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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Investigation on the Commission's

own motlion Into the practices,

contracts, service and facllities Case No.. 8858

of The Pacific Telephone and. (Filed November 1968)
Telegraph Company. ‘

OPINION

The Commission on 4ts own motion on November 6, 1968
Instituted this Investigation into the practices, contracts,
sexrvice and facllities of The Pacific Telephone and Telegraph
Company for the purpose of allowing_Thé\Pacifio Telephone%ehd,
Telegraph Company, a corporation, respondentvhereip;'tofedduoe
evidence with respect to the reasonableneso of prioes paid by “
it to Western Electric Company as related to Western's costs and
profit for products manufactured by Western and sold to .
respondent; and for the purpose of rurther consideration of the

effects and trectment of respondent's California bank and corpora- '
tion franchise tax for rate fixing purposes. ”

After due notice ten days of public hearing were held_before_
Commissioners William Symons, Jr., Fred P;‘Morrissey ahd Ekaminerpp‘
William N. Foley on June 13, 24, 25, 1969; July 23, 24, 25, 30, .
31, 1969; and Septembver 10 and 23, 1969 in San. Francisco. ‘

In addition to the Commissfon staff, the Department of Jusfioe;}'J///ﬁ
the Cities of San Franc co, Los Angeles and San Diegeo, thﬂ Un*tedfu-
States Department of De*ense and Executive Agencies, and the
Assoclation of California Consumers actively participated. Oral
argument on motions to dLismiss the proceeding was heard by the |
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full Commission on June 24, 19695. These motions were- denied,
Pacific presented the testimony of four witnesses regarding
the Western Electric adjustment., It presented two witnesses on
the California Franchise Tax adjustment. The Commission staff
presented one. Altogether nineteen exhibits were introduced along
with a record totaling 1,550 pages. In addition, the parties
stipulated to incorporate the relevant portions of the record and
exhibits from the recent rate case (App. No. 49142) into this ‘
recoxd. Concurrent opening briefs were file§ on Qctober 31, 1969,
and concurrent reply briefs were filed on November 19, 1969.
WESTERN ELECTRIC COMPAN% COSTS AND
PROFTTS FOR PRODUCTS WANUFACTURED -
BY WESTERN AND SOLD TO RESPONDENT

This Commission has consisténtly~held that a manufacturing

company which is not a public utility subject to its jur;sdxctxon,
nevertheless must not be permitted to profit at the expense of a
public utility when the manufacturing company controls the public-l
utility or is owned and controlled by the same interests which own
ox control the public utility. Such relationships between utilities
and nom-utility suppliers of products and/or services are designated
"affiliated interests”. The problem of dealing with affiliated
interests commonly arises whenever the Commission has before it the
fixing of rates to be charged by any type of utility subject to its
jurisdiction. Whenever the Commission in such a case does other
than allow for ratemaking purposes, the acﬁual charges paid by~the
utility to its affiliate ox affxlzates, such action is designated

as an "affiliated intexest adjustment".

The right and the duty of the Commission to make such

"affiliated interest adjustments" in proper cases has been consis-
teatly upheld by the Supreme Court of the State of Califbrnia.' .L/’f\
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As this Commission stated :f.n Decision No. 41416, Application -

No. 28211 (April 6, 1948),

"It is an elementary rule of regulatory law,
generally speaking, that a utility must bear the
burden of showing ﬁy satisfactory evidence that all
charges to ogerating expense are reasonable and have
been reasonably incurred . . . this rule applies with
special emphasis where the chaxge to operat expense

1s a charge made against the utility by an affiliate or

by a holding company, which dominates and controls the
utility."”

In every rate case since 1949, Pacific has vigorously opposed
the application of the adjustment, |

In Decision No. 67369 (1964) 62 C.P.U.C. 775, the Comission
determined that in order to assure that Pacific'a ratepayers will not.
be unduly burdened, Western's profits on sales to Pacific, for rate-
naking purposes, should be adjusted so as to be no greatez; than that
allowed to Pacific, |

This rate-making adjustment was affirmed by the California
Supreme Court (Pacific Tel. & Tel. Co. v. PUC (1965) 62 C.P.U.C. 2d
620). :

In the most recent case on this matter, Application No. 49142,

the record of which was incorporated into this pﬁoceeding, Pacific
presented the following testimony: |

THE TESTIMONY AND EXHIBITS OF
WIINESSES MERRITT AND SEYVMOUK,

—d

These witnesses placed in evidence Pacific's traditional (and

previously always found to be inadequate) evidence showing that (a)
on the average Western's prices were about 50 percent of those of

other manufacturers of telecommunications equipment and (‘b)‘- ‘Western

Electric’s rate of xeturn on its Bell business is substantially lower i

than the average of other manufacturers of comparable size.




‘gH'E TESTIMONY AND EXHIBITS OF
. 5 U

CT. 0 CH
AND DEVELOP
WESTERN'S ENGINEERING RESEARCH
CENTER,

Eet——

It was this witness's position that Western did not and could

not control the obsolescence of Pacific's investment ox that of any
other telephone company and that cdnversely Western is under const:_ah;
pressuxe to improve the products it manufactures and the methods by
vhich they ave manufactured; that Western's record of innovation and
improvement is without parallel; and that the price of Western's
failure to remain in the forefront with respect to price, quality and |
innovation would be the loss of Pacific's business as well as that of
the othexr Bell System's operating companies. |
THE TESTIMONY AND EXHIBITS OF |

DK, TAVID TROMESON. ASSOCTATE
PROFESSOR OF TNDUSTRIAL ENGTNEERING

The thxust of the evidence adduced by this witmess was that
Western's lower manufacturing costs are due only in very small part
to economies of scale, Rather, they are the result olf extrabrdinary
manufacturing efficiency. This witnmess demonstrated that a manu~

facturer with Westexrn's efficiency and product 1iné, but with just

one half of Western's volume, should experienée manufacturing costs
only 6 pexcent higher than thogse of Western. | |

WITNESS DR. G. FRED WESTON
PROFESSOR OF BUSINESS ECONOMICS
AT U,C.L.A,

This witness's testimony showed that integration (such as in the
Bell System) is an acceptable means of improving the efficiency of an
enterprise; that each segment of an integrated enterprise bas its own |

!

| : B
cost of capital, risks, and opportunities, just as would be the case |
. |
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if it were unaffiliated; and that the individual segments;in.an 

integrated cnterprise are exposed to the same risks of ccememic

T ——— _s.._.\. . 4. - .
. R - -

“’luctua*ion, production problems aad competition which face unaf- ‘

£iliated companies, v///
Tke Comm_ssion staff preseated a2 study by the Senxor Eag:neer-xn
charge of the Special Studies Unit of the General Branch Qf the

Uzilitics Division, The staff's study rccommended the cont_nuatid*

(Witness Cayemey). ™

8ince Western's prices were shown to be less than,those~off
any non-affiliated manufacturer, and’since its rate of return om
net investwent was in the middle range of the. 50 laxgest manufacturmng
companies with which it compares itself, Pacﬁflc contended that
Ipso facto Western's prices were reasonable—andlthe adgustment‘was
unressonzble and unjustified. | '

The Commission considered Pacific's evidence in renderingL
Decision No. 74917 on NbvemberVG, 1968, We cbncluded:tha;*whilé‘
the adjustment reflected a propexr application of'regulatofy'
principles Pacific would be allowed the opéortunity in a séparate
proceeding to provide 'more definitive inXormation on the manufac-
turing costs and prices of Western Electric items" as well as on
the "effects and treatment of state tax expense" (Dec. No. 749"17‘,[
pr. 10). o

The Commission's order imstituting this proceeding allowed' 

Pacific to introduce evidence with respect to the xeasonableness

of prices paid by it to Western Electric Company.




Pacific's Vice President for Operations, W, L. Mobréaten,l_ | - /

presented an analysis of what it would cost Pacific to \dol-' by itself
the various service functions performed by Western. These :Eunct_iéns‘
are listed as repair and related activities; installation; supplies
inclﬁding purchasing, transportation and warehousing; and warebousing
and éalvage of Pacific-owned and Weétern—manufactured products., An
accompanying exhibit was also introduced (Exhibit No. 4). . |

A conmsiderable portion of the testimony (Tr. 164-5) and the
exhibit (pp. 5-14) consists of a price survey made By Arthu:x: D.
Little, Inc. of the prices foi' supply items not manufaétuied‘ by
Western, but purchased by it, There is also testimony abouﬁ- the
warehousing operations performed by Western for Péé:ific (Tr. 171-5);
and about Western's repair, installation, and salv%a.ge serv_:i."ces‘

(Tr. 175-182). |

~ Upon objection by the staff and the wvarious intervenots
that this evidence was beyond the scope of the investigation in
that it did not relate to Western's prices for the products it
manufactures and sells to Pacific, the Commission, after hearing
oral argument, rules that this evidence be stricken (Tx. 286).

Near the conclusion of the hearings, Pacific was granted
pexmission to leave this evidence in the record as an offe’r\ of
proof for purposes of appeal (Tr. 1535-6). The Commission affirms
its original ruling that this testimony and evidence is beyond the
scope of the pxoceeding (see Tr, 286; and Dec. No. 74917, p. 72,
note 2, comcurring opinion of Commissiomex Morrissey). However / |

new and relevant evidence was adduced. R

Witness Merritt brought his earlier testimony on Western's b
_ P
prices up to date, showing that they are now and have been approxi- / /

mately one half of the lowest published and unpublished prices,. { :

-5,-




ineludiag all discounts, of other manufacturers of telecommunications

products of comparable or even inferior quality.

Witness Dr, John Kendrick of George-Wbéhington'University
testified that Western's productivity and efficiency had‘ingreased |
and was increasing at a rate far above that of the economy as a
whole and the manufacturing segment of the economy and the electrical
equipnent industry; that Western had employed its extraordinary
increases in productivity efficiency to reduce the level of its
prices to the operating companies in the face of sharply fncreased
material and labor costs; and that Western's advénces‘invprqductivity
and efficiency had been made possible only by its ability«to-make
extensive expenditures in research, development, and new facilities,
vhich ability has been and will be entirely dopendent upon adequate
carnings. " : |

Witness A, W. Harrigan showed that Westemrn Electric's risks
were different and substantially greater than Pacific's risks; that
Western faces substantial actual and potential campetition; that
Western's low prices are made possible by its productivity which in
turn results from its investwment decisions, which in turn are
dependent upon earrings at a manufacturer's level; and that if
Western's earnings had actually beea held at Pacific's utility level
in the post war era, Western's retained earnings would have been in-
significant; its préductivity would have been stifled; its prices
would have gone up instead of down, and Pacific's subscribers would
have paid the difference. Harrigan further testified that Western's
profits on sales for Bell business had been 4.8‘per¢ent sincé 1946,
its return on investment devoted to Bell sales 2.1 percent;‘and'itSa

return on equity on Bell business 10.1 percent during thé-p63t<war
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period. He further testified that Western's actual earnings objeé- }
tive was 9.5 perceat to 10.5 percent on Bell ’i.n'vesrtment for a return | J/
on equity of 10.6 percent to 11l.9 percent, Before discussing th:f:s.'
evidence it is mecessary for the Commission to consider VPacifi.é“s-
contention that its evidence in chié'proceeding constitutes a prima
facie case and must form the basis of our decision because thé_s.taff.'

did not submit rebuttal evidence or cross-examine any of Pacific's
witnesses (Pacific brief, p. 7; 31-3).

This contention is without merxit, This pfoceeding was orderedi
to provide Pacific an opportunity to introduce additional definitive

evidence regarding the reasonableness of these two adj’ustmehts. The

burden for such evidence rests on Pacific (see Dec. No., 74917, p. 73,
concurring opinion of Commissioner Morrissey). | ‘ /

The evidence in this proceeding demonstrates as it has in every
prior proceeding before this Commission involving the same respondent‘,
that Western Electric Company is an affiliate of The Pacific Telephone
and Telegraph Company through common ownership of said two companieé

by Tke American Telephonec and Telegraph Company, and we thexefore so
£ind. o

The record in this proceeding shows that Pacific and Western -
are both subsidiaries of American Telephome and Telegraph Company
and that Westera is the manufacturing arm of the Bell System, It
supplies respondent as well as other affiliates with equipment and"
supplies it manufactures, and performs other services for thesé -
companies including warchousing, installation of equipment and pur-
cthasing of equipment and supplies which it either do‘es not manu~’
facture or does not have in supply. Pacific purchases praétically
all of its equipment and supplies from Western. The recdrd’ also
shows that other Bell System companies operate in a like manner and
that except for sales to the U. S. Governmment practically all of

Westemn's transactions are with its affiliates.
-6 -
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It is readily apparent that Western's opgrations In the
manufacturing £ield are closely assoclated with respondent's and’
other Zell System companies! utility 6peration3wbut it is alé§
¢lear that neither respondent nor its affiliated operating comganies:
could individuall& perform this mannfacturingiéperation asf
efficiently as does Western, Western deals almosf enfirely with |
affiliates and gears 1ts operations to the servicing of the Bell
Systen. Western's prices for the equipment it sells are~1ower-than\,

those of altermate sources of supply.

In each case of thls kind, the question of whether or not
an "afflliated interest adjustment” should be made, and if so
the nature and extent thereof, 1s a complex pboblem not susceptible

to any simple arithmetic computation nor application of‘any»mechanical ‘
formula. | - |

To begin with, the Commissior must c¢onsider a greatfmaﬁy
Individual factors, c¢chilef of which are whether or not the utility
should itself be expected to manufacture the p:oducts purchased
from the affiliate, the prkes charged the utm.ty“ by its affiliate
as compared €0 prices charged for comparable‘products by dther
non-afiilliated manufacturers thereof, the_affiliate‘s manufacturing
costs, the economic risks to which the affiliate is subjéct,fthei
earnings‘which the affiliate must reallze in order to be ablg\tO‘v

ttract sufficient capital to Linance its Operations succéséfuily
through the years, and the relative efficlency of the affiliate;;

The problem of the Commission 1s further complicated b& the
fact that not only do each of the above mentioned factors vary:-
through the years and from year ¢o year in many éaseé, bﬁtfthe'
"w@ole nature of the American economy is changing at an ever -

acéelerating pace.
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The tremendous increase in recent-yearé&iﬁ the rate‘of ‘
Technologlcal progress tends to increase very substantialiy the |
risks %o which a manufacturer is exposed because qf the'possfbility
of increased competition resulting not only from develépmgnt or”‘
ixproved competitive products, but resulting also from the
development of new and different prbcesses and ppoducts which by
reason of superior efficiency or economy of manufacture and/ob
operation make obsolete not only individual produéts‘which:have‘
been staples Iin an industry for a generation or more, butgﬁay
make obsolete entire systems as well. This 1s perhaps particularly
true in the field of communications. | |

On the other hand, the ever increasing trend in the American'
economy from private ownership and management of manufacturiﬁgf
enterprices to mass public shareholder ownership of such enter-
prises with management of such enterprises in the hands of .
professional management class separate and apart from the 6Wneré i
of the enterprises reduces each year at an inercasing rate the
extent of price competition among major manufacturers and théreby
reduces the element in the risk factor which price competition
Proerly constituted. In this present day and age whenfréﬁr’or
less firms hold two-thirds or more of the entire market in the |
United States for such major product lines as automobiles, aluminum,
¢copper, sulfur, cigarettes, soap and detergents, whisky; heavy
electrical gear, structural steel, cans, computers;-airéfaft
engines, suzar, biscults, pig iron, iron, tin plate, trucks and
many other 1tem$%/§rice competition in the market plaqe 1s‘becom1hg

more an historical memory and less a reality of life.

