Decision No. ‘8754:

. BZFORE TIE RAILROAD COMMISSION OF THE STATE OF CALIFORNIA.

CITY OF 1LOS ANGELES, e municipal
¢corporation,

Cowpleinentd,
vs.

SOUTEERN CALIFORNIA TELEIPEONE COM-
DANY, a ccrporeation,

Case No. 380C.

Rey L. vhesebro, City Attorney, Carl I. Wheet, Publie
vilitles Counsel, and Milford Springer, Deputy
City Attornoy, or the City of Los Angeles.

Ogscar Lawler, CT. B. Fleager, Jack Zardy ané Lrthur
T. George, for the Soutnern Celifornis Telephone
Conmany.

P. A. Young, for the Southerr Califoraie Hotel Men's
Lssoclation.

Loren A. Butits, for Dovm Town Devartment Stores,
Brosdwey Department Store, Bullock's Inc., J. La
Robinson Company, Borker Brothe"s end the h_y
Compony.

S. M. Baskins grd Woodward M. Teylor, for the City of
San Marino.

H. P. Zuls, Leonard A. Diether and Robert Wenameker,
for uhe City of Pussdena.

Richard C. Wwaltz and C. Curtis Smlth for the City of
Beverl" Zills.

Jonn C. Esyes, for the Communities of the Zast Sen -
Fernando Valley.

0. Re Cline, for the City of Long Reach.

Churleo T. Rippy, for the City of Torrance.

E. R. Hurst, for Monte Mer Viste Property Owners Pro-
tective Associetion.

Horzes E. Veﬁder, City Attorney, for the City of
South Pasedene.

. R. Bra°hear, for Los Angeles Chtmber of Commerce.

Alvert Louner, City Attorney of Fullerton, zprnecring
as Secretary of the Orange County Les cue of Munlicim
palities.

CARR, CQUIIISSIONEX:

Defendant.
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On Merenr 9, 1934 the City of Los Angeles filed 1ts complaint

egainst the Southern Cslifornie Telephone Compary alleging that rates




in the Los ....ueles Zxcnongze (the area of this exchangoe lies generally
within tho City of Los fngeles) and between stations in thet exeh ange
and atotions in exchanges ard roints exterior thereto werc uUnIeasSQn-
2ble end excessive. The Compeny, on April Oth, answorsd the com-
rieint. JI% denied that the rates were unreasoneble and sought o

“ie the rctes attacked into the general rate structure of the util-
ity. Reference was mzde to tae decision of the Commicsion in Re

8.C.T.Co., et ol., 39 C.R.C. 172, of dste Jenuary 10, 1934, in which

various service changes were ordersd. It wus alleged thst the carry-
iag out of +this order would be burdensome to the Compery and 1t wes
urged thet the pending case should ve dismissed so that the Company
would be unexmberrassed In carrying out the provisions of the order.

Jn amended answer was filed orn Jemuery 23, 1935, in which the orig-
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azl answer wes saumewhat amplified but In which it wes alleged that
the gystexm rates of the Compeny were inadeguate 2s to yleld.:
authority to ineresse any rates, however, wac sougkt.

At the initiel hearing on Februar& 20, 1935 there was pre-
sented In evidence & comprehensive report by Mr. E. F. McNaughton,
of the Ingineering staff of the Commission (now Director of Research),
covering the operztions of the defendant Compeny in its enxi?e?y, as
well €8 Ivs cperations in verious exchanges and departments. ' Thie
report tended to show thet the utility's earnings in its Los Angeles

Sxchenge were at = substontially highor level then in the remainder

of Its territory. Thereupon the compleinant, consent of the Commisw-

slon having been obtained, =smerded 1ts complaint to charge that the

{1} Verious memders of the Commiscion's Erngineerirg and Accounting
stell nartmcmp ted in developinz this report. Among these were
Lessrs. P. E. Dufour, W. B. ¥essells, M. . Barnes, £. P. Mchulirfe
2nd Theo. Stein.




retes in the Los Angoles Zxchorge were not only unreasonsdle dutb
were unjustly diseriminatory. Oz Mareh 22, 1935 answer was filed
20 the complaint as thus amerded. The new lssue of discrimination
was conmtroverted. The enswer otherwise followed largely azlong the
lines of the first amended cuswer.

After February 20, 1935 kecrings in the case proceeded

regularly until October 25th when the evidence was closed. In all,
2

2% deys were cccupied in hearings. The trangeript of testimony

oceupies 3,149 pages. There were(l?é exhibvits presented. The record
3
developeld wes urusuclly complete. Since the close of evidence

briefs have been filed. The case was submittod on December 16, 1935.
It seems logical to review and conslder the evidence in

severel parts as follows:

I ZIHistorical
II Rate Fixing Area
III Seperation Studies
IV DProperty Value
T Operating Rovenues and Expenses
VI Accerued Deproclatiorn and
Depreciction Ixpense
Future Conditions
Rete Reduction Indicated
Spread of Rate Reductlor
Discriminution

(2) EZeeringe were had on Fedbruzxy 20 end 21; on Lpril 2, 3, 5 and
20; on Mgy 1 and 2; oz Jume 18, 19, 20, 21, 25, 26, 27 and 28; on
July 23 on sugust 27, 28, 29 and 30; on September 13, and on Oc~
tover 15, 22, 23, 24 and 23.

(2) Towzrd the close of the hearings there was presented as having

& possible bearing upca the issues, o summery outline of the over-

all opereting resulis of the Pacific System Iin the State of Califormiz,
segregeted as between operations carried on by The Pacific Telephone
end Telegreph Company in the northern portion of the State and those
carried on by its sudbsidiary, Southera Califormnia Telephene Company.
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I
HISTORYCAL

On May 1, 1917 the newly organized Southern California
Telephone Company took over the property of the old Home Telephone
& Telegraph Compeny of Los Angeles, as well as the Los Angeles por-
tion of the system of The Pacific Telephone and Telegraph Compeny.
(See Re S.C.T.Co., 11 C.R.C. 806.)

On June 1, 1930 the Southern Califormia Telephone Company
scquired the remaining properties of The Pacific Telephone and Tele-
graph Compeny in Southern Celifornia, including the properties of
certain subsidiary compsnies. (Re S.C.T.Co., 34 C.R.C. 584.) Its

investment wes thereby increesed over 60 per ceant, and its pumber
of stations some SO per cent, the larger percentage increase In in-
vestment being due to the toll properties taken over.

The Southern Celifornia Telephone Company is one of the
associated companies of the Bell System. All of its stock is owned by
The Pacific Telephone end Telegraph Compeny, which in turn is con-
trolled by the Americen Telephone and Telegraph Company.(4)

Rate History.

When the Los Angeles comsolidation of duplicate telephone
systems was effected in 1917, Southern California Telephone Conmpany
sgreed that it would not seek en lncrease in retes for a perlod of
Tive years ending November 4, 192l. (Re S.C.T.Co., 11 C.R.C. 806,

860; Id. 13 C.R.Ce 113.) Shortly after this stipulation was made,
the United States entered the World War. Worldwide economic changes
oceurred. Costs of almost every nature increased. Adherence to the

stipulation became burdensome TO the Company and an application wes

T4) Thne Pacific Telephone and Telegraph Company operates in California,
Oregon, Washington, Nevedo and Idaho, either directly or through com-
pletely controlled subsidiaries, such as the Southerm California Tele-

phone Compeny.
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filed with the cCommission, as 2 result of which increases were au~
thorized by order of dete December 14, 1921, effective after the
expiretion of the five~year period. (Re S.C.T.Co., 20 C.R.C. $8l.)

On reheering, some changes were made from the originel oxder, the“

changes desling mostly with service matters. (Re S.C.T.Co., 21 C.R.C.
274.) |

| On Jepuery 15, 1922, pursuant to authorization of the Comr
mission, & partial separate exchange in Culver City was established

from o portion of the Los Angeles Exchonge (Re S.C.T.Co., 20 C.R.C.

568) which was later converted into = compléte separsate exchangee.

(Re‘S.C.T.Co., 24 C.R.C. 958.) DPursuent to the order last mentioned

the Montebello territory was similerly, in August, 1924, made into
& separate exchange.

The Compeny, feeling that the increases in its rates au-
thorized by the 1921 declsion were inadequate, or December 29, 1923
applied for further increases, urging that they be eflfected through
the introduction of & partial measured service in certain portions
of its territory. Increases were approved to be effected Febru-
ery 1, 1925, in part through a lixited introductlon of measured
service. (Re S.C.T.Co., 25 C.R.C. 721.) In 1926 an extenslon of

the measured service plan was authorized. (Re S.C.T.Co., 27 C.R.C.

409.) &4t this time, also, the message rates were reduced.

| By 1929 the Company's earning position had improved to a
point somewhat better tham thet usually deemed reasoneble by the
Commission. A proceeding was instituted on the Commission's own

motion and rate changes were ordered effecting a reduction in the

Compeny's revenue, based on 192¢ oper%t%ons, of $2,300,000 per
5
exnum. (Re S.C.T.Co., 33 C.R.C. 812.).

(5] Growth of business was such that the reduction related to 1930
business epproximated $2,600,000.
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Various complaints, formel and informel, respecting ser-~
vice conditions in the Los Angeles aree having reached the Commise
sion, there was instituted in January, 1933 a gereral lavestigetion
into these conditions. After several hearings a decision was made '
on Japuvery 10, 1934 dy wbich the Beverly Hills area was ordered in-
corporated into & separate exchange and excluded from the Losg
angeles Excheange, and by which exchanges adjoining the Los Angeles
Exchangs were given certein privileges for service between such ex-

chenges and adjoining areas in the Los Angeles Exchange. (Re S;C.T.Co.,

39 C.R.C. 172.) This order also had the effect of adjusting some
telephone charges.‘6) Rates Iin the outside exchauges generally have
continued on the basis and et the level established in 1519, except
2s minor alterations have been made from time to time by the utility
end except as rates have been authorized ror newly established‘ex—

changes.

Growth of Companve

The growth of the Company es & corporation, as measured

by plent investment, number of stations and operating revenue, 1s

shown In the following Table I:

(6] &S the hearings in the instant case proceeded, date became
evailable to measure with substantiel accuracy the Linanciel effects
upon the Company of tris order. Investment was increased about
5170,000. Over-all Compeny ennual revenue was decreased about
$212,000 a year, the decreases being larger in toll than in exchange
revenue. Annuel expenses were increased about $84,000.




TABIE I
SOUTEERN CALIFORNIA TELEPHONE COMPANY

INCREASE BY YTEARS IN PI..A.N'” AS PER
ROOKS, RVINUE AN N

Total :  Arpnuel Telew : Total Company
Telephone Plant :phone Operating Re~: Stations
(End of vear) : venues : (End of Year)

$ 16,671,313 $ 2,982,981 134,657
17,014,140 4,288,605 122,769
17,676,697 4,519,587 . 137,147
19,153,885 : 5,262,607 147,978
25,009,677 5,996,653 165,841
36,796,120 8,530,528 189,856
52, 168 837 10, 079 764 219,29%
67.729, 607 12, 2079,150 281,853
79, 1924, 2877 16,469, 686 282,659
83, 624 940 18,917,912 310,023
88,005, 2178 21,110,390 337,039
91 666, 1996 23,356,353 361,189
97,965,159 25,856,670 388,269

164,590,454 33,996,856 595,660
166,624,151 39,949,877 592,616
166,227,998 35,939,873 539,989
162,573,362 33,288,014 520, '768
163,652,064 33,922,893 529, 453

mw

The sherp increase in invesiment, stations and revenue
shown ©o have occurred im 1930, is attributadble largely to the ac-
quisition in that year of the telephone property in Southern Call-
fornia theretofore owned by The Pacific quephone and Telegreph Come

pany end its subsidiaries.

Earning History.

The earning history of the Compeny waé presented in evi-

dence by the Commission's Staff and is displayed in the followlng
Table Il:




TABLE 1T
SOUTHERN CALIFORNTA TELFPHONE COMPANY

EISTORY OF EARNINGS ON BASIS OF HIS-
I3

rate
of Return

819,000 7.5% (d)
520,000 3.1 .
344,000
388,000

Rete Base Net Revenue =
1917 (a) - $ 16,376,000 $
1918 . 16,843,0C0
1919 17,345,000
i 5
2 22,082,00 25,000
1922 32,131,000 (267,000)
1923 44,109,000 (725,000)
1924 58,668,000 .EII?EGE,
1925 72,934,000 4,357,000
1926 82,723,000 6,489,000
1927 87,161,000 7,810,000
1928 90,995,000 8,820,000
192% 94,223,000 9,628,000
1930 97,344,000 3,489,000
1930 158,596,000 7,509,000

Period

1931
1932
1933
1934

163,892,000
165,843,000
164,522,000
163,895,000

13,309,000
11,798,000
10,734,000
10,346,000

(a) ZLast S months.
(b) TFirst 5 months.
(¢) Last 7 months.
(d) Annuel basis.

(Red Figure)

Average Rate of Return for 1l8-year period -~ 6.64%

W

Table III gives the earning history of all of tlLe prop-

orties owned or controlled by The Pacific Telephone and Telegrapk

Compeny in the State of Celifornia for the years 1926 to 1934, in-

clusive, on the seme basis &s used in Teble IX. (Over-all State fig-

ures for the period prior to 1926 ere not in the'record.)




TABLE IIX
PACIFIC SYSTEM IN CALIFOENTA

HISTCRY OF EARNINGS ON BASIS OF HISTORICAL

ST WL ND 033 AND 1934 AT CUR=-
RENT VALUE AND WITH SINKING XUD
DEPHACLATION EXPENSE

: : . L : Rate :
s Year : Rate Base : Net Pevenue : of Return :

1926 $211,810,000 $16,142,000 746%

1927 232,621,000 16,935,000 7e3.

