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. Decision No. 84662 

BEFORE 'I'BE PUBLIC UTILIr~S COMMISSION OF 'IHE STATE OF CAI..lFORNIA 

In the Matter of the Application of ~ 
CONTINENTAL TELEPHONE COMPANY OF 
CALIFORNIA, a California corporation~ 
for authority to increase its rates 
for telephone service. ~ 

Application No. 55~76 
(Filed December lZ~1974) 

Orrick, Herritlgton~ Rowley & Sutcliffe, by 
James F. Crafts, Jr.~ and Robert J. Gloistein, 
Attorneys at Law, for Continental ".telephone 
Company of California., applicant. 

Scott LeFaver, for the City of Gilroy; Fred Wilken, 
for tEe People of Sanger; and Jerry FUCh9~ for 
Gilroy Dispatch; protestants. 

William L. Knecht and William H. Edwards, Attorneys 
at: Law, and RalRh o. HUSbard, for the California 
Farm Bureau Federation; Neal C. Hasbrook, for 
the California Independent telephone ASsociation; 
and Brundage, Beason, Reed, Pa??y & Heeley,. by 
Jeff Pesses, Attorney at Law, for the Inter­
national Brotherhood of Electrical Engineers; 
interested parties. 

Lionel B. Wilson, Attorney at Law, Kenneth Chew, 
and George A. Amarol!, for the. coDiliissi~n staff. 

mrERIM OPINION 

Interim Relief 
Applicant seeks interim rate relief comprising of increased 

exchatlge rates ($3.6 million) and a toll surcharge ($2.0091/ million), 
pending final disposition of this application. The proposed toll 
surcharge would amount to 9.44 percent and would apply to all 
intrastate message toll revenue billed by applicant. 

!/ During hearings a c~ny witness sponsored a request for a toll 
surcharge to produce~2.280 million. ' 
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App1icant claims that an increase in this specific dollar 
amount is required to meet the interest coverage~/ requirements in 
its bond indentures. Unless these coverage requirements are met, 
it would be a breach of applicant's obligations to existing lenders 
if it were to issue any additional secured debt. 

Most of applicant's revenue comes from toll charges. 
Applicant claims that the intrastate message toll settlement ratio 
has been dropping and predicts that it will be further reduced in 
the near-term future. 

the interest on applicant's most recent issue of $25 
3/ . 

million of bonds (issued in January 1975~ exhausted its available 
coverage. Without additional revenue, it will not be able to refinance 
$10 million of bonds maturing July 1, 1975. The applicant also 
nee~s $4 million to continue a service improvement program requiring 
capital expenditures. It therefore c~fms an urgent need to issue 
$14 million in new debt early in 1976.-/ It asserts that the 
inability to do so at present rates constitutes a financial 
emergency justifying interim relief. 

~/ As is common with utility indentures, those applying to 
applicant's bonds p:ovide that it may not incur additional 
funded debt unless its income during any 12 consecutive 
months ending within 90 days of issuance of new securities 
is at least 200 percent of the total new annual interest 
oblig~tioD. .. 

l/ Authorized by Decision No. 83809 in Application No. 55302. 
4/ Applicant bas obtained short-term credit to cover the gap 
- between July l and the issuance of new securities. 
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The petition for intertm relief estimated that present 
rates would produce a 1.90 coverage ratio during the 12 months 
ending December 31, 1975; the prOposed rates will assertedly 
increase the coverage ratio- to 2.3 percent and, according to the 
application, will produce a rate of retuxn of 7.66 percent on a 
test year 1975 rate base, assuming that interim relief was made 
effective on April 1, 1975. 

Ibis petition is part of a general rate .increase 
application. In. support of the proposal for general relief, 
applicant claims that higher revenues are needed to meet the 
:tncreasing costs of financing by debt and preferred stocks.~/ 
Applicant also points to rising costs for other commodities it 
consumes in providing service. (!be issues in the general rate 
proceeding are now set for hearing this summer and early fall.) 

The application notes applicant's election to use 
accelerated depreCiation for federal income 'taX purposes and to pass 
tax saVings through to subscribers, wh.i.ch assertedly imposes special 
difficulties on applicant in meeting the interest coverage require­
ment, contained in its bond indentures·. Therefore, applicant 
requests permission to change to normal:tz.a.tion as part of the 
requested general rate relief. 

