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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Application of PACIFIC SOUTHWEST )
AIRLINES for an ex-parte order or Application No. 52970

expedited authority to increase (Filed Nbvember 3, 1971)
its intrastate fares.

Decision No.

Brcwnell Merrell, Jr., Attormey at Law, for
PaciTic Southwest Airlines, Inc., applicant.
Edward J. Pulaski, Attormey at Law, and
rred Davis, Tor Air California; Carl M. Anderson,
Toxr Western Airlines, Inec., and Robert W. Russell,
for City of Los,Angeles, interested parties..

Scott Carter, Attormey at Law, for the Commissxon
stazrxl.

OPINION

In this application, Pacific Southwest Airlines, Iné.f(?SA}_
seeks authority to increase its air fares by 5.5 percent and freight
rates by 40 percent between all points served by it. Preseat and '
proposed fares and rates are set forth in Appendix A.

Public hearing on PSA's request was held before Commiosmoner
Holwmes and Examiner Malloxry at San Francisco on February 23, 264 and
25 and March 20 and 21, 1972. Evidence was adduced by applicant and
the Commission staff. The matter was submitted upon filing of con~
current briefs by applicant and the Commission staff on April S, 1972.
The staff urges that thelapplxcation be denied. Other’ interested
parties took mo position. |
Background

PSA's fares were last adjusted pursuant to Decision No.-
77991, dated December 1, 1970, in Application No. 52016 (unreported)
That decision stated that the fares authorized therein, estimated to
result in & rate of return of 3.8 percent and a correspond;ng
operating ratio of 37.2 pexcent, would mot provide excessive earnings

-1l-




A“\n- 52970 ek

for PSA's airline operations for a 1971 test year. The Commission
further found therein that, as measured against a rete of return of
$.35 pexcent and operating ratio (after taxes) of 83.8 percent
previously found reasomable for 1969-1970 fiscal year operation in |
Decision No. 75899 (69 Cal. P.U.C. 73%), the net.incomefreSulting“°
frow the authorized fares would produce less than maximum reasomable
earningsJL | o ,
The estimated rates of return, operating ratios and return
on stockholders’ equity under fare levels authorized im the three

moSt recent PSA increase proceedings are set forth on the following
page. |

1/ Decision No. 75899 (69 Cal. P.U.C. 739, at page 752) also found
as follows:

"Il. The record in this proceeding is not sufficiently
adequate or complete to enable determination or
resolution of the following matters of principle
for rate-mzking purposes:

(a) Treatment of investment tax credit
on an immediate flow-through versus
4 normalized basis.

"(b) Treatment of income tax savitgs
resulting from use of liberalized
depreciation on an immediate £low-
through versus a normalized basis.

"(c) Amortization of Geferred credits
arising from (a) and (b) above,
and modification of rate for any
wmamortized balance which might
represent ¢ost freec capital

financing a portion of such rate
base,

Disposition of gains or losses on
sale of gir carriex property and
equinment, and the income Ttax
conscquences thereof,

Group wmethod accounting for the
retiremeat of air carrler property
and the use of straight-line ‘
remalndng life depreciation method
as a corollary to (3} above."

~o’
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TABLE 1

Authorized Operating Return on
Rate of Ratio Stockholdexs'
Return  (After Taxes) Equity ‘
Decision No. Date % - 7 A

77991 (unreported) 12-1-70 8.8 87.2 22.2
76447 (70 Cal., PUCQl9; 11~13-69 8.5¢ - 85.5 13.1
75899 (6% Cal. PUC 735) 7-3-69 9.35 33.8 24.6

&

In each of the foregoing decisions, federal income taxes
were calculated on the basis of an immediate flow-through of the tax
savings resulting from use of accelerated depreciation and investwment
tax credit (Decision No. 75899, supra, 69 Cal. P.U.C,, at page 750)..

Decision No. 75899 also found that expenses in test-year
.operating results should reflect the actual scheduling of aircraft
contemplated by PSA in that period in order that adequate service way
be provided and growth of patronage would countinue to be encouraged.
Evidence ‘

Documentary evidence and testimony was presented9by
witnesses appearing for applicant and the-Coumission staff. Tke
showings of applicant and staff differ in several material respects.
Applicomt and. staff use different test years for estimating future
operating results uader present and proposed fare levels; operating
results developed by applicant reflect mormalization of federal in-
come taves, whereas the staff coxputed fedexal Income taxes onm & full
"flow-through' basis; applicant'’s projected operating cxpenses provide
for major airframe and engine overhauls which will not aétually be
sckeduled in the test year, but whick are gemerated by that year's
flying hours; whereas the staff estimates of operating expenses
include provision for major overhauls based on the number expected to
be performed in the test yeaxr., Other, less significant differences
appear in the test year estimates of applicmt and the staff.
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Revenue, Expenses and Rate Base, Historical Year

Tae following table contains a summary income stateuent fox
PSA's airline operations for the twelve months emded Jume 20, 1971,
as set forth in PSA's Exhibit 1-A:

TAZLE 2
PACIFIC SOUTEWEST AXRLINZS
Results of Oneration For Twelve Months
Ended June 30, 1971 (Adjusted)
(Adrline Cperations Only)

Number of Pascsengers ~ 5,378,29%
Flight Houwzs 55,13 .