1928 252,796,000 19,619,000 7«8

1929 278,601,000 22,261,000 840

1930 304,113,000 23,731,000 7.8

1931 317,367,000 25,077,000 749

1932 320,817,000 23,530,000 743

1833 319,074,000 21,440,000 647

1934 21,498,000 647

219,559,000

II

RATE FIXING AREA

The Southern California Telephone Company until 1930

sexved only the Los Angeles Exchenge territory and the(t?rritory
7

comprised in the Culver City and Montebello Exchanges.

The 1921

and 1924 rate cases, initiated by the Company, involved charges to

be peid by subseribers in the Los Angeles Exchenge. The Company

then urged this ares as the proper rate fixing unit without consider~

(8)

ation of earnings either im Southern California or in the State.

(7] Lhese two exchenges are relatively unimportent, representing,

prior to the 1930 consollidation,

less then 2 per cent of the Come-

pany's investment sund contributing less than 1 per cent of its earn=-

ings.

(8) See Re S.C.T.Co., 25 C.R.C. 721, 738, where the Compeny’s com=
tention in this respect was referred to.
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The present level of rates in the Los Angeies Exchange is the result
of two rate increases and one rate decrease, each having been ef-
Tected in a proceeding involving the rates in the Los Angeles area.
The City urges that the only rates here in issue as un-
reasonable are the rates applicable to subscribers in the Los Angeles
Zxchenge and with a persuasive historicel background and consider-
adble equity advonces the claim that the Los Angeles Exchanée g
is the proper rate fixing unit.(g) The Cdmpeny, howeve:,‘takesﬁthe

position that tke coxmplaint "challenged the reasonableness of the

rates of the entire Company énd the casge should be deciéed“oh the

basis of the operations of the entire Company™ end, over the objec-

tion of the diiy, adduced evidence both as to Company-wide and Los

Angoleos Extendod Area operatlons and o&TInlNgSe

(10)
On July 29, 1934 the Los Angeles Ixtended Area plan

became effective. Colncidently the Beverly Hills section, formerly
iz the Los Angeles Exchenge, was established as & seperste exchange,
and the South Pasadensa dual service area was divided between Los
Angeles Exchange and Pasadena Exchanges.

The status of the Losg Angeles Exchange since the occurrence
of these changes is a matter of dispute between the Compary and the
City. The Company urges that it no longer exists except as a reate
quotetion area. The City contends that it exisis as & sgepareate ex-
change for rate fixing purposes.

Except for the Beverly Hills and South Pasadena modifice~

tions, the seme subscrivers exist in the Los Angeles Exchange &as

(9) The assurences by Compeny counsel in the 1930 consolidation cease
are convincing thet an area smaller than the now Southern California
Telephone Compeny system mey properly be viewed as a rate fixing
wite.

(10) The Los Angeles Extendsd Area includes the dominant Los Angeles
Excrenge and the contiguous exchanges of JjAlhembre, Glendale, Pasadens.,
Montebello, ZBeverly Eills, Compton-Eynes-Cardena, Culver City, North
Eollywood, EHawthorne znd Inglewcod and portions of Burbank amnd Downey
Zxchanges. :
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before the effoctiveness of the Exterded Anxea plan except as modi-

£ied by the station movement ever going on. These subseribers pey

the same retec as formerly. Those in the periphery area of the ox~-

chenge are the beneficieries of certain service facllities they did
not formerly enjoy. The subseribers in the exchanges cdjacent to
+he Los Angeles Exchange also enjoy certair services nottheretofore

(1)
extended.

- Thus 1t eppears thet historically the area represented by
the present Los fAngeles Exchange (excent for miner modifications)
has dbeen given separate consideration and used as a rate fixing area.
The plant coste, revenues end expenses and other dats as to this
arec heve been reedlly ascertained from the books erd records of the
Company up to July 29, 1534.

The rates clearly under attack are the rates for service
in the Los Angeles Exchange. However, the chenge in operating
methods incident to the Extended Area plan makes 1t dlfficult now
to determine Los Angeles Excb_nge earninge in & preclise manner. A4s
& practical maetter, therefore, in determining the issues of velue
end returr for the Los Angeles Ixchanges, matters respecting tie value
of the »roperties and the results of operation moy best ve analyzed
and conclusions ané findings reacked from o consideration of the
figures for the Los Lnageles Extended Area, which the Compeany states

ie the smellest divisidle operating unit

711l Teking subscricers in the adjacent Pasadena Exchenge, for ex-
ampie, the Extended Aree plen accorded them the option of paying
extended service rates lsomewhet higher thon local rates) for waich
they conid coxmuriccte without the former toll charge with sub-
scriders in adjoining fringe arcas of the Los Angeloes Ixchenge as
well s in the adjoining exchanszes of Glendale and fLlhombra. Sub-

rivers in the periphexry areas of the Los Jugeles Exchange were
uccordeu +he privilege without added cherge of communicating with
21l subscridbers whether Zxtended Area or Tocal inm adjoining ox=-
changes outside of the Los Angeles srea. TFormerly there wes & toll
charge for this service.




It will become apparentv thet the Los Angeles Extended
Area, of which the Los Angeles Exchange is the dominant part, is
the high earning portion of the Compeny's system. The amount of
reduction in the Los Angeles ZIxchange rates as g matter of equitable
consideration should be tempered by a conslderation of the invest-
ment structure of the entire Company end other factors so that reason-
adble over-all earnings will prevall. This represents an equity con-
sideration irn favor of the utlility and patrons in the less lucrative
territory.

IIT
SEPARATION STUDIES

Included in the Company's revenue are not only payments
made by subscriders for exchange service but divisions of revenue
on account of interstate and intrastate toll service. Various por-
tions of tke plant are used in rendering these several services
which contribute to revenue. Hence, in order %o determine over-all
jn%trastate earnings, over-all exchenge earnings, or earnings by ex-
chenges or groups of exchanges, segregations and allocations nust be
made a3 o property, revenue and expense. Two methods or plans have
ween wsed for this purpose: <the "Board to Boaré" and the "Station
o Station."” The former method, long advocated by Bell System compa-

nies, was disepproved in Smith v. I11. Bell Tel. Co., 282 U.S., 133,

the latter method being there indicated to be the proper one.
Tollowing the Supreme Court decislon last specified, the

Company developed a station to station sllocation which produced

almost identicel results es the disapproved boerd o voard plem.

Tese studies were introduced as to intrastate, Los Angeles Exchange

‘and Los Angeles Extendedxﬁrea.

18-




Mr. MeNaughton proseated in evidence two separation stud-

ies, one based on the Compeny's board to board definition, and

ia station to station study in harmony with the views expressed by

the United States Supreme Court. These studies are the only separ-

ation studies in the record which are complete as to the earnings

of the varlous exchanges.

The results of the Compeny's operations by exchanges based

on the station to station separetion study, somewhat condensed for

the seke of brevity, are as follows, the figures being on the his-

toricel cost-sinking Zund depreclation basis for the 12 months end-

ing June 30, 1934:

SOUTEERN CALIFORNTA TELEPEONE COMPANY

Exchange

Rate Ease

Net
Revenue

Rate : Nouwof.Coe @
of : Stations :

‘Los Angoles Bxtended Area

Albambra
Beverly Bills
Burbank
Compton=Eynes-Gardena
Culver City
Glendale
Jawthorne
Inglewood

Los dAngeles
Yontedollo
North Hollywcod
Pasadena

Total Los Angeles

Extended Aros

Other Large Exchenges
Riverside
San Diego
San Podro~¥ilmington
Santa Ana -

lemaining 65 Exchenges
Total All Coxpeny

Exchanges
Total Toll

Total Compoay

$ 1,823,539

752,553
552,377
Thd, B4L
2,665,972
110,755
576,572
91,587,661
343,627
566,028
7,855,193

$ 4,726

5,967
(13,757)
37,654
44,105
1012
4,561
8,118,712
6,579

7,273

290,275

Retwrn :Dec. 31, 1933:

2.3%

8,840

) 3,191
(2.5) 3,045
5L, 3,272
1.7 12,639
o9 410
.8 2,720
8.9 351,174
1,123

13 2,680
35,906

$107,579,018

$ 1,383,727
7,570,790
1,708,736
1,353,332

8,312,058

$8,545,087

§ (SN
243,499
15,53
12,916
{68,270)

425,000

7y A7
36,380
8,996
6,932

$127,906,661
35,903,923

88,739,479

1,882,874

37,013
520, 768

$163,810, 584

$10,622,353

520,768




None of the various suggested bases of allocation throw
serious doubt upon the substantial correctness of the relationship
betweer. the earrnings of the Los Angeles Exchamge emnd of the various
other exchanges indicated by the foregolng tauble. inyother wérds,
the vericus plans of segregation influence the rates of return by
exchanges ir substantially the same degree. These relationships
are displayed by the following Teble IV, showing the results of the
studies made both by the Company end the Commission's staff on the
various property basés for various operating areas and for the two
methods of separation. The Compeny's showings on investment and
raif value are based on the testimony of Mr. C. E. Flecger, First
Vice President of the Compeny.

The stetion to station separation method employed by the

Commission's engineer was basicelly that used dy the Commission in

the fixztion of Los Angeles Exchenge rates in 1924 in Re. S.C.T.Co.,

25 C.R.C. 721, the decision which was referred to by the Supreme
Court in the Illinois Bell case. In view of the past policy of the
Comnission, the expressions of the courts and sound reason, the
station to station separation on the basis followed by the Commis-
sion's Staff should be adhered Lo as representing the most reasonable
procedure for measuring not oaly interstate end intrastate earnings

but excharge and toll earningse.




TARLE NO« IV

SOUTHERN OALIFORNIA TKLEPHONE COMPANY
RELATIONSHIPS BETHERN AREAS
Year Ending June 30, 1934 Yeor 1934 11935 with'36 Tares Assumed s

t !
t t Bxchanges 1! 3 ] $ s H
t t Comprisingt 3 1Los Angelesilos Angelest Company | 108 Angeles
H { Pregent ! Company $. Extended 3 Exchange 1§ ag a Whole ! Extendsd

$
t
H

Compeny i1Los Angeles: 1os : as a tArea Baged: Based t{Intrastats):  Ares
ag a 1 Extended - : Angeles: Whole ¢t on last t on first $ (Exhibit .t {Rxhibit

__Item Whole i Apesa  IRxohanget({Intrastate)s 6 Mos, § 7 Mos, 1  138) i 138)
) (1) (2) - {3) (4) N (6) (7). (8)
RATS OP RETURN . . . .
MoNaughton ~ (Hist. Cost) : :
Station to Station 6.48% 7¢94% 8.86% 6435% 7465% 8461% 6433% 7+21%
Boaxd to Board 6,48 2433 8451 6435 738 8,12 8431 6,94

Company - {Investment)
Station to Station 4470 5.62 6.19
Board to Board 4,75 5465 6427

Coﬁtpany ~ (Fair Value)
Station to Statien - 4,55 D47 6.04
Board to Board - , 4,66 5451 6ell

PROPERTY BASE (In Millions of Dollars)

McNaughton - (Histe Cost)
‘Station to Station $183.8 $107.6 $01.6  $168,2 $112,5 89,2 $15%.1 $113.4
Board to Board '163,8 111,6 93,4 158,3 114,5 1592 11544

Company - (Investment)
~ Station to Station . 161,8 11544
Board to Board . 16240 11746

Company ~ (Fair Value) , ]
Station to Station . . . 168,7 118.4
Boaxd to Board " 16849 120,5

GOING CONOERN -{Company) : 12,0 840




IV

PROPERTY VALUE

The cost of comnstruction of theé property, the present
cost as compared with the original eand sll other evidence dealing
with the fair value of the properties as a going concern except
for the element of scecrued depreciation in the properties are con=-
sidered hereln. The accrued depreciation is intimately related tq
the allowence for depreciation expense,and 1t seems appropriate to
discuss this important subject irn & succeeding sect;onf

In considering property values, the objectiva islthe de-
termination of the fair velue of the property devoted ﬁo the intra-
Los Angeles Extended Area operations. However, as much of the evi-
dence wes introduced for the entire Compexy operatioms, it is con-
venlent to0 analyze the evidence both as to Company-wide and Los

‘ngeles Externded irea operationms. The relationships between these

BT6AS are Quite oonsiddent,

The Eistoricel Cost of Propemties.
The record irdicates that the Compeany's Tecords are com-

plete and accurate, and no substantial disggreement £s to the his-

torical cost of the properties developed duripg the hearings. Tae
telephone plent accounts representing the cost of the properties in

service as of December 31, 1934 ‘totaled as follows:

Los Angeles Entire
t Extended Area Company

Telephone »lant in service $116,953,000 $1e2,477,000

Tt will be noted that the Los Angeles Extended Area bears

a reletion of 72 per cent to the totel Company plant accounts.

With these figures as & bese, the Commission's éngineers
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have computed the historical cost rate base, after making certain

adjustments, es follows:

Los Angeles Intire
Extended Ares Compeny
Ttem
Telephoze plent Iin service $116,953,000 $162,477,000
Ad justments
Non=opnerative property (179,000) (179,000)
Depreciation on motor vehicles (€87,000) (890,000)
Ad justment of lends %o : ) ( ‘
merket value 650,000 £50,000)
Sen Francisco administration ,
bullding 326,000 386,000
Working cash 944,000 1,321,000
Moterials and supplies (12~31-34) 1,331,000 1,629,000

Total $118,038,000  $164,094,000

(Red Ficure)

The Compony, on the other hard, sterting from the same

vasic figures for plant srrives at the Tollowing total from & cost

stendpoint:
Los Angeles Entire
Item Zxtended Ares Company
Telephone plant in service $116,953,000 $162,477,000
Coastruction work in pregsress 297,000 373,000
Cash 472,000 576,000
Yorkirg funds 23,000 - 25,000
Due from customers and sgents 1,949,000 2,360,000
Matorials end supplies (Averuge 1934) 1,588,000 2,008,000
San Francisco sdniristration
building 326,000 400,000
Total $121,608,000 $168,219,000

The differences between the studies of the Commission's
steff and the Company center to & lerge extent On the ellowance for
working cesh and materiels and supplles, the Compeny being higher by
en emount of $2,019,000. EHere, as in the cese also of the reproduc=-
tion cost, .the working cash allowsnce of the Commission's staff 1s
well supported and is in substantizl excess of the actval cash on

hend. The Compeny includes in full net amounts due 1t by subscribers,

put fails to deduct aversze emounts which it currently owes to its




erployees ond other partlies. There Lis no iscue on materials and
supnlies excent that the Company's flgure is un average for 1934,
wkile the figures shown in the statement of the Commission's stafl

are as of Decemdor JL, 1934, belng the more recenv experience.{

»,

The deduction of the zcerued denprecizstion for movtor
vehicles ig necessaxry Tor the reason that pexrt of the depreciation
has haeen charzed Into plant accounts and the remcinder into Opelt—

ating expenses. Without this dedugtion there ls o duplication Qr
cherges. However, later figures Indicete the amount to be de=- |
ducted should be 770,000 rather them »890,000.