1/ Ralph L. Nelson, Concentration in the Mahuracturing
Industries of the United States -- New Haven; Yale
University Press, 1S63. '

-8 -




C 858 ¢ a

MaJor changes in the value of the dollar with-resultant.majdr“
variations in interest rates similarly contribute to the ﬁeed for
the Commission to make Its decisions in respect to affiliated
Interest adjustments on a case—to-caoe basis, In each case the |
Commission must give new and full consideration to changesain the |
value of the dollar with their concomitantweffect uponvintereSE
rates and upon the rate of return an Investor should and will

expect to recelve upon capital advanced by him to the affiliate.

This Commission historically has decided—the qpestionvof
"affilliated interest adjustment” in all types of u*Ility‘rate
hearings in accordance with the above principles. In some cases
this Commission has accepted without adjustment the charges paid
by a utility to an affiliate for supplies, products and/or servicea;
In other cases it has not. In the commnications field this
Commission in some cases has not made any adjustmentain‘respect to
purchases by a utility from an affiliated manufactufing.cempany;

Tn other cases th's Commission has made such adjﬁstmenta;: In the

most recent case of this type, Decision No. 75873, Application |

No. 49835, General Telephone Company of California (ﬁuly i, 1969),

tris Comission decided that a rate of return to the Generai;TelephOne -
Company of California of 7.2% 1s a reasonable rate of feturn, but
imposed an affillated interest adjfustment in respect tejpufchases

by General Telephone from lts manufacturing affiliate, Automatie:
Electric Company, restricting the return to Automatic Eleetrie

Company on sales to General Telephone to;a«maximumvof‘12%'on;eqpity.

In Decision No. 41416, Application No. 282117(Apr11\69'19u8): o
this Commission found that a return of 5.6% was a reasonable rate
of return to respondent and made no affiliated interest adjustment
but on the contrary accepted at face value the actual pricea paid
by 1its affiliate to the Western Blectric Company. Subseqpent;y,
Decision No. 43145, Application No. 20854 (July 26, lgug)a‘thas

-9 -
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Commission allowed the respondent a basic return of-S.G%Tand dis-
allowed prices pald by respondent to 1ts affiliate, Weatemn Electrio;
Company, to the extent of reducing them so as to allow the affilfate-
a return of only 5.6%, the same rate of return allowed the

respondent on 1ts utildlty operations.

when this respondent came before this Commission five years
later, Decision No. 50258, Application No. 33935 (July 6, 1954)
this Commission allowed the respondent as a reasonable rate of
return 6.25%, and made an affillated intervest adjustment disallowing
prices pald by respondent to Its manufacturing affiliate aoAtha;‘
the affillate, the Western Electric Company, would receive;a
return of not more than 6.25%. It would appear that thewCommisadon
in this decision recognized that Western ﬁlectric\was a-manufaoturer
ané was entitled to a return as a manufacturer although,the
Commission in that decision allowed Western Electrdc as a
menufeacturer a rate of return identical to the rate of return

allowed the respondent.

The exhibits submitted by the respondent and the=teatimony4
of the witnesses who appeared for respondent show that one of the o
risks to which Western Electric Company as a manufaoturer is |
exposed to a greater extent than other manufacturers engaged: in
the same industry, results from the fact that the Western Electric
Company manufactures products for Bell System operatlng companies,"
Including reapondent, in advance of receipt of firm ordera\from’
these operating companies and in effect keeps such’' products "on
the shelf" despite the risk that such products may'remain on thed.
chelf tieing up capital for an extended period of time or |
conceivably never even be purchased by an operating company.
This additional risk which many other manufaoturer° or telephone
systen equipment 4o not incur, is assumed by the WeaternlElectrig

Company in orxder to enable 1t to provide_the respondent and*othera

—lo-
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Bell System operating companies with fast and efficlent service

by avoiding the long delays which would result 1f manufacture of
equipment wexe not begun until receipt of firm orders from respondent
and the other operating companies. While it appears’ that due to
highly efficient organization and 1qng-range.planning;"#he‘Western
Zlectric Company has not thus far 1ﬁcurred any subétantiéi logsegsA
because of the assumption of such risk, it would'clearly be contfary
to the public interest to penalize the Western Electfic‘Compahy -
indirectly and the respondent directly for assumlng this additioﬁal'
risk in the interest of efficiency by ignoring 1t. The record in
This proceeding is replete also with other sﬁch evidence of the
efficient conduet of the operations of the Western Electric‘dbmpany
and the resultant efficliencies and savings 1n,cost to the respondent
and thereby ultimately to the reupondcnt's ratepayers.,

As this proceeding is not an application by 2 ut;lify'forj
authority to Iincrease rates, but an.investigétién on the Commissién}s‘
own motion to inform Itself more fully respeéting'the manufacfur1n§ 
¢osts and prices of Western Electric items, the'Commission‘préberly
can and should take notice of‘technological andiother deVeiopments*
which are common knowledge and which arejrelevantwto-tbe éubjeét
of the investigation, whether or not evidence fespecﬁing‘thé Samg
was presented in this proceeding by the respondent, thé Céﬁmissionf§
own staff, or by any of the other participants. In this connection,
we note that among the new risks which face Western Dlectric today
iz the faet that whereas formerly the telephone was the primary
electrical communications medium in the United siatgs; néwV
technological developments have made 1t possidble for~numerous
other companies to enter into competition with the respéndent‘énd
other telephone companies by inmstallation of ﬁicrowavé comﬁuniéation
systems which ¢can offer»services in the most profitable voiﬁﬁé’
areas while refraining from,providing uimilar services 1n areao |

where volume i1s low and less profitable.
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Another new development which Was the‘subject of the recéntl
Federal Communications Commisslon. Carterphone Decision (Qérfér.vs;
AT, & T., et al., 365 F2d 486), constitutes additionaiknew risk
resulting as much from a change in abplicable law asg rrom tech~
nologlcal advancement. By reason of the Carterphone Decision the
Bell Systenm operating companles which are the primary.customers
of the Western Electric Company <¢an no longer iﬁsisﬁ‘that their5
customers utilize solely equipment manufactured by Western Electric
and purchased or leased from Bell System.operating companie Asv
a recult there 15 a growing number of rival CONCerns now engaging
In manufacturing equipment, in competition with the Western Eléctfic
Company, which by reason 6f change in federal 1aw the respdndent
mst connect to 1ts overall commﬁnications systemvupon demand In
lleu of purchasing similar equipment from Western Eiectricffor

sale or lease to respondent’'s customers.

Cleaxr and uncontroverted evidence shows thaﬁ‘the respondent 
by purchasing necessary products from its affiliatéd compahy, to wit,
Western Zlectric Company, has saved substantial sunms asf#espondent
ras pald to the Western Electric CompanyAprices considérably‘less
than those at which simiiar products could have been purchased

fron other manufacturers. We therefore shall not'iabdb this point.

The Commission staff has pointed out that as presented_by the;
respondent, the figures respecting Western's costs and'profitqur
products manufactured by Western and sold to~respondént'dofnot
provide a detalled dbreakdown of actual costS'of“prodﬁction; bﬁt are
based upon Western's standard cost system. For-Western to'do
otherwlse would require Western to revise drastically 1ts internal’
accomting system in respect to all of 1ts operations, 2 maJor
project which would necessarlly :equire many months 1f not years
to accomplish, and would serve n9~tru1y useful purpose; It is

sufficient that the bookkeeping and accounting system followed by

-12 -




-

Western reflects as fairly as would any other . reasonable system,

Western's costs and profit for products manufactured by Western
and sold to respondent.

It is true that‘respondent's rate baSe.is largely a functidn 
of the prices charged by Western. However, this does not gilve the
utility, i.e., the respondent herein, a double’prcfit., The fact
that stockholders of AT&T receive a return upon that portion of
their funds which are invested in the respondent and also rece;ve
a return uwpen that portion of their funds which are'ihveéted in

Western Electric simply gives them a single return upon each of
thelr investments. | o

The Commission frequently has official occasion to examine
closely the financial characteristics of the utilities within its

jurisdiction, In evaluating the evidence in this record, we thiﬁk
that it is clear that Western Electric does not have the1fiﬁancia1
characteristics of 2 utility. Usually tﬁe income statémént‘of
utilities show that employment costs and.purchasedmateria;saré
less then 50 percent of gross income; and taxes, intefést, and
depreciation comprise well over 30 percent of gross income. Like
neny other manufacturexs, over 80 percent‘of‘Western's gross
income is used for purchased material and labor while depreciation |
. and taxes use less than 10 percent of gross income. Thisyindicates
clearly that Western electric has the financial characteristics of
& manufacturerx, o . H_
Ia reviewinz the earnings of Western Electric Coﬁpanyfrelatad‘
to businesses of similar risk, or other manufacturers, the evideﬂce7
shows that Western's average return on total capital during the
period 1545-1967 was 9.1 percent while the median or net lavest-
ment of the fifty largest manufacturexs in the(Uni;§d>Srates was

10.3 pexcent,




The present record establishes that Westemn is a manufactﬁ:er;'-

that the risks of the manufacturer, Western, are different and
significantly greater than the utility, Pacific; that Western has'

risks of competition; that Western's prices are the lowest avail-

able; that Western's cost levels have been disclosed; that Westera's

cost savings have been passed on to its customer, Pacific;: and that

Western's financial characteristies are those of a mahufactuxer'.l

There is one othexr element of comsideration closely related to

the Western Electric issue, On July 1, 1969, the Commission issued

its Decision No., 75873 in the Genexal Telephone Company of
California's application for increased rates, In that decision
the Commission, for the first time, made a rate-making ad’jusﬁnent
to General's plant and expenses for excess prices and profits om
items purchased from and through Automatic Electi:ic-, the affiliated
manufacturer of the General Telephone and Electronic system. The

Commission treated Automatic as a manufacturer.

In our opinion, we camnot fairly, reasonably, or lawfully
continue to treat Pacific and General Telephone of Califofm’.a
differently. Since we treated Automatic as a manufactb.rer, we |
must treat Western as a manufacturer; and as a manufacturer,
Western's earnings and profits must be compared to other manu-
facturers. Accordingly, we are convinced that as a manufacturer
Western's earnings must be viewed separately and apart from ‘the
utility earnings of Pacific.

e 1 e — = e T o . hrome




TREATMENT OF RESPONDENT'S CALIFORNIA
BANK AND CORFORATION FRANCHISE TAX
FOR RATE FIXING PURPOSES,

This dispute has arisen because the respondent files and
pays its Califormia Franchise Tax (the Califormia S?tdte Corporate
Income Tax) on a consolidated return basis with the»pafent company,
Amexrican Telephone and Telegraph Company, and all its affiliates.
In each of the last two rate cases, however, the Commission has
accepted the staff's recommendation that \respondent‘s. tax should’.‘
be computed on a separate return bagis in order to :‘.nsui-e; that
respondent receives an allowance for State Income Tax whf.é.h is
limited to its intrastate utility operations.

Respondent maintains that its tax paymeni: under the
consolidated return method should be accepted in full by t:h_e
Commiscion, The staff Opﬁoses such acceptance on the ground that
respondent is not required to pay its tax on a consolidated return
dbasis, and that even if it is, the claimed tax expens'e,‘ is unj,usi
and unreasonable to the extent that it is based on eaniin_gs of
American Telephone and Telegraph Company’s other out-of;-staté
subsidiaries and its interstate operations.

The California State Franchise Tax Boaxrd considexs
respondent to be part of a unitary business enterprise, within
the meaning of the tax laws. Consequently, the Board requi.rés that
respondent file a consolidated._income tax return which uti".iizes ﬁhe
total Bell System umitary business income, |

' Up until 1960 respondent had filed its. tax return on a
separate return basis. Commencing in 1958, hqdlzje‘ver, the Board
requested that respondent gsubmit the data neéessary for determining

its tax on a consolidated return basis. Respondent did so, but it |

resisted the Board's position that such a report was reasonable or

fair,
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The staff contends that S;nce respondent does refﬁse ﬁo
litigate the Issue of whether or not respondent is the victim of
arbitrary action under the Board's 1nterpretation?‘1t hanin éffgct
voluntarily filed 1ts tax returns on the consolidated basis. View—
ing the matter realistically, however, we conclude that it 1s
reasonable to assume that, absent a court decisiog ﬁo the contrary,
respondent 1s required to file a consolidated return asvpart’of'thé
Bell System. This conclusion does not resolve, however, the
question of whether or not all the tax expense claimed under this
type of return should be recognized in setting rates for
respondent's intrastate operations. |

It 1s true, as respondent asserts, that normally this
Commission endeavors to permit a tax allowance in ratemaking o=
ceedings whick "reflect, as nearly as possible, taxes actually paid
and the methods of tax calculation authorlzed under federal_and |
state laws" (Grevhound Ilines, Ine., 64 Cal. P.U.C. 641, 653:(1965)).

However, in the last two decislons regarding/respondent'
rates, we accepted the staff's contention that an adjustment of
respondent's tax was required "In order to relieve Californ;a :ater
payers of the burden of assuming taxes on Amer;can-Tele?hone and
Telegraph's holding company functlons ..." (Dec. No. 67369, 62,

Cal. P.U.C. 779, 868 (1964): (Dec. No. 74917, P. 12)).

we reaffirm the principle that 1t is necessafyrto-determine‘

each time the matter comes before the Commission_whéther or - | _
nct the payment by regporndeat of Califernia taxes under | _‘L”,/ .

then-existing conditions does in fact burden Ca"ifornia ratepayers

with additional tax expense over and above that which would result

Irom payment by respondent of such taxes on & separate retu:n_basiw.r'
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In this procceding the staff continued to be of the opinion
that an adjustment of respondent's tax was required in order to
rellieve California ratepayers of the burden of assuming taxes on
American Telephone and Telegraph's holding companies' functions.

