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Investigation on the Commission's %
E (Filed July 3, 1973)
)

(List of appearances in Appendix A)

OPINICN

By Application No. 53935, General Telephone Company of
California (Gemeral) seeks to increase its rates and charges for
intrastate telephone service by $53.4 million annually, after
settlements, based on its estimates of intrastate operations for
test year 1974. Almost $15 million of this revenue has already
become available as the result of recent increases in the rates
of The Pacific Telephone and Telegraph Company (Pacific)
pursuant to Decision No. 82162 dated July 23, 1974 and Decisgion
No. 83296 dated August 12, 1974 in Application No. 53587, et al.
Increases in Pacific's rates increased General’s revenues to
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this extent through the operation of settlement agreements and
because certain of Pacific rates, such as those for multi-message
unit and message toll services, apply also to General.

In Case No. 9578, an investigation initiated by the
Coumission, the scope of these proceedings was enlarged to cover
essentially all aspects of Genmeral's public utility operations
and to cover separations procedures, settlement agreements, and
the level of toll and other rates affecting Pacific, General, and
the other independents.

Public Hearing

After due notice, 32 days of public hearings were held
before Commissioner Symons and Examiner Main commencing August 16,
1973, and continuing until March 27, 1974. Most of these hearings
were in Los Angeles, but nine days of public hearings, reserved
expressly for testimony and statements from Gencral's customers,
were held at various locations throughout Gemeral's service area.

During the course of the proceedings testimony and
exhibits were presented by witnesses for General, the city qf
Los Angeles, the Commission's staff, and by Ad Visox, Inec. On
March 27, 1974 the combined matters were submitted subject to the
filing of Exhibit 51 by April 19, 1974, concurrent opening briefs
on May 6, 1974, and concurrent reply briefs on May 21, 1974.

On June 20, 1974, we issued Decision No. 83021 which
reopened the proceedings for the purpose of receiving additional
briefs on matters raised by amended Internal Revenue Regulations.l/
The combined matters now stand ready for decision.

) Pertaining to the depreciation allowance for property of cer-
tain public utilities,ogublished June 7, 1974 in Volume 39,

No. 111, pages 20194-20203 of the Federal Register.
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Background ,
General is a member of the General System, of which

the domestic telephone operating subsidiaries comprise the
laxgest independent (non~Bell) telephone system in the United
States. General Telephone and Electronics Corporation (GI&E)
is the parent company with communications, manufacturing, and
research subsidiaries.

General, which is by far GT&E's largest telephone
subsidiary, operates in approximately a 10,000-square-mile
area in Central and Southern Californis, serving 250 communi-
ties in portions of 16 counties. Its intrastate operations
were last analyzed by the Commission in Application No. 51904
and Case No. 9100 on a test year 197C basis. Following 43 days
of hearing the Commission issued Decision No. 79367 therein on
Novembexr 22, 1971. In the present proceedings, a fair rate of
return, affiliated interest adjustments, quality and adequacy

of service, and operating results under present rates axe
principal elements within an over-all determination of intra-
state revenue requirements.

Rate of Return

A public utility is coanstitutionally entitled to an
opportunity to earn a reasonable return on its investment which
is lawfully devoted to the public use. Within this context, a
fair and reasonable rate of return applied to an appropriately
derived rate base quantifies the earnings opportunity available
to the utilicy after recovery of operating expenses, depreciation
allowances, and taxes, In a similar vein, the return or earnings
on invested capital provide for the interest payable by the
company on its debt, the dividends on preferred stock,and the
earnings on common equity.
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Ultimately, the rate of return determination in this
proceeding must represent the exercise of informed and impartial
judgment by the Commission, which must necessarily give equal
weight to subscriber and investor interests in deciding what
constitutes a fair and reasonable rate of return. Such balancing
of interests is directed toward providing subscribers with the
lowest rates practicable, consistent with the protection of the
utility's capacity to function and progress in furnishing the
public with satisfactory, efficient service, and toward the
utility maintaining its financial integrity including its ability
To attract capital on reasonable terms and compensate its stock-
holders appropriately for the use of their money. In pursuing
its obligations to operate economically and efficiently and to
provide adequate service, General has been effective, we note
with particularity, in carrying out altermatives other than debt
financing in respomse to our admonition in Decision No. 79367 to
counter declining interest coverage, and in implementing produc-
tivity improvement programs.

After considering all of the evidence, the Commission
concludes that a rate of return of 3.85 percent is fair and
reasonable for Gemeral. We will proceed now to a consideration
of the evidence which assisted us in arriving at the rate of
return we judge to be fair and reasonable.

Testimony and exhibits concerming the fair rate of
return for General were presented by witness Christensen of
General, witness Scheibe of the Commission's staff, and witness
Kroman of the city of Los Angeles. Three sets of slightly
different capital ratios, reflective of General's estimated
capital structure as of December 31, 1974, were presented. We
will adopt, for the purposes of this proceeding, the following
capital ratios: debt, 52.0 percent; preferred stock, 6.6 per-
cent; and common equity, 41.4 percent,
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Applicant's embedded debt cost is 6.33 percent. The
cost factor for preferred stock is 6,14 percent., A weighted
aggregate cost of these two capital components of 3.70 percent
results and is adopted,

Concerning the third capital component, each witness
recommends a different over-all rate of return and thus differs
as to a proper allowance for retuxrn on common equity., In rela-
tion to the adopted capital ratios and to the adopted cost
factors for embedded debt and preferred stock, Mr. Christensen's
recommended rate of return of about 8.85 percent provides for a
computed return on common equity of 12.44 percent, Mr, Scheibe's

recommended rate of return of .35 percent provides for & come
puted return on common equity of 11.23 percent, and Mr. Xrowan's
recomnended rate of 8,30 percent provides for a computed return
on common equity of 1l.1l percent.

Putting his position more accurately, Mr. Christensen,
in sponsoring a rate of return, has concluded the proper allow-

ance for return on equity should not be less than 12.5 percent
and accordingly, the Commission should allow approximately
8.85 percent ag a fair rate of return for General. In reaching
this conclusion, he emphasized, among other things, the need for
adequate interest coverage.
. In that regard General does not intend any additional
external financing before mid-1975, provided it remains eligible
for accelerated tax depreciation with normalization; General, he
points out, must, nevertheless, have a financial recoxd that will
support the issuance of additional securities, when required, at
reasonable xates. Even though one of the rating agencies,
Standard & Poor's, currently expects an after tax coverage of
2.25 to 2.50 times to qualify for its rating of "A", an after
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tax ratio of about 2.6 is required in his judgment for General
because he firmly expects a move toward the earlier and higher
standard of financial performance of 3.0 times interest charges
associated with an "A" rating.

Mr, Christensen used bond ratings as a basls for estab-
lishing comparability among utilities. General's mortgage bonds
have an "A" rating. His comparison includes all companies
issuing mortgage bonds during 1972 which were rated "A'" by both
Moody's and Standard & Poor's and which, like General, have an
equity ratio of between 35 percent and 45 percent. Each of these
utilities had rate relief in 1971 oxr 1972 with one exception. In
the case of the one exception, the rate relief came in late 1970,
Some had rate reifief in both 1971 and 1972 and all but two had to
file requests for additional rate relief in 1572. Genexal also
has filed repeated rate applicationms.

In light of this widespread rate relief requirement,
Mr. Christensen considers the comparability of historical earnmings
to be meaningless during a period of rising interest and labor
¢ost, To measure what comparable earnings should be in looking
forward from 1971 and 1972, he relies upon returns on common
equity allowed this selected group of utilities by the rate
decisions which issued. These allowed returns ranged from
11.25 percent to 14.49 percent and the average was 12.3 percent.

Collaterally, because in his view General has at least
ccmparable risk to the California electric utilities, General is
entitled to a return on common equity more comparable to theirs
than heretofore allowed. Computed returns on common equity as
part of recent allowed rates of return are 12.25 percent for
Southern California Edison Company, 11.96 percent for San Diego
Gas & Electric Company, and 11,88 percent for Pacific Gas &
Electric Company. Each of these companies has a general rate
increase application pending at this time, however.
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The Commission stff witness' study of the cost of
capital and rate of return showed trends in interest rates, in
yields on debt issues, and in interest coverages; changes in
General's financing and capital structure; earning rates on
average total capital; average net plant investment, revenues,
expenses, and net income; and average telephones and per tele-
phone net plant investment, revenues, expenses, and net operating
income. In this study General was compared over the five-year
period, 1968-1¢72, to 12 General System companies, 20 Bell System
companies, and Pacific.

Mr. Scheibe testified that in making his analysis he
did not rely primarily on comparable earnings of other utilities,
but considered such earmings as simply one of the many guide-
posts in arxiving at a fair rate of returm; that comparisons with
industrials using unadjusted raw earnings data are bound to be
misleading; that utility comparisons should be with investments
in othexr enterprises having corresponding risks; that avoidance
of circularity is achieved through use of judgment and consider-
ation of factors other than statistical omes; that attrition in
equity earnings caused by addition of plant at higher costs per
unit of additional revenues, by the increase of expenses at a
faster rate than corresponding revenues, and by increases in
fixed charges constitute the basis for a rate application; that
rate of return is the allowance for the capital needs of a
company (debt, preferred, and common equity) and not a catchall
for every possible adjustment; and that a rate of return allow-
ance should hopefully be suitable for a lengthy period of time

but there is no justification for excessive allowances to avoid
near future rate cases,
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His recommended rate of return is 8.35 percent on
General's intrastate rate base, including a judgment figure of
11.50 percent as the common equity allowance under a slightly
different capital structure than the one adopted herein. He
considers the 8.35 percent as reasonably stringent, indicating
presumably its being at the low end of a range he would consider
reasonable. His judgment as to the allowance for common stock
equity was influenced by consideration of some 25 factoxs set
out in his testimony, by his array of comparable earnings data,
and by the 8.1 ~ 8.5 percent range in rate of return found
reasonable for General in Decision No. 79367.

The witness for the city of Los Angeles recommends
retention of the 8.3 percent rate of return upon which General's
rates were fixed in Decision No. 79367. This witness applied
four methods to derive the fair rate of return for Gemeral.. The
first method, utilizing the capital ratios and costs of debt and
preferred stock adopted herein and updating the 11.32 percent
allowance for common equity in Decision No. 79367, ylelds an
8.03 percent rate of return and & 10.45 percent return ogfcommon
equity. In updating this allowance, Mr. Kroman adjusted the -
11.32 figure upward by a factor of 1.008 in response to General's
embedded debt cost having increased by that factor and downward by
0.05 percentage points in recognition of the increase in equity
ratio. He then multiplied the resulting figure by 0.92 to reflect
the downward trend in earnings on equity of those utilities pre-
sented for the Commission's consideration in the Application
No. 51904 proceeding and of similar utilities.

Mr. Kroman's second method employs comparative earnings
adjusted for differences in equity ratio and his third method
employs comparative allowances for earnings on equity allowed by
other commissions, also with adjustments for equity ratio. In
his opinion, neither of these comparisons supports an allowance
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for earnings on equity of more than 11.00 percent. His fourth.
method is to postulate an after tax interest coverage of 2.47
times. The resulting rate of return is 8.13 percent, yielding
2 computed allowance on common equity of 1ll.ll percent.

Mr. Kroman concludes from the results of his four methods that
a rate of return of 8.3 percent is at the upper limit of a
reasonable return for General.

The principal presentations on rate of return and the
eritiques thereon in the record have been of assistance to the
Commission in making an informed and impartial judgment. In
particular, witness Christensen's contention that a comparative
earnings test spanning a past five-year period, 1968-1972, is
not an adequate measure of 2 fair return on equity to be applied
prospectively has substantial merit. High yields, ranging from
about 9% to 12% percent, on recent semior capital issues,
increased inflationary pressures, & seemingly unending stream of
utility rate increase proceedings, large construction progranms,
utilities' stock selling below book value, complex fimancing
problems, and the like are indicators of interrelated economic
factors affecting utility earnings and the securities and money
markets, and auguring perhaps a different dimension on fair
Teturn on equity.