Applicant points out that its service improvement plans 
require it to sell more than $10 million of bonds annually. 
Applicant claims that, giving effect to its imbedded cost of debt, 
it will require a return on common equity of 14-1/2 percent 

in order to assuredly be able to successfully attract 
capital. '!'he resulting overall rate of return on all 

~/ For example~ ~he $25 million of bonds issued in January 1975 
carried a 10 percent interest rate. In contrast, its existing 
long-~erm deb~ costs an average 6.19 percent. 
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inveseoent would be 10.3 percent. Ibe total amount of the proposed 
general increase is approximately $10.5 million from local service 
and related charges plus $5 million in increased intrastate toll 
revenues. 

Applicant seeks authority for establishing uniform r4~e~1 
throughout California.. On a uniform basis, the basic individual 
residence rate sought would be $S.6O per month, with a uniform 

single party business rate of $19 .. 75 per month. Consideration of 
this proposal will also be deferred until bearings on the general 
rate ease have been concluded. 

Hearings were held on the petition only on March 24 ~ 25, 
and 26, 1975 in san Franeisco before Examiner Gilman with 
Commissioner Sturgeon participating on March 24, 1975. 

Statements were received from persons representi~ the 
Farm Bureau, customers in Sanger, City of Gilroy ~ the Gilroy 
Dispatch, the International Brotherhood of Electrical Workers, and the 
Linden-Peters, the Gilroy and the Farm:ogton Chambers of Commeree .. 

Issues raised included a challenge to the Commission's 
juris:iietio'O. to eliminate or modify the discount rates now available 
to 3pplicant's employees. There was considerable concern about 
delays and difficulties in obtaining Extended Area Service, or other 
devices to cut toll costs between. areas which are joined by a 

eommunity of interests. There was one protest to the applicant's 
plans for uniform rates. Further) there were numerous complaints. 
that the company's proposals were inflationary and partieularly 
disadvantageous to the elderly living on fixed incomes. It was 
noted that the company had no life-line rates. 

if Its present rate structure exhibits wide variations for similar 
services between various segments of applicant t sserviee axea. 
These variations are the result of applicant's formation from 
several small independent comp.a'O.i~ each having the1.r own rate 
structure. 
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Motion for Star 

Tbe representative of the Sanger customers claimed not to 
~ve received sufficient notice until the mailed notice of March 13, 
1975. He el:limcd that a group of concerned citizens was in the 
process of being organized and of contacting volunteers to participate 
in analyzing .and evaluating alternative means of challenging the 
company's case. He contended that the group was also collecting 
funds to pay one or more expert witnesses and. counsel; a. resume of 
one of the prospective witnesses was offered as a.n exhibit. He 
sought further days of hearing 1n the latter part of April, which 
would delay submission of the petition for interfm relief. 

The presiding officer denied the motion subject, however, 
to the condition that the movant was to have time after submission of 
the petition for intertm relief in which to challenge the propriety 
and e:nount of any interim relief given and to seek a. refund and 
further that the interim increase was to be considered as being 
subject to refund. 

'!be advantage of hindsight indicates that a better course 
of action might have been to grant the motion to delay hearings. 
Th.is is not because of improper notice of bearing, which may be as 
short ~s five days (Rule 52), but because the additional hearings 
would probably not have delayed this decision. 

It would have been proper for applicant to have complied 

with the time requirements of Ru.le 24, pertai.ning to- notice of filing 
.!l. rate increase applieaeion. However, because of the injury to­
applicant's customers that could result from deteriorating service 
unless some means of acquiring new capital is obtained by the 
beginning of next year, as discussed more fully later in this decision, 
we waive the req~irement for mailed notice 'Within 45 days of £i1108.2.1 

7/ Rule 87. "Construction and Amend:nent _ These rules shall be 
- liberally construed to secure just, speedy, and inexpensive 

determination of the issues presented. In special cases and 
for good cause shown, the Commission may permit deviations 
from the rules. Rules may be amended at any time by the 
Commission." 
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Applicant and its counsel are admo~ished to adhere to the Commission's 
Rules of Practice and Procedure in the future. 

We affirm the action of the presiding officer in denying 
the motion of the sanger customers. In so doing we place applicant 
acd the customers on notice that the rate increases authorized 
herein are interim in nature and subject to refund should later 
evidence reveal that they were not required to obtain. additional 
financing. The customers may raise any issue in the subsequent 
h~rings in this application that they could have brought before us 
in the March hearings. . 
The 'testimony 

Applicant called its treasurer who explained applicant's 
recent financing history and future objectives. He testified that 
the company's most recent transaction was in January of this year 
wben it issued $25 million in bonds. Four-fifths of this sum was 
used to pay existing debt and the remainder was budgeted for 
construction .. 