The record in this proceeding indicates, howeverr that as a result
of £iling a Federal consolidated income tax return in which

Pacific participates, the income tax which would otherwise be o
Payable on Western Electric's profits on properties capitalized

on Pacific's books for deferred income taxes, results in a

lessening in rate base of Pacific of approximately eighty-rive
million dollars. Assuming a 6.9% rate of return this. results 1n

a diminishing of the gross revenue requirenent in the amount of
approximately ten million eight hundred thousand dollars per annum |
€0 Pacific's ratepéVers. Consequently, under present conditions,

in returm for payment of approximately five million six hundred
thousand dollars ir California franchise taxes the respondent's
ratepayers in California stand to realize a savings of approximately
Ten million eight hundred thousand dollars a year.




FINDINGS AND CONCLUSICNS

L. This Coumission has the right and the duty in setting rates
to ve charged by any utility company subject to its jurisdiction to
disallow all charges of the utility which it finds to nave been
tnreasonable or to have been unreasonably incurred. This xule appiies‘
whether the charges are made against the utility by an affiliate of
the utility, by a nonmaffiliated supplier, or by a governﬁental agency.

2, The Westexn Electric Company is an affiliate ofnThe Pacific
Telephone and Telegraph Company through its affiliation with American ]
Telephone and Telegraph Company. | o

3. The Western Electric Company is a manufacturing company .
which operates efficiently in providing products to the respondent
with consequent benefit to the respondent and to the respondeﬁt

ratepayexs.,

4.  The reasonableness of the prices paid by the respondent,

during any period of time in the future to the Western Electric L7
Company for its products, must be judged as of such:time by analyseé

of such charges with due regard to all genmeral and speéific economic
cizcumstances at that time including consideration of the economic’
advantages enjoyed by‘Wéstern Electric Company as well as the need of u/(/
the Westexn Electric Company to realize a reasonqblealevel'O£lprofiis

from its operations in the manufacture and sale of pro§ué#s to- respon-
dent so that Western Electric Company can, to the extegt required,

attract sufficient capital from the investing public to financé‘its "

.

opexrations adequately.




S. The contention of The Pacific Telephone and Telegraph
Company that this Commissioﬁ should adopt a specific return by
: application of which this Commission would allow or disallow
prices paid for products by telephone and/or other utilities to
their affiliates to precisely the same extent in each-caSe@ is;-k'
without merit and this Commission rejects said contention.

6. In each proceeding concerned with fixing respondent'
rates, the determination of a reasonable earnings level for Western
Electric Cempany from its'manufacturing:operations and salejqf‘
products to respondent will be based on what constitutes reason-
able eamxrnings for a manufacturing company.

7. In the performance of its manufacturing functions,
Western's prices to Pacific and its earnings on its sales of
manufactured products to Pacific have been fair and reasongble
when compared to the earnings of mamufacturing compénieé; The prices
. paid by Pacific to Western for manufactured products are fair and
reasongble. |

8. The payment by respondent of its California Fraﬁchise
Tax upon a consolidated return basis with American Telephone and
Telegraph Company and its affiliates does not necess#rily under -
all circumstances impose any additional burden upon California
ratepayers over and agbove the burden which woulqAbe_imposed“if»
respondent computed and paid its California Franchise-Taﬁes on a

Separate return basis and may in fact benefit California ratepayexrs

under some circumstances.

- 9. As this case Is an investigation on the‘Commissiqn's

owa motion to inform ftself more fully regArding the subject

matter hereof and not a general rate proceeding, it would be

neither fair, reasonsgble, nor proper for us tofconclude.this

investigation with more than Findings and Counclusions, and the

request of respondent herein that this Commiséion amend its
- 17 =




prior Decision No. T4OL7 in Application No. 49142, dated November 6,

1968, to allow the collection of increased rates fO‘offset the
Western Electric affiliate and California Franchlse Tax adduétment
made in sald Deelsion No. 74917, 1s therefore rejected.

No additional proceedings in this Case No. 88581w111‘be
held. No order is necessary in this proceeding and none"wﬁ.ll'be\L

lssuwed. .

Dated at San Francisco, California, this .ﬁz#% day of' 
JANUARY . 1872 .




Appendix A
LIST OF APPEARANCES.

Pillsbury, Msdison & Sutro, by George H. Eckhardt and
Richard W. Odgers, for The Pacific lelepbone and
Telegraph Company, respondent.

A. M. Hart and H. Ralph Snyder, Jr., by H. Ralph
Sayder, Jx., for Genmeral Telephone Company of -
Califormia; Roger Armebergh, by Charles E. Mattson,
foxr the City of Los Angeles; Louls Possnexr, xor
the City of Long Beach; Robert W. RusseLl and
Manuel Kroman, for the Department of Public Utilities
and Transportation, City of Los Angeles; Thomas M.
0'Counor, by William C. Tayloxr and Robert L. Laughead,
for the City and County of San Francisco; William M. V///

Bennett, in the public interest; Curtis M. Fitzpatrick,
for the City of San Diego; Lt. Colonel Frenk J. Dorse
and Gerald P. Flannery, for the Lepartment of eiense
and all othex executive agencies of the United States;
Michael Peevey, for the California Labor Federation;
Robert E. Burt, for the Califormia Mznufacturers
Assoclation; W. Knecht, for the Califormia Farm .
Bureau Federatiom; ihomas C. Lynch, by Denald B. Day,
for the State of Califormia; Mrs. Borghild Haugen,

for California Farmer Consumer Information committee;
and Sylvia M. Siegel, for Association of California
Consumers, interested parxties.

Hector Anninos, Leonard L. Snaider, Counsel, and

Bruno Davis and John Gibbons, for tue Commission
staff. ‘
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COMMISSIONER A. W. GATOV, Dissenting:

1 dissent.

An open~minded examination of the rezord in this proceed-

ing will show beyond any doubt that it is completely and utterly

devoid of evidence which would support the rubber stamp decision

of the Commission's majority with respect to the so-called
Western Electric adjustment. _ 3

Should it be considered that my views of this gfoﬁsly |
erroneous and anonymous decision are contentious or rancorous, i,~
am quick to point out that they are shared by (1) thé‘Hearing
Examiner who heard the case and who, incidentally, is a lawyer,
(2) the staff of the Public Utilities Commission, (3) the Chief
Counsel of the Public Utilities Commission, (4) the United States
Departmen% of Defense and Executive Agencies, (5) the\Attornéy'-
General and Chief Legal Officer of the State of Califb:nié, (6) |
the City Attorney of the City and County oeran.Fran§isco; ()
the City Attormey of the City of LOS»Angeles,'and‘(8)”thé‘Citf~
Attorney of the City of San Diego. \ |

The majority has gome outside the record in its whole-
hearted adoption of the views of PI&T.

This decision sets the stage for reversal of an economi-
cally sound and court-affirmed position which this Commission has
unifornly maintained for over twenty years, and that is the-rejéc-

tion of attempts to promote wholly-owmed, special function subsi-

diaries in regulated utilities and which system prbVideS‘meansxof_
avoiding regulation and/or establishing hidden profits through
double mark-ups for AT&T. Whereas the past treatment has been

reflected in lower rates to subseribers, the reversal will




increase rates with ne corresponding benefits.

The majority may not be aware of or remember its own angry
demunciation of these practices in its Decision No. 75873 (Gemeral
Tel. Co.) issued just six months ago, and from which I quote as

follows with underscoring added:

"If the Directory Company can be treated as a non~
utilicy entity, permitted to make any profit it con-
siders fair, then other functions now performed by a
vtility in the future might 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 GI&E
Dats Services Corporation which will perform billing
sexvices for all of GI&E's telephone operating utilities.
The claim might be put forward that such a computer
0illing corporation is in competition with other computer
billing corporatiomsand is risky, and, therefore, re-
quires a profit more than the normal utility profit.
General also has accounting departments and law depart-
ments. 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 chaxrge.
Thexe is no need to stop there. Repairs asnd maintenance
can be done in the same manner; repairmen 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 ¢orpora-
tion for these men, with higher profit requirements?

To _prevent this fragmentation of utility service, we

misSt maintain the positiom that a utility, when ¢ontrolling
or pertorming functions 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 function-
ing department, obtaln higher profits than would be avail-
avle to the utility through its fair rate of return.'

Even while these thunderclaps are still revexrberating, the
najority now overlooks the consanguinity of The Pacific Telephone
and Telegraph Company (907 owned by AT&T) and Westerm Eléctri.c
Company (1007 owned by AT&T), and concludes that for rate making
purposes Western Electric is in fact an independent manufacturing

and sexrvice organization fighting for its existence in the rough |

and tumble of a highly competiti\}e market place. Acc;ording- to




Finding and Comclusion No 4, it has "to realize a reasonable
level of profits from its w‘pperations.in the manufécture and sale
of products to respondent (;.PT&T) so that Weste:ﬁ Electric Company
can, to the extent required@\“.;, attract sufficient, capital from the
investing public to finance “‘(L;i'ts 6perati§ns adequately". The -faéc
is that Western Electric has\"\;‘ no need for and does mot §eek 'c"apj.‘tal
from the investing publiec. l\t has issued no debentures and“lhas, -
no other form of long-term pu}lic debt. The public cérmot iigvest
in Western Electric. Its one\‘xg:ommon share of stock is owned by
AT&T, and additional shares ar%‘-' not available.

Notwithstanding ATST's|long and expensive hard sell to the
contirary, Western Electric has;‘;:een and is still largely a Phaﬁme'
compiny with but one customer, i’}'\..e.., its parent AT&T, and a l'ea\d'-'
pipe cinch captive market for ai%vl it manufactures and for all the
sexvices it provides. ; | | V
This seemingly inmocent ;;;f.gcision in the guise of a declara-

L}

tory jindgment (and which type of Enjudgmem: this Commission has in

1

the past uniformly refused to i‘.ss-i‘.“xe) is an invitation to | "eome
and get it". | | | |

"I confidently predict that:\;g PT&T will within a few weeks
file its largest yet rate increase: applicatioh; which increase
application will include a significant ingredient based on the
majority's declaration that the publie interest no longex i:equ:'.res _
it to treat Western Electric as part of a regulated utility.

The majoxicy should have signed the decision prepared by

the Hearing Examinexr, and which decision I append hereto and incox~

poxate by reference as part of my dissent. I believe that the

public and all the participants are entitled to lcow that *x:hough:-y
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rejected, a well written, carefully constructed and thoughtful
decision based on the xecoxrd was available. o
That the majority's treatment of the California Bank and
Franchise Tax adjustwent phase of this proceeding is without:
reason or logic is discerﬁible by simply reading it. The treat~
ment now proposed will buxden California subscribers an additional
$2% Million. Gemeral Telephone Company of Califorqia, Continental
Telephone, and United Utilities, as is the case "with PI&T, are |
also affiliates of nationwide telephone companies. Since thgse
others have heretofore reported and paid the California franchise
tax on a separate basis, it is reasonable‘ to expect these simii.axly‘

situated companies to insist upon equal trestment.

.

| nﬂ@fme_r ,
Dated at San Framcisco, California, / e

Javuary 27

» 1970.




Decision No.

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

1s

In the Matter of the Investigation '

on the Commission's own motion into Case No. 8858

the practices, contracts, services . (Filed Noveuwber 6, 1968)
and facilities of The Paecific Telephone '

and Telegraph Company.

(Appearances are listed in Appendix A)
OPINTION

‘In conjunction with the Commissioﬁ's‘decision in the most
recent application (Decision No. 74917 in Application No. 49142,l |
CasesNos. 8608, 8609, 8690, dated Noveﬁber 6, 1968) by The Pacific
Telephone .and Telegraph Company (Pacific) to‘incréaéé'its rates for i
lntrastate telephone serxrvice, the Commission issued an order 1nsti-

tuting an investigation "into the practices, contracts, sexvice
g

aed facilities of The Pacific Telephone and Telephonme Companyﬁa: the

purpose of allowing Pacific to adduce evidence witherespect‘tdgthe,
reasonableness of prices paid by it to Western Electric Co. as
-related to Western's costs and profits for'product5~manufaéturédj
by Westexrn and sold to respondent; and for the purposé*of further
consideration of the effects and treatment of Pacific's California
Bank and Coxporation Franchise tax for rate fixing purposes” (Ordex
Instituting investigation, Case No. 83858, issued November 6, 1968)
Based upon the evidence presented by Pacxfic and the
Commission staff during the recent rate case,_the Commissiongfoundf

that two ratemaking adjustments, one referred to as the Western
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Electric adjustment and the other as the Califormia Franchiseitax 1&1 :
adjustment, were fair and.xeasonable (Decision No. 74917, pp. 9, 10-)A..'}'"/“
The Commission stated, however, that more definitive informétion '
on the adjustments was desirable, and it initiated‘ﬁhisfproceeding 
for that purpose. N | B

Ten days of public hearing were held on June 13, 24, 25;
July 23, 24, 25, 30, 31; Septembér 10 and 23, 1969'1n~8an Franciéco
before Commissioners Symons and Morrissey and Examiner Foley.

In addition to the Commission staff, the Departument of
Justice, the Cities of San Francisco, Los Angeles, Saﬁ'Diego;‘the
United States Department of Defense and Executive Agencies, and the
Association of California Consumers actively participatéd.  Oral
argument on motions to dismiss the proceeding was heard by the
full Commission on June 24, 1969. These motions were denied. |

Pacific presented the testimony of four witnesses:rcgarding.“
the Westera Electric adjustment. It presentéd cQO»witneéscs on-the'.
California Franchise tax adjustment. The Commission staff pre— |
sented one. Altogether nineteen exhibits were introduced along
witk a record totaling 1,550 pages. In addition, the parties
stipulated to incorporate the relevant portions of-thélrecord and
exhibits from the recent rate case (App. No. 49142) into.;his
recoxd. Comcurrent opening briefs were filed on October 31, 1969,

and concurrent reply briefs were f£iled on Novembex 19, 1969.

I. THE WESTERN ELECIRIC ADJUSTMENT

Backeground

——————————
In exexrcising its duty to fix the rates of public

utilities this Commission has been concerned on numerous occasions

1/ Citations to Decision No. 74917 in App. No. 49142, dated
November 6, 1968, refer to the unbound printed opinion.
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with transactions between a regulated ucility and its affiliate.
Since the natural human and coxporate tendency is to prefer one*s 
own advantage, sucn transactions have been closely scrutinized to
prevent excessive profits from flowing té the utility'é affiliate.
On the other hand, affiliate traasactions have.not'been considered
ixproper per se.