ReLurn on equity ean be viewed ag having cost elements

representing time value of money, inflation, and comparative risk.
Accordingly, continuing high bond yields and reduced interest
coverages exert an upward pressure on the level of a falr return.
Indeed, 2 determination of the proper allowance for earnings on
common stock can be influenced markedly by these changed conditions.
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A utility is entitled to an opportunity to earm that
allowance, It, in fairness, should be one that will do no more
than provide the interest coverage necessary to maintain the
credit ratings on debt and equity securities, maintain the
integrity of the stockholders' investment, and allow the utility
to sell new stock without serious dilution of existing stock-
holders' investment. .

In this regard we recently determined 8.85 percent to
be a fair rate of return for Pacific (Decision No. 83162, supra).
In that decision we saw the need for a substantial increase in
return on equity, observing . . . As bond interest rises, not
only must Pacific have increased earnings to pay the interest,
but also it must have increased earnings, and the potential for
increased dividends, to attract equity investors.' Similarly,
if General 1is to compete successfully for debt and equity funds,
as the need arises, it should have a record of earnings adequate
to meet interest coverage tests, without exposure to a downzating
of its debt securities, and adequate to attract equity capital.

General and Pacific are operating side by side in
essentially the same economic climate and are both affiliatecz
of nationwide telephone systems. As matters have turned out,
General, in sponsoxing an 8.85 percent rxate of return in this
proceeding, seeks the same rate of return recently allowed
Pacific. Historically, the rate of return allowed General has,
however, been somewhat above that allowed Pacific.

General is much smaller than Pacific, although both
these utilities are among the largest in Califormia, Pacific
has a more comservative capital structure and a lower cost
factor for debt. These three factors work in the direction of
2 higher rate of return for General. Countering their influence
is Pacific's current need for substantial external financing in
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contrast to General's lack of such need., A comparison of the
capital ratios, cost rates, and weighted cost applicable to
General yielding an 3.85 percent rate of return with those used
in the rate of return determination for Pacific adopted in
Decision No. 33162 follows:

: General : Pacitic :
: : Capital : Cost : Weighted : Capital : Cost  :Weighted :
: Item : Ratios : Factors : Cost : Ratios : Factors : Coat :

Debt: Long=-Term 52.0% 6.33% 3.29% L2.8% 6.06%  2.59%
Short-Texrm - - - 3.8 11.8 45

Total Debt 52.0% 3.29% 46 .65% 3 ,04%
Preferred Stock 6.6% L% 1.3% 6.00% 08%
Common Stock 41,4 5,18 52.1 11.00 5.7%

Total 100.0% 8.85%  100.0% 8.85%

Times Interest Earmed 2.69% 2.91%
Consumer Burdexn* 13.98% | 14.21%

*Az measured by return plus federal income taxes @ 48 percent
on weighted costs of preferred and common stocks as return
components.

For the reasons stated above, and based upon all the

evidence, the fair rate of return for Gemeral in our considered
judgment is 8.85 percent.

Affiliated Interests

As a holding company, GIS&E countrols, in addition to
telephone operating companies and other interests, GIE Automatic
Electric Incorporated, General Telephone Directory Company, GIE
Sexvice Corporation, and GIE Data Services Incorporated, which
transact a substantial amount of business with General.
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GTE Automatic Electric Incorporated (Automatic ox
Automatic Electric) and its subsidiaries are the developing, manu-
facturing, supply, and distributing companies for the telephone
operating companies controlled by GI&E. Automatic is the largest
non-Bell manufacturer of telephone equipment in the United States.’
In addition to products of its own manufacture, termed '“equipment"”,
Automatic purchases products manufactured by others, termed
"supplies”, for sale to its customers.

General Telephone Directory Company (Directory Company)
performs directory service for the telephone operating companies
controlled by GI&E as well as for a number of othexr non-Bell
telephone operating companies. This service includes the sale of
directory advertising, the compilation of the alphabetical and
classified sections of the directory, and the printing of two~
column directories.

GIE Service corporation (Service Company) renders
advisory assistance in legal, financial, and operational matters,
plus other services, to GT&E and its subsidiaries. Sexvice Company
furnishes its services to affiliates on a cost-of-service basis.

GIE Data Services Incorporated (GIEDS) was formed in
1967 to provide data processing services to the General System
telephone companies &s well as to other organizations outside .
the General System. For the system telephone companies, it now
pexforms the following functions: the operation of computer
facilities and microfilm services; the leasing of computer
equipment; the development of special programs or systems; and
the development of a Business Information System (BIS).

As was the case in Decision No. 79367, with respect to
both the Service Company and GIEDS, applicant and the staff dis-
agree as to the appropriate method of allocating general and
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indirect costs among the General System telephone companies. The
differences in allocated charges as the result of applying their
respective methods continues to be minor, i.e., a net expense
effect of about $113,000 on General's imtrastate operating results
for test year 1974. Applicant's allocation method is consistent
with actual billing procedures under which its share of the total
billing is determined accoxding to the ratio the customer's total
operating expenses and taxes bears to the total of operating
expenses and taxes of all participating Gemeral System telephone
companies. The staff's method requires the use of four factors
for the allocation and has long been accepted by the Commission
for allocating common or general office expensec among operating
districts ox departments of California utilities. The four
factors are number of main stations, number of employees, direct
expenses, and plant in service. As in Decilsion No. 79367 we
decline to accept either method and once again adopt a middle-
ground approach. This results in 2 net expense reduction of
$125,000, as the Service Company's part of the affiliated intex-
est adjustment, and a net expense increase of $65,000, as a
portion of the GIEDS part of such adjustment, to General's
intrastate operating results for test year 1974,

With respect to the Directory Company we have adjusted
intrastate operations for the purpose of this rate case to hold
directory company earmings from its business with General to the
rate of return allowed Genmeral, as prescribed in the last two
rate proceedings. The differences between our adopted adjustment,
consisting of 2 net expense reduction of $1,170,000, and the
adjustments made by General and the staff for this purpose reflect

our adopred level of test pswied directory revenues and the rate

of return found reasonable hercin for General's ucllity operations.
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Automatic Electric Adjustment

In Decision No. 75873 and later in Decision No. 79367
we pointed out the difficult and complex nature of determining
precisely a fair return for Automatic Electric. In our observing
therein ". . , somewhat greater risk in Automatic Electric's
manufacturing operations, even with a substantial captive market,
than exists in a utility operation" together with our being
" . . . cognizant of the economic necessity for allowing Automatic
a reasonable return on its investment to compensate for the risks
undertaken and the need to attract capital", we concluded that
"Automatic would be treated fairly if it earmed a return on its
common equity approximating the return on common equity of a
broad spectrum of American industry.” 1In those decisions we
restricted Automatic's return on equity for rate making to
12 percent applicable to the portion of its investment devoted
to serving General.,

In those earlier proceedings General took the position
that Automatic's prices were reasonable and accordingly no adjust-
ments to General's purchases should be made. In this proceeding
General has included an adjustment for Automatic Electric in the
manner prescribed by the Commission In Decision No. 79367. FHow-
ever, General takes the position that, rather than using a broad
spectrum of American industry, a valid comparison can only be
made with companies which resemble each other in most, if not
all, aspects which affect the profit rate. Its comparisoms,
while supporting a return on equity in excess of 12 percent, are
defective in that no consideration is given to Automatic Electric's
privileged position by virtue of its substantial captive market.
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Evidence presented by General as well as that presented
by the staff indicates that Automatic Electric is an efficient,
well-run operation.

The staff, in its showing, presented conflicting staff
positions. Staff witness Pretti, a member of the Finance and
Accounts Division, sponsored an adjustment for Automatic Electric
to restrict Automatic's profits on its business with Genexal to
a manufacturer's return on equity. His array of data on a broad
spectrum of American industry indicates that earnings on equity
have tilted downwards since our review of this matter in the
Application No. 51904 proceeding. Accordingly, he concludes that
Automatic would be fairly treated if its return on common equity
is reduced from 12 percent to 1l percent.

Staff witness Evans, a member of the Utilities Division,
advocates limiting the rate of return for Automatic Electric on
its business with General to a utility's rate of return, i.e.,
the rate of return allowed General applied to & Westexrn Electric-
type adjustment on Automatic Electric.

With respect to the staff recommendation to reduce the
return allowed on common equity from 12 percent to ll percent, the
downturn in earnings of a broad spectrum of American industry in
the years 1970 and 1971 is countered by a probable improvement in
earnings having been experienced in 1972 and 1973, by the need
for at least maintaining, if not increasing, returns on equity
to attract capital in view of higher bond yields and interest
rates, and by the fair rate of return for General increasing
from a range of 8.1 percent to 8.5 percent in Decision No. 79367
to the 8.85 percent allowed herein which yilelds a 12.44 pexcent
on an equity ratio of 41.4 percent. (Automatic Electric's
equity ratio, however, exceeds S0 percent in relation to its
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adjusted net investment basis applicable for the ratemaking
adjustment to restrict its earnings on common equity to 12 per-
cent on its business with General.) Moreover, the ratemaking
treatment employed provides Automatic only an opportunity, mot
an assurance, to earn the 12 percent. In the lattex regard in
1970 Automatic Electric's earnings on allowed net investment
was 8.39 pexcent (Exhibit 40, Table 5-C).

With respect to the staff recommendation to depart
from a manufacturer's return and to limit Automatic Electric to
General's rate of return, there have been no significant changes
in Automatic Electric's market position or in the other aspects
which have heretofore caused us to distinguish our treatment
of Automatic Electric from that of Western Electric. Neither
of the staff's conflicting proposals is persuasive. The
adjustment for affiliated interests in our adopted intrastate
operating results includes a net expense reduction of $967,000
and a rate base reduction of $14,323,000 on General's purchases
from Automatic Electric and is made on a Decision No. 79367
basis, including an allowance for a 12 percent return on
Automatic Electric's common equity.

GTEDS Adjustment

Apart from the minor adjustment in the allocation of
costs noted earlier, the area of difference on GIEDS between
General and the staff affecting operating results concerns the
treatment of BIS expenditures. In Application No. 51904 our
adopted operating results reflected General's test year payment
to GTEDS rather than an amortized amount. To be consistent
therewith for the current test yeax, the staff adheres to the
payment basis; however, General, employing the amortization
basis, does not.
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Based upon the difference between test year payments
to GIEDS and the lower annual amortized amounts, a net expense
increase of $330,000 is included in the affiliated interest
adjustment within our adopted intrastate operating xesults.

This amount includes the $65,000 increment resulting from the
middle-ground approach adopted above in regard to cost
allocations of GTEDS. In addition, because there is no unamoxr-
tized balance applicable to ratemaking, a reduction of $4,526,000
in intrastate rate base (the $4,526,000 being the intrastate
portion of the $5,184,000 unamortized balance for the GTEDS BILS
Program on General's books) is included as recommended by the
staff in our adopted affiliated interest adjustment to offset
the inclusion of this unamortized balance in deferred charges

in the working cash requirements estimate.

These adjustments do not regulate GTEDS' profit on
its business with Genmeral. In that regard, on the basis of the
level of GIEDS operatioms applicable to General reflected in our
adopted operating results, GITEDS is expected to earm a return on
its investment of less than 8.85 percent, the rate of return
found reasonable for General.

Although not employed by either General or the staff
to change their basic showings on test year operating results,
certain information came into the record as to expenses revised
upward for Gemeral, under its contract with GIEDS, with the
consequence that the increase in expense to General was an
increase in revenues to GIEDS. Accordingly, this made it likely
for GIEDS in the test year to earn in excess of an 8.85 percent
return on its investment devoted to serving General; its counter-
part, however, as we have pointed out, was not picked up as an
increase in test year expenses in the adopted operating results.
Thus, no adjustment to regulate for ratemaking GIEDS profits on
its business with General is indicated,
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This is the first rate case for General since GIEDS
has taken over all of the data processing operations of Gemeral.
Analysis of the operatiomn, it should be brought out, was com-
plicated by the fact that the total data processing operation
was not assumed until April 1972. At that time GTEDS took over
General's computer facilities to effect, among other things,
reductions in costs which General claims will result if GTEDS
is the operator. Prior to April 1972 GTEDS provided only a
research function in the form of BIS work performed forxr the
major part in Tampa, Florida.

