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OPINION

General Telephone Company of Califormia (Genexal) seeks to
increase its rates for intrastate telephome sexrvice by $41,934,000
annually, plus an additional sum of apnroximately $8,400,000 annually
to compensate f£or the 10 percent federal income tax surcharge. Con-
currently with Gemeral's application, in order to make certain that
all aspects of Gemeral's operation were adequately explored, the
Commission instituted an investigation into the reasomablemess of
General's rates, tolls, rules, charges, operations, costs, separa-
tions, practices, and contracts; the adequacy of its sexvice and
facilities; the quality of its service as compared with that of
telephone corporations in adjacent territory; the permissible rates
for comparable sexrvice chaxrged by telephone corporations in adjacent
territory; the relationships of its corporate affiliates; and the
reasonableness of charges for services performed or equipment fur-
nished by such affiliates to it.

The Commission, at the same time, opened an investigation
of The Pacific Telephome and Telegraph Company (Pacific) limited to
Pacific's relationship with General in the following areas:

(1), sepaxation procedures affecting toll and other settlements;

(2) multimessage unit rates; (3) plans for splitting telephome direc-
tories; (4) the adequacy of facilities and the quality of service of
Pacific as they affect the service furnished by Gemeral; arnd

(5) agreements between Pacific and Gemeral applicable to intercon-
nection of facilities and exchange of traffic and settlements

related thereto.

Both of the Commission investigations were comsolidated
for hearing with General's application. Also comsolidated for hear-
ing was Case No. 8682 (Conklin v. General Telephone) which asked the
Commission to ordexr General to improve service and reduce rates.

After due notice 60 days of public hearing were held before
Commissioner Fred P. Morrissey and Examiner Robert Barmett from
February 15, 1968 to January 17, 1969, on which date the matter was
submitted. On January 9, 1969 General moved for an interim order
to increase xates 1.30 percent to offset a federal tax surcharge.
Said motion was heard on February 3, 1969 and denied (Decision
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No. 75318, dated February 11, 1969). A proposed report was issued
April 15, 1969. Exceptions to the proposed report have been re-

ceived, and replies thereto. Oral argument was heard May 26, 1969.

I
BACKGROUND

Io the United States today approximately 83 percent of all
telephone service is provided by the American Telephone and Telegzraph
Company (Bell). The remaining 17 percent of sexrvice is provided by

a large number of telephone companies known collectively as the

"independents." One of these independent telephone companies is

General Telephome and Electroﬂics (GT&E) which wvow provides over
45 percent of the total independent telephome service. General is
the largest of GI&E's telephone operating subsidiaries.

The General Telephone Company of California had its origin
in 1929 when six independent telephome operating companies were con~
solidated to become Associated Telephone Company, Ltd. Included in
the consolidation were the Associated Telephone Company in Long
Beach and San Bernardino, Home Telephone Company of Covina, Redondo
Home Telephone Company, Laguna Beach Telephopg Company, Huntington
Beach Telephone Company, and Santa Monica Bay Home Telephone Company.
The new ¢ompany commenced operations with an invéstment of about
$10,000,000, 64,000 telephones, and 600 employees.

The company was little more than a year old when it pur-~
chased the propefties of the Home Telephone Company ¢f Etiwaunda,
starting a program of acquisition and growth which soon made it the
largest independent telephone operating company in the United States.
This program of expansion was marked by the acquisition of companies

serving Pomona and Ontario in 1932, sll of Santa Baxrbara County in
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1939, Downey in 1946, Whittier in 1948 and Oxnard, Santa Paula, and .
Thousand 'Oaks in 1949. The Delta Telephone and Telegraph Company,
operating in the Sacramento River Delta area, and the Sunland~Tujunga
Telephone Company in the San Fernmando Valley, were acquired in 1964.
The most recent acquisition took place on August 31, 1967 with the
merger of the California Water and Telephone Company (Cal Water & Tel).
This acquisition more than doubled the operating area of Gemeral. In
1953, after its acquisition by GTI&E, the Associlated Telephone Company,
Ltd. changed its name to General Telephone Company of Celifornis.
General imtercommects with facilities of Paciffc pursuant to contracts
negbtiated from time to time between the parties. Among other things
such contracts specify the basis for the division of costs and
revenues.

General is controlled by GT&E which owns 100:peréen: of its
common stock and has 98.47 percent voting control. GT&E owns. and
contxols over 30 telephone operating companies im 34 states of the
United States and several operating companies in Canada and the West
Indles. GT&E also owns 100 percent of the common stock of Automatic
Electric Company, GTSE Laboratories, Inc., GT&E Scrvice Corporation,
General Telephone Directory Company, General Telephome Credit Company,
Ine., GI&E Communications, Ime., GI&E Data Services Cdfpozation,
Sylvania Electric Products, Inc., and GI&E International, Inc.

~ GTSE was tncorporated on February 25, 1935 under the neme
of General Telephome Corporation. It took over, reorganized, and
mavaged the assets of the Associated Telephone Utilities Company,
which was {n receivership. Those assets consisted of 33 operating
and holding companies sexving custegers Iin 26 states, and one direc-

tory publishing company. The telephone operating companies generally
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did not include ma Jor metropolitan areas but were located in some of
the suburban fringes of such areas, in smaller cities and towns » and
in rural localities. After some paring of operatioms, at the end of
1935 GT&E was operating 23 telephone operating and holding companies
1o 18 states. ' At that time the mumber of company-owned demestic
telephones numbered almost 381,000 » with a telephone plant investment
of about $84 millfon.

The GT&E telephome system has grown at & rapidly incressing
rate from the scattered group of companies that it took over in 1935
and operated with little change through 1945, to a position at the
end of 1967 in which it operated 45 percent of the telephones and
collected 48 percent of the annual gross operating revenues of the
independent telephone compenies in the United States. Its domestic
telephones have multiplied over 20 times » £rom 381,000 to 7,729,000,
and 1ts undepreciated domestic telephone plant investment has grown
over 48 times, from $84 million to $4,090,000,000. Approximately
one~third of this growth has been by acqﬁisi.tions. General operates
30 percent (2,208,000 telephones) of the total telephones operzted
by the GTI&E System.
| CT&E entered the manufacturing fleld in 1950 by scquiring
Leich Electric Company and its subsidiary, Leich Sales Corporation.
In 1954 1t scquired the Alphaduct Wire and Cable Company. Ir 1855 it
merged with Theodore Gary and Company which » in adéizZion £o controlling
24- domestic telephone companies in 16 states and foreign telephone
compa.nies in Canada, Haitl, and the Dominican Republic, also had over
78 percent voting control of Associated Telephone and Telegraph Company
which In turn, owned 100 percent of Autometic Electric Cc:mpany
(Automatic). Autometic was then, and is now, the largest domestic
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manufacturer of telephone switching equipment and telephone instruments
for the :!.ndependent telephone industry. Electronic Secretaries » Inc.,
was purchased in 1957- In 1959, the remaining two~thirds outside
interest in Lenkurt Electric Company, in which GT&E had acquiréd a
or2-third interest with the Gary merger, was acquired by exchange of
stock. Also in 1959, Sylvanias Electric Products y Inc. was acquized.
In 2960 and 1961 the remaining 22 percent outside interest in
Assoclated Telephone and Telegraph Company (and hence, Automatic) was
acquired by exchange of ctock. This Pemmitted mexrging Leich Electric
and E‘f.ectronic Secretaries into Automatic and designating Lenkurt
Electric as an Automatic subsidiaxry. Duxring the period 1951 through
1967 ammual volume of net sales by GT&E menufacturing subsidiaries to
domestic telephone subsidiaries increased almost 59 times, from $5.4
million to $316.8 millfon. Of the total sales during the l7-year
perlod, $627.8 million was to General.

At the end of 1954, the year before the merger of GI&E and
Theodore Gary and Company, independent telephone companies opexated
15 percent of the telephones in the United States with 11 percent of
the favestment in plant, and collected 9 percent of the annusl gross
opexating revenues, the remainder being controlled by the Bell System.
The independents have grxown until at the end of 1967 they opexated
17 pexcent of the telephones with 17 percent of the plant investmeat
and they collected 14 percent of the anmual gross operating revenues.

0f the independent portion pf the industxy in 1954, abou‘.;
&0 percent of | the telephones were controlled by holding companies.
GI&E was the largest of these with 23 percent; Theodorxe Gary and
Company, through its subsidisxy holding companies, was second with

7 perceﬁt, and United Utilities, Inc. third with 4 percent. The ozher
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6 percent were scattered among & mumber of holding companies. The
remaining 60 pefcent of the non-Bell telephones were operated by
telephone companies that were not affiliated with any other telephonme
company .

By 1967 GI&E operated about 45 percent of the non-Bell
telephones. Four smaller telephome companies operated an additional
18 percent of the non-Bell telephomes with the remaining 37 percent
scattered among fewer and fewer independent telephone companies, as A
these smaller companies are mexged into or acquired by larxger indepen-
dent telephone companies.

A detailed description of three CT&E subsidiaries, Geperal
Telephone and Electronics Service Coxporation, Gemeral Telephoue
Directory Company, and Autematic Electric Company and subsidisries,
will be set forth below in a discussion of affiliated interests.

The last general rate case of General resulted in Decision
No. 57086,dated August 5, 1958 (56 CPUC 477), wherein this Commission
authorized & rate of return of 6.6 percent but set rates to return
General approximately 7.l percent on a net investment rate base of
$302,381,000.

If many of the arguments in this opinion sound familisr 41t
is not coincidence - we are journeying down a well-traveled road.

IT
RATE OF RETURN
Probably the most important function in rate-making Ls that

of fixing the rate of return which a utility will be allowed to earn.
A common misconception of public utilities and the public is that a

public utility is guaranteed a profit on its operations, or a return
of some specified pexcentage. 7This, of course, is mot txue. Public

utilities are not guaranteed that they will earn profit. The
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law does mo more théﬁ give thém an opportunity to earn a f£fair and
reasonable returm on the value of their property used in the public
servicef{ The regulatory agency's problem Ls to determine what will be
a fair énd reasonable return which the utility shall have an opportun-’
ity to earn under efficlent and economical operation of its business.
Rate of return in simplest terms is a percentage expression
of the cost of capital utilized in providing service. It 1s just a&s
real a cost as that paid for labor, material and supplies, or any
other item necessary £or the conduct of business. Gererally, in public
utility regulation, 1t 1s umderstood to be the measurc of that amount
of money, compensation, or returm received by the owners of capital
ie the company over and above operating expenses and other allowable
revenue deductions. It is from this return that the different classes
of capital are compensated. Stated in another way, the return com-
prehends the interest payable by the company on its long-texm dedt,
dividends on preferred stock, and earnings on common equity- The
amount of dollars that a utility is pemmitted to earn depends upon the
amount of the rate basé and the allowed rate of return. Any change
{n either of these factors ha§ a substantial impact. Accuracy in
datermining a fair rate of return is much more important than sccuracy
in determining rate base because even the slightest variation in the
rate of return counts much more, in terms of dollars, than a veriation
in the rate base. For example, a chkange in the rate of return 21llow~
ance of only 1 pexcent - from 5 to 6 pexrcent - can have the same effect
on the level of rates as a 20 pércen: {ncrease in the value of the
property. Thus, if the utility’s rate base is $1,000,000, the xeturn
in dollars at S percent would be $50,000. If the rate of return were

increased to 6 percent on the same rate base, the return in dollars
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would be $60;000L That woulﬁ amoumt to a retﬁrn of 5 percent on a
'rate base of $1;2003000, or 20 percent more than the original
$1,000,000 rate base.

The coﬁputdtidn of the cost of each of the components of the
rate of return, cost of bonds, cost of preferred stock, and cost of
equity, does not have the same complexity. The cost of bonds and
preferred stock is fixed by the terms of the offerings. There is =o
disputé as to this embedded cost. It Zs the reasonable refuzrnm 0B
equity around which the controversy réges.

The guidelines for determiniﬁg the fair rate of return are

necessarily broad. The United States Supreme Court has set them

forth in the following texms: "A public utility is eatitled to such
rates as will permit it to earn a return on the value of the property
which 1t employs for the comvenience of the public equal to that
generally being made at the same time and in the same general part of
the country on investments in other business undertakings which are
attended by corresponding risks and uncertainties; but has no con-
stitutional right to profits such as realized or anticipated im highly

profitable enterprises or speculative ventuxes.” (Blueffeld Water Works

and Improvement Co. v. West Virginis Public Service Commission (1923)
262 US 679, 692, 693, 67 L ed 1176.)
In a later case, the Supreme Court restated this view, and

in addition said: "That return, moreover, should be sufficlent to
assure confidence in the financial incegri:y of the entexrprise, s0 as
to maintain 1ts credit and attract capital”; "... the rate-meking
process ... involves a balancing of the investor and the consumer
intexests™; and "... it is the result reached not the method employed
which Ls controlling.” (FEC w Hope Natursl Gas Co. (1944) 320 US 591,
602, 603, 88 L ed 333, 345.)
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Because of the importance that we attach tq the formulation

of the fair rate of return, we shall set out the testinmony of each

of the partieé in some detail.

A. General's Evidence

General presented one witness, Dr. J. Rhodes Foster, an
economist, to testify on the subject of the fair rate of return.
Dr. Foster testiffed that the basic criterion in earpings regulation
1s economic. It is provided by the competitive standard. A gemerally
accepted regulatory primciple Ls that regulation substitutes for
competition, with the purxpose of assuring the public the dual advan-
tages of the results of competition and of monopoly in the markets
served, but without the disadvantages of either. By this ecomomic
standard, regulation givesc to investors in regulated enterprises an
Opportunity to earn & return equal to, but no more than that being
earned on efficiencly menaged imvestments in competitive enterprises
of similar risk. Economic cost of capital is a prospect o£ earnings
which are sufficient to attract tﬁé capital from alternative opportun-
ities of corresponding risk. He said that a fair return must satisfy
three econemic and legal criterfa. Specifically, it must be (1) com~-
mensurate with return on investments and other enterprises of corres-
ponding risk and uncertainty; (2) éufficient to attract capital; and
(3) adequate to maintain the financial integrity of the entexprise.
These three tests of a failr return are interrelated. However, iz the
witness’s opinion, maintenance of financial integrity is an aspect of
the capital attraction test because the mere statement that rates sbould

be adequate to enable 2 public utility to attract capital does
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not go far emough to be meaningful. Abillity to attract capital is a

relative, not an absolute quality. Almost any enterprise, even when
in bamkruptey, can raise some additiomal cepital at some price-

Ability of a company to raise additfonal capital is no indication that
1ts credit has not been impaired or that it is earning a fair return.
The real question concerns the amount and kind of capital to be raised
and the effects on the interests of those who own the already committed
capital. o

The witness stated that a public utility has an obligation
to construct the additional capacity meeded to provide sexrvice of good
quality. Where the demands for the utility service are growing rapid-
1y, as in the territory served by General, the capital attraction
standard should not be applied in such a way as to dilute the fair
return on already committed capital. The regulatory treatment should
aim to attract the needed mew capital and at the seme time protect
the already dedicated property against unfair treatment. New investors
commit dollars of current purchesing power and look to the future.
They are not directly affected by unfair regulatory trcatment of
capital zliready sunk in the regulzated esterprise. The cost of mew
capital is higher only in the degree that new investors come to expect
future unfair treatment of the new investments.

The witnsss szid that ressomable investor expectations can
be measured by various methods. The comparsbie earnings method
detexmines the percentage rate to be applied to a book cost rate base
by looking to the returns which heve been earmed on book investments in
regulated and unregulated undertakings having gedcrally similar xisks.
The comparable earnings method thus seeks to apply the alternative

opportunity cost principle of economics. The market value method uses
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the market prices of common stocks, im relation to earnings, dividends
and growth rates as evidence of investors' return requiiements, dis-
regarding the rates of return being earned om book equity. It is
referred to by use of different phrases, such as the "cost of capital”,

the “cost of momey"”, the "capital attraction”, and "discounted cash

£low" method. This method elso seeks to apply the alternmative

opportunity cost principle.

Dr. Foster explained that the comparable earnings test is
relevant and useful but involves an element of circularicy, which is
wost pronounced when the test is restricted to earnings of companies
in the same fndustry as the regulated company. The furxther one
broadens the inquiry to take account of the earnings of otker regu~
lated and unregulated companies, the less becomes the impediment of
circularity. Comparative analysis <f past earnings of telephone and
other industries to provide a basis for estimating investers’ reason-
able expectations avoids the element of circularity. The limitations
of the comparable earnings approach are particularly pscmounced im the
case of independent telephone companies. The esrmings experience of
independent telephone utilities genmerally have been much less £avor-
able than that of electric utilities, although risk and return
requirements axe higher. This is due in larxge part to the disadvan-
tageous cost behavior of telephone exchange service under growth
conditions in comparison with the behavior of costs of electric service
and to lags in adjustments of rates under these relatively unfavorable
conditions. The witness felt that perhaps all students of the fair
Tate of return problem agree that as a matter of both law and econ-
omics a business with relatively higher risks should be given an
Opportunity to earn a higher rate of return. It should mot be assumed,
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however, that a given company in a relatively risky industxry actually
will earn a higher rate of return commensurate with the greater risk,
ox that the given industry as a whole will do So. Indeed, the very fact
of more risk means a greater chance that the business will be relative~
ly unsuccessful, and that earning power will be less than was hoped

by those who committed the capital to the enterprxise. Therefore, a
wide dispersion of experienced earnings 1s to be expected in a case

of both regulated and unregulated industries and over both a short and
long term. The witness declared that the comparabie earnings method
should not be rejected because it 1is difficult to select samples of
companies in regulated or unregulated industries which are demon-
strably of corresponding risk. Comparisons with slternative iavest-
ment opportunities do not depend upon similarities with respect to
market and operating characteristics. Differences in character of
business axe not an index of differences in risk. An inability to

‘1dentify other companies or industries having precisely the ssme

cnaracteristics does not mean that the comparative earnings standard
{3 fiavalid.

The witness stated that the rationale of the market value
approach 1s that the Lavestors’ return requirement is measurce by the
~¥ate at which investors capitalize what they believe to be the pros-
Pective earnings from an investment in the enterprise. More precisely,
the cost of capital is the rate at which anticipated future dividends
and other income payments £rom the particular common stock investment
are discounted by investors under tho given risk conditions. Such
8 cost of capital formula is relevant and useful but it does not
Provide a reliable measure of a fair rate of retuxn for application

to & net investment rate base. There are four reasons f£or this:
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(1) the outstanding stock and debt of the company may be closely held,
so that no evidence of investor evaluations is available for market
transactions. This is the situation with respect to the common stock
of Gemeral; (2) stock prices. canmot be accepted as a relisble measure
of the {nformed investor's opinion of the present worth of prospective
dividends, even though the stock represents the given investment or
an investment of corresponding risk;: (3) assuming common stock prices
to reflect investment appraisals, the analyst has no direct or
objective evidence of investoxs’ expectations regarding dividends to
be received in a long-term future., Current earnings do not measure

prospective earnings; (4) even a reliably determined current cost

of capital would not be, under present ecomomic conditioms, & proper

measure of the equity portion of a fair rate of return for application
to a historical cost rate bagse. Because of experienced inflation, a
T&te of return measured by reference to current cost per dollar of new
capital and expressed in money of current purchasing power would
dilute the reasonable investment value of the already committed
capital.

Dx. Foster thought that regulatory determinationshought to
be made within the limits of a sensible zone of reasonableness, as an
exercise of informed Judgment in the light of the relevant facts and
the guiding standaxds because (1) the process of esrmings wegulation
is imprecise. Actual earnings below the range of reasongbleness would
indicate that a rate increase may be desirasble, and earnings in excess
of that range would indicate that rate reductions may be desirable;
(2) recognition of & semsible zone of reasonableness affords £lexibil-
ity. The purpose 1s to regulate future, not past, earnings and
charges for telephone services. The regulatory agency 1s, of couxse,
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concerned that its decisions will maintain the flow of capital to the
regulated enterprise without diluting the reasonable value of invest-
ments already made and without placing an unreasonable burden on users
of the telephone services. The additional flexibility would lessen
the reguletory burdens; (3) there is no other practical method by
which the Commission can reward exceptional performance. The induce-~
ment offered to management should not be Limited by the strict cost
of sexvice formula. There should be opportunity for the enterprise
to realize an additional margin of earnings through technological
innovations, economies, and development of new sexvices.

He concluded his format of approach by asserting that the

market value and comparable earnings methods are appropriate in
determining the fair rate of return. In his opinion, both methods

should be applied with understanding of their limitations and in a
mannexr consistent with the alternative opportunity cost principle.
Determination of a fair rate of return should be the product of
informed judgment with the broadest possible basis in comparative
analysis of all relevant information. Within a framework of economic
Principle, the problem is to reduce the range within which the result
depends upon subjective opinion not supported by relevant facts. If
the telephone company 1s to have the continuing support of imvestors
and is to attract capital on reasomable temms, preserve the integrity
of past investment, meet the demands of consumers, and serve the goals
of soctlety, its earnings must be reasonably comparable with the rates
of return generally availabtle on alternative equity investment oppor-
tunities. The comparative earnings and merket value methods are not
alternatives, but are integral parts of analytical process. Thus, the
witness evaluated both information on comparacive,earnings and market
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values in the light ¢f general economic background, stock market
trends, growing capital requirvements of General, and factors which
determine its altermative opportunity cost of capital.

Dr. Fostexr then turmed to a discussion of the various
studles he made relevant to determining Gemeral's fair rate of return.
He first made a comparable eaxrnings study of the performance of
several different industry groups with respect to returns earmed on
total book capital and on book equity over a pericd of 1951 through
1966. These groups included ten GT&E operating companies, the Bell
System, 16 electrié“u:ilities, all Class A and B electric utilicies,

and all netural ges distributors as reported by the American Gas

Assoclation. The results of this earnings study show that the level
of return on book capital has been rising over the past 15 years.

This study shows that the rate of return on average total capital of
the groups rated, for the most recent 5-year period, is: 10 General
Telephone companies, 7.3 percent; Bell System, 7.7 perceat; 16 electric
utilities, 7.4 percert; Class A and B electric utilities, 7.l percent;
AGA gas distributors, 8.3 percent; and Gemeral Telephone of California,
6.9 percent. Dr. Foster believes that investments in telephone
utilities are subject to greater risk than investwents in electric
utilities as a class. With respect to degree of risk, he feels that
General 1s above the 16 electric utilities and the Bell System, but
below the gas distributors. Theréfore, he concluded that the rate of
return on total cepital indicated for Genmexal by this comparable
earnings test s in the xange of 7.4 to 8.3 percent. A more precise
conclusion depends upon further analysis of risk differences which
involves considexation of earnings on equity capital.
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For a study of comparable earnings on equity capital,
Dxr. Foster took the same indusCry groups cited above, plus Moody's
24 utilities a2nd Moody’s 125 industrials. The results of this study
showed that for the most recent S5-year period in the study, the Bell
System earned 9.5 percent on equity; GI&E telephone companies earxed
11.7 pexcent; General earned 1l.l percent; and the balance ranged from
& low of 11.2 percent for Moody's 24 utilities to a high of 13.7 per-
cent for Moody's 125 industrials. These differences in earmings are
an Indicator of risk differences. Dr. Foster them looked at the
already fncurred cost of debt and preferred stock capital and the trend
in interest rates. He found the average cost of long-term dedt Co
General was 4.68 percent a2nd the average for preferred stock was 4.91
pexcent. He felt that consideration should be given to the trend in

interest rates and current cost of debt capital to Gemeral because

rate regulation looks to the future. As a result of studies that he

nade, Dr. Foster concluded that it is rezsomable to assume that the av-
erage cost of new debt capital to General, including a margin for cost
of financing, in addition to investors' return requirements, will
average at least 6.25 percent to 6.5 percent for three or four years
into the future. Dr. Foster 1s of the opinion that in determining
reasonable rates the Commission should take account of probable
capital requirements f£or three or four years into the future. Since
General does not plan to issue preferred stock within the near future,
he did not adjust the 4.91 pexcent cost of outstanding preferred stock.
Dr. Foster then analyzed information on general economic
trends as it releted to the falr rate of returm. He studied trends
in gross national product and in industrial production, together with
population growth in the United States, and the effect of experienced




A.49835 et al. NB

inflation. These studies show that since World War II the United
States has experienced a subgtantial rise of'real income, but not
without inflation. In his opinion, because of the effect of inflatiom,
the rate of return on a historical cost zate base should be higher
than £f inflation had not been experienced. If regulation is to

function as a substitute for competition and seek the cnds of effec-
tive competition, returns on already invested capital are properly
to be fixed at the current competitive cost level. Genersl should be
allowed the opportunity to earn returns generally equal to those

alternatively available to investors from past investments under

conditions of fair competition in other industries of coxxresponding

risk; the upward adjustment on account of already experienced inflation
1s a matter for informed judgment in the light of other comsiderations
relevant to the question of s fair returm.

Dx. Foster then considered other aspects of risk. He felt
that the rate of growth in capital requirements for GCeneral is far
more rapid than the average for the Bell operating companies or for
the 16 electric utilities. Further, in the case of the independent
telephone companies, in his opinion, growth is accompanied by attrition
of earnings, and therefore is an additionsl risk factor. He said that
the opinion of investors that telephone utilities are subject to more
business risk and have a higher cost of capital than electric util-
ities apparently had its origins in the impact of the 1930 depression
on maxrket demands for these sexrvices. His charts showed that demand
for telephone service in 1930 declimed sharply with the onset of the
depression, although the growth in household demand for electric
sexvice scarcely faltered. Although he, himself, does not believe
that the experience of the 1930's is sufficient to base a prediction
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relative to the stability of “telephone and electric utilities, in his
opinion, over the post-war years the telephone industrxy has been |
continuously subject to investor uncertainty regarding stability of
the business under adverse -econcmic condicioﬁs. Dr. Foster felt that
market data reflects & melative preference of investors for the
securities of electric utilities. One of his schedules shows that
outstanding mortgage bonds of six among the 16 electric utilities are
rated "Aaa" by Moody's, and that the zating is "A2" in ten instances.
General's bonds are'rated "A". He also compared the {nmvestment
quality as between independent telephone companies and the Bell
operating companies and found that the independent telephone companies
wexe considered riskier by the investment commumity. He then con-
sidered the trend in book cost of plant per unit of service from 1951
to 1966, and the xate of growth in demand for telephonme service in the

area sexved and the rate of growth in capital requirements of Genmeral.

He found that Gemeral has grown at an annual growth rate of 13.5 percent
during 1962 to 1966 and that if this growth comtinues in the future,
the capital requirement during the mext 10 years would be approximate-
ly $3.25 billicn. H{s analysis of growth trends in population, demand
for telephone service, and capital requirements leads him to conclude

that past trends will probably continue in the near future.
Dr. Foster then compared the souxces of new capital for

General and 16 electric utilities. His studies showed that General
will have an extraordinary dependence on capital £rem outside sources,
particularly the common stock capital supplied by the pazent company.
In his opinion, this 1s due in considerable part to the relatively
rapid increase in the new capital requirements, and glso to the in-
adequacy of equity earnings realized by General. He said that if the




A.49835 et al. MJO/NB

company'’s equity earnings had been at the same rate as the average

for the 16 electric utilities in 1964 to 1966, the income available

for capital expenditures would have been scmewhat more than double,

assuming dividends to have been at the same ratio to carnings as the
average for the 16 electric utilities.

Dr. Foster concluded that the risk in return requirement
is substantially higher for Gemeral than for the electric utilities
because of General's sensitivity to business cycle change, instability
of earnings, growth rate in conjunction with cost behavior, and narrow
margins of protection available to the securities. He feels that
market opinion as reflected by bond yields and ratings 1s consistent
with this comclusion.

Dr. Foster then proceeded to estimate the present cost of
common stock capital to Genmeral. Based upon his analysis of various
stock market indicators, he found that purchasers of electric utility
stocks expect an earnings and dividend growth of about 7.5 percent.
His analysis of market data for the most recent f£ive years, which he
feels should be given the most weight, leads him to believe that the
current cost of equity capital is about 10.75 percent for electric
utilities comparable in size with General. To this he added 1 percent
for the risk difference between Gemeral and the electric utilities so
that his estimated cost of equity capital for Cemneral is 11.75 percent.
The margin for difference La risk is necessarily a judgment detexmin-
ation. Considering the factors which he had already discussed, he
felt that 1 percent is reasonably within the results of thé comparable
earnings test. Finally, because this Commission uses a historical

cost rate base, he said that the cost of capital method of determining

a fair rate of return is inappropriate and inapplicable unless an
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upward adjustment is made for the difference between historical and
current cost. His enalysis shcws that the average net investment
expressed in 1967 dollars is 119 percent of the same equity investment
expressed in historical cost dollars. Making the appropriate adjust~
ments to reflect this already experienced inflation, he arrived at the
amount of 13,79 percent as a raturn on equity for the purpose of its
use as evidence of a falr rate of return for application to & mnet
investment rate base. Thus, he conecluded tact the indiccted fair rate
of xeturxn {s 8.34 perceat on the basis of General's zlresdy embedded
cost of debt and preferred stock ceopitzl and 8.62 perceat on the
basis of the projected cost of debt capital through 197i. However,

by applying judgment to this range of 8.34 percent to .63 percent, he
concluded thet the faixr rate of return should be between the xange of
7.5 percent and 8.5 percent, which is within 8 renge consistent with
both the comparative earnings and the cepital attraction tests. He
said that Gemeral must be allowed the opportunity to earn gbout

8 percent on total capitel if its earnings are to be equivalent to the
earnings experienced during recent years by other corporate enterprises
of gemerally similar risk. Electzic utilities of approximately the
same size as Gemeral averaged 7.4 percent on total book capital over
the past five years; gas distributors esrned 8.3 perxcent. Geﬁéral is
subject to greater risk and has a higher earnings requirement then the
typlcal electric utility of comparxable size, but less than for
Industrials as a class and somewhat lower than for typical gas dis-

tributors. The 8 percent mid-point L{s within the limits indicated

by the ecarnings experfence of the electric and gas utilities.
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B. Staff Testimony

The staffu presented one witness, Thomas L. Deal, the head
of the Rate of Return Branch of the Finance and Accounts Division of
the Commigsion, to testify on the subject of the fair rate of return.
Mr. Deal testified that in his opinion there i3 no mathematical

formula that will determine a reasonable rate of return for any company.

The reasonable rate of return is an exercise in judgment which con-

siders the elements and circumstances governing the financial needs
and desires of a given company. Of the three components of the rate
of returxn, debt, preferred stock, and common stock, the cost of debt
and preferred stock is reasonably cextain. The witness prepared bis
Presentation primarily in relation to the return on equity. TFor a
starting point in determining rate of return the witness considered
the reported earnings of Gemeral as compared with other telephone
companies and groups of telephone companies because they are all en-
gaged in the same kind of business. He does not consider this method
similar to the comparable earnings approach because that approach
involves the measurement of risk between ¢ompanies ox groups of com~
penies and, in the witness's opinion, there is no known formula by
which risk can be measured. The information from which Mr. Deal
started is summarized as follows:

Average Average Average Tizmes Long-
S~Year Earnings Earnings Common Texm Debt
Averages on Total on Common Equity Interest
1962-1966  Capital Equity Ratio Earned

16 GT&E Cos. 6 -76./. 10 +&57, 41 -6970 3 -33
16 Indt. Cos. 7 48 12.47 40.37 3.38
7 Cal. Ind.
Cos. 6.91 10.78 45,67 3.82
Generxal 6.58 10.47 38.64 - 3.35
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From this starting point Mr. Deal then comsidered

24 factors in determining the reasomable rate of return.