Consequently, in some cases the Commission has found
payments foxr property or services from an affiliate to be reasonable

(See e.g., Suburban Water Systems, Decision No. 59646 (1960)

vnreported; Kern Mutual Telephone Co., Decision No. 61795 (1961)

unreported; Southwest Water Co., 61 Cal. P.U.C. 458, 462 (1963)).

In other cases, the Commission has disallowed portions.of payments

for services rendered by a parent corporation (City‘of San Jose-v;
Pacific Tel., & Tel. Co., 3 C.R.C. 720, 732, 736~(1913)§ East Pasadena
Water Co., 66 Cal. P.U.C. 10, 16 (1966)). It has also dismissed

ac application for imcrecased rates because the utility refﬁsed’or
declined to make a full showing regarding the cost of materials and
water rights purchased from an affiliated corporation ﬁhich‘héa
been included in the rate base (San Gabriel Valley Watei‘Cou, 52

Cal. P.U.C. 729, 731 (1553)). And it has adjusted the prices paid

by a utility to its parent company for gas supplies to reflect the

same rate of return (Southern California Gas Cd., 49 cal. P.U.C.

276, 278, 282 (1950);: Southern Couaties Gas Co., 51 Cal. P.U.C. 419,
436 (1952)). |

In City of San Diego v. San Diego Comsolidated Gas and
Electric Co., 39 C.R.C. 261 (1935), the Commission disallowed as

includable operating expense in the cost of sexrvice over a million

dollars in management and engineering fees paid by the utility to

-3-
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an affiliated engineering and management company;» The rationale
and purpose of the adjustment were stated as follows:

"While court and commission have firmly established
cost (and cost, of course, includes a reasonable return
on investment or property) as the controlling factor in
accounting for holding or management company fees, thexe
are persuasive reasons of a practical nature supporting
the rule. Cost is tangible and may be ascextained with
reasonable precision. This may not be said of other
suggested standards of evaluating such fees. Again,
granting that services such as are here involved are of
a valuable nature, (See Smith v. Ill. Bell Tel. Co.,
supra) the same characterzzation may be made OL services
renderced by the engineering, the fiscal, the purchasing,
the operating, and other departments of the various great
utilities in this State which operate independently.
Nevertbeless, in the year by year process of regulation
of these utilities the cost of such sexvices has universally
been used as the basis of operating expense allowances and
in building up historical property bases. To allow an
affiliated corporation profit on top of the cost of the
service, where the affiliates ‘arxe and always have been
intended to be one single entity' would not only bring
about an inconsistency in treatment of utilities but would
be a positive discrimination against those independently
operated.' (39 C.R.C. 277.)

Pacific and the Weste:n_Electric'Cdmpany, inc. (Western):
are members of the Bell System. American Telephone and Teiégraph
Co. (AT&T), the corporéte headquarters of thefBéll System, owms
100 percent of Western's stock as well as approximately 99 percent
of Pacific's (Tr.447, App. No. 49142). Western coatxols three -
other companies, the Teletype Coxporation, Nassau Smelting and
Refining Co., and Weco Corporation, all 100 pexcent pwned. Western
and AT&T each own 50 percent of Bell‘Telephongjtaboratorigs; In#.,‘
which was created in 1924 as the reseaxch organization ofvthe‘Beli:‘
System. |

Western is the madufacturing.and supply department of _
AT&T. 1t manufactures telephone equipment which itsgllsto-?acific

under a staundard supply contract Western has with each‘offthe‘Beli‘:‘




System operating telephone companies. The opefating‘companieswdo

not buy equipment from sources other than Western, and Westetnfholds>

at least 80 percg?t of the total market for sech equipment,(rr;3801;

App. No. 49142)." It also acts as purchasing agent for Pacific
and the other operating companies. As such it‘purchaseseend.Stores'
all the various items required by them. Finally, it—is‘the‘in—
staller, repairer, and salvager for these companies.

In 1968, Western's total sales of telephone equipment,
cable, wire and supplies amounted‘to $3.94 billion -an increase of
8.7 percent from 1967 (Exh. No. 18, p. 3). In 1968 86 percent of
Western's total sales were to Bell operating.companieo, and 13
percent were to the U. S. Government. In 1967, these figures were
8 and 15 percent, respectively (Exh. No.‘l8i p. 4). Western's
net income for 1968 totaled over $192 million, as compared to
approximately $153 million in 1967. Dividends:paid to AT&T inu1968
amounted to over $86 million, and earned surplus as of December 31,
1965 came to just over $1 billion (Exh. No. 18, p. 4). For 1967
dividend payments to AT&T totaled $81 million, and earned surplus
amounted to $919 million (Exh. No. 19, p. 5). |

In the light of the affiliated relationship between
Western and Pacific, the Commission, commencing in 1949, decided
to adjust the prices paid by Pacific to Vestern for telephone
apparatus and supplies in order to limit Western's return on these
sales to the same level as Pacific receives on its operatione.' The

Commission explained the adjustment as follows:

2/ The size of this market can be visualized by considering the
number of telephones sexviced in the U. S. In 1967 the telephone
industry in the U. S. was sexvicing over 100 million phones;
at the end of 1968 this figure grew to 109 million. There has
alse been a great increase in the volume of use. (See Jarmon,
What ‘s Ahead for the Telephone Industry, 84 Public Utilicies

ortnightly e Bell operating companies
provide 85 percent of all the telephone sexvice in the U. S.
éAmer Tel. & Tel. Co. (Interstate and Foreign Rates), 9 F.C.C.
’ . | o
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“The company introduced evidence showing Western
Electric prices to be lower than those of independent
manufacturers for comparxable items. Coumparability of
manufacturers was not established and, inasmuch as the
record shows that Western Electric manufactures over
90 percent of all telephone apparatus and equipment,
while the independent manufacturers compete for the
remaining business, little weight can be given these
price comparisons in judging the reasonableness of the
Western Electric Company s prices.

"Western coutends its earnings are less than those
of the 50 largest manufacturing corporations of the
nation. This, likewise, is no cxiterion. It is the
cost to Western that is essential."

* Kk &k

"American Telephone and Telegraph Company owns
99.8 percent of the stock of Western Electric, and
87.93 pexcent of the capital stock of applicant. Western
is, in fact, the manufacturing department of the Bell
System, as was so pertineatly and well pointed out by
the Supreme Court of the United States in the case of
Swith v. Illinois Bell Telephone Company, 282 U. S. 133,
-153; L. ed. , . viously, the American
Company, lawfully, may not, through the corporate device
of the Vestern Electric Company, realize a profit from
the transactions between Western and applicant, which,
in turn, is capitalized by applicant or charged by it
to operating expense, thus subjecting applicant's rate-
payexrs to the burden of paying a profit upon a profit.
This sort of practice should not be condoned. It is
just such practices that rate-fixing authorities should
be vigilant to detect. (American Telephone and Te1e§ragh
Company v. U.S., 259 U.S. > ; L. ed. > ).
As a general rule, a dominating holding company is not
entitled to realize a profit at the expense of one of
é:s operag%gg subsiggaries. 9(U.S. g. New York Telephone
Lompany, U.S. 638, 654; 90 L. ed. 37T, 38L. San Diego
v. S2an Diego ete. Company, 39 CRC 261, 277). The same
rule applies as between affiliates. (San Diego v. San
Diego etc. Company, supra, p.277). If any claimed profit
tween afiiliates would disappear when placed in a system-
wide profit and loss statement, such ¢laimed profit should

not be recognized. (U.S. v. New York Telephone Company,
supra, at p.654, U.S. Report). '

"Western Electric, in its relationship to applicant
and other operating subsidiaries of the Bell System is
not at all comparable to an independent manufacturing
concern. This fundamental difference and distinction
was pointed out by the Supreme Court of the United States
in the Illinois Bell Telephone Company case at pages
152-153 of tune U.S. Report. We will not elaborate on ,
such an obvious fact but merely will point to this decision
of the Supreme Court. S | L
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"o hold that Western Electric is entitled to no
greater return on its sales to applicant than applicant
is entitled to as against Jits rate payers, which we
have found to be not over 5.6 percent. We, therefore,
reduce the contemplated interim rate inerease by $900,000
and will resexve further consideration until the f£inal
decision herein.' (Racific Tel. & Tel. Co., 48 Cal.
P.U.C. 487, 492-3, interim decision (1949); affirmed in
final decision, 48 Cal. P.U.C. 823 (1949).)

The adjustment was approved in the final decision issued the .same
year (Dec. No. 43145, 48 Cal. P.U.C. 823, 826-35; and it has been
reapplied in the four subsequent rate cases. (See Dec;-No; 50258,
53 Cal. P.U.C. 275, 305 (1954); Dec. No. 56652, 56;C51. P.U.C;\Z?Q;
283 (1958); Dec. No. 67369, 62 Cal. P.U.C. 779, 809-16 (1964);
Dec. No. 74917, dated November 6, 1968, pp. 9-10, 12. 'Afté: the .
issuance of Decision No. 67369, Pacific sought judicial review of

the reasonablemess of the adjustment. It was upheld by the

California Supreme Court (Pacific Tel. & Tel. Co. v. P.U.C., 62
Cal. 28 634, 659-662 (1.965)). o

In every rate case since 1949, Pacific has vigorously

opposed the application of the adjusfment.' In the most recent case
(App. No. 49142), Pacific again introduced‘evidence‘on this matter.
A detailed suxvey of prices for four general classes of'teléphone'
equipment was presented by AT&T's Eﬁgineering.Mhnager of Price
Surveys in the Engineering Economics Department (Witness Merritt).
Tke advantages to Pacific of operating with.Western‘pursuant to;
the standard supply contract, under which Western manufactures ox
purchases all equipment or materizls nceded by Pacific: and sells
them to it at prices no higher then Western's prices to its most
favored customers, were explained by Pacific's _V:Zée- President of
Engineering (Witness Frey). Western's sales and earnings hist§ry,-

including the average return om met investment; its business risk:
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and its comparability with the 50 largest manufacturiﬁg ccmpaniés, :
was related by its Director of Corporate Analysis in the Regulatory
Matters Division (Witness Seymour). The pressﬁres'under which |
Western operates because of its affiliated relationship with.Pacific;b
ia particular the necessity to remain in the.foref:ontfofinnoyation
in oxder not to lose its Bell System business, as’welllas various
new products and manufacturing processes developéd by Weétern, were
described by its Director of Research and DeVélopdenc; and head of
its Engineering Research Center (Witness Ianenbaum)

In addition to the testimony and evidence of the Bell
System executives set forth above, Pacific presented a study by an
Associate Professor of Industrial Engineering at Staﬁford Unive:sity ’
on the relationship between the volume of Western's produétion‘and
its wnit costs (Witness Thompson). Another study presencing exi-.
teria for evaluating Western's prices and earaings since 1945 in

order to assist the Commission in evaluating the :easonableness_of

these prices and earnings was provided by a Professor of Business

Economics and Finance at U.C;L.A.'(Witness Weston).

The Commission staff, on the other. hand, presented a
study by the Senior Engincer in charge‘of the Special Studxes Unit
of the General Branch of the Utilities Division. The staff‘s study
recommended the continuation of the adjustment and provideé'the
pertinent data for this purpose (Witmess Caveny). |

Since Western's prices were shown to be less than those
of any non-affiliated manufacturer, and since its rate of return
on net investzent was in the middle range of the 50 largest manu-
facturing companies with which it compares itself Pacxfic contendcd
that ipso facto Western's prices were reasonable and the adjustmcnt

" was unreasonable and unjustified.
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The Commission considered Pacific'érevidence~in‘rendériﬁg
Decision No. 74917 on November 6, 1968. We concluded‘chat while
the adjustment reflected the proper application of regulatoty
principles Pacific would be allowed the opportunity in a sepaxate
proceeding to provide ''more defimitive informution on the manufac-
turing costs and prices of Wéstein‘Electric items" as wé11 as>onfthc
Yeffects and treatment of state ﬁax expense" (bec;‘No; 74917, p. 10).
Respondent's Evidence | | J | |

The Commission's orderlinstituting this proceeding,alloﬁed’
Paciflic to introduce evidence on‘Wéstern's costs and profits which
would show that Western's pricgsi"for products ~:::.'ar:.v.1f‘et<$t:\:x-::ecl.b‘y‘j
Westera and sold to respondent'' are reasonable.):Pacific’stice
President for Opexations presented an analysis of wﬁatiit would
cost Pacific to do by itself the various service functions performed
by Western. These functions are iisced as repair and related activ-
iries; installation; supplies‘includinz purchasing, transportétion ‘
azd warehousing; and warehousing and salvage ofﬁ?aci£i¢¥owhed.ahd“
Western-manufactured products. Ag accoﬁpanyihg;éxhibit was also;

introduced (Exh. No. 4).