No adjustment was made by the staff to GIEDS' California
operations performed for General in test year 1974, presumably
because the level of General's data processing expenses, which
in turn are revenues to GIEDS, used by the staff in its study
provide less than an 8.3 percent return for GIEDS, the midpoint
of the 3.1 to 8.5 percent range on rate of return found reason-
able for Gemeral in Decision No. 79367, and because such expenses
did not otherwise appear unreasonable.

While we are satisfied such an adjustment is not
required at this time, this should not be construed as
lessening in any way applicant's continuing burden of proof as
to the reasonableness of its transactions with GIEDS. Applicant
is placed on notice that it will be expected to have available
by its next general rate proceeding cost studies on GIEDS's
data processing operation designed to assist the Commission
staff in assessing those costs from the standpoints of GIEDS's
earnings on work performed for General not to exceed General's
allowed jurisdictional rate of return, of what General's costs
would have been had it retained the data processing operatiom,
and of unit costs incurred by other major utilitiesﬂ
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A minor issue at this time concerning GIEDS is whether
its net investment devoted to serving General, upon which to
measure rate of return, should include a working cash allowance.
The answer is in the affirmative because GTEDS is entitled to an
opportunity to earn & return on its investment and a working cash
allowance is a part of such investment. The basic safeguards are
not in adjustments to investment but in the tests of the reason~-
ableness of General's transactions with GIEDS, which are twofold:
(1) Are the charges to Gemeral equal to or below what it would
have cost General to perform the various functions had it not
spun off this capability? and (2) Is the rate of return of GIEDS
‘on its business with General not in excess of the rate of return
allowed General? '

Another matter, which concerns not just GIEDS but also
the othexr affiliates, requires some comment. An adjustment, minox
in amount, was made by the staff for all four affiliated companies
for dues and donations. Its net intrastate revenue effect is an
increase of $17,000. We do not adopt this adjustment.

Automatic Electric is a manufacturing company, not a
utility. Directory Company, Service Company, and GIEDS, although
treated for ratemaking as extensions of General, offer as separate
entities with nationwide operations certain economies which curely
outweigh small amounts of dues and donations allocable to their
business with General. In addition, the extensive staff investi-
gative effort required in the complex area of affiliated interests,
it seems to us, should not be hampered by a need to ferret out
insignificant expenditures.
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Sexrvice

Throughout the service hearings, held in various parts
of General's serving territory, public participation was dowm
markedly £rom previous times., Testimony and statements from the
public related primarily to rate matters ox serving arrangements,
and not to quality of service. To the extent irregularities in
services rendered were involved, General was directed to investi-
gate and report the results. Those results were reported in
Exhibit 42.

General's witnesses testified concerming the various
service improvement programs the company had adopted, and that
sexrvice is presently fully satisfactory (Exhibits H and I). Our
staff's conclusion is that General's current level of service is
acceptable but that, as with all telephone companies, General
should be encouraged to continue efforts to make improvements.
We do not take exception to this staff conclusion.

In view of its satisfactory service and the existence
of General Order No. 133, General is requesting in these pro-
ceedings to be relieved from service reporting under indices
established by this Commission in Decision No. 79367. Exhibit 11,
which was prepared by General in response to staff data requests,
was introduced to show that General's service is at ox above
satisfactory levels and that allowing General to report only on
General Oxder No. 133 indices would be sufiicient to show where
problems occur.

The staff agrees with General that the xeporting of
only one set of indices would be more reasonable and, because of
the similarity between the two sets of indices, would result in
no loss of information to the Commission. However, if General
-1s authorized to report hereafter only under the General Order
No. 133 established indices, the staff recommends that such
reports be at levels equal to the 96 point level presently
required when reporting under conventional indices.

-20-
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The position taken by the staff is persuasive.
Accordingly, our oxder will permit General to report
caly under the indices in General Orxder No. 133 if the higher
pexformance levels for reporting recommended by the staff are
employed.

Claim was made during the hearings by Mr. Jack Krinsky
that General was improperly applying its tariffs relating to
directoxy advertising. Mr. Krinsky, a former employee of
General Telephone Directory Company, operates a business called
Advisor, Inc. A principal function of Advisor, Imc. is to
audit, for a fee, the telephone directory advertising needs of
its clients. Witness Krinsky spomsored Exhibits AA, 43, and 4&
in support of claimed improper application of tariffs. General
countered with Exhibits 45 and BB in support of its position
that its current practices provide satisfactory service and
make unlikely improperly applying its tariffs.

General's witness, Mr. Neilsen, testified in detail
concerning the augmentation in October 1972 of additional pro-
cedures relating to its quality control program and the imple-
mentation, effective March 29, 1974, of certain provisions in
Schedule D-~1 of General's tariffs. Most of Mr. Yrinsky's
testimony and exhibits related to incidents occurring prior
thereto.

The record shows that General has failed, at least in
some instances if not regularly, to bill National Yellow Page
Accounts for anchor listings associated with display ads, as
required by its tariffs. The record further shows, however,
that that deficient practice was discontinued forthwith upon
being brought to General's attention and that all customers,
both local and National Yellow Page Accounts, are presently
being billed properly for anchor listings.
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The staff made the following recommendations on the
issues raised by Mr. Krinsky:

(1) Charges for art work may be assessed on a flat-
rate basis, this being more equitable than spreading the cost
thexeof over all the advertisers vhether they use art work or not.

“"The current art work charges are not covered by
tariff, they are only a standard practice of the affiliate. As
such, the rates may be applied indiscriminately, may be changed
without notice to the Commission or the advertiser. To control
the charges, General should be required to file a tariff for art
work charges after it has made a cost study, designed up-to-date
rates for the art work, and has obtained Commission approval of
the rate design. General should be required to complete such
study within two months from the effective date of the decision
in this proceeding, and a tariff for art work should be filed
after the rate design has been approved.

"(2) The steps now being taken to physically separate
Directory Company's intexrmal procedures from those which should
be available to the customer should help reduce complaints and
provide moxre uniform treatment. General should be required to
file a repoxt when such separation has been accomplished together
with a statement as to how materials are made available to its
customers."

These staff recommendations appear reaconable and will
be adopted.

Results of Operation

Genexal and the staff developed their respective esti-
mates of intrastate revenues, expenses, and rate base for test
yeaxr 1974 from total company operations. The separations were
made in accoxrdance with the February 1971 NARUC-FCC Separations
Manual, which has been incorporated into the Rules and Regula-
tions, as Part 67, of the Federal Communications Comxmission.
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General's estimates of total company: operations and
separated results of operation were compared in Exhibits 49 and
51 with the staff's estimates, and categories of significant
differences were ldentified. These comparative results have been
recast and condensed, for presentation in Table 1 on page 24, to
set forth the effect of each major category of estimating differ-
ence on operating revenues, operating expenses, net revenues, rate
base and rate of return. The operating results we adopt for the
test year are also included in Table 1 and, to facilitate more
detailed comparisons, breakdowns of the major estimating differ-
ences within operating revenues, operating expenses, and rate
base are provided in the earnings summaries in Table 2 on page 25
for total company operations and in Table 3 on page 26 for intra-
state operations. In Tables 2 and 3 the following procedure was
used in developing the adopted operating results: To the company
estimate (column (a)) the summation of adjustments (column (c¢),
the result of our resolution of the issues presented by the
differences between the company and the staff in Exhibits 49 and
51) is added or subtracted as indicated to yield our adopted
operating results, column (b).

Oux adopted estimates of intrastate operations result
in an 8.05 percent rate of return at present rates, This compares
with a 10.12 percent rate of return estimated by the staff and a
6.96 percent rate of return estimated by General. Slightly more
than one-half of this 3.16 percent difference between the rates of
return is attributable, as shown in Table 1, to divergence in
treatment on tax depreciation (1.42 percent) and on a related issue,
job development investment credit (0.26 percent). Most of the
remaining difference is attributable to estimating differences in
separations and settlement (0.89 percent) and to differences in
non-settlement revenue estimating (0.25 percent) and expense level
estimating (0.20 percent).
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Tax Depreciation and Investment Credit

General claims accelerated depreciation (AD) for both
California bank and corporation franchise tax (state income tax)
and federal income tax, and claims asset depreciation range (ADR),
class life system depreciation (CLS), and job development invest-
ment credit (JDIC) for federal income tax. General also has
begun claiming shorter depreciation lives for state income tax
based upon guideline lives established by the Internmal Revenue
Sexvice in introducing ADR and CLS.

It is General's position that for ratemaking AD, ADR,
and CLS should be normalized, i.e., unmodified life, straight-
line depreciation should be used in computing federal tax expense;
similarly, AD, including the change to IRS guideline lives, with
normalization, should be applied in computing state tax expense;
and with respect to JDIC, this credit should be taken into income
ratably over the useful life of the applicable property, i.e.,
the cost of service reduction method defined in Sectiom 4G(e) of
the Internal Revenue Code. In Tables 1, 2, and 3, however,
General's estimates deviate from this position in that they fail
to reflect (1) the effect of CLS on the federal tax deferral
reserve and (2) the change to IRS guideline lives with respect
to state tax.

The staff recommends flow-through treatment of all tax
depreciation elements and JDIC. The staff's estimates in Table 1
reflect that recommendation. As an alternative, in the event
£low-through with respect to federal tax expense is rejected, the
staff advocates: (1) an extraordinary item adjustment, termed
by the staff pro forma normalizationm, for federal tax deprecia-
tion -- pro forma normalization differs from test year normaliza-
tionin that a weighted average of the deferred tax resexrve over 2
specified number of the test and subseqﬁent years is used, Instead
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of the test year. average, as a deduction from rate base; and
(2) an extraordinary item adjustment for JDIC to make it repre-
sentative of an estimated average credit to income over five
years following the test year.

In our adopted operating results, the basis for com-
puting federal income tax expense includes test year normaliza-
tion of AD, ADR, and CLS, test year ratable cost of serxvice
reduction for JDIC, and adopted state tax expense. The adopted
state tax expense reflects test year flow-through of AD including
the change to IRS guideline lives.

The adopted tax depreciation treatment is consistent
with Decision No. _ 837K upon rehearing, limited to the issue of
tax depreciation, of Decision No. 79367 in the last General rate
case (Application No. 51904), and with Decision No. 83162 dated
July 23, 1974 In the recent Pacific rate case (Applicatiom
No. 53587, et al). A minor departure from those decisions does
exist, however, in that test year flow-through rather than a
projected three~year average flow-through has been used to compute
state-tax expense, The annuzl level of state tax savings or
deferrg%3eﬁfeftabilized sooner than anticipated in Decision
No. (see page 27 thereof, mimeo), presumably because of
changes in estimated near future construction in relation to
construction since 1969, Accordingly, a need no longer existes
for an extraordinary item adjustment reflective of near Ffuture
levels of state tax savings, when viewed in relation to test
year 1974.

A need continues, however, for thils type of adjustment
for federal tax depreciation with normalization, because of the
cunulative character of the deferred tax reserve, and for the
JDIC. Suchk an adjustment, reflective of a projected three-year
(1974-19276) average deferred federal tax reserve as a reduction
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to rate base and a corresponding projected three-year average
JDIC ratable flow-through to income, to our adopted intrastate
operating results at present rates would reduce operating
expenses by $213,000, increase net revenues by the same amount,
reduce rate base by $22,305,000, and increase rate of return by
an increment of 0.13 percent to 8.18 percent from 8,05 percent.
This adjustment would yield a gross revenue savings approximating
$3.5 million. However, as in the case of Decisions Nos. 83162
and __ 83778, we will not implement this extraordinary item
adjustment because it would disqualify the utility, according to
Federal Income Tax Regulations Seection 1.167(l) - 1¢h)(6), from
determining in relevant part its federal taxes on the basis of
accelerated depreciation.