He described the company's need for $14 million in 
adclitional financing early in 1976. Of this sum $10 million will 
be required to replace short-term loans and the remainder, for 
~dditional construction commitments .. 

He claimed that a reasonable and conservative projection 
of the company's l.975 earnings, if measured as required by the 
trus t i:l<ienture, wc.uld yie 1d only a 1.92 percent coverage ratio, 
~ssuming that the new bonds are sold at 10 percent interest. 

He contended that inter~ rates· should be set at a level 
which would predictably produce a 2.3 coverage ratio. He cla.imed 
that an offering at or near 2.0, while possible under the indentures, 
might in fact be unsaleable at any tolerable interest rate. He 
indicated that a coverage ratio at or near 2.0 might possiblyca~se 
a further derating of applicant's bonds, and indicated that the 
present rating (Baa) was close to the lower limits of marketability. 
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He sponSored an exhibit intended to show that even if tbe 
proposed interim increase were granted in full, applicant would 

not ~chieve the rate of return on equity last found reaSCDJlble§/by 
this Commission. According to the witness this rate was 12 .. 42 
percent. The rate of return on equity and debt combined woald be 
9.22 percent· if his proposa 1 were adopted. 

He empb&sized the need for accele~ated consideration of 
the request for ic.terim relief. This a:oi.ses because the applicant 
assertedly needs to obtain a fixed ~unt of additional revenue 

prior to December 31, 1975 if it is to issue the $14 million worth 
of bonds in early 1976; therefore, any delay in the effective date 
of relief will increase the amount of additional rates necessary 
to obtain the desired coverage. 

In respoo.se to a staff challenge, be explained why· the , 
company decided to issue only $25 million of bonds in January 

instead of $35 million predictably required. This decision ~as 
assertedly compelled by the unpredictable state of the market at 
that time. The company's best judgment was that $25 million was 

the maximum saleable at reasonable rates. Applicant was concerned 
tha t if the full at:lOUl.'l.t were offered, the market might require 

interest bigh enough to create issues under the California usury 

law) or under the interest coverage reqa.irement. He conceded, 
however) that the $25 million issues sold quickly at 10 percent 
with .a seven-yeaX' term, and that they might have been able to 
dispose of more at comparable terms. 

f:../ l'b.is characterization of Decision No. 81896 in Applications 
Nos. 52805 and 52859 is inaccurate. That ~ecision found that 
existing rates yielded 8.61 percent on overall, and 12 .. 42 
percent on equity. It did not, however) find either of those 
rates of return reasonable; ratber the application was denied 
si~ce those rates were well within the range sought bl the 
company. the staff bad recommended an overall rate of return 
between 7.70 percent and 8.0 percent, producing an equity 
return. between 10.00 and 10.80 percent. . . 
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He indicated that the sale of equity might be considered 
a feasible alternative to debt financing. He cl<li:ned, however, 
tbtlt applicant's parer.t corporation (Continental .Telephone 
Corporation or eTC) was already considered over-leveraged by the 
financial community and that a recent sale of equity by it yielded 
substantially less than book value. The parent corporation owns 
99.6 pe=cent of applicantts shares; its present debt-equity ratio 
is 70/30. It has lon,g-terl.'ll plans to increase equity to 35 pere~nt. 
Applicant's long-term objective for itself is a 50/50 debt-equiey 
ratio. 

Applicant had at one time considered cutting expenses by 
requiring its employees to work only four days per week. This 
plan was abandoned,. however, in favor of other cost-saving 
techniques which are expected to reduce costs by $4.$ million. 
Some of these savings will be accomplished by postponing construction 
projects and some, by deferring mairltenance.. The company overspent 
its 1974 construction budget by $3 million, which is being offset 
by a $3 million reduction in 1975 expenditures. 

The applicant called an assis.tant vice-president of 
Continental Telephone Service Corporation (an affiliate) to testify 
and sponsor exhibits concerning applicant's proposed rate spread 
and tariffs, which were designed to obtain an additional $~.6 million 
f:om local exchange service and $2.28 million from toll; E6Suming 