4 considerable portion of the testimony-(Tr.164-5)uan&'

the exhibit (pp. 5-14) consists of a price survey made by'Arthu: D.
Little, Inc. of the prices for suﬁply itens not ﬁanufacCured‘by‘
Westexrn, but purchased by it. Théte i; also testimony about‘thé“
warenousing operations performed by Westera for Pacific (Tr.171-5);
ard about Western's repair, instaliation, and‘salvage‘serviccs | |
{Tx.175-182). - |

Upoa objection by the staff and the various intétvenoré‘

that this evidence was beyond the scope of the‘investigatidn in—:hatf”'

-9~




it did not relate to Western's prices for the products it manufactuxes

and sells to Pacific, the Commission, aftexr hearing oral argument,
ruled that this evidence be stricken (Tr.286). |

Near the conclusion of the hearings, ?aéifi;.was grénte&
permission to leave this evidence in the record as an offer o£ pro6f"
for purposes of appeal (Tr.1l535-6). The_CommisSion affirms‘its
criginal ruling that this testimony and evidence is beyoﬁd_the scope
of the proceeding (see Tr.286; and Dec. No;’74917, p;-723 note 2,
concurring opinion of Commissioner Morrissey). | | ,

The remainder of Pacific's evidence related to Westernfé.
prices and costs; its productivity and efficiency; and. its earnings
and risks as compared to a selected group of manufacturing compan;es.'
Before discussing this evidence, however, it fs necessary for the
Coxmission to consider Pacific's contention cQat its evidence in

this proceeding constitutes a prims facie case and must form the

basis of our decision because the staff did nat submit rebutt al
evidence or cross-examine any of Paclfxc s wmtnesses (Pacif*c brxef
po. 7, 31-3). G |

This contention is without merit. This procéediﬁg was
ordered to provide Pacific an opportunity to introduce additional
definitive evidence regarding the reasonablenesé of these t&o
adjustments. The burden for such evidence resﬁs‘on Pacific (see |
Dec. No. 74917, p. 73, concurring opinion of Comnissioner Morrissey).
Moreover, it overlooks the fact that Pacific,aﬁ& the staff stipulated
to incorporate into this record the téstimony,lexhibits and croés-‘

examination from the recent rate case relatiz g to both ad;ustments.‘

=]10=
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As a consequence the staff has in this record its evidénce, presented
by Witness Caveny (Exh. No. 62, App. No. 49142), which prevailed

over Pacific's evidence in that proceeding. Thevstaff's current
position is that this evidence still prevails because Pacific has
not preseanted any new cvidence sufficient to outweigh\ics owﬁ; The
question in this proceeding, therefore, is whether all Pacifie's
evidence is sufficient to prove changed cixcumstances or new con-
ditions, or erromeous judgment by past Commissions with regard to
these two rate-making adjustments, with‘the result that'this Com-~

nission fiads it reasonzble to reverse the present regulatory policy‘:

(see Southern Pacific Co., Dec. No. 76133 ia App. No. 51122,'dated
Sept. 3, 1969, p. 3, mimeo).
A. Western's Prices, Costs, and Efficiency

1. Prices

Tkhe Engineeriagz Manager of Price Surveys in the}Enginceiing‘
Economics Department of AT&T presented a study (Exh. No. 1)_which

compared Western's prices for various classes-of’telephone equipmént
(telephone apparatus, cable, outside plant material, switching and
carriex equiprment) with the prices of similar equipment charged by
wmaffiliated manufacturers. The study demonstrates that Western's
prices to the Bell System operating cempanies are substantial;y‘
lowexr, generally from 40 to 50 percent lower, than the general.trade
prices for simjilar items produced by possible competitérs of
Western (Tr.79). |

Pacific argues that these~pricé compariséns are‘cbnclusive 
in determining the reasonableness of Westexrn's prices. It\aSserts
that such a comparison is the only test which an econowist or hoﬁse-

wife would apply (Pacific brief, p. 8§ supplemenﬁ). We dd not‘égree.

-11-




It s readily apparent that this study is éssen ially tbe
same as the study presented in Application No. 49142 by the same
witaess (see Exh. No. 8, App. No. 49142). The two exhibits are

diflerent only to the following extent:

App. No. 49142 ‘ . Case No. 8858
Exh. No. 8 - _Exh. No. 1

Organized in five parts. | Organized~inumine parts.r]‘

Utilizes prices up to and - Utilizes 1967 and a few
including 1964. 1968 prices.

Price comparison of Central Price comparison of
Cffice and Private Branch
Sxchange Material of Calif. naterial by a domestic
Water & Tel. Co. for July Independent Tel. Co. for
1958-9. Feb. 1965 - Jan. 1966. =

Number of Items Compared . Number of Items Com ared-
1. Station apparatus - 684 1. Apparatus - 3,053
2. Centzal office and private 2. Cable - 148

branch apparatus - 2,166 3. Outside plant

Cable - 219 waterial - 134

3.
4. Outside plant material - 129 4. Carrier Terminals

Furthermore, during cross-examication of this witness~im'the.recent |
rate case, he admitted that his testimony and exhibit inlﬁhat pro-
ceeding were the same as those presected in the 1964 raté-oése
(Case 7409), except for the updating of the comparisons (Tr 3732,
App. No. 49142). - NS
Waile Pacific urges'the Commission,to follow‘théuvarious
states which have accepted Western's price studies as suffzcient‘ |
evidence that its prices arxe reasonable ic fails to mention tbat
the Fede:al Conmunications Commission (FCC) has not In its

investigation of AT&T's private line rates, it-stmted:

purchases of telephone =
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"103. The comgany seeks to justify Westexn's
prices to the Bell System companies on the, grounds
that they are lower than those of other manufacturers
for the same equipment. Western has the advantage

of volume and specialization in this field of manu-
facture which these other companies do not have, and
also enjoys a lack of subsgtantial competition plus
having an assured market. The business transactions
between the Bell System companies and Western are not
conducted at arm's length. The sales of Western to
the Bell System companies are, in essence, sales of
goods and sexrvices to itself and it is reasonable to
assume that there will be a market for Western's
products as long as the Bell System companies operate.
Western's sales to Bell System companies are made
undexr a projection program under which it has no
promotional sales expense, and no credit losses or
uncollectibles, whicihh are expenses that must be borne
by general trade. suppliers.’ Also, the.research and
fundamental dexslopment costs are excluded from
Westem prices™“ but must be reflected directly or
indireetly in the price of the product of smallex
ladependent manufacturers since they have no othexr
way to recover this cost." (American Telephone &

Telegraph Co. (Private Line Rates), F.C.C. 244,
735"%15%17?"foocnote omitted,) .
The FCC rejected AT&T's presentation on Westexn's prices as 'without
probative value' (34 F.C.C. 244, 281). |
~ This Commission has similarly rejeccedNSuch bricé;éom.
parison studies in the prior proceédings-because of the iﬁhereﬁc
advantages Western obtains from being the supplier of the massive

Bell System market (Dec. No. 67369, 62 Cal. P.U.C. 779, 811 (1964)).

We also rejected such studies in our recent decigipn.invdlvingzéﬁe

rates of the General Telephone Company partly'because the compafaF
bility of manufacturers was not established and thé advantage

General's affiliated manufacturer attains in volume alone prevents

the existence of a competitive market situation (see General Tel.
'Co., Dec. No. 75873 in App. No. 49835, dated July 1, 1969, p. 50
mimeo). | |
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The critical weskness in the price comparison studyiis irs
assumption that the Ilndependent suppliers coupared with Western are
its xeal competitors., Pacific apparently believes thaﬁ‘the‘study~‘
proves the existence of a competitive market in the telephoue:
equipment manufacturing field. This belief is not<realistié. The
independent supplicrs are potential compétitors of Weste:ngonly,iﬁ
the most remote semse. | o :

Pacific has not sought to buy any product which‘Wéstern
makes from some other source. The present supply contract has been
in effect since 1930. Its predecessor dates from11906; Déspité the
fact that Western has failed at times to meet the_peék’demands of
the operating companics, Western's Vice Presiden= for,F£nance'
could recall ouly one occasion when an unnamed operating company
purchased an item of equipment from a different manufacturer
(Tr. 1329-30). Nor has any legal action ever been taken,against
Western under the contract. The witness also admitted that an
independent, non-telephone manufacturer could not move into Westerm's
field without a firm commitment from the operating compaﬁies
(Tr. 1347-48). \

We conclude that this huge market, consisting of the
ccupanies which provide 85 peréent of all the telephone sexvice in

the United States, easily makes Westernm the dominant producer im the

telephone equipment field. Given the size of this'market-WEStern's
prices should be the lowest. Therefore, the fact that they are the
lowest is not emough by itself to permit a finding that its pficeé
are reasonmable per se. Furthermore, Western's Director of Coxporate
Analysis testified in the recent rate case that thé-primaf&
consideration in setting its prices is that they be acceptablé to
the various regulatory commissious concerned with them (Tt.'3913;.
App. No, 49142; See Dec. No. 74917, pb. 9-10). Sigqificantly}(tﬁe
=14~ '
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staff's study in that case (Exhibit No. 62, App. No. 49142) shows
that Western has adjusted its prices for apparatus and equipﬁent,

as well as for cable, to maintain its return on‘net-iﬁvestment at

a relatively constant level of around 9 percent (Exh;‘Nb.'Gz;

Chart SA, Sheets 1 & 2). This suggests that Westerm's §ri¢e5~are.
not set wmder normal market conditions and that its‘profit margins#w
may not be uniform or comsistent.

Control of this huge uncompetitive mﬁrkeﬁ glves WEStern
the power to fix arbitrary and unreasounable prices. The ﬁurpose of
the Western Electric adjustment is to prevent excess profits'ifom
being extracted from Pacific's ratépayers by means'of affiiiated*
trausactions. We cannot make an informed'judgme@t regarding the
presence of excess profits when only the prices afe presented.

At the same time It must be recognized that we have ndt‘éoﬁcludéd
that Western's prices are unreasonable., We conclude‘onl;‘that pPrice
comparisons with such remotely potential competitors, who ho1d $0
little of the telephone equipment market, do not prove the
reasSnableness of Western's prices. Only_Western's'cdsts'can do
this. |

2. Costs

Pacific contends that it has provided adequate current
cost data from Western for the Commission to conclude that ité prices
are reasonable., This dzata consists of the annﬁal Repoftroﬁ' |
Operating Resuits of Westerm forxr 1967 and 1968, and the ten year
report, 1958 through 1967, prepared by Westerm at the'requést of the
NAR'dél Committee on Communications (Exh. Ne. 69, App. No. 49142;
Exh. Nos. 18, 184, 19 and 19A in this procceding). |

niél ine National Associlation of Regulatory Utility Commlssioners.

*
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These exhibits were not‘Sponsored By sny particular
witvess, and Pacific did not present any witness to-explain them -
or to be cross-examined oun them. They appear to contain weaknesses.
Fixst, the 1967 report was included in the record of the recent
rate case, It was not considered worthy of sdtstantial weight.

Second, Exhibit No. 194 in this proceeding‘makes abundantly cleaxr

that these current cost figureslare not based upon the actusl costs

of production. .
Exhibit No. 19A contains a table setting forth Western's
"ewrrent costs' by product line for its'Bell‘business, based upon |
Western's standard cost system for its shop costs. Under this
system, ''the costs of labor, materials and manufacturing overhead
are carefully predetermined for each operation umder efficient
operating conditions” (Exh. No. 194, p. 12). Adjustments are—madp
at some later time to allocate the variatioms in the costs actually
experienced among the various product classes (Id.). These standard
shop costs are dexrived only after various accounting and eng: neering
studies are couducted, Job or historical costs, f.e. recorded costs

after they are imcurred, are utilized "only when necessitated by

special circumstances" (Id., p. 13). It is apparent, thercfore,

that these '"'current costs'' submitted by Westexm are only pfedictions"

and mot the actual historical costs for items manufactured by

Western and sold to Pacific.

In addition, the mammer im which the data is set forth is

not ccavinecing. The tabular format of the estimated current costs
commences by stating first the zross sales figure. It then shows a
breakdown of this figure, rather than commencing with the actual

incurred costs, and finally terminating with the gross sales figure
(Exh. No. 184, ». 28).




C. 8858 hih

The Commission &lso takes note of our recént'decision in
Fisher-Berkeley Corp. v. Pacific Tel., & Tel. Co., Decision No. 74618
in CasesNos. 8662 and 8663, dated August 27, 1968, iIn which we

[
N

considered a showing by Pacific regarding the hospital interphone |
system it purchases from Westerm. An exhaustive‘showing,.including
21 exhibits, was made by Western's Directoriof Pficing’and Customer
Contracting to develop Westerm's cost data and”priées fof,this
equipment. We observed that Westeru's total shop cost for the two

jitems involved "'is the predetermined cost offmanufacturing based on

cngineering and accounting data for a periodfof time during which the

cost will be used‘for'accounting, pricing control and material _
transfer purposes' (Dec. No., 74618, p. 18, mimeo). After’ considering
Western's data, we expressly found that Western's unit pr;ées~were‘
not based on actual manufacturing costs (Dec.' No. 74618:'Fiﬁding of
Fact No. 10, p. 28, mimeo). | |

Pacific has not iutroduced the actual'historicél_costsxof
the items produced by Western and sold to it. In light'ofythe fact

that Westexrn's reports to the NARUC do mot appeaxr to comtain its

actual historical costs, and in light of Fisher-Berkelgy,uthese
reporsts are not entitled to substantial weight;‘ |

3. Efficiency ' : - :

Pacific presented a study by a Professor of Economics at
George Washington University regarding the concépt of total factot
productivity (Witness Kendrick, Exh. No. 2). The witnesstOncludédf
from.h?s study that Westerm had demonstrated & fecord‘of supexior
productivity pexrformence with the result that productivity hés}bcenf‘
substantially increased. As a result Western h@szbeeﬁ;ableAté

reduce prices.




He stated that investments are the key te p:oductivicy;
and he ranked Westerum high in this regard (Tx. 102). Ee found
that Western's growth in productivity was 50 perceﬁt greater than
that in the electrical equipment industry. He sﬁatedlthat‘most of
this superior productivity performance was due to Western's
effective management investment decisions, and its efficiencv
(Tr. 54; 99). He testified that Western's productlvity improvement
has been better than that achieved by industry in-gene:al or by
Western's own industry (Tr. 103). He presented a deﬁailed exhibit
ia support of these major conclusions (Exh. No. 2);

While this particular study has not been in;ro&uced in
priox proceedings, we agree with the'steff‘that it is not the
definitive information with which this Commission can £ind that
Westexn's costs and prices are reasomsble. The difficultyilies‘ine
the fact that proof of efficilency, inereased'prodcctivity5 aﬁé3i
several price reductions, all of which we recognize, does noc_ﬁgg_'
facto prove that the reduced prices are xeasomable. This eype of-
evidence is no different from Westerm's price comparisonm studies, |
iz that it requires the Commission to accept on faith, ratherltgaﬁ
on facts, that Westerm's prices are reasonsble.

B. Western's Earnings and Risk |

In reSpoﬁse to Commissionmer Morrissey's statement that
the Commission should have furthexr detailed infotmation "on the
economic implications or cousequences'' of the adJustment Pacxfic
presented Western's Vice President for Fxnance (See Declsion

No. 74917, p. 73).

This witness sought to set forth the economic criteria

for evaluating the reasonableness of Western's re:uxn-(ri.eios),,f
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These criteria consiét of an analysis of Western's risks; aud of its
earnings on net investment in its Bell businéss, as well asvi:sf
earnings on e§uity, compared to that of the'ﬁation’s 50 largest
manufacturers. | | ‘. | | |

The witness stated that Westerun is comparable‘td‘the large
manufacturing compaunies and‘that Western's earnings objective i§ a
return about in the middle of the range of return achieved-By—such'
companies (Tr. 117). This geal amounté to 3 recurn'oﬁ‘nét iﬁveste‘
ment in Bell business of between 9.5 to 1.0.5 percent; and a retﬁrﬁ .
ou equity of neaxr 12 percent (Tr, 117-8). |

With regard to risk, the witness concluded that Western's
risk is greater than Pacific's (Tr. 134). He found three-majbr” -
areas of risk for Westerm: (1) the risk of fluctuatibhs5in
business; (2) the risk of ivnovation in a technoldgiéally-dyﬁamic
industry; and (3) the risk arising from the obligation to meet
estimated demands of the operating coﬁpanies,(Tr. 124559; Iin
addition, he stated that affiliation increases Western's risk
because it cannot diversify; it must be ready ins:an:ly'tormeét
the operating companies’ needs; it must justify its performance to
regulatory bodies; and it faces loss 6f business to competitérs.who
offer better products (Ir. 124).