He rated these factors im the manner of Judgnment rather than on a

quantitative basis. That 1s, he rated each factor on the basis of

whether or not 1t would tend to increase the company's return re-

quiremenz,‘decrease the return requirement, or have no effect on the

return requirement. He did not attempt to quantify each of these

factors by estimating a percentage to be added or subtracted from a

given rate of return. The following table shows each factor plus
Mr. Deal’s judgment as to whether it should be considered a positive

factor (+), that is, tending to increase the rate of return, a nega~

tive factor (-), that is, tending to decrease the rate of return, or

& neutral factor (N), that 1s, a factor that has no effect on the rate

of return, and his reason for rating each factor:

Factor

1. The company’s experienced
earnings.

The reported earmings of
other telephone companies
and groups of telephone
companies.

3. The company's capital
structure.

Rate

Reason

General is by far the largest
of the GI&E compsanies; size
alone 1s an indication of less
risk; Ceneral has not had any
trouble over the past 6 years
in financing.

General'’s S5-year average esrn~
ings 1962 through 1966 on
common equity were slightly
greatex than the average of all
the other GI&E companies; were
greater than ‘the average of all
the Bell companies; and were
less ‘than the independents,
which are much -smallexr companies
with more risks involved.

General's common equity ratio
s relatively low and usually
the lowexr the common equity
ratio, the higher the rate of
retum on equity should be.
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Factor

The company’s affilila- -
tion with GI&E and the -
control exercised by the
parent companye..

The great size and 'strength
of GT&E with its vertical
combinations. -

The growth potential ia -
areas in which the company -
operates.

Total number of employees
has been increasing at a -
far slower rate than net
{nvestment in telephone
plant. :

Very little refunding of
present debt will be
necessary for the next
ten years.

The enbedded cost of debt
will probably continue to
rise in the foreseeable
future. :

The acquisition of Cal
Water & Tel in 1967.

The quality of sexrvice as
reported by staff engineers.

Net {nvestment in telephone
plant has been increasing at
a faster rate than the total
number of telephomes in-
service.

In recent years net income
per telephone has been
decreasing while net plant
per telephone has cortinued
to increase. -

In recent years net income
per employee has besn de~
¢reasing while net telephone
plant per employee has con-~
tinued to increase.

Reason

The large size of GT&E makes
General less risky.

The large size of GT&E makes
for greater stability, fimanc~ -
ing, technical assistance, and
efficiency, all of which
decrease xrisk.

General should be able to effect

econcmies of scale because of
its expanding operetion.-

General's operation should be
less risky because of less = |
dependence on: the human element

and more on automated equipment.

Genexal will not have to return
to the money market as frequent— .
ly during a period of expected
high interest costs.. .

Higher embecded cost of debt
requires a higher rate of .
returne. '

Not able to determine whether
operations. are more Or less .
profitable because of this

Service 1s conmsidered
reasonable.

Net investment in telephoue
plant has been increasing at
a faster rate than the total
mmber of telephones in service.

In recent years net income

per telephone has been decreas-
ing while the net plant pexr
telephone has continued to-
increase.

Net income pex employee has
been decreasing while net

‘telephone plant per employee

b.a.s continued to increase. .




A.49835 et al.

MJO

Factor

Financial impairment which +
could arise out of rapid

and significant increase in
the general level of prices
during a period of inflation
without offsetting authori-
zation for increased rates.

Competition as compared to
a captive market.

Trend of interest rates.

Shifts in population and
industry.

Taxation.

New inventions and tech-
nology and the need to
encourage research and
techmology.

Essentiality of the pro-
ducts to the public.

Failure to take liberalize&
depreciation.

General was able to provide
71 pexcent of 1ts required
funds from intexrnal sources
in 1962, with only 24 pex-~
cent in the year 1967.

Estimated plant requirements +
in the immediate future and
also the amount and nature of
external fimancing that might
be necessary to cover this
construction.

Rate

Reéson

Inflation is a fact at present;
1t will probably continmue, and
therefore leads to more risk.

There is less risk because
of the monopolistic nature
of General, and of the
telephone industry.

Interest rates will continue
to be high in the foreseeadle
future.

If shifts occur there will be
an increase in risks.

There 1is no reliable informa~-
tion as to whether taxes are
going to Iincrease or decrease
in the future.

New inventions and technology
eliminate some of the risk of
telephone operations and lead
to greater efficiencies.

Communication is now so
essential to civilization that
even a recession or depression
should have only & minimal
effect on the demand for
telephone servicee. ‘

There is less risk when
liberalized depreciation
is not taken.

Total financing has been
increasing and the portion
of internally generated funds
has become considerably smaller.

An expanding utility has a need
for higher revenues because of
the lag between the time the
plant components are purchased
and the time that its full
potential is realized £xom this
additional plant investment.
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Based upon the above factors, and comsidering the earnings
of other telephone companies, Mr. Deal reccmmended a rate of return
in the range of 6.90 percent to 7.20 percent to be applied to an
original cost rate base for the intrastate operations of General. He
recommended & range rather than a specific percentage becsuse there
are s0 many imponderables in settimg rates ‘to produce a specific
allowed rate of return over & period of time that a fixed rate of
return 1s rapidly rendered obsolete. Among these impondersbles are:
fluctuations in the short range demand for the utility’s services;
fluctuations in operstizg expenses; varlstion ic the amount of plast
necessary to produce a given amount of revemues; fluctuations in the
cost of money; and, the ‘continued effect of f{aflation. In the
witoess's opinfon, his recommended rate of return will be sufficient
to attract capital and compensate for risk. His recommended rate of
return produces a return on equity in the range of 9.3 to 10 percent.

The witness said that it is not necessary to weigh risks
such ag reduced revemue due to business recession, cessgtion of
operation because of strikes, destruction of property on account of
earthquakes, stomms, floods and the like, and the possibility of
obsolescence because these are general risks applicable to all com~
panies, and General should not be singled out to get special consider-
ation because of this kiod of risk. Mr. Deal did mot consider any
utilities other than telephone companies, nor did he consider non-
utilities. In his opinfon, nomutilities and nontelephone utilities
are not compaxable to General. Specifically, when asked about the
'c0mparison.with electric utilities, Mr. Deal stated that be did not

believe that any compaxative study of Genexal with electric utilities

would be xelevant.
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.C.  City of Los Angeles' Evidence

" The City of Los Angeles presented'one witness, Manuel Kroman,
an engineer, to testify on the subject of the fair rate of return.
Mr. Krowsn stated that the fair rate of return to be allowed Gemeral
should be fixed in relation to the rate of return which he recommend-
. ed for Pacific in its just completed Tate case. (Decision No. 74917,
dated November 6, 1968, in Application No. 49142.) 1Imn his opinion,
the rates of return of both Gemeral and Pacific shpuld be reasonsbly
related to each other because (1) there has only recently been com~
pleted a £full scale showing on Pacific's rate increase application
iﬁcluding extensive evidence or the rate of return issue; (2) these
two utilities, Genmeral and Pacific, are operating side by side,
under the seme state regulatory jurisdiction, in essentially the same
economic climate, and with the responsibility for providing essen-
tially the same service to the public: (3) both these utilities are
among the largest in California, and they are both affiliaces_of
nationwide telephone systems; and (4) the service and rate disparity
problems confronting Gemeral are inherently xelated to the service
and rates of Pacific., The witness stated that in the Pacific rate
case he recommended that 6.75 percent was a fair rate of return to
be allowed on Pacific's intrastate operations. Using‘thac recommen-
dation as a starting point and applying pertinent regulatory princi-
ples bearing upon a fair rate of return, the witness then made prag-
watic adjustments to that 6.75 percent to reflect the particular
facts and circumstances which distinguish Gemeral from Pacific.

The first adjustment he made reflects the differences in
the cost of embedded and near~term future debt, and the

cost of outstanding prefexred stock. Substituting Genmeral's

5.04 percent debt cost rate in place of Pacific'’s 4.25 percent

-27-
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rate, and General's &4.91 percent preferred stock cost rate in place

of" Pacific's 6.55 percent rate, the weighted cost of capxtal which
was 6.75 percent for Pacific, becomes approximately 7 percent for f‘
General.

The pext edjustment the witness considered was General's
smaller size and greater rate of growth. He said that both of thes
relationships warrant an increment in rate of return according to
accepted regulatory practice. The size of the increment is neces-g*
sarily a matter of judgment. Although Gemeral is smaller then Pacif-
ic, it, nevertheless, is a very large utility; it is more than twice
as large as San Diego Gas & Electric Company and is also larger than
a number of Bell System operating companies. For these reasons
Mr. Kroman concluded that only 2 relatively small differential in
allowed rate of return would be appropriate to reflect the difference
in size between General and Pacific. The witness' studies showed that
Genmeral's rate of growth has been more rapid thau Pascific’s, although
the amnual dollar gtowth in Pacific's plent has been some three times
as great as Gemeral's, On a judgment basis the witness reflected
these differences in relative size and growth by applying an incre-
nent of .15 percent to the 7 percent figure previously developed.
Finally, the witness adjusted this 7.15 bercent dowmward in the smount
of .25 percent as a penalty for Gemersl's service deficiencies and
high rates, using Pacific as a standard for comparison. Mr. Kroman
based his opinion concerning Gemeral's poor‘service on the evidence
present in this proceeding and the lack ofAcomplaints concerning
Pacific's ser&ice. Decision No. 74917, which granted a rate increase
to Pacific, also crcated new settlement agteemcnts between Pascific and
General which increased Gereral®s income from‘interchanged traffic in
the Los Angeles Extended Area. This increesed income was tsed to
reduce rates in Genexal's exchanges. In the witness opianion, this

method of olimivating a rate disparlzy'by :ncreaszng rates to

-28-




A.49835 et al. .NB

subscribers of Pacific and transferring that increcase to Gemeral does

not adequately meet the problem of Gemeral's higher costs and higher
rates than Pacifi;'s in adjacent territory. Based om the foregoing
considerations, the witness concluded that the fair rate of return for
General on its intrastate operatioms is 6.9 pexcent. This produces a
return on equity of 9.3 percent.

Mr. Kroman then stated that if the Commission were to dis-
agree that his recommended rate of returm for Pacific, 6.75 percent,
was inappropriate as a starting point, still, his approach should be
adopted. That is, he believes that Gemeral's rate of weturn should
be set by adding an increment to Pacific's allowed rate of return to
reflect differences in size and growth, and imposing a penmalty for
deficient service and relatively high rates. On cross-examination
Mx. Kroman computed General's rate of return using his method, but
substituting Pacific's 6.9 percent rate of recturm as found by the
Commission in Decisiom No. 74917. The result is 7.2 percent. He did
not recommend using 7.2 percent.

Mr. Kroman also testified at great leﬁgth in eriticism of
Dr. Foster's methods of reaching a fair rate of rcturn. This criti-
¢ism will not be set forth here but, to the extent that we feel it is

valid, will be considered in our discussion of rate of returnm.

D. Discussion

For the reasons hereinafter stated we find that the fair
rate of return for General should be within the range of 7.0 percent
to 7.4 percent. Rates should be set to permit a 7.2 percent return.

A summayy of the recoumendarion of the three experts, in

tabulax foxm, shows:




FOSTER : DEAL

KROMAN

{Capitalt Cost :Weighted:Capital:

item Ratios iFactor; Cost :Ratios :(Factor:

Cost :Weighted:;Capital: Cost
Cost

Heighted;
Cost ¢

Ratios Factor

559 4.68%1 2.57%  51.6%  5.08%

- 5.20% 2,86

Total debt
6.50
4.91

9.30
10,00

1.1
4.4-
42,9

Bank loauns
4,91
13.79

0,25
5.52

Preferred stock 5

Conmmon stock ecquity 40

8.34 100,00

8.63

Total 100

2.62%

51,8074 5.044  2.,6117%

4,91
9.723

0.215
4,260

4,37
43,83

100,00 7.086

. Recommended

rate of return Range 6.90% to 7,20%,

Range 7.50% to 86.50%.

Present embedded cost.,
Estimated enbedded costs at 12-31-71,

Based on Los Aungeles's recommended 6.757 rate of return
for Pacific in Application RNo, 49142,

This figure would be 7,27 if Mr, Kroman's method

and adjustments were applied to Pacific's allowed

rate of return of 6,94, -

e w0 AV 08 we sE WM

6.92§ after adjusting for
General's smaller size

and greater growth than
Pacific's, and for sexvice
deficiencies and rate
disparities,

ax0doy pasodoxd “*1E 29 GEREH°Y
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1. Capital Structure

The capital structure of a utility has a direct influence
on the total cost of capital. The cost of equity capital normally
will be higher if there 1s a large amount of outstanding debt because
the risk to the equity holder is greater because of the prior clain
of interest charges and the fixed nature of this claim. As the senior
securities become relatively smaller in aﬁount the risks decrease
correspondingly. In the present case the staff witness used the
capital structure of General as he anticipated it to be as of
Decenmber 31, 1968, as a base for his rate of return study; Dr. Foster
used & pro forma structure. The differences are not great.

Deal Foster
Total Debt 51.6% 55%
gﬁgﬁéﬁiiﬁss:ock i:k 5
Common Stock 42.9 40

Occasionally, in rate cases, pro forma adjustments to capitsal
structure are made. Such adjustments usually adjust debt upward and
common equity dovmward to create a more favoxable cost of capital and

to take advantage of the tax laws. At present taxes it costs the

ratepayers about twice as much to provide a one dollar return on

common equity than to provide one dollar interest om debt. In our
opinion, it is preferrable to use the actual capital structure, OTr as
close an approximation as possible, unless it is entirely inconsistent
with good regulatory practice. All parties agree that General's
current debt-equity ratio is reasonable; therefoxre, we will use the

capital structure advocated by the staff.
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Cost of Capital

a. Llong~Texm Debt

Dr. Foster asserts that we should recognize the upward
trend in {nterest rétes and consider the prospective cost of debt
capital when determining the cost of debt. In his opinion, a cost
of 5.20 percent would adequetely reflect this trend. Mzx. Deal would
only recognize the embedded costs of debt, which he computed at 5.08
percent. The Commission’s general practice is to reflect only the
historical cost of debt when determining rate of return and we do not
feel that a deperture from this practice is warranted. Our views on
this are reinforced by General’s recent experience in the bond market.
General delayed a $60,000,000 7 percent bond issue in December 1968
because it felt interest rates were too high; it sold the bonds
January 1969 at a cost 6£ 7.2 percent. Perhaps bond interest ought
to have been lower in January. We do not wish to be in a position
of guessing the near-term bond market; we will use an embedded cost
of 5.08 fercent. To the extent that upward trends in interest, and
inflation, should be comsidered, such consideration should be re-

flected in the return on equity-
b. Bank loans and Preferred Stock

All parties agree that the cost of preferred. stock sbould
be embedded cost with no adjustment, and no oume suggests that the cost
of bank loans should be adjusted. We will use 4.91 percent as the
cost factoxr of preferred stock and 6.50 percent for bank loans.

¢. Common Equity

The testimony presented by Dr. Foster im this case 1s

essentially an update of testimony presented to the Florida Fublic

Service Commission in its rate case concerning General Telephone

~32-
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Company of Florida (FPS Com. Docket No. 7766-TP, Order No. 4137, cated
Februazy 15, 1967). The Florida Commission’s comments on Dr. Foster's

testimony accurately reflect the conclusions we have reached after our

analysis of Dr. Foster's present téstimony-

The Florida Commission said:

"Dr. Foster, on behelf of the Company, developed

a series of studies concerning growth, earnings,
dividend yields, etc., in regard to electric,
ges distributors and pipelines, nmanufacturing
and telephone companies. He made no attempt €O
study other Ceneral System companies, nor did he
attempt to show or measure the effect om risk of
being a part of the Genewal System. He might
have, but he did not, attempt to compare General
of Florida with any of the several operating
companies of the Bell System. He attempted,
simply, to treat Gemeral of Florida as an inde-
pendent telephone company. Frankly, this obvious
disregexd of the other General System Compsnics
and Bell System operating companies as a possible
step in his comparative earnings test leaves us
somewhat perplexed. In the absence of probing
analysis, it would appear that one would have

to look far before finding two cmterprises with
such similar characteristics and risks. 1

"In the recent Southern Bell case we said that

we were not prepared to completely agree with
Respondent's witnesses in their contention that
there is a greater risk conmmected with the
telephone business than with the electric util-
ities. After reviewing at some length Southern
Bell'’s xvelationship with the Bell System, and

the obvious advantages derived from such rela-
tionship, we recalled that for many years the
telephone industry, as exemplified by the Bell
System, has traveled on the accepted assumpfion
that there is a greater risk connected with the
telephone industry than with the electric utility
business. We then suggested that this long-
accepted theory, more and more is being questioned
by regulatory authorities and the telephene indus-
try needs to update its own thinking and viewpoint
in this matter. In the present case we have &
vexy similar situation. The Company's witness
attempts to show that possibly there is some

In the casé at bar, Dr. Foster presented somé studics of selected
GISE System companies and Bell System companies, but ke made no
attempt to utilize these studies.
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substance to this theory. We have not been con-
vinced, and we wonder why a member of the General
System would place such emphasis on comparisons
with electric utilities, and completely bypass
what would appear to be moxe easily justified
comparisons with operating companies of the Bell
System. We have not had the advantage, in this
record, of such 3 comparison, and do not know
what would result from such a study. Such a com-
parison should have been made, oxr some explana-
tion given for its omission. In all frankness,
we are no louger impressed with complex studies
and adjustments that attempt to picture a Gemeral
System operating company as an independent tele-
phone cempany and then compare its earning
requirements with that of strictly independent
telephone operations. Operating companies of the
General System, including Gemeral Telephone Company
of Florida, need to update their own thinking

and viewpoint in this matter. They belong to &
great system of affiliated corporatioms, Organ-—
ized and operated from top to bottom along lines
quite similar to the Bell System pattern. The
Tisks inherent in the telephone business for 3
General System operating company and a Bell
System operating company are quite different

from the risks which may be related to a purely
independent telephone company. The risk factor
in the regulation of telephone utilities affil-
lated with these two great systems needs to be
reevaluated and approached on a realistic basis.

"In the recent Southern Bell case we said that
insofar as the investment risk is concerned,
there is probably no public utility which en-
joys anything like as enviable a risk position
as an Associsted Company of the Bell System.
To a considerable degree this is also true of
an affiliated company of the General System.
This very affiliation, and the many benefits
inherent in such a relationship, serves to
lessen to some extent the return required by
the affiliated c¢company. ...

"Auy study of the earnings requirement of a pub-

lic utility, which ignores or overlooks affilia-
tions and relatiomships that exert far-reaching
fnfluences on the whole gamut of the utility's
operations, misses the mark and fails to give the
regulatory agency a reaiistic view of sctual con-
ditions." (General Tel. of Floxzida (1967) FPS

Com. Docketr No. 7766-TP, Order No. 4137, pp. 47-49.)
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The FCC has also commented on this penchant for telephone

utilities to compare themselves unfavorably with electric utilities.

In American Tel. and Tel. Co. (1967) 70 PUR 3d 129, the FCC said:

"So far as individual electric utility companies
are concermed, it appears that Bell faces fewer
long-term risks. Individual electric companies
have direct competition from the gas industry
as an alternative means of providing the same
service. Thus, space heating and cooling, water
heating, cooking, and refrigeration can be done
by either gas or electricity, and this lively
competition is reflected in numerous advertising
campaigns. There 1s no such choice between
telephone companies. ... '

"Individual electric utilities £ind competition
£rom publicly and privately owned power systems.
Such power systems can and do supplant sexrvices
provided by an individual electric company. On
the whole, electric companies individually do
face a higher degree of risk than docs Bell.
However, by any tess, Bell does not fece any
long~term risk as great as 'any of the individual
electrics. ...

"Respondents contended that telephone companies
are more susceptible than electric compenies to
loss of earnings i the event of a buciness de-
cline. Respondents fafled to Cemonstrate this,
however, and relied on general contentions that
telephone companies have more competition than
electric companies; telephone expenses are less
variable than those of electric companies, hence
<Annot be as well controlled in a recession;
electric rate structures insure a lesser declime
of revenues during a recession; electric compan-
ies have fuel adjustment clauses by which in-
creased fuel cocts cen be passed on to customers;
electric companies can shut down their highest
cost plant as output demand declines; telephone
companies have a higher proportion of labor ¢ost
which makes them more vuizerebie in an inflation-
axry period; and telephons service Ls morxe sus-
ceptible to cancellation in & recession. The only
indication of record to support thesc contentions
1s that ia the pre~World War IT great depression
years of 1932-1935, the operating revenmues of the
Bell System fell somewhat more than did the
electrics. We do not accept so remots a period
4s indicative of current conditions or possibil-~
i{ties. We think that the dependence upon
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telephone service is now so deeply embedded in
the fabric of our society and economy that the
experience of the 1930's is no longer valid.
This assumption is buttressed by the fact that
respondents no longer contend, as they have in
the past, that interstate service merits a
higher return than intrastate service on the
ground that it is more subject to fluctuation
and riskier.'" (70 PUR 34 at 187-189.)

The FCC concluded that "the evidence would indicate respondents to

be less risky ‘than individual electric companies.” (70 PUR 3d at

191.)
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This Cemmission has also specifically rejected a theory
of risk measurement that compared telephone utilities unfavorably
with gas and electric utilities. (Pacific Tele& Tels (1964) 62 CPUC
775,800.) That case involved Pacific but its reasoning is just as
pertinent when applied to Gemexal, In our opinion Gemeral, standing

alone, is no more risky than individual electric companies and, when
General is considered as a part of the GISE System - and by fax the
largest telephone operating company in the system - our opinmiom is
reinforced,

Dx. Foster's use of tables, charts, graphs, curves, tremds,
history, etc., albeit mellorated by judgment, can be persussive only
in relation to his underlying assﬁmptions. The infercmces Crawm
from the use of any series of statistics depends, to a great degree,
on the assumptions applied to the statistics. For instince,

Dr, Foster zssumes that telephone companies sze more risky than
electric companies, and that electric companies are less rlsky than
gas companies., He also assumés, in his pfesen:ation of a comparable
earnings test, that averages of earnings mﬁ averagze cormonr stock
book czpltal for the period 1962-1966 are appropricte itcms fox
comparison. Im this period, Gemeral's average esrrings on cemmon
equity was 10.47 percent and 16 selected electric utilities was

13.3 percent. Applying his assumption that tclephone ccmpenies are
more risky than electric companies, Dx, Foster concluded that to

the extent thgt this test is ugeful General should earn at least

13.3 percent, But underlying this result is the zssumption that

2/ It seems to us that if Dr, Foster were comsistent ke should
conclude that something more than 13.3 ‘percent should be
earncd because of risk differences.
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the earnings of the electric utilities are reasonable -~ and thexe

is no proof that such earnings are reasomable. Further, in this

same period gas distributors earned 12.2 percent on average common
equity. If those earnings are reasonable, then the electric earnings
are ureasonably high, since electric utilities are, by Dr. Foster's
assumption, less risky than gas companies. Of course, it could be

argued from these same statistics that the earnings of gas

distributors are low. The point is, the statistics are a less
important part og the equation than the assumptions to which they

will be applied, As we do mot agree with Dr, Foster's assumptioms,
we camnot accept his conclusions. |

We will belabor the issue of statistics and assumptions
only once more. Dr, Foster bases his assumption that investors
consider the telephome business to be riskier than the electric
business in part on certain revenue statistics compiled from the
depression and war years, which statistics lend support to his
thesis. His cutoff date is 1945. However, as the witness for the
City of Los Angeles, Mr. Kroman, pointed out, a wore relevant period
to compare trends in telephonme and electric revenues is betwsen 1947
and 1966. In that period "the business recessioms of 1954 aad 1958
cause only slight dips in both revenue tremds and that the telephone

revenue trend is no more irregular than the electric xevenue trend,”

3/ Dr. Foster also said, and all others agree, that electrics arxe

= 1ess risky than industrials. Yet the electric return of 13.3
percent for 1962-1966, which Dr. Foster considers reasonable, is
che same as the return for Moody's 125 industrials for 1951-1965.
Geperal says this is sheer coincidemce. Of course, statistics
merely are; whether any two are coincidental depends on who's
looking at them.

-38-
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Dr. Fostexr's choice of data, instead of pointing to a valid result,
appears, rathex, to be used to substantiate a preconceived result.
We, no more than the experts who testified, have no

talisman by which to determime with certainty and precision the

fair rate of return, Like those who attempt such determimationm,

we ¢an rely on no formula, no set criteria, but only on informed
Judgment, Nevertheless, informed judgment must bave a starting
place, and the best plase to start, in our opinion, is with 2
comparison of Gemerxal with telephone companies of coxporabie size;
which companics are all part of the Bell System, No other GT&E
operating company and no independent telephoae coxpany Is comparable
in size with General.

In making this corparison we recoznize that Gemeral is
part of an cxtensive system of telephome operating companies and
supportivg companics which, to a great degree, ic similar in formm
to the 2211 System, We also vecogmize that the Eell System operztes
approximately 83 percent of the telephomes in the United States as
comparxed to GI&E's operating about 8 percent, This differcnce z2lome
makes Ezll a morxe stable and loss risky system thom CTIE. Ve also
consider capital structure 2nd 2sgme that a compsny w...:h lower
equity-debt ratio is more risky than a similar ccmpany with a higher
equity-debi: ratio, This is so because holders of cquity in the
low-equity company have less cushion, znd beocause hoidexrs of debt
require sufficient interest coverage. We must teaper this couwparisen
in the knowledge that to base a rate of return on comparisons has
a circular effect. The more select the group compared witk, the

more circularity; the broader the group, the less comparable the
features.
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The evidence in this case shows the following comparison:
EXHIBIT 84 TABLE 10

Comparison of Reported Earnings on
Average Total Capital and Average Common Equity
Bell System Companies
5-Year Averages 1962 - 1966

Average :  Average : Average : Times Long-
Earnings: Earnings: Common : Texm Debt
Range of Bell On Total: On Common: Equity : Interest
System Companies Capital : Equity : Ratio - Earned

Average 7.33% 8.60% 74.20% 1C.65
High 8.34 2.39 90.35 40,80
Low._ 5,57 6.37 61,20 4,66
Median 7.41 3.73 74,02 3.03

49 40 ¥ w2

44 4 A% Ay

At the outset, it appears to us that the recorded average
earnings of General on common equity, in the recent past, have not

been too low; although it may have been too high, even with allowance

for capital structure variations.

From this starting point we can only call attention to the

factors that have influenced our judgment. We know of no way to
quantify these factors; but some have been given more comsideration
than others. One factor we did not comsider was quality of éervice.
For the purposes of rate of return we assume service is adequate.
We will have a great deal more £o say about sexvice, and its effect
on rate of return, in another portiom of this opinion.

We have weighed all of the factors comsidered by the
experts who presented testimony but we will only discuss those which
we feel should be given the most weight under present economic
conditions. We consider importént General's ability to attract
capital. General is an expanding company. In the past 10 years
its met plant has grown from $300,000,000 to over $1,000,000,000.

Projections predict comparable growth over the next 10 years.

=40~
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Over the past tem years it has issued bonds in the amount of
$305,000,000 on terms as favorable as other telephone companies of
similar capital structure., Because it sells all of its common
stock to its parent, there 15 no evidence of common stock market
price and attractiveness to Zndependent investors. 3But we note
that GT&E has been purchasing stock of General, and, in fact,
General's equity ratio has increased over the past few years., In
addition, the evidence of Gemeral's chief officers is that Gemeral
has pever reduced capital expenditure programs or maintenance
because of lack of funds, We comclude that in the recent past
General has had no difficulties in attracting capital at reasomable
ratesa.

We have also considered the physical area of Gemexal's
growth. This area, chiefly the suburbs, has been growing 2t a
faster rate than central areas. Although this growth requires
comuensurate increases in plant, the area will, in our cpinion,
provide a steady, increased use of this plant, and thercfore
reduce xisks Inherent in such expansion., We feel that when 2n
investor locks for new business prospects a prime comsideration
1s the location where the company will do bucimess. The better
the location, the less the risk of investment, From this view~-
point, General's location is excellent.

Inflation has also been given conmsideration. No onme
denies that we are in a period of a2 more than mild inflation.
But, when considering this issue in determining rates for the

future we must also comsider our obligation not to add to the

Inflation, and we must weigh the effect of the efforts of other
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governmental agencies in curbing inflation. Just as interest rates

have gone up precipitously in the past two years, so they might come
down just as precipitously im the mext two years, depending in part,
upon the actions of various federal agencies.

Finally, we have considered the interest of consumers.
Their interest in adequate service we will discuss elsewhere.

Herg we consider the fact that they are essentially captive
customers of the utility. They must pay, willy-nilly, any rates
we set, or they do without. And, of course, it is our job to see
that they do not do without. Essential telephome service cammot
be priced out of the range of even a small portion of potential
users,

Based on the foregoing we find that a reasomable return
on common equity for Gemeral is within the range of 9.50 percent
and 10.50 percent, As applied to Gemeral's capitsl structure and
embedded cost of debt, as found reasomable above, this results in
a fair rate of return to General within the range of 7.0 percent
to 7.4 percent.

We have chosen & ramge of return rather than a specific
percentage in order to provide the maxdimum incentives to the
regulated company to achieve efficiency and economy in operation;
to recognize that we camnot predict the future with clarity and

confidence; to acknowledge that the techniques employed in arriving

at a fair rate of return are imprecise; and to lessen the prospect

of another major rate case in the mext few years,
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Just as fixing 2 rate of return is imprecise, so, also,

setting rates to achieve this rate of return is imprecise. On

General's intrastate rate base each change of 1/10th of ome percent

in rate of return reflects approximately 2 million dollars of gross
revenue. Yet on estimated revenues of over $300,000,000, a one per-
cent error in fixing rates is much more than 2 million dollars. In
our opinion, in order to compensate for variance in projected reve-
nue, rates should be set to yleld a 7.2 percent return. If the
xates set produce revenues somewhat less than anticipated, the
company will still be earning within the zone of reasonableness; and
if the rates produce somewhat more, the public is still paying no

- moxe than a reasonable rate. This approach obviates the need for
future hearings to adjust minmoxr discrepancies.

To test our return we note that at 7.2 percent it provides
2 10.0 percent return on common equity and at 7.4 percent, the upper
end of the range, provides & 10.5 percent return on equity. This
result, while lower than the return onm equity earmed by a selected
group of 10 GT&E operating companies over the period 1962-1966(see
Exh, 105, Chart IXI, and Exh. 10, page 4), is higher than the
8.6 percent earmed by the Bell System operating companies in the
same pexriod. In view of the success of the Bell System's financing,
the authorized rate of return should pexmit Gemeral to finamce its
equity requirements satisfactorily.-

The consumer bears the ultimate burden of the rates estab-
lished and we feel that it is appropriate to determime the consumer
burden of a 7.2 percent rate of return for Gemeral compared with
the consumer burden of the return allowed Pacific inm Decision
No. 74917. The following table demonstrates that the 10 to 10.5

pexcent return on equity for Qeuexal cowpares xveasonsably in this

~43-
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respect with Pacific’s return (and incidentally with that of the
S0 largest electrics referred to in Decision No..74917)..