System Load Factor S56.2%

Revenues | : ‘ Lo
Passenger (and charter) $ 77,414,936
Beverage (net) 755,272
Freight - o 824,015
Mail, Baggage & Misc. 363.010 -

Zxpences e i

Flying Operations | §$ 20,848,882

Direct and Indirxect Maintenmaace 11,136,450

Provision for Pending Airframe Cverhauls 1,93C,0C0

Passenger Service 5,813,561

Adirpoxrt Terminal Operations ‘ 3,468,459

Reservations and Ticket Sales 4,131,056

Seles and Advertising 2,315,164

Geaeral and Administrative 5,774,199

Depreciation and Amortization 11,611,959

Income from Airlinme Operatioms $ 7,177,401
Tncome from Engine Shop Operations $ 399,173
Provision for Federal Income Tax $ 1,077,000
Net Income | | $ 6,499,576 -
Rate Zese | ¥ 123,219,489

Retuzn on Rate Base | . o
Operating Ratio (after taxes) | - . 91.80%

(The figures set forth in Exhibit 1-A were
adjusted to eliminate interest expense In
the acount ¢f $5,332,358, in the determin-
ation of operating expenses, nelt Incowe,
rate of return snc-operating ratio.)
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Tke data set forth in PSA's Exhibic 1-A were adjusted by
the Commission staff financial examiner to reflect amortizaticn of
the net gain on sale of aircraft in depreciation and amortization
expense; to eliminate interest from operating expenses; to elinminate
income tax expemse, as PSA incurred no actual income tax liability
ic the fiscal year; to eliminate ''Income frow Engine Shop Opexatioms'’;
to remove from operating expenses the provision for pending airframe
overhauls; to remove tmamortized net gain om sale of alrcraft fromrate
base; and to remove equipment deposits with manufacturers and deferred
Interest on said deposits from rate base. The historical results of
operation reflecting the staff adjustments are set forth below:

TABLE 3

PACIFIC SOUTEWEST AIRLINES
Results of Operation for Fiscal Year
Ending Jume 30, 1971
(Exhibit 8 - Commission Staff)

Operating Revenues

Passenger Revenue $ 77,414,936
Beverage Profit . 755,272
Treight Revenue - 824,015
Mail, age & Miscellaneous : 363.010
Total Operating Revenues S 79,357,23L
Operating Expenses ‘ B o
Flying Operations e $ 20,948,882
Dixect and Indirect Maint. Expenses 11:136:450‘.
Passenger Service , 3,813,661
Airport Terminal Operations e 8,468,459
Reservations & Ticket Sales < o 4,131,056
Sales and Advertising S 2,305,164
General and Administrative : -‘ ‘ 5,774,199
Depreciation & Amortization 11,337,070
Total Operating Expeunses 1‘ T 69.97% .QEI :
Net Incowme from Operations (After FIT) $ 91,.382‘;2997
Opexating Ratio (Aftér FIT) - 88.2%
Depreciated Rate Base TS o § 117,322,140
te of Return on Depreciated Rate Base' S 8.00% .

(FiT = Federal Imcome Taxes)
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The reasoms for the staff adjustments‘described above and
reflected im Table 3 will be discussed in connection,wich test-year“
operating results.

Issues

The principal issues presented in this proceeding are the
following: | ‘ | | o

1. Tte reascmable revenues, expenses, net operating revenues
and rate base for PSA's airline operations in a future test year.

2. As part of the foregoing, the appropriate method of ,
determining federal income taxes for the test year; that is, whether
taxes should be determined om an "as paid'' basis, which entails the
use of accelerated depreciation and investment tax credit with full
"£low-through” of said benefits; or on the basis of’nérmalizatibn'of
the tax benefits resulting from the use of accelerated: depreciation
and investment tax credit.

3. The reasonable earnings for PSA's alrlime operatioms,
based on rate of return om depreciated rate base and on operating
ratio after taxes.

4, The effect of Federal Price Commlssion regulations on
applicant's request for rate relief.

Selection of an Appronriate Test Year

PSA and the staff differ as to the period to use as a repre-
sentatxve test yeax. PSA developed its test year operating results using
the 12 menths ending June 30, 1972; actual operating results wexe used
for the first six months and estimated results were used for the second
sxx-month period. The Commission staff used a test year which 13
entiregy in the future; said test year is for the twelve-month per*od
ending Jume 30, 1973. -

The briefs of PSA and the staff comtain argument as to the
reasons that the test-year perilods advocated by each shouid be adopted
PSA's view is that a test year extending beyond the currenmt year would
oot be reasonable because of rapid changes in equipment, routes and
services offered by it could not be adequately reflected thereinm.. PSA
cives the fact that it may acquire new "air-bus' type-ofvaircraféato~ 
replace some of its existing 727-200 afircrait by spring of 1973 or
skortly thereafter. -G | '
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The staff's view is that a perilod entirely in the futuxe,
such as the period selected by it, gives more-adequate~recogniﬁ£¢n
to gains in revenue from the continually expanding. operations of PSA.
The staff recognizes that if sales increases are taken into‘ef£e§t,
the reasonably defirite specific changes in expenses and plant
necessary to accowmplish the sales forecasted should also be taken
into eoffect. .

