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Decision No. _ 42529 @Lﬂ ﬂ@nmﬂﬁﬂ'

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of

THE PACIFIC TELEPHONE AND TEIEGRAPH COMPANY,

a corporation (inclusive. of its wholly=-owned

subsidiary, Southern California Telephone Application
Company, a corporation), for authority to ~ No. 28211
increase certaln intrastate rates and charges
applicabvle to service furnished within the

State of California.

(Appearances are shown on sheet attached to this decision.)

This proceedinglupon the order %o show cause hereln arose out
of the situation created by the failure of the respondent The Pacific
Télephohe and Telegrabh Company (hereafter referred to generally as
"respondent”) to édmply sétisfgctorily with an order contained in
Decision No. 4141€ rendered by this Commission or April 6, 1948, in
the abové-;aptioned rat§ proceeding. Sald Decision No. 41416 par-
tially granted to respondeht requested rate 1ncreases;' In granting,

| in part, suchlrate indréases, this Commissioh, in 1ts said Dec¢ision
No. 41416, ordered reépohdent to comply with certain terms, condi-
tions and requirements émbodied therein, amcﬁg which was the follow-
ing: |

L\

3. Applicant" /respondent in this proceed-
ing/ "shall submit not later than July 1, 1948

a plan for a new arrangement with Amexrican Tele-
phone and Telegraph Company in respect to pay-
ments for services rendered to Applicant by

Bell Telephone Laboraterles, Inc. and for ser-
vices rendered %o Applicant by the operation

and engireering and other departments of the
Americar. Telephone and Telegraph Ccompany to the
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extent recognized herein as proper costs charge-
able to Applicant.”

Pursuant to the foregoing quoted order, respondent filed a
written response with the Commission on July 1, 1948, which response
reads as follows:

"By Item 3 of the Order the Company was di-
rected to submit 'a plan for a new arrangement
with American ‘Telephone and Telegraph Compary in
respect to payments for services rendered to Ap-
plicant * % * to the extent recognized hereln as
proper costs chargeable to Applicant'. In its
Opinion the Commission also stated that the Com-
pany had a responsinility to take immedlate steps
to negotiate with the American Company for a re-
statement of the license fee so as not to exceed
a charge of $1,850,000.

"Notwithstanding that the Company has al-
ways consicered the license contract a falr con-
tract under which the Company has had full value
received for every payment made, the Company,
immediately following the issuance of the Commis-

sion's Opinion and Order, nagokiated with Ameri=

¢can Company as to the possibility of obtaining
modiricasion of the present arrangement as sug-

gested by the Commission.

"The American Company has advised that in
view of its costs incurred, wnich exceed the
amount paid by the Pacific Company for services
recelved, 1t cannot assent to a reductlon of the
current payments to $1,850,000 or enter into a
new arrangement for determining the annual payment
on the basis on which the $1,850,000 was computed.

"The license contract, as modified from time
to time, has been in effect since 1880. The
present organization of the Bell System as to the
Givision of work between the central organization
and the operating companles, provided for by the
license contract, results in better service at
lower cost than any other method. The services
which have been rendered under this contract are
of great value and Iin the opinion of the manage-
ment are indispensable. Over the years 1t has
been and it now is the Judgment of the offlicers
and the Board of Directors of the Company that the
contract 1s in the best interests of the Company
and 1ts service to the public; also that it would
be very detrimental to the Company and to the pub-
lic if the services under the license contract
were to be terminated.

"The Company is advised by its counsel that




the Commission's Order of April 6th does not re-
guire this Company to revise the contract and
that the Commission is without Jurisdictlon to
make such an order. Counsel advised that while
the Commission in rate cases may properly pass
upon the reasonableness of claimed operating
expenses and in so doing may disallow 2 part of
a payment under a contract, assuming, of course,
there is warrant for such action in the testinmony
before 1t, it has nc jurisdiction to make an or-
der operating directly on the contract.

"In the opinion of the Company, the method
of measuring payment for the services In guestion
1s not the primary issue--the important matter 1s
the amount paid for the services recelived. While
the Company cannot in the existing state of af-
fairs effect the particular changes Iin the present
arrangement which are suggested by the Commlssion
and while the Company most respectfully submits
that the Commission erred in disallowing any part
of the contract payments for rate purposes, the
Company does emphasize its desire to find a com-
mon ground with the Commission, 1f possible, and
to that end will be glad to work with the Commls-
sion either informally or in a formal proceeding.

"In this connection, the Company has Just
been advised by the American Company that 1t has
agreed again to discuss with the NARUC* the license
contract and cost of furnishing services thereunder.
In view of this situation, we request this Commis-
sion to defer, for the time being, 1ts further
consideration of the matter in questlon.

"We also wish to make reference to certailn
statements made in the Opinion of the Commission;
namely, that the American Company tdominates and
controls Applicant'; that 'Applicant, in carrying
out the terms of this so-called license agreement,
exercises no independent Judgment'; that the
150-called license contract or agreement is, 1n
fact and in law, not a contract or agreement but
13 in essence a directive or requirement imposed
upon Applicant by the American Company'; and that
ir. some undefined sense, there has been an 'abuse
of intercorporate relations'.

"We most respectfully submit that these state-
ments have no bearing on the point under considera-
tion. Regardless of alleged 'domination', the
Commission in the exercise of its rate-making func-
tions may, when Jjustified by the evidence, disal-

* National Association of Railroad and Utilitles
Commissioners. \




low a part of a payment as an operating ex-

pense, and the Jurisdiction of the Commission

in this regard is rot dependent upon a finding

of domination. The recent rate case involved

no issue of domination; in the hearing there-

of no issue was raised as to any possible abuse

of zntercorporate relations and no evidence

whatever of such abuse was before the Commis-

sion. The fact is there is no dictation or

domination by the American Company in the af-

fairs of the Pacific Company."
In effect and substance, the respomse of respondent was, first, that
this Commission has no jurisdiction or power to interfere with the
license contract arrangement existing between 1t and its corporate
holding company, the American Telephone and Telegraph Company (here-
after generally referred to as "American Company"); second, that,
should respondent be so disposed, the American Company would not
consent to a revision of said arrangement; and, third, that, in any
event, this Commission should not interfere with such arrangemenf,
alleging the same to be Justified. Respondent stated its willing-

ness to work with the Commission, either formally or 1nrorma11y,

looking toward an adjustment of the mattexr satisfactory té:all par-

tles.

The Commission was of the opinion that respondent, by its ac-~-
tion embodied in said response, had not complied satisfactorily with
the aforementionéd order and, being of such opinion, on August 24,
1948, 1ssued the herein order to show cause, which order is hereoy
annexed to this decision, marked Exhibit "A," and by reference is
hereby incorporated herein for all intents and purposes. Hearing
on said order to show cause was set for September 30 apd October X,
1948, After the issuance of thls order to show cause, the American
. Company reduced the license fce from 1% per cent of respondent's
gross revenues, with minor exclusions, to one per cent of a slight-

1y higher revenue base, effective as of October 1, 1948, until fur-




ther notice. The contemplated reduction was reported by the Ameri-
can Company to the N.A.R.U.C. Telephone Committee at its meeting in
September 1948, Respondent requested and was granted a continuance
of the hearing of this proceeding to October 27,'1948.

At the opening of the hearing of this matter on sald date, re-
spondent seasonably filed its response and answer to sald order to
show cause, which response and answer are hereby annexed to this de-
cision, marked Exhibit "B," and by reference are hereby incorporated
herein f£or all intents and purposes. At the same time, respondent
duly moved to dismiss the proceeding and discharge the order to show
cause on the ground that the Commission did not have‘Jurisdiction
to proceed with the same or to preécribe the rule or regulation en-
visioned by sald order to show cause. Also, respondent contendgd
that, assuming that power did reside in the Commission to preseribe
such proposed rule or regulation, 1t should not do so, all the facts
and the law being considered. Respondent also contended that the
prescription of such a rule or regulation would deprive it of al-
legedly valuable services received by 1t pursuant to said license
contract. This motion was taken under advisement with the under-
standing that 1t would be ruled upon at the dlose of the proceed-
ing and after the same had been submitted for decision. For the
reasons hereafter in this decision stated, respondent's motion to
dismiss is hereby denied.

