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OPINION

By Application No. 53587 The Pacific Telephome and Telegraph
Company (Pacific) seeks to increase its rates for intrastate telephone
service by $289.8 million plus an additiomal $22.8 million to
reflect the settlement effect of intrastate telephone sexvice
between Pacific and the independent telephone companies operating
in California.

In conjunction with Pacific's application the Commission
on its own motion instituted an investigation into Pacific'’s oper-
ations (Case No. 9503), and an investigation of all telephome
companies in Californmia other than Pacific (these telephone companies
are known collectively as the "Independents', i.e., non-Bell tele-
phone companies) for the purpose of investigating, in regard to the
Independents, the following subjects: (1) separation procedures
affecting toll and other settlements, (2) extended area rates,

(3) intrastate toll rates, (4) exchange rates, multi-message unit
rates, and conditions of service, and (5) earnings, capital
structure, interest, and dividend rates (Case No. 9504). Cases
Nos. 9503 and 9504 were comsolidated for hearing with Application
No. 53587. The Commission staff recommends that Pacific's rates
be reduced by $114.8 million.

Also consolidated for hearing with Application No. 53587
was the accelerated depreciation fssue of Application No. 51774
which has not yet been decided by the Commission. By Application
No. 51774 Pacific, in 1970, sought to raise its rates by approxi-
mately $195 million. On January 2, 1971 in Application No. 51774,
the Commission issued Interim Decision No. 77984 in which we beld,
based on our interpretation of the Tax Reform Act of 1969, that we
would coxpute Pacific's federal Income tax expense for ratemaking.
purposes on the basis of accelexrated depreciation with normalization.
That decision was amnulled by the Supreme Court of Californis
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in City and County of San Francisco v _PUC .(1972) 6 C 3d 119, with
directions to hold further hearings on the tax expense issue. All
other issues in Application No. 51774 were determined by Decision
No. 78851 dated June 22, 1971 (amnulled by the Supreme Court of

the State of California in City of Los Angeles v PUC (1972) 7 C 34
331) and Decisions Nos. 80346, 80347, and 80348 dated August 8, 1972.
The further hearings ordered by the Supreme Court on the tax expense
issue were beld on a consolidated record with Application No. 53587
and Cases Nos. 9503 and 9504. Hearings were held before Examiner
Robert Baraett for 68 days between Jamuary 5, 1973 and November 1,
1973. On June 18, 1974 the proceedings were reopemed for further
briefs on the issue of the treatment of the reserve for deferred:
taxes; the entire proceedings were submitted July 3, 1974.

I
BACKGROUND

Pacific is one of 21 telephone operating subsidiaries of
the American Telephone and Telegraph Comwpany (American). American
also owns the Western Electric Company which manufactures and
installs equipment for the operating companies. Awmerican and
Western Electric each own 50 percent of the outstanding capital
stock of the Bell Ielephone Laboratories which is a research and
development organization. The operating companies, Western Electric,
and the Bell Telephcne Iaborator:.es, together with American, form
the Bell System.

As of December 31, 1972 American owned 89.72 perceut of
the voting securities of Pacific. The total voting power of all
Pacific stockholders om that date was approximately 157 m:l.ll:!‘.on
votes, of which American had approximately 141 million: votes.
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Pacific operates throughout Califormia. It is estimated
that approximately 93,000 square miles of California's total area
of 157,000 square miles are supplied with telephone service, and
Pacific renders service in about 50,000 square miles of this area,
with exchanges in 52 of the 58 counties in the State. The only
counties not served by Pacific are: Mono, Alpine, Lassen, Modoc, .
Del Norte, and Santa Barbara. With approximately 11.3 million
telephones out of the State total of about 14.3 million telephones
at the end of 1972, it was estimated that Pacific served approximately
80 percent of the total population of the State. Pacific employs
over 95,000 pexrsons and had a wage bill in 1973 of over $1 billion.

Abbreviations for some parties are: the city of
Los Angeles - Los Angeles; the city of San Diego - San Diego; the
city and county of San Francisco - San Francisco; the Executive

Agencies of the United States, Gemeral Services Administration ~ GSA.

II
RATE OF RETURN .
Our observations concerning the importance of rate of
return set forth In Re General Telephome Company (1969) 69 CPUC

601, 610, are worth repeating.

"Rate of return in simplest terms is a pexcentage
expression of the cost of capital utilized in providing
service. It is just as real a cost as that paid for
labor, material and supplies, or any other item
necessary for the conduct of business. Generally, in
public utility regulation, it is umderstood to be the
measure of that amount of momey, compensation, or
return received by the owners of capital in the
company over and above operating expenses and other
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allowable revenue deductions. It is from this return
that the different classes of capital are cowpensated.
Stated In another way, the return comprehends the
interest payable by the company on its long-term debt,
dividends on preferred stock, and earnings on common
equity. The amount of dollars that a utility is .
permitted to earn depends upon the amount of the rate
base and the allowed rate of return. Any change in
either of these factors has a substantial impact.
Accuracy in determining a fair rate of return is much
more important than accuracy in determining rate base
because even the slightest variation in the rate of
return counts much more, in terms of dollars, than a
variation in rate base. For example, a change in

the rate of return allowance of only 1 percent--from
5 to 6 percent~-can have the same effect on the level
of rates as a 20 percent increase in the value of the
property. Thus, if the utility's rate base is $1,000,000,
the return in dollars at 5 percent would be $50,000.
If the rate of return were increased to 6 percent om
the same rate base, the return in dollars would be
$60,000. That would amount to a returm of 5 percent
ou a rate base of $1,200,000, or 20 percent more than
the original $1,000,000 rate base. :

"The computation of the cost of each of the compoments
of the rate of return, cost of bonds, cost of preferred
Stock, and cost of equity, does nmot have the same
complexity. The cost of bonds and preferred stock is
fixed by the terms of the offerings. There is no
dispute as to this embedded cost. It is the reasomable
Ieturn on equity around which the controversy rages.

"Ihe guidelines for determining the fair rate of retuxn
are necessarily broad. The United States Su?reme Court
S _set them forth in the following terms: ‘A public

utility is entitled to such rates as will permit it to
earn a return on the value of the property which it
employs for the comvenience of the public equal to that
generally being made at the same time and in the same
general part of the country on Investments in other
business undertakings which are attended by corresponding
Yisks and uncertainties; but has no constitutional right
to profits such as realized or amticipated in highly
profitable enterprises or speculative ventures.'

(Bluefield Water Works and rovement Co. v. West
Vérqg %Z%c %%ce ﬁsszm (1973) 262705 679,
» 2 L -
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"In a later case, the Supreme Court restated this view, ard
in addition said: 'That return, moreover, should be
sufficient to assure confidence in the fivancial integrity
of the enterprise, 80 as to maintain its credit and
attract capital'; '.,.the rate-making process...involves
a balancing of the investor and the consumer interests';
and ',..it is the result reached not the method employed
which is controll PC v. H Natural Gas Co.

(1944) 320 US 591, 2 L e > .

Because of the importance that we attach to the formulation
of the fair rate of return, we shall set out the testimony of each
of the parties in some detail. '

Pacific's Evidence

Pacific argues that it must have an increase in equity
return {f it Is to continue to raise sufficient capital on reasonable
terms to meet service demands of California consumers. Pacific's
return on common equity as fixed by this Commission's most recent
decision was approximately 9.5 percent. At the hearing Pacific sought
an increase to 12.64 percent; in its brief Pacific requests "more
than 12.5 percent”. The increase is needed, in Pacific's opiniom,
to attract capital at reasonable cost so that Pacific may continue
its comstruction program to provide adequate service to California
ratepayers. Pacific estimates that its comstruction program will’
exceed 3855 million in 1973 and will approach an annual level of
31 billion in the second half of the 1970's. Approximately 40 percent
of this amount must be in the form of mew capital. In order to
attract this new capital, Pacific's equity return must meet the
requixements of the marketplace. To meet these requirements: Pacific
wmist have earnings comparable to other companies of corresponding-
risk seeking funds In the warketplace, Pacific presented four
approaches to comparable earnings all of which, in Pacific's opinion,
result in a requirement of more t:bnn i2.5 percen: return on comon '
equity. ‘
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The first approach is to evaluate the business risks of
industrials and electrics and estimate Pacific's required equity
return with reference to the resulting range of returns. Pacific’s
rate of return witmess, Robert M. Joses, concluded that the business
risk of telephomes was less than that of industrials and greater than
that of electrics. He based this conclusion on the fact that Pacific
now faces competition from other commmications compsenies, such as
Litton Industries, which provides various interconnecting devices,
and similar companies, and the Southern Pacific Commmication Company,
which is presently engaged in comstructing and offering services
over a point-to-point microwave route stretching along the West
Coast and into the southwestern United States. His analysis suggested
the need for an equity return roughly equivalent to that earned
by the electries. :

His second test was variability of return, which he
explained as calculating the spread of the distribution of annual
returns above their average for an appropriate period. The best
measure of this spread is standard deviation. A fixm with a high
standard deviation reflects highly variable returns, while ome with
a low standard deviation is more stable. His analysis shows that,
measured by the standard deviation of returns on total capital,
the industrials have been subject to 'substant:!.ally greater risks
than the telephomes, and Pacific's risk exceeds that of the electrics.

Mr. Joses' third approach was based upon the market risk
or Beta analysis, which he explained was an approach that simply
measures the degree to which any security or group of securities is
susceptible to economy-wide forces. The theory is that investors
recognize the sensitivity of firms to economy-wide influences. They
gauge their future expected returns on their judgment of fdtm:e
economic conditions which are, in turn, based on observations of
past and present events. When investors expect favorable business




A. 53587 et al. lmm

conditions, they bid up the prices of stock in anticipation of fature
profits. When investors expect poor business conditions, they lower
the price of stocks. The degree to which investors lower or raise
stock prices depends on the semsitivity of the firm to ecomomy-wide
events--a firm highly sensitive to economic conditions will have
bighly volatile prices, while those with less sensitivity will have
less movement. Beta is a measure of the relative sensitivity of a
given security compared with a semsitivity of the average security
in the market. As such, Beta is the market's evaluation of the risk
of a firm's equity. This method permits the identification of
equities which have risks which correspond to the equity risks of
the utilities which the Commission regulates. The method cuts
through the problems of evaluating business risk and it cuts through
the problem of evaluating the degree to which equity ratios should
be taken into account in identifying equities of corresponding risk.
By applying the Beta method Mr. Joses concluded that
Pacific's Beta, and hemce the risk associated with its co:'nmon, equity,
was not significantly different from that of the major California
energy utilities and the electrics gemerally. Thus, at the level
at which the comparable earnings standard becames critical--return
on equity-~the risks of electrics and of Pacific are corresponding
and their equity returns therefore should be commensurate. As &
check on this result Mr. Joses evaluated every company listed on.
the New York Stock Exchange to determine which companies had'Beta
factors, and hence equity risks, similar to that of Pacific. He
found 111 companies, both industrials and utilities, having risks
approximately equal to that of Pacific. The average return on
equity of those firms was 12.41 percent for the period 1947-1971.
The average for the industrials in the group was 12.67 percent and
for the utilities 12.24 percent. Thus, Mr. Joses found confirmation
of his recommendation that, if Pacific is to have a return on equity
commensurate with the returns on equitiles of corresponding risk,
that return must be more than 12.5 percent. |

-8~




PERCENT RETURN ON AVERAGE COMMON BQUITY
1966 - 19N |
Pacific A1l Companies 50 Largest 50 Largest 50 Largest  Selected

Year Telephone . of Similar Beta - Telephones Electrics Industrials Industrials**
1966 7,05% O 13.06% | io.sz% - 13.62% '1:;.é2% | i6.2$

1967 6,86 13,02 9,80 13,50 12.7% 1,8

1968 7.8 12,32 | 9,48 12,98 12,54 15,4

1969 8,10 1,70 9,49 13,02 12,56 TR

1970 7,68 12,07 9 12,5 10,33 12,3

1971 6,81 12,36 ' 9,72 12,25 10,21 11.9

b § "[? 39 [8GES Y

& Average for

1 5"'y1"| period ) ' 7 : :
1966-1970 7-37 : ' 12,43 9-_75_- B3 12,48 1.8

Average for _
5-yr, period '
1967-197 733 12,29 9.99 12,86 11,68 13,9

31qe3 BUTMOTTOF 23 UT UMOYS §® sOT3ex £3mba

arqeIedwod Jo SWATI £q NSTI PIINSPIU SISOL IR ATTPULI

S # A1l con1panies included on. Line l; of Exhibit 63.

¥t Of 1.25 Standard and Poors Industrials, all companies whose common
equit.{ percentages were in the range of h? to 57 percent for the
year 971. ST ) R
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Utilizing this table Mr. Joses pointed out that a comprehensive |
group of industrials with common equity ratios similar to that of
Pacific averaged 14.8 percent and 13.9 percent return oun equity for
the period 1966-1970 and 1967-1971, respectively, moxe than Pacific's
sought 12.64 percent return. Second, the exhibit shows that every
group except the telephones has earned returns averaging in excess
of 12 percent with the single exception of the 50 largest industrials
in the pexriod 1967 through 1971 when average earnings were 11.68
percent on equity. Third, the exhibit shows that Pacific's equity
returns have been far below those of any comparable group, imcluding
the telephones. The disparity between Pacific and the 50 largest
telephones are substantial; the disparity between Pacific and the
other comparable groups' is enormous.

For all of the reasons stated above, and for many reasons
that, for lack of space, are not set forth here, Pacific concludes
that a return on equity of more than 12.5 percent {s reasonable.

The staff's Evidence

The staff recommends that Pacif:[.c S Yeturn on equ:!.ty
should be 9.44 percent.l/ The staff's recommendation was presented
by Russell J. Leonard and was based upon a study consisting of 29
tables and 12 charts related to interest rates, earnings, capital
structure, financing, and data pertaining to growth and net telephome
plant investment. Trends in S-year averages for the years 1967-197L
were utilized along with comparisons of Pacific's operating results
with averages developed for 22 other Bell System operating companies,
16.General Telephone System operating companies, and 11 Independent
telephone companies., Based upon those tables, charts, and comparisoms,
and applying his judgment and experience, he comcluded that a rate
of retwrn of 7.9 percent applicable to Pacific's California iIntrastate

1/ This reduces to 9.37 percent under the 3tipulated costs and
capital ratios.
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rate base was reasonable. In his opinion, a 7.9 percent return was
reasonable because it would provide adequate funds to cover Pacific's
interest and preferred dividend requirements and would produce &.
coumon equity allowance sufficient to permit moderate increments to
retained earnings after payment of a suitable dividend. Be did not
recommend 2 range in rate of return in view of the prevailing anti-
inflationary objectives of the federal government. :

Be compared Pacific to other telephone companies because ‘
in bis opinfon telephome companies experience business and finaneial
risks which are similar to those of Pacific. He did not compare
Pacific to nontelephone utilities or to industrials because he felt
that earnings comparisoms which include other more risky utility
groups and cyclical industries would probably result in requests
for even higher returns by those relying solely on comparable earnings..

Eepointed out that his 9.44 percent return on equity
exceeds the average earmings rate on average common equity for the
22 Bell System companies for each year 1967-1971, exceeds the S-year
average for those companies, and exceeds the average for ‘the 16
Ceneral Telephone companfes for 1970 and 1971. He considered the
fact that Pacific was a part of the Bell Systém and that Pacific,
AT&T, Bell Laboratories, and Western Electric all have a commmity
of interest which reduces the risk of each one because they are
all acting in concert to produce profits. He believes Pacific is
less risky than the California electric utilities primarily 'because
of its affiliation with the Bell System and the community of interest

of all companies involved in the Bell System.
Los_Angeles's Evidence

Los Angeles, through its expert, Manuel Kroman, recommends
that the return on equity should be approximately 9. 5> percent.
Mr. Krowan used three methods to arrive at his recommended return.
The first method derives the allowance on common equity by updating
the 9.47 percent common equity rate last authorized for Pacific in
Decision No. 80347. He pointed out that although the dec_:ision_ s_tat;es

-1ll-
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that 9.5 percent was the return on common equity, a more precise
analysis shows that figure to be 9.47 percent. Mr. Kroman adjusted the
9.47 percent figure upward by 3.2 percent because Pacific's embedded
cost increased 3.2 percent and, therefore, a similar increase in
allowance on common equity 1s justified. He further increased it by

-2 percent in recognition of the decrease in equity ratio from 55.10
percent in Decision No. 80347 to 52.07 percent curremtly. Because
return oo equity and equity ratio are imversely related, the slightly
lower current ratio requires a slightly higher return. He then
mltiplied the resulting figure by 0.95 to reflect the fact that if

the earnings on equity of the 250 largest companies presemted for the
Commission's consideration in Decision No. 80347 supported & return on
equity of no more than 9.47 percent for Pacific, then the updated
earnings of those companies, which show a downtrend, require a reduction
downward by approximately S percent. The result of these three adjust-~
ments is 9.47 percent. He justifies this method because the California
Supreme Court in reviewing the last authorized rate of return held that
it was "satisfied that the Commission did not abuse itrs discretion in

fixing the rate of return". (C ity of Los Angeles v PUC (1972) 7 C 3d
331, 348.) ' '

Mr. Kromsn's second method 1s to apply a comparable earnings:
approach adjusted to reflect the difference between Pacific's equity
ratio of 52.1 percent and the median equity ratio of electric utilities
- 0f 34.2 percent, In his opinion this compariscn supports sn allowance
of no more than 9.5 percent,

‘ Mr, Kroman's third approach begins by postulating an after
tax Interest coverage of 2,75 times, He finds this interest coverage
comparable to that for all the operating companies of the Bell Systen
on a weighted basis. The resulting rate of return is 7.95 percent with
an equivalent allowance on common equity of approximtely 9.5 percent.
San Diego's Evidence

San .Diego presented Manley Edwards who testified that a
reasonable return on equity would be §.76 pexrcent based on the current

price-earniags ratio of Pacific, In its ‘b:ief San Diego adopts the
staff's position

-12-
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Discussion o :
The parties stipulated to Pacific's capital ratios and

to the cost of each capital ratio component except return on equity.

For the reasons stated below we find that the return on equity

should be 11.00 pexcent and that Pacific's fair rate of return
should be 8.85 percent, as follows: | | |

 Weighted

Long-term debt 42.8% 6.067% 2.59%
Short-term debt™ 3.8 11.8 45
Preferred stock 1.3 6.00 08

Equity 52,1 11.00 573

100.0 : 8.85

* It was stipulated that the cost of short-term debt

should be the prime rate prevailing at the time the

Commission makes its determination. Obviocusly this

can't be the date the decision Is signed because of

the substantive problem of spreading rates, We have
selected June 25 as the determination date.

The position of the parties submitting briefs on return |

on equity is: | ; ,
Pacific more than San Diego _ 9.447
12.5% San Francisco = 10.07

Staff 9.447, Mrs. Siegel YA
Los Angeles appro:gcj{.zsn%tely CSA ' 9.44-9.57

It would serve no useful purpose to analyze all of'j‘the-
rate of return testimony pointing out strong point*sv‘ and weak points.
The parties agree only on the statement that there is no formula
from which rate of return can be computed and informed judgment must
be exercised on the evidence. The dollar difference in rate of
return is approximately $140 million. In many cases we must decide
important issues with less than full information; on this 1ssue we
are I{nundated with informatioenm. ‘ B
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We have examined the underlying data that supports the
recommended rates of return of the rate experts. In our opinion
these data do not support amy of the experts to such an extent that
we can accept his opinion and reject the opinions of the others. |

Pacific asks too much. Pacific argues that its current
equity return is dismally low, whether adequacy of return is
measured by other California utilities, or by industrials, or by
telephones, or by Bell System companies, or by utilities gemerally,
or by all £irms of corresponding risk, - Pacific urges that a more
than 12.5 percent return om equity will correct this imbalance.
However, if the Commission were to authorize more than 12.5 percent
Pacific's equity return would then be exceedﬁigly high, whether
adequacy of return is measured by other California utilities (Pacific's
return would exceed every other major utility in the state), or by
industrials (Pacific's return would equal or exceed the average
return for the 50 largest industrials in every year since 1967),
or by telephones (Pacific's return would exceed the average return
of the 50 largest telephone companties for every year since 1965),
or by Bell System companfes (Pacific's return would exceed by over
300 basis points the average return earned by 22 Bell System companies
since 1966), or by utilities gemerally (Pacific's return would almost
equal the average return for the 50 largest electrics between 1967
and 1971, without regard to leverage), or by all firms of corresponding
risk (Pacific’s return would exceed the average return of all
companies which Pacific comsiders to be of similar risk (Beta) for
every year since 1967). In addition, Pacific's requested return
oo equity does not take into comsideration, when comparing Pacific's
financial situation with other companies, the fact that Pacific is
the largest affiliated utility in the Bell System, that the Bell
System is the largest utility system in the United States, that
Pacific has an equity ratio higher than any of the electrics to which
it compares itself and higher than most of the telephone companies
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to which it compares itself. Further, Pacific bases its request
in part on the theory that telephomes are more risky them electrics.
This Commission has consistently held that we do not comsider
telephones to be more risky than electrics, and in the recent
Southern California Ediscn rate case we pointed out that "electric |
utilities are required, by the circumstances that they find themselves
to be In, to raise large amounts of capital in the face of a chromic
fuel shortage, m&ndatoty massive expenditures for new and sometimes
untried equipment required to meet constantly more severe environmental
requirements, difficulties and delay in siting power generation and
transmission plant, and increasing demands for aesthetic consider-
ations". (Re Scuthern Californis Edison Compsny, Decision No. 81919
dated September 25, 1973 in Application No. 53488, at pages. 67-68.)
We have not been persuaded that the Beta factor is a
useful tool in determining the fair rate of return. We do not agree
that volatility of the performance of the stock of a regulated
utllity is equated to risk in the semse that we have traditfcmally
used the term. We can understand risk within the context of
competition from other businesses and we can understand risk in the
sense that there must be sufficient interest coverage to protect
the bondholders, but to measure the risk of regulated utilities on
the basis that some stock prices fluctuate more thap others seems
to be Insubstantial, somewhat on the level of a price-earnings
ratio; it is evidence, but certainly not controlling.
When we examine the companies that have the same Beta
factor as Pacific, we f£ind that they cover the entire spectrum: of
the American business commmity. Setting Pacific's rate of return
on average earnings of large industrials would indeed be a novel
departure from traditional ratemaking. | ‘
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But even if Beta does measure risk, we are not persuaded
that Pacific should be given the average return on equity earned by
other utilities having the same Beta as Pacific. To do so would
abdicate rxegulation to the Beta factor. And, as the idea caught
on, most large utilities would have the same return on equity no
matter what their size, what their capital ratios, what service
they provide, what part of the country they operate in, and no matter
what other individual characteristics they may have that is thought
to be important in determining return on equity. The argument that
rejects Beta as a means of determining return on equity is the
same argument that rejects any formula as a means of determining
rate of return. The Comuission is not ready to abdicate.