PSA urged that if the test year estimates of the staff are
adopted herein, the operating expenses in such forecast should be
adjusted to reflect known increases in certain categories of expeases
whick P3A argued are not fully reflected in the staff's estimate.
PSA also argued that staff estimates of the number of aircraft and
the number of flying hours required for test-year operations should
be adjusted upward to reflect the level of service historically |
naintained by PSA. «

We have carefully comsidered the facts and arguments
presented as to the test year which .should be adopted herein as a |

asis for evaluvating applicant's request and conclude that a test
year entireiy in the future will be reasonable, provided that all
known incredses in revenues and expemses are reflected ‘therein.
We find that the test year used by the staflf, ad;usted as hereina‘tea
indicated, should serve as the basis for our amalysis of PSA's
Tequest, '
Sacramento Operations \ o

PSA argued that the staff's test year operating results
do not give reasonable effect to the additional service to and fromw
Sacramento inaugurated pursuant to & recent grant of operating '
authority. The staff's Exhibit 8 comtains system test year opexrating
results, and its Exhibit © contains estimates of the revenues and
expenses to be gemerated in the Zest year by the added Sacramento: [i
operations granted by Decision No. 79085~1n.App11cation.No. 510 8
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The staff's Exhibit 9 shows that the estimated revenues
£rom the additional Sacramemto service will be exactly offset by the
added expenses of providing the service. The staff witness therefore
concluded that its estimated rate-year operating results in Exhibit 8
would be unaffected by the new service. However, the witmess also
testified that 50 percent of the estimated passengers for the new
sexrvice weuld be diverted from existing Sacramento sexvice of PSA,
acd no effect to said diversion was given in his revenue estimates
in Exhibit 9. Therefore, we find that Exhibit & test-year operating.
revenues should be adjusted to give effect to 50 percent of the
added revenues reflected in Exhibit 9. we,further(find‘that_expenses
in Exbkibit 3 should be adjusted to reflect added expenses for the
newly inaugurated Sacramento operations'based.on 860 amnual flight
hours, the hours actually being operated by PSA.

Number of Flipht Hours | |

The principal change recoumended by PSA to the staff test-
yeax operating results involves the number of flight‘hours estimeted
by the st2£f. The szaff estimated that the number of passengers in
the test year would exceed the number tramsported in the historical
year by 15 percent. The staff estimated that PSA would provide
57,500 flight hours of service in the test year. The staff assumed
that increased flight houxrs should bear a relationmship of 25 pexcent
of the increase in number of passengers in the test year. 2SA
contended that such ratio is too low; it showed that in the two wost
Tecent years, the actual average ratio of increased flight hours to -
increased passengers is approximately 5L percent. PSA urged *hat if
its passenger volume is to continue to grow at the pace estimated by
the staff, the mumber of available seats would have to advance in
the same ratio as in the recent past. PSA's witness testified that
in oxder to grow, seats must be made available when patrons want to
£ly; that its peak-hour and peak-day flights are nearly £ull; asd
that without an increased number of peak-period £lights the grcwth
pattern estimated by the steff cammot be achieved. Psat s witness
testified that the staff exhibit should be adjusted to refiees 51,072
£flight hours in the Test year. '

S
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We £ind that 60,800 amual flight hours for PSA's 1973
service (which imcludes smmual flight hours for the Szcramento
service recently inaugurated by PSA) will provide a reasomable
relationship to the number of passengers estimated by the staff to
be tramsported in its rate year, and will give adequate recognitibn
to the additional service needed to gemerate such additional number
of passengers.

Numbexr of Airecraft t

The staff study States that there are curxently 27 alrcraft
in the PSA fleet that are used primarily in common carrier sexvice
consisting of seventeen 727-214's, nine 737-214's and one 727-1L4a2/
The study further states that in the xate year the current PSA fleet
of 27 airexaft is deemed adequate to pexrform the projected aircraft
hours for all scheduled common cawrier air services, as‘we ‘as’ ‘the .
current level of incidental other aircraft services 3¢Slgned to theseV
aircraft. (

PSA also operates a 727-100 aircraft, whichfis 1eased°from |
Leckheed Adxcraft Corporation, and assertedly was acquired to*réplace
a 737 aircraft soid to Fromtier Airlines in Maxch, 1972. PSA has
included the lease costs of this aireraft in its adjustuents to the
test-year operating results developed in the staff study. The staff
urged that the lease costs for this aireraft should not be included
in test-year operating results inasmuch as said aircraft wss used for
only 1386 flight hours in the first eleven months of 1971, including
contract £flight training. The staff contended that there is low .
utilization of PSA's entire fleet under current conditions; snd that
the added flight hours resulting from increased passengers estimated
for the rate year can be zbsorbed by PSA's present fleet without the
addition of any additional alrcraft; therefore, the leased 727-100 is
not needed for common carrier service and should be excluded from
test-year operzting results. The staff pointed out that said alreraft
was operated omly 63 hours in November, 1971.

2/ Tnis excludes one 737-214 aireraftc; which PSA hos recently sold.

Of the 27 airecraft, one of the 727-21& aireraff is leased frow a
con=-2L£iliate, : ‘ T

~Gu
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PSA contends that all of .the 727 and 737‘aircra£t-6perated
by it are necessary to provide adequate sexvice to the public;
therefore, the operating results estimated by the staff should be
adjusted to reflect the additional expenses for lease of said aircraft
amounting to $540,000 amnually. | |

We find that the test-year flight hours adopted as
reasonable hexein canm be operated by the 27 aireraft referred to in .
the staff study and that the lease expenses for the 727-100 leased
fron Lockheed are not appropriate for inclusion in.test—yearyoperating‘
expenses. The record shows that PSA has no specific plans for -
operation of "Airbus" type aircraft im the test year and mo consid-
eration should be given hexein to that type aixeraft.

Test Year Operating Expenses , ‘ o

Staff estimates of expenses in its Exhibit 8 were developed
on the following bases: | | - |

An analysis was made of each of PSA's expenses allocated:

To scheduled f£light operations, and adjustments were wade

Zor lknown increases that can be expected to affect the
rate year.

1) The estimated flving operations expense is the
product of the projected ZLight hours times a
wit cost of $338 per flight hour. This unit
cost reflects a &4 percent increase in crew
salaries that occurred om Jamuwary 1, 1972.