a May 1 effective date, the toll increase would take the form of a 
10.71 percent surcharge on all intrastate message toll revenue '" 
billed by applicant. He indicated that the company's original toll 
forecasts for 1975 were optimistic and that recorded revenues for 
late 1974 and early 1975 were substantially less than predicted. 
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The staff's finance and accounting witness confirmed that: 
70.5 percent of applicant's intrastate revenue and SO percent of 
its total revenue is derived from toll service. He indicated that> 
b.::sed on the st:aff engineer r S projection of revenue, the staff had 
concluded that the coverage ratio at existing rates on December 31, 
1975 would be 2.02. The projected 2.02 esti.mate is based on an 
assumed 10 percent interest rate; if the interest rate is 
significantly higher the coverage would be correspondingly less 
and might well be below the legal minimum. In his opinion, a 
figure so close to the minimum coverage requirements would not 
proVide a satisfactory basis for financing. He urged as a matter 
of policy that the company should have an adequate cushion above 
the minimum indenture requirements. Further, he urged that a 
course of action intended to keep california utilities in a sound 
financial condition would enable them. to obtain capital at the 
lowest possible cost ancl at the most advantageous terms. He 
asserted that a 2.18 coverage ratio wes the minimum necessary to 
give the company flexibility in financing. 

He noted that the existing rates were designed to· produce 
a rate of return of 8.61 percent, with ratemaking adjustments 
equivalent to .20 percent. For the purposes of determi~ whether 
the interim increase would yield ~"'Ccessive returns, he advocated 
~ing an 8.41 percent rate of return on a recorded basis. 

He challenged the company to explain why it had not 
issued $35 million of debt in January instead of $25 million. He 
also indicated that the ap?licant should explain why it was 
committed to the issuance of debt rather than equity even-though 
it was nearly at the limits of it:s capacity to market debt 
securities. He also noted t:hat t:he staff's projections as well as 
the company'swere based on pessimistic forecasts provided by 
Pacific Telephone and Telegraph Company. 
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At one point the witness stated that he believed that 
applicant bad not made an adequate showing of financial emergency 
to justify interim relief. However ~ he subsequently stated that 
there was a financial emergency ~ but not as serious as represented 
by the company. 

Tbe staff's engineering witness claimed that the company's 
forecasts were unduly gloomy. He presented an estimate that the 
applicant~s return on intrastate operations would be 1.8 percent 
higher than applicant's estimate. He predicted that the company's 
overall return on ~ll intrastate business at present rates would be 

7.96 percent. He also challenged the applicant's estimates of 
intrastate toll settlements as unrealistically low. According to his 
projections, the company would need only an extra $1~645,000 to 
acbieve a revenue of $88,935,030_ This revenue would give the 
applicant a rate of return of 8.40 percent on its own estimated rate 
base and provide the 2.18 times coverage recommended by the finance 
witness (assuming a 10 percent interest rate on the new securities). 

He recommended that any interim rate relief be granted 
subject to certain protective conditions. First he noted the 
possibility that Application No. 552l~1 might be finally decided 
within the life span of an interim increase herein. Substantial 
rate relief in that proceeding would produce additional toll 
settlement revenue for applicant. For example, if Pacific were to 
be granted 75 percent of its requested increase, applicant's annual 
revenues would increase by $1.498 million. Assertedly the surcharge 
could, in that event~ be reduced to' 1.0039, without adverse effect 
on the projected coverage. 
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He recommended that any interim increase granted be 

terminated on the effective date of any final order berein. Finally, 
he recommended that, if applicant t s unadjusted intrastate rate of 
return exceeds t~t last authorized, the mult:I.p11er should be 
adjusted downward .. 
Discussion 

. The Commission recognizes that a general rate case on a 
major utility is a time-consuming process. In order to prevent 
regulatory lag from inflicting unnecessary injuries,. the COJl:I:Iission 
has authority to grant interim rate relief at an early stage in 
such a proceeding, based on a sbowing that failure to grant relief 

would create a financial emergency (City of Los Angeles v P.U.C. 

(19n) 7 cal 3d 331).. The relief is :based on tentative estimates 
rather than the fully developed studies characteristic of the 
final decision in a general rate case~ Because of tbe tentative 

nature of the findings characteristic of such a procedur~ the rate 
of return is often substantially less than that allowed in a 
general case. Refund prOvisions are often imposed. As a result, 

ar. interim increase is limited to that amount necessary. te> meet 
the emergency_ Tbere must be a showing that the increase 

will not produce an excessive return to stockholders. 

Applicant claims that its return will fall to- such a low 
level that it will not be able to obtain conventional bond 
finanCing, without rate relief; there bas. been no real challenge 
to that elaim. or any demonstration that there is another more 
favorable form of financing available. Even if it were in the 

public interest to compel applicant to abandon the construction 

needed!£/£or tmproved service and to meet applicant's obligation 

1Q~e note that inflation bas already e~lled applicant to;· 
postpone substantial amounts needed for construction and 
maintenanee. 
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to new customers ~ this would not elim:l.nate the need for financing. 
Inability to issue bonds is a sufficient basis for financial 
interim relief. 

