399,290 | $55,996 $412,231 | $64,065
East Palo Alto $130,772 $21,645 $130,560 $28,915 $135,299 | S$34,505 $137,082 | $39,495
Atherton $105,734 $5,981 $105,191 $8,955 $111,060 | $10,524 $116,765 | $10,735
Santa Clara County $82,831 - $84,322 - $92,266 - $100,399 -
San Mateo County $32,917 - $33,084 - $33,869 - $34,019 -

Total | $1,425,289 | $159,072 | $1,412,239 | $218,995 | $1,488,289 | $238,763 | $1,535,822 | $250,198

*No revenue is shown from AT&T for Santa Clara and San Mateo Counties because AT&T remitted all of its franchise fee payments for
Santa Clara and San Mateo Counties directly to the counties.

Source: City of Palo Alto financial records

Exhibit 2: PEG Fees Remitted to the Media Center

FY 2011 FY 2012 FY 2013 FY 2014
Jurisdiction Comcast AT&T’ Comcast’ AT&T’ Comcast’ AT&T’ Comcast’ AT&T’

Palo Alto $156,306 | $19,573 $251,013 | $25,440 $297,289 $26,978 $294,613 $28,062
Menlo Park $79,199 $6,693 $25,811 $8,990 - $10,620 - $12,305
East Palo Alto $33,495 $4,117 $10,849 $5,279 - $6,643 - $7,958
Atherton $15,736 $1,072 $5,157 $1,479 - $1,774 - $1,918
Santa Clara County $15,368 - $5,120 - - - - -
San Mateo County $5,944 s $1,975 s - s - -

Total| $306,047 | $31,455 $299,925 | $41,188 $297,289 $46,016 $294,613 $50,243

! Starting in November 2011, Comcast stopped providing a detailed breakdown by jurisdiction; total PEG fees are shown under Palo Alto.
? No revenue is shown from AT&T for Santa Clara and San Mateo Counties because AT&T remitted all of its PEG fee payments for Santa
Clara and San Mateo Counties directly to the counties.

Source: City of Palo Alto financial records
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Palo Alto established the Cable Fund as a restricted-use fund for
nonrecurring cable-related revenue, such as settlements and
grants. The fund is used to carry out specific actions required by the
policy. The fund’s balance was $759,000, including about $4,000 in
interest receivable, as of June 30, 2014. In FY 2015, the City began
using the Cable Fund to record franchise and PEG fee remittances
from the cable companies and to allocate the fees to the Cable
Joint Powers and the Media Center, respectively.

Exhibit 3 summarizes the main components of the cable
communications program, which generates $2.1 million in revenues
and incurs $436,000 in expenditures annually for the Cable Joint
Powers.

Exhibit 3: Summary of Estimated Annual Cable Communications Program

FY 2014 Revenues and Expenditures

Program Revenues Collected from Comcast and AT&T

Franchise fees

PEG fees
Total
Program Expenditures

Management and
oversight

Media Center*

Institutional Network
(I-Net) operation and
management

Total

Estimated Net Annual
Program Revenues*

$1.8 million - distributed to the Cable Joint Powers, after deducting the City’s expenses,
based on the percentage of fees generated within each area

$345,000 - all remitted to the Media Center (see program expenditures below)
$2.1 million

$48,000 - consultant (cable coordinator) costs, allocated to the Cable Joint Powers

$14,000 - other costs (cable program oversight, accounting, procurement, financial
statement preparation, legal, audit, etc.), allocated to the Cable Joint Powers

$345,000 in pass-through PEG fees to the Media Center

$29,000 - Comcast contract costs for use of I-Net fiber, allocated to the Cable Joint
Powers through the Cable Fund

$436,000*

$1.7 million - net unrestricted Cable Joint Powers revenues

* An additional $125,000 for cablecasting services (i.e., broadcasting via cable television), including Palo Alto City Council and committee
meetings, is associated with the City’s contract with the Media Center and is not allocated to the Cable Joint Powers or included in the
estimated net annual program revenues shown above.

Source: Estimates based on City of Palo Alto financial records, staff reports, and contracts

We assessed the City’s oversight of its cable communications
program and the use of franchise and PEG fee payments that
Comcast and AT&T collected from cable subscribers in the Cable
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Joint Powers areas and remitted to Palo Alto from July 1, 2010,
through June 30, 2014. We also reviewed Cable Fund activity from
its inception in 2000. We did not review changes that the City made
after the audit period for how it accounts for franchise and PEG
fees and use of the Cable Fund.

Despite repeated requests, AT&T did not provide all information
needed to perform a complete review of the accuracy and
completeness of the franchise and PEG fees it remitted to Palo Alto.
As a result, The Buske Group sometimes estimated AT&T’s
underpayment of franchise and PEG fees based on common
industry practices.

We intended our audit to cover four years, based on DIVCA’s data
retention provision, but AT&T only provided three years of data
based on the DIVCA provision that requires claims for refunds or
other corrections to be made within three years and 45 days of the
end of the quarter for which compensation was remitted, or three
years from the date of remittance, whichever is later. However,
AT&T provided information for July through September 2014,
which was not originally included in the audit period.

AT&T remitted fees collected from subscribers in unincorporated
Santa Clara and San Mateo Counties directly to the counties and
could not provide the information needed to calculate the amounts
due for the unincorporated areas specific to the Cable Joint Powers.
As a result, the audit report includes estimates of AT&T’s franchise
and PEG fee underpayments for all of Santa Clara and San Mateo
Counties, including areas that are not in the Cable Joint Powers.

To conduct this audit, we:

e Reviewed federal, state, and local regulations regarding
collection and use of franchise and PEG fees.

e Assessed the City’s process to calculate and remit franchise and
PEG fees to the Cable Joint Powers and the Media Center,
respectively.

e Reviewed the City’s and the Media Center’s financial records to
determine whether franchise and PEG fees were used
appropriately.

e Interviewed the cable coordinator and staff in the Office of the
City Clerk, ASD, IT Department, and Media Center to assess
operation and oversight of the state franchises and the City’s
cable communications program.
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e Consulted with the City Attorney for legal advice regarding the
federal Cable Act and DIVCA.

e Contracted with The Buske Group, a subject-matter expert, to
obtain and review Comcast and AT&T records on our behalf to
determine if they collected and promptly remitted the
appropriate amount of franchise and PEG fees to the City.

We assessed the reliability of the Comcast and AT&T data by
interviewing our hired subject matter expert, who was
knowledgeable about the data, and by comparing Comcast and
AT&T address and fee allocation data with Cable Joint Powers
members’ address data to identify any miscoding that could result
in payment misallocation. Except as noted in the Scope Limitations
section above, we determined that the data were sufficiently
reliable for the purposes of this report.

We conducted this performance audit of cable franchise and PEG
fees in accordance with our FY 2014 and FY 2015 Annual Audit
Work Plans and generally accepted government auditing standards.
Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable
basis for our findings and conclusions based on our audit
objectives. Except as noted in the Scope Limitations section above,
we believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objectives.

The government auditing standards require auditors to be free
from external interference or influence that could compromise an
auditor’s professional judgment or create the appearance that the
auditor’s professional judgment may be compromised. Subsequent
to our providing the Media Center with a copy of the draft audit
report and discussing our finding regarding the Media Center’s use
of PEG fees, the Media Center commissioned Sue Buske, president
of The Buske Group, to write a paper supporting the
appropriateness of the Media Center’s use of PEG fees for what we
identified as operating expenses. When Ms. Buske wrote the
opinion, which conflicts with our conclusions, she was under
contract with our office to perform work for a separate audit
objective unrelated to the use of PEG fees, although we had
informed her of the nature of our work regarding the use of PEG
fees. Prior to beginning her work for the Office of the City Auditor,
Ms. Buske had signed an “independence statement” to confirm
that she was not biased (i.e., political, ideological, social, or other
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convictions that might impair her independence related to the
subject matter of the audit) and that she would immediately notify
the City Auditor regarding any new threats to independence that
occurred during the course of the audit or after the report is issued.

Ms. Buske did not notify the City Auditor as required by the
independence statement. When we became aware of this situation
and asked Ms. Buske about the opinion document, she referred us
back to the Media Center. The Media Center indicated that they
would rely on Ms. Buske’s opinion when responding to our audit
finding. Although Ms. Buske’s work on the audit was limited to
determining whether Comcast and AT&T had collected and
promptly remitted the appropriate amount of franchise and PEG
fees, we believe that Ms. Buske’s opinion document and lack of
notification to the City Auditor creates the appearance that the
auditor’s professional judgment may be compromised. To avoid an
independence impairment, we relied on the research and legal
advice that we had obtained during the audit and not on Ms.
Buske’s opinion document.
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Finding 1

$1.4 million of PEG fees used
for operating expenses did not
comply with federal law

Media Center’s records support
that PEG fees were allocated to
operating expenses

The Media Center did not restrict its use of $340,000 of
annual PEG fees to capital expenditures as required by
the federal Cable Act

The Media Center inappropriately used an annual average of
$340,000 of public, education, and government (PEG) fees, or
$1.4 million during the audit period, paid by cable television
subscribers in the Cable Joint Powers areas, for operating
expenses.’ Neither the City nor the Media Center enforced the
federal law that restricts the use of PEG fees to capital expenses
associated with PEG access facilities.

From July 1, 2010, through June 30, 2014, Comcast and AT&T
collected $1.4 million in PEG fees from cable television subscribers
in the Cable Joint Powers areas. They remitted the fees to the City
of Palo Alto, which gave them to the Media Center, as required by
the written agreement with the Media Center. To the extent that
the Media Center used the fees for operating expenses, the
expenditures did not comply with the federal law that restricts the
use of PEG fees to capital expenditures for PEG access facilities.
Federal law does not restrict the use of franchise fees, but does
restrict the use of PEG fees to capital expenses for PEG access
facilities. Because the Cable Joint Powers impose a PEG support fee,
the PEG fee must be used only for capital expenses associated with
PEG access facilities.

Media Center staff provided detailed financial records showing that
it allocated PEG fees to operating expenses, including salaries and
benefits, professional services, janitorial services, maintenance,
outreach, and insurance:

e Incalendar year 2013, $340,000 in PEG funds comprised more
than 40 percent of the Media Center’s operating revenue.

! Because the Media Center’s fiscal years run from January 1 through December 31, we were able to review its financial
records only through December 31, 2013, although our audit period ran through June 30, 2014. The differences in timing do
not affect the issues cited in our findings, although the dollar amounts may differ.

’ The Media Center’s accounting policies in use during the audit period say that it capitalizes the aggregate cost of assets
over $1,500 and expenses maintenance and repair costs as incurred. A 2008 federal appellate court decision ruled that
Congress intended “capital costs associated with the construction of PEG access facilities” to refer to channel capacity
designated for PEG use, as well as for facilities and equipment, including vans, studios, cameras, or other equipment,
related to the use of PEG channel capacity.
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e From calendar year 2010 through 2013, the Media Center had
only $161,563 in capital expenditures associated with its PEG
program, including website redesign, a cablecasting system,
computers, software, and camcorders. Although the Media
Center received $1.4 million in PEG fees during this period and
had only $161,563 in capital expenditures,? it requested, and
the City paid, an additional $52,708 from the Cable Fund for a
portion of the cost of a cablecasting system that the Media
Center purchased.

The Media Center’s August 2014 capital plan did not show planned
capital expenditures through 2018 or plans to construct or expand
PEG access facilities, but Media Center staff said that the Media
Center Board had recently approved spending $579,000 from the
Media Center’s “investment account” to provide high-definition
broadcasting in its studios. The studio update is a potentially
qualifying capital expense for use of PEG fees, but the Media Center
did not identify it as such. Media Center staff provided financial
records in April 2015 showing that it had over $427,000 in capital
expenditures in calendar year 2014 and an equal amount budgeted
for calendar year 2015 for its studio upgrade project. Although
these may have qualified as an appropriate use of PEG fees under
the federal Cable Act, the Media Center used its investment fund
for these expenditures and used the PEG fees for operating
expenses.

The agreement between the City of Palo Alto and the Media Center
requires the Media Center to use PEG funds in a manner consistent
with DIVCA and federal law. It specifically states that PEG fees shall
not be construed to be a franchise fee within the meaning of the
Cable Act, which allows the PEG fees to be used only for capital
costs associated with PEG access facilities. The agreement requires
the Media Center to provide the City with an annual plan and
budget that lists the activities and programs for which it plans to use
funds received from the City during the following fiscal year.
Although the Media Center provided its annual plan and budget as
required, the City’s cable coordinator reviewed the plan based on
the Media Center’s incorrect definition of capital expenditures,
which did not ensure that the Media Center used the PEG fees in
compliance with the Cable Act.

* We did not assess whether these capital expenditures were actually for items that were specific to PEG access facilities.
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The agreement also states that equipment or facilities purchased
with PEG fees or City funds belong to the City upon termination of
the agreement or dissolution of the Media Center. To the extent
that the Media Center used the PEG fees for operating expenses
instead of tangible capital expenses, there is less equipment or
facilities in the Media Center’s possession for potential transfer to
the City upon termination of the agreement.

A 2011 Congressional Research Service report said that more than
100 PEG access centers nationwide have closed due to restrictions
on the use of PEG fees and the lack of other funding to support
operating expenses. Despite the Media Center’s acknowledgment
of those closings, its executive director and the City’s cable
coordinator said they believed that the Media Center was
“grandfathered in” under DIVCA to use the funds as they had under
the City’s prior local franchise agreements. However, neither DIVCA
nor the City’s agreement with the Media Center allow the PEG fees
to be used in a manner other than as prescribed in the federal
Cable Act, and DIVCA specifically requires that PEG fees only be
used “as authorized under federal law.”

Instead of providing all of the PEG fees collected to the Media
Center without knowing if there was a specific capital-expense
need for the fees, the Cable Joint Powers could have used some of
the franchise fees collected to support the Media Center’s ongoing
operations. It was not within the scope of our audit to review how
the Cable Joint Powers members used their allocation of franchise
fees, but the Media Center’s financial statements do not show that
it received franchise fees from any Cable Joint Power members.

The Cable Fund was another option for supporting the Media
Center’s operating costs related to PEG channels. The JPA’s Cable
Fund policy prioritizes support to the Media Center to operate the
PEG channels, but the Cable Joint Powers did not allocate Cable
Fund revenues to the Media Center for operating expenses. Doing
so would have allowed the Media Center to reserve the PEG fees
received for capital expenses associated with PEG access facilities
and be compliant with the federal Cable Act.

A third option would have been for the Media Center to use its
investment account for its operating expenses. The Media Center
already uses this account to offset the portion of its annual
operating expenses that exceed its revenues from PEG fees and
other sources. The investment account, established through a
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charitable contribution received when the former Cable Co-op sold
its principal assets to AT&T, had a balance of $6.4 million as of
December 31, 2014.

Neither the City nor the Media Center collect customer usage and
satisfaction data, such as frequency and duration of resident access
to Media Center PEG channels, ease of access to PEG channels, and
users’ overall satisfaction with PEG channel programming and
transmission quality. The Media Center provided us with a 2004
telephone survey, which showed that about one-third of all
subscriber respondents had watched at least one Media Center
channel and 70 percent of those viewers, or 23 percent of those
surveyed, had watched a City Council or other public meeting - a
lower than anticipated viewership. Consistent with these results,
Palo Alto’s National Citizen Survey™ show a declining trend in PEG
channel viewership. In 2006, 31% of respondents reported that
they had watched a meeting of local elected officials or other public
meeting on cable television, the internet, or other media during the
previous year compared to 16% in 2014.

The above issues may raise questions about the ongoing need for
PEG access channels, particularly because there have been
significant changes in technology since the Cable Act and DIVCA
were enacted, and other options are now available for residents to
obtain local information and programming. A November 2008
Mackinac Center Policy Brief provided insights on the evolving state
of PEG channels:*

e Only a small portion of cable subscribers actually watch the
programming on PEG channels.

e PEG channels do offer some benefits today, including
broadcasts of local government meetings, school concerts,
sporting events, graduation ceremonies, and training
opportunities for aspiring filmmakers.

e The idea that PEG channels offer unique choices to viewers is
outdated. Much of the programming and local information is
available on the internet through websites such as YouTube and
through e-mail groups, rendering PEG channels increasingly
redundant.

* Theodore Bolema, Ph.D., J.D., An Evaluation of Legislative Proposals for Higher Cable Fees to Finance Public, Education and
Government Access Channels (Mackinac Center Policy Brief, November 10, 2008), available at
https://www.mackinac.org/archives/2008/2008-11REGfeesWEB.pdf.
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e There is no real evidence that cable subscribers want more PEG
channels or that PEG cable channel viewing will significantly
increase following the proposed increase in funding.”

We recommend that the City Manager’s Office:

1.1 Consult with ASD, IT, the City Attorney’s Office, and Cable Joint
Powers members to assess the need to continue collecting PEG
fees and adjust the fee based on a demonstrated need for
future capital expenses related to PEG access facilities or
discontinue collecting the fee.

a. Ifitis determined that the PEG fee should be adjusted or
discontinued, submit a staff report to the City Council with
a recommendation to amend the Municipal Code to reflect
the revised fee or to eliminate the requirement and
recommend to the other Cable Joint Powers members that
they do the same.

b. Ifitis determined that the PEG fee should continue to be
collected:

e Amend the agreement with the Media Center to
remove the requirement for the City to remit all PEG
fees collected to the Media Center.

e Coordinate with ASD, the City Attorney’s Office, and the
Cable Joint Powers to develop and implement criteria
for the use of PEG fees to ensure compliance with the
federal Cable Act, and that the fees are set at a level
appropriate for anticipated and necessary capital
expenses.

e Place the PEG fees in a restricted account and distribute
them based on City-approved capital expenditures that
meet federal Cable Act requirements.

e Require that semi-annual documentation of
expenditures be provided and adopt procedures to
review the documentation to ensure that PEG fees are
spent only as allowed by the federal Cable Act and take
immediate corrective action as necessary.

> This was in reference to proposed amendments to Michigan state law that would have removed several legal limitations
on the amount of PEG fees that local governments could charge cable companies to finance local PEG channels.
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1.2 Consult with ASD, IT, the City Attorney’s Office, and the Cable
Joint Powers on whether to allocate a portion of the
unrestricted franchise fees or other funds, instead of
restricted-use PEG fees, to subsidize the Media Center’s
operations or to discontinue subsidizing the Media Center’s
operations. Based on the resulting recommendation, the City
Manager’s Office should make recommendations to the
Council regarding appropriate future funding, if any, for the
Media Center.
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Finding 2 Comcast and AT&T did not remit the full amount of
franchise and PEG fees due

Comcast and AT&T did not always calculate the fees due in
accordance with DIVCA and the municipal code of each of the Cable
Joint Powers. As a result, Comcast underpaid about $141,000 in
franchise and PEG fees from July 1, 2010, through June 30, 2014,
and AT&T underpaid about $76,000 from July 1, 2011, through
September 30, 2014.°

AT&T’s underpayments are estimated because it did not provide
sufficient records for us to verify the accuracy of franchise and PEG
fee payments. In addition, AT&T’s underpayments are for all of
Santa Clara and San Mateo Counties because it remitted fees
collected from subscribers in the unincorporated county areas
directly to the counties and could not provide the information
needed to calculate the amounts due only to the Cable Joint
Powers (see scope limitations section on page 5).

Comcast and AT&T will owe interest, calculated at the highest
prime lending rate during the delinquency period plus 1 percent, on
underpaid fees, as required by DIVCA. DIVCA also requires that
AT&T pay the City for its portion of the audit costs because AT&T’s
underpayment exceeds 5 percent of the amount that it should have
paid.

Comcast and AT&T underpaid Comcast underpaid the Cable Joint Powers about $128,000 in
$216,000 in franchise and PEG franchise fees and $13,000 in PEG fees, and AT&T underpaid about
fees $48,000 in franchise fees and $27,000 in PEG fees.’

Comcast and AT&T underpaid franchise and PEG fees because they
did not always comply with provisions of DIVCA and the Cable Joint
Powers’ municipal codes that require:

e Payment of a 5 percent franchise fee based on gross revenues
for all charges billed to subscribers for cable or video service
provided by the franchise holders and their affiliates, including

®ATRT provided data for July 1, 2011, through September 30, 2014, based on the DIVCA requirement for local entities to
make claims for underpayments within three years and 45 days of the end of the quarter for which compensation was
remitted or three years from the remittance date, whichever is later.

7 AT&T’s estimated underpayments shown in this report include all of Santa Clara and San Mateo Counties because AT&T
does not maintain its records in a manner that would allow us to calculate underpayments only for the unincorporated
county areas that are within the Cable Joint Powers geographical area.
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revenue related to programming provided to the subscriber,

equipment rentals, late fees, and insufficient fund fees.

e Payment of an $0.88 PEG fee per subscriber, except for Santa
Clara and San Mateo Counties, which require the fee to be the
higher of $0.88 per subscriber or 1 percent of gross revenue.

Exhibit 4 summarizes the amount of underpaid franchise and PEG

fees for each of the Cable Joint Powers members.

East Palo Menlo Palo Santa San
Revenue Category Atherton Alto Park Alto Clara Mateo Total
Comcast - July 1, 2010, through June 30, 2014

Advertising Revenue $3,797 $7,506  $18,455  $35,259 $3,937 $1,406 $70,360
Flat fees $1,973 $6,499 $8,783 $17,145 $1,821 $428 $36,649
CPUC and FCC Fees $1,139 $2,233 $5,329  $10,276 $931 $320 $20,228
Unreturned Equipment S53 S75 $143 $315 S17 - $603
Underpaid Franchise Fees  $6,962 $16,313 $32,710 $62,995 $6,706 $2,154 $127,840
Underpaid PEG Fees - - - - $8,548 $4,197  $12,745
Total Due from Comcast  $6,962  $16,313 $32,710 $62,995 $15,254 $6,351 $140,585

AT&T - July 1, 2011, through September 30, 2014" >
Revenue Adjustments $542 $2,261 $2,837 $6,215 $4,455 $4,006 $20,316
Advertising $126 $503 $814 $2,025 $1,212 $1,032 $5,712
Unreturned Equipment S164 $4,231 $1,152 $2,197 $5,280 $5,280 $18,304
Other Revenues (Repair, Installation, etc.) $108 S462 S444 $1,050 $1,017 $1,017 $4,098
Underpaid Franchise Fees $940 $7,457 $5,247 $11,487 $11,964 $11,335 $48,430
Underpaid PEG Fees - - - - $2,126  $25,091 $27,217
Total Due from AT&T $940 $7,457 $5,247 $11,487 $14,090 $36,426 $75,647
Grand Total Due from Comcast and AT&T  $7,902 $23,770 $37,957 $74,482 $29,344 $42,777 $216,232

1

Only portions of unincorporated county areas are included in the Cable Joint Powers geographical area. However, the figures shown

for Santa Clara and San Mateo Counties include AT&T underpayments for all county areas because AT&T did not provide sufficient
information to calculate underpayments specific only to the Cable Joint Powers.

2

Some AT&T underpayments are estimates because AT&T did not provide all requested records.

Source: Comcast and AT&T financial records

Comcast underpaid about $70,000 in franchise fees because it

excluded from its gross revenue the commissions paid by its

advertising affiliate, Spotlight, to third-party advertising agencies

and their representatives and because it did not include revenue
that Spotlight earned from assisting other cable operators in the
Cable Joint Powers areas. DIVCA requires an affiliate’s revenue to

be treated as the franchise holder’s revenue, and specifically states
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that not doing so has the effect of evading the payment of fees that
would otherwise be paid to the local entity.

AT&T underpaid franchise fees by about $6,000, based on a
standard 15 percent commission charged by advertising agencies to
assist in selling advertising time to businesses. The Buske Group
estimated this amount because AT&T did not provide sufficient
information to verify advertising revenue.