The rental expense of the ome leased plane hac
been separately computed, -

Direct maintenance expense is the product of

rojected Lligat bhours times & wmit cost of
2187 per £light hour which zefleets an 3 per-
cent salary increase in the rate year. The
it cost is based upon maintenance expenditures
expected 'to occur during the wate year in using
engine equipment that is now In scrvice.

Indirect maintenance expense is the product of
rojectec xlight nours times a unit cost of
28 pexr £light hour which weflects an & percent
salary increase £oxr the rate year over the
aistoric period. ‘ :
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Passenger sexrvice expense is the product of
Projected passengers in the rate year times
a2 it cost of $1.13 which refiects a 6.9
percent salary increase which was offered

by the company to its stewardesses. The
contract is still being negotiated.

Airport terminal expense is the product of
Tojected passengers times a umit cost of
1.93 per passenger which reflects a 6-1/2
pexcent salary increase, effective July 1, 1972.

(6) Commission ense for the reservation and
ticket exgense accounts is computed at 2.03
percent of projected passenger revenue
(derived from analysis of historic period).
Other passenger traffic expemses in this
category were computed as the product of
groiected passengers times a unit cost of

0.474 per passenger.

Sales and advertising expense is the product
of projected passengers in the rate year,
times a unit cost of $0.43 per passenger

which reflects a 6-1/2 percent salary increase
erfective July 1, 1972.

General and administrative expense is
estimated at » per month and reflects
recently increased property taxes. It also
lncludes increased Social Security taxes for
the General and Administrative Account and
all the othexr operating accounts.

PSA's Exhibit 1l contains adjustments to the data in the
staff’s Exhibit 8 to reflect the changes PSA believes are necessary
to properly show conditions which will exist in the test.yeér. For
example, PSA endeavored o show that costs per hour for‘flight
operations and for pending and scheduled maintenance, and the costs
per passenger for terminmal operations and for reservation‘anditicket
sales will be greater in the test year than the costs used im.the
staff exhibit, | S
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PSA showed that if current expenses are considered, flying
operations hourly costs are $403, whereas the staff used $388.
Furthermore, if wage rates which became effective in the second six
months of 1972 are annualized, the flying operations costs per houx
are $408. It is clear that expenses for flying operations are
underestimated in the staff's Exhibit 8 and should be adjusted upward.

Included in PSA's test-year cperating expenses are pro- -
visions for so-called 'lomgevity" salaxy imcreases fox flight and
other persommel. PSA's witness stated that such longevity increases
are of greater importance in this proceeding than on past proceedings
because PSA has had substantially less tuxn-over in persoumel in
recent periods. The staff opposes Inclusion of‘provision for such
expenses in test-year operating results. The ''longevity" salary
provisions stem, for the wmost part, from collective bargaining
agreements and are costs actually incurred by PSA. Therefbre,,Sugh
costs axe properly includable in test-operating results. |

PSA and the staff disagree as to the reasonable exoenses
for wmaintenance. The staff urges that such expense item is- overstated
ia the sum of $2,202,570 in PSA's test-year projection (consisting of
$1,122,570 for airframe overhauls, and $1,080,000 for engine overhau_u)
inasmech as the overhauls represented by these sums are not actually
scheduled to be performed in that year. The staff brief ,tateQ that

T is opposed to the addition of such provisiorn for overheuls, which -
PSA will not actually pexrform, principally because applicant does not
provide for rormalizing overhaul expenses in its acccunting. PSA
makes charges to expenses for major airframe and engine ovcrhauls as
they actually occux. The staff study reflects majox _1r£=ame and’
engine overall expenses for the number of such overasuls it believes-
actualiy will be pexformed by PSA in its test year. S

Ta its Exhibit 11, PSA adjusted the wnit cost for maintime
avce expense fLrom $2L5 per hour used in the staff s“udy, to $258 *erf
hour. The recoxrd shows that the unit cost £I guxe recommended by PSA«

~12-
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includes maintenance reserves covering work not actually scheduled in
the test year. We find that test-year maintenance expenses should:
reflect expenses actually expected to be imcurred, thus the unit cost
used in the staff study is appropriate for this proceeding.

PSA showed that its mmit cost for first six months of 1972
for terminal operations was $1.85 per passenger. When the increases
in labor costs ircluded in that figure are annualized, the cost per
passenger is $1.95. We £ind that $1.95 per passenger for terminal
operations will be reasonable for the test year.

PSA also showed that its unit cost foxr the fLirst six momths
of 1572 for resexrvation and ticket sales was 82 cents per'passepger.
Tals figure is 2lso reasomable to determine test-year operating
results.

PSA contended that gemeral and admimis trative expense should
be increased from 6.98 percent of passenger reveaues to 7.20 percent

of passenger revenues Iin the test year. PSA pointed out that the staff
witopess failed to include increases im property taxes om additions to
its aircraft fleet in determining his expenses for the test year; We
find that the staff test yeaxr opexating expenses should be sdjusted
by approximately $240,000 per year to reflect property taxes om aix-
eraft initially placed on the tax rolls in the second half of 1972.
Pacific Soutlwest Airmotive :

Pacific Southwest Airmotive is a wholly owned subsxdxary
of PSA. Adrmotive performs all emgine overhauls for its parent
company and 2lso performs such service for other alrlimes. Overhauls
for PSA account for spproximately half of Airmotive’s volume. PSA's
exkibits include. charges from Airmotive to PSA for work performed‘by,
Aixmotive assertedly at said company's cost without overhead ox pxofit.
PSA's exhibits also include Airmotive's total assets in PSA's rate
base, and includes as "other income", the projected net imcome for
Airmotive's total operations. Supplementaxy exhibits submitted by
PSA exclude from rate base that portion of Airmotive’s assets which -
are not used for sexrvices performed for its parent and exclude the
net income from Afrmotive from the airline operating statements.
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The staff opposed the inclusion of any Airmotive's invest-
ment or operating profits in the determination of fares :Eorl PSA, The
staff recommends that the Commission accept, for the purposes of this
proceeding, the billed costs of Airmotive to PSA as expenses, but
urges that Aizmotive's investwent be excluded from rate base.