Instead, as in the case of our Decision No. 33540
nodifying Decision Mo. 33162, we will require the utility to
submit to the Commission a number of reports of results of
operations which are described with particularity in Appendix B
hereto. Thece reports, which are available to public inspection,
will assist us in determining whether it appears that General is
realizing earnings that result in a rate of return in excess of
that allowed herein. Concurrently with this decision, the
Commissiqon will issue an ongoing Order Instituting Investigation
(Case No’ 9831) into the rates and operations of General
to enable the Commission promptly to take those steps necessary
to order refumds if, after hearing, the Commission finds that
General's rates have resulted in realized earnings that produce
a rate of return in excess of that allowed in this decision. If
it appears to the Commission, based on the information General
submits pursuant to the oxder contained in this decision, that
General may be earning a rate of return in excess of that allowed
by this decision, the Commission will, in Case No. 9831, issue
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an order which will so advise General and the parties to that
proceeding and which will provide for hearings. Moreover, in
that order the Commission intends to require that all jurisdic~
“onalrates collected by General, after the date of such order,
will be subject to refund pending final determination,of the
rates which are just and reasonable for the future.

1f, after hearing, the Commission finds that Genmeral's
rates have produced earmings in excess of the return found rea-
sonable in this decision, the Commission will require General
to make appropriate refunds of rates collected subject to refund.
By providing for a refund condition from the date of the
Comnission's oxder advising General and the parties to the

investigation proceeding that it appears to the Commission that
General's rates result in a realized rate of return in excess

of that allowed by this decision, the protection afforded
General's customers, pursuant to Case No. _9J83L  instituted today,
will be maximized. We recognize that this procedure may create
an issue of retroactive ratemaking because the refund condition
affects rates collected before a hearing and finding as to just
and reasonable rates for the future, Therefore, we will direct
General to indicate whether it consents to the imposition of a
refund provision as described herein in any order which may
hereafter be issued in Case No! _9831 . Such an indication or
rejection is to be filed with the Commission within five days
aftexr the date of  this decision and shall be sexrved ou the
parties in these proceedings. If General does mot consent to
this procedure within five days of this order, we shall set
hearings in Case No. 9831 for the purpose of determining the
Commission's jurisdiction to impose such a refund provision
without the consent of the utility.
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The procedure authorized herein possesses all of the
advantages and none of the disadvantages of pro forma noxmaliza-
tion. It assures that if, because of the growth of the deferred
tax reserve or any other factor, the utility's earnings exceed
authorized levels, the machinery will exist for a prompt reduc-
tion in ratec without,at the same time, threatening the utility's
eligibility to continue to use accelerated tax depreciation.

Separations and Settlements

Separations and settlements accounts, as
noted earlier, for a difference of 0.89 percent between the
rates of return derived by General and the staff on intrastate
operations. As shown in Table 1, this difference breaks down
into 0.29 pexcent corresponding to different separations factors,
0.53 percent to different settlement ratios, and 0.07 percent to
the use of different state tax rates in the computation of full

cost settlements with Pacifie.

Differences in separations factors can result in a
shift of costs of operation from one jurisdiction to another
and from one company to another. In this case, the different
separations factors used by the staff have shifted costs,
relative to General's estimates of separations, from intractate
to interstate operations and within intrastate operations, from
exchange and Los Angeles extended area sexvices to toll and
interchanged multi-message unit services, resulting in additional
settlement revenues, on a full-cost settlement basis, to Genmeral
from Pacific. The aigher settlement ratiosgf used by the staff
&lso yield General additional revenues.

2/ A settlement ratio is similar to a rate of return and is
applied to an investment base, such as net plant plus
working capital, to apportion return.
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The substantial influence of the different separations
factors used by the staff on intrastate operating results was
disclosed by late-filed Exhibit 51. The record is clear that the
staff estimated these factors, in part at least, from later data
than that available at the time General prepared its estimates.
Otherwise the record is silent on the reasons for the differences.
However, we are not convinced General seriously disagrees, certain
statements in its brief notwithstanding, with the factors developed
by the staff using later data. OQur adopted operating results
reflect separations factors as estimated by the staff,

The 0.53 percent shown in Table 1 as the difference in
rate of return attributable to the use of different settlement
ratios relates, as follows, to State Toll operations, interchanged
Multi-Message Unit operations, and Los Angeles Extended Area
opexations:

Settlement Ratio Used Difference in

Service General Staff Rate of Return

State Toll 7.7% 3.5% 0.247

I-MMU 4.2 5.3 0.16

LAEA-EAS 5.0 6.5 0.13
Total 0.53%

General, aleng with all other independent telephone
companies in Califormia, participates with Pacific in the sharing
of revenues derived from intrastate toll sexrvice. In estimating
intrastate toll revenues, General used the above tabulated 7.7 per-
cent intrastate toll settlement ratio and the staff used the
8.5 pexcent toll settlement ratio.

The staff witness selected the latest recorded settle-
ment ratio available at the time his estimate was made. It was
the one for July 1973, being then about 8.36 pexrcent. To that
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he added a productivity factor of 0.14 percent to arrive at an
estimated settlement ratio for 1974 of 3.5 pexcent. The produc-
tivity increment was used to give effect to efficiencies during
the test period anticipated by this witness.

In rebuttal, General showed that this settlement ratio
is trending downward, not upward, and provided its then current
estimate for 1974, This estimate was down ome-half percent from
its original estimate, i.e., 7.2 percent instead of 7.7 percent,

The downturn is shown in Exhibit 32. According to
General the downward trend, due to a number of factors, will
continue unless intrastate toll rates are increased. The factors
are: (1) the last increase in intrastate toll rates occurred in
May 1972; (2) costs of providing intrastate toll service are
growing (Pacific granted wage increases to its hourly employees
in July 1972. Pacific's management employees received increases
in December 1973); (3) costs will continue to grow (General will
implement management salary increases during 1974 and has made
effective increases for hourly employees in March 1974. Higher
state franchise taxes, due to a higher tax rate, will be incurred);
and (4) cost increases more than offset revenue growth and produc-
tivity improvements in providing the service as demonstrated by a
review of the trend of the amnualized monthly settlement ratios
depicted in Exhibit 32,

We are not persuaded that there will be either a pro-
nounced reversal of the downtrend in intrastate toll settlement
ratios, or a more acute continuing downtrend than originally
anticipated by Genmeral. OQur adopted operating results reflect
an intrastate toll settlement ratio of 7.7 percent.
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General derives settlement revenues from interchanged
LAEA-EAS traffic with Pacific., In the determination of the
amount of settlement dollars Gemeral receives, the Pacific exchange
rate of return is applied to the investment assigned to LAEA-EAS
by General to detexmine the return component. General has esti-
mated Pacific's exchange rate of returm for 1974 to be 5.0 percent,
whereas the staff used 2 rate of return of 6.5 percent, derived by
adding up Pacific's 12 monthly recorded returns through July 1973.
As shown on Exhibit 31, both the 12-month moving average rate of
return and the annualized rate of return are trending downward.
The factors which are depressing the intrastate toll rate of
return are also at work on Pacific's exchange rate of return.
In short, costs are increasing more rapidly than revenue growth
and absent rate relief,éf the downtrend in Pacific's exchange rate
of return, and hence in General's LAEA-EAS settlement dollars,
will continue, but probably not to the extent reflected in
General's estimate. OQur adopted operating results reflect
Pacific's exchange rate of return for 1974 without rate relief
to be 5.75 percent,

79% -1 opsrationg (he stafl's estinaced secClenent
ratio of 5.3 percent for 1974 appears representative. It has
been reflected in our adopted operating results,

As noted earlier, General and the staff used different
state tax rates in the computation of full-cost settlements with
Pacific. Pursuant to settlement agreements, General has estimated

test year state tax expense based on prior year tax rates and
earnings; the staff has not.

3/ The effects on General of changes in Pacific's rates authox-
ized by Decisions Nos, 33162 and 83296 in Application No. 53587,

et al, are taken into account in the rate spread section of
this decision.
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The staff, by using a 9 percent test year state tax
rate in calculating settlement revenues, imputes to General
greater settlement revenues than it expects to receive in the
test year. While this higher tax rate is expected to be applied
in settlements throughout the year after the test year, it would
appear to be counteracted at that time in part at least by its
own depressing effect, as an increasing tax expense, on settle-
ment ratio. Our adopted operating results reflect in relevant
part settlement revenues determined through estimating state
tax expense on the basis of prior year tax rates and earnings.

Non-settlement Revenue Estimating

The entry of $7,286,000 under operating revenues in
Table 1 is the sum of the following estimating differences: The
staff's estimate of local service revenues exceeding General's
estimate by $5,027,000; its estimate of directory revenues
exceeding General's estimate by $2,348,000; and its estimate of
uncollectibles exceeding General's estimate by $32,000. The
associated $3,8323,000 entry under operating expenses is for in-
come taxes, which are computed for those revenue differences.

Most of the $5,027,000 difference in local service
revenues relates to monthly service charges. General estimated
test year monthly local serxvice charges of $210,065,000 and the
stafl estimated $214,232,00C for a difference of $4,166,000.
These estimates are derived from a relationship to total tele-
phones in service, which in turn depends on estimated 1973 and
1974 station gain., Total stations as of the end of 1973 werxe
2,333,000, or approximately 10,000 more than estimated by General,
and approximately 8,000 less than estimated by the staff. General
currently estimates a test period station gain of 106,000, revised
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upwaxrd from the 102,000 estimate contained in Exhibit 1,

Table 17-C. The staff's witness acknowledged that if he had
used actual end-of-year 1973 stations, rather than his estimate,
together with his estimate of test period weighted average sta-
tion gain, it would reduce his estimate of test period monthly
service charge revenues by approximately $800,000. General
-concedes that its estimate of monthly service charge revenues
of $210,066,000 is low. Our adopted operating results include
the ctaff's estimate of $214,232,000, less the $300,000.

Some $961,000, as the remaining part of the estimating
differences in local service revenues, concerns revenues derived
from local service accounts, such as service connections, semi-
public telephones, public telephomes, and the like. The staff's
estimates for such items, being baced on later data than General's
estimates, are adopted.

As to the difference of $2,348,000 in directory adver-
tising and sales revenmues, the staff's estimate of $38,223,000,
while being higher than General's estimate of $35,875,000, is
lower than the directory company's own estimate which, as speci-
fied in Exhibit 40, is $39,890,000. The staff's estimate appears
reasonable and will be adopted. Its adoption requires, however,
appropriate revisions in directory expensec, as part of commercial
expense, where both the staff and General applied Gemeral's lower
revenue estimate, a2nd in the affiliated interest adjustment for
the directory company set forth in Exhibit 40.