We note, however, that the st:a.ff has not yet completed 
its analysis of feasible alternatives (Scenic Hudson etc. v F .. P'.C. 

(1965, 2nd Cir.) 354 Fed 2d 608 cert. den. 384 US 941) to applicant's 
financing plans. The staff's concern over the company's plans to 
utilize only debt financing ma.y be a legitimate one. Tbecompany 
asserts that debt finane~ is necessarily the least expensive 
method; nevertheless, using another viewpoint, it would appear tbat 
this ~y be a very expensive form of financing for the consumers. 
In order to obtain the usc of $14 million (assuming seven years 
maturity and 10 percent interest) the customers will have to pay 
$9.8 million in interest to the lenders; in addition, they would also 
have to pay at least an additional $1.657 million to achieve the 
desired coverage ratio. Under these conditions the customers would 
be no better off than with an alternative form of financing. at 11.74 
percent annual interest. 

While the final election between alternative modes of 
financing. can be postponed, the question of the need for interim 
rate relief cannot. 

At the very least, we must ensure that bond financing is 
available as an option on December 31st of this year. To· preserve 
this option, additional revenues must be provided now. The revenues 
should be sufficiently in excess of the minimum 2.00 times interest 
coverage to provide a cushion for unexpected eventualities and to 
ensure marketabilit:y of the bond issues. The 2.18 coverage 
recommended by the staff would be sufficient for this purpose. 
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Because of 1:be ability of applicant to seek fur'!her 
interim relief should there be any major unanticipated loss of 
revenue, we will accept the more optimistic revenue projection 
proposed by the staff. Based on this projection, applic:.ant would 
need an additional $1,657,000 to increase its revenues to achieve a 
coverage ratio of 2.1S as of December 31, 1975. 

The ctuestion remains whether this amount should be 
available to the company before January 1, 1976 or whether, as the 
staff suggests, it should be collected in smaller amounts over a 
year. the staff position has much merit.. '!he rates the staff would 
allow (a 4.53 pereent increase) will generate an S.40 percent rate 
of return (on a recorded basis) in any future test period. That is 
almost precisely the rate of return1l! the company was expected to 
earn as a result: of DeCision No. 81896, supra. the last authorized 
rate of return is the traditional criterion used for determining 
whether or not an interim or offset rate is excessive. However, the 
staff annualization proposal would defer the achievement of a 2.18-
coverage ratio until after December 31, and would compel the company 
to postpone finanCing, possibly by as much as six months. The staff 
has not suggested any satisfa.ctory way to circumvent or accommodate 
this difficulty .. 

In contrast ~ the company t s proposal requires a greater " 
increase in rates in order to achieve the desired coverage ratio by 
the end of this year. Using the staff's revenue estimaees,. an 
increase of this tnagnitude would produce an overall rate of return 
of 8.84 percent on an annual basis.. This is higher than the rate 
of return expected to re&ult from Decision No. 81896, supra. 

11/ Decision No. 81896 found that the rates now in use would produce 
-- a rate of return of 8.61 percent after ratemaking adjusements. 

This would be the practical equivalent of an 8.41 percent 
recorded rate of return. 
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While the traditional test of an interim. or offset rate 

is whether it exceeds the last authorized overall rate of return, we 
think it appropriate in this instance to note that the propos~d 8.84 
percent would be very comparable to the 8.85 percent recently 
authorized for both General and Pacific ~e1ephone c()mpanies. 12 f It 
should be further noted that such an increase will not produce a rate 
of return on eq,uity as high as the 12 .42 percent which present rates 
were expected to produce. 

For these reasons we will adopt the company t s. position on 
annualization in order to achieve the 2.18 coverage ratio on 
December 31, 1975. After January 1, 1976 applicant can maintain this 
2.18 coverage ratio with an increase of only 4.53 percent, rather 
than 9.06 percent. Our order shall so provide. 

The fact that part of the relief sought relates to coverage 
deficiencies occurring during the first part of 1975 might suggest 
that a r~troactive ratemaking is~ue is present. '!he Supreme Court 
in the City of Los Angeles case, supra, expresseO:_itself thus on the 
subject of retroactive ratemaking: 

'~e were confronted with a similar question in 
Pacific Tel. & Tel. v. Public Util. com.