In proceedings of this type the Commission's direct interest
in the operating results of subcidiaries of a public utility is to
detexmine t excessive earmings do nmot result from the services
performed by the subsidiary for the utility. In this proceeding the
charges frowm Airmotive to its parent are assertedly at cost; thus no
profit would result therefrom. The staff indicated that further
investigation is needed for it to verify that such charges are at
cost; therefore, until all relevant facts can be comnsidered, it
oppoces inclusion of any Airmotive investment or operating results in
the fare determining process for PSA.

We £ind reasonable for the purposes of this proceeding to
include in airline operating expenses the billed costs of Airmotive
to PSA for emginc overhaul work performed for PSA by Airmotive, and
to exclude Aizxmotive's net revenues from PSA airline operating
revenues and Airmotive's assets from airline rate base.

Gains and Losses from Sale of Aircraft

In the transition from Electra prop-jet aircraft to full-jet
aircraft, PSA sold several Electras for amounts in excess of net book
value. The Commission staff considers such gains on sales of afircraft
as applicable to carxrier operations and amortized such gains to
operations over the depreciable lives of the new aircraft replacing
those retired.

In the historical and test-year operating\results developed
by the staff, depreciation and amortization expense is reduced to
reflect amortization of the 1968 and 1969 gains on sale of afreraft,
and the rate base is reduced by the umamortized balance of such gains.
The staff study states that this rate-making_approach,is-on.the basis
that the gains and losses on disposition of carrier equipment result

-14-
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in large measure £rom errors im depreciation accruals wunder a rigid
schedule of service lives and salvage values; comsideration of both
gains and losses through amortization against a reasonable future
period will protect both the carrier and its customers against
excessive oxr deficient depreciation, but will also minimize the
distorting effect upon income caused by large, usually sporadic
transactions giving rise to such gains and losses. |

PSA cpposed such adjustments. PSA pointed out that the
s2le of the involved aixcraft preceded the hearings in Application
No. 50847; that the staff did not recomend adjustments for galnm om
sale of aircraft in that proceeding; amd that Decision No. 75899 in
that proceeding did mot coatain any adjustment such as recowmended:
herein by the staff. PSA urged, therefore, that the unreasonableness
of amortizing gains om zireraft sales is apparent, siﬁce'during the
ensuing pexriod PSA's fares and earnings were mot unreasonably high as

Py

2 result of excesc depreciation on aircraft. !

The staff position is that the Commission for over a decade
hac used foxr both accounting and rate regulation the above~the-line
trectment of gaims and losses £rom disposal of utility and carrier
property; this treatment was implemented by straight-line-remaining
1ife depreciation, and prescribed use of the depreciction adjustment
zccoumt, ' o

We £ind that amortization over the life of the replacement
airecxaft of gains on sales of aireraft is consistent with the treat-
ment accorded similar tramsactions in rage—masxng,proceedans in-
volving othex classes of utilities and, therefore, iz approprilate for
tac purposes of this proceeding.

Txclusions of Prepayments on Equipment

The staff study excluded from rate base equipment deposits
ic the amount of $1,813,370 in the historical year, and made & similar
adjustment in the test-year rate base. The staff study states that
the deductions xelzted to deposits were wade because—waen the related

equipment is acquired, the deposits and deferred inmterest as a

~15-




A, 52970 ek/IM *

component of the puschase price will be capitalized and be considered
in detercining rate base at that time, as well as depreciatiom and
asmortization. The staff study further states that a comparable treat-
went is accorded by the Commission to other carxiers and utilities in
rate waking in igooring as rate base construction work in progress
which is aceurulating rate base value by the capitalizing of interest.
dwring coustruction, _ |

PSA also opposed this staff adjustment on the basis that
such type of adjustuent was not recoumended in prior PSA fare
proceedings.

The reasons advanced by the staff appear to result in

treatment consistent with that accorded 'comstruction work in progress'
in other utility proceedings, and we find that the wethod used by the

staff will be xeasomable for the purposes of this proceed*ng.
Tedexal Income Taxes

PSA and the Coumission staff differ as to the propexr method
of determining federal income taxes.

PSA's federal tax returns reflect the tax benefxts stemming
from the use of accelerated depreciation and investment tax credits.
No actual federal income liability was incurred in the fiscal year |
ended Jume 30, 1971, However, PSA's amual xeport to its;stockholders
foxr the year 1971 contains a provision for federal income taxes based
ou normalization of the benefizs of the use of accelerated depre—
clation and investment tax credit. ‘