A number of the municipalities and other interested parties
participating in this proceeding, at the ocutset thereof, objected

to the introduction of any evidence by respondent for the reason

that the subject matter of the proceeding was res judicata and that

respondent was in contempt of the Commission for not having com-

plied with the order contained in Decision No. 41416. Said objec-
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tion was overruled with the right to move to strike the evidence at

the close of the proceeding, which motion to strike was duly made.

This wotion was withdrawn by the parties at the date of submission

of this proceeding.

Tae herein proceeding went to hearing and continued intermit-
tently until its final submission for decision on February 2, 1949.
These hearings consumed 15 days, were recorded in 1675 pages of
transeript and 77 exhibits were received in evidence. -Oral argunent
was had before the Commission in bank and memorandums of points and
authorities were filed.

The order to show cause proposed the possibility of the Commls-
sion's requiring the respondent to show cause why 1t should not be
ordered and directed to do the following things:

"1) Refrain and desist from making fur-
ther or any payments, directly or indirectly,
or under any color or guise, or by any device,
to the American Telephone and Telegraph Com-
pany, or any of its subsidlaries or affiliates,
pursuant to the provisions of said so-called
license contract;

"2) Requisition, in writing, any and all
services said respondent company reasonably
requires performed for 1t by the American
Telephone and Telegraph Company, its subsidi-
aries or affiliates, sald requisition te be made
in advance of and prior to the rendition of any
sexvice thereby requisitioned;

"3) Require the American Telephone and
Telegraph Company, its subsidiardes or affili-
ates, to render bills or invoices to sald re-
spondent company for any services rendered by
them, or either or any of them, to said re-
spondent company, and sald respondent company
to pay only the reasonable cost of serxrvices
reasonably required by and rendered to 1it,
but not in excess of the reasonable value of
such service, or not in excess of the cost to
salid respondent company, 1f said services were
performed by its own personnel;

") Pile with this Commission monthly,

not later than the 5th day of each and every
month, a verified statement setting out in full
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for the immediately preceding month all requlsi-
tions for services made by said respondent com-
pany upon the American Telephone and Telegraph
Company, its subsidiaries or affillates, during
said period; also all charges made Guring sald
period against respondent company for services
rendered to 1t by the American Telephone and
Telegraph Company, i1ts subsidiaries or affili-
ases, and also showing, for the immedlately
preceding month, all payments made during sald
pericd by respondent company, in money or other
consideration, directly or indirectly, or under
any color or guise, or by any device, to the
American Telephene and Telegraph Company, I1ts
subsidiaries or affiliates, for any services
rendered to respondent ¢ompany by the American
Telephone and Telegraph Company, its subsidi-
aries or affiliates.”

All-pertinent history and evidence concerning this license con-
tract were introduced into this record. The Commission 1s now ful-
ly, completely and extensively advised as to the genesis, operation
and effect of this license fee arrangement, which exists between
respondent and the American Company, denominated by them as "license
contract” or "license agreement." In Application No. 28211, the
Commission fully considered this license contract in connection
with respondent's request for an increase of 1ts telephone rates
and, 1in rejecting the principle underlying this license fee arrange-
ment based upon a percentage of gross revenues of the respondent and
invoking the principle of allocated costs, we had occasion to ex-
press the following view thereof iIn said Decision No. 41416, as
follows:

"The Bell System operating companles have
rfor many years pald to the American Company and

charged to operating expense a 'license fee! gom=
prising a percentage of thelr gross revenues.

% The license agreement between the Pacific and
American companileés specifies a fee of 2%% of 'total
gross earnings' (total revenues excluding certain
minor accounts). However, the fee has been fixed
at 13% since 1929 by a letter of modification which
provides als¢ that the American Company can increase
the fee to 244 upa four months'! written notice.”

7.'




The fee is intended to compensate the American
Company for advice, assistance and services which
1t furnishes to its assoclated operating com-
panies under the 'license contract.' The license
fee applicable to total California operations in-
creased from $1,245,000 in 1937 to $2,821,000 in
1946. The amount applicable to California intra-
state operations for Test Period B, after adjust~-
ing for the effect of the three Interim rate lin-
creases, was $3,344,000.

"As Justification for the license fee,
Applicant introduced evidence both as to the
value of the advice and assistance and as to
the American Company's costs and an allocatlon
thereof to the Pacific Company system and the
State of California.

"The fixed-percentage-of-revenue basis
for the license fee was attacked as unsound by
both witnesses and counsel. They pointed out
that the amount of services received bore no
direct relation to revenues. The fallacy of
such a basis of payment is obvious when it Is
realized that the three interim rate increases
which this Commission has granted have served
to increase the license fee by approximately
$330,000 per year, with no appreciable resultant
increase in the services rendered. Applicant's
over-all request for rate increases,if granted,
would increase the license fee by more than
$600,000 per year. The record contalns testi-
nony by a Commission staff witness that the
American Company has agreed, as to principle,
that services should be paid for on the basls
of allocated costs rather than as a percentage
of gross revenue,

"It is Applicant's position, as testified
to by Mr. H. C. Gretz, an assistant comptroller
of the American Company, that all expenses and
taxes incurred by the American Company's General
Department are properly allecable to the operat-
ing companies and the Long Lines Department, ex-
cept for minor amounts (about 3% of the total)
deducted as 'non-license,' and that the Amerlcan
Company 1s likewise entitled to a return of &%
to 7% for the year 1946 on about $173,000,000 of
1capital employed in rendering services under
license contracts.' Included in thls amount were
$28,000,000 of working capital and $127,000,000
of '"funds held available during year to meet
cash requirements of licensees and Long Lines.'
Based on this philosophy, Mr. Gretz concluded that
American Company costs allocable to the Pacific
Company's total California operations for the year
1946 amounted to more than $4,000,000. He testi-
fied that all such costs would be proper charges
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%o operating expenses of the Pacific Company.

"Mr. E. A. Hosmer, a witness for a number of
cities in the Los Angeles area, contended there
should be no charge to Paciflc Company operating
expenses in respect to the license contract,
and that the Bell Laboratories costs should be
charged to Western Electric Company and re-
Tlected in the prices of Western Electric
products. He showed in an exhibit the estimated
effect of this approach on the Californla operat-
ing results for Test Period A.

"Mr. Mors, the Commission's research englneer,
made a determination of allocated service costs
which he considered properly includible In Ap~
plicant's operating:expenses for both total
California operations and California intrastate
operations. He recognized that the American Com-
pany furnishes various services of value to the
Pacific Company, but tool the position that the
Pacific Company's subseribers should not be re-
quired to pay costs which the American Company
incurs as an investor in the operating companies.
In the absence of records showing the amount of
the investor expenses, he éstimated thelr magnl-
tude by applying to the American Company's in-
vestment holdings a factor based on the relation-
ship of expenses to investment holdings in a
number of utility holding companies whose sub-
sidiaries are served by service organizations
separate from the holding company. In determin-
ing the factor, Mr. Mors made allowance for the
greater magnitude of the American Company's

holdings. As to taxes, the gtaff witness In-

cluded those taxes which would be ineurred by a
non-profit service company without an investment
interest in the companies serviced. He included
also a 6% return on the American Company's net
investment in facilities employed in furnishing
services to the operating companies.