SUBSCRIBER BURDEN OF RETURN FOR
GENERAL TELEPHONE vs. PACIFIC TELEPHONE

General Tel. of Calif.
: : . Us:.ng.fZW
- Pac. Tel.& Tel.Co. . At 7.20% . Total Cost Factor
:Capital: : Cost :Capital: - Cost :Capital: : Cost
Ttem :Ratios :Cost :Factor:Ratios - Cost :Factor:Ratios - Cost :Factor

Long-term Devt 35%  L.38% 1.55 51.6% 5.08% 2.62 51.6% 5.08% 2.62-

Advances or Bank
Loans 3 6.00 .18 1.1 6.50 .07 1.1 6.50 .07

Preferred Stock 2 6.5 .13 L4 LS .22 L4 L9 22
Common Equity 60 8.40 5.0 _42.9 10.00 _4.29 _42.9 0.6 _L.LO
Total Return  1O0% 6.90 100.0% 7.20 100.0% - 7.40

Roquired for Related
Taxes - 5.52 4.82 5.02

%
Total 12.42 12.02 12,42

* Total for return and taxes using 7% for state and 48% for federal.

?:Lnally, interest coverage may be appraigsed in view of
General's need fox a competitive position in the debt market. At a
7.2 pexcent rate of return om a rate base of $934 milliom, earnings
after taxes would be $67,250,000. This would provide approximately
2.7 times interest coverage after taxes. This interest covexage
coupares favorably with other A" rated bonds of GI&E subsidiaries
(Exb, 105, Table XVIII).

We conclude that a 7.2 percent rate of return should ensble
General to continue to finance satisfactorily and at the same time
avoids undue burden om the ratepayers of Califormia,

[T Y SN L LYY
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IIX
AFFILIATED INTERESTS

Since the Commission was created it has concerned itself

with affiliated interests and their impact on the cost of sexvice
furnished to the public. In 1912 the Commission stated im substance
that when 2 utility's plant was constructed by a subsidiary

company, the resulting affiliated relatiomship would always call

for the most careful scrutiny by the Commission in a rate case or
an application to issue stocks, bonds, or other securities to pay
for the construction. (Southern Sierras Company (1912) 1 .CRC

556, 553.)

The Commission's concern with affiliates has continued

through its history. Typical of its regulatory treatment of
transactions between a utility and an affiliate supplier is that
found in a 1962 water company decision:

"The adjustment proposed by the staff is based on

the principle, among others, that services and
facilities purchased by a utility from its asso-
ciates should not, for rate~making purposes, include
a return greater than that which would exist had the
utility performed the service or installed the.
facilities itself.

"...adjustments made by the staff assure that
applicant's ratepayers will not be unduly burdened
with profits of an associated company that directly
or indirectly, through ome or more intermediaries,
control, or are controlled by, or are under common
control with Southwest Water Co." (Southwest Water
Co., Decision No, 564435 dated November £, 196Z in
Application No, 43539 (umreported).)
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This same principle zas been applied to the Pacific-
Western Electric relationship. In 1964 the Commission, im

regaxd to Pacific, said:

"To assure that respoendent’s ratepayers will not
be unduly burdened, we find that Western's
profits on sales to respondent, for rate-making
purposes, should be adjusted so as to be no
greater than that allowed respondemt.” Pacific
Tel. & Tel. Co. (1964) 62 CPUC 775, 315, affirmed,
Pacific Tel. & Tel, Co. v, PUC (1965) 62 C 2d
W*

[/
> L]

This principle was reaffirmed by the Commission in the recent

Pacific rate case. (Decision No. 74917 dated November 6, 1963
in Application No. 49142.)

In 1958, the latest decision on a rate application by
Geaeral, the Commission said in regard to a similar proposed
adjustment applying the above principle to General’s purchases
from its affiliated manufacturing and sales companies:

"While the evidence in this proccedimg indicates
that certain analogies may be drawn between the
applicant - affiliate and the Pacific-Western
Electric zelationships, such evidence, in our
opinion, does not establish that the two situ~
ations are so nearly alike that the treatment to
be accorded the two should be identical or even
parallel. As a matter of fact, the two situa-
tions are unlike in a number of important respects
and there are numerous distinctions between the
coxporate relationships and the methods of trans-
dction of business of the two.”" (General Tel. of
kalif. (1958) 56 CPUC 477, 481-48Z.)

4/ In fact, the principle is commonly known as the Western Electric
adjustment because its impact in dollars om utility rate making
has been greatest in cases im which the rates of Pacific have
been the subject of a gemeral rate lavestigation.

-lGm
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However, the Commission went on to say:

"It is proper and indeed essential that this Commission
have before it information upon which it may form a
conclusion as to the existemce and extent of any
unreasonableness in charges which may result from
utilicy-affiliate relationships to the detriment of
the ratepayer, The staff inquiry is helpful in
reaching a conclusion in this respect. It is expected
that a similar inquiry will be made in future rate
Proceedings concerning applicant, to the end that

this Commission may be assured that the public imterest
will continue to be protected.” (56 CPUC at 483).

A. Adjustments for Purchases from Automatic Electric Company

1. Reasonablenmess of Automatic's Prices

Autematic, 100 percent owned by GTSE, is the developing,
manufacturing, supply, and distributing company for the telephome
operating companies controlled by GISE and is a leading supplier
of telephone equipment to the remainder of the independent telephone
operating companies in the United States., Automatic operates foux
manufacturing facilities: two in Illinois, one in Wisconsim, and
one in Californifa. These facilities manufacture such items as
switchboards and dial switchboaxd equipment, lime concentrators,
PABX cquipment, loading coils, switching cquipment, step-by~step
central office equipment, electronic cemtral office switchboards,
station apparatus, and other items too numerous to mention.
Automatic divides its products into two principal categories,
eCLUiPﬂient and supplies. Equipment includes all items manufactured

by the company; supplies include materials manufactured by otbexs
for which Automatic is a distributor. |
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Automatic has always been the leading supplier of
telephone equipment to the mon-Bell market, Prior to its
acquisition by GT&E in 1955 Autematic, as part of the Gary group,
supplied its Gary-affiliated telephome companies as well as the
much larger non-Gary market. In its present position as a
mexber of the GI&E System, Automatic's domestic telephone market
continues to include the independent telephome compamies but the
part of that market which is affiliated has increased substantially
from about 7 pexcent at the beginming of 1955 to about 45 percent
at the begimning of 1968, as measured by the ratio of the number of
affiliated telephones To the total number of indcpendent telephomes.

In the cale of equipment and supplies Autometis conipetes
with subsidiaries of several large companies. The competitors
include Stromberg-Carlson Corporationm, a subsidiary of Gemeral
Dynamics, I.T.T.-Kellogg, a subsidiary of International Telephome
and Telegraph Cowpany, and North Electric, a subsidiary of
.Uﬁited Utilities,

General asserts that the prices it pays to Automatic
for equipment 2nd supplies are reasomable and, therefore, the

Commission has mo power to disallow any portion of such payments.
General admits that it has the burden of proof om this proposition

and claims that it has met such burden.

General argues that nom~Bell telephone companies, |
including Gemeral, purchase equipment and.supplies in a competitive
market; equipment is manufactured for this market by Automatic
and four other large manufacturers; supplies are discribucedvby

Automatic and numercus national and regiomal distxributoxs; and
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the competitive forces in this market determine the prices that must

be paid by non-Bell telephone companies. General asserts that there
are tvo principal tests for determining reasonablemess: (1) the
price Gemeral pays for equipment and supplies as 'compared with
price of equipment and supplies from other sources; and (2) the
price Genexal pays to Automatic as compared with the price paid to
Automatic by nomaffiliates for the same materials.'

General compared prices paid by it to Automatic with
the prices of other suppliers. A cemparisorn of 100 items shows
that Auvtomatic’s prices were lower for 34 items. TFor 20 of these
items, Automatic's price was less tham 5 percent lower than
its competitors, For 10 items Automatic'’s price was higher than
its competitors and for five of these items, the difference was less
than five percent of Auteomatic's price.

General then offered evidence to show that prices paid
by it to Automatic are no more than the prices paid to Automatic
by nonaffiliates, It argues that this is a valid criteriom of
reasonableness because: The prices charged to nonaffiliated
companics by Automatic are significantly influenced by the
competitive alternatives available to those companies; these
nonaffiliated companies seck to buy on the most favorable terms,
all factors considéred; competitive forces, therefore, limit the
prices that Automatic can charge to nonaffiliated companies;
Automatic sells these products at the same or lower prices to
General; and for telephones and components, the same or similar
prices are charged. Omne of‘General's exhibits (Exhibit 18,
Schedule 8) shows that for 70 out of the 101 products iisted, the

prices for affiliated and nonaffiliated companies were the same,
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while for 31 products prices to affiliated cowmpanies were lower
than for nonaffiliates. Automatic uses the same general pricing
procedures to determine prices charged to affiliated and nom-
affiliated companies for custom manufactured equipmenmt. Automatic
asserts that its prices are determined in a comperitive market
which imposes a checkrein on'the reasoncbleness of its prices;

and this checkrein is effeective because nomsffiliated companies
buy. Gemeral's arguments are mot persuasive.

Its argument based om a comparison of prices of various
manufacturers resulted from an amalysis of published list prices.
This argument loses much of its forece because thexe is mo showing
that the published list prices are the same as the actualiprices

paid for the products, A witmess for an independent manufacturer

of telephone equipment pointed out that discounts from list prices

are made by telephonme equipment mamufacturers. It is.the actual
prices paid, taking into account discoumts that might accrue to
General because of its large purchasing needs, rather than list
prices, that should be compared, if in fact any comparison is valid.
Comparability of manufacturers and suppliers was not established
and the reasonablenmess of other company prices, cven assuming
comparability, was not demomstrated. Moreover, the massive and
unique market emjoyed by Automatic im the purchases by operating
telephone companies provides an advantage so great in volume alone
that competition is effectively eliminated., Automatic has a stable,
assured, and captive market. Were Automatic's ability to manufacture
not more efficient than outside suppliers wiwo do mnot possess the

advantages eajoyed by Automatic, the vexry exlstence of Automatic
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under GI&E's control would be subject to great question, We find
that little, if any, weight can be accorded such price comparisons
in judging the reasonableness of Automatic's prices.

The argument that the similarity of prices paid by
nonaffiliztes and Gemeral to Automatic is a valid standard to
determine the reasomablemess of Autematic's priéés must be
examined in relation to the size of the CISE Syétem and General
to all telephome sérvice in the United States. General's contention
that the prices charged by its manufactu?ing acd sales affiliates
are reasonable is bottomed on the claim that those prices axe fixed
In an open, competitive market, The record does pot support this
claim, | |

Approximately 33 pexcent of demestic telephonmes in the
United States are controlled by the Bell Systexm, This market
xeceives the bulk of its equipment and supplics from Western
Electric, Bell’s affiliated supplier, Genmeral does not compare
its prices with this portion of the market, In fact, Tcotern
Electric's prices are approximately 50 percent less than Automatic's.
General looks to the nom-3ell market for comparisons. Over two
thousand telephone companies comprise the independent telephone
market., By the end of 1966 these companies operated about 16 million
telephones. GT&E had about 43 percent of this market. Smaller
holding companies held approximately 19 percent of the market and
sone two thousand independent companies divided the‘remaining six
million phones.
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The equipment and supplies for these independent
companiles are provided by Automatic and numerous other suppliexs.
Automatic has approximately 53 percent of the equipment market.
All of the remaining suppliers divide the remaining 42 percent.
With its great volume Automatic has achieved substantial
economies of scale not enjoyed by its competitors, Im 1967
79 percent of Automatic's sales to domestic phome companies were
to GISE affiliates, of which 25 percent were to General, Desp:(te
this heavy volume General paid the same equipment prices as the
smallest independent ﬁelepﬁone company purchasing from Automatic.
Thexe is no evidence that Gemeral has ever demanded a discount
because of its large purchasing power. However, Stromberg-Caxlson
and Graybar, which act as distributors of Automatic's coin
telephones, received discounts of 20 percent of published list
prices for units and piece parts. Other items, consisting mainly
of telephone instruments and repair parts, are sold at a tenm percent
discount to electrical contractors and others for resale in
connection with the initial installation and additioms to private

comunication systems.

A representative of a small independent telephone

manufacturing equipment company testified that he gave discounts

to obtain the business of such telephone companies as West Coast
Telephone Company and Cal Water & Tel. When these companies

were absorbed by Gemeral he lost this business. These companies
now pay Automatic's prices for similar equipment, without obtaiming
a discomt., Clearly, with its overwhelming dominance of the
independent market the GTSE System could virtually dictate prices.
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Automatic zelies on the affiliated business. If it was independent
it could be forced to give great price concessions to retain that
business. The prices set for the smallest independent telephome
company should in no way be a standaxd for GTSE or Gemeral.
General recognizes this principle because in its brief It states
"most manufacturers give quantity discounts for large volume
Purchases;" Most manufacturers do, Automatic does not.

It seems quite appareat that if the affiliated telephome
companies, as a single bargaining unit, had been £ree to purchase
their requirements from the lowest bidder on a truly competitive
basis, they could have obtained them at prices lower than those
charged by Automatic, absent some unique advantage of Automatic
of which there is no proof in the record. Imstead, the benmefits
that might have acerued to the telephonme companies and their
subscribers have been pocketed by the parent., In additiom, it

apparently has been Automatic's deliberate policy to refrain from
the sort of vigorous competition for additiomal dusimess (including
price reductions) ome usually associates with companies dealing
in an open, competitive market. General has failed to demonstrate
that the market for the products of its affiliates is either open
or competitive, as those terms are usually understood.

If regulation is a substitute foxr competition, and

General in its brief says that it is, then this Commission must

see that General gets the proper discount for its large volume

puxchases.
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Our views are in accord with other Commissioms that
bave considered this problem,

"Thatever may be the comstitutional limits to the
regulation of public utilities, they do not require
the Commission to overlook the differences between
Brobdingnag and Lilliput.”

General Tel, Co. of
Ugstate New York v. Lundy (1985) T , ok
H - T

"Hewevex, the mere fact that a manufacturer charges
both affiliated and non-affiliated buyers uniform
prices hardly establishes that the prices are either
Teasonable or competitive, There was mo evidence
that applicant had sought lower prices from its
affiliates, from other manufacturers, or had sought
competitive bids.... It would appear from the testi-
nony and pricing philosophy presented by the .
applicant that for all practical purposes the prices
involved here are 'administered prices'. The level
of prices is not determined by the costs incurred
by the largest and most efficient producer in a
competitive market but rather are determined at 2
level which will permit smaller and less efficient
producers to stay in business.” (General Tel. Co. of
Wis. (Wisc. PSL 1960) 34 PUR 3d 497, 512, 513.)

We find that General and Autematic, both wholly owned
subsidiarice of GI&E, are, in effect, different depactments of
one business emterprise, so that there exlsts no imcentive to
real bargaining; and that despite Automatic’s preferred'posi;;on
in the integrated system, with sales of large percemtages of its

production in effect guaranteed, with the results of volume
production and less expense in promotional and sales costs, there
has, nevertheless, been no corresponding reduction in prices,
and, therefore, we find that the prices paid by Gemeral to

Automatic for equipment and supplies are unreasomable.
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2. Vestern Electric Adjustment or Some Other Method?

General's failure to justify its valuation of Automatic’s
products places the burden on the Commission to calculate their
reasonable value. The staff asserts that the proper valuation
method is to make a Western Electric type of adjustment. That
is, for rate-making purposes Gemeral's rate base and expenses
should be adjusted to reflect its purchases from Autcomatic as
if Automatic was limited to its cost and a 6.6 pexcent return
on a net. investment rate base; this adjustment should reflect
all purchases by Genmeral from Autcmatic sizce the last rate
case of Gemeral in 1958, Applying this prinmciple General's
rate base should be reduced by $29,845,000 and ex?enscs by
$1,742,000 (Exh. 72, Table 5K).

As an alternative to the Western Electric adjustment
the staff presented an adjustment based on the premise that
Automatic is a m,_anufacturing company with a different capital
structure and risks from an operating telephone company. As
such it is entitled to a return on investwment more comparable
to average returns earned by other manufacturing companies than to
& return allowed an operating telephone company. Undexr this
method comparisons are directed primarily to a returm on
stockholders' equity rather than to the return on total capital.
On this basis a staff witmess asserted that a 12 perceat return
on equity would be appropriate. This alternate proposal is
not advocated by the staff but is presenmted ‘to offer the

Commissio_n a choice.
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General asserts that neither methdd i3 proper, but if

an adjustment is to be made it should be based on a return om
equity which, forx comparable compenies (four electrical manufactur-
ing compenies for the years 1964-1966), would be within the range
of 16 to 17 percent,

The Western Zlectric adjustment has not been applied
In all cases when effillated interests are showm; it wzs not
applied in the last Gencral rote case, (Gemeral Tel. of Cal.

(1958) 56 CZUT 477.) In thot case the Commission found that the

Viestern Electwic - Pacific relationship was different from the
hutomatic - Gemeral relationship in a number of important respects
and that there were numerous distimetions between the coxrporate
relationship and the methods of tramsaction of business between
the two. (56 CPUC at 482.) TFuxther, the Commission found that
Automatic's charges to Gemeral were reasomable. (56 CPUC at 433,)
In this case it is our opinion that the Westerm Electric - Pacific
relationship is still different in sufficient measure from the
Automatic - Genmeral relationship so that we will not make the
Western Electric adjustment.s

Automatic continues to sell to nomaffiliated companies
at a current annual volume of approxinately 3168,000,000. These
sales provide econcmies of operation to the manufacturing enter-

prise; but at the same time these sales reflect a partly competitive

5/ 7This does not mean that the Western Electric adjustment is to
be made only in cases affecting manufacturing affiliates
comparable to Westexrn Electric. We are making this kind of
adjustment, in this case, in regard to the directory company.
Ve have wade a similar adjustment in case affecting a gas
company (Southern Counties Gas Co. (1952) 51 C2UC 419); in water
Company cases (ouburpan Water ovstems (19635 50 CPUC 1§3); and
compare Soule Transportation, inc. «L2962) 29 CPUC 260
(transpoxtation company) . .
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market which adds to the overall risk to Automatic;é/ In particular,
we are not convinced that the manufacturing function performed by
Automatic could just as ﬁell be performed by a telephone company.
There appears to us to be somewhat greater risk in Automatic's man-
ufacturing operations even with a substantially captive market than

exists in a utility operation. How to quantify this difference

in risk and reflect it in a reasonable return is indeed a difficult

and complex problem. The evidence convinces us that to simply allow
4 rate of return on Automatic's investment utilized for sales to
General, equal to that allowed to General's, is not correct here.

We are cognizant of the economic necessity for allowing Automatic a
reasonable return on its investment to compensate for the risks
undertaken and the need to attract capital. Accordingly, wevcon-
clude that Automatic would be treated fairly if it earmed g returm

on its common equity approximating the return on common equity of

@ broad spectrum of American industry. (See table om page 58.)

This reasoning leads us to conclude that a range of 10 to 12 percent
on common equity of Automatic would be appropriate. Bccause\of the
uncertainties heretofore discussed in our determination of a precise
rate of return, which are complicated here because we are comsider-
ing a manufacturing firm, albeit with a substantially captive
market, we select the 12 percent return on equity, a return which

may be slightly gemerous.

6/ This distinction should not be interpreted too broadly. It
does not mean, for instance, that an affiliate that would mor-
mally be subject to the Western Electric adjustment ¢can, by
selling to nonaffiliates, perfume its operation o avoid the
adjustment, e. g., the direcctory company.

-57-
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EXHIBIT 79 SCHEDULE 13

Sumary of Schedules Showing Average
Percentage Returns on Stockholders® Equity for
Industrials and Electrical and Electronics Groups
For the Period 1959 to 1966

lMean Averazes NedLon AVerazes

stlectrical s Blectrical
: and : and

Item :Industrials-Electronics - Industrials-Electronics:

Moody's 12.5% 11.0% 12.,0% 10.7%
Standard & Poor's - 1l.7 - 11.6

Fortune's 500 11.3 11.0 11.1 11.0
First Nat'l Cy Bank 11.9 12.5 11.6 11.4

Dr, Weston's Groups:
TI) 29 Vanufactuzers
of one or more

communication
products

13 Manufacturers
of Telecommunica-
tions Productsl

19 Divexsified

Manufacturers

secking penetra-

tion of telecomm.

naxrket - 12.5

Staff Selected Group
of 256 Electrical & :
Electronics Companies 12.2

Automai:ic Electric
Company - 26,3 -

1 Telecommunications products may -
not be largest segment of business..
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3. Rate-NBkiﬁg Adjustment

Having determined that Autcmatic's prices to Gemeral are
excessive and unreasonable and that it would be reasonable to limit
Avtomatic's profits on its equity investment devoted to sales to
Genmeral to a 12 percent return we must relate this return ﬁo
Automatic's investment allocated to Gemeral. GISE in acquiring
various components of Automatic between 1950 and 1962 chose various

means to make these acquisitionms. In some cx$2s 3 company was

purchased for cash. In other casec there was a merger via an

exchange of stock. These meryzers were treated either as purchases
" oxr & pooling of interest. In the case of a murchase the acquired
company's assets were recorded im the acquiring cempany's books at
the cost of these assets to the acquiring company. In a pooling of
intérest, the acquired assets are recorded on the books of the
acquiriag compony at original book value, and the shares issued in
payment are recorded to reflect this original book value. GTSE
claims that it paid $92,917,000 over book value when it acquired
Automatic. GT&E acserts that it should be allowed the actual purchase
price that it paid to acquire Automatic; it should not be penalized
for using the pooling of intewest procedure. The staff asserts that
this increase over book value Bas 1o logical basis and is merely an.
attempt to extirract excessive prbfits from GT&E's Califormia customers.
The staff argues that for rate-meking purposes this
Commission usually looks to che book value of an acquired company
and rejects the Inclusion of goodwill in the resulting race base.
General argues that the true cost of Automatic to CTSE is the
merket value of the commen stock izsued onm the darte of acquisition

of the property. They aosert that the staff's own witnesses
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testified that if QT&E‘had built frem scrateh a ménufacturing
company the§ would have used as a rate base the éfiginal cost of
such a.mahufaéfufing facility, and that if GISE had followed tﬁe
accounting treatﬁent of a cash purchase they would have recognized
the pricé paid as the proper.basis for GT&E. The staff in its
brief argues that even assuming GI&E had paid 93 million or some
lesser sum above the book value of Automatic this is no reason

AN MRy o

to. in 11’3_&9,5"@‘.:2_.53@5.5 the investment that Automatic has devoted
to sales to affiliates. .

Two questions are presented hexe: (1) Whether we should
use the original costs ofAAu:qmaticAthereby eliminating the
additional $92,917,000; oxr (2) if we recognize as valid for rate-
making purposes the total price paid by GISE for Autematic, does
the $92,917,000 reflect the actual cost of GISE above oxiginal book
cost? | ' |
B We reject the staff theory of determining Automatic'’s
book value. The staff argument is succinctly set forth in
Coneio Valley Water Company (1965) 64 CPUC 212, 224, where this
Commission stated: | o

"If a regulated utility purchasing dedicated prop-
erty were allowed to pass on to its customers a
price higher than its original cost, the parties
to the transaction would be in a position to
frustrate the application of the original cost
standard by arranging a transfer of ownership
at a premium. The seller would receive, at the
expense of future rate payers, more than his
original cost, and yet the willingness of the
purchaser to pay such a premium would have little
giggifiﬁance since he himself would not bear the
uraen, . ’
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This principle was applied in Californiz Water and Tel, (1966)

65 CPUC 281 where we disallowed the excess paid over original

cost on a plant acquisition. The disallowance was applied to

dedicated property, When original cost is comsidered in public
utilit§.fate making it is usually defined as "the cost of such
property to the persom first devoting it to public service.,”
(Re_Investigation of Accounting Procedures (1939) 41 CRC 745, 747.)

Certainly in cases not invelving dedicated property these primciples
should not be applied arbitrarily in circumstances which suggest
that to apply them would be unrealistic or unfair, The staff

does not discuss the question of whether Automatic's propexrty is

devoted to a public use and Gemeral states flatly "it is obvious

that Automatic is not, and could not be, declared tg be a public

utility." General's statement is not obvious to us  buf, in any
case, on this record, no ome is asserting that the property of
Automatic at the time it was acquired by GT&E was dedicated
property.

There being no dedicated property involved in this
acquisition we must determine whether it is realistic and fair to

treat the acquisition on the basis of original cost to Automatic,

7/ Some manufacturing companies are regulated as public utilitics.

T Public Utilities Code Section 216(a) states: "'Public utility’
includes every ... gas corxporation ..."; Section 222 states:
"'Gas corporation' includes every coxrporation ... owning .e. any
gas plant for compensation ..."; Section 221 states: "'Gas
plant’ includes all resl estate, fixtuxes, and personal property,
owned ... in commection with or to facilitate the productiom ...
of gas, natural or manufactured ..." (Emphasis added.)

-5]~
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In our opinion such treatment is neither xealistic mox fair, Such
treatment ignores the arms leagth bargaining that went on during
the negotiations to acquire this property; and such treatment will
Inhibit a utility from purchasing assets in order to make for
itself, at a cheaper price, tfxa!: which it now buys from others.
We do not see the distinction, so far as nondedicated property is
concerned, that says a utility is emtitled to include in its rate
base the full cost of a plant that it builds brick by brick but may
have to include something less 1f it purchases the plant from another,
There is no evidence in this record that GTSE made less than the
best baxrgain it could

If GT&E had paid cash for Automatic its cost would be the
amount it paid. However, GTS&E did not always pay cash; sometimes
it exchanged stock. To ¢compute its investment in Automatic G‘I‘&E
used the market price of its stock on dates that it tbought were
appropriate. Fox Instance GIS&E asserts that the market value of the

shares exchanged in the Gary mexger should be based on the market

Price of September 29, 1955, the date the merger was approved by

CT&E's shareholders. In our opinion, this method of choosing a
valuation date is wrong. The futility of relying on a si'.ngle spot
date in determining the market price valuation can readily be
demonstrated by referemce to the Gary merger im 1855, Negotiatioms
leading to the merger wexe begmm in August 1954. A plan of merxger
was adopted based on financial statements as of April 30, 1955, and
appaxently in anticipation of the wmerger, GI&E issued a 50 percent
stock dividend in Jume 1955. Boards of Directors of both companies
approved the merger at meetings inm August 1955, and on September 29,
1955, the shareholdexs of GISE voted their approval. The merger
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became effective October 31, 1955. ' The price of GT&E's stock om
various significant dates is:
EXHIBIT 92 TABLE 2

Significant Dates in Merger of
GI&E and Theodore Gary and Co.

Closing : Valuation .

Market Price:Adjusted : of GI&E Stock
of GI&E - : Markeft : Issued

.z Price? - :(2,7456,245 Shs.)_

0 9 sp 0
*h 48 BF 4O
s 8% Sy A

I1tem

Beginning of
Negotiations
Between GTSE 3 ' 4
& Gary 3/54 $34.69 $23.13  $ 63,521,000

Declaration Date

of GT&E's 50%

Stock Dividend

in 1955 4/20/55 192,686,000

Cut=-0ff Date of
Financial State~
ment Used as -

Bagis of Merger 4/30/55 36.08 99,085,000

2ublic Announce-

nent of Gary's |

Proposed Mexger

With GISE 8/24/55 42-7/8 117,745,000

Date of GI&E

%zodkholders'

Meeting on .

Proposed Mexrger  9/29/55 40-1/4 40-1/4 110,536,000

Effective Date of
Gary's Merger |
With GI&E 10/31/55 36-3/4 36=-3/4 100,925,000

At April 29, 1955. Stock exchange
closed on April 30, 1955 (Saturday).

Adjusted to reflect 507 stock dividend
on June 30, 1955.

Average of high and low for month.
Neaxest thousands.
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Arguments with some degree of validity can be advanced for
the selection of any of the above dates as a measure of the market
value of GT&E's securities issued in the merger, notwithstanding
that between the time that merger negotiations were imitiated late
in 1954, and the date that the nerger was approved by GI&E’s
shareholders on September 29, 1955, GI&E's stock price had advanced
from $23 per share to $40 per share, an increase of 74 percent,

To avoid the random fluctuations of the stock market
from one day to the mext a broader base from which to derive
market value must be sought, It has been suggested that a

computation be used that is based on the average of market prices

of GI&E stock for either 2 6w or 12-zonth periocd immediately
preceding each acquisition., Both the 6~ and 12-gonth sverages
have merit, They avold day-to~day market fluctuations and the

long perlods averaged safeguard against any possibility of short-temm
wanipulation of the market price, and more adequately reflect the
wmderlying ecomomic values being exchanged or acquired.

It is a well known phenomenon of the stock market that
Tumors of impending corporate activity, especially mergers, influence
the price of stocks, at least over the short term. Also, after
an exchange-of-shares merger is publicly amnounced the ratio of
the shares to be exchanged has an effect om the relative market
price of the stock. Valuing the exchanged stock on the basis of an
average market price over an extended period of time reduces the
possibility of valuing on the basis of speculative market maneuvering

and avoide my suapiaton rhat GTAR pisked the date of valuation
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merely to inflate the price. For these reasons we will wvalue the
stock on the ﬁasis of the average of market prices over the
twelve-month period immediately preceding each acqﬁisition. GT&E
claimed its total investment in the companies that comprise
Automatic as of date of acquisition was $181,000,000 based on
spot prices (Exh. 92, page 9); using a l2-month average

price we find that its iavestment was $173,345,000 (Exk, 92,
page 14).

To determine the allocation to Gemeral of GT&E's
investment in Automatic, it was mecessary mot only for GI&E to
assizn a market value to its shares exchanged for shares of Gaxry
and the other acquired companies, but also to make a further
allocation of the total market price thus determined between
domestic telephone equipment manufacturing and all other activities
of Gary and the other companies, GTSE made such an allocation
based on the perceﬁtage of net income derived from telephone
equipment manufacturing activities for the threec calendar yeaxs
immediately prior to each acquisition. This method of allocation
has fundamental defects in that it gives no recognition to
differences in capital structures, differences in r:.sk , foreign

or domestic operations, or to the amount of investment required to

produce each dollar of incone.
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A better rethod in this situation is an ailocation based

on the relative investment (book value) of the acquifed ¢companies
in telephone manufacturing activitics as distimet from all other
activities. While this method way have shortcomings, it is moxe

reliable than the method proposed by General. It more accurately

reflects the fact that more investment is meeded for telephone
operations than for manufacturing operations and also that 2
dollar of earnings from investment in utility plant is worth more -
than a dollar of earnings from investment in 2 manufacturing
operation that faces a competitive market.

The final step in valuation, for rate-making purposes,
Ls to allocate that portion of GISE's imvestment in Automatic
vhich is used to provide service to Genmeral. Two methods of
allocation have been suggested: the imvéstment method - an
allocation based on the ratio of the recorded net investment of
Automatic assigned to General to Automatic's total net ihves taent;
and the income method - an allocation based on the ratio of the
recoxded net income of Automatic assigned to Gemeral to Automatic's
total net income, We feel that the imvestment method is sounder,

It provides a more stable criterion, not as vulnerable to brosd

fluctuation as a net income concept,
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Applying the three chosen criteria, valuation of GISE's
stock on an averaged market price basis, allowing a 12 percent
return on equity, and allocating the portion devoted to serving
General om a net f{ovestment basis, we find that for rate-making
purposes there should be a net rate base reduction (total company)
of $18,326,000, and a net expenmse reduction of $1,065,000 (Exh. 92,
P- 24); (intrastate $16,633,000 and $944,000). This compares with
the staff suggested reduction of $29,845,000 and $1,742,000 respec~
tively (intrastate $27,046,000 and $1,545,000).