Comcast underpaid about $37,000 in franchise fees because it did
not include in its gross revenues all flat fees collected from its
subscribers. Flat fees include late, nonsufficient fund, convenience,
wire maintenance, early termination, and collection fees. Instead,
Comcast allocated to its gross revenues only the flat fee charges
that represented subscribers’ video revenue as a percentage of its
total revenue, which could include other services, such as internet
and telephone. Because flat fees are not based on a subscriber’s
service level, the only amounts that should be excluded from gross
revenues are those for subscribers who did not have video service.
Comcast also excluded from its revenues its expenses for collecting
past-due payments. The Buske Group estimated this underpayment
because Comcast only provided records of net collection fees.

The Cable Joint Powers agreement requires Palo Alto to remit to the
JPA members the franchise and PEG fees that Comcast and AT&T
collect from subscribers, based on the percentage of total fees
collected in each member’s jurisdiction and after deducting the
City’s administrative costs. The JPA area includes unincorporated
areas of Santa Clara and San Mateo Counties that border the Cable
Joint Powers cities. However, AT&T remitted the franchise and PEG
fees collected from subscribers in all of Santa Clara and San Mateo
Counties directly to the counties and could not provide information
needed to calculate the amounts due only to the Cable Joint
Powers. An AT&T representative told us that the City would have to
provide the addresses for the county areas in the JPA for AT&T to
appropriately allocate fees to the Cable Joint Powers. Because Palo
Alto was unaware of these direct payments, the cable coordinator
did not allocate to the counties the City’s administrative costs for
this portion of the revenues. This caused the counties to underpay
and the other Cable Joint Powers members to overpay their
respective shares of administrative costs.

The counties did not remit the PEG fees paid directly to them for
the unincorporated areas to the Media Center, as required by the
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AT&T excluded customer
refunds and credits from gross
revenues

Comcast excluded FCC and CPUC
fees from gross revenues

Comcast and AT&T did not pay
franchise fees on unreturned
equipment charges

Comcast and AT&T
miscalculated and underpaid
some PEG fees

contract with the Media Center, and it was beyond the scope of
this audit to determine if the counties used the PEG fees only for
capital expenditures related to PEG access facilities, as required
under the federal Cable Act (see related discussion in Finding 1).
However, regardless of whether the counties used the PEG fees in
accordance with the Cable Act, AT&T’s payments directly to the
counties resulted in subscribers other than those who paid the fees
to receive the benefit of those payments.

AT&T excluded adjustments, such as customer refunds and credits
that it made for noncable service revenues that are subject to
franchise fees, from its revenues. This caused AT&T to underpay
Santa Clara County about $20,000 in franchise fees.

Comcast underpaid about $20,000 in franchise fees because it did
not include fees assessed by the California Public Utilities
Commission (CPUC) and the Federal Communications Commission
(FCC) in gross revenues. Although DIVCA clearly defines franchise
fees as those paid to the local entity, Comcast excludes the CPUC
and FCC fees because it claims that these are franchise fees and
that including them would cause it to pay more than DIVCA’s

5 percent cap on franchise fees. Comcast includes these fees in
subscribers’ monthly service charges and should have included
them in gross revenues.

Comcast underpaid about S600 and AT&T underpaid about $18,000
in franchise fees because they excluded unreturned equipment
revenue from their calculation of gross revenue that is subject to
franchise fees. Comcast’s underpayment may be understated
because it changed the mapping for unreturned equipment
revenue, which made it difficult to determine if it fully reported this
revenue. AT&T began calculating and paying franchise fees on
unreturned equipment revenue in April 2014 but inappropriately
excluded amounts written off from its gross revenues.

Comcast underpaid about $13,000 in PEG fees due to Santa Clara
and San Mateo Counties and AT&T underpaid about $4,000
because they billed $0.88 per subscriber instead of 1 percent,
which would have generated more revenue. AT&T underpaid an
additional $23,000 in PEG fees because, although it billed $S0.88 per
subscriber, it remitted payment based on $0.55 per subscriber in
San Mateo County instead of 1 percent. The municipal codes for
Palo Alto, Menlo Park, East Palo Alto, and Atherton require a PEG
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AT&T did not pay franchise fees
on all gross revenues

Comcast and AT&T owe interest
on underpaid franchise and PEG
fees

AT&T owes the City for the costs
of the audit

Inaccuracies and omissions in
Comcast and AT&T address
databases can cause payment
errors

fee of $0.88 per subscriber, but Santa Clara and San Mateo
Counties require the fee to be the higher of $0.88 per subscriber or
1 percent of gross revenue. AT&T’s representative told us that its
systems can only calculate the fee based on a single rate for a
geographical area, not an “either/or” formula.

AT&T underpaid about $4,100 in franchise fees because it did not
include all revenues, including convenience fees, installation labor,
additional outlets, and repair labor, in gross revenues that are
subject to franchise fees. The Buske Group estimated the
underpayment because AT&T did not provide all requested records
needed to calculate the amount due.

Comcast and AT&T owe interest on the underpaid franchise and
PEG fees. DIVCA requires that interest be calculated at an annual
rate equal to the highest prime lending rate during the period of
delinquency, plus 1 percent. The interest owed should be
calculated when the City finalizes the underpayment amounts on
which it will pursue collection.

AT&T’s estimated underpayment of $48,400 in franchise fee
payments equals 6 percent of total franchise fees due during the
audit period, which means that AT&T owes the City for the costs
related to AT&T’s portion of this audit. DIVCA requires a franchise
holder to pay the audit costs if it underpaid franchise fees by more
than 5 percent. Whether AT&T has to pay the audit costs will also
depend on whether it provides additional information that would
allow us to recalculate the underpayments based on revenue that is
only for the unincorporated areas of San Mateo and Santa Clara
Counties, rather than all areas of those counties.

Comcast uses an address database, commonly referred to in the
industry as a “homes-passed” list, to associate subscriber revenues
with the jurisdiction that should receive the franchise and PEG fees.
However, the database is not complete or fully reliable, which likely
caused errors in franchise and PEG fee payments to the Cable Joint
Powers members:

e 524 out of 36,930 residential address records for Palo Alto are
associated with the East Palo Alto billing code, which means
that some Palo Alto revenues and their related franchise fees
were misallocated to East Palo Alto.

e About 1,400 residential address records in the Cable Joint
Powers area are not in the database, and 246 Comcast database
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records are not in the Cable Joint Powers members’ residential
address records.

Although DIVCA requires franchise holders to maintain records that
would allow a local entity to ensure that the franchise holder
accurately compensated the local entity, AT&T does not have a
homes-passed list or other database to show how each residential
address is associated with jurisdictions in the Cable Joint Powers
area. AT&T uses a third-party vendor to determine how to allocate
revenue when an account is established for a residential address
and can only provide addresses that are being billed within a
jurisdiction for the point in time when the list is produced. The lack
of a comprehensive address list for the areas served limits the
ability to assess AT&T’s address database to gain assurance that
past fees were and that future fees will be appropriately allocated
to Cable Joint Powers members. However, the account database
that AT&T provided for a point in time during the audit included
residential addresses that were associated with incorrect
jurisdictions, which would cause inappropriate allocation of
franchise and PEG fees.

The City’s cable coordinator reviews Comcast and AT&T franchise
and PEG fee payments and follows up with them regarding large
variances and late payments. However, the cable coordinator does
not obtain and review documents, such as customer count and
address billing records and documents that show how Comcast and
AT&T calculated gross revenue that is subject to franchise fees, to
verify the accuracy of fee payments. Recognized internal control
frameworks require organizations to implement monitoring
processes that allow timely identification of deficiencies, but the
City has relied on the Office of the City Auditor and an external
consultant to periodically assess the accuracy of franchise and PEG
fee payments.8 The Office of the City Auditor conducted the last
assessment, which included only Comcast, in 2006. Because of the
cost of conducting periodic audits and DIVCA limits on the amount
of time entities have to submit claims to recover underpayments,
ongoing reviews would help ensure the accuracy of fee payments
on a routine basis.

8 U.S. Government Accountability Office, “Standards for Internal Control in the Federal Government,” Washington, D.C., 2014, available at
http://www.gao.gov/products/GAO-14-704G.

Committee of Sponsoring Organizations of the Treadway Commission, “Internal Control — Integrated Framework,” 2013, available at:
http://www.coso.org/IC.htm.
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Recommendations

We recommend that the City Manager’s Office, in coordination
with ASD, IT, and the City Attorney’s Office:

2.1

2.2

2.3

2.4

2.5

Send a letter to AT&T and Comcast describing the results of
the audit and demanding payment of the underpaid franchise
and PEG fees shown in Exhibit 4, plus interest calculated in
accordance with DIVCA requirements.

Include in AT&T’s letter a demand for payment of the audit
costs that are attributable to AT&T.

Work with Comcast and AT&T to develop methods to ensure:

e Their address databases accurately reflect all potential
service addresses within the Cable Joint Powers
geographic areas.

e They have a separate billing code for each member
jurisdiction and accurately report and remit payments to
the City of Palo Alto based on those billing codes.

Develop criteria for assessing the accuracy of future Comcast
and AT&T franchise and PEG fee payments on an ongoing basis
and:

e Communicate the criteria to Comcast and AT&T and that it
will be used to review the accuracy of future payments.

e Require Comcast and AT&T to report the breakdown of
their fees in more detail, including identifying what is and
is not included in the gross revenues used to calculate the
fees and the reason for any exclusions.

e Review the franchise and PEG fee payments to ensure that
they were calculated on all revenues that are subject to
franchise and PEG fees and promptly follow up with
Comcast and AT&T regarding any discrepancies.

Request that San Mateo and Santa Clara Counties revise their
municipal codes to reflect only a single adopted rate to
accommodate the cable companies’ billing system capabilities,
if the PEG fee continues to be collected (see Recommendation
1.1).
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Finding 3

Municipal Code assigns the
Office of the City Clerk
responsibility for managing
cable communications

Other sections of Municipal
Code updated responsibility for
program administration and
oversight

The IT Department performs
limited activities related to the
cable program

No program performance
measures

Roles and responsibilities for managing the City’s cable
communications program are not clearly defined or
assigned

The City has not clearly assigned or defined roles and responsibilities
for its cable communications program or effectively managed the
program to ensure that funds are used appropriately and that
program outcomes are consistent with the City’s and residents’
cable communications needs.

Municipal Code Section 2.08.110, Office and Duties of the City
Clerk, was adopted in 1995 and designates the Office of the City
Clerk as responsible for administering the city’s cable
communications program. However, the City Clerk’s Office does not
in fact administer the program and administering it does not align
well with the City Clerk’s other key responsibilities.

Municipal Code Chapter 2.10, adopted in 2000 and no longer
operative after 2008, described cable television franchise awards
and identified the cable coordinator as “the individual or individuals
designated by the city to administer a cable communications
system franchise.” This chapter was superseded by Chapter 2.11,
which Council adopted in 2007 to implement DIVCA. It states that
the cable coordinator is “the city manager or the individual or
individuals designated by the city manager to administer oversight
of state franchisees in the city.” The term, “cable communications
program,” is not defined in the Code and is not referenced
anywhere in the Code other than where the Code assigns
responsibility for the program to the Office of City Clerk.

The IT Department administers a contract and approves payments
for the City’s cable coordinator but does not otherwise actively
manage or provide oversight of the cable communications
program. ASD administered the cable coordinator contract prior to
IT becoming a separate department. When the Municipal Code was
updated, the provision in Chapter 2.08 that assigns responsibility to
the Office of the City Clerk was not updated to reflect changes in
how cable activities were to be administered in the City.

There are no established goals and objectives to address program
activities or performance measures to monitor and assess program
inputs, outputs, and outcomes. Having measures would help the
department responsible for oversight to ensure that the program
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meets its goals and objectives and aligns with the City’s mission,
business needs, and responsibilities.

Recommendations

We recommend that the City Clerk and City Manager’s Office:

3.1 Confer and develop a recommendation for the City Council to
assign responsibility for the City’s cable communications
program and require the assigned department to provide
appropriate program oversight to ensure that:

a. The City’s cable communications program objectives are
aligned with the City’s goals and objectives.

b. The assigned department develops performance measures
to demonstrate that the program is effective and is
meeting the City’s goals and objectives.

c. There is effective oversight and management of the cable
coordinator’s contract and activities.

3.2 Submit a draft ordinance to the Palo Alto City Council
recommending revisions to the Palo Alto Municipal Code based
on the revised assignment of roles and responsibilities.
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APPENDIX 1 - City Manager’s Response

CITY OF PALO ALTO

MEMORANDLUM
TO: Harriet Richardson, City Auditar
FROM: Jlames Keene, City Manager
DATE: fpril 22, 2016
SUBJECT: Cable Audit Response

The staff appreciates the wark of the City Auditer in assessing the cable communications
program and associated fees and agress with the findings and recommendations of the audit

The City typically conducts cable franchise and public, education, and government (PEG] fes
audits every three to five years, However, this is the first audit that the City has undertaken
following the passage of the California Digital Infrastructure and Video Competition Act (DIWCA]
of 2006, This law changed the franchiging and regudatory structure for the provision of cable
services in Callfornla.  Most cable franchises in California (Including our Comcast and AT&T
franchises] have moved from local to state franchises since DIVCA was enacted.

The audit brings to the forefront & significant impact related to the shift from a bocalky
negotiated franchise. DIVCA eliminated the means through which localities, like the Joint
Powers Authority [JPA), could protect PEG fees from the federal Cable Act's capital cost
limitation. Under the JPA's state-lssued franchises, the use of PEG money is now restricted to
capital costs. Staff agrees to develop and Implement criteria for the use of PEG fees to ensure
compliance with the federal Cable Act, and to set fees at a level that is consistent with future
capital needs.

The audit also raises an important policy guestion about the ongoing value of PEG channels in
eur cammunity and the desire to invest in and maintain the current model for the provision of
tocal community media. This s primarily o policy consideration for the Councll to consider,
Staff will assist Council as requested, In particular with respect to potentlal operating cost

KMy office has reviewed the audit, provided the responses and will work with the other JPA
members 1o address the audit findings, Staff will report progress on implementation six
months after the Councdil accepts the audit report, and every siv months thereafter until all

recommendations have been addressed.
X L —

KEEME
Manager
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The City Manager has agreed to take the following actions in response to the audit recommendations in this report. The City Manager will report progress on

implementation six months after the Council accepts the audit report, and every six months thereafter until all recommendations have been implemented.

Recommendation

Responsible
Department(s)

Agree, Partially Agree, or Do Not Agree
and Target Date and Corrective Action
Plan

Status

Finding 1: The Media Center did not restrict its use of $340,000 of annual PEG fees to capital expenditures as required by the federal Cable Act.

We recommend that the City Manager’s Office:

1.1 Consult with ASD, IT, the City Attorney’s Office,

and Cable Joint Powers members to assess the
need to continue collecting PEG fees and adjust
the fee based on a demonstrated need for future
capital expenses related to PEG access facilities or
discontinue collecting the fee.

a. Ifitis determined that the PEG fee should be
adjusted or discontinued, submit a staff report
to the City Council with a recommendation to
amend the Municipal Code to reflect the
revised fee or to eliminate the requirement
and recommend to the other Cable Joint
Powers members that they do the same.

b. Ifitis determined that the PEG fee should
continue to be collected:

o Amend the agreement with the Media
Center to remove the requirement for the
City to remit all PEG fees collected to the
Media Center.

e Coordinate with ASD, the City Attorney’s
Office, and the Cable Joint Powers to
develop and implement criteria for the use
of PEG fees to ensure compliance with the
federal Cable Act, and that the fees are set
at a level appropriate for anticipated and
necessary capital expenses.

e Place the PEG fees in a restricted account
and distribute them based on City-
approved capital expenditures that meet
federal Cable Act requirements.

e Require that semi-annual documentation

City Manager’s
Office, ASD, IT, City
Attorney’s Office

Concurrence: Agree
Target Date: 2017

Action Plan:

Staff agrees that it should confirm the ongoing
need for the PEG fee and ensure it is set at a level
that is consistent with future capital needs.

Staff will work with the City Attorney’s Office to
develop a “capital cost” definition that eliminates
any cost categories that could be construed as
operating costs and will restrict the use of PEG fees
to expenditures that meet this definition. Staff will
also develop and adopt procedures that define the
PEG fee distribution and reporting process.

Staff will propose the appropriate revisions to the
Municipal Code if it is determined that the PEG fee
should be modified in any way.
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Recommendation

Responsible
Department(s)

Agree, Partially Agree, or Do Not Agree
and Target Date and Corrective Action
Plan

Status

of expenditures be provided and adopt
procedures to review the documentation
to ensure that PEG fees are spent only as
allowed by the federal Cable Act and take
immediate corrective action as necessary.

1.2

Consult with ASD, IT, the City Attorney’s Office,
and the Cable Joint Powers on whether to
allocate a portion of the unrestricted franchise
fees or other funds, instead of restricted-use PEG
fees, to subsidize the Media Center’s operations
or to discontinue subsidizing the Media Center’s
operations. Based on the resulting
recommendation, the City Manager’s Office
should make recommendations to the Council
regarding appropriate future funding, if any, for
the Media Center.

City Manager’s
Office, ASD, IT, City
Attorney’s Office

Concurrence: Agree
Target Date: 2017
Action Plan:

Staff will consult with the Cable Joint Powers to
determine if there is any interest in subsidizing the
Media Center’s operations. Staff will propose
recommendations to the City Council if needed.

Finding 2: Comcast and AT&T did not remit the full amount of franchise and PEG fees due.

We recommend that the City Manager’s Office, in coordination with ASD, IT, and the City Attorney’s Office:

2.1

Send a letter to AT&T and Comcast describing the
results of the audit and demanding payment of
the underpaid franchise and PEG fees shown in
Exhibit 4, plus interest calculated in accordance
with DIVCA requirements.

City Manager, ASD,
IT, City Attorney’s
Office

Concurrence: Agree
Target Date: 4Q 2016

Action Plan:

Staff will draft a letter to Comcast/AT&T
demanding payment of the underpaid franchise
and PEG fees, plus interest (and audit costs in the
case of AT&T). Staff will work with Comcast/AT&T
to correct their address databases so that future
payments are properly remitted and will develop
criteria to assess the accuracy of future payments.
Staff will work with San Mateo and Santa Clara
Counties to adjust their PEG fee rates as needed.

2.2

Include in AT&T’s letter a demand for payment of
the audit costs that are attributable to AT&T.

2.3

Work with Comcast and AT&T to develop
methods to ensure:
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Recommendation

Responsible
Department(s)

Agree, Partially Agree, or Do Not Agree
and Target Date and Corrective Action
Plan

Status

Their address databases accurately reflect all
potential service addresses within the Cable
Joint Powers geographic areas.

They have a separate billing code for each
member jurisdiction and accurately report and
remit payments to the City of Palo Alto based
on those billing codes.

2.4 Develop criteria for assessing the accuracy of
future Comcast and AT&T franchise and PEG fee
payments on an ongoing basis and:

Communicate the criteria to Comcast and
AT&T and that it will be used to review the
accuracy of future payments.

Require Comcast and AT&T to report the
breakdown of their fees in more detail,
including identifying what is and is not
included in the gross revenues used to
calculate the fees and the reason for any
exclusions.

Review the franchise and PEG fee payments to
ensure that they were calculated on all

revenues that are subject to franchise and PEG
fees and promptly follow up with Comcast and

AT&T regarding any discrepancies.

2.5

Request that San Mateo and Santa Clara Counties
revise their municipal codes to reflect only a
single adopted rate to accommodate the cable
companies’ billing system capabilities, if the PEG
fee continues to be collected (see
Recommendation 1.1).

Finding 3: Roles and responsibilities for managing the City’s cable communications program are not clearly defined or assigned.

We recommend that the City Clerk and City Manager’s Office:

3.1

Confer and develop a recommendation for the
City Council to assign responsibility for the City’s
cable communications program and require the

City Manager’s
Office, City Clerk

Concurrence: Agree
Target Date: 4Q 2016
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Recommendation

Responsible
Department(s)

Agree, Partially Agree, or Do Not Agree
and Target Date and Corrective Action
Plan

Status

assigned department to provide appropriate

program oversight to ensure that:

a. The City’s cable communications program
objectives are aligned with the City’s goals
and objectives.

b. The assigned department develops
performance measures to demonstrate that
the program is effective and is meeting the
City’s goals and objectives.

c. There is effective oversight and management

of the cable coordinator’s contract and
activities.

Action Plan:

Staff will determine where to assign responsibility
for the City’s cable communications
program/activities and propose the appropriate
revisions to the Municipal Code. The responsible
department will establish performance measures
to ensure proper program administration and
oversight.

3.2. Submit a draft ordinance to the Palo Alto City

Council recommending revisions to the Palo Alto
Municipal Code based on the revised assignment
of roles and responsibilities.
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APPENDIX 2 — Media Center’s Response

M&;,

Midpen Media Center

Annie Folger, Executive Director
annie{@midpenmedia,org

A50-404-BABE =17

BO0 Sanm Antonio Rd. Palo Alto, CA 84303
wenw. midpenmedia org

Date: 3/24/16

To: Dffice of the City Auditor

RE: Response to City of Palo Alto Cable Franchise and PEG Fee Audit

A, Overview of Comments

The Midpeninsula Community Media Center (Media Center) believes that the audit report, at least as it
relates to the use of the PEG fees paid by cable operators as annually reviewed by the Joint Powers
Authority, does not accurately reflect what has occurred in the past or correctly describe applicable law.
It misrepresents the accounting system actually used by the Media Center, and misinterprets documents
provided to the auditor, as explained in Appendix A to these comments. Worse, it implies motivations on
the part of Media Center, or negligence on the part of the members of the 1PA, even though there is no
indication the auditor did the sort of review of internal documentation required to support those
implications. Indeed, the report seems to depart from the objectivity required of an auditor by
selectively using information supportive of conclusions the report draws and ignoring readily-available
contrary data. For example, the report relies primarily on a study by a far-right Michigan think tank
funded by the Koch brothers and their allies to make recommendations as to how the City should
proceed with respect to PEG (a) without providing information regarding other studies that call the
report cited into substantial question, indicating the auditor did not undertake any reasonable
investigation before drawing conclusions from the think tank study; and (b) apparently without utilizing
the expertise of The Buske Group, or some other PEG expert to review the audit report’s conclusions or
to provide information relevant to them.® As a result, the report unfortunately reads as an attack on
public access masquerading as a financial document.

* The Buske Group was retained by the City in connection with the audit and is well-recognized as expert in the field of PEG
access. While the report contains a disclaimer regarding The Buske Group's role in the audit discussed below, the disclaimer
(footnote continued)

it
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Cur central disagreements are as follows:

B. Useof PEG Funds

We object to Finding 1: “The Media Center did not restrict its use of 5340,000 of annual PEG fees to
capital expenditures as requirad by the federal Cable Act.” The Media Center did not restrict use of PEG
fees to purchases of capital facilities and equipment. However, the Cable Act does not restrict use of
PEG fees to capital expenditures, as evidenced by (a) FCC decisions indicating that funds may be used for
operating support, e.g., at least with operator consent; and (b) the fact that the City itself entered into a
franchise agreement, reviewed by the then City Attorney, that allowed PEG fees to be used for operating
support (we understand that the franchise was negotiated by The Buske Group, which could have been
asked for information about that negotiation, but apparently was not). While that franchise expired in
2010, the law the audit report refers to was identical at the time it was negotiated; if federal law
absolutely prohibited use of PEG fees for operating support, that contract could not have been
approved, and it is unlikely that the cable operator would have agreed to the condition. More detail
regarding the use of the fee is addressed in the memorandum provided by the law firm of Bast Best &
Krieger (Appendix B).