The difference of $29,000 in uncollectibles results
primarily from the above differences in the local service and
directory revenue estimates.
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Uncollectibles
Both Genmeral and the staff used one percent of total
company gross revenues in estimating uncollectibles. The one
percent factor is substantially below the uncollectible ratios
experienced in recent years and is based on a goal General
seeks to achieve. General's current view is that uncollec-
tibles in the test period will exceed 1.4 percenmt. By strength-
ening efforts to reduce uncollectibles, a 1.2 percent ratio
appears achievable before long, at least in terms of actual net
losses, and will be adopted for the test period total company
operating results. A similar increase of about 20 percent in
the 0.86 percent uncollectibles used by the staff on total
intrastate revenues will be reflected in the adopted intra-
state operating results.
Expense Level Estimating
In Table 1 the staff's estimates of net revenues exceed

those of General by $2,8343,000 for total company operations and
by $2,746,000 for intrastate operations because of differences
in expense levels. The different expense levels are due in part
to later data becoming available and in part to the use of dif-
ferent estimating procedures. '
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The development of these differences in net revenues
has been set out in detail in Exhibit 51 and is summarized in
the following tabulation:

: General Lxceeds Starr :
Item : Total Company : intrastate :
(Thousands of Dollars)

Operating Revenues $ 7,984 $ 6,132

Operatingz Expenses
Maintenance 4,463 3,776
Commercial 3,760 3,310
Other Expenses Except Taxes (263) (316)
Taxes, Other Than Income Taxes 6,037 5,198
State Franchise Tax (541; ~ (525
Fedexal Income Tax (2,524 (2,555

Total Operating Expense $10,327 $ 8,878
Net Revenue $(2,843) $(2,746)
( ) Red Figure

The differences in operating revenues of §7,984,000
for total company and $6,132,000 for intrastate operations occur
because expense levels and settlement revenues are interrelated,
i.e., settlement revenues, on a full-cost settlement basis, are
in part a direct function of applicable separatloms factors and
expense levels. Accordingly, the higher expense levels estimated
by General have the effect of increasing settlement revenues.
They also have the effect of lowering income taxes in direct
relation to the amount by which the difference in operating
expenses, before income taxes, exceeds the difference in settle-
ment revenues. The end result of thic process concerning higher
expense levels is to reduce net revenues but to do so to a lesser
extent because of the counter effect of increased settlement
revenues,
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Our task at this point is to determine the appropriate
expense levels which in tuxrm will affect settlement revenues,
income taxes, and net revenue. Before so doing, however, it
provides needed perspective if we observe that General's estimates
of test year operating expenses were prepared in late 1972/early
1973 before the full results of innovative cost reducing programs,
which as matters turned out exceeded in meny respects Gemeral's
expectations, were in. These programs Iinclude programs for
billing improvement, contrxol analysis maintenance, and repair
performance improvement. The staff's estimates reflect a later
view on their results.

Clearly, in achieving economies and efficiencies, with-
out service degradation, General has been performing well, As a
measure of such performance Genexal's employee force has been
reduced from 20,121 at the end of 1970 to 18,250 at the end of
1973, while its total telephones were increasing from 2.564 million
to 2.839 million. Because of recent improvement programs exceeding
expectations, General concedes, where pertinent, that certain of
its expense estimates or parts of them are too high,

In that regard Gemeral concedes its estimate of total
' company maintenance expense of $114,919,000 is too high by
$3 million. Reduced by $4 million instead of the $3 million,
General's estimate is representative in our view of the test
period and accordingly is the level reflected in our adopted
operating results.

The estimating difference of $3,760,000 in total company
commercial expense, although apart from a proposed disallowance
by staff of $2,636,000 in advertising expenses, reflects $550,000
more in advertising than budgeted by General. It is also
apart from the shortfall in directory expenses noted in our
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comments on directory revenues. That shortfall amounts to about
$1 million, calculated as 43 percent of a $2,343,000 directory
revenue difference, consistent with the contract between General
and its affiliate, the directory company.

Although General and the staff used fundamentally
different methods of estimating commercial expense, a major part
of the $3,760,000 estimating difference appears attributable to
the staff's estimate reflecting throughout 1973 and test year
1974 a downward trend in local commercial expenses per average
company station. The trend line, as shown in Chart 10-3 of
Exhibit 13-A, changed directions from upward to downward in late
1972 and remained that way through mid-1973, the end point of the
recorded data on a l2-month moving total basis. The expense
saving impact of the billing improvement program, implemented in
December 1972 and completed in July 1973, appears to have caused
the downward trend. It is Gemeral's position that imasmuch as no
new expense saving programs are available for the test period, the
trend line should level off and commence upward again. On a 12-
month moving total trend line the downward influence of the billing
improvement program completed in July 1973 can be expected to be
experienced through mid-1974.

Our adopted operating results are $1,150,000 less than
General's with respect to this estimating differemce in total
company commercial expense. The adopted results exclude the
unbudgeted advertising expense, reflect cost levels attainable
as a result of expense savings programs completed in 1973, and
include a level of directory expense consistent with the adopted
directory revenues.
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The estimating difference of $268,000 is the amount by
which the staff's estimate excceds General's estimate of other
expenses except taxes for total company operations. It is a
composite of differences in estimates of traffic expense, depre-
ciation and amortization, and other operating expenses.

The staff's estimates of traffic expense and deprecia-
tion and amortization are below General's estimates by $497,000.
They are based on later data &nd will be adopted for the test
period. .
The staff's estimate of other operating expenses, also
based on later data, exceeds General's estimate by $765,000.
Neither estimate allows, however, for an added pemsion expense
of slightly in excess of $1 million to be incurred in the test
period as a result of liberalizing pension benefits. Our adopted
operating results reflect the staff's estimate of other operating

expenses after modification to include the additiomal pension
expense,

The estimating difference of $6,037,000 in total company
operating taxes other than on income is made up of a difference
of $1,038,000 in payroll taxes and $4,999,000 in ad valorem taxes.
The estimate we adopt for payroll taxes is fixed $500,000 below
General's estimate consistent with a smaller work force being
indicated by later data..

The difference in the estimates of ad valorem taxes
lies mostly in the different composite tax rates used. The staff
estimated increases in the ad valorem tax rate of $0,05 in each
of the fiscal years 1973-1974 and 1974-1975 as contrasted with
General's estimating increases of $0.59 for each of the two years.
Ad valorem tax expense for the test year depends on the composite
tax rate for fiscal 1974-1975, since General accrues this expense
on & calendar-year basis.
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Although a substantial increase in the 1974-1975 tax
rate now appears likely, ad valorem taxes should fall short of
the level estimated by General. This should be the case because
the buildup of General's estimate includes an increment in the
tax rate for fiscal year 1973-1974 of $0.59 in comtrast to a
decrease of $0.56 actually experienced. We adopt the staff's
estimate of ad valorem taxes as reasonable for the test period.

As indicated earlier, the resolution of differences in
expense levels will cause changes in settlement revenues. For
total company operations, the pertinent settlement revenues
decrease in our adopted operating results by $5.175 million in
comparison with Genmeral's estimate as shown in Tables 1 and 2.
Similarly, total company income taxes increase $2.216 million
and net revenue $1.990 million in comparison with General's
estimates,

Advertising Expense

General's advertising expenses have been rumning at
about one-half of one percent of operating revenues since 1969.
Its advertising budget for 1974 is $3 million. The benefits
of its advertising, General contends, ultimately accrue to the
ratepayer whether such advertising is aimed at providing informa-
tion on telephone service, increasing revenues, attracting
exployees, éaising capital funds, or meeting legal obligatioms.

Generxal's advertising programs are designed to assist
in meeting two basic responsibilities, the first of which is to
ensure the continued operation of the company and the second is
to maintain the lowest price for basic telephone service.
Ignoring the power of advertising to maximize cost reduction
and revenue generation opportunitiles would be to ignore, General
asserts, in large part such a basic responsibility.
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The Commission staff recommends disallowing $2,636, 000,
or 88 percent of the total 1974 advertising budget of $3 million.
The staff bases the disallowances largely either on insufficient
information furnished to support an expenditure as being of sub-
stantial benefit to the subscriber or the information furnished
indicates the expenditure "to be designed moxre to improve the
public image of the utility rather than to benefit the subscriber'.
The staff further pointed out in Exhibit 13-A that its review of
the utility's 1974 budget was handicapped by the following:

"a. Specific advertising intended for use
in 1974 is in most cases not known at
the time of budget preparation.

"b. Proposed advertising expenditures are
identified only with the media, method
or type of coverage expected.

The utility's budget does not identify
proposed expenditures with a recog-
nizable objective in all cases."

The upshot of all of this is that on the one hand
General's showing was insufficient, while on the other hand the
staff appears unrealistic in its assessment of the amount of
suppoxt required in an area which is largely judgmental. Thus,

2 middle ground between the two positions probably is more
representative of what is in the ratepayers' interests.

In the Pacific rate case decision, Decision No. 83162
dated July 23, 1974 in Application No. 53587, et al, we said,
after thorough examination, that 'Pacific's advertising budget,
0.26 percent of operating revenues, is reasonable, but, neverthe-
less, we have disallowed some advertising expense as more properly
belonging within the ambit of shareholder responsibility.”
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An allowance of about 0.25 percent of operating reve-
nues would represent & middle ground which appears indicated fFor
General in this proceeding. Accordingly, intrastate advertising
expense of $1.336 million, based on a total company figure of
$1.5 million, will be allowed in the intrastate operating results
we adopt.

In making this allowance, we are mindful that adver-
tising tasks or needs are not static and that being the case,
much of the test year advertising, which was something less than
fully defined at the time of the staff review, will not neces-
sarily be the advertising that will take place during most of the
future periods during which the rates established by this deci-
sion will be in effect. General's future advertising, which is
designed to assist in (1) ensuring the continued operation of
the company, and (2) maintaining the lowest price for basic
exchange service, should, in the amount of this allowance,
exclude expenditures which are predominantly for institutional
advertising and good will,

Dues and Donations

In accordance with prior Commission practice, dues
and donations in the amount of $28,000 and legislative advocacy
in the amount of $41,000 were excluded by the staff from test
year total company operating expenses. The corresponding dis-
allowances in our adopted test year intrastate operating expenses
are $25,000 and $35,000, respectively.

Affiliated Interests Adjustments

The pertinent affiliates (Automatic Electric, Directory
Company, Service Company, and GTEDS) and the development of our
adjustments adopted for each affiliate have been discussed at
some length in earlier sections of this Opinion. Im the aggre-
gate the adjuctments to intrastate operations result in a net
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expense reduction, or conversely, a net revenue Increase, of
$1,973,000 and & reduction of $18,849,000 in rate base. The
breakdown by affiliates is as follows:

: Adjustment
Affiliate : _Net Revenue : Rate pase
ousands of Dollars)

Automatic Electric $ 967 $14,323
Directory Company 1,170 -
Sexrvice Company 124 -
GIEDS (238) 4,526

Total $1,973 $18,849
( ) Denotes red figure.

Other

The remaining differences between General's estimates
and the adopted estimates represent in the aggregate only
0.04 percent in rate of return. The adopted estimates, with one
exception, reflect the staff's estimates.

As to the exception, the staff adopted General's esti-
mate of materlal and supplies of $6,844,000 for total company
operations. The record is clear that this is a markedly reduced
level of material and supplies in relation to the past and will
not be achievable for perhaps several years through the improve-
ment program under way. Accordingly, a fair allowance for
working capital, consisting of material and supplies and working
cash reflective of our adopted revenue requirements at an 8.85 per-

cent rate of return, is not less than $10 million for total company
operations.
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Required Intrastate Revenue Increase

In order to produce an 8.85 percent return on General's
intrastate rate base of $1,326,875,000 for the test year 1974,
its operating revenues after settlements with Pacific and uncol-
lectibles must be increased by $22.4 million.é/ This is an
increase of 4 percent over intrastate revenues under present rates,

In deriving the required operating revenue increase, we
have applied a net-to-gross multiplier of 2.113 to an additional
net revenue requirewent of $10.6 million.i It was unnecessary
to adjust rate base for a decrease in working cash requirements,
as the result of the effects on a lead-lag study of an increase
in income taxes responsive to an 8.85 percent return on rate base
and adopted expense levels, inasmuch as the adopted rate base
reflects, as previously brought out, an appropriate working
capital allowance,
Rate Spread

A proper spread of the $22.4 million required increase
in General's intrastate operating revenues among the various types
of telephone services is influenced in large measure by Decision
No. 33162 dated July 23, 1974 and Decision No. 83296 dated
August 12, 1974 in the recent gemeral rate case on Pacific
(Application No. 53587, et al). Im fact, a revenue increase to
General of $14.2 million and $0.8 million has been predetermined
by those decisions and by certain related chenges (Genexal's
Advice Letter No. 3191) in General's rates.