"My, Mors concluded that the American Com-
pany's investors are not required to advance work-
ing cash capital with which to carry on that com-
pany's service functions, since an analysls made
by him showed that the American Company recelves.
the license fee payments almost four weeks In ad-
vance of the average time it must meet 1¥s ex~
penses. He di¢ not make a study of the amount of
American Company funds 'held available!' for the
Pacific Company or the cost thereof, it belng his
position that such cost would not be a proper:
charge to Pacific Company operating expenses. The
Commission staff's estimate of total allocated
gervice costs properly chargeable %o Callfornla
operating expenses for both intrastate and interstate
operations was $2,395,000 for the year 1946 and
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2,393,000 for Test Period B, and for intrastate
on2rations alone, $1,816,00C for Test Pericd A ané
$1,343,000 for Test Perlod B.

"mwe difference between Applicant's and the
Connission stalf's figures results almost entlre-
ly "rom different views ac to ehe function of the
Amesican Company's General Department. Appli-
caat s position is that thae General Departnment
holds 2ts vast investments in the Bell System op-
erating companiec solely as & service to those
cempanies and in the Interest ol an efficlent
ration-wide communication service, and that there-
fere 211 costs incurred oy the General Department
should be passed on o the liconsec companies and
tae Long Tines Department, exeens for minor amounts
no* related to the operating companies. The Com-
mizsion shalf witness agrecd that the, licensee
companies should pay the cost of tond £ide ser-
vices which are of benefit to them, dut conterded
they saould not be required to pay also the costs
which the American Company incurs &s an investor
in their seecurities. We are inclined to the
latter view. Uhile we realize that the amount of
investor costs ecannos be determined precisely,
the scaff's estimate appears reasonadle. With
reswect o Arerican Company taxes, tne Pacific
Company's subseriders should not be required to
pay income ardé other taxzs which result from the
American Company's earnings on its investments.

. M. Gretz! rebustel sriticizm of the staflf
presentasion, implying inconsistent treatment in
allowing the recurn comgonent of the Anmerican
Company's Lnvzstment in phycical focllities devoted
to this service ond not including the cost of
1funds held availadle,! indicates & possible mis-
understanding of proper regulatory procedure. It
15 well estadlished that, in conslidering affiliated
relationships, the cost of properties devotec to
service should be included, irrespective of cor-

- porate lincs. r. Mors has accomplished this by.

allowing a return on such propertiles.

"As to the 'funds held available! by the
American Company, such moneys clearly have no
place in a rate base, and we €O not believe the
cost of suchk funds is a projper charge to operat-
ing expense, belng rather a Iinanclal cost to be
met out of the net return to the extent that an
independent company might £ind it necessary to
do so. It wouwld appear that ample compensation
for any such costs is included in the Interest
charge of 2-3/4% on 'temporary advances,' whlch
15 In excess of competitive costs Jor tomporary
Tinancing.




"The foregoing treatment accorded this so-
called license agreement is based upon well recog-
nized principles of law. It 1s an elementary rule
of regulatory law, geénerally speaking, that a
utility must bear the burden of showing by satis-
factory evidence that all charges to operating
expense are reasonable and have been reasonably
incurred. (Smyth v. Ames, 169 U.S. 466, 547;

42 L. ed. 819, 849. Tindneimer v, Illinois Bell
Telip?one Co., 292 U.S. 150, 169; ‘78 L. ed. 1182,
1194, \

"This rule applies with special emphasis
where the charge to operating expense 1is a charge
made against the utility by an affiliate or by a
holding company, which dominates and controls the
utility. (Dayton Power & Light Co. v. Public
Utilities Commission of Onio, 292 U.S. 290, 295,
208, 307-308; 78 L. ed. 1267, 1273, 1274, 1279.
Columbusg Gas & Fuel Co. v. Publlic Utilitles Com-
migssion of Chio, 292 U.S. 390, 400~ . ed.

2
1327, 1329. wWestern Distridbuting Co. v. Public
Service Commission of Kansas, 205 U.S. 119, 12%;
76 L. ed. 655, 658, Smith v. Illincils Bell Tele-
phone Company, 282 U.S. 133, 152-153; 75 L. €d.
255, 265-266. San Diegpo v. San Diego-ete. Co.,
39 C.R.C. 261, 274.)

"In such circumstances, transactions between
a utility and an affiliate are not binding upon a
regulatory body or the rate payers of such utility,
and contracts existing between a utility and an
affiliate have no validity in a rate proceeding’
unless the terms thereof are within the bounds of
reason, (Dayton Power & Light Co. v. Publie
Utilities Commission of Ohio, csupra, at p. 295 of
U.S. Teport and p. 1273 of L. ed. report.)

"The evidence in this proceeding clearly dem-
onstrates that the American Company dominates and
controls Applicant. Not only does the American
Company have the opportunity for such domination
and control resulting from 1ts ownership of an
overwhelming majority of Applicant's stock, but
‘the evidence shows that the former does actually
dominate ané control the latter. The testimony
of Mr. Gretz demonstrates this to be the fact.

Also, the evidence of the relationship between

these two corporations, as carried out in actual
practive, lends support to this view. Therefore,

we £ind as a fact that Applicant, in carrying out the
terms of this so-called license agreement, exer-
clses no independent Judgment or will and the same

is true concerning any action which the American
Company direc¢ts Applicant to carry ocut. It fol-

lows that the so-called license contract or agrec-
ment 1s, in fact and in law, not a contract or agree-




ment but 1s in essence a directive or requirement
imposed upon Applicant by the American Company.

We further find that the payment required to be made
by Applicant to the American Company pursuant to
this so-called license agreement 1s arbitrary,
unreasonable and unjust and bears no rational re-
lationship to the reascnable cost of the services
actually rendered to Applicant by the Amerlcan
Company and its affiliates. Unlike the situation
in Smith v, Illinois Bell Telephone Company, supra,
at p. 182 of U.S. report and p. 265 L. ed. report,
we do have here directly in issue the abuse of
intercorporate relations.

"In this connection, we point out that the
Congress dld not subject the American Company to
the provisions of the Public Utility Holding Com-
pany Act of 1935.

"For the foregoing reasons, we have disre-
garded this so-called license agreement Iin ar-
riving at a reasonable charge to operating expense
for the services furnished to Applicant by the
American Company. We hereby adopt the amounts
of allocated costs recommended by the Commission
staff. We may add that Applicant has not borne
the burden of proving that any greater allowance
for such charge to operating expense should be
recognized by this Commission.”

What we there sald, we reaffirm here. Nothing has come into
this record, which changes in any way our view of this subject as
expressed in Decision No. 41416. The factual situation concerning

this license contract is substantially the same teoday as 1t was

when Decision No. 41416 was 1ssued. The najor difference is that

the percentage payment has been reduced from 14 per cent to one per
cent. The evidence of record in this proceeding all the moré con~
vinces us that what we said upon this subJect in that decislon was
and 1s correct and was and 4is fully substantiated by both law and
fact. We £ind as a fact from the evidence of record in this order
to show cause proceeding that the American Company dominates, con-
trols and directs respondent in its operations and administration;
that respondent exercises no real, untrammeled and indepéndent

Judgment in its negotiatlons, dealings and relationships with the




American Company and, in arriving at understandings and agreements
between respondent and said American Company, arms-length bargain-
ing is not, in fact, engaged in, although an attempt, in some In-
stances, 1s made by saild parties to simulate the same; that, in ef-
feet, sald American Company, when dealing with respondent, is mere-
1y dealing with itself for the reason that respondent and all whol-
ly-controlled operating subsidlarles of said American Company are
treated as departments of one large nation-wide enterprise with op-
erating and directing centralized control exercised by the American
Company as the head or home office., The license conthact, in and of
itself, 1is evidence of domination of respondent by the American Com-
pany. The entire factual situation on this issue compels the con-
clusion and finding, and we do so hereby find, that the American
Company does actually dominate and control respondent. A contrary
holding would be entirely unrealistic. Domination, usually, must
be proven by circumstantial evidence, for the reason that wit-
nesses, rarely ever, will admit categorically that domination ex-
lsts as a fact.