4. Retroactive Rate Making

General asserts that the staff proposed adjustment for
unreasonable prices paid by Generzl to Automatic since the 1958 rate
case is a recommendation for retroactive rate making. It says that
since this Commissioﬁ, in 1958, found that the prices pald by Gemeral
to Automatic were reasonmable and set rates accordingly, we cannot
now accumulate excessive prices since 1958 and deduct them in am
adjustment in this rate case. This procedure Gemeral argues, in
effect reduces rates for the period between rate cases.

General's argument is without merit. In 1958 this Commis-
sion found Automatic's prices for past sales to be reasonsble and
set xates accordingly. Today we £ind that Automatic's prices since
the last rate case have been unreasonable, and we set rates for the
future accordingly. In simple terms Gemeral is saying that we can’t
Squeeze water out of its operation when we find it; that we must set
rates for the future based upon unreasonsble cost. This is patently
absurd, and if upheld would emasculate regulatory agencies. We are
not altering rates or profits that General has reccived prior to
the effect of this order. We are saying that Gemeral's rate base
and expenses being cousidered here for future zate making are {inflated

and we are seeking to correct that situation prospectively.

-67-
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B. Directory Company Adjustment
The General Telephone Directory Company (Directory Com-

pany), organized in 1936, is a wholly owned subsidiary of GISE. At
present Directory Company operates 19 divisions throughout the
United States. The Directory Company sells yellow page advertising
and compiles, prints, and delivers direétories, but does not neces-
sarily perform each of these services for all of its cﬁstomers. The
Directory Company serves all of GT&E's telephome operating companies
in the United States, with minor exceptions, and 205 other nmonaffil-
iated independent telephone companies. The Directory Company has
been handling most of the directory operation for Gemeral since
1936, including publishing a street address directory which Gemeral
rents to travel and credit agencies and others. Directory Company
does not piint or deliver General's directories. The total revenues
for the Directory Company in 1967 were $54,525,000. Of this amount
$17,403,000 (approximately one-third), came from General and |
$6,600,000 came from the nomaffiliated domestic telephone companies.
The amount paid by General is mearly three times as large as the
Directory Company's total revenues from all nonaffiliated telephome
companies combined. General bills for and collects the advertising
Tevenue, prescribes the design of the alphabetical sections, sets
the publishing schedules for the directories, and contracts and pays
for the delivery of the &irectories to its customers;

Payment for services is made monthly by General to the
Directory Company pursuant to contract. If the Directory Company’s
net profit on Gereral's business in any yeér exceeds 10 percent or
drops below 5 percent of the gross directory advertising revenue
¢ollected by General in that year, the comtract provides that payment

for the following year shall be subjeect to adjustment downward or
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upward on a basis satisfactory to both parties, with the further

provision that any amount of net profit over 10 percent shall be
divided equally. There have been no adjustmegts because of profits
exceeding 10 percene; but after the Directory Company's 1966 profits
on General's businese had dropped below 3 percent, an ggreement was
reached that begiﬁning.in.march 1967, Gemeral would pay the Direc-
tory Company approximately $30,000 per month in zddition to the
regular monthly payﬁents as a net profit deficiency payment.

Because of the overall relstiomnship of the Directory Com-
pany to General the staff concluded that the Directory Company
should not be al;owed a greater return on business with General than
the latter is alieeed on its other utility business. Therefore, the
staff made a downmard adjustment to Genmeral's commercisal expenses
for the year 1968 estimated so as to allow the Directory Company a
6.6 percent return on such business. General, on the other hand,
asserts that the nature of the Directory Company is such that it
should be treated<aé an independent business whose charges to
Genexal are reasonable and should not be limited by Genexal's rate
of return. Genmeral claims that its expenses for directory sexvices
should be eomputed as recorded on the books of the company with no

~ adjustment made. The staff adjustment would imcrease Gemeral's

adjusted net inceme for 1968 estimated by approximately $811,000
($720,000 intrastate). |

Generel argues that it retains the services of the Direc-
tory Company beeause of its proven ability to maximize revenue from
advertising sales and services and to produce excellent telephone
directories; its ability to meet scheduled sales and publication
dates; its national organization with experience in local and nation-

wide classified advertising markets; its management team that is
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responsive to the complexity of today's dixectory advertising sales,

compilation, and production problems; its established reputation in
the communications industry; and its laxge staff of professionmally
trained sales and supervisory persommel, commercial artists skilled
in the preparation of high quality advertising copy,‘and personnel
trained in the exacting skills required for compilation and produc-
tion. 1In the opinion of General's management, the results achieved
by the Directory Company in the field of directory service exceed
those which would be produced if Genmeral operated its own directory
company.

General asserts that employing an independent directory
company is preferable to publishing its own directories not only
for the xeasons stated above, but also because the nature of compen-
sation paid to directory salesmen and the need for a stable sales
force require a separate entity - the Directory Company pays its
sales employees on an incentive basis. This kind of payment is
expected to produce the best results so far as directory advertising
is concerned. If General were to operate its own directory ccmpany,
it would have to continue making this incentive payment, but to do
$0 would create operating problems with other employees of Genmeral
who are paid on a nonincentive basis. Also, by having an independ-
ent directory company, that company can furnish directory sales and
sexvice arrangements to other telephone companies and thereby pro-
vide a stable labor force over a yearly period. In & company the
size of General it wouid be impossible to maintain 2 stabilized
sales force to properly canvass the advertising market prior to
directory publication dates. Gemeral publishes 36 customer direc-
tories, but not uniformly throughout the year. To keep a stable

sales force that can handle the peak demand requires business from
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other telephone companies. The Diréctory'Ccmpany, by providing

sexvice to other telephone companies, can meet the nmeeds of Gemeral's
peak demand and £i11 in the slack periods with service to other com-
panies thereby retaining a stable sales force.

General argues that the Directory Company has none of the
characteristics of the comventiomal utility, that is, it does mnot
have the heavy capital investment that is required in relationship
Lo revenues produced; it does mot have the same degrec of cssential-
ity; it is not affected by destructive competition with the accom-
penying wasteful duplication of costly facilities; and imcreases in
volume add substantially to costs. Gemeral asserts that the prices
charged by tke Directory Company for its services are rea#bnable
and competitive because the Directory Compsny, which sexves 205 non-
affiliated independent telephone companies, charges the same or
similar prices for its services to nomaffiliated as well as to
affiliated telephone‘companies. However, profits on sales to
affiliated companies are slightly higher than profits onm sales to
nongffiliated companies because the cost of directory p:eparation
and publication is lower. |

A witoess for Gemeral testified that im addition to the
sexvicos performed by the Directory Company, General itself performs
many services in commection with publishing directories. _ General
has a special directory section which handles all the work relating
to. the directory cover, the makeup, the listing material;.the com=-
position of the informatiom pages, the placement of filler copy, the
activities of abbreviation or lack of abbreviation, preparation
of the art work in the information pages, work associated with
government agomcies relating to that part of the information pages

relating to fire, police; and ambulance service, work aséociated
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~ " with the deliveiy of the directories, requests from the various

service offices to supply customers with secondary directories,
arrangements for cover stock to be used in comnection with DDD dial
couvexrsions, work associated with cover requirements for special~
ized directories, and various other directory functions. These
activities are related primarily to the white-page directory and,

to some extent, to the yellow-page directory. All of the activities
of this section are accounted for at cost.. There is no additive to
reflect any profits on this work.

The staff argues that the Directory Company should be con-
sidered an integral part of the GISE telephome operations, rather
than being viewed as 2 separate nomtelephone business functioning
in a8 strictly competitive climate. The staff asserts that other
directory companies do not solicit the business of GT&E affiliates;
General has not attempted to negotiate a better centract with other
directory companies; the Directory Company has no incentive to reduce
prices; the Directory Company's percentage of the nonaffiliated
domestic telephone company market has dropped from 17 percent in 1964
£o 14 pexcent in 1967; and that the contract for directory service is
similar to a cost-plus arrangement. For 1968 cstimated a uet income
of 5 percent ou sales would provide a return of 37.8 percent on
average coumon equity. Other independent telephone companies, which
contract with competing directory companies in arms~length negotia~
tions, have obtained either as favorsble or better settlements from
directory companies thanyceneral recelves from the Directory Company.
The Directory Company has a higher profit ratio om its sales for
compénies in the GI&E system than it has on sales for independent
nonaffiliated companies. A sﬁaff witness concluded that the pri-

mary fumetion of the Directory Company is to serve the telephone
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companies in the GISE system:; this is essentially a captive market,
80 it is unrealistic to view the Directory Company as operating in
an open and competitive climate. He 21so noted that the comtract
between the Directory Company and Gemeral contgined certain mique
Provisions that significantly reduce the Directory’Company's risk
of loss. He gave consideration to Genexal's size, being one~third
of the total Directory Company operations, and concluded that it
was large enough to provide its own directory service if it so
desired. He also observed that the expext service provided by the
Directory Company was similar to the operatiouns of the service cor-
poration (discussed below), which provides services which have the
effect of increasing the overall efficiency of GT&E, reducing GISE's
€osts, and increasing GTSE’s revenues; yet the service company
operates on a cost basis.

General's position on the Directory Company issue is not
persuasive. We accept the staff position that the Directoxry Company

should not be allowed a greater return on business with General than

the latter is allowed om its other utility business and we will

make a downward adjustment of General's commercial expenses for the
year 1968 estimated at presemt rates so as to allow the Directory
Company the 6.6 percent return which was set in 1958. TFor

1968 estimated at authorized rates we will allow a 7.2 percent

xate of return.

"A telephone directory is an cssential instrumen-
tality in connection with a peculiar service
which a telephone company offers for the public
benefit and convenience. It is as much $o as is
the telephone receiver itself, which would be
Practically useless for the receipt and trans~
mission of messages without the accompaniment of

such directories.” g%;lifornia Fire Proof Storage
Company v. Brundige (1926) 199 Cal 185, 188.)
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It is Immaterial that the Directory Company has been formed as a
corpoxation separate, for some purposes, from GI&E and Gemeral.
Nothing magical happens in relation to function when corporate
papexrs are filed with the Secretary of State; 1t is the work and
function that zm entity performs that determimes its regulatory
treatment, rather than what lawyers put in incorporation papers.

All of the so-called bemefits that accrue to the Directory Company
because it is an "independent’ company would accrue to the Directory

Company if it were merely a department in GI&E, or a department in

Genexal. The benefits of incentive pay would be the same, the bene-

fits of a stable work force would be the ssme, the benefits of.
specialized training would be the same, and all other benefits that
the Directory Company supposedly has would remain the same whether
the Directory Company is considered an independent corporation or
merely a department of a utility.

The argument that the Directory Company must compete for
business, with the implicit assumption that there is risk involved
in its operation comparable to that of other directory coupanies,
is belied by the evidence. Certainly, the company does not compete
for the business of General or any GI&E operating company nor does
it have any measurable risk of losing this business. Witnesses for
General have testified that if any telephone operating compary of
GI&E can make a better deal for directory services with another
directoxry company, éuch telephone company could switeh its business
from the Directory Company to that independent directory company.
We do not believe this testimony. The evidence in this case shows
that Cal Water & Tel prior to 1961 emploved the Directory
Company to publish its directories. Between 1961 and 1966
Cal Water & Tel used a non~GIS&E directory company. Upon the

i 7
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acquisition of Cal Water & Tel by General and its absorption imto
the GT&E System, all telephone directories concerning the former
Cal Water & Tel subseribers were again published by the Directory
Company. Further, General, which contributes about ome-third of the
total income of the Directory Company and does almost three times

as much business with the Directory Company as all 205 nonaffiliated
companles combined obtains no better share of revenue from the

Directory Company than other GTSE operating companies and mon-

affiliated companies. Under these circumstances we find that General

1s not getting the benefits that its ecomomic power would command in
3 truly competitive market. This finding is supported by eyidencc
that some Califormia telephome utilitics which zre much smaller than
General are receiving as good or betfer settlements from the
independent directory companies they do business with (Exh. 80,
Schedule 7).

Another objection to treating the Directory Company as an
independent company is that it permits GT&E by fiat to control the
expenses of General and consequencly its rates. Obviously, the
profits of GT&E on a comsolidated basis shovld not be zffected one
iota whether Gemeral pays the Dircctory Company's costs (including
return) or whether Gemeral pays those costs (including return) plus
an additiomal $811,000. But, Genmeral's income statement is affected
when that extrsa 5811;000 is paid to the Directory Company. General
must recover that $811,000 in higher rates to its customers in order
to maintain its £air rate of return. So, the moxe woney that General
Pays to the Directory Company the more profit to GTSE, with no com-
wmensurate benefit to the rate payers. This syphoning process is well
1llustrated by the situation that arose in 1967 when GT&E as the
Directory Company came to GI&E, acting in the name of General, and
Tequested an additional $30,000 a month to increase the Directory
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Company's profits pursuant to a comtract made by GISE acting as the
Directory Company with GT&E acting as General. To comsider this
kind of 2 tramsaction arms-length bargaining is to mske a mockery
of the term.

0f couxse, the problem is not confined solely to Gemeral
and the Directory Company. 1Its ramifications can be felt im all
phases of utility operation. If the Directory Company can be treated
as 3 nonutility entity, permitted to make any profit it comsiders
fair, then other functions mow performed by a ucility in the future
night be performed by a separate subsidiary corporation with the
ability to charge any price it desires. Today, General performs all
of its own billing services; tomorrow, there may be the GIS&E Data
Sexrvices Corporation which will perform billing services for all of
GT&E's telephome operating utilities. The claim might be put for-
ward that such a computer billing corporatiom is in competition with
other computer billing corporations and is risky, and, therefore,
requires a profit more than the normal utility profit. Gemeral also
has accounting departments and law departments. These, too, can be
spun off into separate entities which charge, not on the basis of
the utility's ability to perform the function, but on the basis of
what other independent accounting firms or law firms charge. There
is no need to stop there. Repairs and maintenance can be dome in
the same manner; repairmen perform a special fumction, they need
special training, they need incentives different from the incentives
given to the Directory Company salesmen, why not a separate corpora=-
tion for these men, with higher profit requirements? To prevent this
fragmentation of utility service we must maintain the position that
a utility, when controlling or perforwming functions that are an

integral part of its service to the public, caanot merely, by a
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sepaxation in corporate structure of what otherwise would be a fune~
tioning department, obtain higher profits than would be gvailable to
the utility through its fair rate of return.

The difference in our treatment of Automatic and the
Directory Company lies primarily in the fact that at this point in
time we are not yet certain that the functiom of Automatic can be

performed equally well by the utility within the present comcept

of utility service.gj In the future, when we again look at the

opexation of Automatic in its relatiomship to GTSE and Gemeral, we
may find that the factors of lack of competition, administered
prices, low risk, elimimation of sexrvice to nonaffiliated telephoue
companies, and other pertiment comsiderations, will require us to
make a Westerm Electric type of adjustment.

C. Service Company Adjustment

The General Telephonme and Electronics Service Corporation
(Service Company) is wholly owned by GT&E. The services provided
include germeral advice and counsel on legal matters, corporate and
public relatioms, advertising, financial matters, accounting prac-
tices, budget procedures, taxes, imsurance, and security and safety
training. The Service Company maintains key persommel recoxds,
implements intercompany transfers and management development
programs, manages the pension plan, and develops and maintains oper-
ating practices and standards, depreciation and separation studics,

and marketing and sales programs. All of the GISE telephone

&/ lhexe is at Ieast oné other way the afriliated intercst vrodlem
can arise. Suppose Gemeral was a much smaller telephone company
which could not possibly publish a directory economically and
efficiently. Under such circumstances could GTSE comtract with
Genexral to provide directory service at a price to Gemeral which
would realize a profit for GI&E greater than the return author-
ized to General? This is essentially the Pacific-Western Electric
giguation. Undex the facts of this case this question is not
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opexating companies purchase this service. The cost of this service,
which does not include any return, is prorated among the various
telephone operating companies and allied companies on the basis of
the percentage of time spent on activities pertaining to each group.
For the telephone operating group, the amount of the group alloca-
tion to be prorated to each company is based on the pexcentage of
each company's operating expenses and taxes, which«percentage is
revised as conditions change in the corporate structure. In 1967
General's share was 16.83 percent of the total cost.

The staff asserts that the use of operating expenses as a
basis of allocation produces unreasonable and imequitable results
and unduly burdens California operatioms. In the staff's opinion
differing wage levels aund material costs throughout the nation make
operating expeunses an unreliable basis of allocation but that an
allocation based on the number of main stations will provide a fair

method of allocation. On this basis General would absoxrb 13.58

percent of the Service Company's cost rather tham 16.837percent.

The difference in dollars is approximately $400,000. In our opimiom,
at this time and in view of the evidence, Gemeral's method of zllo-
cation more accurately reflects the cost of the services rendered

to General by the Service Company.
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Iv
RESULTS OF OPERATIONS

A. Separations

General's telephone equipment is used for intrastate toll
and exchange operations and for interstate commmications. Because
this Commission has jurisdiction only over intrastate toll and ex-
change operations, it is necessary to apply some method for separating
the fevenues, expenses, and property of the jointly used plant. It
is also necessary to separate the intrastate £oll operations from
intrastate exchange operations because insrzstate toll revemue is
diviced betwezen Gemeral end Pzcific on & cost bazis; and it is
necessexy to separete extended ares operations fxom the rearsining
operations because revemue from this service is also Siwiied with
Pactfic on & cost basis.

The staff separated the various soguents of plant as follows:
Totsi operations were‘first determined; then interstate operttions
were determined based on methods set forth inm the NARUC (Naticnal
Assoclation of Regulatoxy Utility Commissioners) Separetions Minual,
as modified by the 1967 FCC (Federel Cormnmicztions Commission)
separations plan for subscriber ling and stetion eqpipme:: plaat. The
resulting intrastate operations were then separated to state toll,
intexchanged MMU (multimessage units) and exchangz operstions on the
basis of the NARUC Separations Mamual, except for the separation of

exchange eircuilt plant where the Charleston Plan was used. General

used essentiall& the same separation procedures. The test year is
1968. |
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The staff and General each applied the separation pro-
cedures to their own estimates ¢f General’s 1968 total company revenue,
| expenses, and rate base. The staff based its estimate of 1968 total

company operations on projections of General’s 1967 recoxrded opera~

tions anditwo or three months of Gegeral's 1968 recorded operations.

Generxal %ésed its original estimate of 1968 total company operations
on projéétions of nine months' recorded operations in 1967, later
modified to reflect adjustments thought appropriate by Generaie

B. Accelerated Denveciztion

Sectlon 167 of the Internal Revenue Code provides thit &

taxpayer may determine his tax depreciztion by either the streight

ine method or an accelercted (lideralized) method. Streight lize
deprecietion is designed to produce a uniform ancual depreciation
deduction over the useful. 11fe of the asget; it is cemputed merely

by dividiag the cost of the asset, less salvage value, by the assumed
sexvice life. Ome accelersted depreciation mechod‘agzhorized by
Section 167 1s the double declining bslance method. Under this
method 2 uniform rate of twice the straight lime rate is applied

to the unrecovered tax basis of the property, %i-e-, the tax basis
less the tax depreciation allowance in prior years. Absent & change
in the tax rate, the use of declining balsnce tax deprecistion rather
than straight line deprecistion does not change substsotislly the
total taxes to be paid over the life of a particular property; rather,
1t simply permits a greater tax deduction in the early life of s
property than available if straight line depreclation were taken,
offset by a less than straight line tax deduction in the later life
of a property. GCencral has not elected :oautilizg accelerated depre-

cilation.,
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General 1is required by our system of accounts to compute
and record depreciation charges as an item of expense on the basis
of straight line depreciation. It is also required to record, for
expense purposes, the actual federal income taxes paid. Thus, 1£f
General were to use accelerated deprecilation, it would £irst compute
the straight line depreciation expense for book purposes, but utilize
for tax purposes the accelerated basis, which produces higher depre-
ciation expense charges. This results ip an increase in expense
deductions and thereby reduces taxable income with corresponding
reductions in the income tax payment. A reduction in income tax
expense in that ingtance 1s said to "flow through” to net imcome.
This would automatically occur should General utilize accelerated
depreclation for tax purposes.

General has proposed thst 1f Lt be required to use accel-
exated depreciation, it should be permitted to "normalize™ the tax
payment in the following mammer: it would record straight line
depreciation for book purposes; it would compute depreciation on the
accelerated basis for figuring its tax lfability; it then would
compute the theoretical higher tax liability it would have incurred
had it used straight line depreciation; this difference between tke
actual and theoretical tax payment 1s then charged as an additional
operating expense, and the amount thereof 1s placed in a special
"normalization” reserve.

General does not wish to use flow through because it
considers accelerated depreciation not to be a tax saving but a tax
deferral. It claims that if the savings are flowed through now
to users, future uscrs will be charged with these payments, or if
rates cannot be raflsed sufficiently in the future to offset the

addicional tax c¢osts then the stockholders would be required to
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absorb the increased tax payments. This is a risk they do not wish
to underteke. Further, General asserts that it should not be re-
quired to use accelerated deprecistion because the growth patterns
of General are such that the use of accelerated depreciation would
cause a dilution in earnings in certain years.

The staff asserts that General should be required to com~
Pute”its taxes on’the basis of accelerated depreciation because a
public utility 4s under a duty to minimize its costs. Utility rates
are fixed on the basis of the cost of service of a particular utility
SO as to return to the utility all of its costs of providing the
sexvice plus a fair return. Ome of the costs of providing utility
gervice is fncome taxes actually paid. Utility masagement 15 under
an obligation to utilize all available cost-saving opportunities and
such obligation {s applicable to tax savings as well as gemexal
econcmies of management. If taxes rise in the future the Commission
has a duty to fmclude such rise in determining the utility’s fair
return and reasonable rates. A staff exhibit shows that the effect
of the use of accelerated depreciation on Geperal’s revenues results
in & $2.6 million total company reduction im gross revemues and &
$2-4 million intrastate reduction, for 1968 estimsted. Corresponding
revenue reductions for the three-year average, 1968, 1969, and 1970
are $7.8 million total company and $7.2 million intrastate. The
forego;ng estimates did not take into effect the impact of the
federal income tax surcharge. Giving effect to the surcharge the
revenue reductions are $3.1 milliom total company, and $2.9 million
Intrastate, for 1968 estimated, and $9.3 million, total company, and
$8-6 million, intrastate, for the threc-year average. The vecord
. shows that for the pexiod 1954-1968, General's taxes would have been
approximately $70,000,000 less if it had used accelerated deprecia-

tion for the entire period. Stated another way, General's ratepayers
' 82~
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might have had to pay some $140,000,000 less if Gemeral had availed
itself of the lawful option of using accelerated depreciétion'for
tax purposes during the same period.

In view of our decision in the recent Pacific rate case,
which we shall follow (Decisfion No. 74917), wherein we adjusted the
intrastate results of operations of Pacific to fully reflect accel-
exated depreciation it would serve no useful purpose to go into the
pros and cons of each of the arguments concerning the use of accel-
exated depreciation. The axrguments have been marshaled and discussed
in various court cases, coumission decisiomns, accounting bulletiﬁs,
law review articles, and utility periodicals. It is profitless to

replow this f£ield. (See Midwestern Gas Transmission Company v. FPC

(7th Cix. 1968) 388 F 2d 444; Re Alabama-Tennessee Natural Gas Com-
pany (1964) 31 FPC 208, 52 PUR 34 118; Re Midwestern Gas Transmission
Company (FPC 1966) 64 PUR 34 433.) We do not agreec with Genmeral's

argument based on its growth patterns. If Gemeral had used accel-

erated depreciation between 1958 and 1968 there would have been no
dilution in earnings. In 1958 Gemeral's intrastate rate base was
$302,000,000; in 1968 it was almost $934,600,000. General's presi-
dent predicts a similar growth over the next 10 years. We find tﬁac
the use of accelerated depreciation will not dilute Geweral's earn-
ings in the foreseeable future. For rate-making purposes we shall
compute Generazl's income tax expense for 1968 estimsted as though
General had computed its taxes using accelerated depreciation buct
not considering the effect of the surcharge. We shall begin with
plant additions in 1968 estimated.
C. Rate Base

The difference between the staff rate base and company rate

base for 1968 estimated, and our adopted intrastate rate base, is:
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Item

Plant in service

Property held for
future uge

Materials and supplies
Working cash allowance
Depreciation resevye
Unadjusted rate base

Affiliated interest
adjustment

Adjusted rate basc

Weighted Averapge Depreclated Rate Base
(1958 Estﬁmated (Mitlions))

Total Company Intrastate

Compan
(EEE.II)?:)
$1,274.9

- 3.6
12'0
5.2

Statf Compan Staff Company
(Exh.75 "(Exh.1 (EXh,147) Exceeds Staff
p. 6-2) _Intrastate

Adopted

. Intrastate

Rate Base

*

$1,264,0  $1,166,2 $1,147.9 $ 18.3

3.2 3.3 2.7 0.6
- 12,0 11.4 10,9 0.5
8.0} 4.8 (7.3) 12,1
(223,7) (216.5)  (203,0)  (13.5)

$1,147.9

2.7
10.9
(7.3)

- (203,0)

_(228,6)
1,067,1

-~

1,047.5 969.2  951.2 18.0

- - (27-0) 27.0

951.2

(16.6)

- 969.2 924,2 45.0

1 Working cash estimate amended Exhibit 109,

934.6

-1¢ 39 SE86%°Y
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There is no material differcnce in the method of separating
intrastate rate base from total company; therefore, we will discuss

the differences in rate base items primhrily in relation to total

company operation.

1. Plant-in-Service.
Company Exceeds Staff by $10.9 Million

The difference is primarily due to the company's use of
. estimated 1967 figures and estimated 1968 figures to obtain its
starting point before adjustments. The staff used 1967 recoxded
information plus the company's computer price-out of its Maxch 15,
1968 review of its orxriginal construction budget as its starting
point before adjustments. The staff estimate, using recorded fig-
ures and later information, is more reliable and we will adopt it.2/

2. Property Held for Future Use .
Company ExXceeds Staftf by $50.4 Million

The difference, again, is the staff's use of more current
recorded figures. We will adopt the staff estimate.

3. Materials and Supplies

The company and staff agree on total company estimates, but
disagree on intrastate. 7This results from minor differences in
allocations and separation procedure. In our opinion the staff
estimate is more accurate and we will adopt it.

4. workingfcésh
Company Exceeds Staff by $13.2 Million

The staff computation of a working cash allowance results
from following past Commission decisions. Iun Pacific Tel. & Tel.

(1948) 48 CPUC 1, 22, the Commission said:

57 On Exh. No. 49, Genexral reévised its LIb8 estimated total plant-
in-service on the basis of four months' actual and eight months’
estimated to show plant-in-service of $1,256,125 and deprecia-
tion reserve of ($222,558); Exh. No. 64, General's third review
of this subject reduces these figures slightly. These figures
are based even more comservative than the staff estimate, and
are based on more current information. There is no explanation
why General relies on its less accurate estimate nor why the
staff did not use the more up-~to-date information.
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"The purpose of including a working cash allowance

in rate base is to compensate f{avestors for capital
which they have supplied to enable the company to
operate efficlently and economically and for which
they would not othexrwise be compensated. If, through
the availability and use of tax accruals, monies or
other funds supplied by the subscribers, the investors
are required to supply a smaller sum, theixr compen-
sation should be proportionately less.”

The negative working cash allowance has been described

as follows:

"Where, as in this case, the funds supplied to respon-
dent by others than investors are greater than the
amount required by respondent for working cash, and
the excess amount 1s not deducted from rate base,
customers would be unreasonably required to pay &
return on funds supplied by them to defray reasonable
expenses and taxes and to provide a reasonable return
on invested funds.” (Pacific Tel. & Tel. (1964) 62
CruC 775, 820.)

General challenges both the theory of the nmegative working

cash allowance and its application to the facts of this case. In our
opinion the theory is sound and we will not change 1it.

In applying the theoxy, the staff first determined that
General needed $7,500,000 to maintain minimum bank cash deposits,
maintain working funds and special deposits, and to provide for
certain prepayments. Then the staff analyzed General's daily
operatiomal need for cash to cover the various expenditures included
in the cost of service such as payroll, rent, taxes, materials and
services, and other operating expenses. An gnalysis of the lag in
the payment of these expenses and receipt of revenues indicated that
when offsetting the payment of operating expenses by the lag in
collection of revenues there 15 a net lag in the payment of total
operatiﬁg expenses of 14.2 days and this represents an aversge daily
amount of working cash avatlable to Ceneral of $10,500,000. In
addition, $5,000,000 Ls avaflable from the collection of excise taxes,
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employees' withhoidings and the use of credit available from
creditors and suppliers. The staff concluded that General hes
$8,000,000 1n funds in excess of its operational cash need,not
supplied by the investors, This is deducted from the rate base in
oxder to properly include, for rete~fixing purposes, only those
funds supplied by the investors.

General asserts that the method used by the staff to
deternine the lag days for ad valorem taxes was incorrect and that
the correct method would result in a positive working cash allowance.
General claims that the 202.8-day lag detexmined by the staff for
this item should have been 24.5 days. In the recent Pacific case
the staff used 34.5 days as the lag in payment of the ad valorem
tax; Gemeral and Pacific pay the tax on the same date; the lien date
is the same; and both companies have receipts flowing in monthly.
Because of these similary factors, Genersl asserts that the lag study
should have the same results for both companies.

The staff argues that the difference in treatmeat of Pacific
and General resulted from Pacific's accruing ad valorem taxes on &
fiscal year basis while General used a calendsr year basis. In the
1958 General rate éase the Commission fixed rates on the assumption
that Gemeral accrued taxes on a calendar year basis. Results of
Operations 1s a factor in fixing rates and sccounting procedure Ls
a factor in determining results of operations. To achieve an
equitab1¢<result there must be consistency in procedure. Consequent -~
1y, the proper method to base a working cash study for Ceneral is

by accruing ad valorem taxes on a calendar year basis. In ouxr

opinfon, the staff method is veasonadle.
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5. Depreciation Reserve
Company Exceeds Starf by $4.9 Million

The staff depreciation reserve total company estimate is
$4.9 nillion less than the company's; $13.5 million less intrastate.
The total company difference is primarily a factor of the difference
in plant-in-sexvice. The staff depreciation reserve estimates of

($223.7) total company and ($203.0) intrastate are based on the

plant-in-service which we have found reasonable, and, therefore,

the corresponding depreciation reserve is reasonable.

6. Affiliated Interests

We will reduce General's rate base by $16.6 million for the
reasons stated in our discussion of affiliated interests clsewhere
in this opinion.

We conclude, and find, that General's intrastate weighted
average depreclated rate base for 1968 estimated is $934,600,000.

D. Revenues and Expenses

The major differences in the estimates of revenues and
expenses of Gemeral and the staff xesult from each party's using
different starting points on recorded information, different trend
and allocation factors, General's ammualization of a 1968 wzge
increase, the staff's failure to recognize a portion of Geheral's
1968 ad valorem tax, and the staff adjustment forx affiliated inter-
ests. In December 1968, Gemeral adduced evidence of revenues and
expenses based on 10 months 1968 recorded f£igures which, it asserts,
substantiates its original estimates. In tabular form these dif-

ferences, and our adopted intrastate results of operations, are:




Item

Revenues
Uncollectible

TOTAL OPER,REVENUE

Operating Expenses
Depreciation
TOTAL OPER,EXPENSE

Taxes

Total Oper.Exp,& Taxes 276,273 270,900 244,70
Unad{usted et Oper,Income 63,479

Affiliated Interest

- Adjusted Net Income

Unadjusted Rate Base
Affiliated Interest
Adjusted Rate Base

RATE OF RETURN

1968 Estimated and Adopted Results of Operations
~ (At Present Rates (000))

Staff Exceeds

Company Adopted

Intrastate

Total Compsny

Statf Intrastate Intrastate

“General

General S=sfF

(EXh.T47)

(Exh,147)

Exh . 113 (L Exh, 109
(Ex 2 Tgbie 16-4)

Pogam, 8 e sl
i.i-,,.:'. e .-'Z". - 5l
T§9‘;7§2 7168 0,817

149,642 143,200 133,406 124,705 8,701
62,302 29,5600 55,4580 54,848 1,212) -
217,445 202,800 189,466 179,55 913) 196,032

63,829 68,100 55,234 56,098

58,337 3,103 3
U ¥ ] ¥

61,709 5,592 58,257
2)218 2,218 1,664
63,927 ~7,510 59,921

951,237 518,069; 951,237
(27,046) 27,046 (16,633)
575,191 &5,115) 334,600

6,92% 1.13% 6.417%

$302,766
(2.379)
300,387

131,184
54,848

o,
1599

$(1,825)
607
(1,218)

71,900
2,500
74,500

56,117

56,117
1,047,500 969,306
(29,800 .