4/ $1,326,875,000 (.0885 - .0805) = $10,615,000

$10,615,000 x 2,113 = $22,429,000

46
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Summarized below in tabular form is our adopted rate
spread yielding an annual revenue increase of $22.4 million.
It was arrived at after careful comsideration of all the evi-
dence on the various rate proposals viewed in the light of the
level of additional revenues we have determined to be required.
Adopted Rate Spread

Yielding Annual Gross Revenue Increase
After Uncollectibles of $22.4 Million

: B{lling : Settlement : Revenue
Itenm : Tncrease : Effect Tncrease
(Dollars in Millions)

Revenues Derived from D. 83162 & 8%296

Exchange - Extended Service Settlements

MMU :
Message Unit
ORTS
Toll:
WATS
State Message Toll
Private Line (interchanged)
ORTS
Foreign Exchange & ORTS
(Advice Letter No. 3191)

Subtotal

Basic Exchange Rates
Los Angeles Extended Area
Other L.A. Metropolitan Area
Outside L.A. Metropolitan Area
Exterded Area Service Increment
Message~Rate (Measured) Service

Subtotal

Other
Datatel Service
PBX Service
Supplemertal Services
Foreign Exchange Service

Pashbutton Telephone System Service

Private Line Services

Service Commection/Move and Change

Subtotal
Trncollectibles

Total

35-1

1.9
(.3)

1.7

86.8

1.5
.2

(.8)

(.3)
2

(-9)

$ 6.8

6.4
o2

l.l

(.3)

(.3)
3

R

8.4

.028
.ws
-078
-009
2.707

86.6

$(.004)

(.277)

§15.0  $15.0

$ 024
006

. 078
-009
2.220

$2.828

$ .038
678
(.267
282
1.117
.o%

3.873

$(.381)

s<OM)
038

(.029)

(.12%)

(.380)

$ 2.447

§ 034
603
(.329)
-25%
1.003
046
3.493

$5.667

$(.564)

§5.103 § 5.1
(-l)

g22.4

() Red Figure.

47-
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Basic Exchange Rates ,

‘ As indicated by the small revenue increase for basic
exchange service in the preceding rate spread summary and by

the comparison tabulated below, existing rates for primary basic
exchange services remain unchanged for the most part. Once
again, near parity in many basic rates of General's and Pacific's
exchanges is being reached in the Los Angeles Extended Area.
Rates for General's exchanges outside the Los Angeles Metro-
politan Area continue to be maintained at a higher level.

Basic Exchange Monthly Rates, Primary Service

Extended Service
Class and Grade . LA Metropolitan All Other(l)
of Service Exchanges Exchanges
Authorized Authorized
Residence Present Herein Present Herein

l-Party Flat Rate $5.75 No change $ 5.95 No change
1-Party Message Rate (2) (2)
("lifeline") 2.95-20 $3.00-30 -

2-Party Flat Rate ~ 5.05(3) No change 5.25 No change
Suburban (SUB-R) 4,75 5.05 L.85 § 5.25

Business
i i—

1-Party Flat Rate 12.60(3) No change 13.20 No change
1-Party Message Rate 7.65—%? No change -

2-Party Flat Rate 10.50¢ No change 10.50  No change
Suburban (SUB-B) 9.30 No change 9.30 $10.50
Semi-Public Coin Box

(SPCB) ?.65 No change 6.60 7.65

PBX=Trunk Flat Rate 18.90(3) No change 15.80 No change
PBX-Trunk Message Rate 3.80-0 No c¢hange - -

()

Rates shown are for local service and accordingly exclude rate
increments for Extended Area Service where offered.

(2) Service to be offered in L.A. Metropolitan Area Exchanges, con-
currently with the withdrawal of residence 2-party flat rate
service, not later than six months after the effective date of
the decision herein, pursuant to Decision No. 81646.

(3 Applicable until withdrawn in compliance with Decisions Nos. 75873

and 81646,
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With respect to the rate change for individual line
measured residential (lifeline) sexrvice, where the call allow-
ance 1Is increased from 20 to 30 messages while the monthly rate
is increased only five cents, the result probably is that this
sexvice would cost less for most potential subscribers. How-
ever, timing measured local service, as discussed hereinafter,
will offset to some extent such probable lesser cost. The other
two rate changes in basic exchange rates are minor. One brings
SPCB rates in all exchanges up to the level in the Los Angeles
Metro exchanges, and the other facilitates base rate area
expansions through increasing suburban business and residence
rates to the level of corresponding 2-party rates.

Message-Rate (Measured) Service

A five-cent rate was authorized in Decision No. 83162
for Pacific's multi-message unit service, which rate also applies
to General, and for Pacific's message rate service. Accordingly,
the rate for local calls in excess of the monthly allowance under
General's message rate service, presemtly 4.7 cents each, also
will be increased to five cents.

The adopted intrastate operating results, Tables 1 and
3 herein, contain adjustments to reflect fully in the test year
the effects of measured local service after the conversion pre-
scribed in Decision No. 75873, as modified by Decision No. 81646.
Pursuant to those decisions General, within the Los Angeles
Metropolitan Area and within six months after the effective date
of this decision, must withdraw (1) the offexring of business
individual line flat rate, business two-party linme flat rate, and
business PBX trunk flat rate services and substitute therefor
individual line message rate and PBX trunk message rate services;
and (2) the offering of residence two-party line flat rate
service and substitute therefor individual line message rate
service.
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Accordingly, a portion of the $2.3 million increase
shown for message rate service in the adopted rate spread
reflects the effect of increasing the message rate from 4.7 cents
to five cents and applying it to the message volume expected
after the prescribed conversion, i.e., applying it as though
the conversion were completed prior to the test year so as to
include its full effect in the test year. The remainder of
the $2.3 million increase reflects incorporating a timing
feature, not heretofore included in the prescribed conversion,
into message rate service as advocated by General and the staff.

In this proceeding, as in the recent Pacific rate case
(Decision No. 83162, supra), the staff and the utility have joined
in proposing that local messages be timed and that the charge for
local messages be based upon five-minute periods. A justifica-
tion for timing is a more equitable result: charging less for
short duration than for long duration local calls. Timing of
local messages fills a need, the joint proposal of General and
the staff appears to be reasonable, and that proposal should
and will be authorized.

Thus, the adopted rate spread of $22.4 millionm allows
General to meet its revenue requirements after conversion to
measured local service including provision of timing. Prior to
that conversion, however, General's additional annual revenue
requirement is $4.5 million less, i.e., General will be receiving
on an annual basis $4.5 million moxe in recurring monthly charges
for basic exchange primary service after deducting an appropriate
allowance for unrealized message rate revenue. Viewed in rela-
tion to the adopted rate spread, excess revenues will be produced
prior to the conversion at an annual rate of about $2.2 million,
i.e., the above $4.5 million less the $2.3 million increase for
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message-rate (measured) service in the adopted rate spread. To
offset this effect, certain rate increases should be delayed as

will be brought out through our trecatment of sexrvice connection/
move and change charges.,

Other Services

The adopted spread of rate increases to other services
produce revenue increases of $5.1 million, which meets most of
the additional revenue requirement of $22.4 million after deduct-

ing the xevenue increase to General derived from Pacific's new
rates.,

Datatel Service. General proposes thesc rate changes, which
are based on cost studies, resulting in a $38,000 annual billing
increase, The staff comcurs in the proposed rates, which appear
reasonable and will be authorized.

Private Branch Exchange Service. General has pfoposed cer-
tain changes, yielding a $620,000 revenue increase, which the
staff considers would result in more realistic rates for the
equipment involved, Consistent with its longstanding practice,
the staff recommends, however, that the increases on two of the
items involved be limited to 50 percent, causing a $17,000 drop
from the proposed $620,000 increase. The proposed rate changes,
as modified by the staff, include a consideration of costs,
appear reasonable, and will be authorized.

Supplemental Services. These services include a variety of
different types of equipment., Included are such items as answexr-
ing arrangements, special dials, metering service, signalling
arrangements, special telephones, long cords, jacks, loud speakers,
head sets, custom installations, transfer arrangements, and touch
calling service.




A. 53935, C. 9578 SW/NB *

Undexr Gemeral's proposal, rates for supplemental service
would be restructured to reflect changes in cost and 2 new Sexvice
Connection, Move and Change Schedule. This proposal will cause a
shift in revenues from supplemental services to the new sexvice
comnection, move and change charge structure; it will reduce
General's revenues from supplemental services by $1,772,000.

The staff concurs with General in its proposed rates
for supplemental services., We take exception, however, to the
proposed elimination of the nonrecurring charge and establish-
ment of a monthly rate for long cords. Allowing for a proposed
standaxrdizing of cord lengths but otherwise maintaining the
present tariff provisions and charges for long cords will
decrease the above reduction of $1,772,000 in Gemeral's revenues
by $1,443,000 and accordingly yield the $329,000 revenue decrease
shown in the rate spread tabulation. In all other respects,
General's proposal for supplemental services appears reasonable
and will be authorized.

Foreign Exchange Service. General proposes a 10 percent
increase in the monthly rate and a six-cent charge per local
message. The staff supports the proposal. It appears to be
reasonable and will be authorized.,

Pushbutton Telephone System Service. General proposes a
redistribution of charges for pushbutton telephone services,
which Gemeral contends will achieve a closer alignment with
costs., Generally, under the proposed redistribution it appears
that small systems will incur substantial relative increases,
while large systems not only will not, but in some instances
may experience a decrease. The staff, while concurxring on a
redistribution of charges being needed because of both cost
and competitive factors, recommends reducing the proposed
increases wherever necessary in order for them not to exceed
50 percent of previous rates.
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General's proposal will result in a billing increase
of $1,621,000. After the staff-recommended changes, the result
would instead be a billing decrease of $327,500. The billing
increase of $1,117,000, equating to a & percent increase, set
forth in our adopted rate spread reflects acceptance of staff-
recommended changes except for illuminated central office
lines. TFor this item, the increase in monthly rate from $3.30
to $5.00 proposed by Gemeral, instead of to the $4.20 recom-
mended by the staff, is adopted. Modified in this way, General's
proposal is reasomable and will be authorized.

Private Line Services. General proposes to eliminate on
all intraexchange private line services and channels the 5 per-
cent billing surcharge authorized in Decision No. 31824 and to
establish rates virtually identical with Pacific's rates. This
proposal, which will provide a revenue increase of $46,000, is
concurred in by the staff, appears reasonmable, and will be
authorized, :

Service Connection, Move and Change Charzes. General pro-
poses to conmsolidate charges for service comnection, moves and
changes into one newly designed schedule. The level of charges
will be determined by the work activities involved. All cus-
tomers' requests for new service, additions, modifications, ox
moves will be charged for depending on whether or not the
following activities are involved: Service orxder activity,
central office activity, and premises activity. The rates
proposed by General, in addition to redistributing the charges
among the customers based upon work activities, will contribute
to the over-all revenue requirements, thus offsetting certain
costs that are now bornme by the general body of ratepayers.

The staff concurs in General's newly designed schedule
except as to rate levels, which should be determined according
to the revenue increase needed from this revenue source. The
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staff further points out that this new approach to connection
charges will be readily adaptable to the developing ‘‘telephone
store’ or ‘phone-mart’ concept under which typically customers
may pick up a telephone instrument and install it themselves at
locations where jacks have been installed,

General's proposal, after modification in rate levels
so as to yield a revenue increase of $3,493,000 as shovn in the
adopted rate spread, appears reasonable and will be authorized.
A comparison of old and mew charges for connecting service for
individual line business and individual line residence follows:

Service Connection Charges

. Authorized Herein
: Activity
: s Service : Central : : :
Item : Present : Order : Office : Premises : Total :

Individual Line
Business

Instxrumentalities
Not in Place

Instrumentalities
In Place

Individual Line
Residence

Instrumentalities
Not in Place

Instrumentalities
In Place
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The newly designed schedule with its attendant revenue
increase of $3,493,000 will not be permitted to go into effect,
however, until some time after the other rate changes authorized
herein become effective, Its deferral is comsistent with General's
lesser additional revenue requirement prior to the conversion to
measured local service. As brought out in our discussion of
message-rate service, excess revenues in relation to our adopted
rate spread are at an annuval rate of about $2.2 million prior to
that conversion.