Construction work in prosress includes two different
¢classes of nropertv: (o) cctual plant constructlon undér way, anil

(%) lands held “or future helephone use, the money velue of the
b
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workx should not be included In the rate base unless & correspon-

Ing interect ravenue is irncluded in the operating revonuss. Sub-

stentielly the same »esult will a2ccrue in elther cuse, and 1%

seems preferable not to include the emeunt in the property base.
The lends held for future use n:d vhe lands ana bul lain

listed es non-operctive by the Commission's steff were all ac;uire@

n scod foith amé wey be used in the future. It 1s evident in the
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pe

erticular ceses involved +het reasonable Judgment wes employed by

rd

+he menzgement cnd thet Lt plens to meke use of the property in the
future. Yhile the property is nov etricetly in se rvice, these lands

cnd buildings will be considered In the Tindings s to propexrty
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(12)
t V‘B.lue [

The historicel costs above referred to inmeclude the amounts
actually paid for meterials including the amounts pald Western Elec~
tric Company, & subsidiery of the American Telephone and Telegrgph
Compeny, for telephone equipment of its own manufacture. While no
question 1s raised in this proceedingvas o the valldity and reason-
cbleness of the costs actually imecurred historically through purQ
chase of telephone apparatus from sn affiliated menufacturing com-
»eny, & serious question arises &s to the valldity of the applica-
tion of the present prices of the Western Electric Company, which
have been raised over 30 pexr cent since 192¢ in considering the ise
sues as to the reproduction cost of the property. This question,

however, 1o discussed later.

The Present Costs Compared with Historical Costs.

The evidence asg to the present as compared with the orig- .
inal cost of construction is in the form of three principal sources:

le 4n estimete prepared by the Company for the pure
poses of this case of the cost to reproduce new
its present properties, under the assumption that
all conditions were identicel with those on Decen-
ber 31, 1934 except thet the Telephone Company
end its telephone plent were not in existence. _
This estimete was based upon a six-year construc-
tion progrexm with spot prices as of December 31,
1934,

2 A study by the City's'ensineér of the Company's
o3vimated eost of weyradiction.

3e The Company's sstimate of Teoproductlion ¢ost now

prepared Ior use in arriving et velue for tax-
ation purposes.

(12) Mr. ¥ Telephone end Telegraph Engineer of the Commission
Selifion thot the Ezant o the Company a the end of 1934 was from

9 %o 15 per cent larger tham necessery to cere for lts then subscribe

ers. In discussing the reproduction cost this testimony has an lm-
portant bearing. Kowever, as the trend of business is definltely

upward, it seems more reasonsble to find a value for the property
based upon its ability to serve a greater numbexr of subscribers thean
£t 1s at preszent serving.

—l]Gem




The Compeny’s Estimate of Revroduction Cost'kéw:

The Company's estimete of reproduction cost new prepared

for this proceeding by Messrs. E. W. Hitchcock and D. L. Scoville,

englneers of the Company, as of December 3L, 1934, 1s in the fol-

oo

lowing emounts: o

. Tos Angeles ' Entire
Ttem : Extended'ﬁrea‘ Compeny

Telephone plant in service $128,116,000 $177,593,000
Construction work in progress 249,000 324,000
Cash - 472,000 576,000
Working funds 23,000 25,000
Due customers and agents 1,949,000 - 2,360,000
Materisls and supplles 1,588,000 2,008,000
San Francisco administravion

hullding. 326,000 400,000

Total $132,723,000 $183,286,000

Here the Los Angeles Extended Area 1s 72 per cent of
the entire Company.

All of the above 1tems except telephone piant in service
are the same as discussed under historical cost, s¢o that with ore
exception the same conclusions will apply. In.the case of con-
struction work in progress, a lesser Tigure appears In the repro-
duction cost bvecause of the appralisal of land held for future uge.

It isapgzaﬁni&ﬁq therefore, to pass %o a detall
analysis of the item of "Telephone plant in service.™ A comparison

© these reproduction costs by accounts with the historical costs

for the entire Company follows:




: iteproduction: Ratio
: Historical : Cost New : to :

-
-
-
-

-
-

Account : Cost : (Rate Case) :Book Cost:
Orgenization % - $ 443,000 -
Franchises 4,000 67,000 16.4 .
Right of way 319,000 366,000 1.l
Land 3,338,000 2,994,000 o9
Buildings 12,954,000 12,987,000 1.0
Central office equipment 47,662,000 53,540,000 l.1
Station equipment 22,941,000 27,017,000 le.2
Cutside plent 72,419,000 77,141,000 1.l
Furpiture and office equip=

ment 1,540,000 1,372,000 o9
Vehicles and other work ' :

equiprment 1,300,000 1,448,000 led
Miscellznmeous interest and ‘

baxes during construction - 218,000 -

Telephone plent in .
service $162,477,000 $177,593,000 ...

.In the historical costs, interest znd taxes during com-
struction are included in the esccounts. The Company's repréduc-
tion cost estimate includes some 47,800,000 for these items, end to
mexe proper comparisons, the latter has been spread to accounts ex-

cept for a minor amount.

The Citv's Study.

The City of Los Anéeles, through ¥r. A. V. Guillou, en
engineer for the City of Los Angeles, presented testimony respecting
the Compeny's estimate of cost to reproduce its entire properties.
Criticisms of the estinmate were grouped into three categorles as
follows:

l. As a matter of purely hypothetical reproduction, termed
visualized revroduction, the following items included in the Com-

neny’s reproduction cost were urged as being eatirely improper:

() The inclusion of a thooretical cost of
cutting ené replacing peavement not his-
toricelly cut or replaced, whilch, with
an addition for omissionz and contlngenw-
cies and interest during consiruction on

this amounts tO--...-......---....---...$3,17l,400

]l




The inclusion ¢f statlior instollo-

tions and dron wires which hove been

cbhondoned ocnd written out of cepitel

but which 12y be revsedeesscccssscacasedl,033,0C0

The inc¢lusion of dlsconnected stations
}.Oft in Premises.ctucQ.,c.o.....b..-.-.l 1,623’000

The inclusion of land and dbulldingzs
held for futUre USCuessscscsscssncesass 401,300

The inclusion of overheads on isnleeess 317,000
The Inclugion of orgenization and

frenchice costs grester thanm in-
curred...".......lIQC‘l.-I....-...I... 405,500

2. « The use by the Company of s=pot matericl prices as of Decem=

ber 31, 1934 was criticized. Haé telerhone apparztus prices as

of the first of 1930 end other prices cs of December 3L, 1934 been
used, the Compeny's figure would heve been reduced $13,000,000. Haod
average vrices of the five yeers 1930 to 1934 been used, the Com~
peny's figure would be reduced by &7,000,000.

3. The Comveny's upnii costs (exclusive of meteriel prices)
develoned from itz recent construction experience were criticized
veceuse ithey were adjus%ed to represent what wes termed dirficulty
factors. Had actucl experience without the adjustments been used,
the Compeny's total figure, sccording to the City's witness, would
be less by $13,790,000.

The City's contention is that from en approisel of the
evidence it believes the Commission would de warranted in = reduc-
tion of the Compary's estimate of $183,000,000 to approximately

£155,000,000.

Renroduction Cost New for Texatlor Purposes.

The Company, in comnection with the new ad valorem tax-
evion of pudlic utilities, mede certain estimates of reproduction

cost new as of Marck 31, 1934. These estimutes reflect the result
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tronding hictorical costs to the price level of the yeor 1933.
2e flgures reached were suostontially less thor those in the re-
prodaction new estimate made for the rate case, being.about 91 nex
cent of the dbook cost. |

In the preporstion of such an estimate, the base figures

the historical ¢osts which include 21l overheeds cnd interess

vexes pald during construction, together with‘thé'actual oxper-

lence of the %gg@&ny in building Lts systen on & historicel consiruc-~
vion program. I | - S

The reproduvctlicon estimove mzde in this marner shows that
srice levels prevailing in 1933 were ot a substentlally lower level
than the eaverzge costs as reflected on the books of the Company.
| Subgecnent discussion will indicote that substentisl welight
mey be given the price levels nged im this study in viewing the fu-
sure in this perticulur cese beceuce of the peculicr Incldence of
nrices of Testern Zlectric Company for telepnone oppsratus of Its
own menufacturce

Tels study likewlse ladlicat 2s the Supreme Court haes

nrice levels since 1929

-

recognized in 1ts recent decisions, th

nave dropped to 2 distinetly lewer pletecu.(Sse Atchison T.& S.T.R.Co.

-’

v. United Stetes, 284 T.S. 248; Los Aneeies C.& F.Corp. v. Reilroad

Cormission, 289 U.S. 287; Centrsl Xentuckv Nat.G.Co. v. Roilrond Come

mission, 290 U.S. 264; Clark's Ferry Brides Co. v. Pub.Serv.Com., 291

T.Sa. 227.) As seid in Sreat Northern R.Co. v.leeks, 8C Law Ed.

(A4.0p) 396, decided Februery 3,1936, "Tndicicl notice must be Laken

T13]  Lr. Bicack, Assistent Vics Prosident, when Interrogated 28 %o
some of the bases he had used in constructing 2 valustlon for pur-
poses of taxetion, testifled: '
) mer. Theat: I elso understood ¥You to say that you did not locd
your Sigures £or so=-cclled difficulty fesetors in reproduction?
i. Thot Is risht, nor =ny of the genersl superintendence or adcvelop-
ing of »lans cnd all that sort of thing, enzineering §nd all that
sors of +hing, which would heve to g0 under reproductlion cost, waich
would cost vou more than the wey we had vulilt the property.”

g
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of the fact that late in 1929 there occurred a grest collapse of
velues of 21l classes of property - railrcads, other utilities, come
modities and securities, and thet the depression then commenced pro-

gressively bhocame greater.” This collepse, it was sald, "resulted

in much lower levels of prices end velues which at least ag early

as 1933 were to be regarded not 25 temporary but as at least relative-
iy permenent.”
Lands.

The Compeny in its reproduction cost estimate for the rate
cese accepted Mr. MeAuliffe's lend eppraisal for Los Angeles and
Pasadena Sxchanges, together with book costs for the remaining prop-
erties, this being the basis used by the Commission's staff-in Ex=-
nivit No. 1. In eddition the Compary sdded $250 to each percel for
surveying, recoxrding snd title insurence. There has 2lso been added
texes during comstruction in the amount of $£55,000 and interest dur;
ing construction of $255,000, these smounts being superimposed by

the Cotipany on the present market value of the lands as appraiéed.

Suildines.
Of the 89 buildings owned by the Company only l1é were

built prior to 1920. The reproduction cost of the bulldings hefoTe
edding interest end taxes during constructlon was found by the Com=-
peny to be somewkat less then the ectual historical ¢ost. TUnder “he
constructicn program outlined by the Company in its estimate,$168,000
hoe been added ror texes during construction snd {773,000 for interest
during constfuction. Tor meny veers the Company has included interest
and texes during consiruction in its plant costs, yet the actual total
amounts of interest during construction were found to be only ,$64,000
as of Jenuvery 1, 1933. Ey such additionsl irterest and tex ch&rges
the COmp&ny'é reproduction cost under & theoretical comstruction pro-

grem for buildings is brought te a figure higher than the books.

L
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Centre] Office Equiprment.

Central office equipment preseats & much more 4ifficult
»roblem. The vrices for central office egquipment =re not free
oprices. This equipment is wvirtuelly all purchesed from the Western
Electric Compony ond the prices have been substantislly increased
during the depression due to the falling off of Western Electric
business.(l4) In analyzing this account it is helpful to compare
the book ¢ost with the Compeny's reproduction cost new estimate pre-
pered for whis case and with the reproduction cost estimete prepared

for tex purposes. This is done in the following table:

Reproduetion Cost New

Historical :

Item Cost (Rate Case):(Tax Method)

Menual centrel office equip- - N
ment $ 9,135,000 3 ©,498,000 $ 8,505,000
Long lines egquipment 2,880,000 3,315,000 = 3,005,000

Step by stenm disl equipment 35,647,000 38,385,000 32,320,000
Interest =nd teaxes during *
construction * 2,362,000

Total central orffice ‘
equipment $47,662,000 $53,540,000 $43,830,000

) Ui mmr—

—— e — e

r——

* Tnterest ond texes during con-
struction included in primery
figurese.

Station Equipment.

The station equipment group likewlise inyolves to a con-
cidersble extent the question of Western Electric prices end added
interest during construction. The accompanying table shows the de-

tails of the eccounts in this group:

(1z) 7The piant investment in Bell compesnies 1s some $4,250,000,000.
In adjusting this to value, fluctuetions in the level of Western
Electric prices play an importent pert. Hence there is necessarily
presezt a powerful self interest which beers upon the level of these
priccs.

25
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Reproduction Cost New

Historical ;

(Rate Case):(Tax Method):

ITtom Cost
Station apparatus $9,399,000 $9,968,000 $9,870,000
Station installetion 5,033,000 5,720,000 4,980,000
Drop amd block wires 2,838,000 4,444,000 2,810,000
Private branch exchanges 5,267,000 5,613,000 5,320,000
Booths and special fitiings 404,000 372,000 380,000
Interest and texes
during construction * 900,000 *

Totel station equipment  $22,941,000 $27,017,000 $23,360,000

* Interest erd taxes during con-
struction inciuded in primaxy
figures.