We likewise object to the finding that the use of the PEG fees was “inappropriate.” This finding seems
to assume (incorrectly) that the particular uses by the Center were somehow violative of the Cable Act
or of California law. In addition, however, the actual cbligation of the access center with respect to use
of the funds, from Section 15 of the agreement with the Joint Powers Authority is: “Media Center shall
use the funds generated from the PEG Fee only in a manner consistent with DIVCA and the Cable

&ct, such that the PEG Fee shall not be construed to be a “franchise fee" within the meaning of the Cable
Act, 47 U.5.C. §542(g)." Not one penny of the amount paid to the Media Center has been treated as a
franchise fee. Under California law, if therza is a dispute as to PEG fees, “[a] court of competent
jurisdiction shall have exclusive jurisdiction to enforce any requirement under this section or resoclve any
dispute regarding the requirements..." DIVCA, Section 5870(p). No court has “construed” the PEG
payments to be franchise fees and no court has been asked to make that determination.

The finding also seems to assume, incorrectly, that the JPA and the City were unaware or unconcerned
with how PEG funds were being used, and that the Media Center used the PEG fees for operations in
order to maintain control of capital facilities to its advantage. As explained in Appendix A, this is not a
factually supportable conclusion, and it is not even clear that the auditor examined the relevant
documents before drawing these erroneous conclusions. The Media Center’s two largest sources of
funding are an investment fund that was creatad in connaction with the transfer of the cable system
from a cable cooperative to a private operator (now Comcast); and PEG fees paid pursuant to DIVCA.
The investment fund could have been used for operating expenses and the PEG fees for capital
expenses, but as shown by the materials attached in Appendix A, the City preferred the reverse.
Consistent with that direction (which necessarily reflected City views as to permissible uses of PEG fees),
the Media Center has used much (though not all) of the PEG fees received for operations and the
investment fund for capital purposes. The budget for the Media Center has been presented to the JPA
and the City each year; while the City and operators have therefore been familiar with the uses, no
objection has been raised to that use.

does not explain why The Buske Group was not used in connection with the reliance on the think tank’'s report, or why other
expertise was not sought out.

-2
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Finally, when the auditor writes of a violation of the Cable Act, what the auditor means is that the City's
franchise fee is capped at an amount equal to 5% of operator gross revenues as defined in federal law.
While a PEG fea that is used for capital purposes would not count against the cap, the auditor assumes
that non-capital uses would count against the franchise fee, and would take the City over the 5% cap.
But this also maans that, even under the auditor's view of the law, if the City is collecting less than the
5% federal maximum, the PEG fees can be used for operating support without violating the law.

There are two cable operators that were audited — Comcast and AT&T. The audit of franchise fees did
not examine how much either of the operators would have owed under the federal franchise fee
definition — the audit only looked at fees owed under DIVCA. To know what would have been owed
under federal law, the auditor would have had to examine, among other things how the companies
treated revenues from bundled services, which may be treated differently under state and federal gross
revenues definitions. Likewise, the audit report would have had to examine the treatment of revenues
collected and used to pay PEG fees. That does not appear to have been examined. The auditor would
have nesded to examine credits taken against franchise fees by AT&T during the audit period for refunds
to customers and for other promotional purposes. It does not appear that this was done. Without fully
examining what could have been owed under federal law, conclusions as to the fund usage — even if
otherwise correct — are simply incomplete.

The Media Center has in fact expended significant capital funds in recent years from the investment
fund — enough in the last three years, for example, to equal or exceed amounts spent on operating
funds. Setting aside the other flaws in the report, in many respects the conclusions are not a matter of
propriety or impropriety, but of accounting for those items through the two funds in a manner with
which the City and JPA would be comfortable. The Media Center has already adopted a change in its
treatment of funds that would address this issue, based on its understandings of the City's concerms.
While the City cannot directly control the Media Center except in a manner consistent with its 501(c)(3)
status, it is fair for the City and JPA to review the policies to determine whether they are consistent with
accepted accounting principles. We believe that they are, although that need not be decided now.

Media Center therefore believes that more accurate conclusions fo which it would not object would be as
follows:

* There remains a significant legal question as to how PEG fees may be used in California.

» Without drawing any conclusions as to past practices, or dismissing any rights the City could
assert if use of PEG funds was contested, a prudent course from the City’s perspective is to
dedicate the PEG fees to capital uses, absent a change in law, or some other agreement that City
and JPA find acceptable.

An appropriate recommendation would be to direct the City Manager to work with the Media Center
through the JPA to comment upon and review the implementation of the Media Center's new PEG
policies restricting PEG fee use to capital expenses.

C. Recommendations Regarding PEG Funding

The auditor's report recommends that the City “[a]ssess the need for the City to continue collecting PEG
fees, adjust the fee, or discontinue collecting the fee based on the need for future capital expenses
related to PEG access facilities.”

This recommendation is based on at least two deeply flawed assumptions and factual errors.

-3-
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The first is the assumption that there is a substantial question as to whether PEG is needed in the
current digital environment, and that the “need” is properly assessed by examining viewership. The
auditor, who claims no expertise in this area, relies primarily on a 2008 report by the Michigan-based
Mackinac Center, which is funded by the Koch brothers, the Bradley and Scaife foundations and other
hard-right supporters of what some claim is an agenda to undermine public education, destroy unions,
suppress minority voting and deny public access to communication media. Information on the Center
and its activities is easily discovered through a simple web search,” and it is rather striking that the City
was not advised of the potential cloud surrounding the key study cited by the auditor, and which the
City has now been asked to endorse.

A central premise the auditor appears to accept is that sources of online digital content, such as
YouTube, are equivalent to, and a substitute for, PEG channels. They are not: they are complementary.
In the JPA area, for example, the existence of a PEG channel and PEG equipment allows producers to
create programming that can be distributed via cable, but then also distributed via other digital media,
including public access center websites and YouTube. The PEG funding thus provides resources that
allow citizens who would otherwise be unable to produce quality programming to develop free speech
content that is then available across platforms — and allows those who rely on television as the main
source of information to obtain community specific information through that medium.

Indeed, a more recent study by researchers at the University of Texas in Austin, also readily available on
the Internet,? concluded that PEG channels retain their importance, and are of particular importance to
minorities and to segments of a community with lower income. What the report implicitly finds is that
the value of PEG is measured not just by viewership, but by participation in the process of creating the
programming, and its contribution to creation of social capital and civic engagement.* The absence of
any mention of contrary reports, as well as the failure of the auditor to test the report by speaking with
an acknowledged PEG expert such as The Buske Group is troubling, not just because it affects whether
an analysis of PEG funding is required, but also because it fails to come to grips with factors that would
need to be considered in conducting that analysis.

Separately, the auditor did not have or seek information regarding the future capital needs for PEG, nor
did the auditor take into account the existing assets that, based on the auditor's own report, ought to be
somehow transferred to the control of the JPA. That is an issue the Media Center has been seeking to
address through various proposals to obtain credit for its past expenditures of its own investment funds
on its facilities and equipment, and would affect long-term capital requirements for the PEG fee. Finally,
the auditor assumed that there could never be an arrangement under which PEG fees could be used for

* For a discussion of the Mackinac Center [admittedly from an opposition point of view), see the following:
http://meamatters.com,2016/01/13 /how-the-kochs-use-the-mackinac-center/

http:/fwww progressmichigan.orgy/ 201311 /mackinac-center-exposed-whos-running-michigan/

hitp:/fwww motherjones.com,politics/2011,/12 /michigan-privatize-public-education. The audit report also relies on a City
survey that contained two questions on viewership of public meetings of just Palo Alto, mot the whole JPA area, and a
Congressional study showing many access centers have dosed for lack of funding. Neither is sufficient to support the
recommendations made in the audit report.

A summary of the conclusions can be found at:
http:/ e academia.edu/4489694/ 2013 Still_Relevant_An_Audience_analysis_of_Public_and_Government_Access_Cha
nnels.

* https:/fwww.americanpressinstitute.org/ publications/reports,/survey-research/how-americans-get-news/

-4-
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operations, an assumption that is incorrect, but that could be an appropriate matter for the City to
consider.

The Media Center wholeheartedly favors periodic review of the value PEG brings to the community, but
any such analysis needs to look to factors other than viewership alone. Absent an assessment of PEG
value, it is premature to decide whether or not PEG funding should be adjusted.

Likewise, the amount of funding required for the future can only be determined after the accounting
issues raised by Media Center’s new palicies have been reviewed. Other recommendations should await
that review.

Other comments are italicized and in blue in the annotated copy of the report, which follows.
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annotated Draft Audit Report dated April 12, 2016.

PURPOSE OF THE AUDIT:

The audit objectives were to determine whether and to what degree, from July 1, 2010, through

Iune 30, 2014;

+ The City of Palo Alto accurately accounted for its receipt of franchise and public, education, and
government (PEG) fees and met its oversight responsibilities regarding the Media Center's use of
PEG access fees.

* Comcast and AT&T collected and promptly remitted the appropriate amount of franchise and PEG
fees.

* The City established and sufficiently defined roles and responsibilities to administer its cable
communications program and state franchises awarded to Comcast and AT&T.

Recommendations with respect to assessing the future need for PEG, or the value of PEG are beyond
the defined scope of the audit.

REPORT HIGHLIGHTS

Finding 1: The Media The Media Center inappropriately used an annual average of 5340,000 of
Center did not restrict public, education, and government [PEG) fees, or $1.4 million during the
its use of $340,000 of audit period, paid by cable television subscribers in the Cable Joint Powers
annual PEG fees to areas, for operating expenses. Neither the City nor the Media Center
capital expenditures as  enforced the federal law that restricts the use of PEG fees to capital
required by the federal expenses associated with PEG access facilities.

Cable Act (Page 8) See Overview above and BB&K legal analysis (Appendix B). In addition, the

report is unclear as to what is meant when it is said that the City or Media
Center has responsibility for “enforcing” the federal law. Neither the
“Media Center” nor “City” is responsible for enforcing federal law
restrictions, or given the authority to unilaterally determine what the law
means in a particular instance. Under DIVCA, claims that funds have been
misused should be brought in a court of competent jurisdiction. The FCC or
a court would likewise be the entity responsible for determining how the
restrictions on PEG apply in particular cases.

Key Recommendations to the City Manager's Office:

» Assess the need for the City to continue collecting PEG fees, adjust the
fee, or discontinue collecting the fee based on the need for future capital
expenses related to PEG access facilities.

See Overview above - premature.

» Coordinate with the other JPA jurisdictions regarding potential
amendments to their municipal codes based on adjustments made to the
PEG fee requirement.

See Overview above - premature.
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Finding 2: Comcast and
ATET did not remit the
full amount of franchise
and PEG fees due.
(Page 14)

» |f the PEG fee is retained, establish criteria for how PEG fees may be used
and require documentation and review of expenditures to ensure
compliance with the federal Cable Act.

Report fails to consider costs associated with this recommendation, if its
intention is to require documentation in addition to that already existing.
Further, it fails to consider the impact of an approval process on the
Media Center given the delay that the approval process would introduce
between the time funds are expended and the time that the Media Center
would receive reimbursement for them. If a capital repair is required to
the building, for example, delay could lead to significant operational
issues. Given the capital expenditure policies adopted by the Media
Center, it is not clear why this is necessary.

But in any case, this recommendation is unsupported by objective
analysis. Auditor did not examine existing documentation in detail
(because auditor did not request, and affirmatively chose not to examine,
the Media Center’'s actual accounting for capital expenditures). See
Appendix A.

» Determine whether to allocate a portion of the unrestricted franchise
fees or other funds to subsidize the Media Center's operations.
See Overview above — premature.

Comecast and AT&T did not always calculate the fees due in accordance with
DIVCA and the municipal code of each of the Cable Joint Powers. As a result,
Comcast underpaid about $141,000 in franchise and PEG fees from

July 1, 2010, through June 30, 2014, and AT&T underpaid about 576,000
from July 1, 2011, through September 30, 2014.

AT&T's underpayments are estimated because it did not provide sufficient
records for us to verify the accuracy of franchise and PEG fee payments. In
addition, AT&T's underpayments are for all of Santa Clara and San Mateo
Counties because it remitted fees collected from subscribers in the
unincorporated county areas directly to the counties and could not provide
the information needed to calculate the amounts due only to the Cable
Joint Powers (see scope limitations section on page 5).

Comecast and ATE&T will owe interest, calculated at the highest prime
lending rate during the delinguency pericd plus 1 percent, on underpaid
fees, as required by DIVCA. DIVCA also requires that AT&T pay the City for
its portion of the audit costs because AT&T's underpayment exceeds

5 percent of the amount that it should have paid.

Key Recommendations to the City Manager's Office:
» Send letters to AT&T and Comcast demanding payment of the underpaid
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franchise and PEG fees, interest due, and for AT&T, its portion of the
audit costs.

¢ Work with AT&T and Comcast to develop methods to ensure accuracy of
their address databases and the basis for determining the revenues on
which franchise and PEG fees should be calculated.

* Review franchise and PEG fee payments to ensure they were calculated

based on the established criteria and promptly follow up on
discrepancies.

Auditor did not examine amount that would have been owed had City
collected full amount it could have collected if the federal franchise fee
definition {as opposed to DIVCA definition) applied; in the absence of that
analysis, any calculation of use of PEG fees is defective, even assuming
auditor correctly analyzed the law.

Finding 3: Roles and The City has not clearly assigned or defined roles and responsibilities for its
responsibilities for cable communications program or effectively managed the program to
managing the City's ensure that funds are used appropriately and that program outcomes are

cable communications  consistent with the City's and residents’ cable communications needs.
program are not clearly
defined or assigned
(Page 21)

Key Recommendations to the City Manager's Office:

¢ Assign responsibility for the City's cable communications program and
require the assigned department to provide appropriate program
oversight.

* Submit a draft ordinance to the Palo Alto City Council recommending
revisions to the Palo Alto Municipal Code based on the revised
assignment of roles and responsibilities.

The Media Center has no comments on these recommendations.
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INTRODUCTION

Audit Objectives

Background
Legal framework: franchise and
PEG fees

The audit objectives were to determine whether and to what
degree, from July 1, 2010, through June 30, 2014:

* The City of Palo Alto accurately accounted for its receipt of
franchise and public, education, and government (PEG) fees and
met its oversight responsibilities regarding the Madia Centar's
use of public, education, and government PEG access fees.

* Comcast and AT&T collected and promptly remitted the
appropriate amount of franchise and PEG fees.

* The City established and sufficiently defined roles and
responsibilities to administer its cable communications program
and state franchises awarded to Comcast and AT&T.

The recommendations regarding PEG funding for the future appear
to exceed the scope of the audit.

The California Digital Infrastructure and Video Competition Act
(DIVCA) of 2006 gives the California Public Utilities Commission sole
authority to issue video and cable franchises to companies that
provide such services within the state. DIVCA requires a franchise
holder to pay a franchise fee of 5 percent of its gross revenusas to
each jurisdiction served, unless the jurisdiction adopts an ordinance
that sets a lower fee, as rent or toll for using the public rights-of-
way. DIVCA requires franchise holders to provide PEG access
channels within each jurisdiction served, and jurisdictions may
adopt an ordinance that establishes a fes to support PEG channel
facilities. DIVCA limits the PEG fee to 1 percent of the franchise
holder's gross revenues for entities that did not assass a PEG fee
prior to December 31, 2006.

For a fuller discussion of DIVCA, see the BB&EK analysis. In Palo Alto,
a fee was being assessed prior to December 13, 2006, and so the fee
in Palo Alto is not limited to 1% of a holder's gross revenues. Per
Section 2.11 of the Palo Alto Administrative Code, the fee is set at
50.88 per subscriber/month. The audit report should more clearly
describe the rights of the communities to charge more than 1%.

The federal Cable Communications Policy Act of 1984 (Cable Act),
47 U.5.C. § 542, restricts the use of PEG fees to capital expenses
associated with PEG access facilities when the fee is assessed in

addition to a franchise fee, but allows paid advertising,
underwriting, or sponsorships to fund PEG-related activities.
Franchise holders may pass both the franchise and PEG feas on to
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Joint Exercise of Powers
Agreement

JPA franchise and PEG fees

their cable subscribers.

As the BBEK analysis indicates, this is not correct and the City's own
past practices are to the contrary. Even if one assumes that PEG
fees were limited to capital, and the maximum 5% franchise fee as
defined under federal law were being charged, the audit report does
not examine whether the maximum fee permitted under federal law
is being assessed. Typically, operators in California do pay less
under DIVCA than could be paid if the maximum fee permitted
under the Cable Act was being charged. See Appendix C, Letter from
Ashpaugh & Sculco, CPAs, PLC.

As the BB&K report explains, the FCC has recently said that its
rulings with respect to PEG operating funds do not apply in
California or in other state franchising states, although the FCC did
not make it clear what rule would apply. However, there is reason to
believe the State could authorize fees that might not be permissible
under a simple cable franchise, because DIVCA purports to grant
rights that an operator would not have if the franchise were limited
to the right to install a cable system to provide cable services, as
would be the case with a Cable Act franchise.

DIVCA requires franchise holders to maintain records so the local
entities can assess the accuracy of franchise and PEG fee payments.

We agree.

The cities of Palo Alto, Menlo Park, and East Palo Alto; the Town of
Atherton; and unincorporated portions of San Mateo and Santa
Clara Counties created a Joint Powers Authority (JPA) in 1983 to
obtain cable television service within these jurisdictions. The JPA
mambers are known as the Cable Joint Powers. Two cable franchise
holders, Comcast and AT&T, currently serve the Cable Joint Powers.
Palo Alto administers and enforces the state franchises on behalf of
the Cable Joint Powers through an agreement among the members.
& working group comprised of Cable loint Powers members
considers cable and video service-related issues related to state
franchises,

As explained in the BB&K report, the use of the term “enforce” could
be misleading in the audit report.

The Palo Alto Municipal Code (Municipal Code) requires each
franchise holder to activate seven PEG access channeals on its
network. It sets the cable franchise fee at 5 percent of the franchise
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Roles and responsibilities

Use of funds and financial
reporting

holder's gross revenues and the PEG support fee at 88 cents per
month per subscriber. The other Cable Joint Powers members have
similar requirements, except Santa Clara County requires a PEG
support fee that is the higher of 1 percent of gross revenues or 88
cents per subscriber, limited to 3 percent of gross revenues, and
San Mateo County requires a PEG support fee that is the higher of
1 percent of gross revenues or 88 cents per subscriber.

No comment.

The Municipal Code defines roles and responsibilities for managing
the City's cable communications program:

s The Office of the City Clerk is responsible for managing the
City’'s cable communications program.

& The City Manager designates a cable coordinator to administer
and provide oversight of state franchises in the City.

s The City may designate one or more entities, including itself, to
control and manage the use of PEG access channels and any
PEG facilities and equipment.

The City, through its Information Technology {IT) Department,
contracts with an individual who serves as the City's cable
coordinator to oversee and manage the cable communications
program. This position was formerly managed in the Administrative
Services Department (ASD) but was moved under the oversight of
IT when IT became a separate department from ASD.

No comment.

Palo Alto distributes the franchise fees to each of the Cable Joint
Powers based on the percentage of fees derived from Comcast's
and ATET s subscribers within each jurisdiction, after:

* Reimbursing Palo Alto for its costs to administer the state
franchisas, including the fees paid to the cable coordinataor.

* Paying the costs of regulatory and owversight functions.

s Paying for other cable- or video-related activities that benefit
the area in which the revenue was generated.

No comment.

In 2001, the Palo Alto City Council designated the Midpeninsula
Community Media Center, Inc., (Media Center) as the community
access organization to meet the Cable Joint Powers’ existing and
future PEG access needs. The City's 2011 contract with the Meadia
Center requires Palo Alto to remit all of the PEG fees it receives
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from Comcast and AT&T on behalf of the Cable Joint Powers to the
Media Center. The City separately contracts with the Media Center
for cablecasting services, including broadcasting Palo Alto City
council and committee meetings via cable television.

The Midpeninsula Access Corp. was established as an independent
501(c)(3) in 1385 and designated as the entity responsible for PEG
in 1986. As part of the transaction that resulted in the transfer of
the cable system from the Cable Co-op to TCI, and ultimately to
Comcast, the Access Corp merged with Silicon Valley Community
Communications Inc. (SVCC) and became the Media Center. The
Media Center was redesignated as the entity responsible for
managing PEG in 2001, and had two primary sources of funding: an
investment fund that it received as part of the system sale and
merger with SVCC; and the PEG funding provided under its contract
with the JPA. As the BB&K report explains, the transfer to TCI was
contingent on PEG funding being provided by the company that
could be used for operating support.

Palo Alto currently receives about 50 percent of the allocated
franchise fee revenues. Exhibit 1 shows the distribution of franchise
fees to the Cable Joint Powers, and Exhibit 2 shows the total PEG
fees received and remitted to the Media Center from July 1, 2010,
through June 30, 2014.

No comment; table omitted.

Palo Alto established the Cable Fund as a restricted-use fund for
nonrecurring cable-related revenue, such as settlements and

grants. The fund is used to carry out specific actions required by the
policy. The fund’s balance was $759,000, including about $4,000 in
interest receivable, as of June 30, 2014. In FY 2015, the City began
using the Cable Fund to record franchise and PEG fee remittances
from the cable companies and to allocate the fees to the Cable Joint
Powers and the Media Center, respectively.

No comment.

Exhibit 3 summarizes the main components of the cable
communications program, which generates $2.1 million in revenues
and incurs $436,000 in expenditures annually for the Cable Joint
Powers.

Our records show a small difference in PEG fee remittances [about
$2-3000 per year]. However, we do not believe that this discrepancy
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Audit Scope

Scope Limitations

is significant to the audit report. Table omitted.

We assessed the City's oversight of its cable communications
program and the use of franchise and PEG fee payments that
Comcast and AT&T collected from cable subscribers in the Cable
Joint Powers areas and remitted to Palo Alto from July 1, 2010,
through June 30, 2014. We also reviewed Cable Fund activity from
its inception in 2000. We did not review changes that the City made
after the audit period for how it accounts for franchise and PEG
fees and use of the Cable Fund.

To be clear: the audit did not review capital expenditures made by
the Media Center, or plans for capital expenditures. Rather, it
reviewed how the Media Center accounted for the 50.88 per sub per
maonth it received from the IPA through the City. The Media Cenfer
provided information for the audit report regarding the capital
expenditures for 2014, but was not requested to provide other
information on capital expendifures.

Despite repeatad requests, AT&T did not provide all information
needed to perform a complete review of the accuracy and
completeness of the franchise and PEG fees it remitted to Palo Alto.
&= a result, The Buske Group sometimes estimated AT&T's
underpayment of franchise and PEG fees based on common
industry practices.

We intended our audit to cover four years, based on DIVCA's data
retention provision, but ATET only provided three years of data
based on the DIVCA provision that requires claims for refunds or
other corrections to be made within three years and 45 days of the
end of the quarter for which compensation was remitted, or thres
wears from the date of remittance, whichever is later. However,
ATE&T provided information for July through September 2014,
which was not originally included in the audit period.

AT&T remitted fees collected from subscribers in unincorporated
Santa Clara and San Mateo Counties directly to the counties and
could not provide the information needed to calculate the amounts
due for the unincorporated areas specific to the Cable Joint Powers.
As a result, the audit report includes estimates of AT&T's franchise
and PEG fee underpayments for all of Santa Clara and San Mateo
Counties, including areas that are not in the Cable Joint Powers.

No comment.
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Audit Methodology To conduct this audit, we:

Reviewed federal, state, and local regulations regarding
collection and use of franchise and PEG feas.

The audit is not clear as to what was actually reviewed, and as
the BEEK report suggests, the report appears to omit significant
information bearing on fee use.

Bssessed the City's process to calculate and remit franchise and
PEG fees to the Cable Joint Powers and the Media Center,
respectively.

Reviewed the City's and the Media Center’s financial records to
determine whether franchise and PEG fees were used
appropriately.

The auditor did not conduct o complete review of the Media
Center’s financial records, including records for capital
expenditures for relevant periods under DIVCA, although those
records were offered. During those periods, capital expenditures
have generally exceeded the amount collected through the
50.88 PEG fee but was accounted for through the investment
fund.

Interviewed the cable coordinator and staff in the Office of the
City Clerk, ASD, IT Department, and Media Center to assess
operation and oversight of the state franchises and the City's
cable communications program.