Decilsion No. 41416 has logg since become final and is binding
upon the respondent. The order to show cause procedure was em-~
ployed in connection with this subject to give respondent every op-
portunity to show, if it could, any possible Justification for con-

tinuing to be a party to the license contract. That this Commlis-

sion had and has Jurisdiction and authority to reguiate, in the

public interest, respondent's participation in this license fee
arrangement existing between 1t and the American Company, we enter-

tain no doubt. The question was and is: Should this Commission

exercise 1ts lawful regulatory authority in the circumstances?

We are of the opinion that this question must be answered in the




affirmative.

This license fee arrangement came into existence in the Bell
System in the year 1880. It was changed to a percentage of gross
revenues payment in 1902, the percentage veing then established at
4} per cent. Over the years, this percentage payment has been

gradually reduced to the present one per cent of gross revenues as

a res ult of eriticism and pressure brought to bear upon the American

Company and its operating subsidiaries by regulato“y bodies and
courts. This license contract is Iin evidence in this proceeding as
Exhibit No. 4. An examination of this document, together with ex-
planatory history, demonstrates that it 1s not an agreement reached
by the process of arms-length bargaining and negotiation. 1t is
clearly a one-sided arrangement in favor of the American Company
and prejudicial to the respondent and its rate-payers. we £ind
sald contract to be arbitrary, unreasonable and unJuat and, in law
and in fact, not a contract but merely 2 requirement imposed upon
respondent by the Amerlcan Company. It 1s here pointed oult that,
under the express term of the contract as it now reads, the Amerili-
can Company, on four months' rotlice, may inerease the percentage
payment to 24 per cent, without obtalning the consent of respondent.
This contract works to the definite prejudice of the minority
stockholders of respondent and to the unjust enrichment of the
American Company, which owns 87.93 per cent of the capital stock
of respondent, by its receipt not only of dividends as such ma-
Jority stockholder but by the receipt of the percentage payments
of gross revenues under this 1icense arrangement. We shall advert
to this phase of the situation later on in this decision.

The evidence in this record demonstrates that the principle of

allocated costs is the desirable principle to adopt in fixing rates




for this iespondent, so far as the cEAEges made égéiﬁst it b&‘the
American Company for services are concermed. This prinéiﬁle is
reallstic and 1s followed by the American Company in i1ts financial
dealings with its own Long Lineé Department. If this principle 1is
correct as applled to the Long Iines Department of the American Com~
pany, what rational argument can be offered to demonstrate that the
same princliple 1s improper as applied to the respondent and other
operating sudbsidiaries? There 1s evidence in thia record that offi-
cials of the American Company generally admit the correctness of the
principle underlying the allocated costs basis. Witnesses for the
respondent, under cross-examination, conceded the validity of the
allocated costs basis. Furthermore, this treatment is generally ac-
corded the operating subsidiaries of the Bell System by courts and
regulatory bodles iIn rate caaes. Witnesses for respondent testifled
that the services rendered to respondent pﬁrsuant to sald license
contract were of a value in éxcess of the payments made by respond-
ent thereunder. We find that'such conﬁentibn is not supported by

the evidence.

Whether or not the amqunté of money aétually paid»by respondent

to the American Company for services rendered‘ﬁo the former by the
latter under thig license contract, by coincldence, may approximate
the correct charge to be made by the American Company, 1s wholly be-
side the point. It 1s the deviée employed that we are here con-
cerned with, the proper regulatory rule to promulgate, the proper

principle to adopt, which will give correct results In all situa-

tions and not In accldental situations. The percentage of gross
revenues device 1s totally unrealistic and bears no rational re-
lationship to the reasonable cost of services rendered, reflects no

causal or proximate connection or relationship between payments




made thereunder and reasonable value of the service rendered and is
neither supported by law, logic nor elementary common sense. The
principie involved in the license contract, we find to be erroneocus;
the device employed, the percentage payment, we find to be a false
measuring rod. Therefore, such device should not be permitted to
stand as a eontinuing burden upon the minority stockholders of
respondent and as a constant threat to the interests of the rate-
payers and as a constant temptation to respondent, under Fhe direc-
~tion of the American Company, to use the payment of these excessive
amounts as expenses as a constant argument in support of pleas for
rate increases.

Rate-making 1s that process whereby past experlence is projected

Into the fubure 2¢ 2 bagle for prescribing rates vo be charged by @

Public utility. I the past experience used 1s false or contalns any
element of falsity, to that extent will the forecasts for the future
be false. It is our opinion that thls false quantity resulting from
the operation of this license contract should not be allowed €O
¢ontinue to confound rate proceedingéin the future.

It is conceded by all that this Comnission may disallow, for
the purpose of rate-fixing, any improper amounts pald by respondent
under this license fee contract. It, therefore, follews that thils
Cormission may take all reasonable measures to prevent the occur~
rence of that which it has the power to reject.

It is elementary that a regulatory body may take all reasonadle
and necessary action to reach a permissible end and that in reach-
ing such end or objective it may fashlon tools and instrumentali-
ties best caleulated to achileve that lawful end. There 1s a pre~

sumption of the existence of a state of facts sufficient to sus-

tain such end, if any such state of facts reasonably can be con-




ceived. (Pacific States Dox and Basket Co. v. White, 206 U.S. 176,

185-186; 80 L. ed. 138, 146. Thompson v. Consolidated Gas Utilities

Corporation, 300 U.S. 55, 69; 81 L. ed. 510, 518.)

We are here prescribing a statute, so to speak, in the Commis-
sion's legislative capacity, not unlike a statute or rule prescrib-
ing an accounting requirement or regulation in aid of regulatory
Jurisdiction. It 15 not the question of the existence of power that
we are concerned with but rather with a possible abuse of power.

All power may be abused dbut that is ne argument against its ex-
lstence. However, we see here no possible abuse of power.

Under the broad regulatory power granted to this Commission
over the fixing of rates, the issuance of securities and the general
regulation and supervision of public utillities as presc¢ribed by
the State Conctitution and the Public Utilitles Act enacted pursu-
ant to such Constisution (bearing in mind that the Leglslature has
conferred upon this Commission power to regulate and supervise pub-
1i¢ utilities unlimited by any provision of the Séate Constitution),
1t 1s our opinion that the authority of this Commission to pre-
seribe the rule and regulation envisioned by the order to show
cause herein 1s quite obvious. The proposed rule and regulation
lawfully could be promulgated by this Commission as a necessary in-
cident to its power to fix rates, and to abate unreasonable, unjust

and improper practices. (Sec. 35, Putlic Utilities Act. American

Tel. & Tel. Go. v. U.S., 269 U.S. 232, 246; 81 L. ed. 142, 153.)

Such rule and regulation lawfully could be prescribed by the
Commission under its authority to control the issuance of securi-
ties. Tt is clear that a rule and regulation of this nature Is
abaolutely necessary to protect minority stockholders of thiz re-

spondent becauce of the fact that the majority stockholder (the




Amerlcan Company) of respondent receives not only dividends on the
87.93 per cent of the capital stock of the respondent, which the
American Company holds, but also receives the percentage of gross
revenue payments under the license contract. Any excessive pay-
ment under the license contract diminishes to that extent income
that might be devoted to dividends and that is exactly what happens
as regards the minority stockholders of respondent. However, the
American Company is concerned not at all with this situation because
of the fact that the diminution of income by payments made under
the license contract goes into the treasury of the American Com-
pany. It 1s a public duty of this Commlssion to protect these
minority stockholders and the prescription of the rule and regula-
tion envisioned by this order to show cause is best calculated to
afford that protection. Furthermore, the excesslve payments made
to the American Company by this respondent under the provisions of
the license contract are charged to operating expensés of this
utility and the accounting records of the respondent reflect these
excessive payments. Thus, the financial picture that respondent
presents to this Commission is one reflecting these excessive
charges to operating expenses. This financial picture, the re-
spondent uses in its argument to this Commission in support of its
requests for rate lncreases.