In connection with station equipment, two additional problems
erise. As telephone service i1s discontinued from time to time by sub-
seribers, a ¢ertain pertion of the plant 1s rendered idle, i.e., the
drop and block wires, station instelletion and station apparatus. It
the telephone is lefd in place it Decomes a left-ir disconnected stae-
tior and the aomounts of capital reprosenting this investment remain.
in the capital account and therefore in the hook cost. If the tele-
phone i1s removed then the station apparatus, statlion installation end
drop and block wires are written out of the capitsl accounts on the
books. The Compeny ir its reproduction cost for rate case purposes
has not only reproduced 2ll of the property shown in the capital ac-
counts, including left-in disconnected stations, dut heas addéd to
this figure an amount Tepresenting the reproduction cost of & portiocn

02 the abandoned drop and dlock wires apd statlon Installations which

have already been written out: of the capital account end charged to

operating expenses.

Qutside Plant.

The outside plext group includes pole lines, wire, cable
end conduit. The cost and reproduction costs of these accounts
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follow, including interest and taxes during construction in the ap-

propriate accounts in all cases:

: . s Reoroduction Cost New
sEistorical :

-
.
-
-
-
-

(Rate Case):(Tax Method)

Item : Cost

Pole lines $11,572,000 $12,726,000 $11,890,000
aerial wire 4,555,000 3,552,000 3,258,000
Aeriel cable 14,442,000 13,586,000 11,765,000
Underground cable 27,460,000 25,209,000 22,590,000
Submarine cable 215,000 198,000 187,000
Underground conduit 14,175,000 21,870,000 13,689,000

Total outside plant 372,419,000 $77,141,000 $63,379,000

Wm

Tn the case of outside plant, although the material is
largely purchesed through tiae WedStern Zlectric Compeny, other sup-
pliers are available and the trend of prices shows practically no
chenge from the 1930 level and stands at about 78 compared with 100
in 1926. Consequently it is not surprising to find that where the
nistorical costs have been trended, as is the case in the reproduc-
tiop cost new estimate filed with the Board of Equalization, repro-
duetion cost is materially lower then the vooks. If to this trended
reproduction cost sdditional apounts of interest and taxes during
construction and allowances for omissions and contingencies are added
beceuse of & hypothétical copstruction program rather than the ectual
conétruction Progran under which the property was bdullt, it is still
found that the reproduction cost is less for most accounts in this
group than the historical cost. The price treand for this clasé of
plant has been slightly upward since 1932. ‘

In regaxd to underground conduit, nere agein the trended

ceproduction oSt 1S less vhan the historical cost, but it will de

noted that the reprolduction cost rate case method is over SO pex

cent higher than the historical cost. This is due somewhat to thke

smelusion of additiozel imterest endrvaxes during construction end

-27—




difficulty factors, but the principal factor accounting for the inw-
crease is the cost of yaving over conduit which was not ectual;y cut
historicelly. This, according to the City's exhibit, alone accounts
for some $3,200,000.

Other Accountse

Furniture and office cquipment under the Company's re-
production cost estimate is $1,372,000, or 89 per cent of fhe o0k
cost of $2,540,000, whereas motor vehicles are estimated by the Comw
nany to cost om 2 reproduction besis $1,448,000, or 11l per cent of
the book cost of $1,300,000.

There is also en itexn of mizcellzneocus intereat end tex:.

charzes during comstruction of $218,000. This includes such items

as interest charges on organizetion expense, interect on cash and

Tking funds end interest end taxes on materials and supplies, etc.

Price Lavels.

Ip Mr. Guillou's study of nrice treads, it develops that
the spot prices used dy the Compeny December 3L, 1934 represent a
33 perwcenx increase over the Western Electric price levels of Jan. 1
1930,(;§; telephone cpporetus of i1ts own manufacture. '
According to the testimony, changes in Westerm Zlectric

prices are influenced, considerebly at least, by the activiiy or

(15) & 10 per cent increase in Western Electric prices occurring

in 1930 end other increasec since that time have been the object of
general criticism by Commissions end Courts. (Re Southwestern Bell
Tol. Co.{0Kkloa) § PeUsRe (N.3.) 113, 122; Louisiana Pud. Serv. Com.
Y. Southern Bell Tel. & Tel. Co.(la.) 8 Pll.Re (NeSe} 1, 8; Re
Southern Bell Tel. & 7€ls COa (NeCe) 7 P.U.R. (N.S.) 21, 25; Re Wis-
Sonsin Tel. Co. (7is.) 6 P.U.R. (N.S.) 389, 420; Re Chesapesks & P.
Tl +Co. (Di80.C0ol.) 4 P.U.R. (N.3.) 346,358; Chessvouke & ¥.Tel.Co.
of Beltimore V. west, 7 F. Supp. 214; Re Ohio Bell Tel.Co.\Ohio

2 Pulale (NoS-) 115,123; Re Chesareake & P. Tel.CO.zM&rYland) 1 P.U.R.
(N.S.) 346; Illinois Bell Tol.Co. Ve Gilbert, 3 ¥. Supp. 595,603.




Inactivity of the assocleted Eell companies. With a large volume
of business prices tended downwerd and with & decrease in orders,
es has been the case since 1930, prices have been raised substan~
tial;y. The following table 1s of interest in conrection with the
price trends, the first price column indicating largely Western

Electric menufactured equipment and the second, material largely pur-

chesed through the Westexz Zlectric where other suppliers are-avail-

eble.

Remalinder Composite
As of Telephone of All
Jenuary 1st Lpparatus Material Meterials :

1935 100 89
1934 94 85
1933 82 78
1932 8l 78
1031 8l : 80
1930 75. 84
1929 83 86
1928 89 : 89
1827 96 . 85
1926 100 100
1925 102 - 102
L824 109 ' JO5
1923 107 102
1922 %2 100
Average :
1930 - 35 8% 82

o e e e e ]
Note: '"Telephone Lpparetus™ includesg
Central QOffice Equipxent, Private
2rench Exchenges, and Station
Apparatuse.

It 1s of interest to zcte thet while telephone sppazetus
prices hed by Januery 1, 1935 been reised to the 1926 level, prices
for the remainder of the meterial are still substantially below the
level preveliling in that year.

Of the Company's reproduction'cost of some $183,000,000,
approximately'$67,00d,000 represents accounts influenced by the West-
ern Zlectric Compeny's trexnd for telephone equipment at prices as of

Tepuery 1, 1935. If these accounts had been priced on the basis




of Western Electric Company's 1930 prices, the totel reprodudtion

B ¢cost for such accounts would heve been $54,000,000, a difference of
some $13,000,006. If average Western Electric prices during the
veriod 1930 to 1935 had been omployed, the telephone epperatus ao=-
counts would have totaled $59,000,000. The remsining property priced
et $116,000,000, as o2 January 1, 1935 would heve been priced at
$117,000,000, had it been priced ut the sversge 1930 to 1935. If
all sccounts had been priced at average‘prices during-this periédl
the Company's estimete would have been $176,000,000 instead of
$183,000,006, all other elements of the'Qoﬁpany's reproduction cost

new estimate except material. prices beiné*incldded.

ine Value,

Mr. Fleager expressed the opinion that there is a going
value of $12,000,000 existing in the property of the Southern Cali=-

foraia Company. He premised this upon various stetistical data

escriptive of 08 PIODETYY, 105 EGTUAL COSY %4 ectimeded reprodue-

tion cost, its conmection with o larger orgarizaetion and with other

(16)

companies and the neature of the territory served.. = Of the
§12,000,000 esvimate, he assigned $8,000,000, or 86-2/3 per cent to
trhe Los Angeles Extended Area, & percentagé somewhet less than the
relationshiy existing botween these two arTeas as to historical cost
and cosy of reproduction cost anew. Mr. McNaughton testified "that
those items which sre gemerally comsidered as beimg Included in
going value have been included in our figures, as they werc Ilncurred,
either in the capital cost or in the operating expense as recorded -
cost of 4treining personmel and cost of developing records and ate

tdching\ the: dugsinesss” J4lthough he testified that no segfagation

(26) These ere listed in ExXnibit 30 where they are broken down as
between the Company and the EZxtended Aroa.




hed been mede, he stated that "I think we have recognized all of
the costs which go to the deveiopment of those things'generaily in-
cluded in goiﬁg valuwoe."

The latest expressions of the Supreme Court are in line
with obvious equity in indicating that so far as the cost of creating
& going value is in the capital accounts or has been absorbed in
~the current cost of service 1t should not be allowed again as an'ad-

ditive sum in developing a property base. (See Dayton P. & L. Co.

v. Dud. Util. Com., 292 U.S. 290; Columbus Gas & Fuel Co. v. Pub.

Util. Com., 292 U.S. 398.)

The evidence indicates the existence of a substantial go-
ing concern value in thess properties, and In the findings to follow
the fair value of the vroperties will include their value as a going

ard operating concerxz.

Fair Value.

As has veer stated, the subject of depreciation has been

reserved Tor later discussiomr. At this poirt it 1s appropriete to

consider all of the evidence of velue in the record except that
relating to acerued depreciation. ZFrom a consideration of all the
evidence, includirng the historical costs of the p:operty, and the pre-~
sent costs compared wiih historical costs and of thevvalue of the
property as & going concern, the falr value'undepreciated, inelud~-
ing an ellowance for meterlials and supplies end working cash for the
property existing December 31, 1934 is detérmined‘for the entire compa-
ny to be $166,000,000 and for the Los Angeles Extended Area to be
$120,000,000.

The intrastate portion of the eatire compeny property




' (17)
is 96.5 per cent of the total Company. Thus the value of the

property of the entire Company assignable to intrastate operations
is in round figures $160,000,000.

It is essential to determine the value of the property -
located in the Los Angeles Extended Area which Is assignable to
introares operations. This mey be established by applyling a separ-
ation percontage of 95.1 to the value of the property located in
the Los Angeles Extended Area. The falr value undeprecilated of the
property existing as of December 31, 1934 assignable to the intra-

1os Angeles Extended Ares operations is found to be $1l4,000,000.

T
OFPERATING REVENUES AND EXPENSES

The operating revenuves and the expenses o%he§ than the
18
expense for depreciation present no materlal issue. The revenues

and expenses for the Los Angeles Extended Ares for the last five

months of 1934 (placed for convenience on an annuel basié),'together
with the separation percentages (which are based on the station to
station separstion method apyroved herein) and the amounts appli-

cable to inira-Los Angeles Extended Area operations, Lfollow:

Ti7] <The separation percentages applicadble to the oroperty base are
rot in issue. .

(18) The Compeny assumed the burden of proving the license fee payment
of 1-1/2 per ceat of gross revemue to the Americen Telephone and Tele-
graph Compeny. Mr. F. N. Rush, the Company's Ceneral Nanager, testifled
es $o the services rendered his Company by the American Company. The
City makes no issue of this peyment, and it has been included in the

1 the accruals for employees' pensions have

opereting expenses. Likewise
bgen included in opersting exienses in full as recorded by the Company.




¢ intra-Los @
¢ Angeles Ex=-:
Itenm Per Cert: tended Area:

Operating Revenue
Locel service revenue $22,690,662 99.32  $22,536,365
Egll service revenue 2,339,132 74.38 1,739,846
lscellaneous revenue 631,655 90.64 629,%81"
TUncollectible revenue (154,39€) 99.46 - (153,56%)

Total Operating Revenue $25,507,053 -97.04 $24,752,030

Operating Exvnenses
ikaintenance 5,153,818 96.46. 4,971,373
. Treffic 1,889,761 95.72 1,808,879
Comuercial 2,530,027 89.43 2,262,603
Genexral office = other 1,755,101 93.3lL 1,637,685
Texes 2,872,949 974,74 2,808,020

Total Operating Ixpenses $14,201,656 94.98 $13,488,560

Net Available for Deprecia- :
tion and Retumn $11,305,397 99.62 411,263,470

L ]

(Red Flgure)

The rigurééror the e¢ntire Compeny for the year 1934, to~
gether with the separatiocn percenﬁages and smownts appiicable'to intro-

state operstions, follow:

t Separ~ :  lntra-
Book : ation @ State
Ttem Amount :Per Cont: JAmount

Operating Revenue ‘
Local service revenue $25,908,383 99.55  $25,791,795
Toll service revenue 7,559,109 90441 . 6,834,190
Niscellaneous reveaue ‘ 722,401 100.00 722,401
Uncollectidble revenue {287,000) 95464 (255,359)

Totel Operating Revenue £23,022,898 97.55  $33,003,027

Qrerating Exnenses 9 .
Meintenance 6,885,587 97«24 6,695,486
Traffic 3,570,438 98.92 3,531,877
Commercial 3,014,167 98423 2,960,816
General office - other 2,376,009 97.79 2,323,499
Operating taxes 5,766,775 97 « 66 3,678,632

Totel Opereting Expenses $19,612,916 97.84 $19,190,310

Net Availeble for Deprecis- ‘
tion and Return 414,309,977 97.15  $13,902,717




VI

ACCRUED DEPRECIATION AND DEPRECIATION EXPINSE

Perhaps the mest Important and certainly the most Intri-
cave issue presented cemters sbout the emount reasomable and neces—
sery as ennuel operating expense allowance for depreciation amd 1its
couplement, the amount to be deducted from the property hase be-
cause of accrued depreclation. |

The conflict between estimate ané rezlity adverted to in

Lindheimer v. Ill. Bell Tel. Co., 292 U.S. 151, is present here in

a 1o less marked degree then there. Indeed, the record here gi#es

an even more complete picture of fact and reality. While some of

+he methods of deprecietion do mot accord with reality dut draw

in verying degrees upon assumptlons, alil, if consistently applied
%0 o property like this(lg)ror the messurement both of ennuel de-
precietion expense snd accrued depreciation, lead to almost identicel
results in expressing the earning position of the Company.