Nor do we find the staff recommendation persuasive. The
staff witness originally recommended a 7.9 percent rate of return
which would produce a return onm equity of 9.54 percent and an
interest coverage of 2.82 percent, which he considered to be "stringent
coverage”. When Pacific's 1973 estimated cost of debt increased
substantially and had to be comsidered in the return equation,

Mr. Leonard, instead of changing his rate of returm recommendation,
stated that it should remain the same, thereby reducing bis recom-
mended return on equity to 9.44 percent. The effect was that when
Pacific's cost of debt rose, Mr. Lecmard felt that it required a
reduction in equity return. Im addition, by adhering to a 7.9 percent
rate of return under changed circumstances, the previously "stringent
coverage' of 2.82 percent was reduced to 2,71 pexcent. Mr. Leonaxrd
worked backwards: He found therate of return and then worked out its
components; he should have deterxrmined the return om equity and then
computed the overall rate of return. In our opinion Mr. Leonard’s
original recommendation of a 9.54 percent return on equity and a
2,82 percent debt coverage ratio has stronger support from the
\mderlying data than his final recommendat{on.
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The defect in the presentation of Los Angeles is that it
is a formula approach. A formula that makes as its basic premise |
the last authorized decision of the Commission would end Commission
discretion and would tie future Commissions to the rate of return
foumnd xeasonable in Pacific's latest rate case. The method would
foreclose the development of new methods of arriving it the fair
rate of return. Despite the protestations of Los Angeles that
Mr. Kromen did apply Jjudgment to his formula, the result offered
appears to us to be based solely on the formula, and we reject rates
of return that are bagsed on formula.

The evidence persuades us that Pacific is ent:itled to a
substantial increase in return cq equity, and this increase is
essential if Pacific is to meet its comstruction program and give
the public continuing good and improving service. Pacific's con-
struction program is financed from earnings and borrowings. Of the

more than $850 million required in 1974 about 40 percent will be
financed through borrowing. Yet interest rates are spiraling,
Pacific's boods have been partially downrated, and its stock is
selling below book value and at a 22-year low. (As to book value
Pacific's position is comparable to many utilities.) :
Pacific bas been unable to increase its dividend for the
last decade during which time other utilities have achieved sub-

stantial dividend increases. Investors are entitled to fair consider-
ation just as are ratepayers. The Commission recognizes that wve

mst fix a rate of return that is "sufficient to assure confidence

In the financial Integrity of the enterprise, so as to maintain its
credit and attract capital" (FPC v Hope Natural Gass Co. (1944) 320
US 591, 603, 88 L ed 333, 345). In this regard we are concerned -

with fnterest coverage, a critical factor in the financial :Lntegr:f.ty
of a utility, (See Re Re San Diego Gas & Electrie Co., Decision _

No. 82279 dated December 18, 1973 in Application No. 53945.) If a
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utility's pretax interest coverage falls below 3.0, the Securities
and Exchange Commission requires a special application for autbority
to issue new securities. If coverage falls below 2.0, many utilities
cannot issue securities at all. When needed, as in this case, an
increase in rates must be authorized to raise interest coverage to a
sufficient level. Mr. Leomard testified that after-tax coverage of
2.82 was adequate, We have previously analysed his recommendation for
rate of return and found 1t insufficient. So also is his recommended
coverage of 2.82. In our opinion an after-tax interest coverage of
about 3.0 is needed by Pacific in today's market: and our guthorized
return will provide it.

Starting with the return on equity found reasonable. m
Decision No. 80347, an increase is required in return on equity to
reflect the {ncrease in Pacific's embedded debt cost, and an
additional increase is required to reflect the higher debt equity
ratfo. But no Increase is required because of Pacific's Beta factor;
nor merely because Pacific earns less than industrials, nor because
Pacific earns less than electrics. Pacific is the largest operating
utility of the Bell System. It is larger than any electric utility
ic the United States; it has a more copservative capital ratio than
any major telephone utility outside of the Bell System or any electric
utility that we have been considering. The factors of size and
affiliation reduce Pacific's business risk; the factor of comservative
debt equity ratio reduces Pacific's finsncial risk. Because of these
factors nome of the comparisons of earnings presented by Pacific
compel us to Increase Pacific's return on equity. On the otber band,
the factors of large size, affiliation, and menopoly position would
tend to lessen risk and have a restraining effect on return om equity.

To determine whether the increase in embedded cost and debt
equity ratio would increase return on equity by the substant:tal amount
requested by Pacific, or some lesser amount, we have considered mnang\




A. 53587 et al. 1lmm

other things, Pacific’s experience in issuing bonds. Exhibit 62,
page 5, shows that in 1969 Pacific issued bonds at 9.10 percent,
four comparable Aaa utilities' bond issues at approximately the
same time went ocut at lower yields to the public; in early 1970
Pacific issued bonds at &.65 percent, of four coumparable utility
issues, two went out lower, ome went out at the same rate, and ome
(ATST) went out at 8.75 percent; in late 1970 Pacific issued bonds
at 8.76 percent, of four comparable utility issues, three went out
lower and one went out higher; in 1971 Pacific issued bonds at
7.80 pexcent, higher than four comparable utility issues; in 1972
Pacific Issued bonds at 7.23 percent, lower tham four comparable utility
issues; and in 1973 Pacific {ssued bonds at 7.625 percent, of four
comparable utility issues, two went out higher and two wemt out lowex.
The conclusion we draw from this is that in the marketplace, the
"real world" that the Commission is so often accused of ignoring,
Pacific holds its owm with the best. Nevertheless, cost of -’debt for
"the best" is soaring and Pacific must keep up. -Pacific's reduced
rating from Aaa to Aa by ome bond-rating agency, while significant,
does not have the significance for us that Pacific would have us
place cn it. In the first six months of 1973 the evidence shows
(Exhibit 90, page 13) that the spread between yield averages of Aaa
and Aa bonds ranged from .05 to .1l. This spread is small and does
not warraat an increase in return on equity to "more than 12.5 per-
cent". |

Of prime {mportamnce to us in determin:!.ng return oo eQu:[ty is
the prime rate. In rate cases prior to those of recent years, the
prime rate was a minor consideration; in this rate case it is very
important. A prime rate of 11.8 percent must have a stromg upward
effect on bond interest. As bond interest rises, not only must
Pacific have increased earmings to pay the interest, but also it
must have increased earnings, and the pot:ent.ial fox ina:ea.sed d:!.vidends
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to attract equity inmvestors. All of these factors are interrelated.
Every economic indicator that we have considered points to the need
for a substantial increase in return on equity. For the reasouns
stated above, and based upon all the evidence, we find that a
Teascnable return om equity is 11 percent.

111
RESULTS OF OPERATIONS

The discussion of the estimating differences in revemues,
commercial and traffic expense, maintenance expense, advertising,
and pension expense Includes the effect of wage annualization and
wage offset. In addition, the issues of wage annualization and
wage offset are discussed and resolved separately. Because of
this overlapping it is extremely difficult to prepare a results of
operations table that clearly reflects the differences between the
parties. So as not to burden the opinion portion of this decision
we have placed two results of operations tables, with .appropriate
footuotes, in Appendix B. The figures shown on the tables are on
a California intrastate basis. The discussion In this opinion uses
the numbers that the parties used in their briefs. Some Lssues
were discussed on an intrastate basis and some om an interstate

basis. It is not necessary for the purposes of discussing the issues

to convert all numbers in the opinion to an intrastate basis. That
conversion is done in Appendix B.

Table I of Appendix B shows the development of the adopted

results of operatioms. Table IT of ‘Appendix B compares Pac:(.fic s
and the staff's estimates with the adopted results.
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Revenues

The staff's estimate of revenues for test year 1973 exceeds
Pacific's estimate by $13.3 million. The staff's estimate was
developed by reviewing Pacific's estimating and forecasting procedures.
The staff witness then made independent estimates of the numbexr of
telephones and revenues, on an annual basis. Pacific's test year
estizate, based on a mooth-by-month review, for the first five months
of 1973 was within five one-hundreds of 1 percent, or less than
$1 million, of the actual revenues for the same period. When
estimating revenmues, it is important to be as close to the mark as
possible. We will adopt Pacific's estimate.

Commercial and Traffic Expense
The staff's estimates of commercial and traffic expense is

$7.9 million less than Pacific’'s. The staff's estimates Were developed
using recoi:ded expenses for the years 1967-72 and tremnding 12-month
moving totals and averages to minimize seasonal variations.

Pacific based its estimates on a "bottoms-up'’ method.
This method reflects estimates for the year in question made at the
lowest operating level and then reviewed at the area level and finally
approved at the company level, at which level any policy decisions
which would affect the estimate are made.

The staff's estimated traffic operating expense for 1973
was based on an estimate per average company station (ACS) of $19.38.
Recorded data through May 1973 on 2 12-month moving basis give the
same figure, $19.38 pex ACS. The staff's 1973 estimate of commercial
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expense was based on an estimate of $7.72 per ACS, and of marketing
expense on an estimate of $10.54 per ACS, a total of $18.26 per ACS.
Recorded data through May 1973 on a 12-month basis shows commercisl
expense as $7.83 per ACS and marketing expense as $10,27 per ACS for
a total of $18.10, or .16 cents less than the staff’s estimated
expense per ACS for the full year 1973. When determining the accuracy
of expense estimates for a test year, we realize that the utility
has very close control over its expenses as contrasted to a rather
‘limited control over its revenues. The staff's estimate appears
reasonable and we will adopt it. '
Maintenance Expense :

Pacific's estimate of maintenance expense exceeds the
staff’s estimate by approximately $3.8 million. Pacific estimsted
its maintenance expense in the same manmer as itestimated ite
commercial and traffic expense. The staff derived its 1973 end of
year total maintenance expense by trending the five recorded years
1968-1972. Pacific's maintenance expense estimate for the first
five months of 1973 was $242.9 million; actual maintensnce expense
for the fixst five months of 1973 was $243.3 million. Considering
the magnitude of the numbers imvolved the difference between Pacific's
estimate and Pacific's recorded meintenance expense is de minimis.
This reinforces our opinfon that Pacific has extremely ¢lose control
over its operating expenses. We will adopt Pacific's estimate, mot
80 much because of its accuracy, but because 1972 maintenance expense
was abnormally low and caused some distortion in the trend line
from which the staff witness developed his 1973 estimate. And, most
imPOrtantly, our continuing concern with adequacy of service causes
us to be somewhat more gemerous in regard to maintenance’ expense
Rate Basge

The only significent difference between the staff and Pacific 3
in their respective estimates of telephone plam: and rate base relates
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to the percentage of construction expenditures which will be included
in "Plant in Service" by the end of the 1973 test year. 'I‘he staff's
estimate is $54 million less than Pacific's.

The difference was explained by staff witness Houck as
(1) the staff had available the recorded plant in service as of
December 31, 1972, (2) based on the utility's experience dating
back to 1965, the staff estimated that a smaller percentage of the
estimated cemstruction expenditures for 1973 would close as plant
in service by the end of the year, amnd (3) again based on the
utility's actual experience, the staff estimated that the weighted
additions as a percemtage of met additions to plant in service
would be less by 2.7 percent than the urility's estimate. The
staff witness made a substantial cut in rate base based upon his
estimate that 67.6 percent of the 1973 comstruction program would
go into sexvice in the year, whereas Pacific had estimated 77.4 percent
would become operative. '

Pacific argues that the staff witmess £ailed to take into
account the reductions which have recently taken place in Pacific s
construction program. The effect of reducing comstruction program
expenditures i{s a substantial drop in comstruction work in progress:
(which Is excluded from rate base) and a larger-than-average Increase
in the percentage of comstruction projects which are completed and
g0 into sexvice in the test year. ‘

Not only is Pacific's estimate of plant in service closer
to recorded amounts for 1973, but also its estimate of 77.4 percent
of the construction program becoming operative in 1973 is mot out
of line with percentages of comstruction which became operative in
prior years. We will adopt Pacific's estimate.

Wage Annualization

In July 1973 Pacific's wage expense was increased by 7 pex-
cent anmually, or $70.4 million. By the end of 1973, $34.6 million
of this increase will have been paid to Pacific's employees. The staff
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asserts that for test year 1973 only $34.6 million should be included
as an expense; Pacific agserts that the entire $70.4 nmillion shouldv \
be Included. | ' -
Pacific argues that if it is to have a chance to earn the
return which the Comission finds reasomable, the 1973 wages must
by annualized. In fact, it argues, aunualization will still under-
state the actual impact of the wage increases. The wage increases
in the labor contract are tied to the consumer price index, and
because of the continued effects of inflation, the increase in the
index was greater in 1973 than bad been anticipated. In requesting
this adjustment Pacific has taken into account the normal growth in
investment, revenues, and expenses. The significant point is, it
argues, that wages--particularly wages in a labor intemsive company
like Pacific--have increased, and continue to increase, out of
proporticn to the growth in revenues and other expenses. Moreover,
when any rate rellef authorized by this proceeding will become
effective, Pacific will experience additional wage increases for
which no offsetting rates are being requested in this proceeding.
Pacific asserts that the wage effective in July 1973 will
not be offset by growth in revemues, by productivity fncreases in
1973 and 1974, or by anything else. Despite productivity gains
averaging 5 percent and 6 percent a year and despite a productivity
rate which, because of stringent budget controls, will approach
7 percent in the test period, Pacific has been unable to offset wage
increases. This is so because increases in revenues and productivity
have gome to offset the increases in other expenses. There are,
moreover, no changes contemplated in Pacific’s operations eitber
now or in 1974 which will affect this tremd. |
Pacific argues that the wage increase is a known level
change and "any item that is a known level change that distorts the
relationship between revenunes, expenses and investment that is not
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made up by productivity improvement or other factors, if you . do not

annualize those items, then you will mot produce the allowed rate
of return authorized by the Commission'.

The staff argues that the Commission should not allow in

the test year an item of expense that is nomexistent. Staff witmess
Norton's testimony clearly presents the staff's position. He said:

"Any investigation of the results of operation of
2 utllity must necessarily confine itself to a
certain time frame. Usually this is a 12-month
riod in the future and is called a test year.
or this test perfiod the plams for operations of
the utility are carefully scrutinized and weighed
8gainst past recorded performance and then estimates
are made of the three basie elenments--revenues,
Sxpenses, and rate base--from which is derived a
Tate of return. These three elements are so closely
terrelated that each must be comsidered during
the same time frame as the others. The exception
1s when a lmown extraordinary circumstance develops
that would upset the normal interrelationship between
the three elements, in which case adjustments may be
Rade from outside or from within the test period.
A utilicty that has a steady rate of growth without
txcessive fluctuations from year to year rarely would
Jave need, if ever, for adjustments to the three
9sic elements outside of the test period. In
otoer words, retention of the interrelationship

within the test period is extremely important in the
Sclence of rate fixing.

"Bat there Ls nothing sacred about selecting a test

Jear to coincide with a calendar year. The test

Jear could be any 12-month period. For example, In

the current proceeding, conceivably the utility

tould have selected a test year period from

valy 15, 1973 to July 15, 1974. Bad this been donme,
then the utility automatically would have included

Wage increases ou an ammual basis because that

=S when the actual expemse occurred, and the staff
Would have agreed. It would mot have been logical or
feasonable to roll back into the test period any new
wage Increases that might be expected to be made
SUosequent to the end of the test perfiod. Happily though,
2ll other expenses, and the revenues, and the rate base
S3timates would have been made on the basis of the same
time frame and the same test year, and all of the

bas{c elements would be in harmony.

-25-
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"Similarly, the utility could change the date of

effective wage increases to January 1 and thus

put this ammualized expense item in phase with

other expense items and the other basic elements.

In the utility's current showing, the wage increase

expense is six months out of phase for annualizacion."

¥r. Norton testified that Pacific's employees over the
past eight years have averaged wage Increases in excess of 7 percent
3 year. Further, the evidence shows that Pacific has been averaging
a 5-6 percent gain in productivity annually.

GSA argues that adjustments for changes outside the test
year are fraught with danger, because any consideration of &
pro forms adjustment to the test year immediately gives rise to many
other comsiderations such as the increase or decrease in revenues,
productivity Increases, the increase or decrease in expenses, etc.
GSA takes exception to Pacific's statement that "The net effect of
adopting the staff recommendariocn in refusing to annualize wages
would be this: The company's expenses for the test period and for
the future would be understated, and Pacific would never earn the
Teturn authorized by the Commission." GSA argues that refusal to
annualize does not understate expenses for the test period but that
sonualization would overstate expenses for the test period. Also,
GSA points out that if wages are amnualized then revenues for the
future would be understated unless revemues were also ampualized.

San Diego asserts that Pacific's witness on the subject
of wage annualization admitted that just as wage expenses could
be anmualized so could revenues and rate base be annualized to
reflect the first half of 1974 in the 1973 test year. However,
Pacific did not make such a computation. San Diego also points out
that Pacific does not characterize the wage increase as ''extraordinary".
Rather, it is referred to as a "known level change''.

In our opinion Pacific's argument is persuasive. Pacific
has over 95,000 employees on the payroll and over 60,000 of those
employees are represeuted by wnions. The payroll for these employees

26
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1s 60 percent of Pacific's total ammual expenses and comsumes over
1/3 of its revenues. This wage expense is the ftem most responsible
for the continued upward spiral in Pacific's expenses. To ignore
1/2 of a 7 pexcent increase in ammual wages is to ignore reality.
The evidence shows, and we £ird, that Pacific's wage expense has
increased, and continues to increase, out of proportion to the
growth in revenues and other expenses. We have annualized wages

for Pacific in Pacific's two most recent rate cases. (Decision

No. 79873 dated April 4, 1972 in Application No. 52794, and
Decision No. 80347 dated August 8, 1972 in Application No. 51774.)
In Decision No. 80247 we held that Pacific's general wage increase
effective July 1970 should be anmnualized for test year 1970 as.

the wage increase is "a known change unrelated to growth". (At

page 23.) The 1973 wage level increases will be in effect during
the future period for which we are f£ixing rates and they should,.
therefore, be recognized in full (City of Los Angeles v PUC (1972)

7 Cal 3d 331, 336) 2/ The effect of the wage amnualization
adjustment is to increase both intrastate expenses for test year
1973 and the revenue requirement by $19,089,000 (Appendix B, page 1).

2/ We recognize that the Commission has decided this issue in
favor of the staff's position in recent cases.
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Wage Increases in Excess of 5.5 Percent

Wage Increases effective in 1972 increased expenses in
test year 1973 ty $81,152,000, or an increase of 8.36 percent
The staff adjusted this increase by reducing it by $27.8 millionm,
which reduced the 8§.36 percent to 5.5 percent, The staff also
reduced Pacific's wage increase in 1973 of 6.99 percent to 5.5 perceat,
or by $7.4 millicn. The staff's total wage adjustment for test year
1973 1s $35.2 million. The 5.5 percent limitation was selected by
the staff because, "While it might not be the maximm allowable
amount of Increase, it is and has been the guideline maximm percent-
age under the Ecomomic Stabilization Acty and bas been the Cost of
Living Council's target for maxfmum increase per year. Most
importantly, however, 5.5 percent was the policy guidelinme of the
Frice Commission which formed the basis for the Comnission's Rules
of Procedure 23,1, adopted by resolution on Jume 27, 1972 and comtinued
in force and effect by Resolution No. A-4015 om April 17, 1973".

On August 21, 1973, by Resolution No. A ~4157, this
Commission rescinded Rule 23.1. The resolution :lnc].uded the following
statement by the Commission: ' -

3/ See discussion of Phase I and Phase IT of the federal Economic
Stabilization Act in Decision No. 79873 at p. 6, et seq. Phase III

and Phase IV guidelines continued the 5.5 percent wage standm:d
through the test year.
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"BE IT FURTHER RESOLVED: That this Commission, In
administering its responsibilities and duties in
the establishment of just and reasonable rates
and charges of public utilities amd related trans-
portation businesses shall adhere to the spirit
and goals of the Economic Stabilization program
{n maintaining rate increases at the lowest level

consistent with its constitutional and statutory
mandate." '

In July 1971, following a two-week strike, Pacific entered
into tentative agreements with the wunions representing Pacific's
employees. The wage agreements, which were ratified on August 14,
1971, and became effective on dates inm July 1971, called for specific
wage increases in July 1972 and in July 1973, and provided for
- additional anoual increases based upon the consumer price index.

In 1971, in Application No. 52794, Pacific applied for
& wage offset increase based upon the first year effect of those
labor contracts. The wage and salary increages which were involved
In that proceeding were approximately 17.9 percemt. The Commission,
by Decision No. 79873 dated April 4, 1972, authorized an Increase
In rates based upon the full amount of those wage increases. The
Price Coumission rules then in effect required the Commission to f£ind
that the authorized rate increase was in accordance with Price
Commission guidelines, and the Commission so found. And, in fact,
the rate Increase authorized in Decisfon No. 79873 had been submitted
to the Price Commission and approved. The wage Increase approved
In Decision No. 79873 was based upon the same wage contracts which
resulted In the 1972 and 1973 increases involved in this proceeding.

In the case at bar, the evidence shows that the 1972 ‘wage
increase had been approved by the Pay Board and the 1973 increase
bas been approved by the Cost of Living Council. Further, the Price
Comnission's policy in Phase I was to allow increases im excess of
5.5 percent if those increases resulted from égreemencs. reachéd—twith
the wions prior to the announcement of Phase I. Also, Phase II Pay

=29~
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Board regulations, which are applicable in Phases IX, III, and IV,
apply only to contracts entered into after November 13, 1971.