PSA's historical year and test yearx operating results are
based on normalization of federal income taxes. PSA argued that in
considering the appropriate treatment of federal income taxes for
rate-making purposes, air carriers wust be distinguished from other
regulated utilities, inasmuch as the useful life of air carxxier assets
is, at most, 12 to 14 years; while other utilities' assets h@vd depre~
cicble lives of 30 to 40 years. It is PSA's position that the tax.
benefits to air carriers frow the use of accéle:atedadépreciaticn '

e
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becowe tax liabilities in a few years. PSA states that ever a short-
term slowdown in the expansion of am air carrier could cause substan-
tial risks to its investors, and also could cause fluctuating fare
proposals depending on the year-to-yeacr tax position of the air -
carrier. FSA also argued that its cowpetitors normalize theix taxes
for rate-making purposes under federal Civil Aeronautics Board‘rules;
thus, PSA may not be able to raise fares from & competitive standpoint.
The Commission staff included mo provision for federal
income taxes ir its historicel year or test year operating results
undex existing fareség It is the position of the staff that PSA has
failed to present evidence which would justify its abandonment of the
uce of accelerated depreciation with full "flow through' of sald
benefits to the ratepayer. The staff cited the fact that PSA has
shovm a record of undnterrupted expamsion and growth since its
lnception. The staff argued that when a utility's‘future indicates
uninterrupted growth and expansion, "flow-through' treatment of
accumalated deferred tax reserves are, in effect, 2 permanent tax
savings. (City of San Francisco v. Public Utilities Commission
{6 C. 3d 119).> ,
The staff also pointed out under the Tax Reform Act of 1969
{Section 441) Congress provided that the only appropriate allowance
for rate-making purposes for a public utilivy which has been
esing liberalized depreciation with "flow-through'' with respect to
its pre~197C and post~1969 non-expansion property, is the Income taxes
actually paid. The staff cites in support thereof the recemt decision
of the United States Court of Appeais (D. C. Circuit) in Memphis Light , o~
and Gas Co. v. Federsl Power Commission, et al. (Decisions Nos. a
24502 and 24632, issued February 18, 1972.) |

3/ Using the "flow-through' method, PSA will ircur a small income
gax iability in the test yezxr for operations under proposed
ares., .
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Said Decision states as follows:

“There is nothing in the Tax Refoxm Act of 1969,
then, which modifies the Commission's duty
under the Natural Gas Act to require regulated

tility companies such as Texas Gas, which had
been using liberalized depreciation with flow-
through with respect to their pre-~1970 and post
1969 non-expansion property, to set rates which
reflect actual expenditures alome with respect
to such property. According to Coungress, the
only appropriate tax allowance for rate-making
puxposes foxr a company such as Texas Gas, which
has been using liberalized depreciation with
flow-through with respect to its pre-1970 and
Post-1969 non-expansion property, is income taxes
actually paid.” (Emphasis supplied.)

Although the Tax Reform Act of 1969 is not specifically
directed to airlimes, the principle enunciated in the foregoing V//
United States Court of Appeals decision is appropriate to this pro-
cecding and consistent with prior decisions of this Comﬁission‘wiﬁh
respect to airlines. o o

This Commission should continue to compute income taxes
for rate-masking puxposes inm this proceeding based on income taxes
actually paid by applicant. In this applicction, it has been shown
that for several years FSA bas determined its actual income tax |
1iability by the use of accelerated depreciation with full “flow-
through'. ' '

The £full "flow-through” of the benafits of accelerated
depreciation is consistent with our holdings in Decisions Nos.59926
(57 Cal. R.U.C. 598), 61711 (58 Cal. P.U.C. 564) and 62585 (59 cal.
P.T.C. 119) in Case No. 6148, an investigation fnto the rate making
treatment to be accorded so-called "liberalized depreciation’'.
Decision No. 62585 reiterated this Commission's prior holding that
the "alleged deferred tax liability resulting from liberalized

depreciation will not as a practical matter materialize, aod .
*ates sbould be determined on the basis of the tax which a utility
actualliy pays." e
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Adjusted Test-Year Operating Results
The test-year operating results set forth in Table C-1 of
Exbibit 8, introduced by the Commission staff, should be adjusted as

set forth below to give effect to the preceding discussion, findings
and conclusions: o |

TABLE &
Year Ending Jume 30, 1673

Proposed Fares

Present Fares
| (FO000y

—(F 000y

Statisties

Passengers
Flight Bours
Revenue

Pas er
Bevzgige (Net)
Fr t

Baggage &"M:Lsc.
Expenses

Flying Operations

Dixect Maintenance
Indirect Maintenance
Passenger Service

Afxport Texm. Opexs. o
Resexvations & Ticket Sales
Sales and Advertising
General & Admin.
Depreciation

Rate Base

+39.0

3373

$+765

$42,456

No- change
No change

No ¢ e
200

237

No change
-24

No change
No change

5
No change-

No change

3.3

| $4804.

-’5‘,‘

Nocha:.lge B
No' change -

No change
No change

No*c.ha% e
- 260
No change
No change .

The following table depicts the data set forth in the staff
exhibit, adjusted as indicated in Table &.
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TABLZ S5
PACIEIC SCUTEWEST AIRLINES

Adopted Results of Operations
Year Endine Sune 30, 1973

Present Fares

and Fre:'.ght Rates

Proposed Fares
and Freight Rates
(+000)

Statistics

Passengers - 6,226 S 6~,226 :"'
Flight Bours 60.8 | 60.3
Revenue: '

Passenger | $ 91,491 $ 96,148
Bevexrage (Net) ’871 . 871
Freight - 1,144 | - 1,602
Baggage & Misc. 375, ' _ 375

- Total Revenue
Expenses

Flying Operat:.ons
Direct Maintenance

Indirect Maintenance
Passengexr Service

Adlrport Termirval '
Reservations & Ticket Sales
Sales & Adver:.sn.ng

General & Admin.,
Depreciation.

Total Expenses

> , > -

$ 24 806,,
10, 753.‘.‘
: 1 610 ‘
5991
‘ 12‘ 141
52105
2 660; o
11 174"

$ 24,806
10 733.