The Compeny claims thet it should be allowed as annuel de=
vreciation expense (in cdditlion to those charges for that property.
zetired through current meintensnce or otherwise) o coxposite rate
of about & per cent of the property bese. At the seme time it in-
sists thet because of the high'desreo of maintenence and the fact
+het there are currently present ro obsexrveble or known functional
ceuses for retirement of any conseguence, its property with-a com=-
posite average age in excess of 7 yeers has suffered an existing
depreciation of dbut 7 per cent, compered with en scerued deprecia-

+ion of more then 22 per cent Lif calculated on the basis of the

TIG)] when = property epproeches middle age the provision foxr de-
esreciatior and return under verious theories temds Lo coincide.
7See Telenhone & Reilrosd Dep. Cherges, 177 X.C.C. 351,41l.) Une
£til +hem, straight line sccounting means 2 somewhat heavier dburien
npon patrons. A4s of 1934 the rete of return under the straight
1ine method is ebout the saze as upder the sinking fund. The prop-
erty is now somewhet older.

=l




sexe rates used by the Company for calculating depreciation expsnse.

Its cleims in this respect are depicted in the following

table:
TARIE V¥
SOUTESRN CALIFORNIA TELEPHONE COMPANY
COMPANY CLLIMS RESEACTING L.NNUivu D:.P.tL.JCi ATT ON
bX.L-'“Nb... AND EXTSTING Dh.PRh."IA"‘I ON IN Di=
: : » Aonuel De=: Company's @
: : Book Cost' preclation:Estimate.of :
: Dec. 31,: Rates in :Existing De~:
: Ttem : 1924 : Per Cert :preciation :
Right of wey - Exchenge $ 12,000  2.5% 0.0%
Right of wey - Toll 307,000 240 060
Bulldings 12,953,000 2.5 3.0
Central office equipment 47,662,000 4.8 440
Station epparatus 9,399,000 77 0.0
Private branch exchanges 5,267,000 8e3 540
Booths and speciel fittings 404,000 8.2 10.0
Pole lines - Exchenge 8,052,000 5.3 2040
Pole lines - Toll 3,520,000 47 10.0
Cable - Exchange serial 12,016,000 4ot 10.0
Cable - Toll aerial 2,426,000 Sel 7.0
Cavle -~ Zxchange undergrownd 20,785,000 Sed 740
Cable ~ Toll underground 6,675,000 24 540
Cable = Exchange submerine 36,000 4.0 150
Cable -~ Toll submerine 179,000 4e8 250
Aerial wire - Exchenge 1,656,000 10.0 1740
aerial wire - Tell . 2,899,000 34 5.0
Underground conduit -~ Exchange 11, 599 OOO 2.0 6.0
Underground c¢onduit - Toll 2, 576 OOO o4 30
Surniture and office eqplpment 1, 541 OOO 7.5 2740
Vehicles and other work equip- .
ment 1,300,000 14.6* 29.0
Station installetions 5,033,000 0.0* 10,0
Drop end block wires 2,838,000 0.0* 20.0
Composite Per Cext 4.42 559

* Yot handled through the reguler deprecia=~
tion expense account.

e e e e e e — ]

The most importent account is centrzl office equipment.
Eere, on over $47,000,000 of plent, the Compeny claims & 4.8 per
cent emnual depreciation expense allowance; at the seme +ime it in-
sists the total existing depreciction 1s dut4.0 per cent. The
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extreme and unequitable results indicated by this table negative

the sourdness of the Company's position in respect to depreclation.

Resulte by the Straleht Line Method.

The Compeny for meny years h%s accounted for depreclation
expense upon the straight line basis.(“o? The result obteined ead-
mittedly is not in accord with reality. "The lives of property” as
vestified to by Mr. Fleager, "do not follow thst theory." TUnder
this bdasls the Company has built up a reserve which at the end of
1934 emounted to nearly three times its estimate of the deprecia-
tion existing in the property. On the ideatical assumptions and
prophecies upon whaich the Compeony estimates a strelght line depre~
ciation expense percentage of 4442, the past accrued depreciction,
the Company estimetes, equals an even higher amouﬁz'%han does the

(21)
TeSeIvea.

50)  This Des been pursusnt Weoccamting instructions of the Inter-
state Commerce Conmmission.

(21) Mr. Fleager testified that if the expense rates clalmed by
the Compeny had been epproved tien the Ligures represented in his
estimate would be those which should appear im column 2 of Sched~
ule 6 of the depreciation report prepared originally in sccordsnce
with the requirements of the Interstate Commerce Commission, which
column is headed "EZstimate of Past Accrued Depreciation.” (Ex. 78,
og. 60) He expleined how his estimated figure wes arrived at as
follows: - ;

nakE we heve two methods in actuelly computing this, and we
nave used in certein accounts one method end in other accounts
apother method, that is, whichever one of the mechenics was more
convenient to get the answer. One wes Lo £ind, with the prophecy
of the future life *hat you have for a piece of property, bow much
additional reserve should be accumulated, and knowling the selvage
end how much additionel reserve should be accumulated, why, you
should know what should be in the reserve for it. The other method
is <o reverse thot trensactior and begin with tae birth of the
property and with those retes, with the passage of time, to calcu-
late what reserve should have been asccumuleted on that property.

' And, of course, the methemetlcel conclusions from this gives the
totel reserve requirement. They really lead to the seme answer,
only one is & positive way and the other is o negative way of getting
that answer.”

- o




Mr. Fleager, Eowever, was of the opilnion that the present
reserve is adequate.;ﬁz? Irlhe is correct in this, It necessagily
rollows that the annusl allowance for expense should be less.(~5)

The amount in the deprecietion reserve &3 of becember 3L,
1934 wes $29,700,279, while the estimete of existing depreciation
rtor the same accounts wes $10,570,894 and for cll properties was
311,641,828. The corresponding estimate of the reserve regquirement
or scerued devreciation on the straight line basis was $40,078,583
and the study presented by the Commission's staff $42,974,667.

Trom the evidence 1t appears that the ecerued depreciation
in the »roperty computed in accordance with the straight line method
as of December 31, 1934 was not less than $26,000,000 for the prop-
exty applicable to the intra-Los Angeles Extended Area and not less
“han $37,000,000 for the vroperty applicable to intrastate opera=-
Tionse

It is possible, therefore, from the record to set up a
table depicting the Compeny's earning position, were its claim for
straight line depreclation expense to be accepted, by applying the
resultant net revenue 0 a rate base reduced by the amount of sﬁraight
line eccrued depreciation estimeted on the same basic principles
used in computing ennual depreciation exXpense.

The following Teble VI deplcts the earning position of the

Los Angeles Extended Area for the last five months of 1934 (on en

annuel basis) and for the intrastate operations for the year 1234,

The periods were selected by the Compeny in its presentation and

(22) His tesvimony wes "We heve bullt up 2 balance in our actual
reserve for the Compeny which, in my judgment, will »rotect thg
property. I think it is & proper reserve in view of ell the cire
cunstances.”

(23) Mr. Barnes testified that if the depreclation reserve require=
ment merely egualled the Teserve then basically the use of longer
1ives would be proper with & comseguently lower cmnual rate.

'
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for comparative purposes have been used hereip. Due to the upward
trend of business, the lagst five months' perlod of 19034, upon whick
the Los Angeles Ixtended Aree earnings are dbased, ié on a higher
earning level so that the disparity in earnings betwsen the entire
Company and the Los Angeles Extended Area Is overemphasized in the
Company's showing cnd in Tables VI, VII and VITI herein. Actuzlly,
the Los Angeles IZxternded Arce is on o2n earning basic ebout 1 per
cent highexr than the entire Compeny. The property values es of
Decamber 3L, 1934 are used as representative of the periods indi-

ceted in this and succeeding tables.

T.BLE VI

: : Los Angeles : Entire :
: : Extended : Compemy @
: Item : Area : Intrastate ¢
Undeprecieted rete base $114,000,000 $160,000,0C0
Less eccrued depreciation 26,000,000 SZJQOQJQOO‘
) , .
| | 388,000,000 $123,000,000
Net revenue before depreciction 11,263,000 13,903,000
Dapreciction expense (4) 4,471,000 6,168,000
Net for return ' 6,792,000 74,705,000
Rate of return 7 .72% 6.26%

(A) The separation perceatages fer deprecla~
tion expense ere not contested and are as
follows: Los Angeles Extended Area 95.70
»exr cent; entire Compary 96.78 per cent.

Observed Devrecistion and Retirement Zxverience.

The existing depreciction Ir the property, it is clalmed
by the Compony, reflects the fact of depreclation ag disclosed by
inspection and observation and uzinfluenced by eny theories and
assumptions. It was revealed, however, by the City's ¢rosse~
examinsticn, and also affirmative testimony by Commission engi-

neers, thet actuelly there wore various theories and assumptions

underlying %the Company's estimate. It wes the result of an at-

tempted determination by inspection of & "condition per cent”
«38=




(24)
of the property whick in turn was treanslated Into value by the

uge of the same percentages. Inspectors of the property generally
reported its comdition by nomenclature, such %s "good,™ "falr" and
"noor." To these were assigned percentasés. ” Centrai office
ecuipment, referred to in the footnote, has, according to the Come
peny, practicelly zero value a3 sclvage. Hence, under the percentagé
assumptions or assignments, at or gbout the time of retirement there
occurs what the Company witness characterized as "e comparatively
precipitate drop" from & per cent conditiom of cround 83 per cemt to
zexro and which dfop,'still eccording o the theory, is translatable
to value.(zs)

It iz obvious that under the definitions and methods upon
which the figure under discussion is based, functional causes of de-
preciation, characterized by the Company's witness Scoville as amongst
"the most deadly influences affecting tke life of o téiébhone vlent,"
ere almost completely ignored. As expressed by Mr. R. A. Wehe, an
engineer of the Commission who has specialized in the subject of de-

preciation, "to follow & itype of service theory of velue * * which |

would find o depreciated cost from 80 t0 100 per cent throughout the

(24) Thus, Mr. Ilse, the Company's witness, testified: ™We compare
that vproperty 10 2 »roperty of eoxact size, type and kind, similoarly
located, 100 per cent new. That Is the per cent condition.”

(25) To central office equipment, the most importznt item of the
Company's nroperty, the percentages assigned renged from 83 per c¢ent
t0 99 per cent. Ilse, ir response to a guestion as to what would
happen if a unit was to fall as low a3 75 per cent, testified it is
"inconcelivable to me that anything could grade that low because we
do not sllow central office equipment to got in any such comdition =
using these percentages as & basis for grade.”

(26) The manusl central office equipment Iin the Drexel office in

Los Angeles, which office was originally Installed in 1911, for some
time has been progremmed for conversion 0 dial equipment in 1936.
The retirement of such menucl equipment and the substitution of dial
egulipment 1s dicteted by congiderations of "over-all cconomy."” Never-
theless, according o the Company's theory tihe "precipltate drop™ in
ver cent condition, and hence vaolue, is set off by the lssuance of

an open work order for the conversion.
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life of a plant unit, and then indulgé in the hypothesis of suffer-
ing %this finel loss during the last stages of sgrvice, possibly
within a matter of a few months before replacement, is to me so at
variance with reason and facts as to cause the collapse of the method
by its own inconsistencies.”™

Satisfactory checks against results reached by elaborate
calculations and inmspectioms frecuenily are not availabdle. In the
case of motor vehicles, however, a check was fully displayed. The
cOmpany-qstimated.the reproduction cost new of 1ts used automobilgs
end the lessening in thelr value docause of observed depreciation.
Against this was the showing'or a most persuasive nature that South-
ern Celifornia is the largest market for used cars in the world,
that such property is traded in extensively, and that there exists
welil Xnown and generally observed current values for the variéusw
types of used cars. These prices are public. The discrepancy
between the Company's highly theoreticel estimate of value and feality
s to value as 1t exists in the market place was striking.

The City presented e study of the Company's claims regerd-
ing passenger vehicles, showing that the Company's reproductlion cost
new less observed depreciation was 40 per cent higher than the full
"3iue Book" sales prices and 94 per'cent higher than the wholesale
prices shown.

~ The Company's estimate of Mexisting™ depreciation must be
substentially modiffed. However, accepting for the moment the Com~
pany's claim, which as Iindlcated disregards almost entirely the
functional causes of depreciation, it is of interest to view the
actual retirement expverience of this Company;

The mecord shows the actual experlence of the Compexny
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es to annual vroperty retirements over & period of some 13 years.

During this veriod heavy retirements were occasioned by the almest
unprecedented physicel consolidetion of duplicate systems, by a con~
version to sutomatic equipment and by a phenomenal growth of the
territory served, yet the weighted average net retirements over the
entire 18 years were but 3.55 per cent of the deprecieble cepitel, conm-
pared with the streight line depreclation expense rates which have

(27)
averaged S5.15 pexr cent.

The peek of retirements due to the Company's conversion pro=

grem occurred in 1930 and the completion of thi §osram influenced

2
‘ 28
retirements to some extent in subsequent yeors. In recent years
the rete of reotirerent hes been decreasing steadlly. The record dise-
closes a welighted net retirement experience for the last Tive-year
period of only 2.9 per cent. Such actuzl net retirement experlence
of tﬁe lest 5 yvears is morc representative of the Compony's reason~
able future retirement needs than is the experience of the whole 18
veer period.

The Compauy's reserve at present is more then adequate to
cover the existing depreclestion in the property, and an allowance

of epproximstely 3 ver cent is obviously adeguete to care for re-
sirements in view of the experlence at this time. This allowance

may be viewed as an additional meintenance and replacement allowence

as expressed by Mr. Justice Butler in his concurring opinion in

(27) ihe percenteses or average depreclable es charged were:
1918, 6.57; 1919, 6.13; 1920, 6.41; 1921, 1922, 6.63;
1923, 5.95; 1924, 5.56; 1925, 5.47; 1926, 1927, 5.68;
1928, 5.70; 1929, 5.71; 1930, 5.63; 1931, 1932, 4.78;
1933, 4e4l; 1934, 4.36.

(28) For the last four years the percemtage was 2.59, for the last
3 years 2.34, for the last 2 years 1.66, eand ir 1935, with the last
3 months estimated, wes only le52.
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(29)
Lindheimer vo 111. Bell Tel. Co., supra.