1,017,700 ;300
7.31% 5.79%

63,475
1,067,095
5.95%

(Red Figure)

an
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The wages of Gemeral's employees were raised inm July 1968.
General estimated wage expense as 1f the wages had been in effect
since Jamuwary 1, 1968. The staff argues that if one expensc increase
is annuglized, then 2ll increases in revenue, expenses, and rste

base should also be annualized. The staff argument is sound. ‘One

expense should not be comsidered without also considering effects

of all other items comprising revenues and expenses. When trying
to determine which expenses Genmeral might reasomably have incurred
in 1968, we should avoid imcluding expenses that we know W¢rexP°t
incurred. | |

The staff failed to recognize certain portions of Gemeral's
ad valorem tax because at the time they prepared their estiﬁate
they did not have the information. Gemeral obtained the informacion,
presented ié, and the staff agreed it should be included 3s an
expense., We shall do so.

1. Revenues

The difference here results from the staff ad valorem
adjustment and the company wage adjustment discussed above.
General's evidence, based on 10 months 1968 recoxrded figures, shows
that its original estimate is likely to be achieved. We will adopt
General's estimate less that portion reflecting annualized wages.

2. Expenses Orther Than Taxes

General's estimate exceeds the staff's by approximately
$L0 million. Differences occur primarily because of different

depreciation methods, allocation factors, starting points, and the

ammualized wage. The major difference ss the depreciation treatment
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for Account No. 232, Station Commectioms, which results in the

staff's estimate of depreciation expense as $3,060,000 less than
General's. The staff contends that the depreciation rate for this
account should be 15 percent and the depreciation reserve should be
near zero; General contends that the depreciation rate should be
17.64 percent and the depreciation reserve should grow to approxi-~
mately 15 percent. The Commission has previously comsidered this

~ mattex and decided that the depreciation reserve assigned to Account
No. 232 should be maintained at zero. (Pacific Tel. & Tel. Co.
(1958) 56 CPUC 277, 286.) We shall follow this ruling. The staff

depreciation rate of 15 percent is reasomsble and will be used. The
difference between the staff's and Genmeral's estimate of deprecia-
tion expense, as shown in the table on page 89 of this opinion, is
less than the amount discussed herein because of differemces in
allocation factors. Considering all the evidence, we find that for
1968 estimated Gemeral's depreciation expense is $54,848,000.

In the light of Gemeral's testimony that 1968 recorded
figures substantiate Gemeral's estimates of expenses other tham
depreciation, we shall adopt Gemeral's estimates with minor reduc-
tions.lg!‘ We will eliminate the wage annualization, as discussed

above, plus $13,000 for legislative advocacy and $57,000 for dues

and donations to social, charitable, and political orgamnizations,

10/ We note that General's monthly reports to this Commission show
total maintenance expense of $25,000,000 for £irst five months
of 1968 and $52,600,000 for first 10 wonths of 1968. This
shows that expenses in second five months increased by 23.5 per-
cent annualized as compared to increases of 13.4 percent in 1956
and 7.1 percent in 1967. This kind of maintenance increase is
not unknown in rate hearings. Nevertheless, in considering
Generzl's total operations and meed for service improvement, we
find its recorded maintenance reasonsble with such modification
as discussed in the opinion. :
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consistent with our past decisions on these matters. We include as
part of Genmeral's expenses $177,000 for dues and fees for trade,
technical, and professional associations,

3. Taxes

Because taxes are a factor of revenues and expenses, we have
recomputed taxes based upom the test year revenues and expeﬁses that"
we have adopted as reasomable. We have applied accelerated depre-
ciation as discussed elsewhere in this opinion.

In determining results of operations we have not included
the effects of the 10 percent federal income tax surcharge, which
was applicable during the entire test year. Iun our opinion, this
surcharge, because it is expected to be temporary, should be treated
as a special item, separately stated on the customer's bill. Based
on our estimate of intrastate federal income taxes at authoxized
rates we £ind that the applicable federal surtax should be $2,587,000.
At the rates authorized hereinm gross company billing will apptoximate
$367,000,000. To recover the federal surtax applicable to intraszate

operations we will authorize General to add 1.61 percent of each

customex's bill to said bill.ll/ General shall separately state this

additive on each bill under the heading "Allowance for Federal Inceme
Tax Suxcharge.” This added percentage shall terminate immediately
upon expiration of the federal income tax surcharge, or shall imme-
diately be reduced in proportion to any reduction in the tax sur-
charge. No money received from this additive shall be included in

any revenue settlement with any other telephone company, directory

company, or service company.

ill/ Total company gross PLLIIINEg ....eevses..-.. 9367,000,000
FIT on intrastate operations (before ITC) .. 25,871,000
FIT SUXCharge ..cccevcvecccscnnnvosscncacns 2,587,000
Net to gross multiplier ......cccevcevnecas 2.29
Gross revenue requirement .....c.cecacceeo- 924,000

5
Billing surcharge ..... $5,924,000 ¢ $367,000,000 = 1.61%
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4. Affiliated Interests

This matter has been discussed elsewhere in this opinion and
we will make the adjustment there found appropriate.

5. Summary of Adopted Results
of Intrastate Operations

A sumnarization of the adopted results of operatioms is set
forth on page 89 of this opinion. We find that General's adjusted
net income for 1968 estimated is $59,921,000. When this sum is
applied to the 1968 estimated rate base of $934,600,000, the result-
iog rate of returnm is 6.41 percent. We have heretofore found that
the ressonmable rate of return for Gemeral is 7.2 pexcent. We have
also found, discussed below, that General should be penalized
0.2 percent for inadequate service. For General to achieve a
7.0 percent rate of return we find that Gemeral is entitled to
increase its rates by $12,200,000; an additiomal $4,400,000 is
required to increase the rate of return from 7.0 to 7.2 percent.
Rates will be authorized which should produce these sums.

Raise rate of return from 6.41 to 7.07%

-59% % 2,08 (net to gross multipliex)
x $934,600,000 (rate base) = $11,469,000

Use --------------------- B A Y B A B A I N 311’500,000
Provision for settlements .......ccvv.. 700,000

Total LR A Y B N OO B BN B BN AN BN B O A B A N I I 3 lz’zaﬁ’scu

Raise rate of returm from 7.0 o 7.2%
.27, x 2.08 x $934,600,000 = $3,888,000

Use LAC I A I I A A I A A N I W N I I R R IR RS R 3’9007000
Provision for settlements ............ . 500,000
TOTALl  seveunneeernrnnn eenn $ %,400,000

The federal imcome tax surcharge, discussed sbove, is in

addition to these increases.
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v
SERVICE

The duty to serve 1g a fundamental obligation imposed upon
all utilicies. Utilities have a special obligation to serve all in
their territories who request it. Such obligstion arises from thé
fact that a customer is peculiarly dependent upon a particular utility
company to satisfy his needs for an essential service; he is, in a
sense, & captive of the utility. The matter of rendering adequate
sexvice is equal to if not more important than the need for establish-

ing reasonable rates. There can be no such thing as a reasonable zate

without regard to the availability of adequate service. Continuous
service, free from unnecessary ox avcidable interruptioms, is a basic
requisite of adequate telephone service. But adequacy of service does
not necessarily mean the highest possible quality of service; adequate
sexvice has meaning only in reference to the demands of the public,
the cost of the service, and the financial condition of the compeny
offering the sexvice. A given quality of service msy be adequate inm
one territory and quite inadequate in enother.

The legislature has set forth in Public Utilities Code
Section 451 the basic standaxd of adequate utility service.

"All charges demanded or received by anmy public

utility, or by any two or more public utilities,

for any product or commodity furnished or to be

fumished or any sexrvice rendexed or to be

rendered shall be just and reasomable. Every

unjust or unreasonable charge demanded or received

for such product or commodity or .service 1s

-
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"Every public utility shall furnish and main-

tain such adequate, efficient, just, and

reasonable service, instrumentalities, equip-

ment and facilities as are necessary to promote

the safety, health, comfortz, and convenience of

its patrons, employees, and the public.

"all rules made by a3 public utility affecting

or pertaining to its charges or service to the

public shall be just and reasonable."

Clearly, this section means that a utility must provide
reasonable services in oxder to charge reasonsble rates. Or,
stated another way, the rates charged sre to be commensurate with
the sexrvices rendered. A utility camnot charge rates based solely
on. its net investment in utility plant and a fair rate of retum,
end not consider the quality of its service to the public.

The standaxd of reasonablenmess set forth in Section 451
is silent as to its compovents. But in the ordinary case reasomable-
ness 15 primarily based on factors inherent to the company in question,
rather than on a comparison with industry standards or with othex
utlility systems. Therefore, to determime the rcasomablemess of a
utility's service under Section 451 we first look to such items as
the utility’s net plant investment, its service area, the needs of
its customers, its ability to raise capital through bond offerings
and stock sales, and its ability to gemerate funds intermally. It
is only after comsidering these factors that comparisons with other
companies may be appropriate. A small utility sexving in a sparsely
‘populated area might have a small plant investment spread over a
broad service area with the result that providing, at reasonable rates,

wore efficient plant and improved maintenance would be beyond its

ability. Such a company's service might be considered reasonable

because of the difficulty in attracting funds to improvc-sérvice,
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whereas similar sexrvice by a larger company, sexving more customers
within & smaller area, with the ability to attract capital, might
be consfdered unreasonable.

As a further aid in detexmining the reasonableness of
telephone utility service, the legislature amended Public Utilities
Code Section 728 fn 1963 by adding the following:

"In detewmining and fixing rates for a telephome

corporation pursuant to this section or pursuant

Lo Section 455, or in detemmining whether or not

4 proposed rate increase iLs justified pursuant

to Section 454, the Commission shall, amomg other

things, take into consideration any evidence

offered concerning the quality of the particular

Lelephone coxporation's services as compared with

that of telephome corporations in adjacent terri~

tory, and the pemmissible rates for comparable

sexvice charged by telephone coxporations in

adjacent territory." (Emphasis added.)

By the temms of this section the legislature has ordered the
Commisslon to comsider the rate level and the quality of sexvice of

& telephome utility asking for a rate increase as compared with that
of telephone utilities operating in adjacent territory. It appears
to us that this section 1s to be read in conjunction with Section 451.
That 1is, In addition to the factors that we would counsider in deter-
aining the acequacy of service under Section 451, which scmetimes
includes comparing rates and services of various utilicies, we are
now required to comsider such xates and services and make comparisons.
However, 1f such comparisons are unfavorable to the applicant, still,
the applicant’s service might be the best that it can offer. In our
opinion, Section 728 does no more than insure that comparative ratea
and services are considered as factors in determining the xeosonable
sexvice to be expected of a utilicty. In almost all instsnces the

telephone corporation in ceswitoxy adjacent to Gemeral L8 Pacific.
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A. Public Witnesses! Testimony

During the hearings of this case the Commission set aside
12 days devoted almost exclusively to hearing public witnesses. In

addition, throughout the entire hearing, public witnesses were
Pexmitted to testify as they appeared. Over 145 persons took ad~
vaatage of this opportunity to comment on General's service. In
almost every instance the comments were to the effect that General’s
rates were too high and service was poor. Almost every pexson who
commented on the quality of General's service as compared with the
quaiity of Pacific’s service said that the'quality‘of General’s
sexvice was inferior to that of Pacific's. Those who testified
against Ceneral represented a cross-section of the‘entire population
of the State, including state legislators, representatives of cities
and counties, the University of California, the Senta Barbars School
District, lawyers, doctors, teachers, engineers, businessmen fxrom
large, as well as small companies, workingmen, housewives, retired

pexsons on fixed incomes, persons on weifsgre, and even some of

General's own employees. The compiaints gemerally £ell into the

following categories: no diasl tone when receiver is lifted; wrong
runbers gre reached although dialed correctly; after dialing the linme
goes dead; lines axe noisy; calls are comnected into existing com~
versations; slow operator assistance; line reverts to dizl tone dur-
ing dialing or tmmediately theresfter; busy signal is encountexed
before dialing is completed; lines are discommected in the middle

of a call; incoming calls ars mot received because telephone does
not ring; and busy signals are received although called telephone

1s not in use. It would unduly burden this opinion to set out all

the complaints 1in detail but & few typical ones should be preseonted.
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A lady living in Mission Hills testified that often her
phone would not ring. "[T]be persoe dialing me will get a ring
and I hear nothing on my end and my husband works ;I.n Culver City and
calls me nearly every evening before he comes home and he dials two
and three times and the phone will ring and I hear nothing and I
am waiting for the call and I have not been on the phone. -.."” On
another occasion the witness had telephone trouble and called &
;epaimn who checked out the phone. As the repaii-man was leaving
the witness made a call and she "got a disl tone and dialed but could
not get a ring. So I just held the phome and ram out to get the
repairman back."” |

A witness from San Fernando testified that often hex
‘telephone did not ring when others cailled her. She said that her
"husband’s work depends upon the phome. Each and every evening he
receives a call Lnforming him whethexr or not he worlks in wbat
locality, and at whet sterting time. During the £irst week of 1968,
oy husband lost & minimum of $100 4in work because his boss assumed
no one was home because he heard the phone ring and 1t did mot ring
at our end. As I said before, we were at home because we wait for
these calls. They awe our bread and butter.” The witness glso
testified to numerous other service deficiencies.

The president of radio station KFOX inm long Beach testificd
that a rate increase for Gemeral is unjustified becguse of the
"absolutely unbelievably poor service which is rendered by the
company.” The witness operctes properties in New York, W:ashington,

Memphis, San Francisco, and Chicago, but he never encountered 50

many problems in making telephone comections as in the Long Beach

and West Los Angeles aveas scxved by Gemeral. Ome of his prinmcipal




A.49835 et al. MJIO/NB

complaints was that he would dial a local number and get a recording
saying there was no such mmber in service. Then he would have to
place his call through the operator, who on occasion asked why he
did pot disl directly. As he put it, "Everything conceivable happens
except you don't get the right number, but when you call the operater
you will be commected immediately." |

A resident of Pacific Palisades in the Santa Monica exckange
testified that:

"I have been living in the Palisades since June
of 1967 and I did not become really incensed
with the sexvice of the company until my wife
and I bought a heme which we moved into on
February the 17th of last year, and in that
time we haven't had so much as, let’s say,
three days pass without some annoying problem.

"And I have never written such a letter before,
I am not easily moved to do such & thing, but
oy wife and I, we came to the conclusion that
handling our problems through the complaint
department of the company was of no avail
whatsoever.

"They had been out many times. Yestexday they
replaced our telephome for the fourth time
since we have been living there. And we
decided that, well, to repeat myself, we
decided there was simply mo point in dealing
with the company any longer about our poor
Sexrvice, we had to either give up and just
accept the service as it was, or we had to take
our complaints to some other bodies, in this

case, the Public Utilities Commission, of
course.”

One bright spot in this unvarying condemnation of telephone

sexvice was the almost wniform praise of the courtesy and promptaess
of the telephone employees, especially the repairmen. Witness after
witness referred to the promptness of a sexvice csll after a complaint,
and the courteous manmer of the service people. To at least one
witness who frad a number of service complaints it appeared that

General's servicemen were sent to charp school rather than repairman
school.




A,49835 et al, MJO/NB

B. General’s Testimony

Genexal's vice president for operations, the pexrsor who
1s responsible for the quality of the service General provides,
testified that the service is good; Lt is "sexrvice that is comparable
to that avallable anywhere.” His opinion was based upon a mmber
of statistical indicators of service, the amount of investment in
plant, and the quality of the employees. The witness.stated that
one of the best indicators of the quality of service is "total
customers® reports per 100 stationms,” because it measures the total
number of trouble complaints on telephone sexrvice repoxrted by
customers. This indicator shows & gradual reduction in customex
repoerts to a level of 6.16 in Jamuary 1968, which compares £avorably
with the company’s objective of 6.0. Another indicator, the "dial
equipnent service index," is designed to illustrate the ability of
central office equipment to provide rapid and trouble-free telephone
sexvice. This index has trended upwards to 94.3 in Jamuary 1968,
close to the objective of 94.5. The "trouble clesring times” {ndi-
cators show that a two-hour objective clearing time for business

service was met in 91.7 percent of cases; four-hour objective time

for residence service was met in 95.5 percent of cases. The company’s
objective is to meet trouble clearing times im 95 pexcent of cases
and its indexes illustrate that General has been at or near this
level of performance very consistently in recent years. The "speed
of answer indices" record the speed in which toll and information
operators aunswer the telephone. These Zndicators show that company
objectives are belog met. Other indicators messuring other phases

of service also show that company objectives sre being mer or are

close to being met. The witness stated that Zbese statistics are
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ovérall company statigstics and that obje&tfves'afe not being met
uniformly throughout the cempany, but that the trouble spots are
béing cozéécted. |

The witness then went on to deseribe other aspects of the
company progrém to improve service and keep it at high level. He
discussed the planning needed to meet the future needs of present
and new customers; the forecasting of growth estimates, made not
oﬁiy In temms of the mumber of customers to be served in the future,
but also the general distribution of these customexs throughout
the operating territories; the service improvement programs that
have been introduced %n recent years which include preventative
maintenance programs that involve the continual sexrvicing of plant
in oxder to avoid failurc; the cable pressurization program which
detects leaks and protects service inm cables that, cspeciaily during
inclement weather, can cause serious trouble; the automatic cable
insulation testing equipment to help detecct troubles during wet
weaéher in portions of the plant not covered by pressurizaetion.
Centralized repéir dispatéh centers have been set up, 24-hour test
board covefage has been instituced, two-way radio communication be-
tween test centers and repair trucks has been established, and
automatic routiners have been installed in many central offices to
detect'deficiéﬁcies in equipment éﬁereby helping to eliminate poten-
tial trouble before it materializes.

In the witness's opinion Gemersl's personmel program has
kept pace with growing customer needs. He stated that Germeralls
traloing progrems have been quite cffective, produciﬁg‘highly qeal-
1f{ed personnel who have demonstracéd their abilities by creating

and maintaining some of the most highly sophisticated comwunication
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sexvices. Total company employment has grown from about 16',200 at
the end of 1964 to about 21,200 at the end of 1968; those employed
in maintenance from 9,950 in 1965 to 11 »240 1in 1968. The compahy
tries to maintain a personsl customer relationship in its overall
activity by delegating authority to those in immediate contact with
the customer so that day-to-day problems are corrected as they arise.
This delegation of authority is continually monitored. In the
witness’s opinion, this totsl effort of management, maintenance, new
investment, and statistical performance charts; adds up to good
sexvice. The witness testiffed that as long as he has been with the
company there have been no budget restrictions placed on new plant
or maintenance. Also, the wages paid to General's employees are

essentially the same as wages paid to Pacific’s employees; thexre is

no problem of General training repairmen who subsequently go to work
for another telephone company. The witness reviewed all of the
complainte presented by public witnesses in this case, and was of
the opinion that the complaints were naegligible and that Genmeral
was rendexing good service.
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C. Staff Testimony

A staff engineer testified concerning service of
General. He analyzed the testimony and exhibits of Gengral'sl
sexvice witnesé, the testimony of public witmesses in th;s case,
and made outside surveys of service and service complaints. His
conclusion was that the quality of service provided by Géneral
has been improving through 1967 and early 1968. This improve-
ment is acknowledged by the subseribers, indicated by the indexes, |
and experienced by the staff members, The witness said that as a
result of the upward trend in service quality, some phases of
sexvice can be considered good (imstallatioms, repairs), and
others reached acceptable levels., However, in the witnmess's
opinion, while the trend is in the right direction, by no means has

service reached a level where the quality of sexvice couléd be
‘accepted without further improvement,

In the important "total customer reports per 100 stations”
indicator the witness found numerous central offices with poor to
fair trouble report indexes, which show the need for considerable
sexrvice improvement. Some of these offices include the very large
offices of Santa Monica, West Los Angeles, and Downtown Long Beach,
On the "dial office performance” index at least 75 offices out of
154, in Januéxy 1968, were recorded as not meeting-the objective in
at least ome category as shown by this index. 3y categories, 19
offices £ailed to meet the objective for lime groups, 26 for
connecting groups, &3 for originating intermffice trumiks, 19 £or
incoming company commecting trunks, and 20 for imtraoffice trunks.
A large nuber of low index offices im the outgoing trumk groups
is indicative of inadnqnnio trugk facilities which mot only result
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in customer dissatisfaction but also may result in diminished
toll and message unit revenues.

In analyzing troubles as reported by dissatisfied
customers, the witness stated that many of these troubles wére
encountered by the staff engineers when first testing the
quality of service in differemt areas on test calls. Staff members
have had more difficulty in duplicating troubles in recent momths
indicating a decrease in the number of such troubles, In the
witness's opinion the nature of the customer's complaints are
generally indications of inadequate central office equipment,

truoking, and insufficlent maintenance. Through the addition of

equipment in trunking, rehabilitation of central office equipment,

and implementation of plant maintemance prograws, troubles have

decreased compared to the situation prior to 1966.

D. Discussion

General has been plagued with service problems for
years. In 1966 there were 140 informal service complaints
against Gemeral filed with the Commission; 124 informal complaints
filed in 19367; and 198 informal complaints filed in 1968. Im
1964 a complaint concerning service in the Covina and Pomona
exchanges of Gemeral was filed with 7,200 signatures attached.
Formal hearings were opened oo that complaint which culminated in
the Commission finding that 'telephone service rendered by (Gemerzal)
in the Citles of La Puente, Covina, West Covina, Baldwin Park,
Azusa, Irwindale, Glendora, Walnut, and Pomona has, in the past,
been below the standard (Gemeral) should have rendered."” (Conklin v.
Gemeral Tel, Co. (1965) 65 CPUC 57, 61,) The Commission im a later:

order in the same case found that "the service conditions in the
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Cicies of La Puente, Covina, West Covina, Baldwin Park, Azusa,
Irwindale, Glendora, Walnut, and Pomona are mot yet at g satisfactory
level,” (65 CPUC at 708,)

We agree with the staff engineer that the quality of
sexrvice provided by General has been jiwmproving. We agree that
while the trend is in the right direction, by no means has the
service reached a level where the quality of sexvice could be
accepted without further improvement. We disagree with the
enginecr's conclusion that repair service is good. The testimony
of the public witnesses presented in this hearing convinces us that
repaixr service is poor, As far as overall sexvice is comcernmed, we
find the quality of Gemeral's service has been improving, but just
as it was unsatisfactory in 1965, it is still umsatisfactory today,
and we shall consider it umsatisfactory umntil Geaeral's sexvice is
couparable to that offered by telephone corxrporations im adjacent
texritory, that is, by Pacific.

The charts, indicators, and indexes presented by Genmeral
suffer frow the infixmity that they are all prepared by the company,
after iavestigation by company men, applying standards set by the
company, and used im a rate case where quality of service has a
direct bearing om rates. Ve cammot give such indexes the weight
we would accord to indexes set up by an independent body, and subject
to check by independent engineers., TFurther, the company witness
shrugs off 2ll of the somplaints by public witmesses with the
statement that there are over 1,294,000 primary telephone stations
on the company system and there were only 145 complainants, leading

to the conclusion that such a small pexcentage of complaints

indicates good sexvice. Such comment does. mot take into consideration
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the fact that the kinds of trouble enumerated by the public witmesses,’
as analyzed by a staff engineer, are gemeral indicatioms of inadequate
centxal office cquipment, inadequate trunking, and insufficient
maintenance. Such being the case it is clear that many more than

the 145 witnesses were affeétéd by these service deficiencies. Nor
does the xelatively small number of custemers testifying reflect the
fact that many are representing organized groups or neighbors; nor

the great difficulty and inconvenience that prospective public
witnesses are put to. They have to take time off from either

their jobs or their household work im order to attend a hearing.

Some may have to come more than omee, Early in theée hearings it

was suggested that evening sessioms be held., This suggestion, for

a variety of reasonms, was rejected, But it is obvious to us that

holding hearings at a time when persons would mot have to lose work

would have shown 2 very large increase in witnesses testifying
against General.

An important source of information concerning service
deficiencies can be found in the Commission’s records of inmformal
sexvice complaints. These records reflect service complai#ts in the
Southern California area over the past six years agcinst Genmeral
and Paclfic. We take official notice of these records and set
them forth below. .
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Sexvice Complaints Complaints;per 100,000 Phones

Jear QEEEEEE? Pacific General? Pacific

1963 146 45 9.4 1.2
1964 223 54 13.2 1.4
1965 188 36 10.2 .9
1966 140 55 7.1 1.2
1967 124 62 5.9 1.3

198 198 122 8.7 2.5
Total 1,019 374
a TIacluwdes Cel Water & Tel |

Because Pacific has about three times as many telephones
in the Southern California area as Gemeral, the above table takes
on added significance.

General is the second largest telephone company in
California. It is the fourteenth largest teclephone company in the
United States. It is the largest independent telephone company in
the United States. Its total maintenance expense has increased
from $30 million in 1963 to $56 million im 195735 its total telgphone
plant in sexvice has increased from $630 milliom in 1963 to $1,1923
million in 1967; in 1968 it employed over 11,000 persoms in its
plant department; its comstruction budget for 1968 is approximately
$180 million; its sexvice witmess has testiffed that mo requested
funds for comstruction and maintenance have ever been refused; it
has never had problems raising money. In view of these facts in
relation to the service complaints we have heaxd, and without
considering the quality of Genmeralls serviece as cowmpared with
Pacific's, it is our opinion that Gemeral's service is inadequate;

when compared with Pacific’s service our opinion is confirmed,
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There is no reason why Gemeral's service should be inferior to
Pacific’s. Gemeral has the money and manpower, and presumably the
ability to rectify these service deficiencies. We recognize that
some of the service deficiencies are attributable to Cal Water &
Tel, but we also recognize that when Gemeral bought Cal Water & Tel
it bought its liabilities as well as its assets. ‘Wé also note that
wany complaints come from areas long served by Gemeral, Santa
Monica and Long Beach, where there can be no excuse about acquiring
a blemished system. To insure that General promptly corrects its
service deficiencies we will reduce its fair rate of returm by

-2 percent. Admittedly this is a judgment figure. We have no way
of knowing if such a reduction will stir Gemezal's management.

Kowever, if management acts quickly the reduction can be eliminated

in a reasonable time; if management acts slowly other sanctions can

be imposed.

We will authorize two sets of rates: ome to produce rev-
enues sufficient to maintain a 7.2 percent return, and one to pro-
duce revenues sufficient to maintain a2 7.0 percent return when the
full amount of the directory advertisimg increase is realized,
which will be approximately 18 momths, Rates to produce a 7.0 per-
cent return will be made effective by this order. Rates to produce
a 7.2 pexcent return will be made effective upon Gemeral's applica-
tion and proof, after hesring, that its service is adequate.

We are permitting an increase in rates and charges despite
service deficiencies because of Generasl's need for additionsl money
to maintain its present service levels.

Some appearances have requested us to oxrder Genmexral to
institute programs, formulated by us, that would improve service.

At this time we will not do so. General has adequate Tesources,
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epext manpower, and sufficient knowledge to improve its system. Any
progran we would offexr is no more than words on paper and might lull
all parties into a false sense of progress. In our opinion a pen~
alty in the form of lower rates, with a2 promise of higher rates
when service improves, is a better method of obtaining good service.

When General files its application for imcreased rates
based on improved service, it will facilitate the heagring and comply
with Section 728 if, as part of proof of improved sexrvice, it pre~
Sents service indexes developed using Pacific's standards for com-
puting such indexes. Accordingly, Gemeral will be ordered to adopt
the various service indexes now used by Pacific and to demoustrate
adequate service in conformity with such indexes. Respondent ?acific
will be oxdered to assist Gemeral in the compilation aumé use o<
Pacific's service indexes. In so ordering this change in General’s
practice, the Commission has no objection to General's comcurrent
continued use of its presenz‘indexes.

In view of Gemeral's claim that, when determining adequacy
of service, persons testifying in 2 rate case may not be an accurate
sample of General's customers, we will oxder General, when it next
appears before us in a hearing concerning service, to submit a market //
suxvey directed to the adequacy of General's service in the Los
Augeles metropolitan axea in comparison with Pacific's service. J/
This survey is to be conducted by an independent organization
approved by this Commission. Such a survey is expected to insure a
statistically reliable sample. The details of the survey can be
worked out by the survey organization, Genreral, and the staff. The

weight to be accorded such a survey would be that given the testi-

mony of any expert witnmess. The compensation to be paid such survey //r

organization will be charge& to Gemeral. (See Evidence Code, Sec~
tion 730 et seq.)
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Vi
RATE SPREAD

The gemeral rule regarding the spread of rates is that the
rates must not be unjustly disériminatory oxr unduly preferential not
only as between localities but as between classes of ratepayers.
Wherever the outer limits of this definitionm extend, it is clear
that we have great latitude in naking rates. But in the interests
of oxderly procedure and stability in basic concepts of rate making
we should not stray too far from concepts previously found workable,
even though alternate meritorious principles are available. One
concept found workable is that the basic charge for residence serv-
ice should be based on one-party flat xrate and the basic charge
for business service should be based on one-party measured rate.
Another is that in fixing the level of rates we must not lose sight
- of the fact that basic resideatial service, one-party flat rate with
4 standard telephone, is a necessity, not a luxury, and, therefore,
the level of residence rates should not be increased unless abso-
lutely necessary, and certainly not merely to shift revenue require-
ments from nonessential services. Revenue Tequirements from non-
essential services should rarely be reduced if the rates for basic
services would have to be increased to compensate for the reduction;
nor, when a general rate increase is in order, should nonessentizl
sexvices be exempted from the increase if the rates for basic
services have to be increased. Of course, gross inequities in rate
spread must be corrected, sometimes at the expense of basic services.
To the extent that there is evidence im the record, we have consider-
ed cost of service and value of sexvice. And, we have tried to

spread rates so as to make comparison easier with rates of telephone
companies in adjacent terxrxitory.

-
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General provides almost 65 percent of its serviée‘in the
Los Angeles Extended Area (LAEA). Tm the LAEA only two companies
provide service: Gemeral and Pacific. General serves abou.
1,300,000 telephones and Pacific sexrves about 2,990,000 telephones.

This Commission comsiders the LAEA not a group of separate com-

munities, or a2 collection of different telephone exchanges, but a

megalopolis. As far as telephone service is concerned the TAEA

should be treated as one rate-making unit with uubstannial*y one

basic rate throughout. We have just completed a rate spread for

Pacific (Deciston No. 74917) in the LAEA where we applied what we
consider to be valid rate-making principles; most of these‘same
principles should be applied to General.