1, ,610

6 991 -

12, STA
5 012 .

2 660
6 576
11:1746

Income before Taxes
Income Taxes

Net Income

Rate Base
Operating Ratio
Rate of Return

3 gI.:-;Ef ‘
$ 12,158
$ 12,158
$ 106,093
87.0%
11.47%

886G,

$ 17,180 -
$ 725
$ 16,455
$ 106, 093*E
83.4%

15, 57;_

The above operating results are adopted for the: purposes '

of evaluating PSA's request for additiomal revenues.
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Discussion

In prior rate-making proceedings the rate of return and
operating ratio authorized in connection with increased fares
(Table 1) was less favorable than will result under operations under
present fares in Table 5, above.

Decision No. 75299, supra, authozized a rate of return of
/.35 percent, but the Commission staff in that proceeding recommended

T a rate of retwrn of 10.3 percent be found reasonable for PSA's
operations 2t that time. In this proceeding, the Commission staff's
financial witness recommended that no increase in fares and rates
should be authorized which would cause the rate of retumn for the
coumon carrier operations of PSA to exceed 11.87 percent, before
interest and actual income taxes. |

The adopted xresults of operation for the year ending
June 30, 1973 (Table 5) show that operations under present fares and
freight rates would result in a rate of retwrn of 11l.45 percemt before

terest and actual income taxes.

The rate of returm of 11.89 pexrcent resulting from the
granting of that portion of PSA's application secking increased air
freight rates would approximate that recommended asfthe'maximnm
weasonadle rate of return for the test year by the Commission stafl
aud would not produce excessive earnings. However, the-grantiﬁg of
the application in full would produce a rate of return of 15.5 percent,
which we £ind would produce excessive earnings in the test year and
would also appear to provide revenue increases in excess of Federal
Price Commiscion criteria. '

I£ the requested freight rate imcrease, alone,-is granted,
the net income before and after income taxes would be $12,616,000 for
the test year, aad the resulting_rate of return and operating ratio
would be 11.39 percent and 35.5 percent, respectively. PSA’S't@St*
mony herein indicates that its freight rates have not been inereased )
for some time and axe om a level substantially below the freight rates
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waintained by competing airlines fin the same markets. The granting " )
of the freight rate increase would permit PSA to waintain air freight
rates on bases comparable to its primcipal competitors and would mot
materially affect its estimated common carzier profitability mor its
rate of retuwrn in the test year. '

It appears that PSA has been able to absorb much of the
increases in its overall costs because of increased efficiency. For
example, the record shows the productivity of its operatihg, persdnn’el
has increased in each of the last three years, and that é.uchproduc-‘
tivity increases partially offset wage increases granted to said
cuployees. While Section 456 of the Public Utilities Code provides
that public utilities are mot prohibited from profiting from effi-
ciencies, these economies should not be ignored when to do so would
require the public to supply additional revenues in the form of
inereased passenger air fares. (City of los Angeles et al. v.
Public Utilities Commissiom, 7 Cal. 3d 331, 102 Cal.

Rptr. 313.) | |
Findings and Conclusions
- We find:

1. ©TSA is a passenger air carcier operating wholly within the ‘
State of Californfa. By the application herein it seeks to increase
its passenger fares and air freight rates as set forth in Appendix A.

2. PSA's operations have been profitable ia past years, as
represented by net operating revenues Zrom airline opér-..tio-xw of
$6,462,598 in 1969, $9,336,62L in 1970 and $9, 905 929 in 1971
(Exhibit 3, Table B—‘J.) .
' 3. The estimates of the numbers of "'lying houxs ana a‘.f.rc*a:’.‘t,
and the estimates of revenues and expenses based thereo-x, as set
forth in the preceding opirion and summarized in Tables 4 and 5, give
adequate effect to the type of service and load factors of equ.a.vmcnt
necessary to continue the levels of services requ:x.red to attract:
additional passengers and to maintain adequate and ef :.c:.t_nt ervi ce
in the year ending Jxme 30, 1973.

é22- '
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4. The estimates of xevenues, expenses, rate base, rate of
return and operating ratio set Zorth in Table 5 in thevpreceding. 
opinion reasonably represent PSA's results of operations under
present and proposed fares foxr the year ending June 3G, 1973, and
are adopted for the purposes of this proceeding.

5. PSA’s operations at present fares and air freight rates in
the year ending June 30, 1973 will be profitable, as represemted by
2 estimated rate of returm of 11.4 ‘pezcent and an opera.ing ratio

< 87.0 percent. (Table 5.) :

§. The fares and freight rates proposed in the applxcation
will provide an estimated xate of retwm of 15 5 percent, and an
operating ratio (after taxes) of 83.4 percemt. Said rate of return
oa depreciated rate base exceeds that heretofore grented to PSA in
recent fare proceedings (Decisiom No. 75899, 65 Cal. P.U.C. 739,
Decision No. 76447, 70 Cal. P.U.C. 419, and Decisiom No. 77991,
wareported). Said rate of return is in excess of the rates of
return of 12.C percent and 12.5 percent found reasomable for trumiline
and regiomal aixr carriers by the Federal Civil Aeronautics Boaxd in
its Docket 21866. Said rate of return also exceeds the maximum
recommended herein as reasonable by the staff witness. The estimated
rate of return of 15.5 percent resulting from PSA's fare and freight
rate proposal in the epplication herein produces excessive eaxnings
z2ad, therefore, is wmxreasonable.