In our opinion, this Commission has plenary power and authofin
ty to prevent this respondent from continuing to present a finan-
¢ial plcture that contains this false quantity. The authority to
remove an evil carries with 1t a concomitant authority to take the
necessary measures to prevent that evil from occurring or continu~-

ing. Under the Commission's plenary authority to prescribe account-

ing practices for public utilities, such a rule and regulation could
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and should be issued. The uniform interpretation anpéunced by the
courts with regard to the authority of regulatory bodies to pre-
scribe uniform systems of accounts leaves no possible doubt that the
‘preseription of this type of rule or regulation would well come with-
in the power of this Commission, We will refer more specifically

to this particular subject later on in this decision.

It 1s a familiar rule of law that matters normally not subject
£o regulation by a particular governmental authority may become
subjJect teo such regulation where 1t becomes necessary to regulate
them in aid and protection of the power to regulate matters admitted-
ly subject to regulation by the particular governmental authority.
For instance, federal regulatory bodles may regulate intrastate mat- '
ters - otherwise prohibited by the Federal Constitution -, where it
becomes necessary to regulate such intrastate matters in ald and -
protection of the admitted power of such agencies to regulate inter-
state matters. Likewlse, the Supreme Court of the United States
has held that the Federal Power Commission may value purely intra-
state property, wholly exempt from its general regulatory Jurisdic-
tion, as an incidént and an aid to its general regulatory power over

interstate public utilities. ' (Colorado Interstate Gas Co., v. Feder-

2l Power Commission, 324 U.S. 581, 597-605; 89 L. ed. 1206, 1220~

122%, Panhandle Eastern Pipeline Co. 6. Federal Power Commission,
324 U.S. 635, 639-649; 89 L. ed. 1241, 1246-1251.)
The evidence in this proceeding indicates that requisitioning

of services may be a desirable procedure. Should actual experience,
under the regulation we will prescribe herein, demonstrate that
requisitioning is necessary, we shall further address ourselves to

such subject at that time.

A requirement that respondent pay no more for services than the
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reasonable cost to the American Company of performing them or the
reasonable value of such services, whichever is lesser, requires no
more than the law itself requires and good regulatory practice de-
mands. (American Tel. & Tel. Co. v. U.S., 299 U.S. 232,'246; 81 L.
ed. 142, 152-153. U.S. v. New York Tel, Co., 326 U.S. €38, 654; 90

L. ed. 371, 381.) 1In the New York Telephone Company case, the Su-

preme Court points out that a holding company 1s not entitled to
profit at the expense of 1ts subsidlary. (p. 654 U.S, Report.) If
1t can be sald that the intercorporate relationships existing bve-
tween the American Company and the respondent are so commingled and
interwoven that such relationshiﬁs would render it difficult for
the respendent to comply with the rule and regulation hereln pro-
mulgated, the ready answer 1s taat such situation is of the re-

spondent's own making and that of the American Company. It lies

within the power of the American Company to simplify these reléf

tionships. Having not seen rit to do'so, respondent and the Amexri-
can Company must bear any brunt that results from these relation-
ships, when subjected to lawful regulation.

The contention by the respondent that such a rule and regula-
tion would invade the domain of management is the contentiorn that
utilities have always made when faced with threatened regulatlon.
Of course, all regulation, to some degree, invades the domaln of
management and such regulation became necessary because management
had not performed its function properly. Section 31 of the Public
Utilities Act provides as follows:

_ "The railroad commission" /now the Public
Ut1lities Commission/ "is hereby vested with
power and Jurisdiction to supervise and regu-
late every public utility in the state and to
do all things, whether hereln specifically
designated or in addition thereto, which are

necessary and convenient in the exerclse of
such power and jJurisdiction.”
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Were this provision not embodied in the Public .Utilitles Act, under
the well-recognized principle of necessary and 1hc1denta1 powers, it
would be implied.

We perceive no ¢onflict with the Federal power in issuing herein
the regulation, which we will prescribe, for the reason that its ap-
plication will involve, as to rate regulation and accounting prac-
tices, only intrastate operations. As to regulation of securities
lssues of this respondent, this Commission's‘authority 1s not ques-
tioned because of the fact that the Federal power has not occupied
this fleld, thus leaving this area of regulation to the several
States.

All contracts, no matter how lawful or vallid, and property
rights, no’matter how long vested, are subject to impairment and
even destruction by the lawful exertion of the police powexr of the
State. The contract clause of the Federal Constitution affords no
protection. This rule is elementary. The regulatory power exer-
cised by this Commission 1s a branch of the police power.,

The contention made by the respondent that requiring the re-’
spondent to abandon the license contract and to pay no more than the
reasonable cost of the services furnished to it by the American Com-
pany would confiscate the property of the American Company over-
looks entirely‘the presence of the pollce power. Obviously, any
action taken by this Commission that would remove any financial bur-
den from the shoulders of the Pacific Company would not confiscéte
the property or property rights of the Pacific Company or prejudice
1t in any way. Conversely, the American Company could not gain a
vested right in any unlawful or improper cohdutt it might engage in
with 1ts subsidiary, the Pacific Company. It must be borne in mind

that special rules of law apply to the relationships existing be-
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tween a dominating holding company and 1its subsidiaries and affill-
ates. What might be proper for two corporations teo do, when dealing
at arms-length, might be highly improper for two corporations to 4o
gsustaining the same relationship one to the other as i1s the case
with the American Company and this respondent. So, assuning for the
purpose of argument only that the license contract 1s a valld one
even as applied to the special relatlonship existing between the
respondent and the American Company, it does not follow that this
Commission has not plenary authority and power to compel action on
the part of the respondent that, in effect, would destroy entirely
the relationship based upon this contract. Furthermore, we here
point out that the relationship exlsting between this dominating
holding company (owning, as it does, 87.93 per cent of the capital
stock of respondent) and its subsidiary is a particularly appropri-
ate subJeet for the opefation of the police power because of the

evils so often inhering in such a relationship. (American Tel. &

Tel. Co. v. U.S., 299 U.S. 232, 246; 81 L. ed. 142, 152-153.)

Additionaily, it 4s here pointed out that the prescription of
the type of rule and regulation, as Is envisioned by the order to

show cause, would be analogous to an accoupting regulation or pro-

cedure. The uniform systems of accounts imposed upon public utili-
ties by such agencies as the Federal Power Commission, Federal Com-
munications Commission, Interstate Commerce Cormission and many of
the State commissions (including this Commission).require public
utilities to wgite off hundreds of millions of dollars worth of al-
leged assets and the courts have held uniformly that such require~
ment is perfectly valid, The utilities have generally contended
that the imposition of such systems of accounts confiscates their

property and denies them due process of law and the equal protec-
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tion of the law. These are the contentions made by the respondent
in the present proceeding. Any rights which this respondent‘of the
American Compary may claim under this alleged license contract are
no more sacred than the rights claimed by the utilities to carry in
| their property accounts hundreds of millions of doliars worth of
claimed assets, which the courts have uniformly held may be re-
quired to be written off under uniform accounting regulations., The
Supreme Court of the United States has held that an accounting
regulation will be upheld by that Court unless such regulation be
so entirely at odds with fundamental principles of correct account-
ing as to be the expression of a whim rather than an exercise of

judgment. (U.S. v. New York Tel. Co. (1946), 326 U.S. 638, 655;

90 L. ed. 371, 382. American Tel. & Tel. CO. V. u.s. (1936), 299

U.S. 232, 246; 81 L. ed. 142, 152.) The foregoing two cases de-
cided by the Supreme Court of the United States are especlally

appropriate to be considered in this proceeding ror the reason that

those cases involved the same corporate combine whiéh is 1nvolvéd

in this proceeding.