By applying similar rate spread principles to what, from
the Commission's pofamt of view 1f not the utilities', is similar
sexvice we will avoid confusion in the mind‘of the publie, avoid

two complex rate Structures, and permit the comparisons required by

Section 728 to be moxe easily made. This procedure not only com~

plies with the law but allays any suspicion that different companies
utilize different rate spreads just to avoid comparisonms.

In short, we will comsider the rates for the various
sexvice offerings from the point of view of protecting the basic

residence rate and conforming Gemeral's offexrings to a basis com-

parable to Pacific's. Space does not permit a counsideration of all

of General's hundreds of offerings so we will limit this djscussion

to those items mentioned in the briefs plus ome or two others.
A, Basic Rates

The basic principle Gemexral employs for exchange rate
level design is stationm availability. Under this principle the
bighest rates apply in the exchanges having the greatest station
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availability. Such rate levels ace based on a "value of service"
concept. The practical effect of this principle is to have s dozen
or more different rates, both business and residential, throughout
the system; however, rates in the exchanges in the LAEA have been

- made approximately equal.

The basic principle the staff relies on is the concept of
regional rate making. In the staff's view, the Los Angeles metro-
politan area (which includes Gemeral's exchanges in the LAEA plus
the exchanges of Pomona, Ontario, Etiwanda, Huntington Beach, and
Westminster) is sufficiently homogenecous to warrant uniform rates

throughout.

For local sexvice éxchanges outside the Los Angeles

metropolitan area, the staff has proposed one set of basic exchange

rates (except for the Isleton exchange). The staff reasons thgt the
very rapid growth occurxring throughout California is obliterating
community limes. Boundaries that were once reasomable axe now often
arbitrary. A uniform rate level treats customers in & manner
approaching equality, even for.the less populated exchanges. This
kind of rate making provides a basis for a simplified rate design
for future conversions to extended sexvice an&‘facilitates,the
ascertainment of earnings by areas. The staff proposal contemplates
the application of rate increments dependent on the relative develop-
ment within the exchanges involved and the distance of their rate
centers from each other. A comparable plan was found reasomable in

the recent Pacific case (Decision No. 74917).

In ouxr opinilon the staff proposal is reasomable. It sim-

plifies the rate structure and is comparable to Pacific.
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B. Message Rate Service

1. Business

Although nonoptional business message rate service is
presently available in certain Gemeral exchanges im the LAEA, the
company proposes to withdraw such measured service and introduce
£lat xate business service with an optiomal offering of business
measured service. Further, the company has proposed that message
rate trunks provided in these areas be eliminated and that these
trunk charges be fncluded on a flat rate basis as a part of a charge

for PBX stations and equipment. The company's philosophy is that
flat rate sexvice encourages customers to call more freely and
enhances the value of telephome service to all, and is m@re equitable
than message rate treatment which does mot follow'eitﬁcr'usage or
value of service. In addition, Gemeral's business foreign exchange
lines and trunks, presently om 2 message rate basis for General and

all other telephone utilities in California, would be changed to a
flat rate basis.

For exchanges within the Los Angeles métropolitan aree,
the staff has propesed nomoptional business measu—ed sexvice. This
service would include message rate trunks. TFor most sther exchanges,
the staff proposes an optiomal message rate service for business
subscribexs,

For decades this Commission has been iﬁportﬁning Genexal
to provide nonoptional message rate business service within its

exchanges in the Los Angeles area. Gemeral has dome S0 reluctantly

and {n only a few exchanges. In our opinion, the messzge rate basis

of chaxging for busimess service is a more equitable way of properly

assessing the cost of Providing service to both small and large user.
- Such service has been provided by Pacific within the LAEA for over

30 yeaxrs. Further, in Decision No. 74917 we authorized extemsion of
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nonoptional business message rate service to include 31l major
metropolitan areas served by Pacific. The time for pleading is
past. We will order General to provide nonoptional business mes-
sage rate service in the Los Angeles metropolitan area.
2. Residence

Genexal provides flat rate residence sexvice. It does not
propose an offering of residence measured service. The staff pro-
poses, in addition to flat rate residence sexvice, a one-party
measured service for residence subscribers in the Los Angeles
metropolitan area at $2.30 a month, with an allowance of 30
messages. This is known as a "lifeline" service, and is provided
primaril& to take care of the needs of the poor, the infirm, and the
shut-ins; it Ls similar to service now provided by Pacific, We find
such lifeline service to be in the public interest 2and reasomable.

C. Multimessage Units

General has proposed an increase in multimessage unit rates
in the LAEA from 4.05 cents to 4,65 cents a unit. This increase
would apply to both Gemeral and Pacific exchanges. The total
amount of the increase would, in the words of its propoments, "hit
a8 ball park figure, $20 million.” That ball park is too big for us
to play in at this time. We rejected a camparéble request in the

Pacific case; we reject it here.
D. Service Arrangement Changes
Qther than Measured service

The staff and Genmerzl agree that in exchanges which offer

8~ and 10-party suburban sexrvices such services should be'upg:aded

to four-paxty service. TFor other exchanges which now offer four-

party residence service such sexrvice will be frozen and withdrawn

by 1972. 1In its place two-party service will be offered.
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In Decision No. 74917, g1l 10-cent toll and Z-message
unit xoutes were ordered changed to extended service routes within
the next three years. Included are Pacific-Gemeral routes. Con-
Sistent with this, the staff proposes that 3ll General-General
L0-cent toll routes be converted to extended service. In addition,
it is recommended that the message rate allowance now provided bus~
laess and residence subscribers be chargeable only against local
calling area and single~wunit calls as was ordered in Decision
No. 74917.

| All of the above recommendations are reasonable and will
be ordered. We expect Gemeral to formulate plans to phase all
phrty lines out of operation,

E. Special Rate Areas

The staff recommendations for Special Rate Areas are simi-

*ar to those used by Pacific and are reasonable. They will be
ordered.

F. Extension Stations {non-PBX)

The staff proposed rates for an extension station at‘$1

for residence and business message rate sexvices and $1.75 for busi~
ness flat rate service. Gemeral recommends $1.50 for residence and
business message rate service and $2 for business flat rate.

Present rates are usually $1 for residence and busimess meésage rate
sexvice and $1.25 for business flat rate.

' - in our opinion it is reasomable to charge $1.15 for resi-
dence service, $1.40 for message rate business service, and $1.85
for flat rate business sexvice. The differential between residence
and business sexvice for extensions compares with the usual lower
rate levels for residence service. We see no material distinction

between business extensions on £lat rate and business extensions on
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message rate., However, at this time to place business flat rate and
business message rate extension service on the same level will result
in an inordinate increase in the rates for message rate subscriberxs.
Instead we will make the equalizing adjustment at the time when
increases in rates are authorized to provide for conversion to
message rate sexvice in the Los Angeles metropolitan area., In
setting these rates we differ from the finding in Decision

No. 74917 where we set a $1 rate for residence sexvice and business
Deasage rate service, and $1.75 for business flat rate sexrvice. As
fax as Gemeral is concermed, these rates haven't been increased

in over 20 years and should bear their fair share of amny increase.
There should be no differentiation between exchanges, The new

Tates will be a reduction in some portions of former Cal Water &
Tel territory. |

G. TForeign Exchange Service

General proposes that the preSent system of providing
dbusiness forelgn exchange service om a message rate basis be
discontinued and in lieu thereof a £lat rate basis be édopted. It
PTOposes to simplify the rate schedule by adding certain increments
to the exchange rates of the foreign serving exchange.

. Por buginess subscribers to foreign exchange service,
the staff proposes a simplified uniform measured foreign exchange
sexvice rate for individual lime service and for trunk service.
The wmiform rate would be company wide and would not be based on
adding increments to the serving exchange basic rate, Since the
bulk of foreign exchange subseribers are business subscribers, the
staff's proposal'greatly simplifies the #rcsent schedules. 7The

staff proposed wniform business foreign exchange rates are consistent
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with Decision No. 74917. Gemeral's proposal would make it the only
telephone company providing business foreign exchange service om a
flat rate basis. The staff’s proposal for residence foreign exchange
sexrvice is essentially the same as that of Gemeral. We will adopt
the staff proposals; they are reasonable. .

H. Extension Station Mileage Rates ’

General proposes to elimimate mileage charges for
extensions undex certain conditions. The impact of this proposal is
to pexrmit large businesses having extensive properties with numerous
bulldings over a wide area to be intercommected without additional
charge simply by providing a2 conduilt facility from ome building to
the next, In many cases the concept of subscriber premises becemes
distorted to include essentially all the continuous property of the
subseriber. The staff expressed concern over the pfesent and possible
future extent of such continuous property, as well as the vexy
substantial reduction in revenués of approximately ome~half million
dollars. Gemeral's proposal to eliminate a half milliom dollar souzce

of revenues is not persuasive.

L. Zrivate Branch Exchange Service (PBX)

1. Present Status

Presently subscribers to PBX sexrvice in most cases must decide
- on the number of switches required to provide the grade of PBX service
desired. The number of switches varies with customer usage rather
than type of PBX equipment or number of stations. The subscriber
generally depends on the telej;hone company to determine the number of
switches and comsequently the rates and charges for his system. | The

same situation exists in regard to the number of PBX trunks needed.
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2. Company Proposal

The company proposes to offer a subscriber a package
rate for his PBX services. Essentially, the package rate has two
components: (1) a compénent rela.tihg to the cost of the
attendant position and (2) 2 component relating to the number of
Stations the system will require. The company's package rates
provide for the cost of all equipment and trunks needed for the
basic service on an average basis, Switches and trunks would be
furnished as required for any givem system. Message rate PBX systems
are to be eliminated, The higher costs for flat rate sexvice

are embodied in the proposed package rates.

3. Staff Proposal

The staff proposal for PBX services essentially provides
for a simplified and understandable package rate structure, 7The-
rate structure contemplates an offering of various kinds and
capacities of PBX equipment. The staff package rate is similar
to Gemeral’s, but the staff proposal would not be flat rate nor
would it include the cost of trunks in the basic PBX charge. These
trunks would be charged for on the basis of need for each system.
The staff simplified rate structuxe which exclﬁdes PBX
trunks is comsistent with Decision No. 71575 in Case No, 7409. It
is reasonable and will be adopted.

J. Private Line and Datatel Rates

The staff and company propose that uniform mileage rates

for local private line service be made effective consistent with

the rates authorized for Pacific (Decision No, 74917). The proposed
zates for interexchange private lines are lower per mile in excess
of 50 miles to recopgnize decreased unit cosﬁs on longer routes.
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Adjustuments are proposed in rates for private line station equipment

and other sexvices in order to be comparable to Pacific's rates

for similar sexvices., The staff proposed rates for private lime and

datatel services are reasomable and are adopted-

K. ZIelephone Answering Bureaus (TAB)

To understand the problem of the TABs, as it pertains

to rate structures, one must have a picture of the physical setup.

Tae subscribex to conventional telephone sexvice is, of course,

comccted with a central office of General without regerd to whether
he has telephone answexing service. This comnmection is his regulax
sexvice and <oes not emter into the picture. I£, however, such
subscriber does have telephone answering service, a c¢irxcuit from the
centra.ly office to the TAZ is meeded., That sexvice is then comnmected |

to the subscribexr’s xegulaxr service within the central office by

means of a short jumper wire, The present charges for such service

are $1.25 ($§1 for residence, and business nessage rate, subscribexs)
for the extemsiom station at the TAR and 50 cents per quarter-mile
circuit between the central office and the TAB, For most subscribers

this means a total chaxge of $1.75. I£ however, the subscriber and

the TAB are served by different central offices, the problem

becomes more complex. It is necessary in that case to use additional

plant equipment to make conmnmections through the central offices
involved. In that case, under the existing tariff there is an
additional charge to the subscriber of 50 cents for each quarter-mile
between the central office which sexrves him and the central office
which serves the TAB. This 50-cent charge has been effective in
discouraging TABs from seeking clients outside the area served by

the central office which sexrves the TAB, Approxdmately 78 percent

of the clients of TABs are served from the same‘ central office that
sexves their TAB.
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Both the staff and General seek to change this arrangement.
General proposes to raise the extension station rate for business
flat rate telephones from $1.25 to $2.00; the staff would set this
rate at $1.75; both would hold the residence, and business message
rate service, at $1., The mileage charge between central office
and TAE would xemain at 50 cemnts per quarter-mile circuit. The
mileage charge between central offices would be eliminated., General
pProposes an additional new charge of $2.50 which it has designated
as a "secretarial lime charge"; the staff would set this rate at
$1.50. Undexr Gemeral's proposal most TAB clients wouid be charged
$5.00 a month instead of $1.75 and under the staff proposal thoée
clients would be charged $3.75 a month.

| In addition to the very high increase in rates proposed

by both General and the staff, two things will happen wnder the
proposed rate structure: (1) additionmal interoffice trunking
will be needed. This is so because many secretarial services
will consolidate their branch offices and have ome office mear ome
central office while serving clients scattered amomg various central
offices; and (2) since the rate attractiveness of using a TAB in
the same central office as the client will no lomger be available,
the clients of the TABs will have a greater choice amomg TABs.
This, of course, is a benefit to the client. However, this would
sexiously injure many of the TABs.

The evidence presented in this case on the subject of
TABs leaves much to be desired. This is not the fault of amy of the
paxrties, as they have all done a very good job, but, because of the
very small problem that the TABs have in relatiom to the total rate

case of General, sufficient time and emexgy could not be devoted to
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developing a proper record. No adequate explanation was placed on
the record for inauguratimg a secretarial line charge. As far as
we can see, Genmeral will mot be performing any additional sexrvices
which would entitle them to this charge, Further, it is apparent
that additional interoffice trunking will be required under the new
proposal, but mo cost figures were presented to provide this
additional trunking and we have no way of pricing it., Finally, on
this record, we do mot wish to decide the xrelative merits of giving
subseribers to TABs 2 wider selection to choose from as against the
stxong possibility of putting some TABs out of business, We £ind that
the evidence in this record shows that no change should be made in
the present pricing practices of Gemeral other tham to increase the
extension station charge to $1.85, as disctssed elsewhere in this
opinion., We also find that there should be mo distinction hbetween
residence and business extensions as far as TABs are concerned, All
subscribers to TAB service should pay the $1.85 rate for extension
service. B

The monthly rates for switchboards equipped for 80 linmes
has been proposed at $83 a momth, Inm oux opinion there is insuffi-

clent evidence to justify a raise in the preseat $55 rate.

A serious question has been presented inm this case concerae
ing the freedom of choice of subscribers to TABs, It appears to us
that under Gemeral's rate structure they are priced into one TAB
rather than another. We have reservations about this policy but we
fecl that if amythizg is dome to chemge the policy, iz should e inm

4 separate proceeding devoted solely to TABs.
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L. Mobile Telephone Service

General provides dial and mamual mobile telephome
sexrvice. As of December 31, 1967 Genmeral reported 503 two-way
mobile telephone stations in service, of which 126 are used by
General, The staff asserts that General's proposed rates do not
~ pexmit recovery of the full cost of providing the sexvice. The
staff recommends a rate increase, different levels of rates for
manual and dial service to reflect the different cost levels of
providing the services, and an interim flat rate schedule pending
conversion of the dial system to a.mgasuxedrminutes-of—use basis.
The Allied Telephone Companies Association, representing the majority
of authorized radio telephome utilities in California, whose members

in Southern California compete directly with Gemeral for mobile

telephone business, supports the staff proposal. The staff proposal

is reasonable and will be adopted. Gemeral will be ordered to phase
out its flat rate offering within the nmext 18 months.

Genexal proposes a $7.8 million increase in classified
directory advertising rates; the staff proposes a $5.9 million
increasé. The staff proposed rates are comparable to those
authorized for Pacific im Decision No. 74917.

The staff differs from Gemeral in the method of determining
rate group circulation for multiexchange directories. Gemeral's
present and proposed method of determining rate group circulation
is based on the total telephomes within the largest exchange. The
staff proposed method uses the total telephomes in the largest
exchange, plus 50 pexrcent of the total telephomes of the other
exchanges covexred by the nultiexchange directories. The-stafffs
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method places the multiexchange directory in 2 rate group more in

line with that of a single exchange directory and reduces the
percentage of circulation considered free.

General's proposed rates are higher than those existing
in most of the state. In our opinion they would wuaduly burden
advertisers and would cause many present advertisexrs to eliminate
or reduce their ads, thereby making the classified directory less
useful to the publie,

Street address directory rates have not beem increased
since 1961. The staff recommends a 30 percent increase in these
rates; Gemeral has not requested any increase. The staff proposed
increase is comparable to the percentage increase recommended for
classified directories. The staff proposals for the classified

and street address directories are reasonable and will be adopted.
N. Supplezmental Equipmentaal

It has been called to our attention that in an effort
to promote sales of supplemental equipment and services, Gemeral
engages ‘in extensive telephome solicitations, kmown in company
paxlance as "push days." All subscribexs are called, including
those who have requested that their telephone numbers be unlisted
just so they would be spared the amnoyance of unsolicited phone
calls, especially from high-pressure salesmen. Since General
provides a service which proﬁects its subscribers from unsolicited
phone calls, it seems anomalous %o us éhat it should congider
ltself privileged to continue this botherscme practice., General
will be ordexed to cease and desist f£rom making wnsolicited
telephone calls to persons with unlisted telephone numbers for the

puxpose of selling equipment and services, The mails are available
to contact these persons.

12/ We wish to acknowledge the presentation and brief of a group
called "Telephone Underground" whichk did much to clarify the
issues discussed herein.
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1. Starlite'Telephones'

The Starlite telephone rate is 75 cents a month more

than the regular telephome rate, plus a $5 nonrecurring charge

in addition to regular nonrecurring charges, Tglepﬁone Undex-~
grownd (TU) asserts that these charges far exceed what is needed
to reflect the differential in cost of the Starlite telephome ovex
the standard telephonme (the Starlite costs $4 to $7 more and hasg
half the service life), TU's argument asswses that firm frll-cost
figures can be developed f&r this plece of equipment (as well as
other equipument) and that charges should never return more than
full cost. TU's argument that the current rate is excessive is
based solely on the price differential of the factory price fqr
telephone sets. But obviously much more is involved than factory
price., There are many components of cost of a telephone, such as
installation, amnual carrying charges, repair and maintenance,

burden on other parts of the system, return on investment, and

general overheads (and controversy over what to include in geaeral
ovexrheads).

And, if there is agreecment 3s to the components of
cost there remains the problem of allocating the components between
the varlous offerings of equipment and services. Also, some paxt
of the rate should be allocated to that ineffable quality, “value
of sexvice,” for surely some services are more valuable than others.
Finally, reducing ome rate often requires raising a different rate,
sometimes the basic residence, business, or message umit rate,

Rate making is never a methematical application of 2
theoretical principle. In the utility field there are always
customers who are served at less tham cost, and, if the overall
return to the utility is reasonable, there arc those who are

served at more than cost. No one has been able to devise and
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apply a practical system of cost accoumting in this field to caxry
out the cost of service principle litexally; and if it were done,
it would result in such an elaborate and complicated schedule of
rates that the public could not undexstand it and few could apply
it. It may be true that any system of rate making which ignores

the cost of sexrvice as a standaxd invites attack, but practically,

rate making is always a compromise between what would be charged

if cerxtain principles of cost aliocation were adhered to and the

practical necessity that a rate structure should be easily understood
~ and simply applied.

Realistically, ome balancing'factor to the chaxrge of
excessive pricing is the ability of the company to sell amy of
its sexvices to the public, If the price for a specific item

| of equipment or a particular service is too high, the company
will be unable to attract customers and will either withdraw the
sexrvice or reduce the price. For this reasom alome certain element:s
of the company's business will produce greater returns than other
elements regardless of cost.

The Staxlite telephone, measured dy the revenue ic
produces, is in great demamd and, so far as residence customers
are concerned, it appears that the pricing of the service is
reasonable as to them. More important, it is our opinion that
even 1f we could complete the prohibitive task of detemmining
true cost of service in the case of Starlite telephones and we
ﬁound-that it was priced higher than full cost, any revenue
reduction would have to be recovered from basic services. Such
a general increase inm basic rates would be detrimental and could
be classified as unduly discriminatory im that a share of the
burden for the special service would be imposed on the normal
ratepayer subscribing to only the basic sexvice.
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If the éompanyawide return is maintained at a reasonable

level and the rates for basic sexvices are xeasomable, then the
pricing of luxury services and equipment are within reasom, whether
it be done on a judgment basis oxr a cost basis oxr any other basis,
taking into accomat maiketability and value of the service. (See
Genmeral Services Administration v. N.¥Y. Tel. Co. (1965) 63 PUR 3d
451, 463.)

With these principles in mind, and considexring that the

Starlite telephone has-séecial featuxes and an attractive appearance,
we find that the charges for the telephone are reasomable. This
offering is comparable to Pacific's for similar equipment.

2. Long Cords |

A onc~-time charge presently applies to the installazion of
wost long coxds. The staff and General propose to imtroduce 2
wmoathly rate for all long corxds which will recognize that a
stbscrilber is not purchasing these cords, but obtaining the cord plus
maintenance and service. The preseat charge is $6 (nonrecurring)
for a 25-foot coxrd and $5 for a 10-foot cord. Gemeral proposes a
charge of $5 (nomrecurring), plus 50 cents a month for all loag
coxds. The staff proposed a 1l5-cent monthly charge for a 10-foot
cord and 30 cents for a 25-foot cord, plus a $5 nomrecurring charge
when the cord is oxdered imstalled without other work being denme on

premises and a $2 nomrecurring charge when other work is being done.
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General's present charges for long cords are direcctly
comparable to Pacific's. The propesed charges would be diffi;ult
to compare; and they would be by far the largest percentage'increase
of all offerings. In the interest of tariff simplicity and
compaxability we will authorize charges similar to Pacific's: a
nonrecurring charge of $7.50 for 10- and 15-foot cords ond a
nonrecurring chaxge of $10 for 25 foot cords., There should be mo
extra charge for long cords used in comnection with the Starlite
telephone.

3. Jacks and Plugs

A one-time $6 charge presently applies for most jacks and
plugs. The staff and Gemeral both propose a xevised rate structure
that will include a monthly rate based on the same reasoning
applicable for long coxrds. In the interest of tariff simplicity
and to make the offering comparable to Pacific's, we will authorize

2 nonxecurring charge of $10 for each jack and plug installation.
4. Colored Telephones

Complete elimination of the charge for color sets
at this time would result im premature obsolescence of black
telephones. The $5 charge for colored telephomes is reasomable.
5. Rotary Charges |

At present when a subseriber has two main telephomes and
wishes to have a rotary service (i.e., when ome telephonme is in use
and a call comes in on it, imstead of hearing a busy signal the
caller would be switched automatically to the other telephone),

there is no charge. Not only does this service have great value
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to the subscriber, but it requires additionai work, equipment,
and maintenance on the part of Gemexral, In our opinion it is

reasonable to charge 50 cents monthly for cach line on rotary.
6. Amplified Handsets

The staff recommendation to reduce the charge for this
item to $1 monthly is reasonable,

7. Extension Bells

The staff recommendation to reduce the charge for this
item to 50 cents monthly is reasomable.

8. Line Lock Assenbly

This equipment preveats udadthérized use of the telephome by

disconmecting the dial. Presently thexe is a nomrecurricng charge
of $8, plus a monthly charge of $1., TU says this is unreasonable
because the switch retails for about $2, and they suggest a rate of
$5 nonrecurring and 20 cents monthly. There is not enough evidence
in this record to warrant a reduction in this item.

% Service Connections

The present residence service connection charges for General
are: $7 when instruments are inm place, and $10 when instruments
are not in place. Both the staff and Genexal propose to increase
the in-place chaxge to $10._ This increase is reasonabie'because
installation costs, whether or not the instrument is in place, are
at least $20,

Other changes in rates and charges will not be set out
herein. We £ind that the rates and charges set forth in Appendix B
will produce revenues'ﬁesigned to realize for Genmeral a 7.0 percent
rate of return. ‘These rates and charges are reasonable and will be
authorized, The rates and charges set forth in Appendix C will pro-

duge revenues'desigped to realize for Gemeral a 7.2 percent rate of
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return., These rates and charges are reasonable and will be author-

ized upon a finding by this Commission that Gemeral's sexvice has
improved.

The spread of rate increases detsiled in Appendix B author-

ized herein to produce a rate of return of 7.0 percent is as follows: .

Annual Revenue
Increase

Basic Exchange RIteS .cevevicuvecann. veean (500;000)

Related Basic Rates
Extension Stations 1,600,000

Rotary Lines ’ 300 >000.
Othexr Services (100 000)

Elimination of 10 General-to-
General Toll Routes (200,000)

Miscellanecous Services
Directory Advertising and
Street Address Directories 6,100,000
Sexvice Comnection, Move & Change, etec. 3 600 000

PBX, €tC. vovcrirnnncnncans teverecssenns 700 000
Private Line and Dacatel 600 OOO

Public Mobile Service . 100 000
Total of Rate Increases . IZTZUU?UUU

LAEA Settlement Effect {700,000)
1, ,

Ihe spread of rate increases detailed in Appendix C

required to produce a rate of return of 7.2 percent is as follows:

Annual Reveoue
Increase

Basic Exchange Rates

Business ......... wesessrescarsesscasans $ 1,100,000
Residence .vvvevinnnnnnnnnns tecesnne cen- 3,300,000

Total of Rate Tocreases 3,500,000

LAEA Settlement Effect . (500,000)
> b4

(Red Figure)

Upon showing by Gemeral and finding by the Commission that
50 percent of the business primary services within the exchanges of
the Los Angeles metropolitan area, excluding Monxrovia, San Fermando,
Sierra Madre and the Dowmey Distriet Area of the Downey exchange,
have been converted td message rate service, the changes in rates,

charges, and conditions set forth in Appendix D will be authorized.
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A cotparison of -the principal basic rates in the
Los Angeles metropolitan area in Appehdixes B ard C 15 as follows:

Appendix B Appendix ©
Basic Monthly Rates

Residence ~ 1 Party Flat $ 4,65% $ 4.90
2 Party Flat 3.75% 4,00
4 Party Flat

2.95*% 3.20 .
1 Party Message 2.30(20)4.05¢ 2.50(30)4.05¢

Business =~ 1 Party Flat 10.30% 10.75
2 Party Flat 8.25% 8.70
1 Party Message S,.jS_O*(SO)A.Ong 5.95(80) 4.05¢
Suburban Flat 6.4 50% .95

Extension Station Monthly Rates

Residence 1.15

Business - Flat Rate 1.35
Message Rate 1.40

%* No change from present rates except in
Pomoma Valley and Orange Coumnty exchanges.

Rate comparisons between companies are more meaningful. if
their rate structures are based on the same principles. If one
company has a flat rate busimess service in an area and amother -
company has a message rate business service in an adjacent area it -
is difficult to make comparisons. So far as possible telephone <com~
panies should have the same rate structure although, because of dif~
ferent historical costs and rate of return requirements, rates may
of necegsity be different. This priaciple is recognized in Sec-
tiom 728. At this time it is mot appropriate to comsider whcthcr
all telephone compaﬁies in California should have conpparable rate
structures, but it is time to comsider whether in the Soutbern Cali-
fornia area Geperal zad Pacific should have the same rate STruclicze.
To that ¢nd we wiil keep this proceeding open to take further evi-

dence.
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VII

FINDINGS OF FACT

We mske the following findings of fact:
A. Background ' |

l. General seeks to increase its rates for intrastate tele~
phone service by $41,934,000 annually, plus an additional sum of

approximately $8,400,000 to recover the current 10 percent federal

facome tax surcharge.

2. In the United States today approximately 83 percent of all
telephone service is provided by the Bell System. GI&E provides
about one-half of the remaining service.

3. General is coutrolled by GISE which owns 100 percent of its
common stock and has 98.47 pexcent voting comtrol. GI&E operates
approximately 7.7 million telephomes in the United States ofiwhich

General operates approximately 30 percent (2.2 milliom telephomes).
B. Rate of Return

1. For the purpose of this proceeding the capital structure of
.General is as follows: total debt 51.6 percent, bank loans 1.1 per-
cent, preferred stock 4.4 pexcent, common stock 42.9 percent.
1t 1s reasomable to use a composite cost of 5.08 pexcent for long
term debt, 4,91 perceﬁt for preferred stock, and 6.50 percent for
bank loans.

2. It is unreasonable to utilize, in a rate of retumm study
for a telephone utility, a theory of risk measurement that compares
telephone utilities unfavorably with electric utilities. General,
standing alone, and as part of the GT&E System, is no more risky
than individual electric companies, and may be less risky.

3. The recorded average earnings of Gemeral oun common equity
for the period 1962-1966 was 10.47 percent. These earnings bhave not

been too low. Over the past 10 years Gemeral has issued bonds on

texms as favorable as other telephone companies of similar capital
structure.,

~131-




A.L9835 et al. MIO/NB

General has been regularly selling stock to its parent an@ General’s
equity ratio has increased over the past few years. Genmeral has
never reduced capital expenditure programs or maintemance because of
lack of finds. In the recent past Gemeral has had no diffiéulcies

in attracting capital at reasonzble rates. General does large amounts

of its busimesc in growth areas.

4. A reasomable return on common equity for Gemeral is within
the range of 9.50 percent and 10.50 percent. As applied to Genmeral's
capital structure and composite cost of debt this results in & fair
and reasonsble rate of return to Gemeral within the range of 7.0 to
7.4 percent. It Ls reasonable to set rates to yield a 7.2 percent
return, subject to a reduction for service deficiencies which will
be considered in subsequent f£indings.

C. Affiliated Interests

1. Automatic, 100 pexcent owned by GT&E, is the developing,
manufacturing, supply and cistributing company for the telephone
operating companies controlled by GI&E and 4is a leading supplier
of telephone equipment to the remeinder of the independent telephone
operating companies in the United States.

2. The reasomablemess of the prices charged by Automatic to
General camnot be determined by a comparison of Automatic’s prices
with the prices of other manufacturers when the prices of such other
manufacturers are determined by an apalysis of their published 1list
prices and there {s no showing that such published list prices arec
the same as the actusl prices paid for the products by a company
with the puxchasing power equivalent to Gemeral®s. Further, the
Teasonableness of other companies' prices, even assuming compsrability,

was not demonstrated. Moreover, the large and unique market enjbyed
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by Automatic provides an advantage so great that competition is
effectively eliminated. Automatic has a stable, assured, and
captive market. Were Automatic’s ability to manufacture not more
efficient than outside suppliers who do mot possess the adventages
enjoyed by Automatic, the very existence of Automatic under GIS&E's
control would be subject to great question. Little, if any, weight
can be accorded such price comparisons in judging the reasonableness
of Automatic’s prices.

3. The fact that Genmeral pays the same equipment prices as
other independent telephone companies for purchases from Automatic
is entitled to no weight. In 1967 79 percent of Automatic's sales
to domestic telephome companics were to CT&E affiliates, of which
25 percent were to Gemeral. No other 1ndependén: teleplone company
in the United States has purchasing power comparable to General's.
Clearly, with its ovexwheluing dominance of the independenz‘market
the GISE System could virtually dictate prices, and General, as the
largest independent telephone company, could get discounts for
volume purchases. Automatic relies on the affiliated business. I£
it was Independent it could be forced to give grezt price concessions
to retain that business. The prices set for the smallest independent
télephone companies should in no way be a standard for GT&E or
Gemeral. If the affiliated telephone compenies, as a single bsrgeizne-
ing unit, had been fxee to purchase their requirements from the
lowest bidder on 2 truly competitive basis, they could have obtained
them at prices lower than those charged by Automatic. Instead, the
benefits that might have accrued to the telephone companies and their
subscribers have been retained by GT&E. Genecral has failed to
demonstrate that the market for the products of its affiliates is

elthexr open oxr competitive, as thosec temms are usually understood.
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4. General and Autematic, both wholly owned subsidiaries of
GT&E, are, in effect, different departments of one business erntex-
prise, so there exists no incentive to real bargaining.