The staff argues that regardless of the xepeal of
Rule 23.1, the federal guideline which states that the gemeral wage
and salary standard is a 5.5 percent increase per annum is still-
in effect, and the Commission should enforce this guideline. Despite
the fact that Pacific's 1972 wage increase was approved by the
Pay Board and by this Commission, the staff witness, in making bhis
disallowance, stated: '"But I am not following the Pay Board regu-
laticns. I am following the Price Commission regulations. . . . I
8m not questioning the legality of Pacific paying over 5-1/2 percent
in wage increases in 1972. . . » But I am questioning the propriety
of paying wages and salary in excess of 5-1/2 ‘percent based on
Price Commission guidamce and Public Urilities Commission guidance
of this state." The staff argues that although the Pay Board may
have approved wage increases in excess of 5.5 percent, such approval
did not authorize Pacific to raise its rates by the amount of the
increases as an offsetting factor. In additfon, the staff reduction
is based upon expected and obtainable productivity gains keeping in
wind the federal goals of bolding inflatiomary trends to a cost-of-
living {necrease of from 2-1/2 percent to 3 percent annually.

We see no reason to roll back wage Increases paid in 1972
and 1973 to 5.5 percent. The staff would bave us disallow $27.8
million of wage expense which Pacific was legally obligated to pay
and did pay to its employees in 1972, and $7.4 million paid in 1973.
The contract upon which these wage increases are based was entered
Into prior to any regulations limiting wage iIncreases, was exempt
from any limitations om wage increases, and the wages paid pursuant
to that contract bave been approved by the various federal and state
agencies to which they were submitted. There has"‘bee‘n“no change in
the law since Decision No. 79873, and there is no persuasive reason
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why Pacific should be prevented from recovering 1972 and 1973 wage
Increases arising from the same contract which was implemented in
Decision No. 79873.% In fact, since the wage offset decision, the
federal price comtrols have become less stringent, not more so.

To accede to the staff position would require us to
disallow some $35.2 million in wage expense which Pacific is lawfully
obligated to pay under a contract heretofore found acceptable by the
Commission: a contract,which violates no law, was approved by those
empowered to enforce federal guidelines, was entered into after
collective bargaining, and which raises no suspicion of imprudence
on the part of Pacific. . o

Finally, the Commission has consistently rejected the
staff position for a wage increase roll-back in those ‘cases where
the staff has advocated such a position. (See Contimental Telephone
Company of California, Decision No. 81896 dated September 25, 1973
in Application No. 52805, and Re Minjmum Rate Tariff 4-B (Case ,
No. 5330, Petitiom No. 72), Decision No. 82249 dated December 18, 1973.)
In passing we note that the staff bas not advocated this position
in all cases before the Commission even though many cases Involve
wage increaseg substantially in excess of 5.5 percent.

Looking at the question from another perspective, the
staff Is requesting that we implement anti-inflation measures by
prohibiting Pacific from passing on a wage increase, dollar-fox-
dollar, in price increases. In our view, in a general rate case the
anti-inflation measures that we adopt should be reflected. in rate of
Teturn; more specifically in return on equity. I

&/ The staff makes no mention of Decision No. 79873 in its argument
on this issue. : | o
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Pre~1973 Deferred Tax Reserve . _ o

Pacific asserts that its test year 1973 rate base should
include approximately $62 million of deferred tax reserve accrued
8s a result of certain income tax computations during the years
1970, 1971, and 1972. | |

To understand this adjustment one requires a knowledge of
recent cases of this Commission concerning Pacific and recent changes
In the tax law. In 1968 the Commission granted Pacific a rate
increase based upon test year 1967, with the increase to go into
effect In 1969. (Re Pacific Tel. & Tel. (1968) 69 CrUC 53.) At
the time of that rate case Pacific was paying its federal income tax
on the basis of straight-line deprecifatfion. It had dome so in 1967
and would do so in 1968 and 1969. However, the Commission fixed rates
on the basis of flow-through treatment of accelerated depreciation
for federal Income tax purposes. The impact of taking accelerated
depreciation on a flow-through basis for 1967 was only a $2';.9-‘;m111ion
reduction in total company tax expense, Pacific switched to.
accelerated depreciation for the year 1970, after the changes made
by the Tax Reform Act of 1969.2/ The next Pacific rate case where
the issue of federal income tax depreciation arose was in Application
No. 51774. In that proceeding, om a 1970 test year, the Commission's
first decision (No. 78851 dated Jume 22, 1971) fixed Pacific's rates
oo the basis of accelerated depreciation with normalization; that
decision was reversed by the Supreme Court of the State of Californis,
and on remand the Commission fixed Pacific's rates on the basis of |
accelerated depreciation with flow-through (Dec:(sioh No. 80347 dated
August 8, 1972). The 1972 decision had a 1970 test year.

3/ A detailed presentation of the Tax Reform Act of 1969 1is set

forth in the section of this opinfon dealing with accelerated
depreciation, - B
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Pacific reasons that when & utility is using normalization,
its federal income taxes are paid on the basis of accelerated tax
depreciation, but its rates are computed on the basis of straight-
line depreciation. The federal income tax that is deferred as a
result of the use of accelerated tax depreciation is, in turm,
transferred to a deferred tax reserve. The reserve, because it
represents an Interest-free loan to the utility from the United States
government, is deducted from rate base. The purpose of deducting
the reserve from the rate base is to pass the advantages of
accelerated tax depreciation to the utility's customexs. ‘

But Pacific claims fts sitvation is unique. It argues that
from the standpoint of Pacific's custowers, Pacific has been on
flow-through since December 1968. The custowers have not paid rates
computed on a basis of straight-line depreciation; they have paid
rates computed on the basis of accelerated tax depreciation and the
tax deferrals (if there turn out to be any) have been flowed through
in the form of reduced rates. Pacific asserts that there can be no
justification for the deduction of the deferred tax reserve from rate
base unless the cash flow to create that reserve was derived from
customer rates in the first place.

Pacific offers the following analogy: "If, for example,
PG&E were to receive permission from this Commission to switch from
flow-through to normalization, no one would contend that its rates -
should be determined prospectively by deducting from rate base &
hypothetical deferred tax reserve attributable to the ten years
during which it had been a flow-through utility and during which the
tax deferrals in their enmtirety bave been passed to PG&E's customers.
From the customers' standpoint, Pacific is in no different positiem.
It has been on flow-through rates simce 1969. In fixing rates for
the’ future there is no more basis for dedvcting the deferred tax
reserve attributable to 1970, 1971, or 1972 transactions than there
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is for deducting a hypothetical deferred tax reserve attributable to
transactions fn 1969. The customers have already received the full
amount of the deferred tax reserve in the form of flow-through rates.”

Pacific argues that because its rates to date have not
reflected accruals to the deferred tax reserve as an expense, all
plant which has been constructed in the period December 1968 to date
bas been constructed with invested capital. There can be no basis,
therefore, for deducting the approximately $62 million from Pacific's
rate base. ' |

The staff argues that no part of the $62 million resexrve
should be included in rate base. GSA supports the staff. Alternately,
the staff asserts that if any amount fs included in rate base |
because ‘of this adjustment it should be no more than approximately
$15 million; computed om the basis of about $2.9 million for 1969
(when the 1968 case rates went into effect) and slightly increased
amounts in 1970, 1571, and uvntil mid-1972 when new rates were set
on the 1970 test year, and for a further incressed amount for the
remainder of 1972 based on the mew rates.

Replying to Pacific's claim that the Commission'’s use of
flow-through in 1968 set Pacific's rates in concrete as far as '
treatment of Pacific's normalization reserve is concerned, GSA
answers that Pacific has based its request for additiomal revenue'
in this case on a claimed inadequacy in rates; ome reason for the
inadequacy being that the rates do mot reflect accruals to the
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deferred tax reserve. Presumably, GSA argues, Pacific would be
making this claim had its realized rate of return been either
10 percent or 4 percent on rate base. Had its rate of return been
4 percent, then the question would be whether in light of inadequate
earnings the deferred tax reserve should be deducted from rate
‘base. Had its rate of return been 10 percent, the question would
be whether in light of the more than adequate return, the reserve
for deferred taxes should be deducted from rate base, for while
earnings have been more than adequate, technically, there has been
no provision for a deferred tax reserve as the original rates were
not computed to allow for such a reserve. If the latter condition
had been the case, GSA feels that Pacific's position would be given
short-shrift. Nor should the first give longer pause. GSA argues
that consideration of the past tempts ome to disregard a cardimal
rule of ratemaking: rates are set for the future, without consider-
ation of the adequacy or inadequacy of earnings in the past; each
rate case is a new case and each rests upon its own facts. ,
Looking at the problem from another point of view, GSA
refers us to the testimony which has described the deferred tax
reserve as either an advance of capital from the ratepayers or an
interest-free loan from the Treasury. Pacific claims that this
tax reserve is an interest-free loan from the Treasury. In any
event, this reserve is not by any stretch of the imagination,
stockholder money, because but for the tax laws it would have been
paid in taxes. Again, citing hornmbook law, GSA asserts that a
utility is only entitled to earn on its investment devoted to public
service, and since the deferred tax reserve in no way can be considered
investor capital, it should be deducted from Pacific’s rate base in
its entirety. - o
Pacific disagrees with GSA's argument. Pacific argues
that ""GSA concedes neither the principal nor the amount, and has
missed the issue. The question is mot 'who should bemefit s-..the

-35...‘
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ratepayers or Pacific stockholders', The ratepayers have already
benefitted to the same extent as the customers of any flow-tbrough
utility. The question is whether some part of the deferred taxes
which were accrued while Pacific's rates remained on flow-t:hrough
should once again be flowed-through in the form of a rate base
deduction."”

We agree with GSA's argument. In our op:(.nion Pacific misses
the issue, The issue i3 not double flow-through, but is whether
this Commission is going to permit Pacific to earn a return om what
Pacific's own witnesses repeatedly testified was a loan from the
Treasury of the United States (which, by the way, this Commission
considers to be an advance of capital from the ratepayers; the effect
is the same) in violatfon of the basic principal of regulatory law
that investors earn a retwrn on their inveztment, not on interest-free
loans or advances from customers. In essence, Pacific asserts that
this Commission erred in 1968 when it fixed Pacific's rates on the
basis of accelerated depreciation with flow~-through rather than on
the basis of accelerated depreciation with normalization. Now
Pacific wishes the Commission to correct that error by eliminating
the normalization reserve. As pointed out by GSA we do not glve
added rates for the future to correct errors in the past anymore than

we would reduce rates for the future in order to take away excess
profits earned in the past .Q/ ‘

—

6/ Pacific fares no better if it admits we were correct in 1968 on
the flow-through issue because Pacific did not accede to our
order by paying income taxes on an accelerated depreciation basis
until the Tax Reform Act of 1969. It was then that the normal-\
ization reserve began to accrue, by oPeration of law :
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Pacific's amalogy to a putative PGSE situation.is mot
apposite for the reason that it does not take into consideration
the change in the tax law in 1969. The effect of the Tax Reform
Act of 1969 was to preclude this Commission from imputing
accelerated depreciation with flow-through to a company such as
Pacific which at the time of the Tax Reform Act was not taking
accelerated deprl‘aciation on its federal income tax return. When
Pacific decided to take accelerated depreciation it had no choice
but to normalize, to obey the law. That is the point when Pacific's
normalization reserve began and that is the point from which we
have computed the normalization reserve that we are deducting from
rate base. (See Appendix B, page 2, Reserve for Deferred Taxes.)
PG&E, because it had taken accelerated deprecilation prior to the
change in the tax law and because its rates were fixed on a flow=
through basis was not, and is not, faced with a situation comparable
to Pacific’'s.

Pension Expense
The .staff's estimate of Pacific's contribution to its

employees' pension plan in test year 1973 is $40 million less than
Pacific's est:{mt:e.
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Pacific described the operation of its pemsion plan through
the testimony of Mr. William Smith, a consulting actuary. Mr. Smith
has advised, among others, the State Deparcment of Buman Resources
Development, the California Public Employees' Retirement. Systﬂn»
the State Teachers®' Retirement System, Standard 01l of California,
and the Fireman's Fund. - '

Mr. Smith testified in substance as follows: Pacific
makes contributions to a pension fund and a death bemefit fund for
its employees. The comtriburifons are irrevocable and are paid
monthly by check to the banks which act as trustees for the pensiom
plans. The plans are funded by 2 method which actuaries call the
"remaining cost method.” This is one of several actuarial methods
of determining the rate at which contributions must be made to a
pension fund in order to assure that the fund will be adequate to
pay the pensions of both active and retired employees. The remaining
-cost method is used to develop a contribution rate, technically
called "an accrual rate." The accrual rate, which is recalculated
each year, is a pexcent (12.85 percent in 1973) which is then applied
against Pacific's actual payroll in the year, The resulting dollar
amount is contributed to the penmsion fund.

Under ‘the remaining cost method the accrual rate is
determined at the beginning of each year based upon estimates or
assumptions as to (1) the long-term rate of wage increases, (2) the
long-term average rate of earnings on the pemsion fund, (3) sexvice
retirement rates, (4) mortality rates, (5) disability retirement
rates, (6) separations rates, and (7) qualified benmeficiary ratios.

If all of the assumptions were completely accurate and
there were no improvements in pension benefits, the contributions to
the fund, plus the earnings on the pension fund, would be just
sufficient to pay the pensions of curremnt and retired employees and
the goal of the method would be achieved: To comtribute to the
pension fund a level pexcentage of basic payroll of current active
employees dm:ing the.ir working lives. '

-38-~
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However, the assumptions or estimates of such items as
future wage Increases or future earnings om the fumnd can never be
precisely accurate. Based on actual experienmce in each of the last
twenty years, Pacific's accrual rates, and hence its comtributions
to the fund, have been somewhat low, In addition, pension improve-
ments have caused increases in the accrual rate. When, as in Pacific’s
case, the assumptions are insufficient in a given year, the accrual
rate to be applied over the remaining lives of the existing employees
must be raised to fund the unanticipated increase in pension cost.

The accrual rate, in other words, is recalculated each year to xeflect
the effects of actual experience in the preceding year.

It is essential that the composite of the assumptions be
as accurate as possible. If there are large errors in the assumptions,
there will be large deficits In comtributions to the fund. If the
deficits are large emough and continue long enough, or if the _
assumptions are deliberately manipulated to produce an umnrealistically
low accrual rate and hemce an unrealistically low comtribution, the
fund could eventually fall short of the amomt necessary to pay
rensions.

Because pensions are based on the last five years of an
employee's career, an assumption or estimate for future wage level
increases is an essential part of any final salary plamn if contrif'
butions are to be adequate to pay employee pensions. If the
development of the accrual rate is based on the hypothetical assumption
that wage levels will not increase, and there are wage level increases
over the working life of the employee, his pemsion will be greater
than assumed and the fund will be inadequate.

In earlier years, the wage increase assumption in Pac:’.fic s
pension plan, like that in many plans, was implicit instead of
being separateli stated. Wage level increases were offset by
deliberately underestimating the assumed long-term earnings of the
fund. This has the effect of imcreasing the accrual rate to take

~39=
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account of wage level increases. The purpose of using an implicit
assumption was to prevent the labor unions representing Pacific's
employees from seizing upon Pacific's wage level assumption as a
floor in future collective bargaining demands. Many companies do
likewise and for the same reason.

However, in Decision No. 80347, although ‘the Comission |
affixmed the reasonablemess of Pacific's accrual rate for 1970, it
directed Pacific to make all of its estimates and assumptions explicit.
In other words, Decision No. 80347 foreclosed Pacific from continuing
to account for wage level increases by making offsetting reductions
in the assumed rate of interest on the fund. Instead, the Commission
required that each estimate be set forth separately. Pacific
responded to the Commission's decision by stating each assumption
separately. The 3-1/2 percent wage level increase assumption was
stated explicitly, and the interest assumption was increased from
3-1/2 percent to a realistic level of S percent.

Mr. Smith concluded that because Pacific bhad merely made
explicit the assumptions which had previously been implicit, the
separate statement of the assumption for future wage level increases
and for future earnings on the fund did not materially affect the
overall accrual rate and did pot result in contributioms to the
fund or pension expense greater than would have resulted using the
old assumptions. In fact, if the pemsion plan experience is
recomputed for the years 1962 through 1971 using a 3-1/2 percent
wage level assumption and a 5 percent interest assmnption in place of
the prior assumptions, the resulting shortfall is substantially
unchanged. «

The staff's estimate of pension expense is approximately
$40 million less than Pacific's as a result of the staff's deletion
of Pacific's assumption that future wages would imcrease by 3-1/2
percent a yeax. Both the staff’s and Pacific's estimates reflect the
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same accrual assumptions for pension fund earnings and for future
wage increases because of progression and promotion. The staff agrees
with Pacific's 5 percent interest assumption for test year 1973, and
recognizes that the interest assumption is based on comsideratioms
different from those of a possible wage increase assumption.

The staff's recommended disallowance is based upon & study
made by the staff which, in the staff's opinion, shows that for a
long period of time changes in pension plan provisions make up for
more than the deficit in accruals to the pension plan. Wage level
increases are not the cause of the deficit. Therefore, no wage
level assumption i3 needed. In addition, the staff witmess,
Mr. John Quinley, said that the utility's use of a 3-1/2 percent
annual wage increase assumption duplicates to some extent wage
Increases reflected in accruable payrolls. The accrual rates used
in determining 1973 test year accruals reflect a 3-1/2 percent
wage Increase in 1972 and a 3-1/2 percent wage increase in 1973.
The accruable payroll estimated by the company for 1973 reflects
approximately 15 pexcent in wage increases during the years 1972
and 1973; while a2 measurement of the extent of duplication could not
be obtained, it is clear that duplication exists. In summary, the
staff position fs that any deficlencies in Pacific's pension plans
were caused by changes in the pemsiom plan provisions, that yearly
predicticas of pension plan cost based on the remaining cost method
will make up for any deficits, and that there is no need for a wage
increase assumption.

On cross-examination, the staff witness admitted' that
Pacific's accrual rate has been too low in the majority of years
since 1957; that Pacific bas experienced continuing actuarial losses;
that Pacific's contributions to the fund have been too small for
almost every year of the last decade; that the fund has experienced
a deficit In aceruals; that if his method had been used in earlier
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years the pension contributions in those years would have been even
less; and that if wage increases are not taken into account the
pension plan will suffer adverse experience.

In response to the staff witnmess's argument that '‘one
reason alone, changes in pension plan provisions, makes up for more
than the deficit. Wage level increases are not the cause of the
deflcit", Pacific states "Mr. Quinley was right, but the reason for
the absence of substantial losses as a result of wage increases in
earlier years was so obvious that Mr. Quinley apparently could not

see it. There were no substantial losses from wage level increases
in earlier years because Pacific has always had an implicit wage

increase assumption in the form of a low interest assumption. To
eliminate that assumption starting in 1973, as Mr. Quinley proposes,
would be to condemm the plan to ever-increasing mderaccruals.’_'

In our opinion, Pacific’s assumptions are proper, its
reasoning clear, and its estimate reasonable. We canpot understand
the staff’s position. In this case all Pacific is doing is following
our direction in Decision No. 80347 where we said:

"Pacific, in determining its accrual, assumes no

future changes in the plan nor in wage levels.

This would result in serious deficiencies if some

means were not used to cover such contingencies. The
assumption by Pacific of a low Interest rate on the
fund’s earnings tends to provide for such contingencies,
although for the past twenty years even this expedient
has not proven sufficient to avoid deficiencies.

For example, in Decision No. 74917, the Commission
disallowed a portion of the accrual used by Pacific.
Pacific continuved to pay more into the pemsion fund than
bad been allowed as an operating expense. Despite

this, the reserve has continued to be deficient.

"In the current proceeding, the staff contends that
each of the factors which go toward determining
pension fund aceruals should be evaluated

as accurately as possible rather than to have
offsetting infirmities cancel out to a reasonable

end result. We agree and in future proceedings will
expect Pacific to present its support for the pension

42~
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accrual rate on the basis of more realistic interest

rate assumptions and separately stated cont:ingency

provisions." (Page 24.)

In prior rate proceedings the wage increase assumption in
Pacific's pension plan was implicit instead of being separately
stated. Wage level increases were offset by deliberately wumder-
estimating the assumed long-term earnings on the fund. This had the
effect of increasing the accrual rate to take account of wage level
increases. Following our directioms in Decision No. 80347, Pacific
increased its interest assumption from 3-1/2 percent to a realistic
5 pexcent. It also explicitly stated its wage level increase
assumption at 3-1/2 percent. Because Pacific has merely made explicit
the assumptions which had previously been implicit, the separate
statement of the assumption for future wage level increases and for
future earnings on the fund does not materially affect the overall
accrual rate and does not result in comtributions to the fund or
pension expense greater than would result from using only the old
3-1/2 percent interest assumption. Pacific's use of a 3-1/2 percent
wage level assumption is based upon the fact that Pacific's wage ' .
level increases have substantially exceeded 3-1/2 percent a year for.
recent years. The 3-1/2 percent wage level increase assumption is
reasonable. - | | . |
Advertising Expense

The staff recomrends that approximately $3 1 million of
Pacific's $6.9 million advertising expense budget for 1973 be dis-

allowed, as follows:
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Stelf Pr sed'.f- L
'Util'!.ty:_‘ ~ tDise o2 :

Ac. Advertising , : : S (Dolla.‘rs in Cmo d.s

A. Major Cam ‘ S
Mass Media : : , ' o
Directory Assistance , % 562 $ - % 562 -
Dial Direct 1,002 1,012 - 1,012
Dial 1", Loz Angeles. 63  ue3 - R o
Business Marketing . e
Instructional - Gemeral 23 - a3
- Minority 158 158
Subtotal 2408 SR
Bell System 1V | 545 - el b5
Regions — Newspapers and Periodicals 61 — L :
Total — Mass Media - B2 2 — 803 2
Non-Mass Media ) L :
Nonthly Bill Inserts 25 E -
Optional Residence Toll Service (ORIS) 99 =
Disneyland Exhibit 3%, - 3%
Total — Major Campa.igns - 3,891 o

B. Other Advartisigg : ‘
Booklets, Leaflets, & Other Bill Inserts 247 2.'L7'
Exhibits, Posters, & Window Displays 150
Motdon Pictures 51 ‘ Px
Other Advertising (Directory Fillers, o

Special Usage Promotion, & Fairs) 90 90.
Salarfes (Regular $385, Disneyland $212) 597 2z
Other Expenses (House Service & Travel) 200 : _ =

Subtotal - Other Advertising = 1,345 5 760,
Total Ac. 642, Adwrtisin.g 5,86 3,317 1,99

Other Accounts _ o | " |

C. hc. 132, Prepaid Directory Advmiaing* L475 - Lme 4,

anloymmt (Varfous Accounts) 153 153 -

E. Ac. 664, Legal - A7 17 =

o Total - A1l accounts 6,881 3, l.87 3,090

¥* Classified directory advertising eocpcnditurcs are included :in
Ac. 132, Prepaid Directory Advertising, until charged off to -
Ac. 6&9, Directory Expenses. The uwtility estimated 1972
Ac. 132 charge of $1,171,000 is used as a disallowance to 1973-
estimated commercial expenses.