7. PSA's air freight rates are depresscd in that they‘are less
than those maintained by competing air carriexrs and have not been
increased for several years. '

8. The gramting of the requested increases in air freight
rates sought herein and the demial of the sought passenger fares.
would produce the following operating results for the year endiug
Jume 30, 1973, based on the data set forth in Table 5:

Operating Revenues - $ 94,339,000
Operating Expenses $ 81,723,000
Income Before Taxes $ 12,515,000

-23-
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Income Taxes s -
Net Income $ 12,616,000
Rate Base  $106,093,000

Operating Ratio 86.6%
Rate of Return - 11.8%%

9. The rate of return of 11.35 percent resulting'from the
granting of that portion of the application herein seeking increased:
air freight rates will not exceed those found reasomable for air
carriers by the CAB, and will not exceed that recommended herein by
the Commission staff. Said rate of return is reasomable, and will
not produce excessive earnings.

10. IThe increases in aix freight rates sought herein are
justified, and the proposed air freight rates are reasonable. The
increases in passeager air fares sought herein have'not-been_shcwn:'
to be justified. ' - . :

The Coumxission concludes that the alr freight rates probésed;
in the application skould be granted and that the passenger air fares
sought in the application should be denied. The imcreased aix freightu
rates should be permitted to De established on five days notice.

ORDER

IT IS ORDERED that:

1. Pacific Southwest Airxlines, a coxporation, is authorized:
to establish the increased air Lreight rates propesed in the .
application herein and set forth In Appendix A. Tariff publications
authorized to be made as a result of the oxder herein shall be filed
not carlier than the effective date of this order and may be wmade
effective not earlier than five days after the effective date hexeof -
on not less than five days' notice to the Commission zud to the
public. | |

2. The authority herein granted shall expire unless exerciseo
within ninety days aftexr the effective date of this order.

- 2fm
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3. Except to the extent granted in oxdexing paragraph 1 hereof,
Application No. 52970 is denied.

4. The certificate required by federal price stab:.l:.zatiorn |
regulations Is attached as Appendix 3.

The effective date of this order shall be twenty days after
the date hexeof.

Dated at San Francisco | Califormia, this [~ o

day of AUGUST ¢ , 1972.

sS8loners
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o PAclnc SOUTHWEST HRLIHES R ‘
pnnszm AND Pmmsm AIR szs AND AR mmm RATES .

e oz

_ L amuun PASSEHGER FARE [ _;f; spzcm, FARE =
: : _ A | PRESENT FARE - PRD?OSBD FARE . PRESENT FARE ! PRDPOSED ?ARE
. B .'E;gclud_ing F] Including I_ D:ei_l_ud_ing 2 Including l-}xeluding [ Including F Ebtcludingj _Including:
) :+ Transp, ¢ Transp, | - Transp. - 1 Transp; t Transp. ¢ . Transp. . Transp., 1 . Transp, ¢
$_Tax = ¢ Tax. ~ t . Tax + Tax - -3 " Tax = ¢ Tax ¢ TFax ¢ Tax = f

ROUTE/BSTWEEN POINTS
San Diego/
Los Angeles
Burbank
Ontario
Long Beach
Los Angeles/Burbank
San Franeisco
Oaklard
San Jose o
Burbank/Ontario/Long Beach
Sacramento via
San Franciscéo

San Diego/
Sacramento

Ontario/Long Beach
San Francisco

Los Angeles/
Sacramento

San Diego/
San Franéisco
%land
Jose

San Prancisco/
Sacramento




San Diego/
Los Jngales
Burbank
Ontarie
Long Beach
Los RigelesfBurbark
San Francised
Caxland
San Jose o
BurbankfOntaricflong Besch
Saéraments via
San Prazelsco
San biego/
Secramento

Ontarioflorg Beach
San Francisco

Los Angeles/
Sacrarenlo
San Dlego/
San Francisco
Oskland
San Jose
San Franclece/
Sacramento

T o

E :".'-_‘ ]3;!-? 6!2

t Excloding 1 Inclunding

Tranap, 1 Trandp.
Tax 1 Tax

- Mniw ,

Exclodirg § Incloding: Excluding

Transp., . Transp, ¢ Transp,
T4 fax__:_Tax

$.084
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APPENDIX B

This appendix comstitutes the certification of the
California Public Utilities Commission to the Federal Price Comi.ssion,
as required by Section 300.16 of the Code of Regulations.

1. The oxder to which this appendix is attached grants an
increase in air freight rates of 40 percent, and denies a sought
inerease in air fares averaging 5.5 percent.

2. The annual increase in revenues to PSA frow. the increase in
aixr freight rates authorized in the decision to which this is attached
is $453,000, which amounts to approximately 0.5 perceat of PSA's total
common. carrier revenues in the test year used in said decision.

3. It is estimated that PSA's rate of return in the test yéa:
will be 11.45 percent under existing fares and rates, and 11.89 per-
cent under the Increased air freight rates authorized. |

4. The projected return on commoun stock book value (return on
equmty) averaged 22.44 percent in the best three of the last five
fiscal years ending before January 1, 1970 (Exhibit 12). The return
on equity in the test year under the increased rates authorized in
the decision to which this is attached is 15.98 percent. Thus, the

est-year return on equity does not exceed the average return
refer*ed to above. '

5. The increased air freight rates are not cost based-
existing rates are below a reasomable level in comparisoun with alr
freight rates maintained by PSA's maJor competitors in the same
California warkets. : |

6. Sufficient evidence was taken in the course of the
Coummission proceeding to determine whether or mot the prxcﬁ increase
meets the criteria of the rules of the Price Commission, and reason-

able opportwmity for part:cmpatlon by-all interested parties was.
afforded.