The earnings of the Los Angoles IxXtended Area and the

intrastate oporatlions of the entire Company may be stated under these

assumptions in the foxm of a vable:

TABLE VII

Los SJageles:  Entire
Extended : Company
tenm Ares : Intrastate

Undepreciated rate base $114,000,000 #180,000,000
Less observed depreciation 8,000,000 11,000,000

$106,000,00C $129,000,000

Net revenue before depreciation 11,263,000,. 13,903,000
Depreciation expense 3,082,000 4,343,000

Net for return $8,171,000  $9,560,000

Rete of retumm O 7.71% 6.42%

Regults of Sinking Fund Iethod.

As this Commission has frequently pointed out, such con-
£1lcts end inconsistencies as have been discussed herein in the

treatment of depreciation in rate cases maey be cvolded by the use of

(29) Thus . Justice Butler said:

"The only legitimate purpose of the reserve is to equalize ex-
penditures for maintenanco so as o take from the revenue carned in
eech yoar its fair share of the burden. To the extent that the en-
auel charges include amounmts that will not be required for that pur-
pose, the cccount misrepresents the cost of the service.” X
nimounts sufficlent to create = reserve balance that 1g the same per-
centage of total cost of deprecicdle ltems as thelr age is of thelr -
total service 1ife cennot be accepted as leglitimate additions %o
operating expenses.” .

) As further indicctive of the ettitude of the Supreme Court,

it is worthy of note thot inm Columbus Ges & Fuel Co, v. Pub., Utll.Com.,
292 U.S. 398, where accrued depreciation was token at a figure some-
woet less then the reserve, the reduction of the utility's clainm for
expense of $174,830 to $68,196 was epproved.. ,

T




the sinking fund method. No estimate of the highly controversisl
issue o2 accrued depreciation ls needed in this method, the unde~
preciated property value being used as the basé. The amounts ac-
crued are in most properties, as Ii2 this Company, invested in the
proporty and with a reasomcble interest return thereon are suf-
Ticient to replace the property at the end of its estimated useful
life. The method has been followed for rmany yecrs by'this Comuis~
sion.(so} |
The resultent earning position under the sinking fund

wethod is set forth as follows:

TABLE VIII

LOS Angeles:  Entire

Zxtended : Company ;

Itex Ares : Intrastete :

Undeprecisted rate base $114,000,000 $160,000,000
Net revenue before depreciation 13,263,000 13,903,000
Depreciation expense 2,662,000 3,836,000
Net for return $8,601,000 $10,067,000

te of return ' 7 e54% 6.29%"

b e e e e e ]

Tn the azbove teble the depreciation expense has been com=

puted by the Cormizsion engineer, taking the lives and salvage r?gl)
the various c¢lasses of depreciable property used by the Company.

T30) sSee AnRtioCh Ve FPole&k Zo CO., 5 CuReC. 19; Re S0.C2l Ed.Co. 19
C.ReCo 595; Re S5.C.T.Co., 20 C.K.C. 981; Re S.J.L.& P:CQ¥2p 2l C.R.Co
545; Re P.G.& B.CO., 22 C.R.C. 744; Re Cosst Counties G.& E.Co., 24
C.R.CT 69; Re 5.C.7.C0s 25 C.R.Ca 781; Re P.T.& T.CO., 33 C.R.Ca 737;
R6 L.A.G.& K.CoTv., 35 CeR.C. 442; Re S.D.C.G.& E.C0.,39 C.R.C. 279.

(31) The annuity computed as it is upon the Compeny's estimates of
lives and salvaege 13 perheps overly liberal if\?he Comnany is correct
in seying its preseat rTeserve on the streight line basis is sdequate.
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The computttion of these deprecistior allowences is not questioned.

In Los Angeles 3o & B, Corp. v. Railroad Commission, supra,

the Commission tested earnings for rate puiposes in acccrdance with
ts ﬁsual vractice by meking ne deduction for accrued deprecistion,
but with the expence of deprecistion taken as & reasonable sinking
fund ennuity. The Court 4id not criticize this method of treatment.
There wes, however, a Commission Iinding a2s ¥o the amount of accrued
depreciation, but this in fact played no pert in the finel determin-
etion. The same procedure will be followed here. It mey be con-
cluded thet such acerued depreciation was not less tham $13,500,000
for the intre-los Angeles Extended Area property and not less than
$16,000,000 for the intrastate property. If it is desired to con-

sider accrued depreciation in conjunctiorn with sinking fund depre-

cietion, then the results shown by Table VIII, in which the indi.-

eted retwra is for the dual purpose of providing a return on the
property base and interest on an appropriate fund representative of
accrued denreciation, mey be used. The deduction for accrued depre-
clation may be in eny recsoncble emournt, and interest pheﬁébm mey be
edded t0 the amount of the annuity included in operaiing experse.

It mey be of interest to ncte that the combined allowances
for meintensnce ond deprecistion cre substantlel in all of the three
rethods as shown by +he following summary. In each of the three
me<hods there ic included in operaving expense for current maintenonce

or the iatre-Los Angeles Extended Aree the sum of $4,971,000. This

ount when combined with the respective provisions meade for depre-~
cietion expense is shown in tabulcor form &s the total provision thus
mede for the protection of the plant in Its relation both "t prop=-
erty base and to gross rovenue. In expressing the relationship of
the provision in Toble VIII the snruity has been augmonted by inter-
est on the aperued deprecistion found herein.
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TASLE IX

Total of Per Cent of :Per Cent of

: : Meintenance : Column (1) to 2C0lumn (1) :

: : and ¢ Property Base : to :

: : Depreciation : Undepreciated : Revenue :
(1) (2) - (3)

Tebdle VI $9,442,000 8.3% 38.1%

Table VII 8,063,000 7.1 32.6

Table VIII 8,443.000 74 34.1

e ——e re———— w———
—— e —— Ser——

Because of the long use of the sinking fund method in
this Stete with satisfactory results, and because it more closely
aporoximates reality than does the straight line theory, it will
be employed here as a teat of earnings for the vurpose of estab-
Jishing rates, élthough it is clear that the same conclusions are

reached by consideration of any of the three methods.




vII
FUTURE CONDITIONS

It now becowes necsessary to 1ook ashead and %o determine
wzat, if eny, modificetions should be mede In the 1934 ecrning posi-
tion in order to visualize end oppralise the probudle esrnings of
the Los ingeles Extended Arcza apd the €ntire vompeny under presert
rates ir the near future. Looking chead there are three outstand-
ing factors to be ovaluated: . First, increased taxes alreasdy Begin-
ning 4o be felt and the full incidence of which will come in 1936
lexcept for the increasing payroll tax under Soclel Security lcsis-
letion, which becomes heavier in subsequent years); Secord, a rapid
niekuy in stutions with an increesed revezue, together with e ﬁount-

ing toll dusiness, =nd sowe lncrease in expemse and in cepitel, as

shown by the experience of tho first nipe months of 1935; end Third,

the fact thet the Cempony's plant is =till a considershle distance
from the degree of utilizstion reslized during the early psrt of

(32)
1931.

in 1936 (unless offected by litigstion) wilil be over
£1,000,000 higher them in 1934. Most of this inmerease is £o be
aserived 40 the chonpe in the Stote teax system effective for the
fiscel year 1935-35. Unemployment lnsurancs taxes become effective
in 1936. The Company estimetes its Increased tax requirements o
follows: |
State end 1OCZL TOXESeseeecsessseassasesyl,018,000

FTederel texes (2ssuming ¢ 3
Per Cen"& p&yro::_l TEX)eooosenssessnasanns 354‘,000

Total %1,37.2,000

T3] On mercn i, L9¢. taere were 596,194 stations in use. This peak
declined repidly wzdil August 1, 1933, whken the number was only |,
511,911. Since then there has been a steady increase, the growth
veing most noticesble in 1935. On September 30, 1935, the total sta-
tions were 549,361. During 2ll of this time there has been in ad-
dition & large numder of disconnectsd statloms averagirg sround
50,000. Mr. Fry was of the opinion that at the end of 1934 the Com-
peny's plant was from 9 o 15 per cent larger than necelsary to care
Tor its %hen subseribers. 5
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The factor of excess nlant copacity mentioned naturally
tends towards keeping the increase ir doth capitel and expense
(other than taxes) at 2 lesser rate then the increase in gross rev-
enue.,

This result ;s very clearly shown by the 1935 figures
which exre availcble.(ss)

The sctual experience of the Company for the 12 months'!
period enrding Septembder 30, 1935, iIncludirng actusl added tox ac=
ervals in July, August and Septexber, indicetes an earning at the
rete of 6.8 per cent witk the property base and depreciation al-
lowsnce herein found reasonable as contrasted with the 6.3 per cent
for the celender vesr 19%4. Indeed, as Mr. McNaughtohn showed, tkhe
increased earninzs of the first nine months of 19835 were sufficient
to cover the increesed texes expected In 1936 ard still leave “the
Compeny in as good an earning position as in 1934.

The improvement ir gross snd net rcvenue of recent monthe
mey be illustreted dy the monthly figures &s reported by the Com=
peny for cost of plant, greoss revenue, and expense, and net revenue
before depreciation, as well as of stations, which eore surmarized in
<he following Tedle X. This table also indicates percentage in-
creasesand the incresse in revenue per statlion consequent upon up-

greding in service and increcsed message and toll usage:

{53) <he Compcny presented general testimony respecting probable‘
increeses in expenses over the 1934 level. ZIxperience for nine
montha of 1935 has given weight to the effect of such increases.
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PABLE N0, X

. SOUTHRRN QALIFORNIA ° TONE COMPANY
PLANT, OF om“‘g%ﬁ%*__om NG KXPFNSE
NET BEFORE DEPREOIATTON AND TAXES, ,"""srmr‘o"ns,

AND OROSS RRVENUE PER STATION,
A1Y, AS REPORTED BY THE CCMPANY

Orosg Revenue 8 Expense ‘Before Depreciation ! Net Before Depreciation and Taxes
{Thousands of Dollars} t_and Taxes (Thousands of Dollars) ¢ {Thousands of Dollars)

: ) .t Per Cent ] : } Poer Cent H .t Par _Cent

1934 3 1935 § Inorease 1934 1935 ¢ Inorease § 1924 1935 1 Inoreass

$2,870 $2,968 3,34% $1,264 $1,355 7420% $1,606 $1,611 0431%
2,686 3,014 4e44 1,299 1,389 6093 1,587 1,625 2459
2,811 3,047 8440 1,292 1,420 9¢91 1,619 1,627 7411
2,847 3,087 7473 1,381 1,449 4492 1,466 1,618 10437
2,807 3,042 8.37 1,372 1,432 4437 1,435 1,810 12,420
2,745 3,047 11,00 1,322 1,392 5429 1,423 1,655 16430
2,870 - “ 1,379 - - 1,491 -

2,823 - - 1,276 - 1,547 - -
2,936 - - 1.282 o bad 1,65‘4 Lo -

Telephone Plant - Gross Revenue
(Thousands of Dollars) Stations Por Station _
1 .t Per Cent | § Per Cent | 5 t Per Cent
1934 1@ 1935 t Inciease 1934 1935 1 Inorease 1935 3 Inorease

$161,379  $162,575 0.74% 521,566 532,404 2,08% $557 14274
161,435 162,743 0481 621,626 534,978 2,56 : 5436 2,88
181,322 163,024 1,06 522,095 537,276 2491 Be61 1445
161,528 163,110 0498 521,546 538,828 3,31 : 5465 4,82
161,643 163,239 0,99 520,087 540,629 3493 5467 3466
161,698 163,364 1.03 517,691 540,900 4,50 5s62 3469
161,747 163,392 1,02 515,926 541,918 5404 5470 5e75
161,757 163,514 1409 516,821 544,367 5433 5473 4475
162,025 163,782 1,08 620,987 5445 5455
162,184 - - 623,990 - - _—
162,331 - - 526,754 ‘ -
162,477 - - . 629,453 ; . -




The importance of the present &and reasonebdly to be entici-
pated earrings of the Extended Area has slready been indicated in
the preceding Table IV, which displays verious relationships as be-
tween the Los 4ngeles Exchange, the Los fAngeles Exteonded Area and
the Company as a whole for various periods. The following Table XI
gives monthly figures for stations and other items for the 13 months
since the Los Angeles Extended Aree was established In conjunction
with corresponding Company-wide figures for tie seme items., Per~
centages ere inserted to Ilndicate relationships. The consistercy

of relationship between €ntire Company and Extended Ares is signif-

icant.




Tﬂng'ﬂboiI
SOUTHERN CALIFORVIA TRELEEHONE COMPANY .
N7 RE COPATY ANND LOS AVOELES EXTENDED ARRA

O MORTHLY COMPAYNY FIGURES
AUGUST, 193 TO AQUSST, 1935

Expenss Befors Deproo Mation and
Taxes (Thousands of Dollars}

Entire 3 IExvenied = Per Cent

Gomneny 3 Axes sRelationships

$1,33 $ 915 714535
~1,.322 . M3 71,33
1,379 93 72401
76449 1,276 909 71424
74,415 1,282 900 70420
70422 . 1,355 66 Tle29
73+44 1,%07 936 71461
73495 1,389 995 71663
75419 1,420 1,026 72425
7382 1,449 1,042 7191
73460 1,432 1,031 72400
73428 1,476 1,049 71,07
73460 1,432 1,007 70,37

RELATIONSHIP3

8 Net Bsfore Depreoiation and Taxes
Thousands of Dollara

Entire $§ Extended § Por Cent

Company 8 Area  tRelationship

] gross Opsrating Revenues s
H (Thousands of Dollars §
} Eatire $ XBxtended 3§ Pexr.Coent ¢
§ Company ¢ Area tRelationships$

74,18%
75466
74,84

' onth

76,64%
79.48
77046
78499
77«21
78452
78465
75494
77:75
75453
75403
75429
76433

$2,097
12,074
2,148
2,131
2,177
2,231
2,163
2,229
2,291
2,264
2,239
24265
24297

$1,122
1,155
1,222
1,277
1,285
1,227
1,234
1,265
1,222
1,208
1,216
1,290

$1,464
1,423
1,491
1,547
1,654
1,611
1,660
1,625
1,627
1,618
1,610
1,615
1,690

Auge ’2’827
Sept. 2’745
Oot. 2’870
Nov. 2.823
Decs 2’936
J-‘n. 2’ 966
Yeb, 2,867
Mar, 3’014
Apl‘. 3,0"7
May 3,067
June 3,042
Auge 3.131

! Telephone Plant
$(In Thousand Dollars Enj of Month)
§ Entire Extended 3

Stations
(Ex of Yontka)
s Extenisd =.