=loly=
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Pacific's Evidence _ .
Pacific's witness testified that Pacific itself was
reducing its $6.9 million advertising budget by $505,000 in test
year 1973 foxr ratemaking purposes because this sum was not directly,
immediately, and significautly beneficial to the company and its
customers. Of the remaining advertising expense, the witness

testified that Pacific's advertising for 1973 would fall into three
majqr areass:

(1) TInstructional Informative Advertising.

This advertising has five major purposes. They are
directory assistance, the use of DDD and area codes,
the use of directory inmstruction pages, emergency

call procedures, and the introduction of dialing
changes and numbering plan conversions. This category
of advertising also includes advertising dealing with
malicious, obscene, or barassing telephone calls, the.
explanation of repair sexrvice, the explanation of means
by which bil disputes may be resolved, and
advertising designed to avoid damage to Pacific’s
facilities.

Advertising Designed to Increase Pacific's Revenues.

This advertising is designed to promote those services
which are more profitable and hence sexrve to subsidize
basic exchange rates. This advertising is esseantial in
ordex that Pacific may continue successfully to compete
for the provision of services which, iIf they were lost
to competition, would diminish the subsidy of basic
exchange rates and force an increase in those rates.

Advertising for Recruitment Purposes.

This advertising category costs $153,000. Over the

four years en 1971, Pacific employed an average of

almost 24,000 employees each year. It is necessary

to advertise to attract those employees. |

The witness testified that in 1973 Pacific's advertising
expense will amount to only .26 percent of operating revenues,
the smallest proportion of advertising expense to operating revenues
in the last decade. Tuo absolute dollars, Pacific's 1973 adv.e:tﬁins |
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expense {s less than the $11.5 million which received both Commission
and court approval in 1972, (City of Los Angeles v PUC (1972) 7 C
3d 331.) The witness testified that this reduction in advertising
expense is in the face of newspaper advertising rates which are
increasing at approximately 3 percent a year and television rates
which are increasing by as much as 16 percent 2 year.

Regarding advertising to promote Yellow Page sales, the
witness testified that this expense was just over $1 million whereas
the revenues received from Yellow Page advertisers were approximately
$112 million. If Yellow Page advertising were to diminish, the
lost reverues would have to be retrieved from other services,
including basic telephone rates. The witness estimated that if
Pacific were to terminate the promotion of the Yellow Page directory
advertising, revenues would imrediately drop by an amount in excess
of $10 million. Regarding Pacific's advertising at Dismeyland, the
witness testified that in his opinion the Dismeyland exhibit was an
informative exbibit which gave instruction on how to use the tele-
pbone, especially to young telephone users.

Pacific's 1973 test year advertising expense will be
about one-half the $11.5 million advertising expense which was
allowed by the Comission in Decisions Nos. 78851 and 80347. Finally,
Pacific points out that its 1973 advertising expense is barely
one-third of the 0.75 percent of operating revenue guideline which

was laid down for Pacific in Re Pac:[ff.c Telephone Co. (1954) 53 Cruc
275, 279. |

The Staff's Evidence

The staff recommends that advertising expenses be allowed
only if Pacific can demomstrate that its advertising Is necessary
for the continuing operation of the utility (such as to advertise
job openings), that its advertising is required by law or by order of
a regulatory authority, or that its expenditures for advertising
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produce substantial benefits for the ratepayers. There is no dispute
over advertising that is necessary for the continuing operation of
the utility or the advertising that is required by law,

To determine whether advertising tbat falls within the
third category produces substantial bemefits for the ratepayers,

the staff developed the following criteria:
"'Substantial benefits to the ratepayers' are assumed to
include:

L4]

a. Substantial savings to the ratepayer.

"b. Substantisl reduction of expenses to the
utility resulting in lower revenmue
requirements.

Promotion of safety in the home and to
the family.

Announcenent and instructions relative
to new telephone procedures.

Safeﬁarding utility property to assure
cont d service.

Good telephone usage.

Instructions as to procedures in case of -

emergencies, misdialed toll calls, disputed

bills, obscene phone calls, telephone-out-
f-service ete.

"h. Distribution of calling which tends to
lessen the busy hour loads and thereby
Increase efficiency of system.'

On the other hand, advertising considered not to be of
substantial benefit to ratepayers was assumed to include, among
others: .

"a. Advertising products and services, the
availability of which is common knowledge.

"b. Institutiomal advertising - selling the use

of telephones versus other methods of
coommmication.

The provision for shows and entertaimnent
which are localized.
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"d. Corporate image-building.

11)

e. Advertising designed for the convenience
of special groups, conventions, etc.

"f£. Advertising products and services.which
are beyond the means of the avexage ratepayer.
"

g. Routine insertion of advertising in local
papers with messages inserted by local
business offices.

“h. Advertising simply to stimulate revenues
when such revenues are already assured by"
the popularity of the service or product.

The staff criteria were devised in response to recent
Comnission criticism of advertising expenditures by utilities, and
bave resulted in 2 declining trend of such expenditures by California
utilities and by disallowances of advertising expenses in rate
proceedings. (See Re Southern California Edison Co., Decision
No. 81919 dated September 25, 1973 in Application No. 53488;

Re Pacific Gas _and Electric Co. (1971) 72 CPUC 282, 302; Re Gemeral
Telephone Co. (1971) 72 CPUC 652, 673; Re Southern California Edisom
Co. (1971) 71 CPUC 724, 752.) In addition the staff was influenced
by the California Assembly House Resolution No. 56 adopted May 30,
1972, which states in part: .
"Resolved by the Assembly of the State of California,

That the Public Utilities Commission is urged to

continue its strict regulation of advertising by

public utilities and particularly that the commission

include explicit findings on advertising in its
decision in every major rate case; and be it further

"Resolved, That the commission is urged to continue the
dovnward pressure evident in recent cases on the
overall level of advertising expenditures by public
ut{lities; and be it further

"Resolved, That the commission Is urged to adopt

the following guideline in its examination o
individual advertising campaigns and to set strict
standards in {ts interpretation of the guidiline (sic);
that advertising expenditures shall be allowed only
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if it is demonstrated, with the burden of demonstration
on the public utility, that such expenditures produce
ﬁsgzgantial benefits for the ratepayers; and be it

er .

"Resolved, That in its regulation of the advertising
expenditures of public utilities the commission
attempt to develop explicit guidelines and a
consistent body of precedents on what constitutes
& reasonmable level of advertising expenditures and
what constitutes advertising of substantial benmefit
to the ratepayers.

"Resolution read, and referred by the Speaker
pro Tempore to the Committee on Rules.'

Discussion _

The need for much of Pacific's advertising program is
obvious. It is important that Pacific tell its customers how to
use the telephone system. Improper use of the system overloads
equipment, causes additiomal burdens on telephone operators and
other personnel, requires added employees, causes ratepayers to
overlook many of the benefits of modern telephony, and causes
frustration in the ratepayer who cammot understand why 2 simple
telephone call camnot be put through without problems. What is
less understood is that advertising gemerates income to the company
which is used to offset losses on those services which are rendered.
below cost, such as residential flat rate and lifeline service.
The losses in these services are made up from profits on the remainder
of the system. To the extent that advertising will increase revenues
on other portions of the system, basic flat rate residence sexrvice
and 1lifeline service will be priced so that millions can afford it.
Although the staff criteria for dei:emining the proper allowance
to be accorded advertising expenses have wmerit, we must be careful
when applying them to Individual items of expense to considef _the |
many kinds of telephome users and the uses, both good and bad, to
which telephones are put. - 7 R
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As we look at advertising, the key factor is whether a
particular advertisement is institutional advertising and goodwill,
to be paid for by the owners of the utility, or whether it benefits
the ratepayers, whereby it should be an expense for ratemaking
purposes. And since all advertising which has Pacific's name on
it 1s to some extent institutional and promotes goodwill, we must
assure ourselves that, even though advertising is directed to
Informing customers of services and assisting customers, it is not
used to such an extent that its promotion of goodwill obscures its
promotion of ratepayer benefits.

We applaud Pacific's pruning of its advertising budget
in couformity with prior Commission decisions » staff criteria,
and legislative policy. Pacific's advertising budget of .26 percent
of operating revenues is reasonable, but, nevertheless, we have
disallowed some advertising expense as more properly belonging within
the ambit of shareholder responsibility.

In only one aspect was Pacific criticized for failu:r:e
to advertise, and that concerned its lifelinme telephone service.
This service is ome party, 30-message residence service, at $2.25
2 month. It is offered in most metropolitan areas. The service is
tailored to meet the needs of persoms on limited income, especially
the elderly, but anycme may subscribe where offered. The omnly
limitation is that it can be the only service on the premises.
Concern for lifeline service occupied the majority of time used by
public witnesses in testimony in this case. They came by the
busload to testify. Their theme was constant: keep the rates low
and advertise the service. We are sympathetic to the plight of
low-income elderly persons and will keep a low, subsidized rate in
effect, and we will order Pacific to advertise its 1ife11ne sexvice
in appropriate media to inform those for whom it was especially
designed.

We will discuss separately each item of advertising which
has been recommended to be disallowed.
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Business Marketing - $197.000 Recommended Disallowance

Pacific argues that this item is made up of advertising
directed to businessmen primarily in relation to services for which .
Pacific is in direct competition with at least 26 of the manufacturers.
The services involve business commmication equipment such as PBX

equipment. At least ome competitor of Pacific presented evidence

- which showed the highly competitive nature of this kind of service.
The staff disallowed this item of advertisement with the statement
that "It is believed that any businessman having need of complicated
commmication facilities is aware of and will make use of commmi~
cation conmsultation service offered by the utility witbout being
reminded by advertisements". The Coumission does not share this
belief; we will allow the $197,000 of business marketing advertising
expense.
Bell System TV - $545,000 Recommended Disallowance

Of this $545,000 disallowance Pacific agrees that $440,000
i{s well taken. Pacific argues that the $105,000 balance is actually |
nationwide business marketing expense similar to that discussed
above. Although we have no doubt that sowe of this money is .
beneficisl to sales, we are of the opinion that this entire
category of Bell System TV is used to emhance the gemeral corporate
image of the Bell System and therefore properly belomgs within the
expenses that the shareholders should bear, just as charitable
contributions do.

§ion3 Newspapers and Periodicals -
2000 Recommended Disallowance

The staff disallowance is based opon t:he following statement
In the staff's Exhibit 69. "The utility provided three samples of
newspaper ads prepared in 1972 witk subjects, '"What to do In case of

fire', 'How to deal with an obscene phone call’, and 'Mak:{.ng better
use of information in the pbone book'.
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"Ihe utility has not adequately identified this budget
item either as to content or purpose. It is recommended that it
be disallowed.” :

In our opinion it would be difficult to imagine to what
better purpose telephone advertising could be put than the three
examples cited above. We will allow the item but with the under-
standing that advertisements such as these not only are bemeficial
to the ratepayer, as well as to all citizens, but also enhance
Pacific's image. If the advertising expense becomes too large, we
will question the primary purpose of Pacific.

Disnevland Exhibit - $356,000 Recommended Disallowance

Of the $356,000 Pacific agrees that $119,000 should be
disallowed. The balance, Pacific asserts, is devoted to educational
and instructional material at the Disneyland Exhibit. We are
familiar with the Dismeyland Exhibit and agree that there is
educational and instructional material presented at that exhibit.
Although the exhibit is presented primarily to enhance the corporate
image of Pacific and the Bell System, the educational and instructional
material have substance, but not to the degree advocated by Pacific.
Therefore, $100,000 will be allowed.

Other Advertising - $760,000 Recommended Disallowance

There are six categories in Other Advertising, and we will
consider them as ome. Of the $760,000, Pacific agrees that $25,000
should be disallowed. Of the balance, $212,000 is related to
salaries paid at the Disneyland Exhibit; of this amount we will
allow 390,000 in keeping with our holding on the educational and
instructicnal material.

The reason the staff g:tves for disallowance of the other
items appears to be that the utility has not shown the nature or
amount of advertising to be purchased with these budgeted agounts.’
We do not expect the utility to give us a dollar -by-dollar account |
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of each ad, nor do we expect the utilfity to prav:[de us with copies
of every ad they will use in the course of a year. There is a limit
to the amount of detail that can be presented Iin any one rate case.
Bowever, Pacific’s witness on the subject of advertising testified
in detail that the categories in question were devoted principally
to advertising that assists the customer in the use of the telephoue.
As an example, the staff would disallow advertising
expenditures designed to advertise telephone devices and procedures
that would be of assistance to handicapped and blind people in
the use of the telephone. The basis of the staff disallowance is
"people so handicapped will either have assistance or would have
discovered such devices; and if they are blind, I doubt 1if they
would be reading advertising'. Again we disagree with the staff.
Such advertising by Pacific is not only permissible, but if Pacific
did not so advertise we would order them to do so. Other thav the
$25,000 item agreed to by Pacific and $122,000 for Dismeyland

salaries, we will allow all other advertising expenses in Other
Advertising.. '

Yellow Page Advertising - $1, 171,000
Recommended Disallowance

The staff disallowance is based primarily on the belief
"that advertising is not required to comvince advertisers of the
value of using the Yellow Pages to advertise products and services,
that there is no indication that less revenue would be received _
from Yellow Page advertising if all efforts to sell that advertising
were discontinued, and that revenues from directory advertising are
based not so much on the cost but more on the value of such advertis‘ing'ti‘;:,;g‘,; ‘
to the advertisers. In 1972 the urility received revemues of .- il
$111,850,173 from directory advertising and sales, while d:b:ectory
expenses amounted to $51, 276 029"
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Pacific's witness on this subject testified that Yellow
Page advertising was a mecessity. That the fact that it derived
$112,000,000 in revenues with only $51,000,000 In expenses shows
that Yellow Page revenues support the loss in revenue In such services
as residentizl flat rate and lifeline. BHe testified that if
Pacific were to eliminate Yellow Page advertising there would be a
substantial loss in Yellow Page revenues. :

The staff position is without merit .-7-/ The evidence is
clear that Pacific's directory advertiéing costs relate directly
to revenues from Yellow Page advertisers. If directory advertising
was eliminated, Yellow Page revenues would drop substantially, |
more than the advertising costs saved. Perhaps the problem here is
that the staff is looking at this advertising under the category of
commercial expenses when, instead, they should be cbusider:’.ngw this
item as part of directory expenses. e |

7/ However, we are accepting the staff estimate that only $1, 171,000

will be expensed by Pacific for Yellow Page advertising in
test year 1973. ‘ , .
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Accelerated Tax Depreciation

The present proceedings on the Issue of accelerated tax
depreciation are a direct result of an earlier order of this
Comission In November 1570 (Re Pacific Tel, & Tel. Co. (1970)

71 CPUC 590), which authorized Pacific to normalize accelerated tax
depreciation, and the California Supreme Court's decision in City
and County of San Framcisco v PUC (1971) 6 C 3d 119, ammulling the
Commission's order. The Supreme Court stated:

"For fallure to comsider lawful alterpatives in cal-
culation of federal income tax expense, the decisicnm
of the commission must be amnulled. . . . Upon
further consideration the commission should comsider
whether to adhere to the 1968 method of dete
federal Income tax expense and whether to adopt the
accelerated depreciation and normalization method
adopted by the decision before us. . . . The
commdssion may also consider alternative approaches which
Strike a balance between these two extremes.

---although the method open to the nontelephomne
utilities is not open to Pacific, the commission is
not compelled to adopt one of the two extremes set
forth above but may adopt a compromise striking a
PIoper balance between the interests of the ratepayers
and Paciffc In the light of current federal income
tax statutes,”" (6 C at 130.)

The normalization order smnulled by the Supreme Court had
been made as an Interim order in Pacific's gemeral rate increase
Application No. 51774. Prior to the decision of the Supreme Court
the Comuission issued Decision No. 78851 dated June 22, 1971 in
Application No. 51774 which Increased Pacificls rates by some
$143,000,000. That decision was also amnulled by the California

Supreme Court (City of Los Angeles v PUC (1972) 7 C 34 331} .part}y_
because the Comnission had computed Pacific's taxes on the basis of

normalization. o e
After the decision annulling our normalization order, we
reopened the proceedings in Application No. 51774 for the purpose
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of considering the various methods of accounting for tax depreciation.
On Jamary 5, 1973 the reopened proceedings on accelerated tax
depreciation were comsolidated with this current rate application.
More than 19 days of hearing were devoted to the issue of accelerated
tax. depreciation,

In 1954 Congress emacted Section 167 of the Interml Revenue
Code. That section gave taxpayers the right to elect between the
straight-line method of depreciation and certain accelerated methods
of depreciation for tax deduction purposes. Shortly after enactment
of Section 167, a controversy arose over the appropriate ratemaking
treatment for the tax deferrals resulting from the election of
accelerated tax depreciation by public utilities. Basically.
two ratemaking methods were advenced for the treatment of the tax
deferrals. Under the first method, flew-through, the tax deferrals
would be "flowed-through" to the utilities’ met fncome. Under

the second method, normalization, the tax deferrals would be credited
to a reserve for deferred taxes and, ia most: :Lnstances, that

reserve would be deducted from the utilities! rate base In setting
rates.

In California several utilitles elected accelerated
depreciation. Some utilities elected flow-through and others, such
as PGSE and Southern California Edison, elected to normalize. In
1958 this Commission instituted an Investigation into the subject
of the appropriate ratemaking treatment for accelerated tax depreciationm.
In that investigation the Commission determined that if a utility
under 1ts jurisdiction elected accelerated tax depreciation, it must
also use the flow-through method for ratemaking. (Rate-fixing
Ireatment for Accelerated Amortizatiom (1960) 57 CPUC 598.)  The
initial decision of whether to elect straight-line deprecilation or

accelerated depreciation was, ‘however, left to the discretion of
utility management. | |
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Pacific continued to file its tax return using straight:-
line depreciation. In 1967 Pacific filed for a rate increase with
its taxes computed on a straight-line basis. In our decision we
found that a true tax saving would result from Pacific's use of
sccelerated depreciation, and we computed Pacific's income tax
expense for the test year om the basis of the use of accelerated
depreciation beginning with plent additions in the test year, and
flowed the tax deferrals through to net income. (Re Paciffc Tel. &
Tel. Co. (1968) 69 CPUC 53, 61-64.) |

Following the Commission's decision in 1968, Pacific had
until September 1969 before filing its tax return for the tax year
1968, and making en election with respect to its method of depre-
clation. During this same time Congress was giving active consider-
ation to drastic alteration or even complete withdrawal of the
accelerated depreciation option as to utilities.

On December 30, 1969 Section 441 of the Tax Reform Act
of 1969 became law. Section 441 declared that utilities such as
Pacific vhich had been straight-line taxpayers prior to August 30 >
1969 would not be allowed to take accelerated depreciation unless
noxmalization was used to reflect coperating results in the company's
regulated books of account and for establishing the company's cost
of service for ratemaking purposes. Pacific did not, prior to
August 30, 1969, elect to take accelerated depreciation. After
August 30, 1969 Pacific did so elect. '

At the bearing in this application five methods of
accounting for depreclation were presented: (1) straight-line,

(2) accelerated depreciatiom with normalization, (3) accelerated
depreciation with flow-through, (4) accelerated depreciation with
normalization on a "pro forma' basis, amd (5) an automatic adjustment
clause. The first three altermatives are conventional and need no
furtber definition. Pro forma normslization utilizes an estimated
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tax reserve for some point in the future. The rationale and method
for determining the pro forma normalization reserve were described
by the staff expert as follows:

"Inasmuch as rates cam be set only for the future, it
1s necessary to look beyond the test year to anticipate
extraordinary changes in costs which are not to be
accompanied by compensurate changes in revenues. As
can be seen (in Exhibit 32) the rapid growth rate in
the deferred tax reserve following the first year of
normalization far exceeds in magnitude and character
the growth rate anticipated for revenues, expenses, or
rate base. While Pacific's revenues, expenses, and .
Xate base may be expected to increase in a range of

5> to 10 percent per year, the end of year deferred tax
reserve increases over the 1970 end of year reserxve

by approximately 400 percent in 1971; 850 percent in
19725 1,500 percent in 1973; and 2,300 percent In 1974.
Accordingly, the use of a future year deferred tax
reserve is more nearly representative of conditions
anticipated for future years than the initisl year
effect of the test year 1970.

"A similar analysis relative to test year 1973 shows
deferred tax reserve Increases of 150 percent in 1974;
200 percent in 1975; 280 percent in 1976; and 360
percent in 1977. Selection of & future period during
which rates established in this proceeding can be con-
sidered to have been in effect requires some informed

udgment., I have chosen five years as a typical span
of years over which rates may be in effect. I consider
that rates may become effective early in the year
following the test year emd that an approximate weighted
avergge of the deferred tax reserve over a five-year
reriod is the reserve at the end of the third year.
This means reflecting the reserve at the end of year
1973 4n a 1970 test year or reflecting the reserve at
the end of the year 1976 in a 1973 test year.

"The use of a pro forma deferred tax reserve has am
adjusting feature which can be applied in future rate
proceedings. Should a gemeral rate proceeding occur
during or after the od assumed for the pro forms -
tax reserve, the ensuing rates can be developed in
accordance with any underacerual or overaccrual of
the reserve." _ ,
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The automatic adjustwment clause method is comparable to the
fuel or purchased gas adjustment clauses found in electric or gas
company tariffs. If adopted, it would cause an sutomatic reduction in
Pacific's rates each year. Pacific's rates would be reduced by the
revenue requirement difference between the deferred tax reserve in
the test period and the estimated reserve for the coming year.

We have considered the alternative of using straight-line
depreciation accounting for tax purposes and reject it; no party
advocated this method. Noxr will we consider further the automatic
adjustment clause. This method was proposed with the understanding
that the Commission would comsider it only if Pacific consented to
its imposition; Pacific has not comsented.