Consulted with the City Attorney for legal advice regarding the
federal Cable Act and DIVCA.

Contracted with The Busks Group, a subject-matter expert, to
obtain and review Comcast and AT&T records on our behalf to
determine if they collected and promptly remitted the
appropriate amount of franchise and PEG fees to the City.

While The Buske Group is acknowledged as o subject matter
expert, and may have been involved in the development of the
current franchise and DIVCA fee ordinance, it does not appear
that The Buske Group was consulted in developing
recommendations regarding PEG fees, or with respect to the use
of the PEG fees, or that other PEG experts were consulted with
respect to the PEG recommendations. In that sense, as we
discuss below, we believe that the audit report fails to satisfy
the standards for government auditing. See Appendix C.

Data Reliability We assessad the reliability of the Comcast and AT&T data by
interviewing our hired subject matter expert, who was
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Compliance with
government auditing
standards and
independence impairment

knowledgeable about the data, and by comparing Comcast and
ATE&T address and fee allocation data with Cable Joint Powers
members’ addrass data to identify any miscoding that could resukt
in payment misallocation. Except as noted in the Scope Limitations
section above, we determined that the data were sufficiently
reliable for the purposes of this report.

No comment.

We conducted this performance audit of cable franchise and PEG
fees in accordance with our FY 2014 and FY 2015 Annual Audit
Work Plans and generally accepted government auditing standards.
Thosa standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable
basis for our findings and conclusions based on our audit
objectives. Except as noted in the Scope Limitations section above,
we believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objectives.

We disagree that the oudit was conducted in compliance with
generally accepted government auditing standards (GAGAS).
GAGAS requires independence on the part of the guditor, including
odherence to the principle of objectivity. See Appendix C.

.01 Objectivity and independence principle. A member should
maintain objectivity and be free of conflicts of interest in
discharging professional responsibilities. A member in public
practice should be independent in fact and appearance when
providing auditing and other attestation services.

.02 Objectivity is a state of mind, a quality that lends value to a
member's services. It is a distinguishing feature of the
profession. The principle of objectivity imposes the obligation to
be impartial, intellectually honest, and free of conflicts of
interest, independence precludes relationships that may impair
a member’s objectivity in rendering attestation services.

Source: Code of Prafessionol Conduct codified, 0.300.050,
Objectivity and Independence. Copyright (c) 2015, American
Institute of Certified Public Accountants, Inc. All Rights
Reserved.

We believe that the audit report failed to examine relevant
historical data and financial data. The auditor, apparently without
the necessary expertise in PEG issues that would be required by
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GAGAS, relied on a report by a right-wing think tank to develop PEG
recommendations. The audit report does not show that in
evaluating PEG information, or making recommendations about
PEG, professionals in the field who actually possessed relevant
information were consulted.

The government auditing standards require auditors to be free
from external interferance or influence that could compromise an
auditor's professional judgment or create the appearance that the
auditor’s professional judgment may be compromised. Subsequent
to our providing the Media Center with a copy of the draft audit
report and discussing our finding regarding the Media Center's use
of PEG feas, the Media Center commissioned Sue Buske, president
of The Buske Group, to write a paper supporting the
appropriateness of the Media Center's use of PEG feas for what we
identified as operating expenses. When Ms. Buske wrote the
opinion, which conflicts with our conclusions, she was under
contract with our office to perform work for a separate audit
objective unrelated to the use of PEG fees, although we had
informed her of the nature of our work regarding the use of PEG
fees. Prior to beginning her work for the Office of the City Auditor,
Ms. Buske had signed an “independence statement” to confirm
that she was not biased (i.e., political, ideclogical, social, or other
convictions that might impair her independence related to the
subject matter of the audit) and that she would immediately notify
the City Auditor regarding any new threats to independence that
occurred during the course of the audit or after the report is issued.

Ms. Buske did not notify the City Auditor as required by the
independence statement. When we became aware of this situation
and asked Ms. Buske about the opinion document, she referred us
back to the Media Center. The Media Center indicated that they
would rely on Ms. Buske's opinion when responding to our audit
finding. Although Ms. Buske's work on the audit was limited to
determining whether Comcast and AT&T had collected and
promptly remitted the appropriate amount of franchise and PEG
fees, we believe that Ms. Buske's opinion document and lack of
notification to the City Auditor creates the appearance that the
auditor’s professional judgment may be compromised. To avoid an
independence impairment, we relied on the research and legal
advice that we had obtained during the audit and not on Ms.
Buske's opinion document.

The last sentence implies that the audit report had taken advantage
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of Ms. Buske’s expertise until it was discovered she had prepared o
paper regarding what may and what may not be treated as o
capital expense under DIVCA. That is not the case. Based on our
own earlier discussions with the auditor, the recommendations in
the report with respect to the access center were largely fixed prior
to the time the auditor became aware that the report mentioned
had been prepared by The Buske Group. As far as we are aware,
Ms. Buske was not consulted on that issue, and even more
importantly, on the PEG recommendations before the audit report’s
conclusions were drawn.

in any case, the disclaimer appears to misunderstand the respects in
which we believe Ms. Buske may hove information relevant to an
objective audit, or to drowing conclusions as to use of PEG funding.
First, Ms. Buske was involved in the negotiation of the franchise
that resulted in the transfer of the cable system to TCI and
ultimately Comcast. She may have been able to shed light on the
agreements under which PEG fees were permitted to be used for
operating support; that history may affect, among other things, the
continuing rights of the City to use the PEG fees for operating
support. Likewise, Ms. Buske was involved in the efforts to amend
DIVCA to allow PEG fees in California to be used to support PEG.
Factually, that discussion may have been relevant in assessing the
rights of the City. Finally, Ms. Buske is in o position to shed light on
the practices of other communities, which may be useful in
assessing whether (as the report suggests) there is only one way to
interpret the federal law requirements. If the auditor felt that Ms.
Buske was not an appropriate source for this information, the
information could have been sought from other sources. The audit
report’s failure to seek out this factual information may itself
require a disclaimer. The Media Center obviously does not rely on
Ms. Buske for legal conclusions. In fact, the Media Center did not
adopt the recommendations of Ms. Buske with respect to the
classification of capital expenses, and is not relying on her report to
the Media Center for purposes of this response.

in addition, the audit report goes on to discuss the capital
requirements for PEG and the value of PEG. In this area, Ms. Buske
is an acknowledged expert, and as far as we can determine, the
auditor has no similar experience or expertise. Yet the audit report
appears to have been prepared without the benefit of Ms. Buske's
expertise (or the expertise of an alternative PEG expert), and
without any discussion of either (a) limitations on the guditor's
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experience in the field; or (b) any indication that an analysis of
literature was conducted sufficient to draw any conclusions
(although at the beginning of the report, the report mentions the
importance of examining relevant information). The reliance on the
Mackinac Center report, the foilure to even mention readily
available contrary information cited in the overview, and the failure
to seek out necessary expertise calls into question the objectivity of
the report under applicable government accounting guidelines,
some of which are cited in Appendices B and C.

Finding 1 The Media Center did not restrict its use of $340,000 of
annual PEG fees to capital expenditures as required by
the federal Cable Act.

The Media Center inappropriately used an annual average of
$340,000 of public, education, and government (PEG) fees, or
$1.4 million during the audit period, paid by cable television
subscribers in the Cable Joint Powers areas, for operating
expenses.® Neither the City nor the Media Center enforced the
federal law that restricts the use of PEG fees to capital expenses
associated with PEG access facilities.®

See BB&K analysis. This conclusion is not correct. It is not clear
what the audit report means by the statement that neither the City
nor the Media Center “enforced the federal law.” Neither isin a
position to decide definitively what the federal law means, neither is
required to seek a determination, and both had a significant basis

* Barause the Media Center's fiscal years run from January 1 through December 31, we were able to review its financial records only
through December 31, 2013, although our audit period ran through June 30, 2014. The differences in timing do not affect the issues
cited in our findings, although the dollar amounts may differ. This conclusion 15 misleading. First, the conclusions with respect to
2010-2013 fail to take into account who may bring claims that PEG fees have been overpaid, and when thase claims must be
brought; timing Is impoartant to the conclusion of the report. Under DIVCA, only a video service provider has authority to bring a claim
that it has overpaid franchise fees, and the claim must be maode within 3 years and 45 days of remittance, or three years from the
date payment was due, whichever is later. In this case, it has been more than 3 years and 45 days since the payment of the franchise
fees and PEG fees due through December 31, 2013. The gudit report does not state that there has been any claim that, as a result of
the use of PEG fees, the video service providers overpaid franchise fees for the relevant period. There should therefore be no basis on
which the companies could now “construe” the PEG fees to be a fronchise fees, and therefore, no basis for concluding that the use of
the fees was inappropriate for the period examined. Second, for later periods, there have been significant capital expenditures.

* The Media Center's accounting polidies in use during the audit period say that it capitalizes the aggregate cost of assets over 51,500
and expenses maintenance and repair costs as incurred. A 2008 federal appellate court decision ruled that Congress intended
“capital costs assodated with the construction of PEG access fadlities” to refer to channel capacity designated for PEG use, as well as
for facilities and equipment, including vans, studios, cameras, or other equipment, related to the use of PEG channel capacity. This
is not correct. The Media Center has capitalized the aggregate costs of individual assets over 51,500, and capitalizes certain repairs
costing more than 51,500 that qualify as capital expenditures under stondord gccounting procedures.
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51.4 million of PEG fees used
for operating expenses did not
comply with federal law

Medio Center’s records support
that PEG fees were allocated to
operating expenses

for concluding that the use of the Comcast fees, which was
consistent with uses approved by the City and consented to by
Comcast or its predecessors, was proper. Because AT&T contends it
is not a cable operator, neither the City or the Media Center is in a
position to decide what AT&T's rights are with respect to franchise
fees without o determination as to AT&T's status. Neither has an
obligation to enforce the federal low by seeking a determination of
the status.

As a correction, the average PEG fee was actually 5342,000 per
annum for the audit period.

From July 1, 2010, through June 30, 2014, Comcast and AT&T
collected 51.4 million in PEG fees from cable television subscribers
in the Cable Joint Powers areas.

it is not clear from the facts stated that this is the amount collected,
versus the amount remitted. Comcast as o matter of course collects
fee amounts through the bills thot are not necessarily identical to
{and may vary substantially from) the amounts paid to the City. The
same js true for AT&T. In many California cities {we know of no
exceptions), AT&T made adjustments to PEG fees to reflect credits
and discounts provided to customers to bundled services that could
have affected the accuracy of this statement with respect to
collections.

They remitted the feas to the City of Palo Alto, which gave them to
the Media Center, as required by the written agreement with the
Media Center. To the extent that the Media Center used the fees
for operating expenses, the expenditures did not comply with the
federal law that restricts the use of PEG fees to capital expenditures
for PEG access facilities. Federal law does not restrict the use of
franchise fees, but does restrict the use of PEG fees to capital
expenses for PEG access facilities. Because the Cable Joint Powers
impose a PEG support feg, the PEG fee must be used only for
capital expenses associated with PEG access facilities.

We disagree with this conclusion, which, if accurate, would have
applied to the 2001 franchise agreement approved by the City
Attorney. See BB&K analysis.

Media Center staff provided detailed financial records showing that
it allocated PEG fees to operating expensas, including salaries and
benefits, professional services, janitorial services, maintenance,
outreach, and insurance:
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In calendar year 2013, $340,000 in PEG funds comprised more
than 40 percent of the Meadia Center's operafing revenue.

From calendar year 2010 through 2013, the Meadia Center had
only $161,563 in capital expenditures associated with its PEG
program, including website redesign, a cablecasting system,
computers, software, and camcorders. Although the Media
Center received 51.4 million in PEG fees during this period and
had only $161,563 in capital EKF]EI'IdI"lUFES,? it requested, and
the City paid, an additional $52,708 from the Cable Fund for a
portion of the cost of a cablecasting system that the Media
Center purchased.

The second bullet is not accurate. The oudit report is based
solely on a line from the Fixed Asset register that includes
“odditions to program equipment.” It does not include all capital
expenditures, or capitol expenditures under federal low that are
not classified as such by the Media Center under its “small
equipment” purchases. Thus, for example, the audit report does
not include facilities investments of 568,047, or other capital
expenditures. For the audit period, through December, 2013,
the audit report fails to apply what the audit report considers to
be the federal definition of capital to the full books of the Media
Center. For 2014, all budgeted capital expenditures are reported
(except for small equipment expenditures) and the total for that
year is approximately 5427,000, and the same amount was
budgeted for 2015.

The 552,708 paid for a portion of the cablecasting system
purchased by the Media Center and covers the allocated cost of
the equipment required for the government channels. The
reimbursement was consistent with the agreement of the
parties. The implication from the use of the word “although” is
that the Center should have covered that expense without
compensation and that implication is not supported by the audit
report, or any other citation. The allocation was consistent with
the practices of the parties. This is one of several subtle
statements that suggest o bias in the report or a basic
misunderstanding of the relationship with the City that are
inconsistent with sound accounting practices.

Finally, the audit report recognizes that capital expenses vary
dramatically year to year, and the audit report does not reflect

“\We did not assess whether these capital expenditures were actually for items that were specific to PEG access facilities.
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Media Center’s capital plan
does not show capital needs
related to PEG access facilities

or examine the capital expenditures over the life of the JPA.

The Media Center's August 2014 capital plan did not show planned
capital expenditures through 2018 or plans to construct or expand
PEG access facilities, but Media Center staff said that the Media
Center Board had recently approved spending $579,000 from the
MMedia Center’s “investment account” to provide high-definition
broadcasting in its studios.

The statement is misleading. The spreadsheet that the Medio
Center gave the auditors was captioned a “capital plan®” because it
listed the center’s fixed assets to date and was a template for
budgeting future expenses. It was an internal document that used
placeholders — “0.00"s in boxes rather than actual numbers — to
mark the years when capital spending was anticipated. The auditor
was informed of the nature of the document, but in the text has
chosen to confuse this document with a capital plan. A description
of how the Media Center accounts for, and obtains approval for,
capital expenditures is contained in Appendix A.

The studio update is a potentially qualifying capital expense for use
of PEG feas, but the Media Center did not identify it as such.

It is not clear why a studio update should be identified as
“potentially gualifying” on the documents that the auditor chose to
review. The expenses would have been identified as capital
expenses in the relevant materials presented to the Media Center
Board, as described in Appendix A.

Media Center staff provided financial records in April 2015 showing
that it had over $427,000 in capital expenditures in calendar

wear 2014 and an equal amount budgeted for calendar year 2015
for its studio upgrade project. Although these may have qualified as
an appropriate use of PEG fees under the federal Cable Act, the
Media Center used its investment fund for these expendituras and
used the PEG fees for operating expenses.

it is correct that the 2014 expenditures were allocated to the
investment fund. This was consistent with the direction of the JP4,
which since 2001 has indicated a preference for caopital funding to
first come from the investment fund, and the PEG fees to be used
for operational funds. Copies of documents showing this preference
are attached as part of Appendix A. These documents were not
requested by the auditor, and a proffer of them was rejected by the
auditor. This practice has been reflected in the budgets provided to
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Agreement with the Media
Center requires compliance with
DIVCA and the federal Cable Act

the JPA for their review; the financial reports of the Media Center
are public, and the usage has also been available to the franchise
holders.

The agreement between the City of Palo Alto and the Media Center
requires the Media Center to use PEG funds in a manner consistent
with DIVCA and federal law. It specifically states that PEG fees shall
not be construed to be a franchise fee within the meaning of the
Cable Act, which allows the PEG fees to be used only for capital
costs associated with PEG access facilities.

This combines a conclusion that is incorrect — that the fees may only
be used for capital purposes — with the actual requirement in the
agreement with the City, quoted in the BB&K report and
paraphrased in a misleading way in the audit report. As the BE&K
report indicates, we are unaware that any of the PEG fees have ever
been “construed” to be a franchise fee, and the audit report does not
actually examine that issue, even though, as explained in fn. 4, the
time has passed for construing the PEG fees to be franchise fees.

The agreement requires the Media Center to provide the City with
an annual plan and budget that lists the activities and programs for
which it plans to use funds received from the City during the
following fiscal year. Although the Media Center provided its annual
plan and budgst as required, the City's cable coordinator reviewed
the plan based on the Media Center's incorrect definition of capital
expenditures, which did not ensure that the Media Center used the
PEG fees in compliance with the Cable Act.

The basis for this claim is not explained. It implies that the Media
Center was classifying or claiming as capital expenses in its budget
line items, items that were in fact operating expenses. This is not the
case, as explained in Appendix A. In addition, the audit report
clearly stated that no analysis was made of capital expenditures of
the Media Center since that was not in the scope of the audit.

The agreement also states that equipment or facilities purchased
with PEG fees or City funds belong to the City upon termination of
the agreement or dissolution of the Media Center. To the extent
that the Media Center used the PEG fees for operating expenses
instead of tangible capital expenses, there is less equipment or
facilities in the Media Center’s passession for potential transfer to
the City upon termination of the agreement.

The current arrangement with respect to which fund capital
expenditures are attributed reflects a policy preference of the City
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Some thought the Media Center
was “grandfathered in” to use
PEG fees for operating expenses

of Palo Alto reflected in the documents attached in Appendix A. It is
an odd inclusion given the scope of the audit, and appears designed
to suggest a sort of impropriety or scheme in the choice of funding
sources used by the Media Center. However, members of the Media
Center, although clearly familiar with the reason for the use of the
funds, were never interviewed about that use, and the auditor
appears to have written the statement without interviewing all
relevant people, or seeking to review all relevant documents (the
Media Center was not asked to produce documents related to the
choice of funds, for example).

In any case, the choice had the effect of significantly reducing the
investment fund avoilable to the Media Center. The Media Center
has been more than willing to effect a transfer of the assets to the
City, which could be appropriately done by using PEG fees to pay for
the assets; the payment would then restore the investment fund.
This has already been proposed by the Media Center.

A 2011 Congressional Research Service report said that more than
100 PEG access centers nationwide have closed due to restrictions
on the use of PEG fees and the lack of other funding to support
operating expenses. Despite the Media Center’s acknowledgment
of those closings, its executive director and the City's cable
coordinator said they believed that the Media Center was
“erandfathered in" under DIVCA to use the funds as they had under
the City’s prior local franchise agreements. However, neither DIVCA
nor the City's agreement with the Media Center allow the PEG fees
to be used in a manner other than as prescribed in the federal
Cable Act, and DIVCA specifically requires that PEG fees only be
used “as authorized under federal law.”

We disagree for reasons stated in the BB&K analysis attached as
Appendix B. As it explains, there are good reasons to believe that
the City may be “grandfathered” by among other things, the
voluntary agreements (reflected in documents and by practice) to
ollow use of PEG funds for operations. In addition, the last sentence
of the paragraph above is not from the correct section of DIVCA.
The City should be advised that the quoted language “as
authorized...” is from Pub. Util. Code Section 5870(m), which
oddresses the allocation of “unsatisfied cash poyments for the
ongoing capital costs of PEG channel facilities” among incumbents
and new operators between the time a new entrant’s franchise is
issued to the time the obligations of then-existing local franchises
end. It is the next section, 5870 (n), which addresses the use of PEG
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Franchise fees, Cable Fund, or

Media Center’s investment
account could have paid for
Media Center operations

fees required by the local ordinance. It is those fees that are the
subject to the report. It is unclear why the report quotes the wrong
section. As discussed in the BB&K analysis, the language of Section
5870(n) is different.

Instead of providing all of the PEG fees collected to the Media
Center without knowing if there was a specific capital-expense
need for the fees, the Cable Joint Powers could have used some of
the franchise fees collected to support the Media Center's ongoing
operations. It was not within the scope of our audit to review how
the Cable Joint Powers members used their allocation of franchise
fees, but the Media Center's financial statements do not show that
it received franchise fees from any Cable Joint Power members.

No franchise fees were received by the Media Center.

The Cable Fund was another option for supporting the Media
Center's operating costs related to PEG channels. The JPA's Cable
Fund policy prioritizes support to the Media Center to operate the
PEG channels, but the Cable Joint Powers did not allocate Cable
Fund revenues to the Media Center for operating expenses. Doing
5o would have allowed the Media Center to reserve the PEG fees
received for capital expenses associated with PEG access facilities
and be compliant with the federal Cable Act.

Setting aside the reference to compliance with the Cable Act, which
is a restatement of the incorrect conclusion about use of PEG fees,
getting funding from the Cable Fund would not be a long-term
solution. It is a limited fund with prior commitments.

A third option would have been for the Media Canter to use its
investment account for its operating expenses. The Media Center
already uses this account to offset the portion of its annual
operating expenses that exceed its revenues from PEG fees and
other sources. The investment account, established through a
charitable contribution received when the former Cable Co-op sold
its principal assets to AT&T, had a balance of $6.4 million as of
December 31, 2014.

We agree this is a potentiol option, although the current JPA
Agreement reflects a preference for use of the investment fund for
facilities and equipment. This option is consistent with our
comments above, and inconsistent with some of the conclusions
above, which suggest that the operating/capital use was somehow
done to advantage the Media Center, or without the knowledge of
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1
Customer usage and

satisfaction data for PEG
channels not tracked

the members of the JPA.

Neither the City nor the Media Center collect customer usage and
satisfaction data, such as frequency and duration of resident access
to Media Center PEG channels, ease of access to PEG channels, and
users' overall satisfaction with PEG channel programming and
transmission quality. The Media Center provided us with a 2004
telephone survey, which showed that about one-third of all
subscriber respondents had watched at least one Media Center
channel and 70 percent of those viewers, or 23 percent of those
surveyed, had watched a City Council or other public meeting - a
lower than anticipated viewership. Consistent with these results,
Palo Alto's National Citizen Survey™ show a declining trend in PEG
channel viewership. In 2006, 31% of respondents reported that
they had watched a meeting of local elected officials or other public
mesting on cable television, the internet, or other media during the
previous year compared to 16% in 2014.

This data is cited as a lead in to the next point, that this data may
raise guestions about the ongoing need for PEG channels. But to go
from this point to that conclusion, the person interpreting the data
would need to have some knowledge of overall television viewership
patterns, as well as patterns with respect to public participation in
meetings. The report does not claim to have the expertise to
analyze the data and does not state that experts were consulted,
even though expertise was readily available through The Buske
Group, or other experts on PEG and viewership.

As it hoppens, there are many reasons to believe that viewership of
the Media Center survey is comparable to viewership of other
access centers like Austin, which suggests added significant social
capital to the community. That study is cited in the Overview. An
objective report would at least include readily accessible
information comparing access viewership to viewership of
commercial channels.® Those studies also suggest the Media Center
fares quite well. The Media Center’s 2004 survey of the whale JPA
area, not just Palo Alto, showed that:

B About 40% of all subscriber respondents are aware of the
Media Center.
B About one-third of all subscriber respondents are “viewers”

"hittp:/fwww wisconsincommunitymedia.com/ assets/docs/ Librany/viewership*2 0and¥20pegde? Daccess¥:20channels. pdf
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Concerns about ongoing
usefulness of PEG channels

having watched programming on at least one of the Media
Center channels. Almost 70% of these viewers have
watched City Council or other public meetings.

B When viewers were asked fo grade how well each of five
statements described the services provided by the Media
Center, the statements “programming that deals with local
issues” and “provides a valuable community service” were
both given grades of “A" or “B" by well over half of all
viewers,

B Current viewers of Media Center channels appear to be
“very interested” in watching public meetings and
information on local community services, while non-viewers
appear to be “very interested” in watching “educational
programs” and “art & cultural programs.”™

The audit report points to declines in viewership based on the City's
own surveys, but fails to note that general attendance at meetings
is also down, and that viewership continues to exceed attendance:
meaning that more people participate via the government channel
than in person.