Local Service Revenus
Poer Stetion
Extendead

Entire Entire 1

} Nonth

GOmpaqy

Aresa t Por Ceni

Company

H Axer

& Por Cens

company

Area

Por Cent

Auge
Septe
Oote
Nov,
Dece
Jane
Fobe.
Mar,
Apre
May
Jyne
July
Auge

$161,767
162,025

162,183
162,331
162,477
162,575
162,743
163,024
163,110
163,239

163,391

163,514

$116,426
116,631
116,773
116,865
116,953
117,054
117,202
117,470
117,551
117,635
117,703
117,711
117,629

714954
71498
72,00
71,99
71498
72400
72,02
72406
72,07
72406
72403
72404
724056

516,821

520,987
523,990
626,784
529,453
532,404
534,978
537,276
538,828
640,529
540,500
541,918
544,367

422,993
426,261
428,586
430,422
432,676
434,930
476,987
478,887
479,786
440,408
440,237
440,994
442,964

81485%

81,82
B8le79
8l.71
81,72
81469

81,68

81,69
81,62
81448
81,39
814338

8l¢37

$4,11
4

«06
4,18
4,11
4,16
4,21
4,09
4,20
4,25
4,22
4420
4,22
44,24

84,41
4034
4448
4,40
4445
4,62
4437
4,50
44567
4,53
44,49
4,53
4,56

107,30%
106,90
107618
10706
106,97
107,36
106,85
107,14
107453
107,35
106,490
107,35
1C7.55

e e e e e e




LS in the cese of Company sarnings, the record points ir- l
resistibly to the conclusion of better earnings in 1936 in the
Los ingeles Extended Area. Stations and gross end net revenue
nounted steadlily and comsistently in 1935. The actual experience
of the Extended Area for the 12 months' period ending on August 31,
1935, inecluding edded tax accruels .in July end August, indicates
en earning ot the rate of 7.9 per cent.
It is irpossidle to view the facts of record without being
impelled to the conclusion thet the earning position of the Los
Angeles Ixtended Arec and the dntire Company in the future will bde
distinetly better then it was in 1934. The year 1934 depsrted from
rormelity in various fespocts. The change-over to the Extended
Area plen of service resulted in certein non-recurring expense. The
record plelinly indicates that this yeer together with 1933 wes at
the bottom of the depression =s to the telephone businesé.
The extent of the Improvement zhead must be approximeted
in order to esteblish just and reasorable rates for the future. It
vould be absurd to teke into sccount probable sdded taxes, both
State end Federzl, (which of course cre subject to judiciel attack)
end close the eyes to rspidly aud comsistently increasing stations
and mounting gross z2nd net revenue during 1935.
A careful evaluetion of the faets of record in this cese | \
leads irresistibly %o the conclusicn that In 1936 the intre-Los
Angeles Extended Area eainings will nrobebly be over 8.0 per cemt
and certelinly not lese then 7.7 per cent on an undeprecicted fair
velue rate base of $116,000,000. 4nd it is equally clear that in
1936 the intrestate earnings of the entire Compony will probebly be
over 7 ver cent cnd certainly not less than 6.7 per cent upon an -

wndenreciated fair velue rate base of $163,000,000.
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VIII

St

RATE REDUCTION INDICATED

What constitutes & ressonchble rete of return, usuzlly an
important issue ir & »ate ¢ase, 15 here not o matter fequiring eX-
tended itreetment. In the fixing of ressonzble rates for the Los
ingeles Ixchange 2lone, the consideration of cther factors relative
40 Compeny=-wide results servesto minimize the rate reduction which
otherwice might recsonnbly be made. The net refturn availablé from -
“he Los Angeles Exchenge =it the rates here to be prescrived will
yield in excess of 2 felr return upon the value of the property in
that exchange.

The Commiasion is compelled to recognize the great chonges
occurring Auring the veriod of depression through which the Nation
25 been passing, those "profound changes!" to which the Supreme Court
res referred, not only in property values but in "reasonadble return

or invested copitel.” (Centrel Xentucky Nat. Gas Co. v. Railrosd

Commission, suvra.) Neither wmoy the Commicsion fall to observe the

sherp decline whick has occurred in the cost of capital funds to.

public utilities, as dlsclosed in its own decisions authorizing the
(34)
igsuance of securities.

(0&) mojor refinancing eutnorizations by the Commission since Jan.l,

1635 follow: .

1. Peoeific Cas & Tlec. (Dec. 27837, Mor. 22, 1835) $45,000,000. 4%

vonds Que 1964 offered at 100, yilelding 4.00% i :

5. Sou. OCtl. Faison (Dec. 27856, Mor. 27, 1935) $73,000,000. 3-3/4%

vonds dve 1960, offered st 96-1/2, yielding 3.85%. ) ‘

5. Scn Diezo Coms. G.& E. (Dec. 27968, iMey 20, 1935) %15,500,000. 4%

vonds due 1965, offered ot 101, yielding 3.95%. .

L. DPucific Gas & Zlec. (Dec. 28053, Jume 19, 1935) 30,000,000 4%

bonds due 1964, offered at 104, yielding 3.77% B

5. Sou. Col. Baison (Dec. 280%5, June 12, 1935) §35,000,000. 3-3/4%

vonds, due 1960, offered =t 98-1/2, yielding 5.85%.

6« ASSoc. Tel. Co. (Dec. 28055, Jung 54, 1935) $8,500,000. 4% bonds

due 1965, offered =t 95, yielding 4057 '

7. Bou. Cal. Gas. (Dec. 33077, June 27, 1995) §15,000,000. 4% bonds

due 1965, offered at 10L=-1/2, yialding 3.9%%. '

8. Coast COS. G. & Z. (De7.’28177, Avg. 19, 1935) $3,000,000. 4% bords

due 1985, offered at 103-1/2, yieldinz 3.80k. ) )

9. Sou. Cal. Edison (Dec. 2ézzo% Sept. 12, 1835) £27,500,000. Sericl

debentures offered to yield .875% to 3.7%%. .

10. Sov. Cal. Rdison (Dec. 28221, Sept. 12,8}335) #30,000,000. 4%
960. offered 2t 102, yielding 3.83%. '

gg?dgag?gii Cos & Tleo. (Dec. 28221, Scpt. 17; 1935) $20,000,000. 4%

vonds due 1964, offered at 102, yielding 3.88%.
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The City has contended in this case that a return of 6

per cent is the maximum rate of return which mey reasonedly be ace
corded. It presemted evidence indicating the yileld which might be
obtalined by an investor in representative national and Califormie
portfolios of bonds and stocks, the current yield being showrn less
than 4 per cent on their curront average market cost.

The capital which the Company kas igvested in the enter-
prise consists largely of écmmon stock issued to its parent Conm-
vany, The Pacific Telepngng,and Telegraph Company. For some time
this stock has been on a & per cent dividend basis. Approximately
S per cent of its capital is derived from bonds and from advences
by the parent Company, and sbout 20 per cent consists of reserve
Tunds dbullt up from earaings for depreciation and employees' pen-
sions, which reserves are invested in the plant. Nr. W.C.Fank-
hauser, of the Comxission's cteff, testirfied that the éarrying cost
of the Compary's borrowed money for 1934 wos epproximately 5.25 per
cent. »

The exteat to wiich the Company's record of earnings may
Justlfy a reduction of its rates in the Los Angelas Exchange mey
n0t, as above steted, rightly be measured by the results of oper-

ations In that exchonge elone. Besed upon the fair value here

(%4} Cont'd. . .

12. Los Angeles Gas & Elec. (Dec. 28298, Oct. .24,1935) $#40,000,000.
4% due 1970, offered =t 102, yielding 3.90%. _

13. Cel. Water & Tel. (Dec. 28276, Oct.l4, 1935) $5,000,000;, of 5%
bonds due 1965, offered at 101, yielding 4.93%. :

14. Pacific Tel. & Tel. (Dec. 28567, Feb. 10,1936 as later modified)

£30,000,000. 3-1/4% bonds due 1966 offered atlOl-1/2, yielding 3.17%.

15. DPoacific Ges & Elec. (Dec. 286256, Mexrch 16,1936) $90,000,000.
33 /4% bonds due 1961 offered et 102-1/2, yielding %.60%.

16, Cel. Ore. Fower (Dec. 28633, March 16, 193¢) $13,500,000. 4%
bonds due 1966, offered st 97-1/2 ylelding 4.15%. ,
17. Santa Barbere Tel. (Dec. 28696, Apr. 6, 1938) $1,460,000. of
3=1/2% bonds due 1966, offered at 102-1/2, yvielding 3.36%. .
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Tound for the property applicable to the whole Los Angeles Exe
tended Aree, 2 reduction in snnuel gross revenue of oﬁer $2,000,000
right be effected ond not reduce the earnings for that aree below 6
Per cent. And it Is clear that the earnings in the Los Argeles Ex~
change are distinetly higher than In the other exchanges of the Com-
peny's systeme

The Cormission ic not, however, disposed to reduce the
Company's rates to the extent that it might under these circume
stences. Rother 1t seeks a result which as 2 matter of equity gives
some consideration to the investment structure of the entire Prop -
orty and 10 the earnings thereon in the low eamming territory out-
side the Los Angeles Extended Aree and not involved In this proceed-
inge.

It i1s the conclusion of the Commission, in view of zall
the evidexnce presented by the record in this case, thet a reduction ¢
of $1,250,000 in the gross revenues of the Company should be made
in the rates anplicable to the Los Angeles Exchange. Because of the
incidence of taxes end certain operating charges which are pro-
portioned to gross and net revenue, a reduction in gross revenue
gffects net revenue to 2 lesser degree.(ZS) The result of this re-
duction in net revenue will amowat to avout $975,000. It will leave
the Los Angeles Extended Ares with cn earning of not loss than 6.8

(35)
per cent upon the fair walue of that property a=s here found.

(3S) 4 lesser gross revenue affects the amount of license and
frcnehise payments end uncollectidbles, and a reduction In net re—
flects itself ir the Stute cnd Tederal taexes proportioned cgalnst
net income. To effect & reduction in net revenue of $100, a reduc-
tion in gross revenue of not less then $128 must be neade,

(36) Although the rates of the whole Los Angeles Extended Area are
not here involved, 1t is evident that because of the relctively high
earnings in the Los Angeles Exchange compared with thogse of the
other exchenges in the Extended Arez, such rate reduction would in
eny event properly be epplicable to the Los Angeles Exchange alone.
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SPREAD OF RALTE REDUCTTION

While the Commission wes considering the record of the
case, it addressed a communication to the City and to tke Coxpany
0 the effect thet i1t would be pleased to receive any suggestions
or recommendations frox the parties respecting rate changes in the
Los fzgeles Zxchange. The reguest was besed cr assumed gross re-
ductions renging from $250,000 to $1,500,000. The letter msde it
cleer thebt answers 10 such reguest would in no way prejudice the
rosition of either narty. A copy of the letter was sent to all
OPPeETaNcEeS. _ L,

The City end the Company replied to the communicetion
by meking various suggestlions cppropriate to the geversl cmounts
of assumed reductions. Since vhe receipt‘of the replies, the
parties hove submitted 2 mep displaying the changes in the bac
r2te area of the Los .ngeles Ixchenge to conform to their cormon

nre

sugeestiorn. With these veory helpful suggestions the delicate exd

“

oftentimes Aifficult task of spreading e reduction in rates is
greatly simplified.
The following summery lists the suggestions in tabuler

form, 4the moretary effact Velrg Indlcated, and the ordexr of %
rortance or nriority of azch as expressed by the parties belng -

shown by numerals s nesrly as the2y may dbe deduced from the replies:
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Zliminate monthly charge on
long cords end wodify in-
stelletion charge

Reduce hand set rete 10
cents e month

Reduce ozne-party residence
flat 235 cents a month

RPeduce two=perty reslidence
Tlat 25 cents = monil

2educe one-pearty rosidence
flet additional 25 cents
¢ month

Reduce ore=-narty dbusiness
measured service S0 cents
o month and decrense mese
sege allowznce by 10

Reduce semi-public service
guarentee by 10 per centi

Revise bece rate area

2educe hotel P.3.I. message
rete to & cents

Reduce business end semliw
rublic extensions 25 cents a
monti

Reduce comerciel 2Bk

stations 25 conts & month

Reduce commercial PJBuX.
truriks 21.00 for first two
a month

Reduce hotel P.B.X. non=guest
stetions 25 cents = month

Reduce Ltwo-perty measured
residence 25 cents o month

Reduce business main P.B.X.
rete t0 I cents per message
over 350 per line per month

(o) A4pplies to 21l exchenges in Southern Callfornia.

COMPANTY

TY

Axpount

32,000

226,000

76,000

249,000

76,000

170,000

45,000
25,000

45,000

55,000

177,000

24,000

8,000

#1,219,000

Qrier

(7)

(3)

(14)

(15)

Anmount

35,000
146,000
76,000

249,000

76,000

170,000

45,000
25,000 .

45,000
55,000
177,000

34,000
8,000

220,000

140,000

1,501,000




The record also contains a comparison of telephone rates
of the Southern Californizs Telephone Compeny and comparable rates
preveiling in other sections of the United States.(sv) Rates in
Los Angeles were compared with those prevalling im fourteen other
lerge cities, and the genersl conclusion drewn that the charges for
business telephone service in Los Angeles are slightly above the
averago, while the charges for residence service are below the av-
erage of rates in other learge cities. It was found also that for
+he business service, the rates of the small user are ccmparatively
nigh in Los Angeles, while chearges for the lorger business user fall
close to the average.