Either of the following two deferral options appears
to provide an equitable method of offsetting the excess revenues
during the conversion to measured local service:

(1) If General certifies to this Commission that it is able

to complete, and in fact, will complete the timed message-rate
service conversion within six months from the effective date of
the order herein, then all new rates shall become effective in
due course except the new service conmmection, move and change
charges, which shall be implemented sixty days after the effective
date of this order., All charges under the new service connection,
move and change tariffs shall be separately carried in customer
accounts or other appropriate records until the prescribed con-
vexrsion is completed. TFurther, if General breaches its certifi-
cation, the new service connection, move and change tariffs shall
be immediately suspended and the corresponding present tariffs
reinstated until the conversion is, in fact, completed. Any
excess in charges collected over those indicated in the present
tariffs shall be refunded.

(2) All new rates shall become effective in due course
except the new service connection, move and change charges. The
latter shall become effective only when the utility certifies to
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this Commission that half or more of the timed message-rate
sexrvice conversion has been completed, and that full conversion
will be accomplished in no more time than that which elapsed
between the effective date of this decision and the date of the
prescribed certification.

Othexr Matters

The staff recommends the introduction of business one-
party and residence one-party measured service in the Oxnard,
Redlands, San Bermardino, and Santa Barbara exchanges. These
are General's four largest exchanges outside the Los Angeles
Metropolitan Area.

Iﬁtroducing nonoptional business measured sexvice and
optional residentiazl (lifeline) measured service in these ex-
changes would represent an indicated and logical progression
from what is being dome in General's Los Angeles Metropolitan
Area exchanges. However, General has not made studies to
determine the effects of eliminating all party-line services in
the four exchanges, and the record is void of the estimated
plant, revenue, and expense effects associated with such non-
metropolitan measured sexrvice offexrings.

In its next rate proceeding General will be expected
to set forth a comprehensive program to accomplish those service
offerings in the above four exchanges and provide estimates of
their plant, revenue, and expense effects. Accordingly, appli-
cant should get under way forthwith all necessary studies.

These studies should be consistent with an objective of providing
nonoptional business measured service and optional residential
(lifeline) measured sexrvice in those four exchanges within five
years after the effective date of this decision.
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The staff also recommends the introduction of a second
one-party measured residential service, with a higher monthly
rate and & larger message allowance than existing 1 MR service,
in General's Los Angeles Metropolitan Area exchanges. Sufficient
need for this additional service appears to be lacking, at least
at this time. We will not adopt this staff recommendation.

General and the staff differ as to whether the utility
is reasonably clearing its accounts in a timely fashion. While
we recognize that in this area there is some latitude for judg-
ments as to reasonableness, we are persuaded there may be some
merit to the staff's concexrn. Accordingly, General will be
expected to show some improvement in the area of accounting and
do so by periodically reviewing its clearing account balances
and taking any necessary measures to assure that each clearing
account is being maintained in such a way as to prevent excessive
departures from a nominal balance in that account,

Eefore proceeding to our findings and conclusion and
the order herein, we should point out that it is not practicable
in a proceeding as extensive as this one to rule individually on
all the various points brought before us for comsideration. Oux
objective has been to discuss and rule on those matters which
secued of major importance in deciding the validity of appli-
cant's request. However, broad comsideration has been given to
all requests though each may not be specifically treated herein.

Findings

1. The reasonable estimates of intrastate operating reve-
nues, operating expenses, and rate base, as discussed in this
opinion and set forth in column (b) of Table 3, result in an
3.05 percent rate of return under present rates. Present rates
are defined for purposes of this decision as those effective as
of September 23, 1973.
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2. For ratemaking Automatic Electric should continue to
be treated as a manufacturing company and allowed a 12 percent
return on equity in the form of AE's net investment allocable
to transactions with General and applicable to General's intra-
state operations.

3. An allowance of $1.336 million for advertising is
reasonable and has been included in the adopted intrastate
operating expenses. General's future advertising, which is
designed to assist in (1) assuring the continued operation of
the company, and (2) maintaining the lowest price for basic
exchange serxvice, should, in the amount of this allowance,
exclude expenditures which are predominantly for institutional
advertising and good will.

4, Consistent with our holdings on accelerated deprecia-
tion in Decisions Nos. 83162, 83540, and 83778 , supra:

a. General does not qualify for accelerated depreciation
on its pre~-1970 property. ‘

b. General does not qualify for accelerated depreciation
on its post-1969 property for federal tax purposes unless both
General and the Commission noxmalize General's accelerated
depreciation for ratemaking and General normalizes its acceler-
ated depreciation in its regulated books of account. If those
requirements are not met, General will be restricted to the use
of straight-line depreciation for its post~1969 property also.

¢. The normalization treatment of accelerated depreciation
involves a fictitious allowance for federal tax expense. The
fictitious allowance, however, would convert in General's case
to a real part of this expense if normalization is not used,
i.e., General would be required to pay its federal income taxes
on the basis of taking straight-line tax depreciation.
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d. Because the federal tax deferral reserve attributable
to normalization is applied as a reduction to rate base, accel-
erated depreciation with normalization results in a lower total
cost of service than straight-line tax depreciation.

e. General's federal income tax expense should be computed
for ratemaking on the basis of accelerated depreciation on its
post-1869 property with normalization.

f£. Pro forma normalization, a method which otherwise
holds considerable attraction, is unequivocally barred by
federal income tax regulations (Section 1.167(1) - 1(h)(6)).
General's resexve for federal income tax deferrals is $74,436,000
in test year 1974, Clearly, a gross revenue savings approximating
$3.5 million, reflective of pro forma normalization and related
items, described at page 29 herein is not worth putting General's

entire eligibility for accelerated depreciation in dire jeopar&y.

8« The earnings survelllance and timely action procedure
envisioned herein and in Case No. __ QQAM  being issued concur-
really with this decision, including the reporting requirements pre-
sexibed in Appendix B hereto, should preclude General from
unduly profiting by reason of the Commission's determination to
allow the normalization method of accounting in determining
General's cost of service for ratemaking purposes. This procedure
assures that if, because of the growth of the deferred tax reserve
or any other factor, the utility's earnings exceced authorized
levels, the machinery will exist for a prompt reduction in rates,
without at the same time threatening the utility's eligibility
to use accelerated depreciation,

h. Accelerated depreciation {AD), asset depreciation range
(ADR), and class life system (CLS) and job development investment
credit (JDIC) are subject to similar limitations om availability
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of the flow-through option under federal tax laws. In our adopted
operating results, the basis for computing federal income tax’
expense, accordingly, includes test year normalization of AD, ADR,
and CLS, test year ratable cost of sexrvice reduction for JDIC,

and adopted state tax expense. The adopted state tax expense
reflects test year flow-through of AD including the change to

IRS zuideline lives.

S. A rate of return of 8.85 percent for Gemeral is fair
and reasonable. The corresponding return on common equity,
under the adopted capital structure, is 12,44 percent. Within
the adopted capital structure the common equity portion is
41.4 percent.

5.a. The adopted intrastate operating results for test year
1874 yielding an 8,05 percent rate of return under present rates
are appropriate to determine General's revenue deficiency and
should be used for that purpose.

b. General is entitled to an inecrease of $10.5 million
in net annual intrastate revenues to raise its test year xate of
return from 3.05 percent under present rates to the £.85 percent
found to be reasomable.

c. An increase of $22.4 millionm in annual intrastate gross
revenues after uncollectibles is need to produce the $10.6 million
in net revenues and is thus justified.

7. The rates and charges prescribed in Appendices C and D
are designed to produce, in relation to present rates and charges,
the required revenue increase after deducting the revenue Ilncreases
to Genmeral derived from Pacific’s new rates and Advice Letter
No. 3191 as shown in the tabulation of the adopted rate
spread. Accordingly, General should be authorized to increase
its rates for intrastate telephone service to the extent pro-
vided for in Appendices C and D and in the sequence
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prescribed in the order which follows in order to accommodate
an impending conversion to measured local service,

8. Pursuant to Decision No. 75873 as modified by Decision
No. 81645, Genmeral, within the Los Angeles Metropolitan Area and
within six months after the effective date of this decision, must
withdraw (1) the offering of business individual line flat rate,
business two-party line flat rate, and business PBEX trunk flat
rate services and substitute therefor individual line message
rate and PBX trunk message rate services, and (2) the offering
of residence two-party line flat rate service and substitute
therefor individual line message rate service.

. Local messages should, as proposed in this proceeding,
be timed and the timing should be carried out in increments of
one message unit for each five minutes or fraction thereof.
Thus, a timing feature, which had been anticipated in Decision
No. 8154G, should be incorporated into the above prescribed
conversion.

10. General should notify all subscribers in its exchanges
in the Los Angeles Metropolitan Area of the impending conversion
to timed message-rate service. The conversion will be effected
without a service comnection or change charge being levied on the
affected customer.
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1l.a. Prior to the conversion to timed message-rate service
excess revenues would result unless the rates and charges pre-
scribed in Appendix D are deferred. In relation to the adopted
rate spread, such revenue excess would be at an annual rate of
about $2.2 million,

b. Either of the deferral options set out on pages 55
and 56 of this decision provides an equitable means of offsetting
the excess revenues which otherwise would occur before and during
the conversion to measured local service. Within ten days after
the effective date of this decision, General should inform the
Commission in writing as to which of these two options it elects.

12, General's service is adequate,

13. General should make its service reports under the
Indices ectablished by Gemeral Order No. 133 at objective levels
equivalent to the 96 point level presently required when reporting
undexr conventional indices. Concurrently, General should discon-
tinue its reporting under the latter indices. Because of the
similarity between the two sets of indices, no loss of signifi-
cant information to the Commission would result.

lé.a. Charges for art work applicable to directory adver-
tising may be assessed on a flat rate basis to those adver-
tisers requiring art work. This is more equitable than spreading
the cost over all advertisers whether they use art work or not,

b. The current flat rate for art work charges, which may
Or may not in the aggregate approximate actual cost, is within a

standard practice of the Directory Company and is not a part of
General's tariffs.
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c. General should mske a cost study upon which to base the
design of up-to-date rates for art work. The study and an appro-
priate rate design should be submitted to the Commission staff by
means of a draft advice letter filing within sixty days after the
effective date of this decision.

d. Within ninety days after the effective date of this
decision General shall file by advice letter a tariff incorporating
2 proper rate design for art work charges. The Commission may
issue a resolution dispositive of such £iling.

15. Directory Company's operating practices applicable to
General's customers should be made available in written form.

(By now, the physical separation of Directory Company's internal
procedures, under way during the course of the hearing, from
those which should be available to the customexrs should have been
completed.) Accordingly, General should file with the Commission
for informational purposes a set of the Directory Company's
operating practices applicable to customers together with a state-
ment describing how this material is made available to its
customers,

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.

The Commission concludes that the application
should be granted to the extent set forth in the following
order and in all other respects denied.
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IT IS ORDERED that:

1, General Telephone Company of California is authorized
to file with this Commission, on or after the effective date of
this order and in conformity with the provisions of General
Order No. 96-A, revised tariff schedules with rates, charges,
and conditions modified as set forth in Appendix C. The effec-
tive date of the revised tariff sheets shall be five days after
the date of filing. The revised tariff schedules shall apply
only to service rendered on and after the effective date of the
revised schedules.

2. General is authorized to file with this Commission,
on or after the effective date of this order and in conformity
with whichever of the two deferral options of Finding 1l.b. of
this decision it elects and with the provisions of General Order
No. 96-A, revised tariff schedules with rates, charges, and
conditions modified as set forth in Appendix D. The effective
date of the revised tariff scheets shall be five days after the
date of filing or the earliest permissible date under the
deferral option selected, whichever is later. Within ten days
after the effective date of this order, Genexal shall report to
the Commission the deferral option it elects. The revised tariff
schedules shall apply only to service rendered on and after the
effective date of the revised schedules. Once the revised tariff
schedules are in effect General shall be bound by the terms and
conditions of the deferral option it elects,

3. General shall incorporate a timing feature into local
message-rate sexvice comsistent with Finding 9 of this decision.
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4. Genmeral shall notify all business subscribers who will be
converted to timed message-rate service at least 45 days prior to
the planned conversion date and furnmish them with a full description
of the sexrvice to be provided including examples of billings before
and after conversion. No service conmection or change charges shall
be levied for the conversion. ‘

5. General shall notify all residemce subscribers whose
service may be converted to timed message-rate service. Such notice
shall describe the choice of service involved and shall be sent at
least 45 days prior to the planmed conversion date. All 2-party
£lat rate residential (2-FR) subscribers shall be furnished a pre-
paid postcard addressed to the utility for the election between
l1-party timed message (1L-MR) and l-party flat rate service (1-FR).
All 2-FR subscribers who fail to inform the utility of such election
within 45 days shall be converted to l-party flat rate service., No
sexvice connection on change charges shall be levied for customers
converting from 2-FR service, nor shall such charges be levied im
the case of 1-FR subscribers electing to take 1-MR service within
90 days after that service becomes available in their exchange.