The witness introduced various exhibits whicﬁ‘sﬁpport
Western's position that it is comparable with the‘selecte&“group'of
manufacturers (ﬁxh. Nos. 3, 10-14). The comparisbnsvcover_equigy‘. .
earnings, debt ratios and dividend payout ratids and dthers.‘ After
couparing these ratios and other statistics with those of ﬁhe |
~argest marufacturing compaﬁies, he concluded that‘Wéstern is

similar to a nanufacturing company, and not to a pubiic'upility,. )

~19-




He further concluded that Western must be seen as a separate

corporate euntity in the electrical equipment'industry,‘except for |
the caveat that the Commission should consider Westernm's affiliatipn]
with AT&T in making a separaté determination of its risks (Tr. 1116;'
1249; 1255). Ou the other hand, he opposed the view th#t'Wbstérn’s‘.,

sovrce of capital should have any iufluence in canidering rate.ofy‘
return (Tr. 1253). o

In our decision in the 1964'rate base (Dec; No. 67369,
62 Cal. P.U.C. 779 (1964)), the Commission rejected similar evidence
by Pacific that Western's risks aund earnings.recordidemonstrated
that it is comparable to an independent manufacturing company, and .
that as a result its prices to Pacifie are reasonable (62 Cal. P.U;C.
779, 812). This decision was based on the ground that Pacific's
position totally disregarded the uniéue conditioné under ﬁhiéh
Westerm operates because of its affiliation with the Bell SYétem;

Therefore, the comparisons were rejected, even assuming that the

returns of the laxgest ﬁanufacturing companies provided the proper

criteria evaluating Western's earnings for rate~-making puxposes
(62 Cal. P.U.C. 779, 812). | |

The FCC has also rejected such evidence presented by AI&Tff

"104. The company also seeks to justify Westerm's
prices or the grounds that Western's profits have
been less than those of other wanufacturers. The
company compares Western's earnings with the 50
largest manufacturers jin the countxry as selected by
the Natiomal Industrial Coufexence Boaxd. These
companies earnmed between 12 and 12-1/2 percent on
their net investment during the postwar period 1946
through 1957, as compared to 9.1 percent for Westemn.
Even if we were Co coucede that the reasonableness of
2 company's earnings could be evaluated merely by a
comparison with the ecarnings of other companies, it
would be an essential coundition to such a comparison
that the companies involved be in fact comparable.

We think the record is c¢lear that this coundition has
not been met. Western's type of operation, the unique
conditions umder which it operates, and its corporate
affiliations are important factors to be considered.
in comparing it with other companies. Thexe must be
a comxmon denominator for the companies involved in
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the comparison. Our review of the record fails to
disclose one. Accordingly, we find and conclude
that AT&T's presentation 1s without probative value
in demonstration of the reasonableness of Western's
prices and profits with respect to its sales of
equipment, sexrvices, and supplies to the operating
telephone companies in the Bell System'’ (American
e Rates),

Telephone and Telegraph Co. (Private Lin

% %.3.3. 254,281 iIBEI)f.

In evaluating Pacific's showing in this proceeding, we axe
asked to éccept the proposition that Western is-comparableito-tﬁe'
laxgest independent manufacturing.companies. We find this posiéiQﬁ”
vnrealistic and untenmable. There are fundamental diffexences .‘
between Western and the largest independent manufactu#er31 Almost
all the 50 largest manufacturers alleged to be comparable operate
ia 2 compeﬁitive market; i.e., there is another'seilerapresent in the
market and some degree of rivalry exists between them.” This is not
true with regard to Western. There are other manufacturers of
telephone equipment, but there is no rivairy for the operacing
companies' business. In addition, Pacific did mot segrégatg thé
50 manufacturers fouwnd comparable into two obvious groups; one,
wbich like Westerm, produces only capital goods, and the second,
those which produce some or all consumer goods. Many of Pucific's
50 macufacturers produce consumex goods, and are to this éxfent_in

a different market enviromment.

There are other distinctive characteristics about Western. |

Cn‘questioning by the Commission, Pacific's witness could not name

another manufacturer owned by a paremt corporation which countxols
through its operating companies between 80 and 85 percent of the

market involved (Tr. 1115). While he rejected the idea that Western

&/ Ythe majox exception appears to be International bBusimess Macalnes
Corp., which has been charged by the U.S. Justice Depaxtmenz with
monopolization under Section 2 of the Sherman Act on the ground

that it countrols 74 percent of the computer field (Wall Street
Journal, Jan. 22, 1969, p. 1, col. 3). .

21~
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has a captive market, he conceded that no othex éompahy has $3
billion in sales to an affiliste (Tr. 1162; 1176). The witness

also agreed that "few, if auy,” companies have the;sage-relationr_

ship with their customers as Westerﬂ has with its_patfons
(Tr. 1232).

Noxr do we agree that Western's risks are as great as

it claims. Pacific's exhibits shew that Western s sales to

Pacific have fluctuated about to the same—degree‘as Pacific's

gross plant construction,. and that Wbstern's-salessﬁo-Pacific'
fluctuate more than Pacific's revenues (Exh. Nos. 1l ‘145.
Balanced against these indications that Westexru is confronted
with risks greater thsn those faced by utilities, are the facts .
that Western's sales have steadily imcreased siunce 1958, and
that the range of the fluctuation in its earnings;onpnec investmentl
for Bell System business fox the years 1954-1966 is very‘ﬁarrcw,
only 1.2 percent (Exh. Nos. 3, p. 63 Exh No. 159, App. Nb. 49142).
In terms of dollars avallable for incerest and" divzdends,
Western's earnings have declined in only one year betwegn 1961
and 1968 and then only from $146.6 million im 1966 to $146.2 millfon
in 1967 (Tr. 1195-6; Exh. No. 3, p. 7a). Oniy in.four years of the
53 year period, 1916-1968, has Western not earmed a profit:on‘
its sales to Bell Companies.(Exh. No. 10, p. &). This fact alone
indicates a long term stable market, particularly in a full

euployxment or near full employment economy.



The degree to which the Bell System market perﬁits
Western to insure the stability of its operations is shown by
the fact that unlike many manufactﬁrers, Western has neyér
cancelled coustruction of a new production facility on account
of change in market comditioms or for any other reason (Tr 1198)
Future prospects appear to be excellent- AT&T's chairman has
stated that the growth in telephone-demand and in average dai1y3
calling rates has been beyond "our most optimistic forecasts"

(New York Times, Oct. 2, 1969, p. 23, col. 5).

Thexe Is ne éucstion but that with such a large,.aésured,
and growing market Western's risks are greatly reduced. Thé‘U;‘S.
Supreme Court has obsexrved that when a gas pipeline’utility-has 
protected escablishéd markets through affiliated distribution
companies in populous and industrialized areas, its business risks

have been minimized (Federal Power Commissiou v. Hope Natural Gas

Co., 320 U. S. 591, 604 (1944)). Western is in a similar situation;

almost all its market comsists of affiliated operating companies;
In fact, under the terms of the consent decrec in;the antitrusé
action agalunst Western, its market is essentialiy limited to
fulfilling the requirements of the Bell Systen, and to the Feoeral
Government. It caanot establish distributorships for its products,‘

and it cannot execute requirements contracts with independent

telephone companies (United States v. Western Electric Co., 5 Trade
Reg. Rep. (1956 Trade Cases) par. 71, 134 (D;N;J;_1956)),'




In the face of these factors, which demonstrate Western's

uniqueness and incomparability with independent manufacturers, we
cannot conclude that Western's level of earnings,prove.that ics
prices are reasomable. Only by ignoring the fact of affiliéfkon
and viewing Western as a separate, independent éompan&, do its
earnings appear modest. Viewing the reality of AT&I's co:pdréte
organization, the effect of Western's affiliation can‘be:very‘
sigauificant for the ratepayers of a Bell operating‘coﬁpany;
Pacific's rate base is largely a function of the?prices‘charged
oy Western. The result is that ever under this Commission*s _
adjustment, AT&T receives a double profit, For exampié, if the
rate of returm for Pacific is 10 percent, and it is aﬁplied‘té
Western on the sale of equipment costing $100, the price to
Pacific becomes $110, om which Pacific likewise is permittedgtd
earn 10 percent, or $1l. The result from AT&T's poinﬁ:of\view,
is & gross return of $21, or 21 percemt, on the $100 invéstm@nt;
The adjustment does not eliminate this double profit; it on1y -
limits Western's part of it, in terms of rate of return, to;tﬁe ;
sace level as Pacific's. | |

.
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The reasonableness of thevadjuétmenc.can be measuxed“tc;%qmc:
degree by considering the fact that the Federal Power Commissiqn‘has
a far stricter rule. In dealing with affiliated'tranSactions, 1t will
not allow a regulated utility under any circumstances to~inc1ude in

its rate base eny profits paid to an affiliated corporation for

supplies ox sexrvices (See Louisville Eydro-Elec. Co., 1 F.P.C. 130,

" 1 P.U.R. 454, 458; affirmed Louisville Gas & Elec. Co. v. F.B. c.,f 129
F.2d 126 (6th Cir. 1942), cert. denied, 318 U.S. 761 (1943), |
Pennsylvania Power & Light Co. v. F.P.C. C. 139 F.2d 445, 450 (3rd Cir.

1943); Florida Gas Transmission Co., 31 F.P.C. 1402, 54 P.U.R. 3rdi
498, 504 (1964); reversed on the ground that no-affiliaticﬂﬁcxisteé,
Tlorida Gas Transmission Co. v. F.P.C., 362 F.2d 331‘(5th Cir. 1966}).

Viewed in this light, the adjustment is not unreasonable.
There has been no showing that under it Western separately; or AI&T
collectively, have failed to maintain their credit position in the
cepital market or to attract additional capital. As thc ﬁ S. Suprpme
Court has observed, effiliation with large corporations can place a
utility in a strong position for future financing (Federal Power COm.
v. Natural Gas Pipeline Co., 315 U.S. 575, 597 (1942)5‘ Whether

viewed as a manufacturexr or a utility_manufacéuring'de?artmeﬁt;.
Western's financing abilicy is strong. Its sales anc‘carningc'ih

texns of dollar amounts have growa significantly oﬁercﬁhc-yéarc.

Income availsble for iaterest payments and dividends tcaits 6n1y‘
stockholder, AT&T, increased 30 percent in 1968 from 1967”(Exh |

No. 3, p.7a). Its earnings before taxes cover intereot payments by

a factor of fifteen (Tr. 1314; 1317). Its amount of debt is low. L  H
There have been no busimess failures in the Bell Syotem., We: conc*ude,'-
thexefore, that on this record the reasonableness of Wcscern's pricvs

Zs not demonstrated by a study on the amount of prcfits accruing_from
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these prices which is based upon the theory that westcrn‘is comp&rablé
to an independent manufacturing company. ' ,
C. Applicability of the recent General Telephone Decision.\

In ocur recent decision concerning the ;ates of the setqnd'
major telephone company operating In California;qthe‘Comﬁission was
£aced with another affiliate-supplier situation in that Géneral
Telephone Co. (Genexal) wholly owns {ts supplier, Automatic Electric
Co. (Automatic). In that proceeding we decided‘téﬁlimit Automaticts
return ou {ts sales to Generxal to & "12 percent return‘ontéduitykﬁa

return which may be slightly generous" (General Tel. Co. 6£,

Califormia, Dec. No. 75873 in App. No. 49835,‘dat¢d;Jﬁly i;*l969;;puﬁ
57 wmimeo) . 3 o

In light of the General decision, Pacific insists that\
Western must be given the same level of equity return; It asserts
that there are no significant diffevences between the Western Pacific _
and the Automatic-Genmeral relationships (Pacific brief, p. 12). As
a consequence, Pacific contends that due process énd;équal protection
under the Fourteenth Amendment require the Comm*ssfoﬁ to\providéﬂfor
exactly the same level of return in the Western Electric adjustment
as it permitted to Automatic in the General case. ‘ o

In denying that there are any'"pertinent différencesﬁ
between the Western and Automatic situations, Pacificjhas set forth
in its brief numerous financial statistics which cowpaxe ‘the two
(Pacific brief, p. 8—11) Pacific also denies that’ the four distinc-‘
tions between Western and Automatic which the Commission has. found
significant in the past have aay bearing on the purpose of the
affiliate adjustment. Therefore, Pacific argues, they are meaningles
westexa and Automatic axe af ££111ated producers with corre3ponding risks.'

and equal protection requires equal treatment.
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This argument is without mexit. Pacific overlobks?the
different historical background between the two companies; the
important difference in the market situations; and, most impértant,
that umder individual company cost-of-service regulation each public
utility's rates and any adjustments applied to the utility_af¢wset't6
£it the particular circumsténces of that one-company-viewedidﬁrtngfaf'
particular test year. \‘ . |

While Western has been part of:the_Beil System.stncélasz,' 
Automatic did not become affiliated‘to-ceneral uﬁt11‘19551 In the
1958 rate case involving General, therefore, our experiemce with
General's affiliation was very short. The Commission rejeéted the
staff’s recommendation that an adjustment Identicél to that applied
to Pacific and Western be adopted:

"While the evidence in this proceeding Indicates that
certain analogies may be drawn between the applicant-
affiliaste and the Pacific-Western relationships, such
evidence, in our opinion, does not establish that the two
situations are so nearly alike that the treatment to be
accorded the two should be identical ox even parallel.

As g matter of fact, the two situations are unlike in 2
mumber of important aspects and there are numerous distinc-
tions between the corporate relationships and the methods
of transaction of busiress of the two." (Gen.Tel.of Calif.,
Dec. No. 57076, 56 Cal. P.U.C. 477, 481-482 (1933).)

In making this determination, the Commission gave‘considerablévwelghtw
to evidence that more than 358 percent of the sales‘by'cenexalfs'
affiliates were mzde In the competitive market to nonaffiliated

customers (56 Cal. P.U.C. 482-3).

In the recent Gemeral rate case, the market situation

foumd to be only partly in a competitive market situation-(ceﬁefal‘
el. of Calif., Dec. No. 75873 in App. No. 49835, July 1, 1569,

PP 56-7 mimeo). As a result of corxporate acquisitions and g#owch‘
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79 percent of Automatic’s sales were found to be affiliates. The s ?