Based upon the evidence in this record, the Commission f£inds

as follows:

1. That it 4s contrary to the public interest,
the interest of respondent and its minority
stockholders and constitutes a continuing preju-
dicial threat to the interest of the rate-payers
for respondent, directly or ind4rectly or under
any color or guilse or by any device whatsoever,
to continue to make percentage of gross revenues
payments to the American Company pursuant to the
provisions of sald license contract.

2. That it 1s in the pudlic interest to order
and direct respondent forthwith to discontinue.
such payments to the American Company pursuant
to the provisions of said license contract.’

3. That it is in the public interest for this

Commission to promulgate and to order and direct
regpondent to comply with the rule and regula-
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S

tion, which will be prescribed in the order fol-
lowing this opinion.

We are definitely of the opinion that this Commission should
exercise 1ts Jurisdiction and authority in the premises to regulate
in the public interest the respondent’s participation in this 1ll1-
cense fee arrangement. The following order will provide for such‘

regulation, which we hereby find to be in the public interest, the

interest of respondent and the interest of the minority stockholders

of respondent. Said regulation we hereby find not to be adverse or“
contrary to the legitimate and lawful interests of the American Com-
pany or any of its subsidiaries or arriliates.

The evidence in this record shows that, as applled to 1ts
California intrastate .operations, $2,250,000 1s a proper amount
for respondent to charge, at this time, to operating expenses, on
an annual basis, for services rendered to it pursuant to said 1li-
cense contract and we hereby find said amount to be the reasonable
value of sald services and the reasonable cost for performing the
same. The order contained in this decision will prescribe such re-
quirement as a part of the regulation, whigh will be promulgated
in said order. Any increase of the amount of $2,250,000 must re-
ceive the prior approvél of the Commission before respondent‘may
pay such inerease. Of course, if said services should fall either
in reasonabdble value or in reasonable cost below the amount of
$2,250,000, respondent will be required to conform its payments

to such facts and reduce sald amount accordingly.

The within order to show cause having been duly issued and

hearings having been duly held thereon and said matter having been




submitted for the decision of this Commission, and the Commission

being fully advised in the premises,

IT IS HEREBY ORDERED that, as applled to its Califérnia intra-
state operations, respondent, The Pacific Telephone and Telegraph
Company, hereafter, shall pay to the American Telephone and Tele-
sraph‘COmpany, for services rendered by 4t or any of its affiliates
£o respondent, no more than the reasonable c¢ost incurred in the ren-
dltion of such services or the reasonable value of sald services,
whichever 1s the lesser. That in determining the reasonable value
of any service rendered, consideration shall be given, among other
things, to what it would reasonably cost respondent to perform such
service with its own organization. Services rendered to respondent,
which, in.the Judgment of the Commission, are not reasonably re-
quired by respondent shall not be paid for by respondent. Nelther
respondent nor any officer, agent or servant of respondent, by any
device whatsoever or under any pretense or guise, directly or indi-
rectly, shall commit any act or engage in any conduct which shall
be calculated to circumvent or evade the intent of this order.

IT IS HEREBY FURTHER CRDERED that respondent shall file wilth
this Commission, bi-monthly, a verified report showing for the im-
mediately preceding two-calendar-month pericd all payments made by
respondent to the American Telepnhone -and Telegraph Company rér ser-
vices rendered to respondent by sald American Telephone and Tele-
graph Company and/or any of its affilliates, tcgether with an itemil-
zation of said services and the amount paid by respondent for each
type of service rendered, such report to be filed not later than 40
days after the close of the period, which 1t covers. Said verified
report shall show, for each type of service rendered, the total

cost incurred by the Amerlcan Telephone and Telegraph Company or
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1ts affiliates in the rendition of said service to respondent, and

the payment therefor by respondent on an allocated basis, segregated
as to company-wide, total Califormia and California intrastate opera-
tions. . The first report shall be for the months of January and Feb-
ruary 1949 and shall be file@ on or before April §, 1949. '

IT IS HEREBY FURTHER ORDERED that, as applied to its California
intrastate operations, the amount of $2,250,000, on an'annual basls,
shall be adopted by respondent as the base and starting point for
the program and procedure prescrived by this order and respondeht
shall be entitled to pay, on an annual basis, to American Telephone
and Telegraph Cempany said amount for services rendered to respondent
by American Telephone and Telegraph Company and/or its affiliates
pursuant to said license contract. Provided, however, that sald
amount shall be adjusted to a lesser or greater amount as the facts
and circumstances may warrant, but, in ro event, shall respondent
pay more than $2,250,000, on an annual basis, without first seeking
and recelving the authority of this Commission so to do.

Tris decision shall become effective after the expiration of

twenty (20) days from and after the date hereof.
Dated, W, california, this ol3~ day of

__;:Eaimﬂ&é__ 15%.

Commlssioners




Application No. 28211
Order to Show Cause

I concur in that part of the majority order reading:
"as applied to its Califormia intrgstaxe operations, respondent,
The Pacific Telephone and Telegraph Company, hereafter, shall
pay to the American Telephone and Telegraph Company, for services
rendered by it or any of its affiliates to :espoﬁdent, NO More
than the reasonabdble cost incurred in the renditlon of such
services or the reasonable value of sald services, whichever 1s
the lesser. That in determining the reasonable value of any
service rendered, consideration shall be given, among other
things, to what 1t would reascnadly cost respondent to perform
such service with its own orgenization™ and "as spplied to its
California intrastate operations, the amount of $2,250,000, on an
annual basis, shall be adopted by respondent as tne dase &nd
starting point for the progrem and procedure prescribed by this
order and respondent shall be entitled to pay, on an annual basis,
to American Telephone and Telegraph Company sald amount for services
rendered to respondent by American Telephone and Telegraph Company
and/or its affiliates pursuant to sald sesmmliesd llicense contract.
Provided, however, that said emount shall be adjusted to a lesser
or greater amount as the facts end circumstances may warrant.”

This procedure, though the record may not definitely

esteblish the actual result, is a reasorable and wholly proper course

to pursue in a rate proceeding. The difference in the charges under

the present license contract provision and the maximum base and start~
ing point proposed by the order is approximately $250,000 before
Income texes. A test of the proposed method as set forth in the oxrder
will readily establish its actual cost and the extent 1o which

savings can be made.

JUSTUS F. CRARMER
Commissioner




Apolication No, 28211

I dissent from the foregoing Opinion and Order.

JRA H. ROWELL, Commissioner.
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EXHIBIT "A"

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of

THE PACIFIC TELEPHONE AND TELEGRAPH COMPANY,

a corporation (inclusive of 1ts wholly-owned

subsidiary, Southern California Telephone Application No.28211
Company, a corporation), for authority to

Increase certain intrastate rates and charges

applicable to service furnished within the

State of Californla.

WHEREAS, in Decision No. 41416, rendered on the 6th day of
April, 1948, in the above captioned proceeding, this Commission
rgund that the payments required to be made by Pacific Telephone
and Telegraph Company (hereinafper referred to as "respondent com-

pany"), applicant above named, pursuant to the so-called license

contract existing between said respondent company and the American

Telephone and Telegraph Company, were and are arbitrary, unreason-
able, and unjust, as applled to said respondent company, and that
such payments bear no rational relatlonship to the reasonable cost
of the services actually rendered to said respondent company by the
American Telephone and Telegraph Company and its affiliates, and
further found that sald sc-called license contract 1is, in fact and
in law, not a contrac% or agreement but 1s in essence a directive
or requirement imposed upon sald respondent company by the American
Telephone and Telegra?h Company, which sald Decision No. 41416 is
by reference hereby incorporated in this order to show cause as if
set out in full hérein; and

WHEREAS, iIr and by said decision said respondent company
was directed by this Commission to submit, not later than July 1,
1948, a plan for a new arrangement with the American Telephone and

Telegraph Company in respect to payments for services rendered to




sald respondent company by Bell Telephone Laboratories, Inc., an
affiliate of the American Telephone and Telegraph Company, and for
sexrvices rendered to sald respondent company by the operation and
englneering and other departments of the American Telephone and
Telegraph Company to the extent recognized in said decision as proper
costs chargeable to sald respondent company; and