Despite Automatic’s preferred position in the integreted system, with
sales of lerge percentages of 4its production in effect guaranteed,
with the result of volume production and iess expense in promotional
ard sales costs, there hes, nevertheless, beea no corresponding
reduction in prices, and, therefore, the prices paid by General

to Autometic for equipment and supplies are unressonable.

5. There is a somewhat greater risk in Automatic's marufactur-
“ng operations, even with a substantially captive market, than exists
in a utility operatiom. To prevent Automatic from neking an unreason-
sble and excessive profit on 1ts sales to Gemerzl, it is fair to
restrict Automatic's earnings on its iavestment devoted to serving
Cemerel to a retura on its common equity of 12 percent. To value
such fnvestment we should velue the stock of GTSE given In exchange
for assets of Automatic om gn average marxet price basis and
allocate the portion devoted to serviﬁg General on s net investment

basis. This results in 3 net rate base reduction of $16,623,000

(Lntrestete) and a net expense reduction of $944,000 (intrastate).

6. No more bemefits accrue to the Directory Company because
it is an "Ladependent” company thon would accrue to the Directory
Company 1f it were merely a department in GT6E or & department ig
Ceneral. The Directory Company does not compete for the business
of General or any GT&E operating company nor does it hawe ANy measure-
acie risk of lo.ing such business.

7. Genmeral contributes sbout ome-third of the totsl imcome

of the Directory Company and does aimost three times as much business
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with the Directory Company as all nenaffilisted directory customers
combined, but it obtains no better share of revenue from the Directory
Company than other GT&4E operating companies and nomnffiliated
companies. General Ls not getting the bemefits that its economic
power would demand in a trxuly competitive merket.

8. The function of the Directory Company can be performed
equally well by Gemeral within the present concept of utility service.

9. General and the Directory Company do not bargain at arms
length over the divisfion of directory revenues. The Directory Company
is uﬁed by GT&E to syphon profits from Gemeral. To prevent GT&E and
the Directory Company from making an unreasonable and excessive
Profit om 1ts business with Cenerai we will reduce General's expenses
by $720,000 (intrastate) for the test year. |

10. The amount paid to the Service Coupany by Genersl for
services rendered is reasonable.

D. Results of Operations

1. General's intrastate results of operations for the 1968
Test year are as follows (000):

Total operating revenues $300,387
Total operating expenses 186,032
Unadjusted net income before taxes $114,355
Taxes 56,098

Unad justed net income § 38,267

Affi{liated interest (Net expense )
reduction) 1,664

Adjusted net income $ 59,924
Unadjusted rate base $951,237

Affillated interest 516,633)
, ? '

Rate of retumm 6,417




A.49835 et al. NB

2. A true tax saving would result from Gemeral's use of accel-
erated depreciation. General uses a method of computing income
taxes which results in maximm tax costs and, hence, maximum charges
to its ratepayers and by so doing General has not acted in a reason-—
able and prudent manmner, all to the detriment of the public. It Is

reasonable to compute Gereral's Income tax expense for the test year

on the basis of the use of accelerated depreciation bezinning with

plant additions in such year. -

3. The staff's negative cash working capital adjustment is
reasonable. The staff's treatment of depreciation relative to
Account No. 232 (Station Commections) is reasonable.

4. To achieve a rate of return of 7.0 percent General is
entitled to increase its intrastate rates by $12,200,000; and to
achieve a 7.2 percent rate of return General is entitled to increase
its intrastate rates by an additional $4,400,000,

5. In computing results of operations for the 1968 test year
we have excluded the effects of the federal income tax suxcharge.
We have also excluded the effects of this surcharge in determining
the rates which would increase General's net revenue to give it a
reasonable rate of return. To compensate for this tax suxcharge we

will authorize General to add 1.61 percent of each customer's bill
to said bill.

E. Service
1. By the terms of Public Utilities Code Section 728 the legis-
lature has oxdered the Commission to coﬁsider the rate level and
the quality of service of a telephone corporation asking for a
rate increase as compared with that of telephone corporations

operating in adjacent terxritoxy.
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2. During the course of the hearings in this case over 145 per-
sons took advantage of the opportunity to comment on Gemeral's serv-
ice. In almost every instance the comments were to the cffect that
General's rates were too high and service was poor. Almost every
person who commented on the quality of Gemeral's service as compared
with the quality of Pacific's service said that the quality of

Genexal's service was inferior to that of Pacific’s.

3. The complaints generally fell into the following categories:

No dial tone when receiver is lifted; wromg numbexrs
are reached although dialed correctly; after dial-
ing the line goes dead; limes are noisy; calls are
connected into existing conversatioms; slow opera-
tor assistance; line reverts to dial Cone during
dialing or immediately thereafter; busy signal is
¢éncountered before dialing is completed; lines are
disconnected in the middle of a call; incoming calls
are not received because telephone does not ring;
and busy signals are received although called tele-
phone is not in use.

4. The nature of the witnesses' complaints show inadequate cen-
txal office equipment, trunking, and insufficient maintenance.

2. Gemeral's service has not reached the level where the quality
of service can be accepted without further improvement. General's
repair service is poor. As far as overall service is concermed the
quality of Gemeral's service has been improving, but just as it was
unsatisfactory in 1965, it 1is still unsatisfactory today, and we

shall consider it unsatisfactory until Genmeral's service is compara-

ble to that offered by telephone corporations in adjacent territory,
that is, by Pacific. |

6.. The charts, indicators, and indexes presented by General
suffer from the infirmity that they axe all prepared by the company,
after investigation by company men, applying standards set by the
company, and used in a rate case where quality of service has a
direct bearing on rates. We do not give such indexes the weight we
would give indexes set up by an indcpendent body, and subject to

check by independent engiceexrs.
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7. General is the second largest telephone company in
California. It is the l4th largest telephone company in the United
States. It is the largest independent telephone company im the v
United States. Its total maintenance expense increased from
$30,000,000 in 1963 to $56,000,000 in 1967; its total telephome
Plant in service has increased from $630,000,000 in 1963 to
$1,198,000,000 in 1967; in 1968 it employed over 11,000 persons in
its plant department; its construction budget for 1968 was approx-
imately $180,000,000; its service witness testified that no request-
ed funds for comstruction and maintenance have ever been refused;
it has never had problems raising money.

8. Genmeral's service is inadequate. Its service, instru~
mentalities, equipment, and £acilities do mot promote the safety,
health, comfort, or convenience of its patrons, employees, or the
public,

9. Because of the inadequate sexvice provided by Genexral,
Gereral's rate of return should be reduced by 0.2 percent. Rates to
produce a 7;2.percent return will be made effective upon General's

application and proof, after hearing, that its service is adequate.

10. Gemeral should adopt the service indexes that Pacific

uses and compute them the same way.
11l. General engages in extensive telephone solicitations

during which cmployees calli all subseribers including those with

unlisted telephone numbers.
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F. Rate Spread -

l. The Los Angeles metropolitan area should be considered

as omne rate-making unit with substantially one basic rate through-
out.

2. Within the Los Angeles metropolitam area - defined,

relative to Gemeral, as all of General's exchanges in the Los Angeles
Extended Area plus the exchanges of Pomona, Oatario, Etiwanda,
Huntington Beach, and Westminster - Genexal should (1) withdraw
the offering of business igdividual line flat rate, business two-
party line flat rate, and business PBX trunk £lat rate sexvices
and substitute therefor Individual line message rate and PBX txunk
nessage rate services, (2) withdraw the offering of residence two-
party line and four-party line flat rate services and substitute
therefor individual line message rate service, and (3) reduce the
paxties per linme on suburban service to a maximum of four., These
changes should be completed no later tham July 1, 1974.

3. Outside the Los Angeles metronolitan area Gemeral should
(1) withdraw the offering of residence four-party line service,
(2) concurrently introduce the offering of residence two-party
line service whexe not now offered, and (3) concurrently reduce the
parties per lime on suburban service to a maximum of four. These
changes should be completed mo later than July L, 1974,

4, General should establish extended service in licu of toll
service over all routes between Gemeral's exchanges where the toll
rate mileage of such routes is eight miles or less. Such changes

should be completed mo later than December 31, 1971,
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S. General should phase out its flat rate offering of dial
mobile telephome service and institute measured minute~of-use dial
service within 18 months after the effective date of thié order.

6. It is in the public interest to establish a basic minimum
"Lifeline" residence service at a2 rate of $2.30 per month with a
message allowance of 30 units, with restrictions as provided in
Appendix B.

7. The rates and charges authorized in Appendix B attached
hereto are just and reasomable and present rates and charges, iuso-
far as they differ therefrom, are for the future unjust and unrea-
soneble.

8. The increases in rates and charges authorized in Appendix C

attached hereto will be just and reasonable‘when‘ceneral's service

is made adequate.

VIII
CONCLUSION OF LAW

The application of General should be granted to the extent

set forth in the following order and in all other respects denied,

IT IS ORDERED that:

1. General Teclephone Company of California is authorized to
file with this Commission, after the effective date of this order
and in conformity with the provisions of General Ordexr No. 95-4,
revised tariff schedules with rates, charges, and conditions modificed
as set forth in Appendix B attached to this order and, on not less

than, five days' notice to the public and to the Commission, to make
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said revised tariffs effective twenty-five days after the effective
date of this order.,

2. Within the Los Angeles metropolitan area, General Telephone
Company of Califormia shall (1) withdraw the offexring of busipess
individual line flat rate, business two-party line flat rate, and

" business PBX trunk flat rate services and substitute therefor indi-

vidual line message rate and PBX trunk message rate services,

(2) withdraw the offering of residence two-party line end four-
party lime flat rate services and substitute therefor individual
line message rate service, and (3) reduce the parties pexr line on
suburban service to a méximum of four. Further; General shall
present to this Commission, by mot later than December 31, 1969,
written programs for accomplishment of the above changes and shall
thereafter file semiannual xeports as to the progress of such pro-
grams until completion thereof no later than July 1, 1974,

3. Outside the Los Angeles metxopolitan area General Telephone
Company of Californmia shall (1) withdraw the offering of residence
four-party line sexrvice, (2) concurrently imtroduce the offering of
Tesidence two-party linme service where not now offered, and (3) cou-
currently reduce the parties per lime on suburban service to a maxi-
pum of four. Further, Gemeral shall present to this Commission by
not later than Decembex 31, 1969 wxitten programs for acéomplishmcnt
of the above changes and shall thereafter file semiannual reports as
to the progress of such programs until completion thereof no latex
than July 1, 1974.

4. General Telephone Company of Califormia shall establish
extended sexvice in lieu of 20ll service o&er all routes between

General's exchanges where the toll rate mileage of such routes is

eight miles or less. Further, Gemeral shall present to this
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Commission by not later than December 31, 1969, a written program
for accomplishment of the above changes and shall thereafter file
quarterly reports as to the progress of such program until comple-
tion thereof no later than December 31, 1971.

5. General Teiephone Company of California shall phase out
its flat rate offering of dial mobile telephone service and insti-
tute measured minutes-of-use disl service within 18 months after the
2ffective date of this order.

6. General Telephone Company of California {s ordered to
present to this Commission, by not later than December 31, 1969,
the results of a survey of its exchange service areas and a program
to expand base rate areas and to establish special rate areas pur-
suant to the standards set forth in paragraph 77 of Exhibit No. 82,
and shall thereafter £ile quarterly reports as to the progress of
such programs unﬁil completion thereof at no later date than
December 31, 1971.

7. No later than January 1, 1970, General Telephoﬁe Company
of California is ordered to adopt the service quality indexes now

used by The Pacific Telephone and Telegraph Company, and to compute

such indexes by use of Pacific's practices. The Pacific Telephone

and Telegraph Company‘is oxdered to assist General in the develop-
ment and applicatioﬁ of these indexes and practices.

8. General Télcéhone Company of Califormia, when it next
appears before us in a hearing concerning service, shall submit a
maxket survey directed to the adequacy of its service in the Los
Angeles metropolitan area irn comparison with Pacific's service.
This survey is to be conducted by an independent survey organiza-
tion approved by this Commission. The compensation to be paid such

survey organization is to be chaxrged to General Telephone Company
of California.
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/

9. General Telephone Company of California shall cease and
desist from making unsolicited telephome calls to persons with un-

listed telephone numbers for the purpose of selling or offering

equipment and sexrvices. //

10. To fagilitate a comparison by the Commission of rates of
telepﬂgne corporations in adjacent texxitories, to implement Public
Utilities Code Section 728, General Telephome Company of California
and The Pacific Telephone and Telegraph Company are each oxdered to
file with the Commission, within six months of the effective date of
this order, a memorandum setting foxth those service offerings in
their respective rate structures which are comparable to services
offered by the other company, but which are charged for on different
bases, limited to the following: (1) basic exchange primary sta-
tion services, (Z) PBX switchboards, PBX dial switching sexrvice,
primary Centrex serxvice, (3) primary key telephone system service
(pushbutton telephone system service), and (4) items of supplemental
equipment which gemerate revenue in excess of $100,000 per year.
Concuxrently with Generxal's and Pacific's review of their rate
structures, the Commission staff is directed to make aﬁ independent
repoxt on this matter to be filed within six months of the'effective
date of this order. //

E}: General Telephone Company of Califormia shall apply a
depreciation rate of 15 percent to its Account No. 232, Station
Connections, until such time as the depreciation reserve is nearx
Zero.

Eg. The Pacific Telephome and Telegraph Company is authorized
to file with this Commission, after the effective date of this order
and in conformity with the provisions of Gemeral Order No. 96-4A,

revisious in primary service rates for foreign exchange service
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consistent with the changes in basic individual line and trunk
rates set forth in Appendix 2 attached hereto and; onﬁgot less
than five days' notice to the public and to the Commission, to
nake said revised retes effective twenty-five days after the
effective date of this order.
13. The complaint in Case No. 8682 is dismissed.
The effective date of thiz order shall be twenty days

from the date hereof.

Dated at _ Sap Trrncisen s California, this 1st
day of July , 1969.
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Appendix A
LIST OF APPEARANCES

Albert M. Hart, H. Ralph Sayder, Jr., and John Robert
Jones, ror applicant in Application No. 3
respondent in Case No. 8749; interested party in
Case No. 8750; and defendant in Case No. 8682.

Robert E. Michalski, for The Pacific Telephome and Telegraph
Company, respondent in Case No. 8750, and interested
party ina Application No. 49835 and Case No. 8749.

Morris M. Conklin, for Committee for Better Telephone
§erIce, complainant in Case No. 8682 and Interested
paxrty in Application No. 49835.

Roger Arnebergh, City Attorney of Los Angeles, by
Charles E. Mattson and Charles W. Sullivan; Edward L.
Bl{ncoe, inm his own behalf and Zor Utility Users
EEEgue of California; Neal C. Hasbrook, for Califormia
Independent Telephone Association; Robert Hope, for
Unlversity of California; William L. Knecht and 'RL%IE:_Q.
Hubbard, gor Califognia Farm Bgfeau Fegeration; :uis

ossneyr, for City of lLong Beach; John F. Rogers, Ior
Western GEEIA Reglon, AF%

C, USAF; 75%235_, for
Communications Workers of America; John A. van gxg,
egel,

for City of Santa Maria; H. Warren or otate
of California Department o Justice; Ernmest W. Watson
§§§1?el%phone Answering Services of Ca 05211 aR

ed Telephone Companies Association; Ne e K.
Lewis, City Attorney, for the City of San Fexnando;
MorrIsen, Foerster, Holloway, Clintom & Clark by
Robere D. Raven, for Telephone Answering Services
of California, Inc.; Jerry W. Finefrock, for Telephone
Underground; Lester W. Spiliane, foxr Allied Telephone
Companies Association; and A. H. Hassan, in his own
behalf and om behalf of meighbors, interested parties.

Bernard A. Peeters and Leonard L. Snaider, Counsel,

Janes G. Shields, Paul Popenoe, JL., and John J.
Gibbons, for the Commiséion StAZf.




RATES
General's rates, chbarges and conditions are changed as set forth in this
appendix.

I. Tarif? schedules pertaining to basic rates and related services shall be modified
as propesed in EBxhibit No. 127 Appendixes A through I, as amended, except:

Schedules A-1l, A-3 and A=-5.
Individual, Party Line, Suburban,and Semipublic Service

: Semi- :
Individual, Party Line, and Suburban Service ¢ public :
Rate Per Month : Indiv. ¢

: Business : Residence : Line
EACH FRIMARY : Indiv. :2-Party: Sub-: Izndiv. :2-Party:4-Party: Sub~:Rate per:
STATION: {_Line : Line :uwrban: Tipe : Tire : Line :curban: Mootk :

A. L.A.NMetro Area
Exchanges
L. Pomora Vly.
Exchaonges,
rtor to
Pomona V1.
Extended
Sexrvice)
2. Pomona V1y.
Exchanges
(Upon Estab.
of Pemona Vly.
Extended ‘ “
Service $20.30 $8.25% $6.50 $4.65 $3.75% $2.95%* $3.55 $5.50
5.50(80); 2.30(30) %
3. ALl Other

L.A.Metro A
Exchanges 20.30 8.25% 6.50 4.55 3.75% 2.95%% 3.55 5.50
5.50(80)# 2.30( 30 jmn

NC =~ No Change.

# Applies to all mescege rate services. For areas presestly without zessage rote
service, such service at that rate ic t0 be offered concurrently with the
withdrewal of business 2-party flat rate service.

*  Service shall be withdrawn by July 1, 197s.

*%* Where now offered. Serviee 4o be withdrawm by July 1, 197h.

e Service to be offered concurrently with the withdrowal of residence 2- and 4-party
flat rate services.

Rates with figures in parenmtheses indicate message rate cervice. Figures in
Parentheses denote the local memsnge allowance. Rate per local message over the
allowance 15 4.05¢. :

Tomooa Valley kxchanges:

Covina, Etiwands Oztario Pomono
AlLl Othex L.A. Metro Exchmoges:

Dovwney Malidu San Fernando Suniand~Tujunga

Buntington Beach Monrovia Santa Monica West Los Angeles

Long Beach Redondo Sierra Madre Westoinster
Whittler
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'RATES

: Semi- @
Individual, Party Line, and Suburben Service : public :
Rate Per Month : Indiv. :
: Business : Recidence : Line
EACE PRIVARY : Indiv. :2-Perty: Sub-: Indiv. :2-Party:&-Porty: Sub-:Rate per:
STATION: : Tdme : Tina curban: Line : Line : Line -urban: Month o

B. Local Service
Exchanges Qutside
L.A. Metro
1. Breept Isleton $11.50  $8.00  §5.50 §S. 53, $3.20  $3.70 $5.75
2. Isleton Bxchange 9.25  6.50  5.50 k. . 2.k5  2.95 k.75

Local Service Exchanges
Qutside L.A. Netro:

 Banning-Zegumont Isleton Moreno

. Desert Center Lake Bughes Porric
Eagle Mountain Lencoacter Pinyon
Elsinore Lindsay Salton
Hemet-San Jacinto Lompoc Santo Ynez
Iayllwilé Ios Alemos Thousand Qcks

' -3 e
Note: Long Beach loecal service rates %o be withdrawn. Twenty-Nine Paims
C. Extended Service Exchanges

Quteside L.A. Metro:

Arrowhead $
Bxdger

Carpinteria
Courtland

Crestline
Desert Tot Springs
Dualop

Fowler

Grant Grove
Guadalupe

Hozestead Valley
Indio

Joshua Tree

Lagune Beach
Yeadowview
Yiramontew Pinchurst
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APPENDIX B
Page 3 of 6

RATES

Monthly Rate :
Business Service:Residence Service: .
Flat :Message: TFlat  :Message:
Rate : Rate : Rate ' : Rate =

Extension Stations $L.85 Sl‘.kb $l‘.1'5., $1.15

Schedule A=l
Individual and Party Line Service

*+h 9 B3 B

Retary Service
Each line average for rotary service: Monthly Rate ......... 90.50

Add a condition to Schedule A=l to provide that the exchange message

allowance in commection with message rate service is applicable only
to local service area messages.

Sehedule A=19
Foreim Bxchange Semce

G. Add the followa.ng condition: Residence 30 unit allowance message rabe
soervice is not offered on a foreign exchange basis.

II. Tariff schedules pertaining to service commection, move and change, supplemental
equipnent, and miscellaneous services shall be modified as proposed in Exhibit
No. 129, as amended, except:

Schedule No. A-15
Suppleamental Equipment

A. Ooxds (sny nutber of conductors), other thar weatherprool heavy duty cords:
Cord Between 3Base of Sat and Mounting
Block (Nomretractile)

Nonrecurring Monthly
Standard Tength Charge Rate

10 feet $ 7.50 $ -
15 fect 7-50 - .
25 feet ' 10.00 -

Nonstandard Length (maxdimum 25 feet) - %1.00 plus
charge for next longer standard length.

Cord Between the Set Base and Tmrxmitw*-mvceiver
Unit (Retractile)

Qver 5 feet but not

excoeding 10 feet
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Nonrecurring
Charge

Nen-weather proof jacks :
Three or four-contact, each £0.00
Sight contact, each 25.00

Auxiliary jack for operators
telepoone sets, each 10.00

Weatherproo? jacks
Four contact reguler each 25.00
Maxine aszemdbly,each 25.00

III. Tariff schedules pertaining to private brazmch exchange, pushbutton
telephone system, centrex,and telephons answering services shall be
modified as proposed iz Exhidbit No. 13, as amended, excent:

Schedules A6, AT, A-2.

M

Private Branch Zxchange Service
. Service

Tate Per Month
Busiaess Rezidence

A. Loz Angelec Metro Area Exchanges

1. Pomora Valley Exchanges (Prior to Pomons |
Valley Extended Service) Flat Rate $§ XNC & NC

2. Pomona Valley Exchanges(Upcn Establishment
of Pomona Valley Exterded Service) Flat Rate 15. ks> 7.70
Message Rate (L.05¢ per local wessage) 2,750 .

3. ALl Other L.A. Metro Exchanges Flat Rate 15.45% 7.70
Message Rate (4.05¢ per local message) 2.75(0)m .

% Seall be withdrawn by July 1, 1974
W Applies to all mercsage rate services. For areac presently without
wessexe rate service, such service at these rates 4is to be

offered conmcurrently with the withdrawal of f£lat rate trunk
line zcervice.

Pomosa Valley Exchangas: Covinma, Btiwanda, Ontario, Pomona

ALl Other Exchanges: Downey, Buatington Beack » Long Beach, Malibu,
Monrovia, -Redondo, San Fernando, Santa Monica, Sierrs Madre, Swalezd-
Tulunga, West Lot Angeles, Westminster, Whittier.
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APPENDIX B
Page Sof 6

RATES

Rote Per Month
PEL Trunk Service (Continued) Buciness Recidence

3. Loceal. Sexrvice Exchanges Outside L. A. Metro

1. Except Isleton $17.25 $7.50
2. Isleton Exchange 13.75 6.00

Local Service Exchenges Quiside L. A. Metro:

Banning-Besumont Téyldwile Loxpoe Pinyon

Degert Center Tsleton Long Beach Locol Salton

Eagle Mountain Leake Hughes Los Alamog Santa Ypez
Zlsinere Lancacter Morexo Thousand QOake
Hemet-San Jacinto Lindzay Perric Twenty-Nine Palms

" Pate Per Month
Businers Regidence

Extended Service Exchanges OQutzide L. A. Metro

@
o

Arrovhesd $17.25
Zedger 17.25
Carpinteris 16.00
Courtland 13.75 -
Cregtlize 17.25
Tegert Hot Springs . 10.00
Tunlap 17.25
Fowler 19.00-
Grant Grove 17.25
Guadalupe 17.25
Homestead Valley 19.00
indlo 17.25
coshus Tree. 17.25
Laguna Beach 18.50°
Meadowview. 17.25
Miramonte-Pinehearst 17.25
Morongo Valley 18.50
Murriets 1T.25
Cxnard C17.25
Palm Degert 20.25
Palm Springs 28.00
Redlonds iT.25
Recdley . 17.25
Sern Bernardine 17.25
Senta Rerbars 1725
Sonta Maria 17.25
Senta Paula 17.25-
Squaw Valley ' 17.25
Temeculs ‘ 17.25
Wolout Grove 13.75
Yucea Valley 17.75
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APPENDIX B
Page 6 of 6

RATES
PEX Trunk Service

D. Rotary Service

Each trunk arranged for rotary service: Monthly Rote ..veveeesoo.. $0.50
Dial PBX Service = Type C — Expandabdle

Delete the offering of trunk link key attendant position.

Schadule A=2L
Telephone Answering Sorrice

A. Telephone Answering Equipment
Cord Type

Y

Present rates, charges, and conditions in effect for Schedule IIX
exchanges (defined on the Appendix cover sheet of Exhidbit No. 131)
shall apply to-all exchanges. .

Secretarial Lines
Present rates, charges, and conditions shall apply to all exchanges.

Lines Terminated on Telephone
Answering Equipment ~ All Exchanges

Extension handset station rate where applicable shall be $1.85 per
month, ,

Tariff schedules pertaining to private line and datatel services shall
be modified as proposed in Exhibit No. 133, as amended.

Tariff schedules pertaining to rates for directory advertising, listings

and street addross directory service shall be modified as proposed in
Exhibit No. 125.

Tariff schedules pertaining to mobdile telephone service shall be modified
as proposed in Table 1, of Exhibit No. 124.

Billing Surcharpe

The company 4o authorized %o add a billing surcharge ~f 1.61% to
cach customer's total bill (exclusive of federal and local excise taxes)
to nffset the 107 federal income tax surcharge. This billing surcharge
shall terminate simultanenusly with termination of the federal income
tax surcharge, or, should the tax surcharge be reduced a proportionate
reduction in the billing surcharge porcentage shall be made concurrently.

This billing surcharge amount on each dLlL shall be designated "Allowance
for Fecersl Income Tax Surcharge'.
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RATES

By further order of this Commissior following Genmeral's application
and proof, after hearing, that ftc service is adequate, the following

changes ir ratec, charges,and conditicns will de authorized.

Schedules Al and A-3,
Zndividual, Farty Line. and Suburban Services

Business Sexrvice

Individual Line-Flat Rate
Individual Line-Message Rate
2-Party Line

Suburban

silence Service

Individual Lire-Flat Rate
Individual Line-Message Rate

2-Party line
L-Party Line
Suburban |

Sehedule A5
Sepipthlic Sexvice

Exchanges Where Message Rate Service is Offered:
The semipublic rate shall, ve changed to equal the monthly
exchange rate for busizess individual line meccage rate service.
Dxchanges Where Only Flat Rate Service is Offered:

The semipublic rate shall be changed to equnl 50% of the
wonthly business individual line flat rate rounled to the
next lower 25-cent multiple.

Schedules A-6, A-T, and A-8
Private Eranch Exchange Sexrvice

PR Trunk Sexvice

Business arnd Residence PBX Trunk Rate (Flat) shall be changed to
equal 150% of the respective individual lime Lzt rote, rounded
to the next lower 25-cent multiple.

Business PBX Trunk Rate (Message) shall be chonged to equal 50% o2
“he bBusiness individual line message rate rownded to the next lower
25«cent multiple.
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RATES

Upon showing by General and finding by the Comxdscion that 50% of the
business primary service within the Los Angeles metropolitan ares excluding
Monrovia, San Fernando, Sierra Madre and Downey District Area of Downey exchexge,
have been cenveri{ed +to message rate service, the followirg changes in rates,
charges, and conditions will be authorized.

Schedules A=) & A-3
Individuel, Party Line, & Suburban Jervices

Business Individual Lire (Mescage & Flat), 2-Paxrty Lize, and Suburban Services:

Loz Angeles Metro Arepc Exchanges:
Increase basic zomthly rate $0.40
Message rate services
reduction, mnnthly message sllowence <20 NMessages
Increase rate per local message over
the allowance from 4.05¢ to 5¢

Angele:s Metro Area IHxchanges:

Covina Pomona
Dovmey Redondeo
Etlwanda Sen Fernando
Huntingtern Beach Santa Monica
Long Beach Sierra Madre
Malibw Sualand=Tujunge
Monxrovia West Loz Angeles
Ontario wWestminster
Whittier

Sehedule A=5
Seripublic Service

Exchanges Where Message Rate Service ic Offered:
The semipublic rate chall be changed to equal
the monthly exchange rate for business individual
line mescage rate cervice.

Exchanges Where Omly Flat Rate Service is Offered:
The semipublic rate chall be changed to equal
50% of the monthly business individual line
rate rounded to the next lower 25-cent multiple.

Schedules A-), A=3 and A=5
Individual, Party Iize, Suburbon end Semipudlic Sexrvices

oxtension Stations Monthly
ALl Excharges Rate Inerease
Buciness
Flat Rote $0.15
Messoge Rate .60
Residence
Tlat Rate .15
Message Rate A5
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Schedules A-5, A=7 and A-8
Private Eranch Exchange Service

PRY Trunk Service:
Business PEX Trunk Rate (Message) shall be
ingreased 1o equal 50% of thae Business
individual line mescage rate rounded to
the next lower 25-cent multiple.

Business PEX Trunk Rate (FLat) shall be
increased to equal 150% of the husiness
{ndividual lize flat rate, rounded to the
next lower 25-cent multiple.

Schedule A-30
Service Connection Charces

New and Additional Service -
Instrumentalities not in place

Inerease in Charge

Business Service
Eack Individual or Party Line
Primory Station
Zach Private Rranch Exckange Truxk
Each Ordexr Recelving Trunlk
Zach Private Eranch Exchange or
Order Receiving Equipment
Station, IMeept Operatorc Set
IToward Diclisg Service
Initiol Charge, 100
or Less Stoations
Each Adéitional Station
Centrex Service
Indtlal Charge, 200 or less
Primory Stations
Zoch Additional Prizary Station
Zoch Extension Station
Each Tie Line Termination

Residence Service

Zack Primary Station

Eack Private Zranch Bxchange Trunk

Each Privote Branch Exchenge Station

Extension Stations

(a) Stations to be inmstalled at the time other
installation ¢r change worlk 4s being done on
the customerz' wremizec for which a
charge has been made 1.

(b) Stations ordered to be installed under
conditions other thaa (a) above

Instrumentalities in place and 20 change of

location or type of facilities involved.
Buziness Exchange Service and Facllities
Recddence Exchange Sexvice anéd Facilities
Supersedure

8
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J. P, VUKASIN, JR., COMMISSIONER, CONCURRING OPINION

Although I have joined with three of my ¢ollcagues in
signing the foregoing order, I deem it appropriate to point out that
I am decply concerncd with two aspects of that decision, namely (A)
the method utilized therein to encourage the improvement of the
quality of seréice rendered by General Telephone Company ©of Califormiaz,

and (B) the treatment of accelerated depreciation.

IMPROVEMENT OF SERVICE

The opinion herein £inds that the service rendered by appli-~
cant is inadequate, and as a penalty deducts .2 of one per cent from
General's rate of return (approximately $4 million gross revenuce
annually). As an alleged inducement to General to improve the
quality of its serxrvice the order holds out the poscsibility that this
penalty deduétion may be removed if and when Generxal can convince
this Commission that its sexvice is comparable with that of The
Pacific Telephone and Telegraph Company.