In our opinion we are precluded, as a practical matter,
from Imputing accelerated depreciation with flow-through to Pacific.
Although the tax statutes seem to be very carefully drawn to avoid
limiting the Commission's power, our interpretation of the applicable
statutes is that if we were to impute flow-through to Pacific, the
United States Treasury would assess taxes against Pacific on the
basis of strafight-line depreciation. Such 2 result would be a -
financial disaster to Pacific and would csuse a substantial deterior-
ation of service within a few years,

Section 167(1) of the Internal Revemue Code, as amended
by Sectiomn 441 of the Tax Reform Act of 1969, makes it clear that
Pacific camnot elect accelerated depreciation for tax purposes if
flow-tbrough 1is used to establish the Company's "cost of service
for ratemaking purposes” (I.R.C. 1954, § 167(1)(3)(C)(1)). As to
post-1969 property, i.e., property which became public utility
property after December 31, 1969, Pacific may elect accelerated |
depreciation only if a normalization method of accounting is used. The

phrase "normalization wmethod of accounting” is defined in qubsect:f.on
(3)(6) of Section 167(L):




A, 53587 et al. 1lmm

"(6) NORMALIZATION METHOD OF ACCOUNTING ~
In order to use a normalization method of
accounting with respect to any public utility
propexty -

"(1) the taxpayer must use the same method of depre-
clation to compute both its tax expense and its
depreciation expense for purposes of establishing
its cost of service for ratemaking purposes and
for reflecting operating results in its regulated
books of accoumnt, and

if, to compute its allowance for depreciation
under this section, it uses a method of depre-
clation other than the method it used for the
puxposes described in clause (i), the t yer
must make adjustments to a reserve to reflect
the deferral of taxes resulting from the use of
such different methods of depreciation."”

In FPC v Memphis Light., Gas & Water Div. (1973). 411 TS 458, 3_6
L ed 2d 426, the United States Supreme Court explained the optiomsavail-
able to regulated utilitfes following the Tax Reform Act of 1969:

"With respect to post=1969 propertgj a utility may use

€H) straﬁht-line depreciation, accelerated depre-
ciation with normalization, or (3) accelerated depre-

clation with flow-through if the utility used flow-

throuﬁh rior to August, 1369 (8 _137(;::5%275- In

addition, undex § 167 (1)(4)(A), & utility may elect

to abandon accelerated depreciation with flow-'through

with respect to post-1969 e ion property.'

(411 US 463, emphasis added.

Pacific did not, prior to August 1969, elect accelerated
deprecilation with flow-through, and if Pacific's rates are established
on that basis, it will lose its eligibility to use accelerated
depreciation (Memphis Light, Gas & Water Div. v Federal Power' Com'n_
(OC Cir 1972) 462 ¥ 2a 853, 857). The Califormia Supreme Court inm
its decision anmulling Decision No. 77984 recognized that flow-through
1s no longer available to Pacific (City and County of San Francisco v
POC (1971) 6 C 3d 119, 124-125). The Court concluded that “the
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option to switch to accelerated depreciation and flow-?th.rough has
been terminated", and that "the method open to the nontelephone
utilities is not opemn to Pacific" (6 C 3d 119, 130). o
Pacific characterizes its bemefit from normalization as an
"interest-free loan from the Treasury”’; the ratepayers' bemefit by
baving the normalization reserve subtracted from rate base thereby
obtaining lower rates. The staff asserts that if the Commission
does pot wish to impute flow-through to Pacific, then the Commission
should utilize the staff formuls for pro forme normalization in
determining Pacific's deferred tax reserve. All parties other than
Pacific support the staff. Pacific asserts that if pro forma normal-
1zation is used to compute the reserve for deferred taxes, then the
Treasury will find that pro forma normalization is not permitred by
statute and will tax Pacific on the basis.of straight-1line depreciation.
The staff argues that nothing in the Internal Revenue
Code prohibits the use of pro forms normalfzation. Subsection 167Q1)
(3)(G) of the Code directs itself to methods of depreciation prescribed
to compute depreciation expense and tax expense as elements of cost
of service for ratemaking. It is silent on rate base and says nothing
on the treatment of the tax reserve. Furthermore, the staff argues
that Pacific's regulated books of account are already based om
estimates. The estimated tax reserve would simply be one more
estimate., The Pro forma treatment was recently used by the State of
Washington Commission in a rate case {avolving a Bell Telephone
company. (Washington Utilities and Transportation Commission v
Pacific Northwest Bell Telephone Company (1971) 93 PUR 3d 275.)
GSA argues that while Comgress legislated regarding the
cost of service aspects of deferred taxes to prevent tax losses, it
did not legislate regarding the rate base treatment to be accorded:
the deferred tax resexve. It did nmot do so, GSA argues, because
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legislation regarding rate base treatment would not only be a direct
interference with state commissions but would open up a multitude
of complications in light of the various methods of computing rate
base in different regulatory jurisdictioms. Finally, GSA points
out that there are a number of rate base adjustments, all of which
affect revenue, and which might cause an overzealous Treasury
official to assume that by making these adjustments the Commission
was doing indirectly what it could not do directly, that is, flow
through part of the accelerated tax saving. The Western Electric
adjustment might be so classified. Other adjustments to rate base
made in this proceeding have been adjustments for pay TV and
telephone plant acquisitions. Because of these rate base
adjustments GSA argues that Congress, when it used the phrase

"cost of service", was distinguishing between cost of serv:lce and
rate base,

Pacific argues that to create a hypothetical reserve for

ratemaldng purposes using scme other, larger amount which is not

"the deferral of taxes resulting from the use of...different methods
of depreciation”, in order to cut the revemue requirement below the
normalization level, would directly contravenme the plain terms of
the statute and would jeopardize eligibility. Pacific argues that
those who would claim that cost of sexvice excludes rate base are
making assertions contrary to common sense. Pacific argues that

it is {mpossible to make a cost of service determination without
determining rate base at the same time, and cites staff witmess
Gardoer to the effect that the California Commission determines a
utility's cost of service for ratemaking purposes by compiling a
results of operations study which "develops gross revenues using
existing or assumed rates, deducts expenses, and compares the net
Income to a rate base In order to produce a resultant rate of return.”
Pacific concludes by asserting that if cost of service for ratemaldng
puxposes is defined to exclude rate base, utility commissions could
achieve full flow-through by the simple expedient of deducting &
larger than actual deferred tax reserve from rate base in defiance
of the statute and congressional intent.

-62-
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Rate base is as much a part of cost of service as are
revenues, expenses, and rate of return. Rate of return is a cost just
as wage expenses are costs, but there is no way to determine rate of
return without referemce to a rate base. We agree with Pacific that
- the deferred tax reserve may be an estimate, and, if it is, it must
be an estimate of the amount in the reserve for deferred taxes for
the period used in determining the taxpayer's cost of service for
ratemaking. Our results of operations study reflects this. (See
Appendix B, page 2.) Up to this point, as 2 matter of interpreting
federal tax statutes, we see mo viable alternative to Pacific's
position. The treatment of the deferred tax reserve as a tax problem
is clear enough, but the regulatory effect of the cmsequences of

accelerated depreciation must be considered. We turn to that :I.n
the next section.

Adjustment for E:ctraordinag Ttem

One consequence of the use of accelerated depreciation
by Pacific is to create a rapidly growing reserve for deferred taxes
that is totally out of consonance with the roughly harmon:[ous relation-
ship between revenues, expenses, and rate base. This i_s shown.
graphically on the chart on page 65. This rapidly growing reserve
1s, in our opinion, an extraordinary item which, if not handled
properly, will create a windfall for Pacific to the detriment of
the ratepayers. The tax statute hag created a reguhtory problen
with which the Commission must deal. ‘
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The staff's solution to this regulatory problem was the
concept of pro forma normalization, as defined in the preceding
section. The evidence submitted by the staff and the rebuttal of
Pacific were framed in terms of pro forma normslization. In this
section we will use the statistical data submitted on the pro forma
issue to {llustrace the extraordinary nature of this item and the
fact that unless an adjustment Is made ratepayers will lose much
of the benefits of normalization. After illustrating the problem
in terms of pro forma normalization, we will propose an answer
in terms of traditional ratemaking comcepts. However, because
of the tax statute we feel that we are legally precluded from
incorporating this ratemaking adjustment Iinto Pacific's results
of operations. We will set out the dollar effect of the adjust-
ment so that if we are found to be wromg in our interpretation
of the tax statute the correct adjustment can readily be made.
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Qur analysis begins with the chart on page 65 which shows
actual plant (rate base), revenues, expenses, and wages as plotted
In Pacific’s Exhibit 68 with, superimposed upon the graph, a curve
(based on Exhibit 7, Chart 6) showing the growth of the normalization
resexve if Pacific bad been taking accelerated depreciation with
normalization since 1954. In our opinion, for at least the first
18 years of normalization, the ammual revenue effect of normalization
is extraordinary. Whem such an extraordinary item appears in the
test year, traditional ratemaking principles, approved by the Supreme
Court of the State of California, require us to make an appropriate
adjustment to keep the relationship of revemues, expenses, and rate
base in balance.d | -

When considering the issue in terms of dollars rather
than as a curve on a chart, the result is the same, as might be
expected, and the dollars are understandable. The following two
tables are fllustrative. They are presented for comparati\fe' purposes
and are not intended to Indicate the actual gross revenue reduction
€or each alternate but to show the fmpact of the differences between
the various ratemaking alternates. ' |

The following definitions and notes, together with the
table footnotes, explain the comparisons: |

8/ The principles are as old as the Commission. Extraord{.nary
expenses should be distributed over a period of years intended
to cover the period of their grobable recurrence, (Citizens

Water Co. (1919) 16 Cre 950, 954, review dismissed by stip.
Sub nom Frazee v Railroad Commission (1921) 185 cal 690); an
abnormal e shou amortized over a period of years
riel Utilities Corp. (1928) 31 CRC 539, 542; abnormal
expenses shou e ted or normalized in using a test
period for rate fixing purposes (Pecific Tel & Tel Co. (1958) .
56 CPUC 277, 285). See cases collecte . Public Utilities
Digest, Return, Secs. 100-106, 100-108. "...[T)he commission
may adjust all figures, revenue, expense, and investment for
anticipated changes but ft mdy not adjust one side or part of the
equation withour adjusting the other unless there is a finding

that the particular diture is extraordinary.” (City of
--Los _Angeles v PUC (1975) 7 C 3d 331, 347.) o -

-

-66~
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1. Figures for flow-through and first year
normalization are taken from Exhibit 27,
Schedule 10 (Domovan). Pro forma normalization

~and October adjustment clause alternates were
derived using data of Schedule 10, including
an assumed tax rate of S50 percent and a -

revenue effect rate of 13.16 percent as shown in
~ Schedule 10.

First year normalizatioz and flow-through are
shovm as beginning in 1968.

Flow-through means that the difference between
taxes that would have been due on a stralght~line
2asis and those actually due using accelerated
depreciation. This difference is reflected as
add{tional income to the utility in the year

of occurrence.

Jormalization means that the utility's depreciation
ete oo a straight-line method for its

Tegulated books of account and for ratemaking

pixposes while its income taxes are computed

dy 8 faster method of deprecfation and the

o
1fference between the taxes that would have
en due under the straight-line method and

those actually paid under the accelerated method
are credited to a reserve.

Pro forma normalization is based on the staff's
&Itemate method which uses the reserve at the

end of the third year as an approximate weighted
8verage of the deferred tax reserve over a five-year

period, i.e,, the reserve at the end of the year
1370 would be used for a 1968 test year.

The October adiustment clause alternate for each
year computed by weight the average deferred
tax reserve of the previous year with the current
Jear to obtain a reserve applicable to October 1

of the current year. For example, the weighted
Tesexve for 1973 of $131,639,000 is 3/4 of the

1972 reserve of $118,414,000 (Schedule 10) plus

1/4 of the 1973 reserve of $181 314,000 (Schedule 10).
The ad%ustment anount of $17‘,325,005 is 13.16 percent
ﬁ.mes 131,639,000, This results in 2 nipe-month
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TABLE I
The Pacific Telephone and Telegraph Company

ANNUAL GROSS REVENUE REDUCTION COMPARTSONS
(Effect of the Use of Accelerated Depreciation)

:__5 Years Between Rate Proceedings
: : Normalization : :

Pro 2/ : First 3/:0ct.AdJ.4/:Flow- 5/:First Yr, §/
h + Forma : Year :Clause :Thro :Norm

E

AL ] ]

1
2
3
4
5
6
7
g
9
10
ol
12
13
1L
15
16
17

N

d e)
(Dollars in Thousands).

$1,258 8 7,295 $ By $ L6

" re Lis ' 90[‘ ;

" " " 3,003, :

" " r 6r500 - :

" ' "o AL275 97,25 15,
4,306 43,968 22,545 22,505 11L,3L6

" " , , 24,538 128,028 -

" " _ 32,727 . 140,381

" w ‘ 41,754 151,915

" " 51,557 163,029 .
174,033 201,263 70,37 70,217 174,033

i " 73,372 185,193

" v " 98,031 204,391 - ‘ ¢

i " "o 1,309 211,638 121,575
207,360 172,381 135,689 135,689 217,360 135,689

" " " 139,303 222,130 150,148
Col. (b) Flow-through - The annual £ross revenue reduction differeéncs of flow-

through accelerated deprecistion over strajght~line depreciation assuming
five-year increments between wtility rate changes.

Col. (¢) Pro Forma Normalization - The arnual gross revenue reduction difference

of pro forms normalization over Straight-line deprecistion gssuming five-year
increments between wtility rate changes. '

Col. (d) Pirst~Year Normalization - The anmual &r0ss revenue reduction Jifference
of first-year normalization over straight~line depreciation assuming five-year
increments between wtility rate changes. : : : ‘

Col. (e) October Adjustment Clause - The ammual gross revemue reduction difference
of the October adfustment clause normalization over straight-line depreciation
as described in pages 2181-2182 of Transeript 20 and Exhibits 201 and 102.

Col. (2} Flow-through - The annual gross revenue reduction difference of flow~

through accelerated depreciation over straight-line deprecistion assuming anmusl
rate changes, A : ' -

Col. (g) First—Year Normalization - The annual gross revenue reduction difference .
of first-ysar normalization assuming annual rste changes. | SR

S
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TABLE II
The Pacific Telephone and Telegraph Company

COMULATIVE GROSS REVENUE REDUCTION COMPARTISONS.
(Effect of the Use of Accelerated Depreciation)

e -~ : a & ed
: Normalization : : :
:Flow= 1/ = Pro 2/ : First 3/:00t.Adj.L/:Flow- §/:First Yr. &/
:Through : Forma : Year :Clause :Through :Normal. :
(») (e) (<) {e) (£) (g)
(Dollars in Thousands) _

$ U258 $ 7295 $ 469 B 49 $ LURBE $ L69
28516 14590 938 1373 52875 2678
L2774 21885 1407 L376 110867 8065
57032 29180 1876 10876 188200 17904
73290 36475 2365 22151 285L5). - 33487
185636 80443  248%0 LL696 399797 56032
299982 126411 47435 69234 527825 86551
414328 168379 69980 101961 668206 125901
52867L 212347 92525 143715 820121 . 174867
643020 256315 115070 195272 983150 28495
8l7053 357478 185487 - 1157283 304612
991086 L53641  25590L 13u2376

1165119 55980L 32632 1537409

1339152 660967 396738 1741810

1513185 762130  L6TLSS 1953448

1730545 934511 6028LL 2170808

1947905 1106892 738533 2392938°

Col. (b) Flow-through ~ The cumylative gross revenue reduction difference’ of
Tlow-through accelerated depreciation over straight-line depreciation assuming ~.
five-year increments between utility rate changes.

Col. (¢) Pro Forma Normalization - The cumulative gross revenue reduction
difference of pro forma normalization over straight~line depreciation assuming
ve-year increments between utility rate changes.

Col. (d) First~Year Normalfzation - The cumilative gross revenue reduction

difference of first-year normalization over straight-line depreciation assuming
five-year increments between utility rate changes.

C‘?l- (e) October Adjustment Clause - The cumulative £ross revenue reduction
aifference of the October adjustment clause normalization over straight-line

i;gr;éation 23 described in pages 2181-2182 of Transcript 20 and Exhibits 101

Col. (L) Flow-through - The cumulative gross revenue red.ﬁction- difference of

flow=-through accelerated over straight-line depreciation sssuming anmual rate
Cha.ngcs. . :

Col. (g) First-Year Normslization ~ The cumulative gross revenue reducticn
difference of first-year normalization assuming annual rate changes.

-
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The basic assumption of both tables is that a rate proceeding
will occur omce every five years. Discussions of the difference
between the revenue reduction assuming flow-through compared to the
revenue reduction assuming normalization are usually in terms of
cuxulative reductions after a period of years, for Instance, in year
17 flow-through would bave given rise to a $2.4 billion revemue
reduction while fixst year normalization would have given rise only
to $1 billion (Table II, Columns (£) and (g)). But this result will
occux only 1f there 13 a rate case every year, practically a physical
Impossibility. If we assume a rate case every five years, then the
difference between flow-through and first-year mormalization is the
difference between $1.9 billion and $738 million (Table II, Columms
(b) and (d)). The inequity inm using first-year normalization is
shown iz Table II, Column (d), as compared to Table. II, Colum (g).
Assuming & test year every five years, in the first year of mormali-
zation there would be a revenue reduction of $469,000, and in the
£ive years that those rates ave in effect the total would be
$2,345,000. But fn the five-year perfod, 1f the ratepayer had been
given the benefits of noxrmalization om an annual basis, the cumulative
effect would bave been $33.5 million (Table 1I, Column (g)). .

Pacific argues “normalization will give customers the full
benefit of accelerated depreciation without the proven bazards of
flw-through. " Tables I and II show this argument to be false. The
cumalative gross revenue reduction assuming an amnual rate proceeding
begloning in 1968 would be $33.5 millfon fn 1972 (Table II, Column
(8)). Under Pacific's proposal, assuming no rate case for five years,
the actual accumulated gross revemue reduction by 1972 would be omly
$2.4 mi1lion (Table II, Colum (d)). Clearly something more thsn
Pacific's plan must be utilized to reflect into rates the extraordinary
growth in this rate base reduction and thus give the ;-acepayérs_i their
share of the benmefits of normalization. And there is more to the
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problem than this. We have been directed to seek a reascpable
compromise between the flow-through adjustment and the normalization
adjustwent (City of Sam Francisco v PUC (1971) 6 C 34 119, 130).
Because the yearly additions to the deferred tax reserve are extra-
ordinary and because setting rates ammually is fmpractical, a method
which averages the extraordinary accumulation in the deferred tax
Tesexve over the period the rates are expected to be in effect is

8 reasonable ratemsking procedure. The method appropriate to the
facts of this case is an adjustment to rate base which is equivalent
to an average of the additions to the deferred tax reserve over a
reasonable period. In this mevmer the ratepayers will not be deprived
of their share of the benefits of normalization and Pacific's earnings
will not include a return on a portion of the tax deferral reserve,
contrary to good ratemaking, regardless of whether this reserve

1s viewed as capital contributed by ratepayers or as an interest~

free loan from the federal government. This adjustment for an
extraordinary item yields results fair to both the ratepayer and
Pacific in light of current federal income tax statutes, and, over the
period of the adjustment, does mot reduce the Treasury's revenues.

In this inflationary period a prudent estimate of the pext
rate case is three years. Therefore, the extraordinary item adjust-
ment will be the dollar equivalent to an average of the additicns
to the deferred tax reserve for 1974, 1975, and 1976. This amortizes
the extraordinary item over the estimated period the rates are
expected to be in effect, in conformity with Commission practice.

In Paciffc's pext gemeral rate case, assuming no changes in the tax .
law, we will repeat this procedure: estimate the years before another
general rate case and amortize the projected reserve. For test year
1973, the difference in gross revenue requirement between accelerated
depreciation with normalization and our adjustment for the extra- |
ordinary item is approximately $23 millfon. The difference in rate
of return and rate base is shown in Appendix B, Table I, page 2.

an

-71-




A. 53587 et al. 1mm

Notwithstanding this discussion we are not making this |
extraordinary item adjustment for federal taxes. We have read the
relevant tax statutes and the explanatory Ireasury Regulations
published June 7, 1974 (39 F.R. 20194, et seq.), plus the briefs
submitted July 3, 1974. Our conclusions are: (1) from a tax view-
point, treating the extraordinary item adjustment as part of the
deferred tax reserve, the adjustment is improper; (2) from a regulatory
viewpoint, as a ratemaking adjustment for an extraordinary item, the
adjustment is proper, and (3) the Treasury Department is most likely
to look at this matter from a tax viewpoint. If we make the adjust-
ment and if the Department does what we expect them to do, they will
disallow the accelerated depreciation treatment entirely, compute
Pacif‘.f.c S taxes on a straight-line basis, and assess back taxes and
penalties of more than $57 million for 1973. The Commission does mot
want this 357 million to flow to Washington; we want it in Califdmia
where it will be used to provide service to the public. Further,
$57 willion outflow will affect Pacific's current service, as well
as its ability to finance, to maintain its credit » and to assure
confidence in its financial integrity. These risks outweigh the

$23 million gross revenue 3&v:!.ng to the ratepayers that' our ad just-
ment would cause,
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Our conclusion that our ‘extraor'dinary item adjustment is
Proper is based on the following reasons: (1) We have established
@ rate base which has been reduced by an amount of deferred tax
reserve determined on the basis of the test period which 1s used
to determine Pacific's tax expemse in arriving at. cost of service
(Appendix B, page 2, line "Reserve for Deferred Taxes'); (2) our
éxtraordinary item adjustment is a comventional ratemaking adjustment
(see footnote 10); (3) we have made other ratemaking adjustments
to-rate base, such as for pay IV and telephone plant acquisitionm,
which no cne asserts is improper; (4) our extraordinary item adjust-
ment, being conventional, is not a subterfuge to evade the tax law;
and (5) the loss of federal revenues » assertedly the reason for’
normalization (see Pacific's Supp. Brief, page 7), will not occur .
under the extraordinary item treatment during the amortization period
or beyond. The fear of federal revenue loss is groundless, Yet,
despite this reasoning, our concern for Pacific's ability to serve
aud the needs of the ratepayers for good service compels us to take

the conservative position and not make the extraordinéry'ité@?
adjustment. | | |

Job Develooment Investment Credit : \

The job development investment credit shall be computed in
the same mamner as the treatment accorded accelerated depreciation.
The initial computation resulting in the 6.74 percent rate of return
reflects only service 1ife amortization at JDIC in test year 1973.
The alternate calculation of the extraordinary expense item includes

a three year average of the anticipated benefits from JDIC to Pacific.