WHEREAS, said decision became final on the 26th day of
April, 1948; and

WHEREAS, said respondent company, pursuant to the_directibn
and order contained in said decision, did file with this Commission,
on July 1, 1548, a report, which, in effect, informed the Commission
that séid respondent company was unable to change or revise the
terms and provisions of sald so-called license contract and ques-
fioned the Jurisdiction of this Commission to require respondent

company to do so and offered to work with the Commission either in-

formally or in a formal proceeding locking towards a solution of the

matter, which saild report iz by reference hereby incorporated in

this order to show cause as if set out In full hereln;
NOW, THEREFORE, saild PACIFIC TELEPHONE AND TELEGRAPH

COMPANY, i1ts responsible officers and members of its board of dir—
ectors, hereinafter named respondents herein, are, and each of thenm
is, hereby‘ordered and directed to appear before Commissioner Huls,

to whom this proceeding 1is hereby assigned, or such Examiner as may
be designated to take evidence on his behalf in this procéeding, on
Thursday and Friday, the 30th day of September, and the first day of
October, 1948, at the hour of 10:00 otclock a.m. of said day, in the
Cormission's Court Room, Room 540 State Building, 350 Mc&11ister
Street, San Francisco, California, and show cause, 1f any they may
have, why they should not be ordered and directed to do the followling:

1) Refrain and desist from making further or any payments,
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directly or indirectly, or under any color or gulse, or by any de-
vice, to the American Telephone and Telegraph Company, or any of
1ts subsidiaries or affiliates, pursuant to the provisions of sald
so-célled license c¢contract;

2) Requisition, in writing, any and all services sald re-
spondent company reasonably requires performed for it by the Amerlcan
Telephone and Telegraph Company, its subsidlaries or arffiliates,
said requisition to be made in advance of and prior to the rendition
of any service theredby reguisitloned;

3) Require the American Telephone and Telegraph Company,
1ts subsidiaries or affiliates, to render bdills or inveilces to sald
respondent company for any services rendered by them, or elther or
any of them, to sald respondent comparny, and sald réspondent company
to pay only the reasonable cost of services reagonably required by

and rendered to 1t, but notin excess of the reasonable value of -

such services, or not in excess of the cost to sald respondent com-

pany, if said services were performed by its own persomnél;

%) File with this Comnmisslon monthly, not later than the
5th day of each and every month, a verified statement sefting out in
full for the immediately preceding month all requisitions for ser-
vices made by saild respondent company upon the Amefican Telephone
and Telegraph Company, its subsidiaries or afflillates, during sald
peried; also all charges made during sald perliod agalnst respondent
company for services rendered to it by the Amerlcan Telephone and
Telegraph Company, its subsidiaries or affillates, and also showing,
for the immediately preceding month, all payments made during said
period by respondent company, 1n‘money or other consideration,
directly or indirectly, or under any color or guise, or by any de-
vice, to the American Telephone and Telegraph Company, its subsidl-

arles or affiliates, for any services rendered to respondent company
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by the American Telephone and Telegraph Company, 1ts subsidiaries or
alffiliates.

Sald PACIFIC TELEPHONE AND TELEGRAPH COMPANY, its responsi-
ble officers and members of its voard of directors and the successors
in office of any such officers or directors, are hereby made re-
spondents to this order to show cause and they may appear in sald
proceeding in person or by counsel.

The Secretary is hereby directed to cause 2 certified copy

vof this order to show cause to be served, by registered mail, on
sald PACIFIC TELEPHONE AND TELEGRAPH COMPANY at least ten days prior
to the date set for the hearing on the within order to show cause.

Dated at San Francisco, Califoernia, this 24th day of
August, 1948.

R. E. MITTELSTAEDT
JUSTUS F. CRALMER
IRA H. ROWELL
HAROLD P. BULS

KENNETH POTTER
Cormissioners

CERTIFIED AS A TRUE COXY
R. J. Pajalich

Sec¢retary
Public Utilitles Ccemmission
State of California

SEAL




EXHIBIT "B"

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of

IHE PACIFIC TELEPHONE AND TELEGRAPH COMPANY,

a corporation (inclusive of its wholly-owned

subsldiary, Southern California Telephone

Company, a corporation), for authority to Application No.28211
increase certain intrastate rates and charges

applicable to service furnished within the

State of California.

RETURN TO ORDER TO SHOW CAUSE
DATED AUGUST 24, 1948

The respondents herein, The Pacific Telephone and Telegraph Com-
pany, a corporatlon, M. R. Sullivan, its Presldent, F. J..Reagan,
Glen Ireland, S. W. mpbell, R. E. Hambrook, R. J. Hadden, G. H.
Jess, F. A. Dresslar, E. D. Wise, F. D. Tellwright, F. N..Rush and
John M. Black, 1ts Vice Presidents, G. L. Harding, its Secretary and
Treasurer, and the members of its Board of Directors, namely: ‘
N. R. Powley, Chairman, Allen L. Chickering, C. F. Cralg, William
W. Crocker, John E. Cushing, Preston Hotchkls, G. H. Jgss, Frank B.
King, Atholl MeBean, C. K. MeIntosh, N. Loyall Mclaren, Hen:y D.
Nichols, F., J. Reagan, V. H. Rossetti, E. C. Sammons, William S.
Street and M. R. Sullivan make this Return to the Order to Show‘Cause
issued herein under date of August 24, 1948 by bthe Public Utilities
Commission of the State of California (hereinafter called the "Com-
mission").

Respondents respectfully represent that the Commission should not
ordexr them to do any of the things mentioned in the paragraphg num-
bered 1 to 4, inclusive, of saild order dated August 24, 1948, for the

following reasons severally and collectively:
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1. The paragraph numbered 1 in sald order directs respondents
to show cause why they should not be directed to desist from Surther

payments under, or further performance of the so-called license con-

tract between respondent The Pacific Telephone and Télegraph Com-

pany, hereinafter called "Pacific", and American Telephone and Tele-
graph Company, hereinafter called "American". Concerning said con-
tract and sald paragraph 1 ¢of said order to show cause, respondents
respectfully represent:

(a) saild contract is now and fTor many years has been a valld
contract in full force and operation between Pacific and American.
By i1t, and In consideration of the contract payments to American,
Pacific 18 now entitled to and has had for many years the rights,
privileges, benefits, licenses and services provided in saild con-
tract (sometimes collectively referred to herein as the "services").
Said services include (without limitation) research and development
in scilentific, engineering and operating filelds; they include op-
erating assistance; patent licenses and patent protection; financlal
assistance; and assistance in the manufacture and procurement of
necessary equipment, supplies and material.

(b) Sald services are necessary to the efficlent operation of
Pacific and to the rendition of efficlent public service, and their
value to Pacific substantially exceeds the payments being made by
Paciflc under said contract.

(¢) For the most part said services cannot be obtained other-
wise than through American, and to the extent that they could either
be supplled by Pacific, itself, or obtained elséwhere, they would be
8o suppliable or obtainable only at a substantlally higher cost than
the payment under sald license contract and in a substantially less

efficlent manner than under said license contract.




(&) The cost of rendering sald services substantially exceeds
the payments being made by Pacific under said contract.

(e) The amounts currently being paid by Pacific under saild
contract, and the amounts which will be paid thereunder in the rea-
sonably foreseeable future, if said contract continues in effect,
are reasonable from the viewpoint of Pacific.

(£) 1If Pacific were required to cease making the payments pro-
vided by saild conftract, Pacific would incur all liabilities incicdent
to breach thereof, including liability to a terminatlon of said con-
tract by American. Such termination would be detrimental to the
best interests of the public served by Pacific and of Pacific and
ifs stockholders.