The abowve issues may raise questions about the ongoing need for
PEG access channels, particularly because there have been
significant changes in technology since the Cable Act and DIVCA
were enacted, and other options are now available for residents to
obtain local information and programming. A November 2008
Mackinac Center Paolicy Brief provided insights on the evolving state
of PEG channels:®

The auditor does not appear to have the expertise to make such an
evaluation absent relionce on outside expertise. As previously
stated, the auditor had expertise of The Buske Group available but
chose not to seek their advice. Aside from pointing to a report
indicating access centers are closing, the outside “expertise” relied
on is that of the Mackinac Center. (See the Overview fora
discussion of the Mackinac Center.) The auditor describes no effort
to check the reliability of the conclusions of a report from such a
biased source. The distinction between the guditor’s treatment of
this report and the long discussion of Ms. Buske suggests either a
bias or a lack of care that is inconsistent with GAGAS.

For a discussion of the continuing value of PEG channels in the

® Theodore Bolema, Ph.D., 1.0, An Evaluation af Legisiative Proposals for Higher Cable Fees to Finance Public, Education and
Government Access Channels (Mackinac Center Policy Brief, November 10, 2008), available at
https:/ fenwnw mackinac.org/archives/ 2008, 2008-11REGfeesWEB. pdf
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pending appeal of the FCC's Reconsideration Order, see “Brief
Amicus Curige Of The Alliance For Community Media And The
Alliance For Communications Democrocy” filed March 4, 2016 in
Montgomery County, Md. V. FCC, No. 08-3023 (6th Cir.), pp. 5-8.
Excerpts from the brief are attached as Appendix D. The reports
cited in the brief could have been sought out easily for the audit
report. See also, the University of Texas study cited in the Overview.

*+  Only a small portion of cable subscribers actually watch the
programming on PEG channels.

This observation requires the drafter {and anyone evaluating the
drafter’s statement) to have some understanding of what is a
“small portion” of subscribers of cable channels in light of
overall viewership potterns. Evaluation of the assertion likewise
requires some understanding as to the significance of viewership
for a hyper-local medium like access. The audit report simply
recites the Mackinac Center’s assertion without the critical
analysis required before conclusions may be drawn from the
assertion.

* PEG channels do offer some benefits today, including
broadcasts of local government meetings, school concerts,
sporting events, graduation ceremonies, and training
opportunities for aspiring filmmakers.

See the University of Texas study cited in the Overview for an
analysis of the benefits of PEG in Austin.

* The idea that PEG channels offer unigue choices to viewers is
outdated. Much of the programming and local information is
available on the internet through websites such as YouTube and
through e-mail groups, rendering PEG channels increasingly
redundant.

Persons with experience in PEG recognize that the same
arguments have been made for years. E-mail groups — one of
the purported substitutes for PEG — have been available for
almast 30 years (the 1984 Cable Act's legislative history notes
the developing information landscape) — yet the information is
repeated in the audit report as if it were reliable. As the
Overview notes, PEG and online video streaming are
complementary — and PEG facilities are actually used in the City
to produce programming which is then cablecast vio multiple
platforms, much as most modern media communicate via
multiple platforms. As noted in the Overview, television still
remains the main source of public information, and studies from
the University of Texas suggest the PEG platform remains
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relevant. The problem with the audit report is not that it raises
guestions about PEG — it is that it purports to have a neutral
basis for raising them, and to present well-considered
recommendations for moving forward. The contrary is true.
This is not a fair or objective analysis.

¢ There is no real evidence that cable subscribers want more PEG
channels or that PEG cable channel viewing will significantly
increase following the proposed increase in funding.*®
We doubt this conclusion is accurate, but it is irrelevant to the
recommendations made, as we are not proposing to add PEG
channels, and merely proposing to maintain funding. It is
unclear why this is included.

Recommendations

We recommend that the City Manager's Office:

1.1 Consult with ASD, IT, the City Attorney's Office, and Cable Joint
Powers members to assess the need to continue collecting PEG
fees and adjust the fee based on a demonstrated need for
future capital expenses related to PEG access facilities or
discontinue collecting the fee.

a. Ifitis determined that the PEG fee should be adjusted or
discontinued, submit a staff report to the City Council with
a recommendation to amend the Municipal Code to reflect
the revised fee or to eliminate the requirement and
recommend to the other Cable Joint Powers members that
they do the same.

b. Ifitis determined that the PEG fee should continue to be
collected:

* Amend the agreement with the Media Center to
remove the requirement for the City to remit all PEG
fees collected to the Media Center.

* Coordinate with ASD, the City Attorney's Office, and the
Cable Joint Powers to develop and implement criteria
for the use of PEG feas to ensure compliance with the
federal Cable Act, and that the fees are set at a level
appropriate for anticipated and necessary capital
axpenses.

*® This was in reference to proposed amendments to Michigan state law that would have removed several legal limitations on the
amount of PEG fees that local governments could charge cable companies to finance local PEG channels. We nate that this should
have suggested that the report might be palitical in nature, and would have led a cautious reviewer to examine the sources af

funding for the repart.
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* Place the PEG fees in a restricted account and distribute
them based on City-approved capital expendituras that
meet federal Cable Act requirements.

* Require that semi-annual documentation of
expenditures be provided and adopt procedures to
review the documentation to ensure that PEG fees are
spent only as allowed by the federal Cable Act and take
immediate corrective action as necassary.

As a general matter, these recommendations are based on
a faulty legal conclusion, backed up by a Mackinac Center
report. The recommendations should be fiatly rejected, and
replaced with the recommendations contained in the
Overview.

1.2 Consult with ASD, IT, the City Attorney’s Office, and the Cable
loint Powers on whether to allocate a portion of the
unrestricted franchise fees or other funds, instead of
restricted-use PEG fees, to subsidize the Media Canter’'s
operations or to discontinue subsidizing the Media Center's
operations. Based on the resulting recommendation, the City
Manager's Office should make recommendations to the
Council regarding appropriate future funding, if any, for the
Media Center.

See gbove,
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Finding 2

Comecast and AT&T did not remit the full amount of
franchise and PEG fees due.

Comcast and AT&T did not always calculate the fees duein
accordance with DIVCA and the municipal code of each of the Cable
Joint Powers. As a result, Comcast underpaid about $141,000 in
franchise and PEG fees from July 1, 2010, through June 30, 2014,
and AT&T underpaid about 576,000 from July 1, 2011, through
September 30, 2014."

AT&T's underpayments are estimated because it did not provide
sufficient records for us to verify the accuracy of franchise and PEG
fee payments. In addition, AT&T's underpayments are for all of
Santa Clara and 5an Mateo Counties because it remitted fees
collected from subscribers in the unincorporated county areas
directly to the counties and could not provide the information
needed to calculate the amounts due only to the Cable Joint
Powers (s2e scope limitations saction on page 5).

Comcast and AT&T will owe interest, calculated at the highest
prime lending rate during the delinquency period plus 1 percent, on
underpaid feas, as required by DIVCA. DIVCA also requires that
AT&T pay the City for its portion of the audit costs because AT&T's
underpayment exceeds 5 percent of the amount that it should have
paid.

As noted in the Overview, in order to determine whether the PEG
fees plus the franchise fee exceeded 5%, the City would need to
closely examine the fee that would have been paid applying the
maximum fee permissible under the Cable Act, and the fee actually
paid under DIVCA, as adjusted by the auditor report. For example,
based on experience:

* The ollocation of bundled revenues under DIVCA often fails
to recognize funds that could be treated as revenues under
the Cable Act.

*  The treatment of PEG fees tends to exclude the amounts
collected from subscribers to pay those fees from revenues,
although those are gross revenues under federal law.

*ATET provided data for July 1, 2011, through September 30, 2014, based on the DIVCA requirement for local entities to make
claims for underpayments within three years and 45 days of the end of the quarter for which compensation was remitted or thres
vears from the remittance date, whichever is later.
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* [launch fees (fees paid to cable operators to place
programming on the system or at particular channel
locations) are often not recognized as gross revenues under
DIVCA, and can be substantial.

Without that analysis, it is difficult to draw any conclusions with
respect to PEG fee/franchise fee issues.

We have no comments on the remainder of the report.
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Appendix A
Prepared by Annie Folger

Media Center Funding Process

The attached excerpts from the August 2001 Agreement of Merger and the October
1999 Vision for a New Community Media Center are parts of several documents that
show that the City, along with the Cities of Atherton, East Palo Alto and Menlo Park
and unincorporated parts of San Mateo and Santa Clara Counties, desired what is
now the “investment fund” to be used for purchasing new facilities and equipment
first, and for operations secondarily. Should the issue remain in doubt, there are
other documents that could be reviewed including the Compromise and Settlement
between the City and Cable Co-op, and the City/SVCC Agreement.

Because of this direction the Media Center was given in the above documents, PEG
fees have always been primarily assigned for accounting purposes as if they came
from the operational fund, although the actual expenditures of capital and operations
over time would have effectively allowed those funds to be expended for capital
under the definition of capital we have traditionally used for our books. There have
been some expenses that could have been classified as capital but which have not
been because of the Media Center's policy of expensing expenditures under $1,500.

Each year, we provide our annual operating budget to the JPA for their review and
comment, and to the Media Center Board for their approval. We submit a separate
capital budget for known capital expenditures and, as in 2014, include that in the
budget package. As in 2014, if we know that a significant capital expenditure may

be made in the year, but the amount is not known (because we go through RFP
processes for such purchases) we advise the JPA and the Board of that fact. This is
also reflected in the attached documents. The Board must be later asked to approve
any capital expenditures that are unanticipated, or that are based on RFP responses.
In fact, in 2014, a substantial capital expenditure that was allocated to the

investment fund was approved and made, as shown in the attached document.

As can be seen from the 2014 budget documents, the sum of the then-known capital
expenditures and any net operating loss represents the total dollar amount
requested from our Board through the normal budgeting process. See attached
examples: 2014 Board Budget Presentation, Proposed 2014 Budget, and Media
Center Studio Upgrade 2014-2015. All of the Media Center's annual financial
statements are available on our website.

Contrary to the statement of the auditor, the materials that have been presented to
the JPA (and to the City) as part of the annual operating budget have shown the
total income resources, and total expenditures, and then included a line item
showing the amount that would need to come from the investment fund (if any) to
make up the difference. Thatis, it was very clear in every budget that the choice

Date: 32416 Fage 1
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that was made at the outset for budgeting purposes — that capital would first come
from the investment fund and operations first from the PEG fees and other revenue
sources — was still continuing. This was known to the City, and would have been
known to the franchised operators.

Documentation Provided to Auditor: Use of PEG Fees (attached)

We performed an exercise by taking the Media Center expenditures and overaying
them into the accounting structure of other Bay Area media centers to determine the
following: If we were fo use our PEG fees, rather than our investment fund, solely
for “qualifying capital-related expenses” (as defined by other Bay Area media
centers), would the total of those capital-related expenses equal or exceed PEG
fees received?

This exercise revealed that there were more than enough qualifying capital-related
expenses as defined by the other Bay Area media centers to equal or exceed the
amount of PEG fees received (allowing for year-to-year fluctuations). This is not
surprising since the definitions used in other communities classify some items as
capital that we do not.

This was just an exercise, based on the definition of “capital” used by other
communities in this area. We did not adopt that classification system for our own
use. Our own definition of capital that we use is more conservative. In response to
a request made in connection with the preparation of the audit report, we made this
example available to the auditor. It was explained that this was not a document that
was part of our budget approval process or a normal document used by the Media
Center, but as stated, merely an exercise in applying the methodology used by other
media centers. The audit report appears to misuse this document as our
presentation of capital expenses and a reflection of our accounting system—
something it was never intended to reflect. As far as we can tell, the audit report
does not actually examine our accounting system in any detail.

Capital Policy

Since the merger of SVCC and MPAC and acquisition of the investment fund, it has
been our policy to capitalize the aggregate total costs of individual assets of $1,500
or more, and certain repairs costing more than $1,500 that qualify as capital
expenditures under standard accounting procedures (e.g. the total replacement of
the lower roof in 2013). The threshold was lowered to $100 effective January 2016.

Date: 32416 Page 2
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AGREEMENT OF MERGER

THIS AGREEMENT OF MERGER is made as of August 20, 2001, by and between SILICON
VALLEY COoMMUNMTY COMMUNICATIONS, INC., a California nonprofit public benefit
corporation (“SFCC), and MID-PENINSULA ACCESS CORFORATION, a California nomprofit
mutual benefit corporation (“MPAC).

RECITALS

A. MPAC is & California nonprofit corporation organization exempt from income tax
under Section 501(c)(3) of the United States Internal Revenoue Code, as amended (the “Code™).
MPAC's business is comprised of (a) promoting and facilitating open, nondiscriminatory
community access to, and administering and managing the public access channels designated
under the Cable Televizsion Franchise Agrecment effective as of July 24, 2000 between the City
of Palo Alto on behalf of the Joint Powers (the “Joinr Powers™) and TCI Cablevision of
California, Inc (as the same may form time to time bs amended, modified, renewed, extended or
replaced, the “Franchire Agreement”™) granted by the City of Palo Alto on behalf of the Joint
Powers comprising the Citics of Pale Alto, East Palo Alte, Menlo Park, the Towm of Atherten,
mdummunﬂmwﬂpmdSmMummdSMnCImCumﬁﬁudmmmm
Franchise Agreement (the “Service Area™), (b) administering and managing the institutional
channels designated under the Franchise Agreement and (c) performing the functions of the
Community Access Drganization {*CACFT) as so designated under and pursuant to the Franchise
Agreement.

B. SVCC is a California nonprofit corporation exempt from income tax under
Section 501({c)3) of the Code. SVCC's business is comprised of originating and producing local
television programming focused on news, Sports, people and events in the San Francisco Bay

i - anla area centered on the Service Area (the “Midpeminsula Region™), including
progrRmIming distributed over the access channels administered and managed by MPC.

C. Th:pnﬁmwiahmnnmbimﬂuhmmminma:inglenmmimﬁnnmmmmd
to expanding upon SVCC's and MPAC's cumrent operations and to the establishment,
and promotion of a new community media center capitalizing on the convergence
of community, media and technology in furtherance of and as envisioned and contemplated by
the Wiston for a Mid-Peninsula Cemmunity Media Center adopted and endorsed by the Boards of
Directors of both SVCC and MPAC (the “Vision Siaiemeni™), a copy of which is attached as
EXHIBIT A, by effecting the merger of SVCC with and imo MPAC in accordance with this
Agreement, the California General Corporation Law as it relates to mergers of mon-profit
eorporations (including, without limitation, Section 6010 et seg. of the California Corporations
Code) and the parties’ respective organizational documents (the “Merger”), with MPAC being
the surviving corporation and MPAC being the disappearing corporation.

D. Immediately upon the Closing, MPAC shall be renamed Midpeninsula
Community Media Center, Inc.

1T T
£55900 v2IEF
W24l DOC
CAI200 1
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VISION FOR A NEW COMMUNITY MEDIA CENTER

Representatives of Cable Co-op and the Mid-Peninsula Access Corporation, contingent
upon review of the available funding, have endorsed the creation of a new community
media center, which would eventually replace MPAC and Cable Co-op as they are

currently structured.

A new non-profit corporation would serve those who live or work in Atherton, East Palo

Alto, Palo Alto, Menlo Park, Stanford, and unincorporated parts of San Mateo county.
The Center will be housed in a new facility and will provide a variety of services to

address the following goals:

1. Create and maintain a facility available to all members of the community at which
people have access to resources that enable and enhance communication and

cxpression.

2 (ienerate and maintain a public forum that promotes civic engagement, diversity
awareness, 4 venue for arts and a forum for many voices, adhering to the goarantees
of the First Amendment.

3. Produce quality programming of particular local interest, some of which will be
produced by center staff and some by individuals and groups assisted by center staff.

4. FEnhance access to government and the political process for all members of the
community and enhance dialogue between government and members of the public.

5. Provide accessible and affordable training for community members in media
production including but not limited to video, radio and website content.

6. Collaborate with schools, local government, non-profits, and local arts organizations
to produce and disseminate community communications.

7. Use any number of media, as resources allow, to accomplish the above goals.

The board goveming the new nonprofit corporation wnuldl include representatives from
each Mid-peninsula community to ensure that all perspectives are represented and that
the center remains a truly community institution. The Board could also include

additional elected members.

This statemert was_formally ratified by the Boards of Direciors of both Cable Co-op amnd
ihe Mid-Peninswla Access Corporation in October 999,
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MEDIA CEMTER
Lights Camemal Commus iy Actor

2014 Proposed

Media Center
2014 Board Budget Presentation

MC,

MEDIA CEMNTER
Lighits Camemal Commusiy Acbert

Budget

Elections L. 530K

« Continuing grants from 2013: §26.3K
Microsoft: $3 8K
Made Inta Armenca: 522 5K

- In-kind contributions: $40K Legal

I"ﬂ *McoHa CewTen
T LT ———————

2014 Budget Assumptions 2014 Budget Assumptions
Iincome Expenses
. Continuation of programmatic activities = Salaries
. Continuation of Gov contracts at currant rate Mo cost of living Increasea
« Conservative estimate for professional services Small health cost increase
=«  MNew grants: $345.6K & Tull tire employess
Greeniight Sponsors: $2 3K Menio Park: $9 8k u Mo Review
Sports 310K TED: 5206 »  Review was performed in 2013 for 2012

] Expenses

Mo funds for Janwary 2019 youlh ewent

Decrease of 525 5K from 201 2 budget

Salaries and salary costs down by 58550

Men-capital eguprment S6.5K, $15.4K less than 2013 budges!
Operating Supples increase - props and sets budgel 33 5K

H‘: Feoia OewTen
R T ———
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Media Center

2014 Board Budget Presentation

Fu I'Idil“lg SOUFrCEeS urancs frem 2013 torscast)

» PEGfees: S340K ($0K)

= Governmentcontracts: $186.1K ($4.2K)
= Misc. mediaservices: S67K ($6.1K)

= Members/donors/grants: 579 4K (-§8.7K)
« In-kind contributions: 540K ($0K)

« Classes & facility use: $78.9K ($3.9K)

= Checking int/misc. sales: 51.6K (30K)

= Total: $793K ($5.5K)

MC;,

Mroia Desrem
B L

EKPEI’ISEE (varianes frem 2013 forecast)

Salaries: $567.2K ($3.4K)

Salary costs/benefits: $103.8K ($6.1K)
Prof. services/in-kind legal; $166.6K ($12.2K)
Facility; $49.5K (-$2.3K)

Operating: 523 5K (-54.5K)

Equipment: 513 5K (-$15.5K)
Advertising/outreach: $£55K (§1.2K)
Insurancefvehicle: 523 3K (§2.2K)
Conferences/training/hosp: $10.9K ($1.1K)
Total: 5863.8K (53.9K)

Meoia Dewrem
RN e v e

R

Proposed Budget vs 2013

2014 2013 2013 2014 Bud) 2014 Budy

Proposed  Budget ‘earend 2013 Bud YE Forecask

Budiet Faracagt  Warance  Varlance

Incame 7930  ALF.2 FB.E 24,2 5.4
Expenses 953k g980.3 Sed.0 -25.59 3.3
Net Op Ing-Lass -8 -171 1T i3 1.6
Inwestment DistribUtion 1708 17E 1 172.4 =1.3 =1.6
Net Inc'-Loss " 0.0 00" [N 00" 0.0

Proposed 2014 Capital
Expenditures

= Tolal New Capital Expenditures: 851K
« Cabilecas! syslem upgrades: 5216
* Aligmative s BTRYT Tor 4 years
» Ceiling mounted A'C for server room: $12.TK
«  Stugio upgrade consulting intsgratar: 58 8K
« Computars: $3 8K
» Aubomated wideo file transcoding & tramsfar to cablecast: 53K
= Replace lokby TV display: §1.TH
» Coming upin 2014
= Majar studin and control Faam Upgrads
= Replace aging phone systam
o AT file s2rver infrastructure imorovsmen s

MG,

Meoia Dewrem
RN e v e
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Media Center
2014 Board Budget Presentation

Request for Approval THANK YOU!
-« 2014 Budget and 2014 Capital Budget, waiving = The Staff joins me in expressing our heartfelt
policy for 29, investment distribution amount appreciation for your service on the Board
this year and your generous contributions of
Dperating budget deficit: £170.8K your valuable time and talent.
Capital budget amount: £51.0K »  Special thanks to Barbara and the Executive

and Finance Committees for their leadership.

« HAPPY HOLIDAYS TO YOU
AND YOUR FAMILIES!

« Total Fund Request: $221.8K
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Proposed 2014 Budget
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2074
20414 Budget v
Budget v 2013
2013 2013 2013 YearEnd
2014 Draft Approved ‘fearEnd Budget Farecast
Budget Budget Faorecast Variance Varance
Operating Income and Expense
Imcome
FPEG Fees - JPA Contract 5 340,000 340,000 340,000 o a
Contracted Media Services 188,100 184,320 181,845 (8, 820) 4 155
Misc. Media Services 67,000 70,500 &0,931 {3,500) 6,069
Contrib/Memberships/Grants 78,400 83,550 &, 086 (14,150} {8 688)
In-kind Contributicns 40,000 40,000 40,000 o a
Class and Facility Use Fees 78,830 75,120 75,027 3,810 3,903
Misc. Inc. / Net DVD Sales 1,610 3.100 1,600 [1,490) 10
Total Income 783,040 817,180 787,580 (24,150) 5451
Expenses
Salaries 567,220 575,790 563,811 {8,570) 3,408
Salary Costs/Employese Benefits 103,840 104,810 97 757 (970) 6,083
Professional Sves (includes in-kind) 168,500 167,750 154,381 (1,150) 12,220
Facility Expense 48,510 52,350 51,71 f2,840) {2.281)
Operating Expenses & Supplies 23,480 18,980 27,882 3,500 {4.502)
Egquipment Expenses 13,500 31,000 29 008 {17, 500) {15,508)
AdvertisingPRMOutreach 5,480 §.680 4,245 {1,200) 1,235
Insurance and Wehicle 23,330 20,890 21,150 2340 2,180
Conference/Training/Hospitality 10,880 B.860 9,830 920 1050
Total Expenses 253,840 868,310 250,855 (25,470) 3,885
Met Operating Income and Expenses (170,800) (172,120} (172,388) 1,320 1,566
Distribution from Investments 170,800 172,120 172,388 1,320) {1.566)
Met, after Distribution from Investments 5 0 0 0 o a




Media Capter
Studio Upgrade:
2014-2015
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Facilities and Finance Committee Project Report

HD Studic Comversion Project Floor Beplacermsant * 5 12 313

Equipmernt M7IT Contingency & 10% 1231
Tax (B.75%) 30,395
Estimated Tax Savings |3.5%) 12158

Instzllstion materials 15,200 Video Server (HWESW] + Tax* 5 24 000

Lzbor 96,390 Contingency & 10% LADD
AV Integrator Subtotsl 477,504

Elecirical contractor 1,000 Telephone System + Tax * 5 B 853

‘Woristations & Software (4] E,D00 Contingency & 10 BES
Mz Subtotsl 3,000

Total Project 456,904 Metworking Equipment + Tax * & £100

Contingency @ 7% 34,083 Contingency & 10 [3T:]
Total with Contingency 520,987

All Projects Subtotsl 5 538210

Contingencias 30,214

All Projects Total 5 5ITAM

Notes:

1. Only 1 bidder. Payments spread over 4 month period

with first 25% in Nowember.

2. Four |4) bids considered.

3. Cost reflects a 20°% discounted
demo system with & mos warranty.
Meot year, we will likety
recomimend the purchase of 3-pear
support agreement for 585,000
which would begin May 2015..

4, Thiree (3] bids considered. Recommended system is ¥olP technolosy.

5. The HD Studio Conversion, MNew
Phone System, and Video Server
necessitate an Lpgrade toour data
network infrastructure. Cost
reflects special pricing program for
non-profits.

b. Uperade to the studio lizhting is deferred and not induded in the numbers showve.