So 
supra', 

62 cal. 2d 634, 649-656. IIi tEat case t e 
COmmission determined that Pacific should 
reduce its rates by more ,than $40 million 
annually. The commission also ordered that 
Pacific refund to its customers amounts 
collected from its customers in excess of the' 
new rates during the nearly two years while 
the rate investigation bad been pending before 
the commission. Tbe amount of the refund 
ordered was a-pproximately $80 million. Although 
we affirmed the deCision of the commission 
insofar as. it reciuced future rates, we annulled 
the portion of the decision which req~ired the 
refund. We concluded after an extended review 
of the relevant s~tutes that tSe Legislature 
Kia iven the commission er to esta61isn 
rates pros~ct~ve y ana s not gLven ~t power 

~I App. of General Tele3hone c~ny (1974) Decision No. 83779, 
Application No. 5393 ; AEP.~pacific Tel. & Tel. Co. (1974) 
Decision No. 83162, AppIl.cation No. $358"7., " 
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to order refunds of amounts collected by a 
public utility pursuant to an aPeroved order 
whl.ch has become final. [Eitij)b04isl.s added.} 
'~e pointed out that tbe fixing of a rate is 
prospective in its application and legislative 
in its character~ that under section 728 of 
the Public Utilities Code~ as well as other 
sectious of the code~ the commission is given 
power to prescribe rates prospectively only, 
and that the commission could not~ even on 

ounds of unreasonableness r Ul.re refunds 
o c r~es e y orma 1n ng w c 
SCcomeinil. (62 caI. 2a at pp. 650-655.) 
We recognized that there may be policy 
arguments for giving pow~r to the commission 
to order refunds retroactively where rates 
are found to be unreasonable or to prevent 
unjust enrichment ~ but we concluded that such 
'argumentssbould be addressed to the Legislature, 
from whence the commission's authority derives~ 
rather than to this court.' (62 Cal. 2d at 
p. 655.) The Legislature has not changed any 
of the relevant statutory provisions. (Emphasis 
added.) 

''We ~inted out that the conclusion that the 
Legislature has not authorized retroactive 
rate making was supported by section 734 of 
the Public Utilities Code. (62 Cal. 2d at 
pp. 654-655.) That section provides that 
when a rate has been formally found reasonable 
by the commission~ tbe commission shall not 
order the payment of reparation upon the ground 
of unreasonableness. Of course! the rates 
existin r10r to the resent roceedin hBve 

reasona e a a l.na 
[Emphasis ad ea.] 

*** 
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"Although there m.'ly be substantial policy ::'easons 
to permit retroactive rate making, there are also 
subStantial reasons to the contrar*, and it is 
for the Legislature to determine w ether california 
should abandon its iI1ica against retroactive 
rate m.aking. Ii (7 ca. 3 at 356=557.) (Empb:asts 
added.) 
However, we have concluded that this rate increase, though 

intended in part to meet a coverage deficiency which has already 
been in existence for several months, does not involve retroactive 
ratemaking. 

First, the rates which applicant seeks to change have 
never been found just and reasonable for applicant since it acquired 
its component companies. (See footnote 6) supra. Secondly, the 
new rates we set are found not to allow the shareholders any more 
return than that intended to result" from the now existing rates. 
The increases in rates are offset either by a revenue loss caused 

\ 

by decreasing patronage or by an increase in the cost of debt capital. 
The predicted revenue and cost changes would, standing alone, offset \ 
the rate increases authorized herein without reference to events 
occurring in the first months of 1975. 

The company proposed that the rate spread be accomplished 
by a combination of toli surcbargeplus an exchange rate increase. 
The reason for this was a feeling that one increase split in this 
manner would raise fewer objections from applicant's customers. 

The staff, on the other hand, proposed a stmplc multiplier 
applicable to all of applicantfs monthly charges on intrastate 
transactions. 

We prefer the staff method. One of the principal" 
objectives of interim or offset proceedings is an expeditious 
decision. That objeceive would be frustrated if we must consider 
alternate means of adjusting the" conflicting interests of various 
classes of customers. Therefore, we have frequently selected a 
method. of spreading offset or interim increases which makes the 
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, 13(· 
smallest differential between classes of sul:>scril:>ers.- The staff 
recommended multiplier satisfies that requirement. 

This form of increase would also appear to be easy to 
a.dminister particularly if mid-term modifications or refunds are 
necessary 
Affiliated Relationships and Financing 

Applicant's parent corporation, CIC, is the third larges~ 
independent telephone holding company in the United States.. It has 
operating subsidiaries, such as applicant, in 41 other states, in 
canada, and in five foreign countries. CTC also bas manufacturing, 
service, and leasing subsidiaries' which provide services and 
equipment to applicant. 

The process, by which numerous isolated California 

telephone utilities were assembled into a larger organization and 
became the applicant system, was completed without fO,rmal considera­
tion or approval by this Commission. 