(z) The Commission has no jurisdiction or authority to make
any order forbiddirg further payments under or further performance
of sald contract. The authority and Jurisdiction of the Commission

respecting sald contract (whatever it may ve for rate-making pur-

poses) does not extend to orderling non-performance thereof, or to

the making of any order impairing or operating directly upcnwthe b~
ligation of said contract.

(h) Any order forbidding further payments under or further
performance of sald contract would be beyond the authority and Juris-
diction of the Commission in that it would invade and be an assump-
tion of the rights and privileges of the management of Pacific.

(1) Any orderlof the Commission forbidding further payments
under or further performance of sald contract, or in any manner, di-
rectly or indirectly, depriving Pacific of said contract, or the
benefits thereof, whether by direeting Pacific to commit a breach
thereof or other&ise, would be Invalid under the Constitution of

Callfornia in that




I. It would be a taking of Pacific's property without

(e process of 1@ COnGrary e Section 13 of Article I.

of =ald Conatitution:

II. It would impair the obligation of said contract

contrary to Section 16 of Article I of sald Constitution.

(3) Any order of the Commission forbidding further payments un-
Cer or further performance of sald contract, or in any manner, direct-
1y or indirectly, depriving Pacific of sald contract or.the benefits
thereof, whether by directing Pacific to commlt a dreach thereof or
otherwise, would be invalid under the Constitution of the United
States In that
I. It would be a taking of Pacific's proverty without
due process of law and would deny respondents the equal
protection of the laws contrary to Section One of the Four-
teenth Amendrent to sald Constitution; |
II. It would 1mpaif the obllgatlon of said contract con-
trary to Section Ten of Article One of sald Constitution;
IIXI. It would unreasonably burden interstate cormerce, and
the interstate business and service of Pacific contrary to .
Section Eight of Article One of sald Constiltution. Paclflc
1s engaged in an interstate as well as intrastate telephone
business; the services provided by said license. contract.
are essentlal to the Interstate as well as Intrastate ser-
vice of Pacific; thelr continuance is Iin the best 1nter¢st
of sald interstate service for all %ae reasons stated above;
a breach of said contract dy Pacific would entail 11ability
for the termination of sald contract in its entirety.
2. The paragraphs In sald order to show cause numbered 2 to 4,
inclusive, direct respondents to show cause why Pacific should not

requisltion services from American in advance, payment to be made on
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the basis of cost to Amerlcan, as more particularly set out in said
oxrder to show cause. The‘basis set out in said order is sometimes
referred to herein as "a requisition basis." Concerning sald para-
graphs 2 to 4 of sald order to show cause, respondents respectfully
represent

(a) Said paragraphs presuppose the breach or termination of the
license contract, which for all reasons herein set forth would be be-
yond the Jurisdiction or aufhority of the Commission to direct, and
contrary to the best interests of the public served by Pacific and of
Paciflic and 1ts stockholders.

(b) The major part of said services could not by their nature
be obtained by requisition; such (for example, and without limitation
as inventions and ideas for scientifilc, engineering and operating
Improvements. The license contract gilves Pacific, among other dbene-
fits, the continuous flow of all improvements in the telephone art
developed by American and its arffiliates.

(e¢) As to those services which could be obtalned by Pacific
upon, a requisition basis, they could only be so obtalned later, and
at greater cost and with less efflclency than under th2 license con~
tract.

(8) The payments belng made by Pacific under sald contract are
less than the value to Pacific of all of sald services and are less
than the total cost to American of performing them.

(e) The majJor part of the services necessary to Paciflic and
now being rendered under the license contract are services venefi-
clal not only to Pacific but also to other operating companies in
the Bell System. Payments for such services should be appertioned
among and made by all bvenefited and should not be made by Pacific
alone,

(f) The method of apportioning payments for venefits among
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reciplents thereof on the basis of a percentage of gross revenues,

as now and for many years provided in sald license contract, is a
reasonable method. The requisition basis set out in said oxder to
show cause i1s not & reasonable or efficient method for providing
payment for sald services.

(g) Any order requiring Pacific to adopt saild requisition
basls would be beyond the authority and Jurisdiction of the Commis-
sion in that 1t would invade and be an assumption of the rights and
privileges og the management of Pacific.

(h) Any order of the Commission requiring Pacific to adopt
said requisition basls in place of the basis for obtaining sald
services provided in sald contract would be invalid under the con-
stitution of California in that

I. It would deprive respondents of the freedom of
contract and be a taking of Pacific's property without
due process of law contrary to Section 13 of Article I
of sald Constitutlon;

II. It would Iimpair the obligatlon of sald contract
contrary to Section 16 of Article I of said Constitution.

(1) Any order of the Commission requiring Pacific to adopt
sald requisition basls In place of the basis for obtaining sald ser-
vices provided in saild contract would be invalid under the Consti-
tution of the United States in that

I. It would deprive respondents of the freedom of
contract and be a taking of Pacific's property without
due process of law and would deny respondents the equal
protection of the laws contrary to Section One of the
Fourteenth Amendment to sald Constitution;

II. It would impair the obligation of sald contract

contrary to Section Ten of Article One of said Constitution.

-6-




III. It would unregsonably hinder Interstate com-
merce and the Interstate business and service of Pacific
contrary to Section Eight of Article One of sald Consti-
tutlion.

3. Concerning the recitals of said order to show cause, and con-
cerning matters contained therein in addition to said paragraphc num-
bered 1 to 4, inclusive, respondents respectlully represent:

(a) The payments made and being made by Pacliflic under the 1li-
cense contract are not arbitrary, unrcasonable or unjust as applied
to Pacific. |

| (v) Sald payments are not unrelated to the reasonable

cervices rendered by American to Pacific, or in excess thereof,

on the contrary, the amount thereof I1s less than the reasonable

of performing said services.

(e¢) Saild license contract is not a directive or reguirement

imposed upon Paclfic by Amerlecan, but a fair and vallid contract under
which Paciflc has obtained and is obtaining necessary services and
bencfits at a price which is reasonable from the viewpoint of Pacific.

(d) The findings of the Commission in Deeislon No. 41,416,
wnich are reclited in saild order to show cause, are not conclusive or
binding upon respondents in the present proceeding.

(e) Respondents had no way of obtaining any Judicilal hearing or
review of sald recited findings, and sald findings were not subject

to any Judicilal hearing or review, and if said findings, or any there-

of, were held conclusive or bhinding upon respondents in this proceed-

ing, respondents would therekry be bound without due process of law
in violation of Sectlion 13 of Article I of the Comstitution of the

State of California.

(£) Any order of the Commission based upon a holding that said
findings or any thereof are conclusive or binding upon respondents in
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this proceeding, would be invalid in that respondents would thereby
be dbound without due process of law and would be denied the equal
protection of the laws in viclatlon of Section One of the Fourteenth
Armendment to the Constitution of the United States.

(g) The Commission has no authority or Jurisdiction'té’accord
to said findings any conclusive or binding effect in this proceeding.

(h) Pacific,‘as set forth in 1ts report to the Commission dated
July 1, 1948, negotiated with American for a modlification of the then
arrangements for payment by Pacific for services rendéred.by American
but was unable at that time to obtain a modification thereof. The
payments under the license contract were later reduced érfective
October 1, 1948.

Pacific respectiully répresents that the plan set forth in saild
order to show cause would not be practicable or efficient,‘and that
the enforcement thereof would be contrary to the best 1ntereéts of
Paciflec, 1ts stockholders and the public, anéd in excess of the au-

thority and Jurisdiction of the Comnission.

On consideration by the Commission of this return and of the

oral and written evidence to be given on behalf of respondents in
further response to sald order to show cause, respondents respectfully
»ray that saild order to show cause he discharged.
Dated, San Francisco, Califernia,
October 27, 1948, ARTHUR T. GEORGE

EUGENE M. PRINCE

FLETCHER ROCKWOOQD

PILLSBURY, MAWISON & SUTRO Attorneys for Resnondents
Of Counsel.