This provision of the decision scems inappropriate. In
the first place it completely disregards and ignores the oxpert
testimony of the Commission's own staff to the e¢ffect that although
General's service for many years was exceedingly poor, the Company
has in the recent past made a major ecffort in this direction, and‘in

fact its sexvice has improved in the last two years, Further, the

Company's uncontested testimony points out that major programs foxr

further improvement of the quality of its service were in progross
at the time this application was at hearing, with the resulting

improved service being realized now, and within one or two years.

-
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While there is no question but that this Commission should

require adequate service for the subsceribers and citizens‘of this
State, the Commission herein disregards the substantial and meaning-
ful effort of General in the recent past, and‘the programs now in
progréss to remedy its sexvice problems. In view of the fact that
the opinion herein finds 7.2 per cent to be a reasonable rate of
return, a more fair and dispassionate approach would have taken
fecognition of applicant's present efforts to raisec the quality of
its service, and awarded General the full 7.2 pex cent rate of return
now, and provide for a reduction of .2 of a per cent ome year hence
if General has failed by then to establish the quality and standard

of service required by this Commission for the subscribers of this

State,

ACCELERATED DEPRECIATION

More important, I am deeply concerned with the manner in
which this decision treats accelerated depreciation,

The management of General Telephone Company of California
bas chosen to take normal straight line depreciation on its depreci~
able assets for federal income tax purposes, Nevertheless the fore-
going decision bases its rates on the fiscal statistics that would
have resulted had General utilized the accelerated depreciation
option available uﬁder Section 167 of the United States Internalv
Revenue Code. This process of rate making based on figures which
would result from accelerxated depreciation, when in fact the manage-
ment Of the utility utilizes normal depreciation rétes, is referxred
to as “imputing accelerated depreciation.“ When the so-called “tax

savings® from this imputed accelerated deprociation is passed on to

-2a
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the rate paycrs in the form of reduced rates, it is referred to as

accelerated depreciation with "flow through." The decision herein

adopts this policy of imputing accelerated depreciation with flow
through.,

I have seriocus misgivings about the;imputation of accelexr-
ated depreciation with flow through., In the first place, the question
of whether to accelerate or‘normalize depreciation is not 2 simple
issue, subject to simplistic solutions. Whether to accelerate or
noxmalize is a highly complex matter requiring consider#tion of a
multitude of interrelated facts. It is a question which requires
the most astute and cnlightened judgment which management can muster,
T question the propriety of a regulatory agency such as this Commis-
sion substituting its judgment for that of utility management in
this unique and complicated field. In 1960 this Commission insti-
tuded a statewide investigation Re Rate Fixing Treatment For
Accelerated Depreciation (Case 6148, 57 Cal. P.U.C. 598) with 45 days
of hearing, 6,031 pages of transcript and 74 exhibits. The Commis—
sion therein stated: "As a gemeral proposition, it is 2 matter to be
determined in the first instance by the management of a public
utility as to whether or not liberalized depreciation will be availed
of or whether straight-line depreciation will be used.” The xeversai
of this decizion herein, sua sponte, should be a matter of concern
for the whole Comﬁission.

In the second place, imputation of accelerated depreciation
with flow through bears many dangerous earmaxrks of shortsighted
regalation. We must always keep in mind that it is oux responsibility

t0 "protect the puhlic intercest.” Public interoct does not mean .
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nerely low rates. It would be absurd to argue that we are protecting
the public interest if we reduce rates today only to endanger the
sexvice available tomorrow.

Accelerated depreciation results in tax reductions today,
which must be made up in the future if the present rate of capital
expenditure is not maintained or if Section 167 of the Internal
Revenue Code should be repealed. If either of these events should
occur it is inevitable that there will be an immediate and substantial
impact on utilities which either have taken or which have had
accelerated depreciation imposed upon them and the effect therecof
flowed through to income. In su&h case, tax savings today which
axce passed on to the subscribers in the form of lower rates toéay,
must be made up in the form of higher taxes and resulting higher
rates in the future. Some eclements of our society find this an
appealing technique. I deem it objectionable. I cannot with cood
conscience pass on to rate payers ten years hence the possidle burden
of paying for part of the sexvice which I enjoy today.

Thixd, today's decision totally fails to consider_or
evaluate all of the consequences of its treatment of depreciation on
a growth industry, in a growth area, with its great capigal invest-

ment requirements in the immediate future, In addition, it fails to

take into consideration the impact of accelorated depreciation on

the telephone industry as compared with gas or clectric £irms ox
water companies, Uafortunately it fails to take into comsideration
the fact that the effect of acceleration is substantially more pro-
nounced on a telophone company which has a 20-year average composite

life on its plant (with 2 resulting 5 per cent per year depreociation

=l
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on a straight line basis or initially a 10 per cent »er year on a
double declining balance accelerated method), as compared with water
companies which have a 33-ycar averace composite life (and thexefore
+ 3 per cent per yeax straight line depreciation and initially 6 pexr
cent per year on the same accelerated basis).

It is further noted that in the decision consideration is
only given to the flow through method of accounting for the effects
of the use of libexalized depreciation. It may well be that an
alternate method inveolving norﬁalizing the offects of liberxalization
should be considered if liberalized depreciation is to be imputed.
Appealing arguments have bheen made that liberalization with normaliza-
tion results in benefits to both company and subscribers. This

method would, over the years, result in benefits to the company in

that it wouwld provide a source of interest free capital, and to the

subscribers, in that such interest free capital could ¢ considered
in arriving at a reasonable rate of return by assigning a zero inter-~
est cost to such capital, or in the alternative the normalization

resexve could be deducted from the rate base.

CONCLUSIONS

Thus, although today's decision has many commendable
features and is the result of cincere and Cedicated effort, I feel

compelled to point out my serious concern with the position taken

on the afore two zubjects. | QZ///’\
s : Jj/ //\M

'J. . Wkasin, Jr.
Commissioner
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COMMISSICNER A. W. GATOV, Dissenting:

I dissent.

Section 722 of the Public Utilities Code orders that this
Commission, in determining and fixing rates for a telephone corpora-
tion or in determining whether-or not a proposed rate increase is
justified, shall, among other things, take into consideration any
evidence ¢ffered concerning the quality of the particular telephone
coxporation's services as compared with that of telephone corporaticms
in adjacent territory and the permissible rates for comparable ser-
vice charged by telephome corporations in adiacent territory.

Turthermore, Section 451 imposes upon public utilities the
duty to provide and maintain adequate services and facilities. Con-

sidexing the nature of General's service as developed in this recoxd

and as compared with telephome service in adjacent territory, the
1

majority finds the service inadequate and that General has violated
Section 45I% Viewing 3ections 451 and 723 together, the conclusion
is iﬁescapable, at least to me, that the Commission should have

denied the application without prejud;ce and reconsidered the matter

at such time as applicant felt it could submit convincing evidence

of good service.

L/ Finding E.5. - General's service has not reached the level
where the quality of service can be accepted without further
lmprovement. General's repalr service is poor. As far as over-
all service is concerned the quality of Gemeral's service has
been improving, but just as it was unsatisfactory in 1965, it
is still unsatisfactory today, and we shall comnsider it unsatis~
factory until Genersl's service is comparable to that offered by
telephone corporations in adjacent territory, that is, by Pacific.

2/ Finding E.8. - General's sexvice is inadequate. Its service,
instrumentalities, equipment, and facilities Jo not promote the
safety, health, comfort, or convenience of its patrons, employees,
or the public. . '
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I agree with the majority where they point out (mimeo

pages 103~109), "There is no reason why Genmeral's service should be
inferior to Pacific's. General has the momey and manpower, and pre-
sumably the ability to rectify these service deficiencies.” and
that “‘Gemeral had adequate resources, expert manpower, and suffi-
cient knowledge to improve its system.”™ These pronoumcements con-
firm my contention that the finding for an increase is negated by
Findings Z.5 and E.8. The majority paradoxically is thus treating
a violation of duty by granting a reward. That the impact of this
increase is aimed principally at a special ¢lass of subscriber does
not diminish the contradiction.

Because of my fundamental position, I do mot think any
useful purpose will be served if I comment separately on each of
the other principal facets of the decision. There is, however, ome

notable exception, and that is the issue of the menufacturing

affiliated interest.

The practice of promoting a proliferation of wholly ouwned,
special function subsidiaries in regulated businesses for the pur-
pose of avoidingz regulation or of providing hidden profits, or
both, ié'well kmown, and for years and years hasjbeen condemmed by
the courts, the Congress, state legislators, and by enlightened
state and federal regulatory bodies. It is even strongly dencunced

by the majority of the Coummission in this decision, from which I

quote as follows:
“ . . . If the Directory Company can be treated as a non-
utility entity, permitted to nake any profit it comsiders
fair, then other functions now performed by 2 utility in the
future wight be pexformed by a separate subsidiary corporation
with the ability to charge any price it desires. Today,
General performs all of its own billing services; tomorrow,
there may be the GI&E Data Services Corporation which will
perform billing services for all of GT&E's telephone operating
utilities. The claim might be put forward that such a computer
billing corporation is in competition with other computer

2.
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billing corporations and is risky, and, therefore, requires

a profit more than the normal utility profit. General also
has accounting departments and law departments. These, too,
can be spun off into separate entities which charge, not on
the basis of the utility's ability to perform the function,
but on the basis of what other independent accounting firms or
law firms ‘charge. There is no need to stop there. Repairs
and maintenance ¢can be done in the same manner; repalrwmen
perform a special function, they need special training, they
need incentives different from the incentives given to the
Directory Company salesmen, why not a separate corporation
for these men, with higher profit requirements? 7To prevent
this fragmentation of utility service, we must maintain the
position that a utility, when controlling or performing func-
tions that are an integral part of its service to the public,
cannot merely, by a separation in corporate structure of what
otherwise would be a fumctioning department, obtain higher
profits than would be available to the utility through its.
falr rate of return."

Having voiced great indignation about the practice, the majority

then reverses itself regarding Automatic Electric with the following

uncertain and tentative rationzlization:

“The difference in our treatment of Automatic and the
Directory Company lies primarily in the fact that at this
point in time we are not yet certain that the fumction of
Automatic can be performed equally well by the utility within
the present concept of utility service. In the future, when
we again look at the operation of Automatic in its relation-
ship to GT&E and General, we may find that the factors of lack
of competition, administered prices, low risk, elimingtion
of service to nonaffiliated telephone companies, and other
pertinent considerations, will require us to make a Western
Electric type of adjustment.™

For the purpose of dealing with the subject of affiliated
interests at length and in detall, I consider that portion of the
Commission's Staff's Exceptions to the Proposed Report, which
treats on this subject, to be so clearly dispositive of the issue
that I attach it hereto as a part of my dissent. The majority's

treatment ¢0f the Automatic Electric adjustment is contrary to the

Lan

2?7ﬁssioner
Dated at San Francisco, Califormia, |
‘ July L, 196¢9. T

record and sweeps aside a regulatory verity.

Attachment
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AFFILIATED INTERESTS

The Staff takes exception to a single finding in the Affillated

Interests section of the Proposed Report‘of Aprdl 15, 1969 in Appli-
cation No. 48835, Case No. 8682, Case No. 8749 and Case No. 3750.
That finding is Affiliated Interests Finding 5 at page 136 as follows:

"S5. There 13 a somewhat greater risk in Automatic's
manufacturing operations, even with a substantlally captive
market, than exists in 2 utility operation. To prevent
Automatlce from making an unreasonable and excessive profit
on 1t3 sales to General, 1t 1is fair to restrict Automatic’'s
carnings on its Iinvestment devoted to serving General to a
return on 1ts common equity of 12 percent. To value such
investment we should value the stock of GT&E given in ex-
change for assets of Automatic on an average market price
baslis and allocate the portion devoted to serving General
on a net investment bdasis. This results in a net rate base
reduction of 316,633,000 (intrastate) and a net expense
reduction of §guu,ooo (intrastase).”

substitute finding the Staff proposes the following:

"5. To assure that General's ratepayers will not be
unduly burdened, we find that Automatic!s return on sales
to General, for rate-making purposes, should be adJusted.
SO as to be no greater than that allowed General. To com-
pute the retwurn to Automatic we shall rely on the historical
book value of the affiliate and allocate the portion devoted
to cerving General on 2a net investment basis. This results
in a net rate bdase reduction of $27,046,000 (1ntrastate)
and a net expense reduction of $1,545,000 (intrastate).”

The Justifications for the challenged finding are presented on
pages 55-67 of the Proposed Report. In the succeeding paragraphs
these justificatlions will be analyzed. Supporting reasons for the
suwbstlitute finding will be provided.

A. THE COMMISSION'S ESTABLISHED AND JUDICIALLY APPROVED RATE-MAKING

ZREATMENT OF ARFYLIATED TRANSACTIONS SHOULD ARPLY TO THE GENERAL-
AUTOMATIC TRANSACTIONS

" 0 Ny

In order to prevent a utility holding company f{rom controlling,
by fiat, the expenses and rates of itc uwtility subsidiary, the
Commission has consistently held that for rate-making purposes

reasonable value of goods "purchased" from a subsidiary iz the
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cost, including the utility's authorized fair return on the system’s

investment. The Commission and the California Supreme Court have

found that this treatment of affiliated transactions produces a "fair

and reasonable result." Pacific Tel. & Tel. v, Publie Ut1l., Com.,

62 Cal.2d 654, 662 (1965). The Proposed Report reaffirms this proper

regulatory treatment of affiliated transactions.

n

. - . We must maintain the position that a utlility when
controlling or performing funetions that are an integral
part of 1ts service £o the public, cannot merely, by a
separation in corporate structure of what otherwlise would
be a functioning department, obtain nigher profits than
would be avalladle to the utility through 1ts falir rate
of return." (P.R. 76~77.)

Proper application of this principle leads to the conclusion,

it

. . . that the Directory Company should not be allowed a
greater return on huziness with General than the latter iz
allowed on itc other utility business and we will make 2
downward adjustment of General’'s commerclial expenses for
the year 1965 estimated at present rates sSo as to allow
the Directory Company 2 6.6 percent return on such dusiness
which return was set Iin 1958." (P.R. 73.)

A cimilar conclusion should have been reached with respect €0
the affillated transactions bvetween General and Autoﬁatic.

The Proposed Report correctly found that Adtomatic was purchased
by "a utlility . . . in order to make for itself at a cheaper price
that which it now duys from ofhera" (P.R. 62). It is dasic regula=-
Ttory policy that the savings from such an integration should benefit
the ratepayer not the utility (Backman, Tr. 3631). The General
System has failed to fully pazs on the benefits of integration to
the ratepayer (Sullivan, Tr. 6960). The Commission should, to fulfsill.
its duty to the ratepayer, 1imit the valuation of goods purchased
{from an affiliate to cost plus the utility's fair return. This
policy has been conzistently applied dy the Commission. The Proposed
Report has applied a rate of return of 10.56 pexrcent (Exh. 79, Table

15) for 1968. This figure it far in excess of the 7.2 percent found
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reasonable for General in 1968, and the 6.6 percent previously found

reasonable in 1958. The Proposed Report enables the Genera1:System

tTO earn an excessive profit at the expense of California ratepayers.
The Report, at page 73, c¢ited the rfollowing portion of a

California Supreme Court dec¢ision.

"A telephone directory is an essential instrumentality
in connection with a pecullar service which 2 telephone
cowpany offers for the pudblic benefit and econvenlence. I

is as much so as 15 the telephone receiver 1tself, which

would be practically useless for the receipt and transzmiscion

of messages without the accompaniment of such directories.”

(California Pire Proof Storage Company v. Brundige (1926)

199 Cal. 185, 188. Emphasis added.

There chould be no doudbt that when a wholly owned affiliate
provides 2 telephone utility with 2 telephone directory it it per-
forming an Integral part of telephone utiiity cervice. This was
recognized in the Proposed Report and the General System was not
pernltted 0 enjoy an excessive return through the use of 1its
directory affiliate. There should also he no doudbt that when 2
wholly owned affiliate provides a telephone utility-with a telenhone
recelver it 4is performing an Iintegral part of telephone utility
service. The Proposed Report found at page 54 "that General and
Auvtomatic, both wholly owned subsidiaries of GI&E, are, in effect
different departments of one enterprice.” In providing telephone
receivers and other supplies and equipment to General, "Automatic
has a stable, assured and captive market” (P.R. at p. 50). Automatic,
1like the Directory Coumpany, 4s in fact, if not in form a2 functlioning
departunent of an integrated utllity and performs functions that are
an integral part in General'c service to Californlans. TUnder these
circumstances the General System should not be permitted to use

affiliated transactions 4o "obtain higher profits than would de

availadble to the utility through 1tz fair rate of return." (P.R. 77.)
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The Proposed Report properly applied thls principle to the Directory
Company, but unfortunately falled tq make the necessary rate-maxing

adjustment to the Auvtomatic-General transactions.

B. THE PROPOSED REPORT'S ATCEMPTED DISTINCTION BETWEEN THE WESTERN
ELECTRIC~-PACIFIC RELATIONSEIP AND THE AUTOMATIC-GENERAL RELATION-

SHIP PROVIDES NO BASIS FOR ABANDONING THE WESTERN ELECTRIC TREAT=
MENT OF AFFILIATED TRANSACTIONS

At page S6 the Proposed Report rejected application of the
"Western Electric" adjustment to the General-Automatic transactions.

"In this case it 1s our opinilon that the Western Electric-

Paclific relationship 1s still different in sufficient

measure from the Automatic-General relationzhip s0 that

we will not make the Western Electric adjustment.”
Only two purported "differencesz” are mentioned in the Report. At
pages 56-57 the Report contends that nonaffiliated sales increase
Automatic's risk. A second purported basis is the following at page

57 (reiterated at p. 77):

" . . . In particular, we are not convinced that the manu-
facturing funcetion performed by Automatic could Just as
well be performed by a telephone company."

AUTOMATIC'S "RISK" ON SALES TO GENERAL

In analyzing affiliated transactions the Commission is interezted
in arriving at reasonadble valuations for the goods and services pro-
vided the affiliated operating utility from the affillated supplier.
No attempt 1s made to regulate the affiliated supplier. The trancac-
tions are only analyzed to prevent the "syphoning process” (P.R. 75)
which inflatec the operating companies'! expenses and rate baée. The
Commission's concern 13 that the affiliated gransactions should not
be used to gain an excessive return. In looking at the Automatic~

General transactions, we are solely interested in the level of

"Automatic's earnings on its invectment devoted to serving General.”

1/ "The treatment of the Western Electric adjustment 1s eszsentially
an attempt to determine the prudent historical cost of the
eﬂtirc Pacific operation.” Pacific Tel. & Tel. (D. T49lT, Novem-
ber 6, 1963) Concurring Opinion "ot Commissioner Morrissey at
p. 72.
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(P.R. 136.) In determining 2 reaconable return on this investment
we must look toO the risk on Avtomatic's sales to General, not the
"overall risk to Automatic" (P.R. 57).

Automatic does sell to nonaffiliated customers. Thiz business
is undoubtedly riskier than the affiliated zales where Automatic "has
a stable, assured and captive market." (P.R. 50.) Nonmaffiliate
sales may Increase Automatic’c tofal risk, but they do not increase
the rizk on that portion of the General System "investment devoted
to serving General." (P.R. 136.)

We do not boost General's intrastate rate of return to compen- |

sate for the greater r»izk of Ceneralrs interstate business over which

we have no Jurisdiction. Likewise, there iz no cause to bhoost

Automatic’s affilliated réturn to compensate for the risk of non-
affiliated business.

The Lssue of nonaffiliated "risk" is a red herring. The
existence or nonexistence of nonmaffilliated sales 1z not related to
the rlsk on affilliated business. Automatic it free to earn all the
market will Dear in this area but utlility ratepayers should not
subsidize these riskier endeavors througn inflated affiliate returns
such as the 12 percent return on equity recommended Iin the Proposed
report.

The lzsue of nonaffiliated zales is irrelevant to fhe rick on
affiliated sales. It 2lso provides no basisz to distinguish Western
Electric and Automatic. At page 56 the Proposed Report seems
impressed by the fact that Automatic haz nonaffiliated sales of
approzimately $168,000,000 a year. Specifically, Exhidvit 72, Tabdble
54, page 5~5, line 30, shows that Automatic's nonaffiliated net
gales in estimated 1963 were $167,385,000. In 1966 these sales were
$135,784,000. Western Electricts nonaflfiliated sales in 1966 were
$580,544 ., 000 (A. 49142, Exh. 62, Table 3A, Sneet 2 of 2).

4.
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Avtomatic’s nonaffiliated sales o not affect the risk on
affiliated sales and provide no hasis to distinguish Automatic from
Western Electric. Both Automatic and Western Electric have stable,

captive and assured affiliate markets (P.R. 50, Pacific Tel. & Tel.

(1964), 62 CPUC 775, 811). As a mere department of a single enter~

prize Automatic should not bve used ©o provide tne General Systen

with a greater return on General business than that found fair for
General.

COULD GENERAL MANURACTURE FOR ITSELER?

The principal bhasis for rejection of this Commission’s normal
affilliated transcaction criteria scems to be the statement 4in the

Proposed Report that "we are not convinced that the manufacturing

.. function performed by Automatic could Just as well be performed by a
telephone company.” (P.R. 57.) (Emphasis added.)

Azsuming thic statement 15 valLld awd fusihior aodumiug Lids
provided Juctification to mermit GIT&E to earh a return in excess of
. tﬁét'found reasonable for General, the rationale prqvidcs no bazis to
allow GT&E to earn an excescive profit on Automatic's nonmanufactux-
ing transactions with General. Automatic sexrves General as both
manuracturér and supplier. In 1666 General purchased $42.5 million
worth of zupplies from Automatic and only $36.4 million worth of
equipment. (Exh. 18, Schedule 3.)

There should bde no ddubt that General can and does perforn 2
manufacturing function. The Proposed Report correctly found General
and Automatic to be departments of a single enterprise (P.R. 54).
ﬁhder these circumstances the General System iz an integrated utility
performing its own manufacturing functions. It L1z unreallstic to
close one's cyesz to this reallty énd view Automatic and Generzal as

separate Iindependent entitlec.
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If General was a totally independent company 4t could perform
its owﬁ manufacturing. United Utilitles and Continental Telephone
operate thelr own manufacturing subsidiaries (Exh. 72, p. 5-15, Pars.
26). These utilities have fewer telephones than General (Exh. 72, ».
5-15), but they are larze enough to handle their own manufacturing
(Sullivan, Tr. 6948, 6S49). This analysis 1s wnnecessary as General
and Automatic are departments of a2 single integratedrte;ephonevutility.
The General System does manulacture fof itzelf. Automatfc was
acquired to enable the General System to manufacture for itself

(P.R. 62). CGeneral's manufacturing department like each of 1ts other

departments should earn no greater rate of return than that found

reaszonable for the entity as a whole.

C. NO _COMPETENT EVIDENTIARY SUPPORT IS IN THE RECORD TO JUSTIFY A

12_PERCENT RETURN_ON EQULTY FOR_AUTOMATIC ON AFFILIATED TRANS=
ACTIONS

At page 57 the Proposed Report ctates,

". .« ., we conclude that Automatic would be treated
fairly 1f it earned 2 return on 1ts common eguity
approximating the return on common egquity of General
and ogecggparable manufacturing companies. (See Table,
page .

Presumably on the basis of these criteria the Proposed Report con-

cludes that the General System should earn a 12 percent return on
1ts investment in Automatic devoted to sales to General, "a return
which may be slightly generous.” (P.R. 57.) The 12 percent return
cannot be jJustified az approximately the return on common equity of
General nor by an analysis of so=-called comparable manufacturing
companies.

AE%%PEERCENT RETURN ON COMMON EQUITY DOES NOT APPROXIMATE GENERAL'S
RETURN,

We agree with the c¢riteria that Automatic should earn approxi-

mately the same return as General. Since General and Automatic are
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in effect both departmentc of 2 single entity 1t is reasonable each
department should earn the same return on 1nvestment. It is incon-
celvable to have separate returns and capital structures for eacn
of a utility's departments. 1In setting a rate of return we look to
the vtillty ac a wnole. This reasoning has led the Coemission €0
limit affiliated returns to that found reaszonable for the utility.
This has applied to manulfacturing affiliates az well as sérvice
affilliates.

At page 29 1t was concluded that "Ratez should be szet to permit

a 7.2 percent return.” Given General’s reasonable capital structure

(P.R. 31), a 7.2 percent rate of return provides a 10 percent return

on common equity (P.R. 43).

The 12 percent return on common equity fLfor Automatic does not
approximate the 10 percent return on common cgquity of General.
"Accuracy in determining a falr rate of return it much more
important than accuracy in determining rate base dbecause

even the slightest variation in the rate of return counts

much more, in terms of dollars, than a variation in the
rate vase.” (P.R.

The 20 percent increasze in return on equity above that found reason;
able for General certainly treats Automatic fairIy (P.R; at 57).
Conversely, it treats General's ratepayers unfairly. This error i=
compownded when the 12 percent return on equity is applied to
Automatic's capital structure to produce 2 10.66 percent rate of
retura (Exh. 79, Table 15)? This excessive reoturn permits GDE&E
through its corporate instrument Automatic, to gain an unreasonable

return at the expense of General's ratepayers.

2/ . The Proposed Report fails to reveal thot 4t 13 1 fact glving
* Automatic a rate of return of 10.066, percent. If the Commission
decizion does look to Automatic's return on equity, 1t chould
make the ultimate conclusion that Automatic’s profits on
affiliated trancactions should be limited to a specific rate
of return on an original ¢cost rate dace. Merely stating the
return on equity found reasonzble does not disclose the capltal
structure or resulting rate of return necessary for rate-making.

17.
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THE_EARNINGS OF THE SO~CALLED "COMPARABLE MANURACTURING COMPANIES"
P.R. 57~58 PROVIDE NO BASIS FOR A 12% RETURN FOR AUTOMATIC

Various comparabie earnings tests have attempted to Justifly the

excessive profits obtained through affiliated transactions. The
Commizzion has rejected these "tests” in numerous Paclific Telephone

proceedings.

"

. . . Respondentts chowing in this respect completely
aLc rcgardu the affiliation of Weatern with the Bell System
and the unique conditions under which Western operates,

15 devoid of valid comparisons, and, even assuming com=
parability, does not demonstrate the reasonableness of
earnings of the other companies. . . ." (Pagific Tel. &
Tel. (1964), 62 CPUC 775, B812.)

The comparable earnings test relied upon in the Proposed Report

iz sinilar to the rejected Bell tests and 1s subject o the same
criticisme., Unfortunately the Proposed Report seems to have accepted
the applicadllity of the table at page 58 of the Proposed Report on
the issue of Automatic's return without critically analyzing thé
data. If the Proposed Report had applied proper rate of return
eriteria, 1t would not have relied upon Exhibit 7S¢, Schedule 13,
reprinted at page 58 of the Proposed Report.

"

. . . . use of tables, charts, graphs,.curves, trends,
history, etec., albeit meliorated by Judgment, can de
persuasive only in relation to his underlying aszsumptionc.

The inferences drawn from the use of any serles of

statiszstics depends, to a great degree, on the assumptions
applied to the statisties. . . ." (P.R. 38.)

The Proposed FPeport assumes that the companiez on the table in
the Propozed Report, at page 53, are, in fact, "comparadble manu-
facturing companies” (P.R. 57). There is no basis for this assuop=-
tion.

The thousands of companles were not cthown to be comparable in
any way to Automatic in risk. The witness who presented the list,
Mr. Chew, agreed that 1t was a comparisen of all of American
industry (Tr. 4950). The only thing thet the companies have in
common 1s that they are manufacturing companies (Tr. 4951). When
presced on this point the witness admitted that these averages

included tobacco companies, rubber companies, food and beverage
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conpanies, apparel cémpanies ané pharmaceuticals (Tr. 4962). These
companies could not even be considered manufacturing companies (Tr.
Log2).

Exnivit 79, Schedule 13, lists the returnc of companies selected
by Dr. Weston, a Bell witness in Application No. 4QlL2. The Weston
comparable earnings method was obviously defective. It was criticized
by the Sﬁaff (see Staff Reply Brief at nages 15-16, A. 49142) and
was not accepted by the Commission in Decision No. TH9LT.

"The evidence is in no way convincing that any heretofore

applied principle should now oe cast aside . . . We

specifically £ind that the staff adJuutment° made for (1)
Western Electric pricez, credit and expense . . . are . .

fair and reasonable.” (Pagific Tel.% Tel, (D. 74017, Nov.
6, 1968) at p. 12.)
Witness Chew agreed that the Veston test was defective. He agreed

that the Weston cbmpanies were not comparable. He used the Weston

method to show that even under this company biased test Automatic

had excessive earnings (Tr. L955-56).

Mr. Chew also looked at the return of 25 selected companies.
There 13 no bhacls upon which to consider these companiles' risks
comparable to Automatic’s. Mr. Chew 4id not know if the companles
did any business with telephone companie:z (Tr. 4973). At most he
could say that part of their business was "somewhat related" ¢o
that of Automatic (Tr. 4974). The returns earned by these companies
result only in part from related business to that of Automatic (Tr.
L975).

The nuwmerous companles listed in Exhibit 79, Schedule 13, are
not comparable to Automatic. These companiesz operate in various
competitive markets. Unlike Automatice and Vestern Electrice, thesze
companies are not mere deparvments of an integrated coupany. Unlike
Automatic and Western Electric, thece cowpanies do not have stabdle,

captive and acssured warkets. Mr. Chew d4id not contend that the
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companies in Exhidit 79, Schedule 13, were comparable in risk to
Automatic. In discussing Automatic, Mr. Chew states, "I think they
have lezs risk than an independent manufacturing company” (Tr. 4967).
Schedule 13 does not indicate that Automatic should earn a return
comparable with the companies in the list. It zimply chows that
Automatic, with less risk than these companies, has enjoyed an
excessive return (Tr. 4903).

The so-called "comparable manufacturing companies" (P.R. 57)
are not comparable and are not even manufacturing companies. Even
1L the companies were comparadble to Automatic, thelr earningzs would
not be a guide to a fair return for Automatic ac there is no evidence
to Indlcate that these companies' earnings are reasonable. It iz a
fundamental ascumption that a comparable earnings study ic valid only
1f the companies are comparadle and the carnings 5f the comparable
companles are reasonable. Failure to show that reasonableness of
the comparable companies' earnings 1s a defect in Dr. Foster's
showing, in Bell's presentation in Caze No. T409, and in Exnibit 79.

"

-+ . . But underlying this result is the assumption that
the carnings of the electric utilities are reasconable ~--
and there is no proof that such earnings are reasonable.”
(P.R. 37-38.)

"

- - . . Respondent's showing in this respect completely
disregards the affiliation of Western withn the Bell
System and the unique conditlions under which Western
operates, 1s devold of valld comparisons, and, even
assuming comparabllity, does not demonstrate the reason-
ableness of earnings of the other companies. . . ."
(Racifle Tel. & Tel. (1964), 62 crPUC 775, €12.)

No basis exists for reliance on the table at page 58 of the Propoced

Report.

Witnecs Chew, who presented Exhibit 79, could name only one

company that was in any way comparable to Automatic. The coupany
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was Aesternm Eleetric (Tr. 4956). No basis exists to treat Western

Electric-Pacific transactions differently than Automatic-General

sales. In both cases an integrated menufacturer~supplier is pro-
viding goods to captive, stable and assured marikets. (Sce Pacific

Tel. & Tel. 62 CPUC 775, 311 and P.R. 50.)

Automatic, like Western Electric, i1s not at all comparable to
an Iindependent manufacturing concern (1d. at 812). The Commission
should treat the Automatic-General transaction in the same manner
found fair and reasonable by the Commission and the California

Supreme Court for Western Electric~Pacific transactions.