Commission decided that an afffliate price adjustment was necessary, p

but that in our judgment differences existed to a degree that the
Western Electric type adjustment was not appropriate:

"In this case it 1s our opinion that the Westernm

Electric~Pacific relationship is still di{fferent in

sufficient measure from the Automatic-General relationship so p

thet we will not make the Western Electric adjustment.™ . (Gen. I
Tel. of Calif., Decision No. 75873 in App. 49835, July 1, 1963.)

Nevertheless, the adjustment was not insignificamt.
Gerexral's purchases from Automatic were adjusted té‘tefléét a 12 |
percent return on equity for Auzomatic; where before itsfaveiagé eduity
return was 26.3 percent for the 1959-1966 period- On,saies to~Géné?ai,
this amounts to a 50 percent reduction im this retumrn. Iu addi;ion; -
at the same time we stated that circumstances in the‘futﬁre may‘ )
rcquiré application of the Western type adjustment:

"Io the future, when we again look at the operation

of Automatic in its relationship to GIT&E and Genexal, we
may £ind that the factors of lack of competition, adminis-
tered prices, low risk, elimination of sexvice to non- '
affiliacted telephone companies, and other pertinent

I considerations, will require us to make a Western Electric

g type of adjustment.” (Id. at p. 77.) ;

( Likewise, the market situations that Westemm and Autcmatic'
operate In are not the same. Western has a hugercapt£Vé market‘whilé‘.
Automatic has one much smellexr (Trx. 6265, App- Nb.'49142); ‘Iﬁssfaf '

| as its decreasing nonaffiliated sales axe concerned, Autoﬁatic | -

| operates partly in a competitive market. Since the Comissfon has ‘had
oaly 14 years experiecnce with the General-Automatic affflia;ion,lwé
declined to appiy a Western type adjustment. At the same time, thé
application of such an adjustment at sometime in the future,was\hoéf
disavowed. . | |

Pacific claims that Western's larger‘dollar'vélumé of_nQﬁJV
affiliated sales ($658.6 million), asrcompﬁred to-Antométiersz |
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($168 m1illiom), prevents any different treatment byjthé Commisoion,‘
However, almost all of Wésternfs.nonaffiliated sales gro‘to:oné
customer, the U. S. Government. The figutes also sérve tofindﬁcate
how small- i« share of the nation's telephone busineéé,is\availoﬁléoto.
the suppliers of the independent telephone companies. :
Pacific’s axrgument that due process and ooual'proteocion
require equal treatment with Automatic is clearly misplaced. Under |
the traditional method of regulation of public utilities, rétos axe
fixed for each utility company which will cover its costs and in
addition provide its stockholders with a specified. fair retuxn on

their investment in the enterprise. No single formula, or combina- -

tion of formulas is required (Federal Power Com v. Natural Gas Pipeline f
Co., 315 U.S. 575, 586=7 (1942)). Pragmatic adjustments are permis-
sible as long as, viewed in its entirety, the impact of the rate oxder

is not unjust or unreasonable (Federal Power Com. w. Hope Natural Gas
Co., 320 U.S. 591, 602 (1944)). The return providud should be

"commensurate with returns on investments in other'enterprises having

corresponding risks™ and "sufficient to assure confidence In.:he £inan-
cial integrity of the emterprise, so as to maintain its'cfedit and
to attract capital™ (320 U.S. 603). But regulatory agencies cannot
confine their inquiries "either to a computation of costs of service
or to conjectures about the prospective responses of the capital |
market™; rather a regulatory agency "is obliged at?each‘stepfoffits'
regulatory process to assess the requirements of the broad‘poblic,

interests ..." (Permian Basin Area Rate Cases, 390 U.S. 747, 791(1968) .

Relying upon the statement in H ope ‘thatwthe return”should
be equivalent to that received by companies with corresponding risks
Pacific contends that the Commission's adjustment in the Pacific~

Westexn relationship must provide the same resultqas far as Western's
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equity retum is concerned, as was permitted’in the Gen?ral-Automatié-‘
situvation. This argument ignores the fact that fixing rates for
each telephone utility must necessarily be on a separaté basis.
Costs, comrporate financial structures, corﬁorate history,'as well as
financial conditions, service practices and tonditions yary-between
companices. Ratemaking policies found qpplicable to one?may'nbt‘be
Teasonable to another. The history of the hffiliation7is an important
factor. Several yeaxs of operations must pass before a regulatory
body can have sufficient information and data upon which it can rely
in determining such an important issue as an ad;ustment@basedrupon
the conduct of affiliated‘companies. Pacific's positibh is tanta-
mount to requiring that as a mattexr of law all utilities operating
under similar circumstances must receive exactly the same treatment
on all issues, including rate of rxeturn. There is no such require- |
ment in the Hope decision. Pacific's xreliance upon various cases
dealing with discriminatory classifications of persons and businesses
established by specific state statutes is“misplacedw(Patif£c7brief;
P- 12-17). The rates, allowances or disallowénces for tosts, and.
rate of return for each utility established under the jurisdiction
of a regulatory commission empowered to determine just and reason-
able rates, necessarily depend upon the facts and«circumstances
involved in each proceeding. |

II. THE CALIFORNIA FRANCHISE TAX ADJUSTMENT -

This dispute has arisen because Pacifidtfiles;and pays
its California Franchise Tax (the state's corpo:&te 1nc$meftaxa_on
a combined report basis with AT&T and all_ité af@iliatet. In each
of the last two rate cases, however, the Commission hasfaccepted’thel
staff's recommendation that Pacific’s tax should be computed on a

separate return basis in order to imsure that Pacific réceives an
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allowance £or state income tax which is ltmited‘to%its intrastate
utility operations. In making this recommendation, the staff ost
the "sourc:~of-taxable-income method", which involves an eS:im{#o
of Pacific?!s taxable income gemerated from its California'utilify
opexations only (Exh. No. 77, App. No. 49142, p;fl5-6) This methodf
is also used by both the staff and Pacific for decevminmg the |

Federzl income tax allowance.

Pacific maintains that its tax payment under the combined

repoxt method should be accepted in full by the Coﬁmissioh, “The
staff opposes such acceptance on the ground that Pdoifio'is‘not‘
required to pay its tax on a combined report basis and chac even if
it is, the claimed tax expense is unjust and unxea"onable to~the extent
that it {s based on earnings of AT&I's othex outfo£-s:ate subsid;aries
and its interstate operations. ﬁ

When all the income of a coxporation doing business in
Califormia is attributable solely to sources in th;s state, i.e.,
when all its operations are in California,‘the comoany's book income
is utilized to determine its income tax. When a corporation derives 
income from out-of-state, because it either has operations outside
the state itself, or because it is part of a 1arger, multistate
business enterprise which the Franchise Tax Board (Boaxd) classifies
as unitary in nature, the book income of the company's California
business is not utilized by the Board. Instead, It uses fo: tax
purposes the business income of the entire enCerpriso, L.e., the -
combined income of all the company?s divisions or-éffiltate&, _
regardless of the location of their operations. Tois is_accomplished -
by requiring a combined report, or return, to be fiied. It. applies
& three-factor apportiomment formula to this unitary income-figuxe
to derive the amownt of Income attributable to California sources.

The Roaxd then applios fhe fax rate to this amount.
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The Board comsiders Pacific to be part of a unitary
business enterprise, because it is an operating,company of‘the7Be11
System. This unitary business is the nationwide telephone“cbmmunica-"
tions service operated and managed by AI&T. ‘ConseQuentlﬁbjche'Board |
requires that Pacific file a combined income tax return which utilizes
the total Bell System unitary business income. In 1967, this Bell
System unitary income came to $3.76 billion (Exh. No. 7). Under3the\‘
three-factor apportionment formula based upon California wagés,
property and gross revenues, the_bortion of this total Bell inqoﬁe‘
allocated as income attributable to the Bell companies operaéing.in

California was $418.9 million. Income tax on this sum came to
$29.3 million.

Since four Bell System éompanies operate in Califérnia;

the $413.9 million of California net taxable income was iﬁ turn
apportioned among Pacific, AT&T, Westewn, and Bell Telephone Labora-

tories, Inc., by means of the three-factor apﬁortionmenﬁ formula,

as follows:

Shaxe of ‘ . Pexcent
Califormia Amount of Tax  ~ Share
Taxable Income Liability ~ of Tax
$ 5,489,251.43 $  384,247.60 1.3%
Pacific 399,764,785.83 27,983,535.01  95.4%
Vestern Electric 13,721,245.98 960,487.50 3.3%
Bell Tel. Labs. 11,271.56. - 789.01 0%

Total $418,986,558.80 $293329;059f121 100.07%

Up to 1960 Pacific had filed its tax return onva;sebaréte~
return basis. Commencing in 1958, however,‘che-Board'réqpested‘
that Pacific submit the data necessary for detetmining,itsltax~on:a,4 
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combined report basis. Pacific did so, but it resisted the Boaxd's
position that such a report was reasonable or failr. P#cific'é
Assistant Comptroller testified that after a conferencejwith the
Boaxd's representatives, Pacific's attorneyé, who-represented both"
AT&T and Pacific, concluded that a combined report should be filed
by the Bell System and that Pacific should‘litigate-the question.
In 1962 Pacific initiated suit against the Board to~tes: the assertion
that it must file a combined return. After the Supreme Court issued
opinions in 1963 in two casedéltnvolving the same subject, however,
Pacific's attormeys stipulated to withdraw=this-particulér issue.

The staff contends that since Pacific has refused to‘
litigate the issue whethex it Is the victim 6f érbitrary action under
the Board's intexrpretation, it has in effect volﬁntarilyffiied £ts
tax vetums on the combimed basis. In particular, the“Staff'pdintsy
to the absence of any specific order or directive froﬁ the Board
which expressly requires Pacific to file a combined retﬁrﬁ;

We do not entirely agree with this contention of-the,staff;
It is more accurate to say that Pacific has agreed to file a com-
bined report on advice of coumsel and its own accountants. We will
not speculate on the wisdem of the advice'that‘és a result of the
Superior and Honolulu decisions Pacific has no choice in‘this regard

(See Memorandum Opinion, Pacific Tel. & Tel. Co. v. Franchise Tax

koard, No. 5272222, S.F. Sup. Ct., p.4). Any conclusion to the

contrary would likewise be conjectural. Nevertheless, the testimony

of the Board!s Assistant Executive Cfficer, who appeared'on-behalf of

5/ Superior 0il Co. v. Franchise Tax Board, 60 Cal. 2d 406 (1963):
Honolulu Ol Coxrp. v. Franchise lax Board 60 Cal. 2d 417 (1963).
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Pacific to explain the Board's position, adequately demonstrates

that it views Pacific as merely a unit of a larger, unified and
centrally directed eatexprise (Tr. 1046-54; 1058-59).é  In |
addition, the record showﬁ that the Board’s position appeaxrs to be
similar regarding the tax return of the General Telephoné‘Co.. (TR.
927-8) . | ”

Nor do we accept the staff’s position that the Superior
and Honmolulu decisions have been overruled by the enaétment-ofw
Revenue and Taxation Code (RAT Code) Section'25137”a3‘partlof ;he'
Uniform Division of Income for Tax Purposes Act (R&T Code éections
25120-~25139). At the very most that section merely’pérmits,af
taxpayer to petition the Board for sepérate accounting tréaCment.
All that cen be said Is that AT&T and Pacific have declined to file
such a petition. We conclude that it is reasonable to assume that,
absent a court decision to the contrary, Pacific is required to .
file a combined return as paxrt of the Bell System. This»éssumption
does not resolve, however, the question.whetper all the entire tax
expense claimed under this type of return should be recognized in
setting rates on Pacific's intrastate operations.

The question raised by the Commission'staff is‘whetheri
Pacific's taxes as determined by use of the Bell System combined
Teturn {s reasomable for the purposes of fixing intrastate rates.
On the onme hand, Pacific argues that since it pays the tax undgr

& combined return the Commission should recognize the entire amount

6/ This witness did noZ express any view as. to what amount of taxes

should be recognized by. this Commission.for-ratemaking purposes
(TR. 1071). . &P r?_ :




of $27.9 million for 1967. It cxriticizes the staff*s-tax'éalcu;atién‘
undexr its sovrce-of-taxable-income method’as hypothet:cal,fcontfarye 5
to-law and uwofair to~Pacific.because-it is not applied to~any'o¢hef}‘
utility.

On the other hand, the staff urges that we confirm as

reasonable its source-of-taxable-income method. This method’concénf-
trates on Pacific!s intrastate operations, and it Iis intended to ;
allow Pacific those tax expenses directly associated with‘iﬁtfastate : %
operations. Under this method Pacificts 1967 net s:até‘caxable E
income totals $305.7 million, or about $94 million less than‘
allocated to Pacific on the combined return. Its tax amounts to
$21.4 million, resulting in a diffexence of $6.6 million from the
combined report (Exh. No. 15,‘p. 3).1 | o
The staff presented an Associate Utilities Engineer in
support of its position. He testified that the scaff scudied che 
merits of both its and Pacific's methods, and‘cbnéluded that its
method i{s reasonable for ratemaking purposes because it is more
closely related to Pacific's California operatfons. He found the
result under the combined report to be unxeasonable because the

tax applied to Paclfic s greater than I:s.Cg}ifo:niaioperatidns

7/ This difference of $6.6 million is not the amount of the
adjustment or disallowance. In terms of revenue requirements
({.e., how much rates would have to be increased to render
Pacific whole on this item) Pacific's Assistant Comptroller
stated that after ziving effect to Decision No. 74917, the
ig s ggent or disallowance for 1967 is $2.5 million (IR.