Use of PEG Fees
July 2000-Dctober 2013

Mledia Center
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2030 2041 2013 2013 2014
Allocatad To Allocat=d To Allccated To Allscated To Allscated To
Jul - Dec 10 PEG Joan -Dec il PEG Jan -Dec 12 PEG Jan-Deci3 PEG Jam - 0ct 12 FES
Expense
3301 - Slaries
NS00 - Full-Time Salsrizs 134 D030 74,000.00 3E£2,153.34 74.000.00 3:25,285.06 74,000.00 359,233.57 74,000.00 327,005.41 74,000.00
33001 - Bonuws Poo 000 0.0 20, 700,00
3320 - Oty Hall Wiszo Operstars 24,383.20 42 36615 33,410.08 42,130.10
3343 - Frogramming 23 74357 |x| 2374600 313238 |x 313200 1,641 57 |x 2,643.00 232440 |x 2,324.00 X 1,505.00
3330 - Eguip Monitor/GowSoroll 4,372.08 |x 437200 1296237 |x| 12.362.00 11,743.47 |x| 11,743.00 7,330.08 |= 7, 330.00 3,737.31 3, 7300
345 - Tiltrak T.592123 |x 7.592.00 13.324.95 x| 1332300 1%5,71399 |x| 13571400 17,453.73 |x| 17,454.00 14,031.73 14,032.00
3340 - Instructors 9,967.97 10,038.24 1736620 11,3€0.13 E,768.23
337E - Youth Interns ] 3r3ze 3E0.00 0.0
3360 - Studio Techs 377437 |x 377400 10,021.44 || 1002400 5,660.39 |x S,660.00 14,652.73 |x| 14,653.00 13,223.40 |x| 15,213.00
3363 - FT Production Staff 1%,347.99 40,923.52 I7,234.33 29,E83.70 26, E7.07
3366 - Misc. Tech Support/IT 37,216.30 |x| 3731500 25, 7BE.24 || 25,7B5.00 3,324.30 |x 3,323.00 .00 |x Q00 533.23 = 533.00
3373 - WenIndex Staff 1,130056 |x 1,141 00 3,196.35 |x 3,197.00 340547 |x 3,405.00 4,2528.06 |x 4,252.00 3,202.97 3,203.00
3374 - Frof. Swcs. Coord 9,326.71 13, BOE.47 1787380 21,3€3.00 23,1711.13
3373 - Youth Sves. Coord 000 ] 000 13,750.00 21,18.00
Total 3301 - Salaries 270,873.74 I73,938.15 I3, 96352 ¥34,743.32 4B4,135.B0
9600 - Sslary Costs/Emaloyee Banefits
3610 - CA Unemaloyment insuranoe BIEALZ |x 4E4.00 3,634.95 |x 142300 3,810.52 |x 126100 3,055.46 |x 1,105,000 304378 |x
3620 - ETT 3259 |x 15.00 13643 |x 40,00 16l 34 |x 33.00 13237 |« 34.00 15284 |x
3630 - FICA 20,593.73 || 11 6350000 44 F33.88 || 11 4BE.0O 41,451 33 |x 9,224.00 4241273 |u 9,223 .00 37,031.12 |x
36400 - Wiorkers Compensation K Z.347.00 T.HEALS |x 154800 10,625.58 |K Z,307.00 10,225.20 |= Z,224.00 E,263.20 |x
5630 - Medical Banefits 2,717.00 3570621 7.360.00 41,162 38 £,072.00 389,838.83 7,.372.00 33,231.97
SEED - Vaation |Z. 796 534323 [1,479.51) 7.433.97
Total 3600 - Salary Costs/Employee Benefits 41084353 53,.243.4 10Z,213.58 96,375.18 91,156.83
9400 - Professionsl/Dutside S=races
3436 - Instructors Z,400.00 200.00 4,042.30 9,215.73 5,650.50
3410 - Legal Servioes E4, 39650 33,331.35 15,041.73 37.453.51 0.00
3420 - Financial Sardces 2341873 4215000 40,373.00 40,508.61 23,323.73
5430 - Mizc. Professons| Sandioes 23,7670 35, 750.03 50,922 17 &7,603.492 B0, 743.95
3433 - Support Services/Consulting 1,160.00 |x 1160000 000 |x 000 000 |x 000 3,662.30 |x 3,663.00 11,250,000 x| 11,230.00
3430 - Tech Supporty/Services 000 |x [eEaa] 23000 |x ZI0.00 23000 |x 23000 Q.00 |x o0 E37.30 |x E35.00
Totnl 3400 - Professionsl/Qutside Serdices 131 122 7% 135,801.39 130,771 42 150,E75.79 127, 857.74
3400 - Faility Expense
3113 - Utilities 1431640 |x] 1431800 E| 3L3TE00 33,365.29 |x| 33,365.00 30,581.67 |x| 30,583.00 26,¥38.93 x| 26,035.00
5120 - Facikity/Maint. Supplies 1,060.03 |x 106000 K 2A3E.00 LAE4 48 |x 242400 2,030.82 |x 2,031.00 2,383.73 |x 2,355.00
3122 - Buildirg Security 64418 |x E44.00 K 132100 1,386.50 |x 1,387.00 143532 |x 1,435.00 1,336.62 |x 1,337.00
5123 - HWVALC Main. Contract 1,392.00 |x 139200 K 2A3E.00 Z,04200 |x Z,042.00 3,077.00 |x 3,077.00 4320.00 |« 420.00
5124 - HVAL Reoairs 4£3.00 |x 463.00 K 300.00 000 |x 000 E50.00 |x ES0.00 0.00 |x 0.00
5123 - Jmnitorial Sarsices 4,813.00 |x 4.813.00 £.293.00 |x £.293.00 5,320.00 |x £,320.00 B,313.00 |x B, 31300 3,200.00 |x 3,500.00
31327 - Eldg KAmint /ReomirsSecs J1eE1 |x 31700 197158 |x 157200 3,348.30 |x 3,347.00 Z,002.B4 |k 1,389.22 |x 1,353.00
5130 - Fire Alwrm Systam 631 46 |x 63100 108102 |x 108400 1,203.30 |x 1,203.00 i, 48 |x 121248 |x 1,212.00
5134 - Landscape Servioes 340,00 1,080.00 1,080.00 1,060.00 500.00
3133 - Froperty Tax 35734 |x J9E.00 1,1BE.55 |x 1,1B5.00 121083 |x 1,211 00 1,238.11 |x 1,232.00 E18.35 |x E12.00
Toinl 3400 - Facility Expenss 2%,159832 34, E38.55 34,413.00 32,044.32 40,351.41
3200-1 - Operating Expenses & Supplies
[520¢ - Financial service charges 2.938.37 5.437.71 6.972.72 765143 7,448.88
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2010 2041 201X 2013 2014
Allocated To Allocated To Allocated To Allomted To Allocaked To
Jul - De=c 10 PEG Jan - Dec 11 PEG Jan - Dec 12 PEG Jan-Deci3 PEG Jan -0t 12 FES
3205 - Customier Bad Deiot Expance 0uo0 73330 347157 3,040.25 |+0.00]
J2EE - Tel=ohone/Phane System 1,374.44 |x 1 37400 303035 |x 030,00 3,57241 |x 3,972.00 4,321.77 |« 4,322 .00 3,586.35 [« 3,525.00
52E7 - Billable Expenzes 0uo0 o] 000 3,53.38
S2EE - Mizcellanaous, G ine- sweys 307.09 112203 167417 0.00
5265 - Mileage Reimb: 51402 310022 BE2 41 213.14
5272 - Offics Supolies/Maintenance 1,341 15 4. 527.53 335273 B,585.72 4,203.31
J27E - Fostape and Delivery 30340 TEE.ID FELTT E05.17 1,024.50
5222 - Decorations/Furnishings 28201 385.52 1,762.55 1,053,632 1,359.24
3211 -EBooks & Publicabons 200 B3.13 00 .o 0.00
Totnl 3200-1 - Operating Expenses & Supalies 2,384.72 19,421 0% 25,704 23 30,809.31 21,275.41
3200-2 - Equipment Expenses
J247 - Reoycling Fees - misc. 15.00 |x 1500 00D |® Q.00 000 |x .00 30,00 |x Jo.oa 0.00 |x 0.0
5236 - Eguipment Mainkenance 1,640057 |& 164100 JAEET |x JE.0D 1,065.03 |x 1,0e5.00 2,203.07 |x 2,200000 273150 [« 2, 73200
5241 - Eguipment/Studio S=t Rentals 0L00 |x 0udd 00D & Q.0 J024 |x 3100 S53.00 |« 5300 3, 000,00 = 3, 000,00
5244 - Non-Capital Equip.[under 51300) 5,23109 |x 9.231.00 T.6B145 |x TJ5B3.00 20,728 17 |x| 30,722.00 10,155.79 |u| 0,157.00 3,301.36 [« 3,302.00
3243 - Software 0L00 |x 0udd 00D & Q.0 000 |x 0,00 1,433.28 |« 144300 147370 [« 1, oo
5248 - Expendabie Frod. Equip/Supplies §,323.13 |x 532300 E121 53 |x 12200 9,043.03 |x 2,043.00 4,820.20 |x 4,220.00 3,217.22 |« 3,217.00
Total 3200-2 - Eguipment Expenses 17,21391 15353.48 30,853.17 1B,870.34 17,746.38
3200-3 - Acvertising PR/ Dutreadh
5280 - Collsteral\Sraphics /Printing 10200 3104 33351 E15.95 597.14
S20€ - Agwertising and Marketing 1,302.29 37300 1,222 .59 30200 79330
5264 - Ivb=rnet AW ebsibe/ Dish 117135 |x 117400 1.B04.37 |x 1.203.00 1,733.57 |x 1,735.00 1,732.86 |« 1,735.00 133276 [« 1,333.00
3231 - Entry Feas 300000 2090.00 30000 153,00 253.00
5222 - Memibarship/Feas/Dues 330000 1.037.00 1,23.00 1,007.00 44,00
Total 3200-3 - Advertising/ PR Dutresch 3,23228 3 B37.03 4,592557 4,0e5.83 4.038.40
32002 - Inswmance snd Vehicles
5252 - Wan/Truck Expense 1,00323 |x 100300 933.25 |x F34.00 J5E.20 |x 35800 53118 |x 531.00 J326.34 |x 325.00
3262 - Directors/Cfficers Insurarce 1,27423 |x 1.274.00 LAILH |x La02.00 1,343.00 |& Z,343.00 Z,352.00 |u Z,352.00 1,863.23 [w 1,853.00
3264 - Media Lisbility Insurance 206630 |K L, 06700 3. BIE.32 |x 355500 3,645.00 |x 3,645.00 3,625.84 [u 3,E25.00 2, 78336 [m Z, 752,00
J2ED - Froperty Insurance 7,283.1E |x 7.283.00 1397602 |x| 1357600 13,928 56 |x| 13,925.00 14,370.99 |x| 14,371.00 533467 [x 9,333.00
Total 32004 - Insurance and Yehicle 11,625.16 21 20583 20,315.06 11,372.61 14,763.77
3200-3 - Conderence, TrainingHospitality
3257-1 - WaluntesrProducer Exp. 3,37153 133552 3,843 .06 3,045.83 E03.31
5284 - Hospitality/'vol Studio Crews 62332 1.za4.72 1,000.28 133334 1.316.6E
3256 - Eoard Reconition,/Mty. Expenses J93E6 132.08 27438 3335 52.EE
3257 - Staft Recognition/ b Exp 1,74133 333.2% 330,53 T35 258.02
5220 - Frof. Development) Traming 32300 630.00 1,503.00 470,00 1, 30B.75
3224 - ConferencesTravel 452 00 1703.51 143334 441358 521.E&
Total 3200-3 - Conference, T raining, Hospitality 5,894 95 5.385.93 9,723.00 B, 110.78 4,881.10
Totel Expense 307,616.53 54573375 52315357 557,635,568 20E,0:53.86
7031 - Depraciation 22,142 59 |x| EI 14300 24341 77 |x| 2434400 S3,820.%6 x| =3,B2100 113 7270 (x| 1413,E72.00 0.00 |«
UM | J83,735.322 31780700 1,031.094.38 34&,5594.00 1,002,074.13 335,123.00 1,071,31238 357, 752.00 206,093 .BE
PEG fmes 165,882 28 336,543.11 331,634.00 340,337.73 LB9,308.75
iDveruss] Undensse) 130,924.12 10042 B9 |13.471 00 17,422 21 [63,831.75)
[
"_':Eit:I Purchasas 3238138 E300.00 E1255.72 154.40& 96 54 E47.03
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You asked us to comment on the legal conclusions contained in the draft auditor's report
dated Apnl 12 2016, and m particular, the legal conclusions that the federal Cable Act requires
that PEG fees be linmted to capital expenditures (Audit, Executive Summary); and that the
Midpeninsula Community Media Center (“Media Center”) had used the funds inappropriately.

We disagree with these conclusions. The Cable Act does not require that PEG fees be
linuted to capital expenditures. The state franchising law likewise does not requure that PEG fees
be limited to capital expenditures. Finally. the contract under which the Media Center provides
service does not limit the Media Center fo using the fees for capital purposes.

What 1s fair to say, however, is that 1f can be a matter of debate as to when and under
what circumstances PEG fees may be used to defray operating expenses. Therefore, while the
conclusions are not correct, a locality could decide that PEG fees should be used for capital
purposes as a maiter of prudence.

Question 1. May PEG Fees Be Used For Operating Support Without Violating the
Cable Act?

The answer should be “ves.” and the opposite conclusion in the audit that leads to the
conclusion that the Media Center used fees “inappropriately” 1s contradicted by the City's own
past actions, as well as Federal Communications Commission (“"FCC™) decisions.

The Cable Act allows a locality to require a cable operator “under the terms of any
franchise to pay a franchise fee” equal to 5 percent of the cable operator’s gross revenues denved
from the operation of a cable system to provide cable services. 47 U.5.C. §542(a)-(b). A
franchise fee is defined as “a tax, fee, or assessment of any kind imposed by a franchising
authonity or other governmental enfity on a cable operator or cable subscriber, or both, solely
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because of their status as such.” 47 U.S.C. §542(g). Fees imposed on cable operators and other
utilities are not franchise fees, so long as the fee 1s not unduly discriminatory. It also does not
include:

“in the case of any franchise in effect on October 30, 1984, payments which are
required by the franchise to be made by the cable operator during the term of such
franchise for, or in support of the use of public. educational, or governmental
access facilities;” 47 U.S.C. §542(g)(2)(B); or

“in the case of any franchise granted after October 30, 1984, capital costs which
are required by the franchise to be incurred by the cable operator for public,
educational, or governmental access facilities;. .. §5342(g)(2)(C).”

In other words, under the Cable Act. where a franchise was initially issued post-1984', a
community can collect a fee to support PEG in addition to the franchise fee if (a) the fee does not
fit the definition of a franchise fee: or (b) if the fee fits within one of the two exceptions above.
To be a franchise fee, among other things, the fee must be in return for cable franchise rights,”
must be imposed on a cable operator, and must be imposed on the operator because of its status
as such. Orders interpreting the franchise fee provisions have consistently recognized the point,
and recogmzed that the “operational” limits are not as absolute as the audit assumes.

While the relevant provisions of the law cited above have not changed since 1984 the

FCC has 1ssued three orders explaining how those provisions are to be interpreted, two 1n 2007
and one late in 2015. In the Maiter of Implementation of Section 621¢a)(1) of the Cable
Communications Policy Act of 1984 as amended by the Cable Television Consumer Protection
and Competition Act of 1992, Report and Order and Further Notice of Proposed Rulemaking, 22
FCC Red 5101 (2007) (the “First Order™); In the Matter of Implementation of Section 621fa)(1)
of the Cable Communications Policy Act of 1984 as amended by the Cable Television Consumer
Protection and Competition Act of 1992, Second Report and Order, 22 FCC Red 19633

! The first exception allows use of PEG fees for any “support of the use” of PEG, and would
include operating support. The exception applies to franchises 1ssued before 1984, but renewed
thereafter. as a franchise by definition refers to an inifial authornization or any renewal of that
initial authorization. 47 U.5.C. §522(9).

? For example. the Cable Act was not meant to prevent a locality from charging a fee for use of
the rights of way to provide telecommunications services. Comcast is currently challenging fees
established by the City of Eugene, Oregon that reach that company’s use of the nghts of way to
provide Internet services.
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(2007)(the “Second Order™); and In the Matter of Implementation of Section 621{aj(1) of the
Cable Commumications Policy Act of 1984 as amended by the Cable Television Consumer
Protection and Competition Act of 1992, Order on Reconsideration. 30 FCC Rcd 810

(2015} Reconsideration Order™).

The First Order applied only to new entrants in states where franchises are still
controlled by local governments and explicitly did not apply to state-issued franchises. With
respect to locally-1ssued franchises. the FCC noted that localities could require PEG monetary
capital support in addition to the franchise fee in a new franchise. but also cited with approval
City of Bowie, Maryland, 14 FCC Recd 7675 (Cable Service Bureau, 1999) which confirms that
voluntary payments made by a cable operator in support of PEG would not be counted against
the 5% franchise fee cap. That point was underlined by §109 of the Firsf Order (which states
that the order addresses only “the proper treatment of LFA-mandated contributions mn support of
PEG services and equipment”)(emphasis supplied). That is, the First Order recognized that an
operator could voluntarily consent fo use of PEG funds for operating support without tniggering a
reduction in franchise fees, but could not be required — mandated — to do so.

The Second Order largely determined which portions of the First Order apply to
mcumbent cable operators. While the Commission repeated that “non-capital costs of PEG
requirements must be offsef from the cable operator's franchise fee payments,” Second Order,
913, it re-cited the Bowie holding. and added an additional twist: the Commission recognized
that existing operators were not automatically permitted to take offsets or to withhold pavments
that might otherwise apply, as “franchise agreements involve contractual obligations and also
note that some terms may have been implemented as part of a settlement agreement regarding
rate disputes or past performance by the franchisee. As a result, we believe that the facts and
circumstances of each situation must be assessed on a case-by-case basis under applicable law fo
determine whether our statutory interpretation should alter the incumbent’s existing franchise
agreement...” Second Order, 19

To put it another way, if a franchise or separate agreement permits PEG funding to be
used for operating support, an antomatic offset should not be permitted or required. The facts
and circumstances under which the funds are permitted to be used for operating support must be
considered. Taking the First and Second Orders together, PEG fees can be used for operating
support without counting towards the 5% franchise fee cap where the operator permits that use
voluntanly, or where the use is a legitimate quid pro quo as part of, for example, a seftlement.

A broader question, not yet fully resolved, 1s whether PEG obligations imposed under
state “streamlined franchising™ schemes should be treated as “voluntary arrangements™ such that
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use of the fees 1s not subject to the capital/operating distinction. In the Reconsideration Order,
the FCC considered whether its interpretation of the franchise fee provisions of the Cable Act
should apply in states that (like California) had implemented a statewide franchising regime. The
Commission stated:

.1t 15 necessary to clarify whether the findings regarding franchise fees under
Section 622, PEG and I-Net obligations under Sections 622 and 611, and non-
cable related services and facilities under Section 602 apply to state level
franchising. We clarify that those mulings were intended to apply only to the local
franchising process, and not to franchising laws or decisions at the state level.

Reconsideration Order, § 7. In a mysterious and inconsistent footnote, the FCC added
“Nothing in this Order on Reconsideration, of course, changes the fact that in litigation
involving a cable operator and a franchising authority, a court anywhere in the nation would be
required to apply the FCC’s interpretation of any provision of the Communications Act that
would be pertinent (e.g.. Section 622). including those interpretations set forth in the First Report
and Order and Second Report and Order.”™ This footnote creates ambignity (and is being
challenged in a pending appeal of the Reconsideration Order and the Second Order). However,
in light of the explicit holding in ¥ 7. 1t cannot be said that the FCC’s decisions on operating
support for PEG apply in California generally, or in Palo Alto more specifically. Rather. it
appears that the application of the FCC’s general rulings may depend on the circumstances.”

¥ The FCC, if faced with the question. might decide that because state franchising laws reach
enfities that are not cable operators, and grant rights that go beyond the right to use the rights of
way to install a cable system for the purpose of providing cable services, fees for PEG fall within
the “utility fee” exception to franchise fees, or are otherwise not subject to limitations that would
otherwise apply under Title VI to fees that are imposed upon cable operators because of their
status as such. The agency could also decide that, because an operator always has the option of
msisting upon the protections afforded by the Cable Act, its acceptance of a streamlined
franchise amounts to a voluntary agreement to its terms, including terms related to PEG. This
might be particularly true where, as in California, a state adopts a uniform system that allows an
operator to avoid individualized negotiations and avoid assuming new obligations that otherwise
could be imposed (such as institutional network obligations) through the federal franchise
process. Support for this view can be found in a recent opinion of the California Attorney
General which concluded that payment of a PEG fee established by a local government under
DIVCA is “an obligation that [each applicant] voluntarily agreed to pay as a condition of being
awarded a franchise,” see 99 Ops.Cal Atty. Gen. 1 at 8 (2016).
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The City’s own actions, and the actions of Comcast and its predecessors, confirm the
common understanding that under certain circumstances, PEG fees provided to an organization
like the Media Center can be used for operations without violating the Cable Act. As noted
above, the federal law is essentially unchanged in relevant part since 1984. In 1986, the City
issued a franchise to a cooperative, which provided cable service within the City unfil the year
2000. In the year 2000, the Cable Co-op sold its assets to TCL and the City entered into a
franchise and several other agreements with TCI. The City concluded that a transfer from a co-
op to a private company would only be in the public interest if the Media Center were kept
whole; and so approval was contingent (among other things) on TCI agreeing as part of the
transfer that infer alia, PEG funding could be used for PEG support generally. The specific
support requirements were placed within the franchise agreement, but the voluntary consent to
use of the PEG fees for any PEG-related purpose was central to, and part of the transfer
agreement. The parties specifically agreed in the franchise that the PEG fees were not, and
would not be treated as franchise fees. The July 24, 2000 City Manager's report reflects the
understanding that the agreements would provide “funding for PEG access services.” Comcast
voluntarily accepted the conditions to which its predecessor had agreed when the franchise was
transferred to it in 2002. When the City adopted 1ts DIVCA ordinance 1n 2008 — a year after the
FCC orders discussed above had 1ssued — it maintained the existing uses of the PEG fees. Had
the City (or City Attornev) or Comcast believed that the Cable Act provided an absolute bar to
use of PEG funding for operational purposes, or required that funds used for operating be offset
against franchise fees, the provisions with respect to PEG fees could not have been agreed to by
the City, the prior City Attorney, TCI or Comcast.

AT&T accepted a franchise subject only to the conditions contained within DIVCA
discussed below, so the agreements that led to the transfer of control of the cable system from the
Cable Co-op to Comcast are not relevant to it. However, AT&T strongly takes the position that
it 15 not a cable operator subject to Title VI— most recently i a filing in a rulemaking that 15
pending before the FCC. In the Matter of Promoting Inmovation and Competition in the
Provision of Multichannel Video Programming Distribution Services, MB Docket No. 14-261,
Reply Comments of AT&T Services, Inc. (Apnl 1, 2015), pp 15-21. While the authors of this
report disagree with AT&T s contention, it 1s certainly true that no California court has ruled that
AT&T s service 15 a cable service under DIVCA, and the matter appears to be before the FCC in
the above-mentioned and other pending proceedings. The regulatory status of AT&T s system
therefore has not been finallv resolved.

If AT&T s system is not a cable system. and its services not cable services, it would still
owe a franchise fee and PEG fee under DIVCA., because DIVCA imposes these obligations on
enfities that may not be “cable operators™ under federal law. However, the Cable Act’s franchise
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fee provisions apply only to cable operators and cable systems. Ifthe AT&T U-Verse system is
nof a cable system, and AT&T not a cable operator, the federal franchise fee/ PEG fee provisions
that are the subject of the report do not apply to AT&T. The anditor’s report assumes they do
apply to AT&T. The auditor may well believe the FCC or a court will reject AT&T s
contentions. But the auditor’s report cannot say with certainty that AT&T s view 1s wrong. The
absolute and unqualified conclusions in the report are necessarily based on the assumption not
only that AT&T 1s wrong, but also that the Cify may resolve the question of AT&T s regulatory
status under federal law.. Further, the conclusions are made without even notifying the City that
the 1ssue 1s contested and 15 the subject of a pendmg FCC proceeding.