In the years 1974, 1975, and 1976.

v
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State Income Tax

In compliance with the Supreme Court s decision, state
Income taxes shall be computed on a flow~through basis. (City of
Los_Angeles v PUC (1972) 7 Cal 3d 331, 338-342.) Further, the reasoms
for an extraordinary item adjustment are equally applicable to state
tax flow-through, and no tax statute prohibits this procedure.
Therefore, we shall compute state tax expense using a projected three-
yeax average flow-through for the years 1974-1975-1976. (See Note 1l
to Table I in Appendix B.) This three-year adjustment is appropriate\
to Pacific's results of ¢perations because Pacific has so recently
begun to compute its tax deprecistion on an accelerated basis as
contrasted to other classes of utilities which have been utilizing

accelerated deprecilation for more than a decade.
Authorized Increase in Revenue

The determination of the additi.onal revenue to produce
the rate of return fowumd reasonable is set fort:h :Ln che calculation

below:

Rate of return authorized 8.857&

Rate of return at presemt rates \ N
(Appendix B, Table I) - 6.76

Increase in rate of return required : 2 117
Adggﬁfg §§te base (Appendix B, | | $4 426, 929 000
Net revenue increase S S 93, 403 2020 .
G::oss-to-net multiplier o .962—/
Gross revenue increase : 183, 266 892{11“
Use | \ ©183,300,000° °
Settlement provision | | 8,600,000
Gross revemue increase :.'equ_ﬁ'ed-z-/ - 199 400 000'77‘ |

1/ Exhibit 50, p. 7-2.

2/ TIncludes $7.5 mill:[cm for amnual charges
for timing equipment.
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Iv .
SERVICE '

Testimony concerning service was presented by ome witness
for Pacific and some telephome users, Pacific's witness testiffed
that Pacific's service was good but that there were certain areas
which needed improvement. When rates were reduced as a result of the
Supreme Court decision in Jume 1972, Pacific instituted measures to
reduce operating expenses and comstruction. As s result of these
reductions sexvice deteriorated. The significant aress of deterior-
ation were the availability of operators and of service representatives,
and the Interval customers had to wait for installation and repair
of telephone service. After rate relief was granted in August 1972,
service deterioration ceased and {mprovement began to be noticed.
The witness emphasized that at no time did basic telephone service,
that Is, local and toll dialing ability, ever deteriorate. 1In the
witness' opinion present service is adequate but can be improved in
certain areas; Pacific Is In the process of making those improvements.

The few telephone users who testified concerning service
said that in some instances they had received poor service. This
negligible amount of customer couplaints in 2 proceeding that was
widely publicized throughout the State and in which hearings
wexre held in at least gix separate locations shows that Pacific's

sexrvice 1s, in the legall sense, adequate. In our opihio:_x Pa;:tfic's-.
service is superior. o o
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v
RATE SPREAD

Basic Exchange Service

An understanding of rate spread begins with an understanding
of the pricing of basic exchange sexvice, Basic exchange service
consists of the simple flat rate and measured rate residemce and
business telephone services, including 30-message residence service
(the so-called "lifeline service”). The remaining exchange services
Include MMU, directory advertising, exchange private line, ORTS,
and an enormous variety of special services such as key telephone
(the "button" telephone which can handle multiple linmes), PBX, and
Centrex which go beyond basic telephone service but still fall
within the exchange category. .

The central fact, agreed upon by the staff and- Pacific snd
not controverted by any other party, is that both business and
residence basic exchange service are provided at a loss and that this
loss must be made up in the rates for other services. Thus staff
rate spread witness Andrego testified that "basic [exchange] services
basically are not at the Present rate levels at full costl"-g/ and that
"each'and every [basic exchange] service is deffcfent”. Staff
counsel stated the staff position in the same terms: "We recognize
that there is an inadequacy ix 21l of the [basic] exchange charges'.

Pacific's rate spread witmess Sullivan introduced evidence
of the magnitude of the inadequacy in basic exchange rates. Be testi-
fied that the cost to Pacific simply to keep the average telephone
Instrument in place and ready for use is $9,.50 per momth if the tele-
phone is never lifted from the bhook either to place or receive a call.
This is in contrast to basic exchange rates which, in the metropolitan
areds, range from $2.25 per month with 30 free local messages for basic
residence service to $6 per month with 80 free messages for basic
business service. If the telephone is never used, and hence mo costs

9/ "Full cost” includes average company return on Investment and
associated income taxes. A utility rate may cover operating
expenses but still be provided at a loss if the rate does mot |
provide for return and taxes. S ' :
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arise as a result of usage, Pacific's losses range from $7.25 per
month on the most inexpensive residenmce service to $3.50 per month
on business service. o

Most telephones, of course, are used. And when the costs
Incurred as a result of usage are added to the costs of maintaining
a telephone in place, the gap between costs and rates is magnified.
The reason is obvious: Costs are Incurred when every call is placed >
but because no revenue is received for loeal calls placed over flat
rate residentfal lines and because no additional revenue is received
from local message service wntil the free call allowance is exceeded
(which ranges from 30 to 80 local messages per month) the costs
Incurred In usage outrun the revenues received,

Pacific contends that the total cost of providing a basic
exchange telephone, including the costs of local usage, averages $15
per telephome per month., The total revemue received from the average
residence telephone, including revenues from toll -and MMD service,
1s $8.03 fn the case of 1lifeline service and $15.69 for flat rxate
residence sexvice. | ' . ‘

The staff points out that, even assuming Pacific's costs are
Accurate, Paclfic has made no allocation to toll or MMU service. For
Instance, the $9.50 cost associated with readiness to use sbould not
be considered solely as a basic exchange cost as that same instrument
stands ready to be used in toll sexvice and MMU service.

The evidence is not sufficient to make a finding on the
precise cost of basic exchange service. Therefore we camnot say that
flat rate service or business service is "X" dollars deficfent, But
the evidence is sufficfent to find that each basic excbange service
is being provided substantially below cost, and will continue to be
at the rates authorized by this decision. ' |

No one has suggested that basic telepbone rates should be
Increased in an amount sufficfent to make the service self-supporting.
To do so would undoubtedly price telephone service out of the reach of
some Californians. Reduced to its essentials, the fssue is whether
basic exchange service, which is wow bedng furnished at a low return

-77~
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and 1s subsidized by other services, should be left as is, or whether
basic exchange rates should be increased to meke the service more
nearly self-supporting. The staff would, to the extent possible,
obtain necessary revenue increases from exchange services other than
basic exchange service. Pacific would give first priority to basic
exchange service, although even Pacific's proposed basic exchange
rates axe below cost. ’ Lo

Basic telephone service rates bave not been increased since
August 1972, It is only fair that these services should share in
the burden of offsetting Pacific's increased costs since 1972. We
will authorize an increase in all basic services: Residence -

90 cents for flat rate, 40 cents for 60-message rate, 25 cents for
lifeline; business - $1.50 for 80-message rate.
Timing Local Messages : o :

Both Pacific and the staff have joined in proposing that
local messages be timed and that the charge for local messages be
based upon five-minute periods. All parties support the principle
of timing local messages and only Olan Mills, Inc., a chain of
photography studfos, opposes the use of five-minute periods and
proposes that the period should be only one minute and that the
charge should be two cents for the first minute and ome cent  for
each minute thereafter. Each message wnit would be worth one cent .-LQ/

The reason for instituting the timing of local messages is
that the present rate structure fails to make any allowance for the
fact that a customer who makes a five-minute call is charged ome
message wnit at 4.5 cents whereas another customer who makes a six-hour
call over the same route is also cbarged ome message wmit at 4.5 cents.
Business customers' bolding times on a single call may In some cases
last for an entire business day. Some residence customers also have
extremely long duration calls. Under present pricing arrangements long
duration calls cost only 4.5 cents on message rate sexvice.

10/ In its brief Olan Mills sugg:sts alternate combinations of minutes
t

and rates, e.g., two- and ee-minute minimums at varying rates. .

-78-
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Olan Mills gets its business by random telephome solici-
tation. According to studies which Olan Mills introduced, over 85
percent of its solicitation calls are timed at ope minute or less.
Undexr existing rates these calls cost 4.5 cents each, the rate for
a single local message. Pacific's figures show that 88 percent of
all California business single message unit calls are five minutes
or less in length, the average length being less than three minutes.
More than 60 pexcent of all California business single message unit
calls are two minutes or less in length. Olan Mills asserts that its
proposal would structure rates so as to encourage people not to use
facilities longer than necessary. As an alternative Olan Mills
proposed that only business messages be timed.

The Olan Mills scheme would substitute a new subsidy for
an old cne. It costs about 3.75 cents to set up a local ¢all, even
if that call lasts only ten seconds. The cost of & local call of
avexage duration, about four minutes, is approximately five ceats.
Thus Olan Mills, which would pay only two cents each for the great
bulk of its calls, would be able to make most of its calls at a price
far below Pacific's cost, thus leaving the rest of the customers to
pick up the difference. If the charge for the first minute is
increased to cover full costs substantial changes in calling habits
of both business and residence customers will occur. It Iis c¢lear
that Olan Mills would bemefit. It is equally clear that most message-
rate residence customers and a substantial number of business customers
would suffer.

The Olan Mills proposal would substantially cut the local
call allowance. For example, the message allowance for lifeline
service is 30 local messages. Under the Olan Mills scheme, with two
voits being charged for the first one minute and one unit per minute
thereafter, the call allowance would be cut from 30 calls to f:‘.vg
or six calls of average duration. If more cost is _,loadgdf ‘in the first
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minute or two, the call allowance is cut further. Olan Mills proposes
too much, too soon. Experience under the staff and Pac{fic's proposal
1s needed before more drastic measures are implemented. Olap Mills'
alternative suggestion, that only business services be timed, merely
shifts the existing subsidy from long duration business callers to
short duration business callers and ignores the problem of long
duration residence calls. ! | B

The proposal of Pacific and the staff preserves existing
rate relationships and message allowances while at the same time
eliminates the abuses to which local message service has been
subjected. Ve recognize that when rates are increased or new comcepts
are Introduced some users will be financially harmed more than
others, but we see no way to avoid this when dealing with millions
of ratepayers., In this particular instance Olan Mills will not be
barmed at all. It makes almost no calls of a duration of morxe
than five minutes. It argues fairness to business users, but,
except for a gluttomous few, business users will not be harmed. by
five-minute timing. We will adopt the proposal of Pacific and the
staff, , _

The staff proposes that during off-peak periods charges
should be made only for the number of calls and not for the duxetion
of the call, Off-peak periods are defined as from 11:00 p.m. to
8:00 a.m. daily and 8:00 a.m. to 5:00 p.n. Sundays and holidays.

This is expected to minimize Pacific's investment necessary to handle
peak trafffc. We do not agree with the staff proposal. Its reascn
Is not sufficient to subsidize leng duration calls.

Fipally, the staff recommends that Pacific provide for
optional detailed billing for local message unit service, but the
staff does not recommend that Pacific be ordered to install the
necessary equipment at this time because of the substantial costs
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involved. We find no need for detailed billing for local message
wnit service. Today most business service and a large percentage of
residence sexvice is on local message unit service, yet there is no
evidence of any demand for detailed billing. However, Pacific should
consider the possibility of public demand for optional detailed
billing when 1t designs or selects a system for timed local message
uit sexvice.

We are aware of the virtue of off-peak pr:lcing to reduce
Pacific's peak loads. It is probable that eventually evening usage
of message units will be provided at a lower price than day usage,
just as now evening usage of toll is provided at a lower price.
Because of this we expect that Pacific, when installing its timing
equipment, will provide equipment that either has the capability of
off-peak pricing, or can be adapted to provide off-peak pricing.
Exchange Message Unit Rate _

The present exchange message unit rate is 4.5 cents. The
evidence shows that the cost to Pacific of an average local message
is approximately S cents for about 4 minutes. Message unit sexvice
is a losing proposition. Pacific has proposed varying amounts of
increase depending upon the level of rates authorized by this
decision. In our opinion message uit service sha;_zld" PaY its 'wa.y.‘
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It 1is not part of basic exchange service which should be subsidized,
43 customers can control their local message usage., We will auth-
orize a message unit rate of 5 cents. The message unit rate
applies to single message units and multi-message units. Foreign
Exchange single message wmits will be increased to 6 cents.
Multi-Message Unit Serviece ‘ _

The staff proposes that the remaining three to six mlt;i—
message wnit (MMU) routes be comverted to toll. When MMU service
was first introduced in 1940, it was designed to create economies of
operation through bulk billing of calls at a time when all toll calls
were handled by operators on a manually ticketed basis. The economles
of MM as compared to toll service have disappeared with the almost
wiversal introduction of natiomwide direct distance dfaling and
the provision of detailed bLlling on MMU service starting in 1967.
These changes have resulted in two services indistinguishable from
each other except for the method of stating the rate. The effect
of the staff proposal would be an increase in revemue to Pacific of
$39.5 nillion. |

Pacific, los Angeles, San Framcisco, and Mrs. Siegel oppose
the staff proposal. They argue that the record shows that under
current uniform statewide basic rates subscribers in Los Angeles and
San Francisco pay the same rates as most subscribers in the State
for basic exchange service. However, Pacific's breakdown of costs
and return in varicus areas in the State shows that the return from
Los Angeles and San Francisco is higher than the return from other
parts of the State. Los Angeles and San Francisco are subsidizing
service in the remainder of the State, Because of this those opposed
to the staff proposal argue that it would be mfair to impose an
additional burden on Los Angeles and San Francisco ratepayers who
are already contributing me_ to Pacific’s return than other groups
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of ratepayers. The staff's proposal would increase the telepbone
bills of Los Angeles and San Francisco customers by an average of
approximately 15 pexcent to 20 percent above whatever basic exchange
rates are authorized in this proceeding. :

. As an alternative Pacific proposes to comvert selected

MMJ and toll routes to exchange service. This would increase service
by expanding local calling axeas without requiring rate increases
above those wkich have been proposed.

Both the staff's and Pacific's proposals are not feagible
at this time, The staff's proposal would further burden Los Angeles’
and San Francisco subscribers who are already contributing more to
Pacific's income than subscribers in other parts of the State.
Pacific's proposal, contrary to its assertion, would reduce its
revenues by $13.1 million which would have to be made up elsewhere.
Further, Pacific's proposal would expand basic exchange areas, in
effect increasing the subsidy to an 2lready highly subsidized aspect
of Pacific's operatfion. Both proposals are rejected. BHowever,
it 1s inevitable that MMU routes will be converted to toll. At
this time Pacific's revenue requirement permits continuation of MMU,
but in the near future when the message unit rate is Increased
again, when toll is increased, when changes in timing are made for
toll service, MMU will be converted.

Wide Area Telephone Service (WATS)

WATS i3 a service designed to permit toll usage at a
bulk rate without regard to distance, For example, at present rates .
the subscriber to outward WATS receives an access line through which
be can meke an unlimited number of toll calls within a specified
geographical area (for example,northern California, or southern
California, or the entire State) for a flat rate for the first 15
or 125 hours of usage and a specified hourly rate thereafter. Pacific
asserts thut outward WATS is sdvantageous becsuse (1) it does away
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with the need for recording and billing the details of toll calls
and the associated expemse, and (2) it limits the load on the toll
network because a customer for outward WATS service can only place
cne outgoing call at a time on a given WATS line and is, therefore,
Prevented from concentrating his calling at certain peak periods of
the day.

Inwaxd WATS service 1s a very different service with very
different characteristics. The customer to imward WATS service
camnot place calls over his line. Instead, he pays a bulk rate so
that people can call him without charge. Like outward WATS, Pacific
saves the expense associated with recording and billing toll call
details, but in sharp contrast to outward WATS, Paciffc must augment
its facilities to prevemt overloading as a result of a high volume
of calls to the inward WATS customer. The net result is that the
cost to Pacific of furnishing an inward WATS line 1s 68 percent
higher than the cost of furnishing an outward WATS line.

WATS 1s in effect a simple discounted toll service for
large customers. Presently, ome tariff applies to inward WATS and
outward WATS. Pacific proposes no increase for outward WATS and
some increase for inward WATS. The staff proposes an increase for
outward WATS and a higher increase for imward WATS. The staff has
also recommended discounts for evening and night calls.

We will adopt the staff proposed increases without any
reductions for evening or night calls. We recognize that WATS can
be provided at somewhat lower costs than regular service because
of the savings due to bulk billing. However, we are not convinced
that WATS limits the load on the toll metwork to any substantial
extent, and certainly not to the exteat which permits a substantial
wholesale rate. In Pacific's mext rate case we will expect Pacific
TO present evidence whick shows the saving to Pacific and the peak
load shifting that supports the WATS discount. |
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Service Connection, Moves, and Changes

Pacific proposes an increase in service commection charges
of 310 (from $25 to $35 for each new business line and from $15 to
$25 for each new residence service) and an increasse in the charge
for simple moves and changes of telephome apparatus of $2 (from
$10 to $12 for both business and residence services). The proposed
Increases in service comnection charges are required because present
charges do mot come close to covering the expenses incurred in
connecting new services. Even the proposed charges will, on the
whole, fall short of the expense involved in service commectioms.

On the average, the expense incurred by Pacific in con-
necting 2 new business or residence service of the most simple
variety is $37, exclusive of any visit to, or work at the premises
of the customer. The $37 expense includes only the umavoidable work
assoclated with the establishment of a new service such as making
comaection in the central office, assigning a telephone number,
establishing billing records, preparation of service orders, revision
of the telephome directory, and revision of directory assistance
records. The $37 does not include the cost of sending an installer
to the customer's location, which would average an additional $25.

The cost of the fnstaller's trip to the customer's location
and the work done there are capitalized and thus recovered through
the return which Pacific realizes on its investment. The $37 expense,
however, must be recovered in the foi:m of a service comnection charge
1f it is to be recovered at all. The proposed service commection
charges will partially overcome the existing deficiency.

Pacific proposes to imcrease both business and residence
service comection charges by the same amount, although the resulting
charxge for business comnections will be $35 whereas that for residence
sexvices will be only $25. The reason for proposing a larger pro-
portional increase for residenmce commections is that new residence
connections outnumber business coonections by two to ocme, Bu: at the
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proposed rate level residence charges will still fall short. of
expenses br approximately 30 percent. For all but the most simple
business services, moreover, there is a substantial additional
installation charge which has no counterpart in the residence market.

There is no objection to Pacific's proposal except that
the staff proposes that for residence service if the new ‘customer
accepts the existing telephome as installed or » If there 1is no
instrument on the premises, accepts the inside wiring arrangement,
then the customer shall receive a $10 credit. The reason is to
save the customer & charge and Pacific the additional costs associated
with its present policy of removing phones upon termination of service.
The staff's proposed credit is unsmumnd. The only purpose of the
service connection charge 1s to recover the umavoidable expense in
establishing a new service - not the capitalized cost of the
installer's visit. Because the proposed service comnection charge
will not recover even the wmavoidable expense incurred in a service
connection whether or not an installer is needed, there is no basis
upon which to offer a discount when an :Lnscaller s visit is umnecessary.
We will adoPt Pacific's proposal.

There was considerable testinony on the issue of whether
Pacific should leave all telephones in place rather than remove
then when a customer term*nates service. The evidence on this issue

appears evenly balanced, therefore we will a0t change Pacific s
practices. ‘

Private Lines, Services, and Chsrmels

Pacific recommends that these services be increased by
approximately $2.8 mfllfon. The staff concurs and there are no-
objections. We will adopt Pacific's recoumendation.
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Classified Directory Advertising
The staff proposes a $7.7 million, or 7 percent, increase

in classified directory advertising. This is the first increase
since November 1968. Pacific does mot object to this increase nor
do any other parties. We will adopt it.

Optional Residence Telephome Service (ORTS)

Pacific proposes a 15 percent increase in its ORTS offering
in order to maintain a rate relationship similar to that which
currently exists between MMU and ORTS. The staff contends that
this 15 percent increase would maintain only an earlier rate relation-
ship with MMU and that an increase of at least 25 percent is necessary
to maintain the present relaticnship with MMU. The staff analysis is
reasonable, ORTS and MMU are cross-elastic services whose rates
must be kept in relation to each other so as to avoid disproporticnate
shifts In service. We will adopt: increases in ORTS prcrportionate
to our adopted MU rates.

PBX, Centrex, and Related Services :

The staff proposes a 15 percent surcharge for these.
services. Although the proposed rates will not meet the full cost
requirements for the various services the 15 percent increase is
considered appropriate pending the completion of cost studies.

Pacific concurs in this proposal and- there are no objecticns, we
will adopt the staff's proposal.

Telephone Answering Services I
Pacific recommends that rates for telephone answering

service switchboards should be Increased by $400,000. The staff's

original recommendation was that these rates should be increased

by $800,000. The staff's recommendation would be an increase of

50 percent over current rates. Telephone Answering Systems of

California, Inc. (TASC), representing approximately 105 telephone

answering sexvice companies operating in California with a clientele
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of about 100,000, protests both Pacific's and the staff's recommenda~
tions. TASC protests on the ground that telephone answering service
switchboards are substantially the same as PRX switchboards to which
Pacific and the staff are agreed that z 15 percent interim increase
should be applied pending a thorough review and cost study of such
equipment. TASC asserts that to price telephone answering switch-
boards differently from PBX switchboards would be discriminatory.