In Decision No. 81896, supra, we extensively considered 
applicant's affiliated relationships,conclud!ng with the following 
discussion: 

"The Commission has often expressed its concern 
with affiliated interests and their impact on 
the cost of service furnished to the public. 
When a utility purchases services, commodities) 
capital equipment) the construction of new 
properties, and the use of funds from its 
parent or an affiliate, there is an absence 
of arm's length bargaining with the loss of 
all of the protection which independent 
bargaining affords both the investors and 
the consumers. The unregulated development 
of affiliated relationships with utilities 
subject to our jurisdiction forces us to 
scrutinize affiliated intercompany transactions 
when a rate case is being considered to safe­
guard the interests of consumers and investors. 

-3 =-1 Cf. App. of P.G.&E. to Offset! etc. (1973) Decision No. 82137, 
App tication No. 5412 7. 
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A special burden must be borne by the 
applicant in a rate case to demonstrate 
conclusively not only that they do not 
create a bu.:-den on the consumer, but that 
the affiliated relationships afford the 
maximum gains in efficiency or productivity 
and the greatest savings in costs to ~he 
consumer. 

"In this first general rate proceeding involving 
applicant as it is ~resently constituted, the 
consideration of affiliated transactions 
herein is of special significance. Although 
the last major rate proceeding involving any 
of applicantr~ co~ponent telephone companies 
was in 1962, affiliated transactions of 
Concern herein have become suffiCiently 
significant to give rise to proposed expense 
and rate base adjustments beginning with 1967. 
Even if the protection of investors should 
not be recognized as a valid object of 
utility regulation, the imposition of 
'disallowances' on the investor, if they 
accuculate repeatedly, must finally have the 
effect of increasing the cost of capital an~ 
decreasi~ the quality and quantity of serv~ce 
to the ultima te disadvantage of the consumer. 
Applicant must imnediately become aware of, 
and participate in, only those t)1>eS of 
affiliated transactions which are of demonstrable 
'benefit to consUXllers if it wishes speedy rate 
relief." 
Because 99.6 percent of applicant's stock is owned by 

CTC, every financing transaction is at least potentially an affiliated 
transaction.. Therefore) it would appear tha't the financial 
relationships between applicant and its parent corporation ought 
to be scrutinized with extreme care.. If they are found not to be 

benefic:Lal to California consumer, there should be careful 
consideration of alternative courses of action within the Commission's 
jurisdiction. 
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This record tends to illustrate that the relationship 
does not operate to provide the California operatiD.g subsidiary 

with cheaper finanCing than it could have obtained as a separate 

entity. Rather. it appears that the subsidiary may have exhausted 

its borrowing capacity. at least in part. to provide cash to its 

parent corporation.. For example. despite its difficulties in 
financing. applicant was able to pay $7.5 million

14/ in cash 

dividends to its stockholders in 1974. 
While applicant bas not yet bad an opportunity to place 

these transactions into perspective with other details of the 

financial relationships between aEfiliates. it nevertheless appears 
that a thorough review is needed and that new concepts may have 

to be considered in passing on applicant's future requests for 

approval of securities issues. As indicated above. a staff 
alternatives analYSis should be forthcoming. with respect to 
applicant's next bond issues and should prove useful in accomplishing 

this review. 
Findings 

1. Applicant must obtain $14 million in capital early in 

1976; $10 million will be used to refinance existing short-term 
loans. and $4 million is necessary to provide capital for 
continuation of applicant's service improvement program. 

2. The consuming public will be injured if applicant is 
unable to issue bonds as one alternative means to raise this capital. 

Consideration of the need for additional revenues should not be 
postponed. 

14/ The company values its common stoek at $99.560.414 and as 
- being 38.20 percent of its total capical. . 
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3. Applicant cannot issue bonds unless during the prev:tous 
12 months its pre-tax earnings are twice the amount needed to cover 
the total annual interest charges of proposed and existing l>oads .. 

4. In order to ensure that applicant's bonds can be sold 
without excessive interest charges or other unfavorable terms> 
applicant's annual earnings shoald be at least 2.18 times the 
projected total interest cost. This additional .18 times coverage 
would also be necessary if the bonds must carry an interest rate 
greater than 10 percent, or if any of our projections are unduly 
optimistic. 

5. Pre-tax earnings of 2.18 times the total annual interest 
charge for calendar 1975 ~ assuming issuance of $14 million of 
additional bonds at 10 percent ~ is the equivalent of an annual 
recorded rate of return on equity and debt capital of 8.84 percent 
and a return on equity of less than 12.42 percent. These rates of 
return are not"excessive. 