A cereful conslderation of these suggestions, of the var-
lous rate schedﬁles o7 the Company and of compsrative rates in other
cities hes led to conclusions whick may be expressed briefly as fol-
lows:

1. Consideretion should first bYe given to charges for busi-
ness service and particularly the minimum cherges for individual
business service. Certain miscelleneous charges which seem to bde
out of line should be adjusted.

2. TEristing reletionships in the various grades of residence
service should be disturbed as little as possible.

Je Witk ﬁhe other conclusions reached herein, charges for
nend set stetions arc reduced 25 cents to 50 cents 2 month in com=
mon with reductions in the desk end wall set rates.

4, The eguity of +the large depexrtment sitores is recognized by

the general reductions applicadle TO privete branch exchenge sta-

+ion.retes made herein.

| T37) Thic study was preparsd jolintly by MNr. Fry, Mr. Guillou and
Wr. T. 7. Barris, Commerciel Engineer for the Compeny.
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The following tebulation expresses the conclusions reached:
by the Commission respecting the seversl and separate reductions in }
charges which should be made for the Los Angeles Exchenge, thelr

order of priority being eapyroprietely indicated by numerals:

General and Miscellaneous

(1) Zliminate monthly charge on long
cords and modify imstellation
Charse-.o-------------..-.-.....--. 2?'33,000

(2) Revise the bese rate Arelessvsscssss 25,000

Sub-total $ 58,000

Business

(3) Reduce one-party business
measured service by S0 cenis =
month but with no reduction of
. MOSSEZE CllOWALCEuassasacsssaasenss $240,000

(4) Reduce semi-public service guer-
antee by 10 per conteseccceccoceccss 45,000

(5) Reduce dusinress end seml-pudblic
extensions by 20 cents a month.ceee 72,000

(6) Reduce comnercicl P.D.X. stotions
by 25 C&R"GS 8. monthaocoocoooooaom-o 177,000

(7) Reduce commercial P.B.X. trunks
by $1 for first two & mOAthesescnse 34,000

(8) Reduco hotoel P.3.X. non-guest
stations by 20 cents & mORtheceocnse 8,000

Sub=total 576,000
Residence

(9) Peduce two=-party residence flet
by 25 cents 8 mONtheeecrrcncccscne 249,000

(10) Reduce two=perty measured res-
idence by 25 cents 2 mONthescscsese 220,000

(11) Reduce one-perwy » .sidence flat
by 25 cents 2 ONthecsasccscocecces 76,000

Sub-total 545,000
L]

Total all reductions $1,179,000
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The monetary effects of these reductions ds expressed
iz the tabulation cre the results of the estimates of the parties
checked against the "Classificetion of Lines arnd Stations™ filed
in this case. LS they are based upon telephones in service in
Jovember, 1935, they do not reflect the effect of increased sta-
tions in 1936. Allowance for this should be meade.

With such an allowence being made, the effect of the re-
ductions speciried'upon the Compeny's gross revenue will be approx-
imetely $1,250,000, and the effect on its net will be approximete-
ly £975,000. While a larger reduction could be Justified, cortain
changes in the extended service rates in contliguous exchsnges whille
not necessitated by the reductions ordéred, mey prove desireble to
maintein relavionships, and the Commission does not decire to dis-

courage the meking of these.chinges.

b4
DISCRIMINATION

Sherp differences in the lucrativeness of wvarlious ox= . .
¢henges furnished the backeround for the charge of dlseriminastion
ny the City end for extensive cnd interesting erguments by counsel
2s $0 whether this afforded & basis for'a finding of discerinmination
2nd if so the form of order which might be made.

' With the comclusion heretofore reached wnd with the orders
conseéuent thereon it is unnecessary to consider this issve st any
length. Cost is not the sole criterion of the sprezdéing of retes.
It 18 inmpossidle to bdbring sdoul & situation where every class of

service and every area contridutes ratably o the earnings of a

l&rge utility. Consideration hes been given here to oearning re-
lstionships <ad with the disposition of the cese these relation-

skips will not be so out of lime ns to Justify enterlng upon the
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ficld of correcting malaediustments by orders against diserimina-
tion.

I propose the followinz form of firdings cnd orders:

FTINDINGE AND ORDERS

Public hearings having been had irn the sbove entitled
2ge and the case hoving been submitted for decision, the Relle
road Commission of the State of Californla, after giving full
and careful consideration to the record before i1t und the argue-
ments of the perties, concludes cad finds as follows:
1. The feir velve [befurc ceduction for acerued de-
preciction) of the proporty of Southern Californie Telephone Com-

weny, devoted to service within the Los Angeles Extendcd Arearas

2 going property with business sttaoched:

“he 128 months' period ending on : N
Su t 31, 1n935 w&s..-.....,.......-... $ll4’ooo,ooo

for the yeer 1936 Will beeeesssesesas 116,000,000

In'view of %the charscter of the property and %he
occurrence of depreclation, it is rousonsdle to measure the brbsent
and probveble future earnming position, under rates now in effect
end under rutes herein prescribed, without deductioﬁ from the fig-.
ures expressed in finding No. 1 for sccrued depreclation but with
depreciation expense (Account €08) measured by the emount of an
mpropricate sinking fund emnuity; ond the succeeding finding No. S

ncludes denreclztion expense on such vasis.
3. Under rabtes npow in effect, the net revenue evail-
cble for return and interest upon a reasonabdble depreciation reserve:
Tor the 12 months' period ending on :
2ugust 31, 1935 WoSeessossssenssssecsss $8,950,000
And the reesonzbly ©¢ be enticlpated

ret for the year 1836 1s not less
thant.i...O...'-0........I......O.t..tQ 8’900’000

=




And under the rates herein fixed:

oy

¢he reasbnably t0 be entic-
ated net revenuve for the

yeur 1926 (hed the reduction

been in effect during the

entire year) would not bde ‘

1essS thMleasccscncacsscnsnaceesnnaesis?,925, 000

4. Under the rates herein prescrided the utility will
eern & reoturn on the fair value of the Los Angeles Extended’Area
{including the Los Angseles Exchange) which considered by itself is
igher than a ressongble return, and will ea2rn a return on its en-
tire investment as high or higher than capital in the vicinity can
obtain in other lnvestments comparable as %o securisy and risk ond
will be =zble %o eacrn all of ivs fixed cherges end rezsonsble depre-
cietion requirements and dividends upon the equity im the property
represented by common stock end ettract sudh, 1T any, new capitel
&s muy be needed for the improvement snd éxfension of the system.
S. The pnresent rates and practices of the utility in

<he Los Angeles Exchenge (which iz the dominant factor im the Los
ingeles Extended Aree) are and cach of them is unressonable to

the extent they differ from the retes and practices herein preseribed,
which are, and each of ther is, found to de just =nd reagonable rotes
exnd praciices for the future.

Sased upon the findings conteined herein and in the opin-

jon nreceding and the fascts shown dy the record,

™ IS HEREIY ORDIRZD, that effective on all dills issued
subscrivers in the Los Angeles Ixchenge, according to the presently
nracticed rotation in billing, on and after the lst day of June,
1936, Southern Celifornio Telephone Company shall'charge, collect
and observe the refes and practices prescrided in its several sched-

tles, rules =and regulations affecting subscribers in the Los Angeles

=5l k-




ZIxchange, as the same are required to be modified =md aliered by

the followirg numericelly designeted and sevurable orders:

Order No. l. 350 far as "Exchange Service Schedule No. 4=-28" afe
Tects the Los Angeles Exchenge, substitute for |

Installation Rate Per
Cherge Month

"egsk and hend set cords, over
6 feet, but not exceeding 29
reet in lensth..-..’...ll.li 1.00

the following

Instellation Rate Per
Chearece Nonth

*Desk and hend set cords, over
6 feet, dut not excoeding
25 feet in length:
Not exceeding 13 feet In length 1.00
Over 13 feet, dut not exceed-
Irg 25 feet in length 2.5Q

Order No. 2. Revise the dboundary of Los Angeles dbase rate ares 10

conform +o boundary indiceted upon mep filed herein on the 1llth day

of February, 1936

Order No. 3. Iz "Exchenge Service Schedule No. 4=1" Lor Los Angeles

Ixchange, change "$5.50" to"95.00"; in "Exchange Service Schedule

Yo. 4=6" Tor Los Lngeles Exchonge, change "5.50" o "5.00"; apd In

"Exchaonge Service Schedule No. A=35" for Los lngelosg Exchenge, in

Section (8) chenge "5.507%0 "5,00."

Orier No, 4.. In "Sxchonge Service Schedule No. A=3" for Los Angeles

Zxchenge, change ".257to ".22%"; eand in "Ixclange Service Schedule

No. A=4" for Loc Angeles Ixchange, change M.25" 1o ".22%e™

Order No. S. In "Exchenge Service Schedule No. A=1" for Logs Angeles

-

Exchcnge, change "L.00" %o n,75"; Iin "Exchunge Scrvice Schedule NoWA=3"




for the Los Angeles Exchange, refuce c¢ach monthly rate specifled by
twenty=rive conts; end in "Exchenge Service Schedule No. A-4" for
Los Angeles Exchcnge, reduce eoch monthly rate specified by fwenty-

five cents.

Oxder No. 6. In "Exchenge Service Schedule No., A=5" for Los Angeles

Exchenge, in Section (5) cdange "1.00™ %o ".75"; in "Exchsnge Service
Schecule No. A~32" for Los .Angeles Exchonge, in Section (4) reduce
each monthly rate specified by twenty-five cents; in "Exchénse Ser-
vice Schedule No. A~9" for Los Angeles Exchange, in Section (2) re-
duce each monthly rate specified dy twenty-five cents;lin'"Exchange
Service Schedule No. A-6" for Los MAngeles Exchenge, in Section (2)
(£) chenge "1.00™ to ".75"; end Iin"Exchenge Service Schedule No.
A=35" for Los JAngeles Ixchange, 4n Section (7 change "1.00" to

".75."

Crder No. 7. In "Exchenge Service Schedule No. A=5" for Los Angeles

Zxchange, 2z Section (3) change "86.00™ to "$5.00"; in "Sxchenge
Service Schedule No. A=-32" for Los Angeles Exchange, in Section (5)

change "6.00" to "5.00%"; in "Sxchonge Service Schedule No. A-9" for

los Aingeles Zxchonge, in Sectiom (3) chenge "8.00" %o "5.009; apd in

"oxcheange Serviecs Schedule No. 4A-6" for Los Angeles Exéhange, in

Section (2)(g) change "6.00™ to "5.00."

Order No. 8+ In "Exchenge Service Schedule No. A=7" for Los Amgeles

Zxchange, in Section (5) change "IL.00™ to "H.75."

Order No. 9. In "Eixchange Service Schedule No. A=1l" for Los Angeles

Exchange, in Section (2) change "3.507" to "3.25."

Order No. 10. In "Zxchconge Service Schedule No. A-L" for Los Angeles

Exchenge, in Section (3) change™®2.75" Lo "$Z.50."

-6




Order No. 11. In "Exchonge Service Schedule No. £~1" for Los

inpcles Exchange, in Section (2) chenge "{4. 50" to "$4.25."

Ixcept as otherwise preserived herein, the effective
dote of this order shall be twenty (20) days‘frqm fhe date here-
of.

The foregoing opinlon, fiandinge and orders are hereby
cpproved end ordered filed as the opinlon, Tindings and ordergs of
the Rellrond Commission of the State of Celifommis

Deted at San Frencisco, Celifomis, tﬂis 27th doy of

In Joininec in %he foregoing oplnion, Tindirgs and orders

-

(which I de), Lt is cppropricte to stote wy understending of the
oasic of the opinicn which has been revised and amplified In the

Y

ezdeavor o attain an axpression in whiech oll the members of the

Commissio

& ]

could join in support of an order ue %o which 2% 1o

+ime hos there bteen any disegreement.

b

The Los hLreeles Exchenpe 1z the high eamming end doml-

ncnt mortion not only of the Loe ingeles Extended Arex but of the
entive svstem. It 15 “he rates inm this exchenge thot cre usssiled.

+ 15 the rate fixing erex in issus. Two limltatlions, one purely



cquitable and the other legal, spell out the amount ornthe reduc=
tion ordered in thls excharge:

(a) The reductiorn hes been limited to an amount whish
will not reduce the eernings of the Qompany 2s a whole below ap-
vroximately 6 ner cent on its lnvestment, with depreciation ex-
vense on & sinking fund basis. Thls lim;tation does not repre-
sent a matter of legel right of the utility but rather an équity
in favor of the outside low earning oxchanges.

(b) Unuqual care has been taken t0 lnsure against rates

zed for the Los Angeles Exchange rallino short of yielding a
ressonable return or the folr value of the property devoted t¢ the
service in that exchange and thus Impinging upon the legal rights
of the utility. To this end is the long discussion of value and
the consideration of the earnings of the Los Angelés Zxtended Ares
which the utility cleims is the smallest divisible operating unit
which imcludes the Los Angeles Excpange. These earnings and evi-
dence showing the Los Angeles Exchange %o be the higheét earning

exchange in the Extended Area indicate that the rates Ifixed leave

the Los Angeles Zxcheange on & very liberal'earning‘basis. It would

still be on & lideral earning basie even were the earnings com-
puted upon the utility's ovn cleims as to velue, vulue being the
least important of the verious issues present. Indeed even if all
the claims of the utbility were accepted in foto, it is doubtrul i
+he rates fixed for this exchange could be said to be unreasonab;g
and to violate eny lé@al rights of the utility.
| In o word, this is peculiarly en requity” case_in which

the importent end ¢ontrolling comsideration has been the addption
of & »oesoncble limitetion upon the amount of the reduction - 2 lim-

tetion which under all the circumstonces is felix as between the high

earnlng metropoliter area snd the outside low yiel&ing exchanges.

%lémissioner.