P
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should require. It is greater because by~app1ying_the'threérfaétdrl"
formula to the taxable income of the entire Bell System, Pacific

is taxed on profits received by other Belf'Systeﬁ'affiiiaces

operating ocutside California or from AT&TI's interététe andfholding‘_

company operations. ‘

Several comparisons concerning'the effect'of'the~£wo
zethods were advanced by the staff. One shows that.thg.différence”:
between the two methods in the amount of tax applicablé to Pacific
is declining. While the difference for‘lQG?_was‘Shdﬁn to be*$6@6'
million, the difference deélined to $5.8 millien for\1968,;aﬁd“ |
after allowing for the effect of the $50.2 miliion rate;£ncrease
granted in Decision No. 74917, this difference Is estimated té
be only $2.8 mi11ion in 1969 (Exh. No. 7,‘p3 3). The stﬁfffstudy
also shows that eventually, when Pacific's gross reéenuesaﬁ;e:
uncollectibles are greater by $115.95 million than those revenues
for 1967, the tax allowance under the staff's method‘wiilube“
greater than under the cémbined‘report*methOd'(Exh. No. 7, p; 8-3
Chart 1) .§ | |

Two specific comparisons‘were advanced t0<show*tﬁe up- 
reascnableness of the result if the coﬁbined“report me;ho&‘is3‘
adopted. Qme shows that under it Pacific would be afibcéted*
$344 million as its net taxable income, which results in a tax of
$24.1 million, even if Pacifie’s had no net revenues in;1967‘

(Exh. No. 7, p. 9-10). The other shows that if an out-of?-state
Bell System affiliate, the New York Telephonme Co., was-graﬁted a |
$175 million rate increase on its intrastate operatioﬁs, Pac££1¢'$ 
tax liability under the combined report wduld Incréagé $1.18
million (Exh. No. 16). |

8/ The estimate of $115.95 million does not include the effect of
the $50.2 million rate increase granted in Dec. No. 74917.
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It {s true, as Pacific asserts, that normally'the Commis-"‘
sion endeavors to permit a tax allowance in rateqndking proceedings‘
which "reflects, as nearly as possible, taxes actually paid and
the methods of tax calculation authorized under Federal and“state
laws™ (Greyhound Lines, Inc., 64 Cal. P.U.C. 641 653, (1965))..

However, {n the last two decisions regarding Pacific s rates, we
accepted the staff's contention thatran-adjustment~of Pacif;t s tax
was required "in order to relieve Californie retepeyefs'Of‘the
burden of assuming taxes on Ax&m’s-holding company'functions ..."
(Dec. No. 67369, 62 Cal. P.U.C. 779, 868 (1964); Dec. No. 74917

p. 12). Furthernmore, the Supreme Court specifically held 1n Its |
“eview'of Decision No. 67369 that this adjustment is reasonable for
rate-making purposes (Pacific Tel. &-Tel Co. v. Public Utilities
Comm., 62 Cal. 2d 634, 664-665 (1965)).

While we will assume that Pacific 1is required to pay its
taxes under the combined report method, we are concerned about the

effect such a tax return has upon dete?mining the reasohable tax

expense for Pacific's intrastate operstions. The fact remaihetthat

under the combined report, it is likely that interstate and intra-
state profits earned out-of-state by Bell System.companies wiil be
allocated to Pacific by means of the three factor formula. This
situstion is similar to the separations question, nanely, how-are‘
the telephone utilities' plant and operations to be separated be-
tween interstate and intrastate functions for rate~m§k1ng,pu§poses;

If interstate or non-Pacific intrastate income istexedi
by the Board, and this tax is included in Pacific's cost-of-service, -
the Bell System may receive from its various interstate and intra-
state rates, more mouney for taxes than it is actually required to

pay. On the other hand, 1if out-of-state intrastate income is
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assigned to Pacific by the Board's apporti&hﬁent methdd;‘the Cali-ﬁ
fornia tax paid by Pacific on such income may not bejrecovered;in
the rates »f these other Bell combanies because the Statés'in'wﬁich
they operate may well have a different apportionment method. ngﬁ"
the Bell System point of view, the result may~be\tha§vonia néti@n-
wide basis, state ta;eslleviedtagainst~all the‘operatihg compgnies

may exceed the total tax expense allowances perﬁﬁtéed‘byrthevstdtesjw

various rate-fixing bodies. But it is aISO'Rossible‘fhat‘the{opﬁpsite

result oceurs; the total state tax allowance in all Bell's*rateé'
({nterstate and intrastate) éxceed'the total st#ée taxes paid, fe- )
sulting Iin an excessive burden on the :atepayg;s; Obviouslygxt@is |
Commfssion can only attempt to desl with the Californfa aspects of
this problem, and try to achieve aireasénablé bgl#nce-of this.cdn- 
flict between the interests of the California rétepayersandﬂAIE&.
It must be recognized that the $3.7 billion Bell System

~ unitary business income figure appearing on the cgmbinedﬂreportg‘
(Exhibit No. 7) appears to contain at least three :ypessofffhcome:
(1) the fnterstate profits from telephone operatidné‘bf allwtheﬁBell
companies, including thoSe of AT&I's Long Lines-Department;“(éSfthe
intrastate profits of the various Sell operating_companies§ andéCB)
théfprofits.of AT&T from its holding company'operat;ons.f‘It ﬁn&t | B

aiso be recognized that to the extent 1nterstate-pr6f£ts~are iﬁéluded,

tbe~interstate'rates established by the FCC presu;ably inéiudg'gn

allowance for state taxation of Bell's interstate operations.

9/ Although the subject of state taxation of income from interstate
commexce has been judicially described as a "quagmire"”, there is
no question that states may impose a net income tax on foreign
companies having a sufficient nexus with the taxing state, pro-
vided that these taxes ere nondiscriminatory and fairly appor-

gégpggs(Northwestern St%tes Portland Cement Co. v. Minnesota,
i > . ‘ . B

ol
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Therefore, the inciusion by the Commission of an allownhce.in;the
intrastate rates of Pacific to cover ﬁny state taxesonanyof
Bell's interstate income would result in thcﬂdouble coliéétioﬁ of - .
these taxes. | | j |

The record does not contain g breakdown‘of this Belly
System unitary income f£igure by these types of income, or of the_
$418.9 million portion of it assigned to California. Consequanc
we do not know how much of the $418.9 million can'fairly-be”sgid':Q
be interstatc income of the Bell System apportioned‘t6 Paci£i§;‘ It
seems . reasonable to coneclude, however, that upon considéring ﬁbe  R
growing volume of intexrstate telephone traffic, this £nterstate |
income is counsiderebly greater than the $5. 49 million assigned to
AT&T by the Board's apportiomment formula. Since 95.4 percent of
the total Califorunia tax on the Bell System is allocated to«Pacific,
a significant, but unknown portion of this tax must: reflect C@lifl
fornia's tax on Bell's interstate operations. | ) I

In addition to the problem presented by the-p:esencé of
Znterstate income in the combined report,.there is the furtheﬁ pro—
olem that some out-of-state imtrastate income of the Bell SYstém.
nay be assigned to Pacific. Acceptanceiof Pacific's position ¢ould‘
result In the assigoment of large amounts of out-of~state ear@iﬁgs
by other Bell System companies o Pﬁcific. In this regafd;'Pa9ifi¢’$“
Assistant Comptroller agreed that the staff‘s.figutelfor Pacific's:; -
texable income ($305.7 milliom; Exh. No. 15, p. 3) was closer ﬁo".
its 1967 recorded results of operation than the figure'which'féSultsvv
from the use of the combined Teport. (Tr. 982-3.) He estimated
thet the opergting fincome of. Pacific, excluding its subsidiar-es,
came to $212.3 millfon (Tr. 1096); and that Pacific’ s taxable'iné

come figure would approximate $307.3 million om a Califofnié‘Sgpa:até"
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return basis (Tr. 1095). It can be seen,therefore, that’ the staff'
calculation is closer to these two amounts than the combined re- :
port's figure of $399.7 million. _

While the above factors give weight to the staff's calcu~
latfon as reasonable for rate-making purposes, its witness’ admitted
that the source-of-the-taxable-income method produced-g diffgrent :
result than would occur if s separate California Frapcﬁise tax

return was actually made by Pacific (Tx. 1445). The staff‘fﬁrther

indicated that a fourth and different figure would result if Pactfic%*

taxable income was determined on a Separations Manual basis (Tr.
1452). Except for the estimate that Pacific's sépafate‘return
taxable income figure would be about $307.3 million, neitheridf'_
these calculations was introduced in detailed form. A.morevinfo:med
decision might result {£f all four figures were presented to the‘Ccm-;
wission in the next rate proceeding.

We conclude that the subject of Pacific's tax:alidwance
should receive further consideration in the next rate proceeding.
In particular, we would like to see if thc-differenéevbetweet the two
methods submitted in this proceeding is shrinking in accordance‘wi th
the staff's prediction. If it is, the difference may‘becomevgg‘
ninimis £or rate-mgking purposes. We would | like to see not 'only‘ the
detailed figures for the two methods submitted herein, but\aié6 tﬁé
computation of Pacific's taxsble income aé developed by means of a-
separste California Franchise tax return, and*aS‘devéloped‘on a |
Scparations Mamual basis. If it is possible, a'fifth‘calculation,
which segregates the totgl Bell System income‘apportionedvtovCéli? N
fornia under the cdmbined report Iinto the specific typeé of income
it includts, would be worthy of comsideration. In this manner, it‘
may be possible for the Commission to make a better informed judgment

regarding this question.
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III. PACIFIC'S REQUEST FOR IMVEDIATE RAIE_RELIEF _
Pacific recquests that the Commission amendlbectston‘No.
74917 1o App. No. 49142, dated November 6, 1968, to allow the col-
lection of increased rates sufficient to compensate fqr the Western
Electric and California tax adjustments (Pacific bf;ef, p;-50f3).
This rate increase amounts to $8.4 million. The {ncrease would be
accomplished by changing four specific rate mileage segments for
Pacific's intrastate toll rates (Pacific brief, p- 52).
This request is denied because we have concluded*that
insofar as the Western Electric adjustment is concerned, Pacific
has not introduced convincing evidence or reasons to;justifyfits
termination. With regard to the tax adjustment, we:alsofdeny_the
f request because this proceeding was commenced only'to‘recéivé'and
consider additional evidence concerning the two adjustments. It
was not Intended to take up the subject of which rates should be
revised, or by how much, in the event that Pacifit’s‘evideﬁce ful-
filled the burden of proof. More fmportant, no hearing hasjbeen.
held on the specific rate changes proposed by Pacific. Since rates
would be permanently increased under Paéific's request;~the‘§ubii¢;
as represented by the Commission staff, as‘we11~aslthe municipal
and other intervesors, are enti;led‘tq‘a hearing~on;any‘sucﬁ re=
quest. None has been held. | | ,  ..‘
Pacific's reliance upén Section l708‘oflthe-Pubiic'Utili‘
ties Code is incorrect. That section calls for providing,the public
utility the opportumity to be heard as in complaint cases. 10ur.‘
complaint procedure requires that the adverse party be given tne
opportunity to answer and be heard. Due process requires that such
an opportunity be provided for the parties adverse to Pacific herexn.‘ .

-41-




Findings of Fact

The Commission finds that: |
1. This proceeding was initiated by theCommissionihé‘ah' |
outgrowth of its most recent rate decision 1nvolving_PacIfie:‘ Deci-
sion No. 74917 1a Application No. 49142, dated November 6, 1968
2. The purpose of this proceeding was to allow‘Pacific to

adduce evidence with respect to the reasonableness of the prices

paid by it to Western as related to-wescern s costs and profits for

products it manufactures and sells to Pacific; and for therpurpose :
of further comsideration of the effects and treatment of Pacific's
California Franchise tax for rate-fixing purposes. |

3. Pacific presented evidence_regardingﬂWestern'e operations
which included a price comparison study of Westetn'sepricee~w£th‘
those of fudependent manufacturers of telephonic equipmeht%-ité.f
efficiency; {ts earnings and business risks compared tochose of the.
20 largest mamufacturing companies as reported in Fortﬁne MEgezine;
and 1ts standard cost system as reported annually to the st efETCom-
mittee on Communication Problems of the NARUC.

4. Viewing this evidence in its enuirety, and for the reasons L

set forth in the opinfon above, we £ind that 1t is repecitious of -
the evidence presented by Pacific in past proceedings, and it iq not
sufficient to justify a finding that Western's prices to Pacific-for ;';
equipment manufactured by Western are reasonable. \ _
5. With regaxd to the California Franchise tax‘adjustmehc, we -
bave considered Paciffc’s and the staff's testimony, exhibits,eand
arguments. The record shows that the differencerbetﬁeen tﬁe staff's
source-of-taxable-income method for determining Pacific's reasonable
state income tax allowance, and Pacific's combined report mechod

may be diwinishing, The record nleo shows that there are ot:he'z_.'
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possible computations of the amount of tax which‘Pacifié‘should
reaseonably be allowed for rate-making purposes, which wer§ not pre-
sented in detailed form during this proceeding. :

6. We find that the State income tax adjustment should be
reviewed in the next proceeding in which it is invoi#édvin“order
that the Commission may be more fully informed as to‘ﬁhelmakenp1of;
Pacific’s taxable income for California tax,purposes,fthgreby’pro-‘
viding the Commission with the opportunity to make as‘weilhiﬁformed
a judgment as possible on this expense item in balancing the inter~-

ests of Pacific's ratepayers and its owmers.

IT IS ORDERED that investigation under Case No. 8858 s '
discontinued. | o |

The effective date of this order shall be twepty days -
after the date hereof. - | -

Dated at _» Californla, this
day of ’




Appendix A
LIST OF APPEARANCES

Pillsbury, Madison & Sutrxro, by George H. Eckhardt and
Richaxd W. Odgers, for The Pacific lelephone and
Telegraph Company, respondent.

A. M. Hart and H. Ralph Snyder, Jr., by H. Ralph
Sayder, Jr., for General Telephone Company of
California; Roger Armebergh, by Charles E. Mattson,
for the City of Los Angeles; Louls Possnexr, Iox
the City of Long Beach; Robert W. Russell and
Manuel Kroman, for the Deparctment of Public Utilities
and lranspoxtation, City of Los Angeles; Thomas M.
0'Connor, by William C. Taglor and Robert L. Laughead,
for the City and County of San Francisco; William M. .
Bennett, in the public interest; %EEE%Epgz_EiﬁéﬁﬁEEEEE’
for toe City of San Diego; Lt. Colomel Frank J. Lorse
and Gerald P. Flannery, for the Department Of Deiense
and all other executive agencies of the United States;
Michacl Peevey, for the Californis Labor Federation;
Robext E. Burt, for the Califormia Manufacturers
Association; W. Knecht, for the Califormia Farm
Bureau Federation; Thomas C. Lynch, by Donald B. Day,
for the State of Califormia; Mrs. Borghild Haugen,
for California Farmer ComsumeY Infoxmation Committee;
and Sylvia M. Siegel, for Association of Califormia
Consumers, interested parties.

Hector Anninos, Leonard L. Snaider, Coumsel, aad

Bruno Davis and John Gibbons, for tue Commission
scatt, _ :




THOMAS MORAN, COMMISSIONER, Dissenting:

I dissent, although I do not disagree wlth the substance ‘
of the Findings and Conclusions set forth in the majority '
Opinion, because in my Judgment—said Findings and Conclusions
are nore extensive than 13 appropriate in a proceeding of this‘
nature which does not 1nvolve the fixing of rates

homds Moran
Commissionor:

Dated: San Francisco, California
January 27,'1970 -