6. A multiplier of 1.0906 or a 9.06 percent surcharge 
applied to all of applicant's intrastate billings at present will 
produce additional revenue of $1,657,000 by December 31, 1975 and 
2.18 times the total interest charges, including a new issue of 
$14 million of 10 percent"bonds. This would permit the sale of 
$14 million in 10 percent bonds in early 1976. 

7. A rate spread device which consists of a multiplier for 
all of applicant's intrastate billings will be fair and equitable 
to all classes of consumers and can be adopted without" taking 
~ens1ve evidence as to its impact on various classes of consumers. 
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8. the f,iudings herein are based in part: on incomplet:ely 
considered projections and estimates; tbe Ccmm!ssi.on should' be 

free to order reftmds in whole or in part. 
9. It is not necessary to consider alternatives to applicant J s 

financing plans at this stage in the proceeding. 

10. Applicant's present rates are,. for the future,. unjust 
and unreasonable. Applicant's rates will be just and reasonable 
if applicant's monthly billings for all intrastate charges are 
multiplied by a factor of 1.0906, or have added a surcharge of 9.06 
percent to applicant's rates through De.~ember 31, 1975. Effective 
January 1, 1976,. tbe:ates will be justtand reasonable if the 
billing mUltiplier is reduced to a factor of 1.0453, or have added 

a surcharge of 4.53 ~rcent to applicant's rates. 
Conclusions 

1. Interim rate increases are grc:\.nted based on a sbowing of 
financial emergency. A utility which n~eds capital and cannot 
issue bonds at its present revenue levels. is in a state of financial. 
emergency, unless there is some other alternative feasible means of 
providing capital. 

2. Before an interim rate increase can be given,. there must 
be a showing that the increase will not produce an excessive rate 
of return. While in prior cases we baveused the last authorized 
rate of return as a benchmark, this is not available under the 
unusual circumstances of this proceeding.: \.J'e conclude that the 
rates authorized herein will not be exces:s1ve if they are limited 'to 
a level which will not increase the return on equity over that 
resulting from the last rate decision on~pp11eant . 
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3. In order to minimize regulatory lag~ interim rate relief 
should, insofar as possible, be spread rateably between classes ,of 
customers. 

",-' ", 

4. It is the responsibility of the staff to- develop an~< 
~nalyze alternatives to the applicant's financial proposal (Scenic 
Hudson, etc. v Y.P.C.). 

5~ No retroactive ratemaking is involved. 

,INTERIM ORDER 

IT IS ORDERED that: 

1. Continental Telephone Company of California, on or, after 
the effective date hereof, is autborized to file in conformance with 
tbe requirements of General Order No. 96-A, the tariff schedule 
attached hereto as Appendix A, and to make said tariff effective 
for service rendered on and after the date of filing of said tariff. 
The charges billed under this tariff shall not be subject ,to 
settlement with connecting utilities. 

2. The authority granted by Ordering Paragraph 1 shall expire 
on the effective date of a final order herein. . 

3. Applicant may be ordered to refund any or all of the 
increase authorized berein on a Commission finding: 
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day of 

(a) That the increase was not used or was 
not needed for issuance of bonds. 

(b) That the increase produced a ~igher rate 
of return for any 12-month pe~Od ending 
after July l,. 19 76 ~ after ratemaking 
adjustments than l2.42 percene on equity 
or 8.41 percent on rate base. 

The effective date of this order is the date hereof. 
Dated at San Fr:meisco ,. California,. this l£vI? 

San Fra.nciseo ,. 1975. 

~ :: 
F];;sl.dent 

~ .... ~ ... 1....,; I" 

.. -.. _:,.,.::." ...... - /" 

Com=1:sionor W1111~ Sy=ons. ;r •• being 
~oee~sar11y absent. c1dnot part1e1pnt& 
1n the disposition ortbis procce~ 
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A~pl1cable 'to eustome."s' intrastate bi.llins "ror 
service rendered. 

'Wi thin the tern tory served .. 

RAZ.:S -
Intrasta.te billiZlg $~charge ettective 
tbrougn December 3l,. 1975 

In::rastate billiZlg surcharge e:tecti ve 
Jar.Jla:ry l,. 1976 a.!ld UlltU further order 
of tbe Commission 

SPECIAL CONDITION' 

Percentage Rd.-ee 

The percentage rate applies to each custocerts ~ill tor 
1ntrasta.te services,. exclusive of federal and local taxes .. 