The staff rate spread expert conceded that PBX equipment
is substantially the same as the equipment used by the telepbome
answering service fndustry. After this concessiom, the staff
proposed an alternate rate spread for telephone snswering sexvices
which consisted of an across-the-board 15 percent Increase in all
sexrvices. Since this increase included services in addition to
switchboards, the total increase came to over $900,000. If a
15 percent increase were applied only to telephome snswering switch-
boards, the increase to the telephone answering services would be
approximately $340,000., Pacific presented exhibits which showed
that telephone answering service switchboards are currently priced
substantially below cost and that an Increase of even $400,000 would
not bring them up to cost. | -

In our opinfon the $800,000 increase to the telephone
saswering services on switchboard equipment that is essentially the
Same as that belng supplied to nontelephone answering services is
unreasonable. The staff’s proposal would increase telephone answering
switchboard costs more than twice as much as it proposes to increase
costs of other users of switchboard equipment; such an increase is
discriminatory. The staff's altemate proposal of a flat 15 percent
Increase across-the-board for all teléiahone answering services has
not been substantiated on this record. There is no evidence that
the costs of nomswitebboard equipment to the telephone mei'ing
sexvice Industry should be raised by so substantial an amount. We
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are left with the choice between the $400,000 increase proposed by
Pacific and the $340,000 increase that would be effective if a
15 percent surcharge were applied to telephone answering service
switchboards. In our opinfon Pacific's $400,000 increase recommenda-
tion is reasonable and will be adopted. Pacific's Increase will
increase only 5 tariff items, the 15 percent increase as proposed
would increase approximately 21 tariff items. Simplicity of tariff
construction has value in itself, and in this instance also because it
permits a comparison of costs by telephone answering services of the
offerings of differemt telephome companies. More important, the
evidence of costs of telephone answering service switchboards
that is in the record shows that an increase of $400,000 in rates
will not be sufficient to cover the costs of the service., We expect
the cost studies now being conducted by Pacific and the staff in
the fleld of switchboard equipment to be completed in the near
future. At that time Pacific's rates will be adjusted to reflect
such updated information. TASC Ls invited to participate in that
determination. ‘ :
Key Equipment Services ‘ |

~Of the thousands of business equipment services offered by
Pacific proposed rates were most strenously attacked for key
telephones (COM PAK YT and COM PAK IIT), keyless business extensions,
and {lluminated lines. Key telephones are the familiar "button'
telephones which can handle multiple telephone lines. Keyless
business extensions are simply plain telephone sets used as an
extension by a business. And {llumipated lines are telephone linmes
which terminate on lighted key telephone buttons. In all three of
these services Pacific suggested either no change in the rates or
only a nominal chenge. The staff suggested somewhat higher changes
in more categories. And the most strenuous advocate of a change
In rates, raising them substantially in seven out of nine categories,
was the Business Telephone Systems division of Lirton Systems, Inc.
(BTS). " BTS 1s engaged in manufacturing, selling, leasing, installing,
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and servicing telephone terminal equipment to customers within )
California for commection with the telephome lines and cemtral office
exchange system of Pacific. In this business BTS competes with
Pacific. BTS's argument is simply that the rates proposed by |
Pacific and the staff for the three items in question will not
fully cover the costs of providing the service, with the ultimate
effect of transferring costs to other ratepayers and adversely
affecting competition. BTS is interested in services other than the
three discussed in this section of the opinion, and as to those
sexvices it concurs in the recommended rate increases proposed by
Pacific and the staff. The following table shows the different rate
proposals, - .
Proposed Rates
Present Rates Pacific Staff . BIS

COM PAX TI

MonthlL $ 2,20 $N/C . 0§ N/c ‘$510,;‘ ‘
Instal t:l'.on Cha.rge 20,00 N/ c N/ C - 35.00

COM PAXK IIT

Mouthly Charge - 4.85 s.oof
Installation Charge S N/C N/C.
Keyless Business - : : IR
Extension ‘Phone
Monthly Charge
- Measured
Flat Rate
Installation Charge
ured and
Flat Rate)

. Illuminated Line

Monthly .Charge
Installation Charge

* N/C = No Change.
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The preceding table sets forth BIS's proposal for the first
year rates are in effect. BTS's original proposal was to ralse
rates by about 50 percent, which is twice the increase shown In the
preceding table. However, BIS recognizes that such an Increase would
be intolerable for many businesses and suggests that the increase
be made in two steps, onme-half the first year and ome-half the
following year. The effects of BIS's proposal is that in the first
yeaxr revenue is to increase by approximately $30.5 milliom with
an additional $30.5 million increase in the second year.

Pacific's proposed iIncrease for the three services plus
additional key equipment services not discussed is $5 million. The
staff's proposed rate increase for the three services plus additiomal
key equipment services not discussed is $9.8 milliom. :

Pacific's rate spread witness based his recommended Iincreases
by starting with a cost study which develops the incremental costs
and resulting amnual charges which Pacific would incur if it installed
& new item of the particular equipment which is the subject of the
cost study, using all new materials and at current labor rates for
installation labor. Then the witness considered that these items of
equipment have service lives of varying length with each year showing
some items being retired, some items being instslled new, and the
majority of items being holdovers from previous years' installations.
Thus, although current cost studies reflect the samual charges
attributable to a new installation made today, the studies substan-
tially overstate the amual charges attributable to earliex
installations installed at lower labor rates and material costs.

For instance, for key telephone Installatioms, Pacific's
witness began by calculating the costs assoclated with 1972 key:
telephone installations using the new cost format and using actual
1972 installation, maintenance, and removal hours amd actuel 1972
labor rates, material costs, return, and taxes. Next he repeated the
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process year by year for installations made in 1971, 1970, and 1969.
In each case he used 1972 rates of return, maintenance hours and
rates, taxes and all other items which should be priced at current.
rates, together with the installation labor rates and material costs
appropriate for the year when the equipment went into service. He
did not amalyze installations made prior to 1969 déspi.‘té the fact
that approximately 25 percent of key telephome installations went
into service prior to that year.

BTS asserts that Pacific's cost analysis :I.a wvrong in a
number of instances but particularly in its labor costs which BIS
esserts are substantially understated for installation, removal, and
maintenance. BIS presented a witness who testified to what he
considered to be average times for doing various functions of
installation, removal, and maintenance. This witness was a former
Pacific installer who based his testimony solely upon his own
experience during 12 years with Pacific. He gave details of his
experience and his estimate of the hours and minutes associated with
each function of installation, removal, and maintenance. Based om
this testimony BTS concludes that labor costs are so substantially
wderstated that Pacific should raise its rates for the three items
in question by over $60 millien in two yearly increases. This is
more than six times the amount the staff recommends for a larger
variety of items and more than 12 times the amount Pac:Lfic recommends
for a larger group of items. _

We cammot authorize an increase in revenue of upwards of
$60 million based upon the testimony of ome installer of Pacific
relating his experience over the past 12 years. (B‘I‘S, in its brief,
actually asserts that based upon itswitmess's test;‘imony revenues
should be increased over $110 million, but it did not ask for that
amount.) BIS requests that we order Pacific to make detailed cost -
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studies to include, among other things, "detailed cost information
showing the labor investment to (a) fimstallationm, (b) meintenance and
(c) removal by the specific categories of equipment: small PBX,
large PBX, key, keyless, Centrex CO, Centrex CU as already stated.
The installation labor investment should be detailed to show the
types of Installation occurring for each service, and the frequency
of each type of installation occurring for each service."” It would
serve no useful puxpose to continue this discussion. BTS would
bave us order Pacific to make incredibly coamplex cost studies taking
years to complete, yet at the same time would bave us raise
rates by some $60 million annually based on the testimony of ome
telephone Installer. This we will not do.
We have reviewed the cost studies placed in evidence by

Pacific and have considered the evidence of the substantial increases

in labor costs over the past three years that enter into the pricing

of the key equipment services. In our opinion Pacific's proposed
rate level does not adequately reflect these increases, but the
staff rate level does. We will adopt the staff prOposal o
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Supplemental Equipment o o
8 The staff proposal is reascmable; we will adopt it.
Directogx Assistance

The staff suggests that a charge be made, in certain /
c¢ircumstances, for persons calling the operator for directory
assistance. We feel that this suggestion is premature.

Lifeline Service _

We have discussed lifeline service in a number of parts of
this opinion. Lifeline service is a one-party measured service for
residence subscribers at a curvent rate of $2.25 a month with an
allowance of 30 messages. This rate is well below the cost of service.
Just the cost of providing the telephone in place is $9.50. In its
original concept it was intended to be an economical way of providing
necessary telephone service to those with low incomes. (Re General
lelephone Company (1969) €9 CPUC 601, 676.) However, as presently
offered, tkere is no income restriction; the only restriction on the
sexvice 1s that it be the only service in a particular residence.
It has come to our attention that large numbers of persons subscribe
to lifeline sexvice who do not come within the definition of 2 low
income person. A number of persons participating in a professional
capacity in this rate case have stated for the record that they
subscribe to lifeline service. Lifeline service, a highly subsidized
service, is not meant for anyome other than a person or family
1iving on a limited income. Therefore we shall order Pacific to
require any person applying for lifeline service to certify that the
coubined amnual income of all persens living in the residence where
the service will be installed is less than $7,500. The certification
shall be In the following form:

I hereby apply for residence individual line 30-message
sexvice (lifeline service). I certify that the combined

annual gross income of all persons living at the premises
whexe lifeline service ie rgguosted is less than $7,500.

AppIicant
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The fact of certification by the applicant for 1ifeline
sexvice shall be sufficient for Pacific to install the sexvice if all
other conditions of telephome service are met. No recertification
shall be required as long as the subscriber continuously subscribes
to lifeline sexvice on the premises where first imstalled. Persoms
presently subscribing to lifeline service shall £111 out the certifi-
cation to retain lifeline service. (See Appendix C, page 2.)

Toll Rates U ‘

Pacific's proposal for toll rxates includes Instituting a
one minute initial period on daytime direct distance dialed (DDD)
c4lls and increasing rates for all calls where customers request
operator handling, including coin telephone calls. At present the
intrastate toll system earns more tham Pacific's overall rate of
return and contributes to the deficit for basic services. Therefore,
we are not adjusting toll rates in this proceeding.

Our primary reason is that we feel it is more importamt to
bring basic telephone service rates closer to cost. Further, Increases
in toll affect other services so substantially that evidence in more
detail then this record comtains should be presented to assure informed
consideration of all of the ramifications of increasing toll rates.
Toll rates and MMU service are cross~elastic services. An increase
in toll as proposed without changing the MMUD routes would create undue
discrimination. However, it is apparent that in the near future all
- MMU routes will be abolished and either extended area service or toll
will be substituted. At that time it will be appropriate to recomsider
the level of toll rates including the proposal for a cme minute .
initial period on daytime DDD. Because operator handling and coin

telephone xates are closely associated with toll, we will not"
authorize Increases in thece sexvices.

We will authorize one minor change recomended by all parties
vhich is to change the starting time of the evening rate from 6 p.m.

to 5 p.m. This change will have a negligible effect on Pacific’s
revenue, | |
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Other Changes.

The staff has recommended other changes that have little
or mo cost assoclated with them. We will adopt all of the staff
recommendations. These recommendations are:
1. For the exchanges of Bakersfield, Fresmo, Modesto, Riverside,
Santa Rosa, and Stockton business cne-party measured, residence
one-party measured with a 60 allowance, and residence cne-party
measured with a 30 allowance, shall be Introduced within five years.

Concuxrently, business two-party flat and residence two-party and
four-party flat rate services shall be withdrawvn.

2. The Sacramento area shall be wholly converted to one-party
residence service within five years offer:lng 30- and 60-message
sexrvice and flat rate service.

3. Onoe-party flat rate FEX and measured residence I-‘EX service
shall be offered to mew applicants, as well as suburban sexvice where
applicable.

4. All eight-party suburbap service and four-party urban
sexvice shall be completely eliminated within five years.

5. Once 2 year Paciffc shall enclose a bill insert to each
residence customer showing a 1ist of services and their costs as
shown in the telephone directory.

6. For new comnections, both business and residence, the
initial bill shall centain a fully itemized list of each separate

sexvice item as well as a refermce to the l:l’.at: of services in the
directory. : S
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SOURCES OF INCREASED REVENUE

 Mi1lions of Dollars

. PI&T - Billing
Item Revenue Settlement ' Total

hange : ‘ S
—méhmge- (Incl., FEX) ¢ 80.4
Timing Local Messages * 7.3
Local & FEX Message Rate ‘
‘MMJ Rate «
Service Conn., Moves, & Changes
8§§sifiedbirecto:y Advertising

PBX, Centrex, and Related Sexrvices
Business Extensions .
Telephone Answering Services
Supplemental Equipment
Key Equipment . :
Private Line (Local)
Total Exchange

Toll R
WATS _ -8 1.7
Private Line (Interchange) ) (8
Total Toll S 7 L3

Total Toll & Exchange

2 d
N

K2 T

Lk DR babkbab

» *
vy
. &

*
L}

n s
Sngho
AH WML

]

)
L |

w\b‘l@ v
Vbt Lay

|

8.6 wix 1994
* Effect at present rates.

** $7.5'million of this amount is offset by additional annual
charges for timing equipment,

%%k Genexral Telephome's share of settlements:

Exchange $7.3 million
Toll 1.0 million

Total 8.3 million $.3 millfon to other
Independents.
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VI
FINDINGS OF FACT

1. Pacific's capital ratios, the cost of each capital ratio
component, and the weighted cost of each capital ratio component
are:

, ~ Weighted |
_ Amount Cost - Cost
Long~term debt 42,87 | 6.067% 2.59%
Short-term debt” 3.8 11.8 : 45
Preferred stock 1.3 6.00 .08
Equity . 52,1 11.00 5,73
| ' 100.0 8.85

* It was stipulated that the cost of short-tem debt

should be the prime rate prevailing at the time the

Camiss:i.on wmakes its detexmination. Obviously this

can't be the date the decision is signed because of

the substantive problem of spreading rates, We have
selected June 25 as the determ:!.nation date.

2. The reasonable results of intrastate operations under
present rates for test year 1973 results in a 6. 74 percent rate of
return. The results are set forth in Column: (c) in Appendix B, pages
1 and 2 and are adopted.

3. The wage increase granted in July 1973 should be ammualized.
This increase is a known level change unrelated to growth and will
be in effect during the future period for which we are fixing rates.

4. Wage increases paid in 1972 and 1973 in excess of 5. 5
percent should not be rolled back to 5.5 percent. The contract upon
which these wage increases are based was entered into prior to any
regulations linmiting wage increases » Was exempt from any limitations
onwage Increases, and the wages paid pursuant to that contract have

been approved by the various federal and state agenc:[es to wh:l‘.ch they
were submitted,
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5. The pre-1973 deferred tax reserve should not be fncluded in
Pacific’s test year 1973 rate base. This normalization reserve can
be characterized as either a loan from the Treasury of the United
States or an advance of capital from the ratepayers. Investors earn
4 return on their Investment, not on Interest-free loauns ‘ox |
advances from customers. The staff's deduction of the normalization
resexve from rate base is correct. ‘

6. In determining its accruals to its pension plan Pacific
used an interest assumption of 5 percent and a wage level increase
assumption of 3-1/2 percent. These assumptions are reasomable.

7. A reasonable allowance for advertising expenses Is that
shown in the table on page 44 in the "adopted” column. This allowed
advertising produces substantial benefits to the ratepayers.

8. Pacific does not spend enough money on advertising its
lifeline service. This service is designed for persons on limited
incomes and Pacific should direct an appropriate portion of its -
advertising budget to reach this particular market.

9. Pacific began using accelerated depreciation with normal-
ization in 1970. We interpret the Tax Reform Act of 1969 to the
effect that if we were to impute flow-through to Pacific, the
United States Treasury Department would assess taxes against Pacific
on the basis of straight-line depreciation. Such a result would
be a financial disaster to Pacific and would cause a substantial
deterioration of service within a few years.

10. The normalization reserve for deferred taxes must be
deducted from rate base. The reserve for deferred taxes is a rapidly

growing reserve totally ocut of consonance with the roughly harmonious
relationship between revenues, oxpenses, and rate ba_s‘e_t_:hm‘:._-;is;“set«

forth on the chart on page 65. : I
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11. Based upon the chart on page 65, for at least the first
18 years of normalization the annual revemue effect of normalization
on Pacific's results of operations 1s extraordinary. Sound regulatory
principles require an adjustment for this extraordinary item. If
the adjustment were made Pacific would require $23 million less in
gross revenue than we are authorizing. However, if the Treasury
Depaxrtment disallowed this expense and taxed Pacific on the basis
of straight-line depreciation, Pacific would have to pay more than
$57 million more to the Treasury. In our opinion the Treasury
Department will not recognize our extraordinary item adjustment;
therefore we will not make it.

12. JDIC and accelerated depreciation are subject to the same
ratemaking considerations and must be treated in the same mammer.

If JDIC was subject to the extraordinary item adjustment the effect
would be to reduce Pacific's gross revemue requirement by $1.9 millien.

13. State income taxes shall be computed on a flow—th_rough
basis. We shall compute state tax expense using a projected 3-year
average flow-through. . 3 ‘ _

14. As to Application No. 51774 the proper ratemaking treatment
of accelerated depreciation is normalization. In response to the
Supreme Court'’s order in City and County of San Franeisco v PUC
(1971) 6 C 3d 119, we £ind that, in light of current federal income
tax statutes, Pacific had properly computed its taxes for ratemaking
purposes.

15. 7The additional revenue required by Pacific to produce the
rate of return found reasonable is $183.3 million. When settlements
and adjustments are included the revenue requirement is $199.4 million.

16. The increase in rates and charges authorized by this
decision are justified and are reasonable; and the present rates
and charges, insofar as they differ from those prescribed by this
decision, are for the future unjust and unreasonable.

17. Pacific's service is adequate.

-100-
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18. It costs Pacific approximately $9.50 a month to keep the
average telephone instrument in place and ready to use on the -
customer's premises, if the telephone is never lifted from the hoolc N
either to place or receive a call.

19. Costs are incurred when every call is placed, but ‘because
no revenue is received for local calls placed over flat rate
residential lines and because no additional revenue is recefved from
local message service umtil the free call allowance is exceeded
(which ranges from 30 to 80 local messages per month) the costs
incurred in usage outrun the revenues received. ~

20. The total cost of providing a basic exchange telephone,
including the costs of local usage, averages $15 a telephone a month.
The total revenue received from the average residence telephone,
including revenues from toll and MMU sexvice, is $8.03 in the case
of lifeline service and $15.69 for flat rate residence service.

21. Each basic exchange service is being provided substantially
below cost, and will continue to be at the rates author:l’.zed‘*by this
decision.

22. Local messages should be timed in increments of one message
unit for each five minutes or fraction thereof. ,

23. The current charge for a message unit is 4.5£. The
cost of an average local message is approximately 5¢ for about four
mimutes. A charge of S£ will cover the cost of the service. The
nmessage unit rate should be raised to 5¢ and should be applied to
single message units and multi-message units. Fore:t.g;n exchange' single
message units should be increased to 6f. |

24, Ioward WATS service is a very differemt service from
ocutward WATS with very different characteristics. ~ Because of
these differences the cost to Pacific of furnishing an inward WATS
line is 68 percent higher than the cost of furnishing an outward
WATS line. We will recognize this difference in our xate 'spread-.‘ o
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25. The expense incurred by Pacific in comnecting a new
business or residence service of the most simple variety is $37,
exclusive of any visit to, or work,at the premises of the customer.
The present sexvice connection charges axe $25 for business and
$15 for residemnce. These services should each be incxeased by $10
to bring them closer to cost.

26. The staff's proposed rates for key telephones (COM PAK II
and COM PAK III), keyless business extensions, and flluminated lines
are reasonable. These rates cover the cost of providing the service
plus & contribution to basic exchange rates.

27. The remaining rates set forth in Appendix C are reascnable
and are adopted.

28. A large number of persons subscribing to 1:!.fe11ne service
are not persons living on low incomes. Lifeline service is a
highly subsidized service which should be lixmited to persoms or
families living on limited incomes. No person should receive lifeline
service if the combined ammual income of all persoms living in the
residence where the service will be installed is $7,500 or more,
Pacific shall not furnish lifeline service to any subscriber who
does not file a certification with Pacific, in the form set forth
in Appendix C, to the effect that the coubined annual gross incowme
of all persons living at the premises where lifeline service is
Installed or requested is less than $7,500.

29, For the exchanges of Bakersfield, Fresno, Modesto,
Riverside, Santa Rosa, and Stockton, Pacific shall introduce
business one-party measured service, residence ome-party measured
service with a 60-message allowance, and residence one-party measured
service with a 30-message allowance, within five years. Concurrently,
business two-party flat and residence two-~party and four-party
flat rate services. shall be withdrawn.

30. The Sacramento area shall be wholly converted to one-party

residence service within five years.offering 30- and 60-message
service and flat rate service. |
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3l. One-party flat rate FEX and measured residence FEX service
shall be offered to mew applicants, as well as suburban service
where applicable. ' ‘ "

32. All eight-party suburban service and four-party urban
sexvice shall be completely eliminated within five years.

33. Once a year Pacific shall enclose a bill imsert to each
residence customer showing a list of services and their costs as
shown in the telephone directory.

34, For new conmnections, both business and residence, the
initial bill shall contain a fully itemized list of each separate

service item as well as a reference to the list of services in
the directory.

VII
CONCLUSION OF LAW _
The application of Pacific should be granted to the extent
set forth in the following order and in all othex respects denied.

IT IS ORDERED that:

1. The Pacific Telephone and Telegraph Company is authorized
to file with this Commission, on or after the effective date of this
order and in conformity with the provisions of Gemeral Order No. 96-A,
revised tariff schedules with rates, charges, sund conditions modified
as set forth in Appendix C. The effective date of the revised tariff
sheets shall be five days after the date of f£iling. The revised
taxiff schedules shall apply only to service rendered or and after
the effective date of the revised schedules. |

2. Pacific shall wmodify its existing sexrvice as follows:

a. For the exchanges of Bakersfield, Fresno, Modesto,
Riverside, Santa Rosa, and Stockton business one-
party measured service, residence ¢ne-party measured
service with a 60-message allowance, and residence
one-party measured service with a 30-message allowance,
shall be Introduced within five years. Concurrently,
business two-party flat and residence twq-gg:ty and
four-paxrty flat rate sexvices shall be wit -

-103-
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The Sacramento area shall be wholly converted to one-~

gatty residence service within five years offering
0- and 60-message service and flat rate service.

One-~party flat rate FEX and measured residence FEX
service shall be offered to new applicants, as well
as suburban service where applicable, :

Eight-party suburban service and four-party urban
s&ice shall be completely el:(m:!.nated-p:it five
years.

Once a year Pacific shall enclose & bill insert
to each residence customer showing a list of

services and their costs as shown in the telephome
directory.

For new comnections, both business and residence,
the inftial bill shall contain a fully itemized list
of each separate service item as well as a reference
to the list of services in the directory.

g. Pacific shall advertise its lifeline sexvice in a
\ manner to reach those most likely to be eligible
for the sexrvice. .

The effective date of this order shall be twenty days aftexr
the date hexeof. ‘ ' |

Dated at San Frazcisco , California, this _Z%.
day of Mrv ¢ s 1974, - :
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LIST OF APPEARANCES

Applicant: Richard W, Odgers . er P, Downes, and James B. Young,
Attorneys at Law, for TﬁE Pacific Telephone and Telegraph Company.