In sum, the absolute conclusions in the audit that use of PEG fees for non-capital
purposes violates the Cable Act, or that the Media Center use of the fees was mappropriate are
incorrect. The most that can be said, perhaps. 1s that different reviewers might come to different
conclusions — but that 1s a far cry from what the audit savs.

Question 2: Does use of the PEG fee for operating support violate California law?
There are good reasons to conclude it does not.

The Dhgtal Infrastructure and Video Competifion Act of 2006 (DIVCA) was modified on
August 28 2006, just prior to its adoption by the California Senate. Before amendment, the
legislative counsel’s digest stated that the bill would “authonze local entities to establish a fee to
support the capital costs of public, educational, and governmental access (PEG) channel
facilities, in the amount of 1% of gross revenues, or more in specified circumstances...” As part
of the amendments, the word “capital” was struck from the digest * This and other changes
adopted on August 28 were consistent with earlier amendments to the legislation, that, with one
exception not relevant to this analysis.” systematically removed the word “capital” from the
discussion of PEG funding. For example, the May 31, 2006 version of the bill provided that. for
providers subject to state franchising, “a local entity may, by ordinance, establish a fee to support
the capital costs of public, educational, and governmental access...” AB 2987 § 53058 4(m). The
word “capital” was stricken from this provision by an amendment adopted on August 23 2006.

* http-//www leginfo._ca_gov/pub/05-06/bill/asm/ab_2051-
3000/ab_2987 tall 20060828 amended sen html

* Section 5870(m) describes how ongoing capital funding requirements are to be divided in cases
where a new entrant has come into the market, and the incumbent 15 still operating under a pre-
DIVCA franchise. The section 1s not relevant in Palo Alto, where companies now operate under
DIVCA franchises.
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At the end of the legislative process, reports clearly recogmzed that localities could negotiate
PEG fees for operations under then-applicable law, and indicated that the legislature did not
intend to change that status quo. Thus, the Rules Commifttee Analysis on Third Reading of AB
2087 notes “[c[urrent law authonizes local franchising authorities to negotiate channel set-asides
for PEG access as well as support for PEG operations,” and e:-;g:]ams that under DIVCA local
governments will be permatted to set fees “for PEG purposes.

A member of the audit team Sue Buske, was directly involved in discussions at the
legislature that resulted in the amendments made just prior to bill passage, and while her views
would not be legally determinative as to how the bill should be interpreted. it may have been
useful to the auditor to consult Ms. Buske m reviewing the history of the law, and in determining
whether the absolute conclusions drawn were actually justified.’

As codified at Pub. Util. Code § 5870(n), the law now provides in relevant part:

A local entity may. by ordinance, establish a fee to support PEG channel
facilities consistent with federal law. ... The fee shall not exceed 1 percent
of the holder's gross revenues, as defined in Section 5860,
Notwithstanding this limitation, if. on December 31, 2006, a local enfity 1s
imposing a separate fee to support PEG channel facilities that is in excess
of 1 percent, that entity may, by ordinance, establish a fee no greater than
that separate fee, and in no event greater than 3 percent, to support PEG
activities.

The first senfence makes if clear that a fee that does not violate federal law would not
violate California law. As discussed above, federal law does permit PEG fees to be used for
operations without counting towards the franchise fee cap at least under some circumstances (as
when an operator agrees to that use). In addition, because the FCC has determined that its

¢ http:/leginfo_ca. gov/pub/05-06/bill/asm/ab 2951-

3000/ab_2987 cfa 20060828 211945 sen floor html While the legislative history and digest
clearly do not determine how DIVCA will u]t:unate]j-' be interpreted, the report should have at
least pomied out that the state legislature believed that localities were negotiating and could
negotiate arrangements that would allow use of PEG fees for operations.

" In addition to Ms. Buske. members of the law firm of Miller & Van Eaton were involved in
those discussions; some of the members of that firm are now part of BB&E. including the
authors of this memorandum.
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inferpretation of the franchise fee provisions of the Act do not apply 1n Califorma, 1t is
impossible to defimtely conclude that use of PEG funds for operational support would be
inconsistent with federal law.

Perhaps more importantly, the final sentence indicates that in communities where there
was a fee “to support PEG channel facilities™ as of December 31, 2006 (as there was m Palo
Alto), the community may establish a fee to support “PEG activities.” Given the legislative
history described above, there are very good reasons to conclude that the state at least mmtended to
allow communities where PEG fees were already being used for PEG support (including non-
capital support) to continue to use the fees for agreed-upon purposes. That 1s, existing
arrangements for PEG funding would be extended into the future: if valid prior to DIVCA, those
uses would remain valid after DIVCA as a general matter.

Question 3: Does Use of PEG Fees for Operating Support Vielate Local Law or
Agreements?

Even if state or federal law allowed PEG fees to be used for operating support m Palo
Alto specifically, or in California generally, the City of Palo Alto or the members of the JPA
could always choose to linmt the way PEG funds are used. Palo Alto has not done so yet.

Chapter 2.11 of the Admimistrative Code of the City of Palo Alfo, Section 2.11.070
provides sumply that the “PEG support fee shall be used by the city for PEG purposes consistent
with state and federal law ™ It imposes no independent restniction on use.

Likewise, the agreement with the Media Center and the JPA, Section 15.1(B) provides
that the “Media Center shall use the funds generated from the PEG Fee only in a manner
consistent with DIVCA and the Cable Act, such that the PEG Fee shall not be construed to be a
“franchise fee” within the meaning of the Cable Act. 47 U S.C._ § 542(g).” It imposes no
additional restrictions on use of funds. The andit report does not suggest that the past uses of fees
have been “construed”™ to be franchise fees, and so cannot conclude that use of the fees has been
inappropriate.

In fact, the audit report does not claim that franchise fees due to the City have in any way
been reduced because of the use of PEG fees. And at this point, at least for most of the andit
period, such a reduction could not occur. Under DIVCA, Pub. Util. Code § 5860(1). a franchise
holder must bring a claim that it has overpaid franchise fees within three vears and fortyv-five
days of the remuttance of the fees. At least as we understand 1t. no claims have been raised or
preserved by the franchise holders, so that PEG fees paid through 2013 could not be treated as
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franchise fees. At least through the end of 2013, the PEG fee has not been construed to be a
franchise fee. In concluding that the use was inappropriate, the audit report failed to take this
into account.

Miscellaneous Issues.

a. The audit report suggests that the City had a durty to enforce the provisions
of DIVCA or of the Cable Act. Techmically, DIVCA imposes only one enforcement obligation
on local governments: it requires local governments to enforce the customer service provisions
of the statute. Pub. Util. Code § 5200(c). DIVCA provides that “[a] court of competent
junsdiction shall have exclusive jurisdiction fo enforce any requirement under [the PEG section]
or resolve any dispute regarding the requirements set forth in [the PEG section]. Pub. Util. Code
5870(p). To the extent interpretive authority as to the meaning of the DIVCA PEG requirements
might lie elsewhere, it would be with the Califormia Public Utilities Commission, and not the
City. Likewise, the FCC and the courts would ultimately determine how the franchise fee
provisions of the Cable Act are to be interpreted.

Of course, the City obviously has the nght to andit uses of franchise and PEG fees, and to
audit payments of franchise and PEG fees. But beyond that, there 15 not a nght to declare what
the law is, or a duty to bring actions to obtain definitive mterpretations of the law. and the aundit
report should not suggest the contrary. In this case a™ duty to enforce™ would require the City to
expend taxpaver dollars to, infer alia, obfain a declaration that AT&T s system 1s a cable system
subject to the franchise fee limits of federal law.

b. The audit report fails to consider past practices and the relevance of those
practices to the conclusions in the report. As suggested above, as part of a transaction that
gave TCIL and ultimately Comcast, control of the system from a locally-controlled cooperative,
the companies agreed to ferms (1n a ime-unlimited transfer agreement. and a fime-limited
franchise agreement) that permitied PEG fees to be used to support PEG operations. If the use of
PEG fees were ever challenged, particularly in light of the language in DIVCA preserving PEG
support, the City would have a good argument that the consent to use remains in place. In
addition, of course, it would be able to point to practices before 2010, and from 2010-2013 that
implicitly continue that consent — as we understand it the use of the fees is publicly revealed in
the Media Center’s budgets, which have been directly presented to the City and have been
available fo each franchise holder. The report should not suggest in any respect that consent has
been, or could have been, withdrawn.

C. The audit report should not suggest that the City has somehow failed in its
duties to monitor PEG uses. The report does not contain any imformation that suggests the
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auditor closely examined emails or other commumications between the City and the JPA or the
Media Center; or even internal information relevant to the treatment of PEG fees (even though at
least one part of the audit team 15 likely to be familiar with those internal discussions). Absent
that examination. the report cannot fairly conclude that the City somehow failed to consider how
PEG funds were being vused (1t obviously knew how thev were being used). The most that can be
said 15 that the audit report reflects a different interpretation of the law than 1s reflected in past
actions taken by the City. It is tempting for any report to claim superior knowledge. and to
blame the past on negligence; but in order to meet the standards of objectivity required of
audifors, such a claim must be based on careful exanmunation of all facts, and not just implied
without support. No such examination meeting audit standards is reflected in this report.®

d. The audit report does properly focus on the treatment of PEG fees going
forward. While the audit report’s absolute conclusion that PEG fees mav not be used for
operating support is incorrect, as 1s its conclusion that the use of PEG fees by the Media Center
for the audit period was inappropniate, that does not mean that 1t is inappropriate for the City to
consider different approaches to the use of PEG fees. The Cities of Los Angeles, Glendale and
Inglewood have all faced litigation regarding the use of PEG fees. and while none of those cases
has led to a final judgment that provides definitive guidance in this case.” it is fair for any City to
take the fact of litigation into account in setting policies. It would certainly be reasonable for the
audif report to say that a pmadent course with respect to use of PEG fees would be fo limif the use
of those fees to capital expenditures, at least absent a court determunation, a clarification by the
FCC or CPUC. or a reaffirmation of the use by incumbent cable operators.!? If the audit report
had merely said that. 1t would not be legally objectionable. But the broad and inaccurate claims

¥ We understand a letter discussing auditing standards in more detail will be included in
comments submitted to the City, and will explain that drawing conclusions without having
undertaken a full examination of relevant circumstances 1s inconsistent with the duty of
objectivity in government auditing. The Media Center did attempt to determine whether the
auditor examuned other facts or matenials before the conclusions reflected in the report were
drawn.

? Los Angeles. for example. settled its litigation with an agreement that permits it to use PEG
fees for non-capital purposes.

1" This course is also appropriate in light of the provisions of 47 U.S.C. § 555a (limiting claims
against localities fo mjunctive and declaratory relief).
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made regarding propriety of use, and what the law is in California with respect to use of PEG
fees should not be accepted by the City. .

" The danger of accepting those conclusions is real. In the Los Angeles litigation, Tume Wamer
was seeking offsets for the value of free services provided to the City prior to 2010, under a pre-
DIVCA franchise. That offset was based on the FCC interpretations of what constifutes a
franchise fee. If. as the audit suggests, the federal law 1s absolute, and the City had a duty to
enforce it notwithstanding provisions of the local franchise and of state law, the consequences
could reach far beyond PEG 1ssues. The conclusions do not have to be accepted in order for the
City to conclude that, as a mafter of prudence, PEG fees should be used for capital purposes
gomg forward.
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ASHPAUGH & 5CULCO, CPAs, PLC

Certified Public Arcountants and Consultants

March 22, 2016

Annie Folger, Executive Director (annie@midpenmedia.org)
Midpeninsula Community Media Center

900 5an Antonio Rd.

Palo Alto, CA 94303-4917

Subject: Review Auditor Report
Dear Ms. Folger:

You have requested Ashpaugh & Sculco, CPAs, PLC ("A&S") to provide comments on the
City of Palo Alto's draft auditor's report dated April 12, 2016 regarding the auditor’s
statements concerning performing the audit in conformance with generally accepted
government auditing standards ("GAGAS") and concerning franchise fees under
California’s Digital Infrastructure and Video Competition Act of 2006 (“DIVCA") as
compared the amount determined under the federal standard. Let me first explain my
experience and qualifications.

| am licensed as a certified public accountant in the States of Florida and Missouri and
have over 20 years experience in reviewing franchise and PEG feas for over 200 local
government entities across the country. This includes such reviews in California for the
Cities of Los Angeles, Santa Clara, Los Altos, Napa and Carson, the County Los Angeles,
the Marin Telecommunications Agency and the Sacramento Municipal Cable
Telecommunications Commission. | assisted in the review and drafting of language in
DIVCA.

Was THE Aupim ConpucTeD [N CompLiaNce WiITH GAGAS

My source for the following comments are the professional standards presented in the
2011 revision of Government Auditing Standards promulgated by the Comptroller
General of the United States United States Gowvernment Accountability Office?,
commonly referred to as the “Yellow Book". | have concerns regarding the
representations of the auditor that the audit was conducted in compliance with GAGAS.

GAGAS requires the auditor adhere to ethical principles and maintain objectivity and
independence as stated in the Yellow Book.

Ethical Principles

1.11 Because auditing is essential to government accountability to the public, the

*  Available at http://www.gao.gov/yellowbook.

300 N. New York Avenue, #2879 = Winter Park, FL 32790 » 407 645 2020 » Fax 866.397 0871
gashpaugh@ascpas.com » csculco@ascpas.com
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public expects audit organizations and auditors who conduct their work in
accordance with GAGAS to follow ethical principles. Management of the audit
organization sets the tone for ethical behavior throughout the organization by
maintaining an ethical culture, clearly communicating acceptable behavior and
expectations to each employee, and creating an environment that reinforces and
encourages ethical behavior throughout all levels of the organization. The ethical
tone maintained and demonstrated by management and staff is an essential
element of a positive ethical environment for the audit organization.

1.12 Conducting audit work in accordance with ethical principles is a matter of
personal and organizational responsibility. Ethical principles apply in preserving
auditor independence, taking on only work that the audit organization is
competent to perform, performing high-quality work, and following the
applicable standards cited in the auditors’ report. Integrity and objectivity are
maintained when auditors perform their work and make decisions that are
consistent with the broader interest of those relying on the auditors’ report,
including the public.

1.13 Other ethical requirements or codes of professional conduct may also be
applicable to auditors who conduct audits in accordance with GAGAS. For
example, individual auditors who are members of professional organizations or
are licensed or certified professionals may also be subject to ethical
requirements of those professional organizations or licensing bodies. Auditors
employed by government entities may also be subject to government ethics laws
and regulations.

Objectivity

1.19 The credibility of auditing in the government sector is based on auditors’
objectivity in discharging their professional responsibilities. Objectivity includes
independence of mind and appearance when providing audits, maintaining an
attitude of impartiality, having intellectual honesty, and being free of conflicts of
interest. Maintaining objectivity includes a continuing assessment of
relationships with audited entities and other stakeholders in the context of the

auditors’ responsibility to the public. The concepts of objectivity and
independence are closely related. Independence impairments impact objectivity.

Independence

3.02 In all matters relating to the audit work, the audit organization and the
individual auditor, whether government or public, must be independent.

3.03 Independence comprises:
a. Independence of Mind

The state of mind that permits the performance of an audit without being
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affected by influences that compromise professional judgment, thereby
allowing an individual to act with integrity and exercise objectivity and
professional skepticism.

b. Independence in Appearance

The absence of circumstances that would cause a reasonable and
informed third party, having knowledge of the relevant information, to
reasonably conclude that the integrity, objectivity, or professional
skepticism of an audit organization or member of the audit team had
been compromised.

3.04 Auditors and audit organizations maintain independence so that their
opinions, findings, conclusions, judgments, and recommendations will be
impartial and viewed as impartial by reasonable and informed third parties.
Auditors should avoid situations that could lead reasonable and informed third
parties to conclude that the auditors are not independent and thus are not
capable of exercising objective and impartial judgment on all issues associated
with conducting the audit and reporting on the work.

The Media Center's response to the draft audit report indicates that certain comments
and recommendations were supported by limited data. In particular, certain PEG
recommendations were based primarily on a 2008 study from a think tank that has been
subject to criticism for bias. Based on my review of the draft report, the Media Center's
statements appear justified based on the text of the report although I caution | have not
independently reviewed the materials or the research performed by the auditor. There
is, for example, no discussion of research done to identify other studies, or to determine
whether the 2008 study could be relied upon.

In addition, the auditor appears to have had access to mitigating data concerning the
use of funds, i.e. Media Center had capital expenditures paid for by its unrestricted fund
referred to as the investment fund). This information appears to have been ignored by
the auditor.

In my view, each of these are significant faults in independence and objectivity that
render the findings and recommendations of the audit report with respect to the Media
Center of limited reliability.

Franchise Fees under DIVCA

The audit report finds fault with Media Center's use of PEG fees for operating expenses.
Assuming that PEG fees must be used for capital purposes (an issue | understand is being
addressed separately), use for operational funding can have no impact except to the
extent that (a) total operational dollars plus [b) total franchise fee revenues (c) exceed
5% of gross revenues as determined under federal law. The audit report seems to
assume that the base for determining the limitation needs to be franchise fees
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determined under DIVCA, which is incorrect.

Franchise fees under DIVCA are 5.0% of gross revenues.” Gross revenues are defined in
DIVCA.? However, the definition in DIVCA — at least as | have seen it interpreted and
applied by DIVCA franchisees — is treated as being subject to limiting factors that would
not apply if one determined franchise fees under the federal “gross revenues” standard.
For example, cable operators in my experience often exclude the following from gross
revenues used to determine franchise fees under DIVCA, although in my view the
revenues could be included under the Cable Act's franchise fee provisions:

* PEG fee revenues (amounts paid by subscribers to the cable operator);

* Launch/distribution fees (amounts paid by programmers to cable providers to (1)
carry the channel and (2) to place the channel in certain proximity to like
programming, e.g. place a sports channel with 10 channels of ESPN);

* GAAP [DIVCA, in certain instances allows cable operators to report revenues as
determined by GAAP, and some operator classify items that could be treated as
revenues as contra-expenses under GAAP); and,

* Reductions to revenues for discounts, refunds and rebates, including free service
to apartment managers and employees.

DIVCA at 5860 (f) also sets forth a specific formula for the determination of video
revenue in a bundled package of services where video is combined with one or more
non-video services. This formulaic approach is absent from the federal standard.

While one may dispute the typical application of DIVCA by operators, 5% of gross
revenues under the federal standard will generally be greater than 5% of gross revenues
under DIVCA. Since franchise fees under DIVCA would be less, the difference would be
available for PEG fees to be used for operating expenses without any perceived violation
of the Cable Act. | could not calculate that difference, but some amounts often
excluded, like PEG fees and launch fees, may be significant in particular years,
particularly if bundling impacts are properly considered.

Please let me know if you have guestions on the above.
Sincerely,

ASHPAUGH & SCULCO, CPAs, PLC

Garth T. Ashpaugh, CPA

DIVCA 5840 (g)
* DIVCA 5860 (d), (¢) and (f).
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No. 08-3023 (L) (Cons. No. 15-3578)

UNITED STATES COURT OF APPEALS
FOR THE SIXTH CIRCUIT

MONTGOMERY COUNTY, MARYLAND ET AL.,
Petitioners.

V.

FEDERAL COMMUNICATIONS COMMISSION
AND UNITED STATES OF AMERICA,
Respondents.

ON PETITION FOR REVIEW OF AN ORDER OF
THE FEDERAL COMMUNICATIONS COMMISSION

BRIEF AMICUS CURIAE OF THE ALILTANCE FOR COMMUNITY
MEDIA AND THE ATLTTANCE FOR COMMUNICATIONS DEMOCRACY
IN SUPPORT OF PETITIONERS

James N. Horwood
Tillman L. Lay

Spiegel & McDiarmud LLP
1875 Eye Street. NW

Suite 700

Washington, DC 20006
202) 879-4000

Attorneys for Amici Curiae

March 4, 2016
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under review, if allowed to stand, would harm PEG access and the important
public interests it serves.

L THE FCC’S RULINGS THREATEN THE CABLE ACT GOALS
SERVED BY PEG ACCESS.

A.  PEG Access is Critical to the Cable Act’s Goals of Promoting
Diversity and Localism.

In 1984, Congress enacted the Cable Commumnications Policy Act of 1984,
Pub. L. No. 98-549, 98 Stat. 2779, codified as amended, at Title VI of the
Commumnications Act of 1934, 47 U.S.C. §§ 521 ef seq. (the “Cable Act™). To
further the goal of providing “the widest possible diversity of information sources
and services to the public,” 47 U.S.C. § 521(4), the Cable Act ratified local
governments’ authority to require cable operators to provide system channel
capacity for PEG access as a condition for franchise approval, 47 U.S.C. § 531(b).
The Act also prohibited operators from “exercise[ing] any editorial control over
any”’ constitutionally protected expression appearing on access channels, 47 U.S.C.
§ 531(e). The Cable Act thus affirmed the role of public access channels to

“provide groups and mdividuals who generally have not had access to the
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electronic media with the opportunity to become sources of information in the
clectronic marketplace of ideas.™

Consistent with the purpose of public access channels as open forums for
speech, franchises or local regulations traditionally provide that public access
channels may be used by the general public on a nondiseriminatory basis for any
non-commercial, constitutionally protected programmung. Local franchises also
typically require operators to set aside channel capacity for governmental and
educational channels, which provide local residents with the ability to view their
local government councils and commissions mn action and to receive local
educational and school-related programming.®

PEG access advances Congress’ Cable Act goal of providing a wide
diversity of information and services by responding to the unique needs and
interests of each local community. The role of PEG access in developing
technological and media literacy has never been more important than it 1s today.
PEG access centers provide constructive outlets for community youth to learn
media skills. Semors actively create programming on a range of 1ssues. PEG

channels provide an outlet for otherwise unserved or underserved segments of a

"H.R. Rep. No. 98-934, at 30 (1984), as reprinted in 1984 U.S.C.C.AN. 4655,
4667 (*1984 House Report”).
“Id
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community (such as foreign-language speakers) to produce and watch
programming responsive to their unique needs and interests. PEG channels give
nonprofit organizations an outlet to reach clients and other community members in
need of assistance.

PEG channels also furnish a platform for civic debate about local political
issues. During local elections, PEG channels provide opportunities for candidates
to address the public directly and fully, without bemg linuted to a 30-second sound
bite. Thus, PEG channels are a vital platform for causes and orgamizations that
would otherwise not be part of public discourse. Viewpoint diversity is a long-
established public interest goal of the Cable Act.

The role of PEG channels 1s particularly important today, when the amount
of programming on commercial television channels that 1s devoted to local public
affairs 1s small and shrinking. The commitment of PEG programmers to
promoting social services, election information, arts and civic events, public safety
and other 1ssues close to home demonstrates what 1s possible when local
individuals and community groups, rather than just larger commercial media
outlets, are given the opportunity to participate in the television medium.

The quantity of umquely local original programming that PEG provides to
communities 1s substantial. A 2010 sampling performed by amicus ACM revealed

that an average PEG access center ran 1,867 hours of first-run local programming
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on its PEG channel(s) each year. That translates into an average of 35 hours of
first-run local programmung per week—an impressive number that clearly reflects
the robust amount of community involvement with, and the value that communities
place on, PEG. Whether they are in an urban area, suburb or small town, PEG
channels are focused on the local communities they serve, cablecasting town hall
and council meetings, local election coverage, school activities and other local
events that rarely receive full coverage on local broadcast or other commercial
media. Because of the variables in the number of PEG channels operated in any
specific jurisdiction, 1t 1s difficult to extrapolate nationwide, but amicus ACM has
estimated that PEG access channels generate over 2.5 mullion hours of original
local programming per year.’