6. General shall file with this Commission intrastate
results of operations reports, both on a reported and on a deci-
sicnal (this decision) basis, on or before March 31, 1975, detailing
its earnings for the month of January 1975, and the 12-month period
ending January 31, 1975, as specified in Appendix B to this decision.
Thereafter, General shall continue to file intrastate results of
operations reports for each month, commencing with February 1975,
detailing its earnings for that month and for the 12-month period
ending that month as specified in Appendix B to this decision. Each
monthly report subsequent to the initial report shall be filed no
later than sixty days after the close of the month iavolved.
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7. General shall, within five days of the date of this order,
advise the Commission and the parties to these proceedings whether,
in connection with any order issued by the Commission in Case
No. 3831 instituted concurrently herewith indicating to the
Company that it appears to the Commission that General may be real-
izing earnings which result in a rate of return in excess of that
allowed by this decision, it consents to the inclusion in such
order of a provision requiring that rates collected subsequent to
the date of such oxrder will be subject to refund pending determina-
tion by the Commission, after hearing, of the justness and reason-
ableness of said rates, and thereby waives the prior hearing
requirement set forth in Section 728 of the Public Utilities Code.

8. General shall file with its next Gemeral Order No. 133
quarterly report a statement setting forth the reporting levels for
the telephone service mecasures of the general order equaling the
objective levels ordered in Decision No. 79367 for conventional
service indices. After the filing of such a statement, and its
acceptance by the staff, Gemeral is authorized to substitute the
xeporting of Gemeral Order No. 133 indices at such higher reporting
levels for the comventional indices presently required by Decision
No. 79367. : -

9. Within ninety days after the effective date of this order,
Genexal shall file with this Commission a revised tariff schedule
for art work charges developed in conformity with Finding 14 of this
decision. The filing shall conform to the requirements of General
Oxrder No. 96-A.

10. wWithin ten days after the effective date of this order,
General shall file with this Commission a set of the recently

-
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compiled Directory Company operating practices applicable to custom=
exrs together with a statement describing how this material is being
made available to Gemeral's customers.

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

Dated at San Francisco , California, this &%
day of NOVEMBER  , 1974.

T cbstaun

LSS1loners

Commicsioner_ THOMAS MORAN
Proseat but not participating.
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APPENDIX A
APPEARANCES

Albert M. Hart, H. Ralph Snyder, Jr., and
John Robert Jones, Attorneys at Law, for
General Telephone Company of California,
applicant in A, 53935 and respondent in
C. 9578.

Roger P. Downes, Attormey at law, for The
Pacific Telephone and Telegraph Company,
respondent,

Burt Pines, City Attornmey, by Charles W.
Sullivan and C. P. Karos, Attorneys at
Law, for the Cit{ of Los Angeles;

Robext W. Russell, Chief Engineer and
General Manager, and Manuel Kroman, by
K. D, Walpert and Kenneth E. Cude,
Department of Public Utilities & Ilrans-
portation, for the City of Los Angeles;
Louis Possner, for the City of Long

ach; am L. Knecht, Attorney at
Law, for California rarm Bureau Federa-
tion; Carl B. Hilliard, Jr., Attormey
at Law, for Telephone Answering Systems
of California, Inc. (TASC); Lessing E.
Gold, Attormey at Law, for Western
Burglar and Fire Alarm Association; and
Jack Krinsky, President, Advisor, Inc.,
for certain business telephone sub-
scribers; interested parties.

Walter Kessenick, Attorney at Law, Kenneth
Chew, and James G. Shields, for the
Commission statr.
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APPENDIX B
Page 1 of 3

Genexal Telephone Company of Califormia shall prepare
and file with the California Public Utilities Commission monthly
and 12 months ended Californmia intrastate results of operations
reports. These reports shall provide in detail its earnings on
an as reported and on 2 Decision No._83779 adopted basis for each
monthly period ‘and 12-month ending period commencing with the
wonth of January 1975 and continuing each month thereafter.

Each intrastate results of operation report shall con-
tain the following detsiled information:

1. Operating Revenues |

8. Local Service Revenues
b. Toll Service Revenues
c. Miscellaneous Revenues
d. Uncollectibles

e, Total

Operating Expenses

Current Maintenance

Depreciation and Amortization
Traffic Expense

Commercial Expenses

General Office Salaries and Expences
Operating Rents

General Services and Licenses

Other Operating Expenses

Total

3. Taxes

a. Federal Income

b. California Corporation Franchise
Social Security
Other ,
Total
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APPENDIX B
Page 2 of 3

&, Balance Net Revenues

S. Average Net Plant and Working Capital

a, Telephone Plant in Service

b. Property Held for Future Telephone Use
¢. Telephone Plant Acquisition Adjustment
d. Working Cash

e, Material and Supplies

f. Depreciation Resexve

g. Reserve for Deferred Taxes

h. Total

6. Percent Balance Net Revenues to Average Net
Plant and Working Capital (Rate of Returm)

Each results of operation report shall contain infor-
mation separately computed on each of the following bases:

A. As Reported (Califormia Intrastate Results
of Operation).

B. Adjusted to Eliminate Unusual or Nomrecurring
Items, witn Explanations as Necessary.

C. Decision No. 83779 pasis Including the Following
Decision Noo_8377J sdopted Adjustments:

(1) Califormia Corporation Franchise Tax
Current Basis

California Corporation Franchise Tax
Accelexated Depreciation Flow-Through

Dues, Donations, and Contributions

Legislative Advocacy

Advertising

Automatic Electric Adjustment

Directory Company Adjustment

GTEDS Adjustment

Accelerated Depreciation on Account 176,
(Califormia Corporation Franchise Tax
Flow-Through)

Working Capital Allowance

Other Decision No. 83779 adjustments

Other Rate-fixing Adjustments as Appropriate

”~~
N
N’

NI
WS W
N Nt N ot N e

NN
=t
N O
NN




A. 53935, C. 9578 - SW/bl *

APPENDIX B
Page 3 of 3

D. Decision No. 83779 Basis as -Above but with
Decision No. Q) Rates Annualized and
Reflecting Assoclated Settlement Effects.

The fixst report, for the period ending
January 31, 1975 shall be filed on or before March 31, 1975.
Each subsequent report shall be filed no later than sixty
days after the close of the reporting month,
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RATES

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

Sehedule No, A-l
Individual and Party lLine, Suburban, PBX Trunk and
Semipublic Service--Authorized Ratea

1.

: __Rate Per Month
: Extended Service
: Los Angeles All

_ggghanzes}/ : Exchangesg/

eF Se 8 8N 9p
LTI I Y

Clase and Grade of Service

Business Service
Individual Line - Flat 312.602/

Individual Line - Measured 7.65(80) -
2-Party Flat 10.502/ 10.50

$13.20

Suburban Busicess 20.50 10.50
Semipublic Coin Box 7.65 7.65
PBX Trunk - Flat 18.902/ 19.80
PBX Trunk - Message 3.80(0) -

Remidence Service

Individual Line - Flat S.75 5.95
Iife-line Measured 3.00(30) -
2-Paxrty Flat 5-052/ 9.25
Suburban Residence 5.05 525

(Message allowsnce shown in parenthesis)
NOTES

-4 Extended Service lLos Angeles
Metropolitan Exchanges

Covina Monrovia Sierra Madre
Downey Ontario Sunland-Tujunga
Etiwanda Pomora West Los Angeles
Huntington Beach Redonde Westominster
Long Beach Sen Fernando . Whittier

Malidu Santa Monica

2/ Rates shown are for local service. Extended service, where offered, is
offered at these rates plus extended mexvice rate increments as set
forth in Exhibit No, 1OA, Page 6.

4 Applicable until withdrawn in compliance with Commiasion order %o
institute tessage rate service.
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Schedule No. A=l - Continued

All Other Exchanges

Arrowhead
Badger
Banning-Beaumont
Carpinteria
Courtland
Crestline

Desert Center

Desert Hot Springs

Dunlap

Zagle Mountain
Elsinore
Fowler

Grant Grove

Guadalupe
Hemet-San Jacinto
Homestead Valley
Idyllwild

Message. Rate (Measured)

APPENDIX C
Page 2 of 3

RATES

Indio

Isleton
Joshua Tree
Laguna Beach
Lake Hughes
Lancaster
Lindsay

Lompoe

los Alamos
Meadowview
Miramonte~Pinehurst
Moreno

Moronge Valley
Murietta
Oxnard

Palm Desert
Palm Springs

Perris

Pinyon
Redlands
Reedley
Salton

San Bernardine
Santa Barbara
Santa Maria
Santa Paula
Santa Ynez
Squaw Valley
Sun City
Temecula
Thougcand Qaks
Twentvnine Palms
Walnut Grove
Yucca Valley

Class of Service

:Rate Per ILocal Unit:

Measured Rate Service - Each local Unit over Allowance

Hotel Service - Each local Unit

S5¢
Se¢

Note: A unit is a completed local call of 5 minutes or less
Each additional S minutes or less of
continuous conversation time will be comnsidered as

in duration.

another unit.

Schedule No. A2
Datatel Service

The proposed rates set forth in Edhibit No. 10A, Page 9

are suthorized.
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APPENDIX C
Poge 3 of 3
RATES

Schedule No. A-6
Private Branch Exchange Service

The proposed rates set forth in Exhibit No. 10A, page 10 as modified
by Exhibit No. 33, Section 7, are authorized.

The transfer of "Service Connection Charges' for inward dialing and
centrex services from Schedule A~30 into Schedule A-6 is also authorized.

Sehedule No. A-15
Supplemental Services

The proposed rates set forth iz Exhibit No. 10A, pages 12 to 21, are
authorized, except the long cord rates. The 15- and 25-foot ¢ords shall be
offered at the unchanged present rates, offering of the 10-foot cord ahall be
diseontinued.

Schedule No. A-19
Foreign Exchange Service

The proposed rates set forth in Exhibit No. 10A, page 22, are
authorized.

Schedule No. A=34
Pushbutton Telephone Service

The proposed rates set forth in Exhibit No. 1OA, page 29, are
authorized except as follows:

Pughbutton Telephone System Monthly Rate

(1) Line Common Equipment
Bach Central Office lLine

Equipped for touch-calling 85.70
(2) Pushbutton~-station Location
Bach $3.00

Schedules Nos. D & R G-1l, 2, %, 4, S, 6, 7, 9, 11, 12, 1%, 18, 20, 21, 22, 26.
Private Line Servicesn

The rates and charges set forth in Exhibit 10A, pages 38 through 61 are
authorized, simultaneously with the elimination of the 5% billing surcharge.

QOther Ratez and Charges

Rates and charges for other related services shall be revised to the
externt required by the above-authorized revisions.
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Schedules Nos. A-29 and A-30
Move and Change, Service Connection Charges

The rates set forth in Exhibit 10A, pages 26 to 28, are authorized
except as follows:

All exchange services (except cemtrex and inward dialing service):

Service Order Activity Reeidence Business
Initial Order
Firet primary line 36.50 $15.00
Additional primary line, each 6.50 6.50
Subsequent Order 3.00 3.00
Central Office Activity, each line 5.00 5.00
Premise Activity 8.00 8.00

Other Rates and Charges

Rotes and charges for other related services shall be revised to the
extext required by the above-authorized revisions.