Protestants: William M, Bemmett, Attorney at Law, for himself and
for Consumers Arise Now; and &

Now; an lvia M, Siegel, for herself,
Consumer Federation of Calif .ﬁ&vmﬁﬁ Rate Normalizatiom,

S. F. Consumer Action, Alsmeda Comty Consumer Action, Diablo
Valley Consumer Action, and Consumers United of Palo Alte.

Interested Parties: Bert Pimes, Ci Attorney, by Charles E, Mattson
and Charles W, Sullivan, Depuéy c;'fzy Att:ome;s, Manuel Xroman, and

Robexrt W, » Tor City of Los Angeles; Max P ere, tor
Frederick Bolte, for Wilsey & Bam; frederick W, Bray
or o Public Interest Law Center;

» for Gemeral Services Administration; James F
»_and Robert I, Gloistein, Attorneys at Law, for
en Telephone any o ifornia and California~Pacific
Utilities Co.; Richard D. Crowe and D, G Williams, for Continental
Theﬁore F. Eaver, Attorney at

o o
g%_hl%, for Litton Industries, Inc.; Philip E
¢_intexrest Research Center, Inc.; Frank J, Dorsey

Attorneys at Law, for Executive Agencles
of the U, 5 "General Services sdministraiions H. G. Dow aud
¥, W, Weddell Jr,, Attorneys at Law, and Walter W, Lon , for
Senera cs Corp.; John W, Witt, City Attorbey, by Robert J.

zogan, Deputy Clty Attorney, Manley W, Edwards. and Romald L. —

on, for City of San gsirégo; Max_Factor Iff’mgn Valexrle Kantor,

Y sS . or
Jessing ®. S8, &2

lelegraph; A, M. Hart, John Robert Jomes. and H. Raloh Smyder, Jr.
>at Ty Tor ones? P lifoontas .’

4Ltorneys Genexal Telephone Company of California;
g;:;l (‘:I Hasbrook, for California ep:!‘.x;depenclem: 'I‘Zlephone Associ.;tion;

» Attorney at Law, and Ermest W, Watson for Telephone
inswering Sexvices of California, Inc.; Ralph O. Hubbaxd,
William T Knecht, and William S, Marrs, for California Farm Buxeau
Federation; James P Jackson, for City of Sacramento; Ballard
Janteson, Jr,, Attorney at Law, for Citizens m:iut:i'esgatoﬁ‘my;
Thomas M, O'Connor, City Attorney, by Milton H, Mares, Deputy City

sttorney, and Robert Laughead, for City & County of San Francisco:
R+ L, Palner snd Ross Workmen, Attorneys at Law, for Callformia
Pacific Utilities Co.; Philips B Patton, Attorney at Law, for
Olan Mills, Ine.: Dick J. Van_Agpelen, Foxr $. F. Consumer Action;

|
o).
3
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Francine Ki Weiss, for Consumers Affairs Clinic, Loyola Law School;

>
rd G. Weiss and John T. Weld, Attornmeys at Law, for The
Ponderosa Telephone Co., Foresthill Telephome Co. Inc., Hornitos
Telephone Co,, Livingston Telephone any of California, The
'%iiki ou Telephone Company, Evans Telep Company, Dorris
elephone

Ducor Telephone Company, Bryan Telephone Company

and William Bu:gz”relephone ggmpany; Jim Lipa , for Sam Pablo '

Tenants Council; Leomard J, Theber e, for Rohr Industries, Inc.;

z:’TeF Allen and Don H. Hudsom, for umer Bebalf; and william C.
an

T—Eﬁf;e laude N, Rosenberg, Attormey at Law, and D, A, Perigo,
or €t ]:ves, " |

Conmission Staff: Timothy E Treacy and Richard D avelle,
Attorneys at Lav, Resserh i prasy 20 Kichard D. Oravelle,

James G, Shields.
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TARLE I

Adopted Results of Intrastate Operations
Under Present Rates ~ Test Year 1973

“(Dollars in Thousands)

Total Intrastate Operations
Estimated
Total and Before

California Adjustments Adjustm Adopted
(a) (o 5 (c 5 (a) *
Operating Revenuesy '

Local Service Reverues $1,18,10  $ (79) $1‘ 183,331
Toll Service Revenues 761,307 - (2,49) 759,158
Miscellaneous Revenues 127,190 (2@“_ o l:f; :%ggi
Less: TUncollectibles 19,122 - 092
Total ,053,486 (2,900) 2,050,586~
Operating Dxpenses and Taxes ST
Other Than' Income

Current Maintenance : L50,815 (7,396) - -

Western Electric Adjust. - X L0) |
Adjusted 2/ T 480,815 _%?,53) | 15,979
Depr. & Amort. 3/ 292,791 2,800 295,591

Traffic Expenses _/ 170,793 5,809 176,602

Commeredial
Basic Estim.te« 211,206
Advertising Dis—
allowance (9u8)
Adjusted 210,258
Gen. Office Salaries
& Expenses 6/
Opera.ting Rents 7/
- Services &
hcensea .
Balance Ot.her Operating

Expenses 8,
Payroll Taxes 9/
Ad Valorem & Misc.
Taxes 7/
Subtetal,
Wage Jonualization 10/
Total

* Footnotes on following pages.
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TABLE I
(Continued)
Adopted Results of Intrastate Operations
Under Present Rates - Test Year 1973
(Dollars in Thousands) .
and Before

Adfustments ~ Adjustmemts _Adopted B
oy ey T (@ *
Income Taxes . | : ‘ '

State Income Tax 11/ : $ _ s L, SU6°
Federal Income Tax 12/ = 126382
ot T Lo

Total Expenses and Taxes - = L,752,438
Average Rate Base 13/ , ; SO o

Telephone Plant : 5,656,386 85,7005

Property Held for Future ’ ' ST

Worldng Cash 7'7,934- ; - . 77,98 T

Materials and Supplies 22,972 e 22,972 -

Depreciation Reserve (,263,749). (12,077)  (1,275,826)

Reserve for Deferred ' o S o ian

Taxces (h859) (55780 _ (o6

Total 4,140,732 (13,802 4,426,929

Rate of Retwn _, BN
Adjust, expense for extraordinary item 1l | o (933)
AdJusted expenses and taxes . &/ . ‘ 1,751,435
Adjusted net revenwe | - 2991
Adjust Rate Base for extraordinary item 1/ - . o (A32,912)
AdJusted Rate Base - T - h,291+,017 BN
Adjusted Rte of Return - - TR ./ S

¥Footnotes on following pages..
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TABLE I NOTES

Unless otherwise noted all references to an exhibit are to .
Exhibit 149, Part III.

NOTE

1. The adopted operating revenues are the utility’s estimated
revenues shown in columm (b) [exhibit page 1 column (@)] 1less

the revenue effects of wage annualization shown in columm (c)
[exhibit page 2, columm (s)].

The adopted maintenance expense consists of the utility’s
estimate [exhibit page 1, column (a)] less the $7,396,000 wage
dnnualization effect [exhibit page 2, columm (s)] and then
adjusted by adding the staff's estimate of the Western Electric
Adjustment [exhibit page 2, colum ®]l].

The adopted depreciation and amortization expense is the staff's
estimate of $292,791,000 [exhibit page 2, column (AA)] then
increased by $2,800,000 to compensate for the adoption of the
lerger plant estimate of the utility.

The adopted traffic expenses are the staff's estimate
$170,793,000 [exhibit page 2, column (AA)] and adjusted for

the 5.57 wage restriction of $5,809,000 [exhibit page 2,
coluwm (u)].

The total California basic estimate of commercial e
shown in column (a) is the staff's estimate of $211,206,000
(Exhibit 42, Table 10-A, colum (a), line 1] excluding wage
adjustments, The total California advertising disallowance
of $948,000 is lained In the opinion. The adopted intra-
State expense of $179,813,000 in column (b) is developed by
ggig%the staff's total intrastate separation factor of

(work paper source) and applying it to total California
operations.

The adopted Genmeral Office Salaries and Expe:':ses‘ are the staff's
estimate of $117,511,000 [exhibit gage 2, column (AA)] adjusted

for the 5.5% wage restriction of $3, 20,600 [exhibit page 2,
columm (uw)].

The adopted Operating Rents E of $19,366,000, General Services
censes Expense of $20,000,000, and Ad Valorem and

Miscellaneous Taxes of $136,389,000, are the staff's

estimates taken from the exhibit on page 2, column (AA).

The adopted Balance Other Operat Expenses of $150,205,000
15 the utility's estimate of s1§§§37a,ooo [exhibit page 1,
column (a)] less the utility's estimate of the effects of =
wage amnualization of $2,669,000 [exhibit page 2, column (s)].




A,

53587 et 2l. Imn

APPENDIX B
Page 4 of 7

NOTE

9.

10.

*

The adozt:ed Payroll Taxes of $41,125,000 are the staff's estimate
of $40,459,000 [exhibit page 2, colum (AA)] adjusted for the
5.5% wage restriction of S 66,600 [exhibit page 2, column (u)].

This restores the wage annualization expense which had been

excluded in the above expense items involving payroll. It is
the net of expense and revenue effects.

The adopted state tax based on income (SCFT) 1is made as
follows: $30,838,000 [exhibit page 3, colum (BB)]: plus
$25,000 to eliminate a duplication in the Western Electric
Adjustment*; plus $38,000 [exhibit page 2, colum (u)] to

Xemove the 5,57 wage restriction; less $4,227,000 of taxes

ou the rema differences between columm (BB), page 3 of the
exhibit, and the adopted revermues and expenses; plus ($8,101,000)
lexhibit page 3, columm (OD)] to convert from normalization

to test year flow-through; less $4,056,000 to comvert from

test year flow-through to pro forma flow-through. The $4,056,000
is the difference between the 1973 state tax and the average

for the years 1974, 1975, and 1976 as these are shown on

Table IT of Exhibit 32, 'Also included is the amount of $29,000

Xesulting from the inclusion of wage amnualization expense
described in Footnote 10.

Summary:  $30,838,000 + $25,000 + $38.000 - 227,000 -
$8,101,800 -~ $4,036,000 + $29,000 = $14, 346,000

'ghe adopted federal income taxes of $126,382,000 consists of the
Soll : $162,769,000 [exhibit page 3, colwmn (BB)]: plus
$1,363,000 to eliminate duplication of the Western Electric
Adjustment#s plus ($12,279,000) [exhibit page 2, colum (u)],

tO Temove the 5.5% wage restriction; less $21,990,000 of taxes
on the remaining differenmces between columm (BB), page 3 of the
2xhibit, and the adopted revenues and expenses; plus $3,888,000
Which is the federal tax increase due to the decresse in state
tax [exhibit page 3, colum (OD)]; plus $1,947,000 to reflect

Zxplained in Exhibit 101, the firse sentence of A.26 on page 13-RDG.
ihe net change of $30,000 fs $25,000 on an fntrastate basis.

Revision was & licated in the ati £ Exhibit 149 as noted
in Exiiibit 150 7 prepaxation o S

Explained in Exhibit 101, the second sentence of A.26 on page 13-RDG.
The n?-gn change of $1,711,000 is $1,363,000 on an intrastate basis.
Revision was

duplicated in the preparation of Exhibit 149 as noted
in Exhibit 150" prepazaris it
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state income tax on a pro forma flow-through basis. Further,
4 reduction of $9,316,000 results from the inclusion of wage
drmualization expemse described in Footnote 10.

Summary: $162,769,000 + $1,363,000 - $12,279,000 ~ $21,990,000 +
$3,888,000 + $1,947,000 - $9,316,000 = $126,382,000.

The rate base of $4,426,929,000 consists of the following:
$5,710,445,000 for telephone plant, which is the sum of the
staff's estimate of $5,656 386,000 [exhibit page 3, columm
(BB)]; less ($54,059,000) |exhibit page 1, column (1)], which
1s the basic difference between staff and company plant estimates;
the adopted amounts for property held for future telephone

use, wor cash, and materials and supplies, which are the
staff's estimates shown in column (BB), page 3 of the exhibit:
the adopted amount for depreciation reserve of $1,275,826,000,
which is the staff's estimate of $1,263,749,000 [axhibit page 3,
column (BB)] increased by $12,077,000 to properly adjust the
reserve to reflect the $54,059,000 of plant referred to above:
and the deferred tax reserve of $110, 623‘,000 taken from page 6,
recast column. ‘ o -

14. See text at page 63 to 73.
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TaBte 1Y/

Results of Intrastate Operations Under Present
Rates -~ Test Year 1973
(OoIlars In Thousands)

il Resrred Adopted
t te t t T ,
a () ' %c?

Operating Revenues
Local Service Revenues

$1,184,110 $1,184,965 $1,183 331

Toll Sexvice Revenues
Miscellaneous Revenues
Less: Uncollectibles

761, »307
127 190
19,121

760, ,033

127.240

18.016.

759,158
127 190-
19,093

Total 7,053,486 '2'0'55“2’22 TZ;050,586

Operat Expenses and ’raxes
Other 'Ii‘ggn Income

Current Maintenance

Depreciation & Amortization

Traffic Expenses
Commercial Expenses

Gen, Office Salaries & Expenses

Operating Rents

General Services & Licenses
Balance Other Opexating Expenses

Payroll Taxes
Ad Valorem & Misc, Taxes

460,815
297, 2228
183, ,945
189, ,387

124, >311

19,665
21,635
152, ,875
42 573
136.079:

439 321_
292 791

170, ,793

173, 231
117 511 o
19, 366‘
20 000\
111 996
40 457‘

136,389

451,979
295,591
176,602
179,813

121 331

. 19,366

20,000
150 »205
41 125.
136 389

Subtotal 1,628,512 T,571,855 ~

Wage Annnalization e 197089

Total S ‘1‘511‘2.'915‘,_, B

_/ Column (a) is obtained from Exhibit 149, Part III, column (a)
on page 1. Colum (b) is from columm (AA.) on page 2 of
Part 1II, Exhibit 149. Column (¢) is obtained from Table I.
Both column (b) and column (¢) reflect corrections to
Exhibit 149 relative to the staff's Western Electric

Adjustment explained in the notes to Table I and shown in
Exhibit 150. ' ' ‘ '
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TaBtE 11/
(Continued)
Results of Intrastate Operations Under Presemt
Rates - Test Year 1973
(DolTaxs In Thousands)

Pacifigd St:{:xffed Ad%g ed
Estimat Est € : t
a). ) <)

Income Taxes

Ty Pl b mam v gens
edera come Tax 1131 :
D «

Total —BT% TI09,559

Total Expenses and Taxes 1,765,966 1,631,494 1, 752 418
Net Revenues 287 7520 422 728' 298 168

Average Rate Bage _ ,
Telephone Plant 5, 715 648 .5, 656 386_‘ .5, 710 445
Pr - Held for Future Use 2 480 1,997 . 1 997

Wor Cash 83 991 77, ;984
Material and Supplies 24 851 22 972'

Depreciation Reserve (1,279, >154) (1,263, 7109) (1 275 82:;

Reserve for Deferred Taxes 54 859
Total , » > A ';gs SEU > »

Rate of Return . 6.407 9.4’07.; o 6L74%

Adjust expenses for extraordinary item S (983)
Adjusted net revenue _ - 299,151

Adjust rate base for extraordinary item : , - (132, 912)
Adjusted rate base : o 4 »294,017

Rate of Return - - 6. 9772:"

1/ Colum (a) is obtained from Exhibit 149, Part III, colum (a)
on page 1, Colum (b) is from columm (AA) on page 2 of
Part 1II, Exhibit 149. Columm (c) is obtained from Table I.
Both column (b) and column (c) reflect correctioms to
Exhibit 149 relative to the staff's Westem Electric
Adjustment explained in the notes to ‘rable I and shown in
Exhibit 150.




RATES

The rates, charges, and conditions of The Pacific Telephone and
Telegraph Company are changed as set forth in this apperndix..

Sehedule Cal. P.U.C. No. 4-T, Individuasl and Party=Line Service

The following rates are awthorized:

Business Service
Individual Line .
Flat Rate
Message Rate
2=Party Line
L-Party Suburban
8-Paxty Suburban
Semipublic Coin
Flat Rate
Message Rate

Residence Service

Individual Line
Flat Rate

Message Rate .

2~Paxrty Line
Flat Rate
Message Rate

L-Party Line
LParty Suburbdan
8-Party Suburban

Rates shown are for local service,

Exchanges
Outside
Metropolitan Areasy#

$ 1k.55
7.50 (80)*
10.75 .
1..00
9.75

6.9
T.50%

5.70

L.75

3.70E60-)*
-50(30)*

3.85

L.90

4.35

Metropolitan Extended Areas
Los Angeles, Orange Couwnty
Sacramento, San Diego

San Francisco-East Bay

7.50(80)

5.75

' 5~70 .
3-75560) o

Lsee

3.85**
.35

Additional rate S.nments apply to

certain extended area service (EAS) exchanges outside metxopolitan a:reas‘
pursuant to Decision No. TTRL.

whgre offered.

Sacremento EA only.
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RATES (Continued) -
Schedule Cal. P.U.C. No. 4T, Individual Party Line Service (Cont'd.)

Cexrtification By Present and New Lifeline Customers i

In order to restrict lifeline service to those households with income
below $7,500 a yeer, Pacific shall furnish the following certification statement
10 each present lifeline customer. ‘ : ;

"The telephone service presently provided to you is one-party measured
residence service with an allowance of 30 local calls per month. This service Is
coumonly known as 'lifeline' telephone service and is iIntended for custogers Living
on & linited income. By a recent order of the California Public Utilities
Commission our cowpany 1s directed to offer this service only to customers who
certify that the combine anrual income of all persons living at the premises where
lifeline service is requested Is less than $7,500. In conformance with the order

of the Commission we are furnishing the following certification statement to eack
lifeline custouer.

"IL you qualify for lifeline service because the ccmbined anpual gross
incone of all perscms living at the premises 1s less than $7,500 and wish to
retain your lifeline service, please sign the statement below and return 1t to
the company with your telephorne bIll payment. If you do not return the statement,
your service will be converted to one-party measured residence service with an
allovance of 60 calls per montk at a monthly rate of $3.75. If you wish flat

rate residence service at a wonthly rate of $5.70, please contact our business
office. ‘

"CERTIFICATION

"I wish to retain my residence individusl line 30-message
service (lifeline service). I certify that the combined
anzual gross Income of all persops living at the premises
where lifeline service is installed is less than $7,500.

Customer’ .

For new subscribers to lifeline service the following certification _'is

"I heredby apply for residence individual line 30-message
sexvice (11feline service). I certify that the ccmbined
anmual gross income of all persons living at the premises
vhere lifeline service 1s requested 1s less than $7,500.

Applicant”




Rate per month for each station is increased by $1.85 for vbusiness and
$1.00 for residence. .

Schedule Cal. P,U.C. No. 13-T, PEX Trunk Line Service

Cenmercdal and Hotel Manval and Disl PEX, Business Key Station Dial PRX
and Oxder Receliving Equipment Services: '

Where offered, the trunk rate for business flat rate service for each
truk l4ne shall be 150% of the individual line primary station flat rate rounded
to the lower 25-cent multiple. The trunk rate Lor business message rate services
for each trunk line shall be one half the individual line primary station message
rate with no messsage allowance rounded to the lower Secent multiple. Wben offered
the trunk rate for residence flat rate service for each trunk lire shall be 150%
of the 4individual line primary station flat rate rounded to the lower S-cent
multiple. ‘

Schedwles Cal. P.U.C. Nos. U-T, -0, 13-T, 4-T, and 121-T, Message Undt Service
in San Francisco=East Bay Extended Area and Ios es Extended Area and Mes
Rate (Measured) Exchange Service in Other Exchanges Where Offered

Message Unit Rate

, Each Message Unit
Foreign Exchange Service ‘ - ‘ B
Semipublic cofin-box and public telephon 6.0¢
Other Services . ‘ S - 5.0¢

. Exchange message units over the , ‘Each Exchange .
allowance for message rate services: - Message Unit . -
Foreign Exchange Service - o bgw

Other Sexrvices ' -

# The number of exchange message wnits applicsble to exchange messages .
is one exchange message unit for an initial period of 5 minutes acvd
ore exchange message unit for each additiopal S minutes or fraction
thereoct. : S C
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RATES (Continued)

Schedule Cal. P.U.C. No. 22-T, Kev Equipment Service

Proposed rates and charges as set forth in Exhibit No. T4, Section 6,
are authorized.

Schedule Cal. P.U.C. No, 28-T, Service Comnection Charges, Move and Change
Charges, In Place Connection Charges

Proposed charges and conditions as set forth in Ibchib:l’.‘t No. Tl& Section 10
are authorized.

Schedule Cal. P.U.C. No. 32-T, Supplemental Equipment

Proposed rates and charges as set forth in Exhidit No. T4, Sec‘t:ion L,
are authorized.

Schedule Cal, P.U.C. No., 34=T, Foreign Exchange Service

Authorized
Business Monthly Rate Increase

Tndividual Line Message Rate (200) | $2;8§‘
PEX Trunk, First, Message Rate (300) , k.25
PBX Trunlc Each Additiona.l, Message Rate (300) k.25

Regidence

Residence primary service rates for foreign exchange services. are adjusted
10 the extent required by any changes in the basic e:_ccha.ngera.tes.» -

Foreign exchange service from exchanges h'a.vingl special rate areas will de
priced at rates shown for the base rate axea or specm ra:be area, as
appropriate, ‘

In addition to the rates shown above, the appropriate mileage Increment
will apply. The increment for rate areas, A, B or C will apply ia addition
to the proposed rate for Los Angeles service in contiguous exchanges.’

Schedule Cal. P,U,C, No, 39-T, Clasgified Telephone Directory Advertising

P.roposed rates as set forth in Exbibit No. Tk, Section 12 are authorized

Schedule Cal. P.U.C. No. 50-T, Private Line Service and Channels =
Supplemental Equipment

Proposed rates and cha::ges as set rorth in Ibchib:tt No. Th Sec'tion L,
are a.uthorized :
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RATES (Continued)

Schedule Cal. P.U.C. No. 83-T, Spectal Assemdlies of Equipmemt

Proposed rates as set forth in ixhibit No. Tk, Secticn L, are

Schedule Cal, P.U.C. No. 128-T, Wide Area Telephcne Sexrvice

Proposed rates and charges as set forth in Exhidit No. 714-,.. Section 13,
without evening ¢r night "off-pesk” discounts, are awthorized. - . :

Buginess Extensions end Related Services - All Affected Schedules -

Proposed rates as set forth in Exhibit No. T4, Sectifcn 15, are
authorized. Co | -

PEX, Centrex and Relsted Services - ALl Affected Schedules

A 15% surcherge, as proposed in Exhibit No. Th, Section T, 18
authorized. C .

Local and Trterexchange Private Line Services and Chanmels -

ALl pffected Schedules

Proposed rates, charges and conditione as set forth in Ebdz:t:bit- No. "97,' o
Section 4, are swthorized. L ' N wo )

Other Chaﬁge’s

Proposed revisicns as set forth fm Exhibit No. Th, Section 2L, are
authorized. ‘ } - : ,