Due to their uniquely local nature, PEG channels are an irreplaceable source
of local election coverage. Indeed, PEG content often serves as the only source of
local community news and information, so limiting its reach harms the local
clectorate. Amicus ACM conducted a fall 2012 survey of over 200 of its member
PEG centers’ 2012 election coverage and programming. The survey revealed that

85% of PEG centers produced and/or aired 2012 election programming, and that

° Examination of the Future of Media and Information Needs of Communities in a
Digital Age, GN Docket No. 10-25, Comments of ACM 15-17 (FCC filed May 21,
2010).



Cable Franchise and PEG Fee Audit AttachmentA g

Case: 08-3023 Document: 96 Filed: 03/04/2016 Page: 14

more than 75% of PEG centers collaborated with other organizations to offer
clection programming, with the League of Women Voters, the Local Chambers of
Commerce, local commumnity colleges and universities most often cited as key
partners.'"” PEG centers participating in the survey represented a mix of public,
educational and governmental non-commercial cable channels from around the
country, including urban and rural centers.

In sum, PEG channels are a critical and irreplaceable source of truly local
programmung. Any harm—or even merely an increased risk of such harm—to
PEG arnising from the FCC’s Second Order or Recon Order would therefore be
imnueal to localism and loeal democratic participation, and therefore to the goals
of the Cable Act.

B.  The FCC’s Rulings that Institutional Networks and Other In-

Kind Cable-Related Franchise Requirements are a “Franchise

Fee” Threaten the Ability of PEG Centers to Fulfill the Cable
Act’s Goals.

As Petitioners’ note, in the Second Order and Recon Order the FCC appears
to have ruled that certain in-kind cable-related franchise requirements—such as

mnstitutional network (“I-Net™) requirements and complimentary cable service to

' See ACM, Alliance for Community Media Survey Results Demonstrate Impact of
Community Media Centers (Jan. 10, 2013),
http:/www.allcommumitymedia.org/latest-news/alliance-for-community-media-
survey-results-demonstrate-impact-of-community-media-centers (last visited Mar.

3,2016).
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We disagree with the comments in the Media Center’s response to the Cable Franchise and PEG Fee
audit. However, we have opted to respond only to a few key points. Our lack of response to each
individual comment in the Media Center’s response should not be construed to mean that we agree
with the Media Center’s comments. Our comments below focus on four key points: 1) the purpose of
the audit, 2) the timeline for when the City became subject to the federal Cable Act restrictions on the
use of PEG fees, 3) the Media Center’s and others’ previous comments regarding PEG fee restrictions,
and 4) the Office of the City Auditor’s compliance with Government Auditing Standards.

1. Purpose of the Audit

Media Center Response: The Midpeninsula Media Center’s (Media Center) response raises concerns
that the audit misrepresents the Media Center’s accounting system, misinterprets documents provided
to the auditor, and did not do the sort of review of internal documentation required to support the
implied motivations on the part of the Media Center or negligence on the part of the JPA members.
The response questions, several times, what we audited vs. what the Media Center thought we should
audit.

Auditor Comments: Performance audits, by their nature, are intended to mitigate risk to the
organization for which the audit is performed. The City of Palo Alto is ultimately responsible for
ensuring that PEG fees are used in compliance with the federal Cable Act. In recognition of this
obligation, section 2.11.070(b)(2) of the City’s Municipal Code states, “The PEG support fee shall be
used by the city for PEG purposes consistent with state and federal law” [emphasis added], and section
2.11.040(c) states, “The failure of the city, upon one or more occasions, to exercise a right or to require
compliance or performance under this Chapter 2.11 or any other applicable law [emphasis added] shall
not be deemed to constitute a waiver of such right or a waiver of compliance or performance.”
Because the City of Palo Alto would incur any sanctions imposed by cable providers for noncompliance
with the federal Cable Act, the audit objective to determine whether the City met its oversight
responsibilities regarding the Media Center’s use of PEG access fees was designed to mitigate the risk
to the City of Palo Alto, not the risk to the Media Center. However, because the City remits 100 percent
of the PEG fees to the Media Center, we were obligated to look at how the Media Center spent the
funds to answer our audit objective.

To determine if the Media Center spent the PEG fees in accordance with the federal Cable Act, we
reviewed the Media Center’s annual reports from 2003 through 2013 and the Statement of Activities
from the Media Center’s 2012 financial statements. Those reports showed that the Media Center
always classified PEG fees as operating revenue; did not classify the PEG fees as restricted, which
would have been appropriate given the federal restrictions on the use of PEG fees; used the fees to
support its operating expenses; and had limited capital expenses, other than those used to purchase
and renovate its building, which was before the Cable Act limited how PEG fees can be used. We met
with the Media Center’s executive director and finance manager to discuss the audit objectives and our
preliminary findings and requested that they provide any additional documentation that would
support that they had spent the PEG fees only for capital expenses. Media Center staff provided a copy
of its five-year capital plan, which did not show planned capital expenditures. When we told them that
the document did not support that they had used PEG fees for capital expenses, they provided a copy
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of the spreadsheet that they also attached to their response, titled “Media Center Use of PEG Fees,
July 2010-October 2013.” This spreadsheet supports that the Media Center spent the PEG fees only for
operating expenses, which is prohibited under the federal Cable Act. The Media Center did not provide
us with copies of the budget documents that they included in their response; however, those
documents also support our conclusion that the Media Center used the PEG fees only for operating
expenses.

The Media Center’s response states in several places what they thought we should have audited
instead of what we audited, including what evidence we should have obtained to support our findings
and conclusions. The Government Auditing Standards require auditors to not allow external influences
or pressures to impact an auditor’s ability to make independent and objective judgments, which
includes determining the audit objectives, the methodology to be used to address those objectives,
and the evidence needed to be gathered and reviewed or analyzed to address the objectives. Although
the Media Center’s executive director tried to influence our findings during the audit, and the Media
Center’s response continues that trend, the auditors are responsible for evaluating the subject matter
of the audit and objectively drawing conclusions based on all the facts and circumstances, even if those
conclusions conflict with management’s assertions.

2. Timeline for When City Became Subject to PEG Fee Restrictions

Media Center Response: The Media Center’s response states 1) that the federal Cable Act does not
restrict use of PEG fees to capital expenditures, 2) that PEG fees may be used for operating support
with operator (i.e., cable franchise holder) consent, and 3) that the City entered into a franchise
agreement that allowed PEG fees to be used for operating support and, in fact, “preferred” that the
Media Center use the PEG fees rather than its investment fund for operating expenses.

Auditor Comments: The Media Center’s above assertions are incorrect:

1) We worked closely with the City Attorney, who engaged a consulting attorney who specializes in
communication law, to ensure that our interpretation was accurate and that the federal Cable Act
does indeed restrict the use of PEG fees to capital expenses if the local entity collects the full five-
percent franchise fee. The City of Palo Alto collects the full five-percent franchise fee, and the City
Attorney, with advice from the consulting attorney, confirmed that our interpretation regarding the
restricted use of PEG fees is correct.

2) Lack of action on the part of the cable providers does not mean that they knew how the Media
Center had spent the PEG fees. There is no evidence to support that the cable providers consented
to the PEG fees being used for operating expenses, or that the cable providers even knew how the
Media Center had used the PEG fees. Transferring PEG fees to the Media Center is based on an
agreement between the City of Palo Alto and the Media Center and did not require knowledge or
agreement from the cable operators.

3) The federal Cable Act limited the use of PEG fees to capital expenses for new franchise agreements
that became effective 60 days after its enactment on October 30, 1984. The Palo Alto City Council
adopted a new franchise agreement in July 2000 when the cable television system was transferred
and assigned from Cable Co-op to TCI. The agreement required TCI to pay $0.88 per month per
residential subscriber “for PEG Access facilities and equipment” and allowed the City to use the
funds “for any lawful PEG Access purposes.” This agreement, which acknowledged the restrictions
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regarding the use of PEG fees, is the point where the restriction became effective for the City of
Palo Alto. DIVCA, which California adopted in 2006, says that PEG fees may be established “to
support PEG channel facilities consistent with federal law [emphasis added]. The City entered into
an agreement with the Media Center in 2002, which required the Media Center to “operate and
administer the PEG facilities and channels in compliance with applicable laws” and in compliance
with the franchise agreements between the City and the Cable Companies.” When that agreement
expired, the City entered into a new agreement, in 2011, which required the Media Center to use
the PEG fees “only in a manner consistent with DIVCA and the Cable Act.” These provisions in the
City’s agreements with the Media Center support that the City always intended for the Media
Center to comply with the federal Cable Act restrictions on the use of PEG fees. Because DIVCA was
enacted more than 20 years after the Cable Act and because it is a state law, it had no impact
toward changing the restrictions on the use of PEG fees.

3. Media Center’s and Others’ Previous Comments Regarding the PEG Fee Restrictions

Media Center Response: The Media Center’s response and its attachment from the law firm of Best
Best & Kreiger states that the federal Cable Act does not restrict the use of PEG fees to capital
expenses, and that we should have consulted with The Buske Group for an interpretation of the law.

Auditor Comments: It was more appropriate for us to obtain advice from an attorney regarding the
legal interpretation of the law than it would have been for us to obtain an interpretation from The
Buske Group, which is a telecommunications consulting firm. The comments in the Media Center’s
response contradict statements that the Media Center’s executive director, an attorney from Best Best
& Kreiger, and Sue Buske from The Buske Group have made in the past regarding the restrictions on
the use of PEG fees:

e The Media Center’s executive director, knowing that the Cable act does indeed restrict the use
of PEG fees to operating expenses, has actively advocated for changing the federal law to allow
PEG fees to be used for operating expenses in additional to capital expenses.

e Gail Karish, one of the attorneys who provided comments in the response from Best Best &
Kreiger; Sue Buske, president of The Buske Group; and Annie Folger, the Media Center’s
executive director, were panelists in a November 2013 workshop that focused on cable
franchise and PEG fees. Excerpts from the workshop, which was recorded and is available at
https://www.youtube.com/watch?v=w7gpH WqLNg, include:

o Gail Karish: “The franchise fees, there’s a federal cap, and there is also in the state law five
percent, right? So that’s what you can pay; that’s what you can collect in franchise fees. You
can collect PEG fees in addition to that, that will not be credited as franchise fees as long as
they are spent on capital [emphasis added]l. If you spend something that you call a PEG fee
on something other than capital, then the risk is that the operator will say, ‘Well, you know
what? That’s really a franchise fee and it goes towards our five percent franchise fee cap . . .
It’s now become, now if falls under a franchise fee kind of category and we’re gonna
assume we can have a credit against the franchise fees that we’re paying to the local
government.”
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o Sue Buske: In reference to PEG fees - “I think that it is subject to interpretation. But the
issue really becomes do you want to take the risk? Okay? At the end of the day, do you
want to take the risk, and are they going to send the cable cops after you?”

o Annie Folger: “In the local franchise,’ the language said that the fee could be used for any
PEG purpose . .. So we have been telling ourselves that because our local franchise allowed
us to spend that $0.88 per subscriber for operations, we would continue to do so until
challenged otherwise, and that’s exactly what we’ve been doing . . . But it would be, you
know, a painful experience to have to figure out how, it’s essentially about $327,000
annually now that we get in PEG fees as a result of this pass-through fee, that we’d be hard
pressed to say it’s being spent on capital each year.”

The above comments support that the Media Center had prior knowledge of the appropriate use of
PEG fees but chose to use them inappropriately.

4. Office of the City Auditor’s Compliance With Government Auditing Standards

Media Center Response: The Media Center’s response includes a letter from Garth Ashpaugh, CPA,
which asserts that although the Media Center had capital expenditures paid for by its unrestricted
fund, “this information appears to have been ignored by the auditor.” By citing several paragraphs
from the Government Auditing Standards, he also suggests, without directly saying it, that this means
the audit did not comply with the ethical principles and the independence standard in the Government
Auditing Standards. He makes these assertions while also acknowledging that he had not reviewed the
materials or the research that we performed.

Auditor Comments: The audit report acknowledges that the Media Center had a small amount of
capital expenses during the audit review period that potentially could have qualified as PEG fee
expenditures and later provided financial records showing its capital expenditures for calendar year
2014, but that the Media Center chose to use its unrestricted (investment) fund, rather than the PEG
fees, for those expenses. When we first discussed our finding with the Media Center a

nd told them that our conclusion was that the Media Center had not complied with the Cable Act
restriction for use of PEG fees, we gave them the opportunity to provide additional documentation to
support that they were in compliance. The additional documentation that they provided continued to
support our conclusion that the Media Center had used the PEG fees only for operating expenses.

Neither Mr. Ashpaugh’s response summarizing his background, nor his biography on the National
Association of Telecommunication Officers and Advisors’ website indicate that he has any experience
conducting performance audits that comply with Government Auditing Standards (our internet search
did not locate a website for his accounting firm, which could potentially provide more information on
Mr. Ashpaugh’s experience). The Office of the City Auditor has undergone several peer reviews that
confirmed our ongoing compliance with the Government Auditing Standards in the work it performs.
Further, City Auditor Harriet Richardson is a recognized expert in the requirements of the Government

® This comment refers to the local franchise agreement established in 2000 with TCI, which stated that the fees could be
used “for any lawful [emphasis added] PEG Access purposes.” Because the federal Cable Act restricted the use of PEG fees,
using them for operations was not a lawful PEG access purpose.
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Auditing Standards, as demonstrated by her recent appointment by the Comptroller General of the
United States to the Government Auditing Standards Advisory Council. There is no basis for Mr.
Ashpaugh’s suggestion that the audit did not comply with the ethical principles and independence
standard in the Government Auditing Standards. The Government Auditing Standards require auditors
to exercise professional skepticism in the work they do, which includes being alert to, for example,
audit evidence that contradicts other audit evidence obtained or information that brings into question
the reliability of responses to inquiries. Exercising our professional skepticism led us to provide
multiple opportunities for the Media Center to provide reliable responses to our inquiries. However,
during the audit, they changed the reasons they provided for why they used the PEG fees for operating
expenses, which led us to take extra care toward providing assurance regarding our conclusions.
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APPENDIX 4 — Legal Response

AT PLACES MEMORANDUM  froucr e smuces MEETIN G

. . 05/10/2016
Ofﬁce Of the Clty Att@Fﬁey Recei\red Befort Meetihg
City of Palo Alto

Policy and Services Committee Meeting Date: May 10, 2016
May 10, 2016
POLICY AND SERVICES COMMITTEE

Palo Alto, California

RE:  Cable Franchise and Public, Education, and Government (PEG) Fee Audit

Dear Committee Members:
Attached is a memorandum from the City’s telecommunications counsel.

Respectfully submitted,

/s/
Molly S. Stump
City Attorney
MSS/sh
Enclosure

cc:  James Keene, City Manager
Beth Minor, City Clerk
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SPIEGEL & MCDIARMID iLp
1875 EYE STREET, NW

SUITE 700
WASHINGTON, DC 20006

TELEPHONE 202.879.4000
FACSIMILE 202.393.2866

DIRECT DIAL 202.879.4022

EMAIL TIM LAY@SPIECGELMCD.COM

MEMORANDUM
Via Email
TO: | Policy and Services Committee of the City of Palo Alto City Council
CcC: Molly Stump, Esq., City Attorney
FROM: Tillman L. Lay
DATE: May 10, 2016

SUBJECT: Response to Media Center's Legal Issue Comments on City Auditor's
Franchise and PEG Fee Audit Report

The City Attorney’s Office has asked me to respond briefly to the key legal issues
raised by the Media Center and its attorneys at Best Best & Krieger. 1 will be available
by telephone to address these issues in greater detail at the Policy and Services
Committee meeting on May 10, 2016.

The Media Center raises a number of legal issues, some of which have merit.
None of those legal issues, however, disturbs the central conclusion of the audit: during
the audit period and prospectively, PEG fees spent on anything other than PEG capital
costs are a “franchise fee” under the federal Cable Act and therefore subject to the Act’s
5% cap on franchise fees.

To avoid exceeding the 5% federal Cable Act cap on franchise fees, PEG fees should
be spent only on capital costs.

The federal Cable Act generally restricts PEG fee use above the 5% franchise fee
cap to capital costs, unless another exception applies. 47 USC §542(g)(2)(C). There is
an exception to this rule for compensation given by the operator in the context of
franchise settlement and release agreements. See 47 USC §542(g)(2)(D). Palo Alto had
a waiver and release provision in the City’s 2000 AT&T franchise (later assigned to
Comcast), but that agreement expired when that franchise expired in 2010. Because
Comcast now has a state DIVCA franchise, there is no longer any local franchise
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agreement between the City and Comcast through which a waiver, settlement, or release
could be used to shield PEG fees from the Cable Act’s PEG capital cost resiriction.

Although the Media Center suggests otherwise, PEG fees under DIVCA are
subject to the same use limitations as the federal Cable Act, for two reasons. First, the
federal Cable Act franchise fee cap applies to DIVCA, and to California cable operators,
under the Supremacy Clause of the U.S. Constitution. Second, DIVCA itself provides
that the PEG fee it permits localities to adopt must be “consistent with federal law” — in

other words, the federal Cable Act. Cal. Pub. Util. Code §5870(n).

The Media Center is correct that both the federal Cable Act and DIVCA permit
operators to make voluntary payments in support of PEG access in excess of the franchise
fee PEG restrictions in the Cable Act. But this exception is limited to additional benefits
voluntarily offered by the cable operator and not compelled by law or otherwise required
by the franchising authority. The City’s 88-cent PEG fee does not fit this description, as
it is compelled by law (the City ordinance imposing the fee), and the Media Center has
presented no evidence suggesting that, after expiration of Comcast’s 2000 franchise,
either Comcast or AT&T voluntarily offered or agreed to pay for PEG operating
expenses.

A California Attorney General Opinion, 99 Ops. Cal. Atty. Gen. 1 (Jan. 15, 2016)
(Opin. 13-403), cited by the Media Center, does not conclude otherwise. In Opin. 13-403,
the AG concluded that the PEG fee allowed by DIVCA is not a “tax” within the meaning
of Proposition 26 because rather than being a “levy, charge or exaction . . . imposed by
the local government,” the PEG fee that DIVCA permits localities to adopt by ordinance
is an obligation that the franchise holder had previously “voluntarily” agreed to “in
exchange for a cable franchise as part of the state’s franchising process.” (Emphasis
added.) While that may be true for purposes of determining whether the PEG fee is a
“tax” under Prop 26, the test for what is a “tax” under Prop 26 is not the same as the test
for what is a “franchise fee” under the federal Cable Act. A monetary PEG fee paid by a
cable operator “in exchange for a cable franchise” — which is what the AG opinion says
the DIVCA PEG fee is — would seem to be a “franchise fee” under the Cable Act.
47 USC §542(g)(1). Moreover, the Attorney General’s suggestion that requiring voter
approval of the PEG fee might be inconsistent with the federal Cable Act would seem to
support the proposition that the DIVCA PEG fee is subject to the same limitations as
PEG payments under the federal Cable Act, i.e., that PEG payments are a “franchise fee”
unless used for capital costs. Contrary to the Media Center’s suggestion, the AG opinion
therefore appears to assume that the PEG-related provisions of the federal Cable Act
govern DIVCA’s PEG provisions.
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Although the Cable Act gross revenue base may be larger than the DIVCA gross
revenue base, any difference is likely smail.

The Media Center is correct that, for purposes of deiermining whether its use of
the PEG fee for operational expenses counts against the 5% franchise fee cap, it is the
federal Cable Act “gross revenue™ definition, not the DIVCA “gross revenue” definition,
that counts. And the Media Center is therefore also correct that, to the exient that the
federal Cable Act “gross revenue” term has a larger potential revenue base than DIVCA ¢
“gross revenue” definition, the amount of any franchise fee “overpayment” resulting fror::
the Media Center’s use of the PEG fee for operational expenses could only be determinec
by deriving a separate calculation of the maximum permitted franchise fee under the
broader Cable Act revenue base.

But with one exception described below, it’s far from clear that the federal Cable
Act term, “gross revenue,” is any broader than DIVCA’s “gross revenue” definition. The
major difference between the two is that there is no statutory definition of “gross
revenue” in the Cable Act, while there is a detailed one in DIVCA. But it does not follov
that, merely because DIVCA’s “gross revenue” definition is quite detailed while the
federal Cable Act’s term “gross revenue” is not, the Cable Act’s “gross revenue” term
will necessarily yield a larger gross revenue base on which the franchise fee is calculated
than the DIVCA definition. The Media Center’s outside accountant suggests that the
federal Cable Act’s “gross revenue” term might include program launch fees and might
treat bundled service revenues differently than the DIVCA definition does. 1t is true that
neither of those issues relating to the federal Cable Act “gross revenue” term has been
decided by the FCC or the courts. What the Media Center does not mention, however, is
that cable operators have uniformly taken positions on launch fees and bundled services
under the federal Cable Act “gross revenue” definition that are either consistent with, or
even less generous to local governments than, the way that DIVCA treats those items
under its “gross revenue” definition.

There is, however, one exception where the maximum permissible federal Cable
Act “gross revenue” base does pretty clearly seem to exceed the maximum permissible
DIVCA “gross revenue” base. That exception relates to treatment of the DIVCA PEG
fee and other fees and taxes imposed on the cable operator. Under the Cable Act’s “gross
revenue” definition, the law is clear that any taxes or fees imposed on the cable operator
(rather than on the user or the transaction) are an operating expense of the operator and
therefore need not be deducted from “gross revenue” in calculating franchise fees owed.
City of Dallas v. FCC, 118 F.3d 393 (5" Cir. 1997). DIVCA, in contrast, excludes all
taxes and fees imposed on the cable operator (except for the 5% franchise fee) from
“gross revenue.” Cal. Pub. Util. §5860(e)(6). Because the DIVCA PEG fee is “not
imposed by this section [§5860],” it would appear to be a “fee ... imposed by [a]
governmental entity on the holder of a state franchise,” and thus deductible from the
DIVCA “gross revenue” base. Thus, the maximum permissible Cable Act gross revenue
base — which is the ceiling against which any alleged overpayment of “franchise fees”
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resulting from the Media Center’s use of those fees for operational expenses should be
measured — is at least 88 cents/month/subscriber higher than the maximum permissible
DIVCA gross revenue base. (The “at least” qualifier is added because there may be othe:
taxes or fees that Comcast or AT&T also deduct in calculating the DIVCA franchise fee
owed the JPA that would not be deductible from their gross revenues in calculating the
federal Cable Act 5% cap.) The Media Center does not provide any dollar estimate of
how much of a difference this would make, though it appears any difference would be
relatively small, on the order of 5% of the total amount of PEG fees paid per year.

It is true that AT&T claims it is not a “cable operator” within the meaning of the
Cable Act, but the prudent course for the City is to treat AT&T as subject to the
Cable Act’s PEG fee limits.

Despite AT&T’s assertion to the contrary, the FCC has strongly suggested, and
one court has ruled, that AT&T’s U-verse video service is a “cable service,” and that
AT&T is therefore a “cable operator” subject to the Cable Act. And even if AT&T were
not a “cable operator” under the Cable Act, itis a “video service provider” under
DIVCA, and the Cable Act’s limitation on PEG fee use may still apply to AT&T through
DIVCA.

The Media Center is correct that the DIVCA statute of limitations may bar an
action by the cable providers.

We agree that the DIVCA statute of limitations on a claim for overpaid franchise
fees may have run, cutting off all or most of any potential refund claim Comcast and
AT&T might otherwise have for a refund of franchise fees. The City also has other
potential federal and state law defenses against any franchise fee refund claim by
Comcast or AT&T, as well as a potential Cable Act claim that Comcast and AT&T must
return to subscribers any refund they receive from the City. But the existence of these
potential claims and defenses does not alter the conclusion that the City should promptly
bring the PEG fee program into compliance with federal Cable Act provisions limiting
the non-franchise fee use of PEG fees to capital costs.

TLL:smh
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