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BEFORE TEE PUBLIC UTILITIES COMSSION OF. THE STATE OF CALIFORNIA.

)
Application of PACIFTC SOUTEWEST Application No. 55160 o
AIRLINES for authority to increase ). (Filed September 11, 1974' :
its passenger air fares. - amended March 7 and 20
and July 8 1975)

(Appearances are shown in Deéision No. 84544-;)

Additional Appearances

Frederick R. Davis, for A:Lz' Califomia
interested 1

PaItY
Edward C. Cole, for the Coumission staff.

FINAL OPINION

Pacific Southwest Alrlinmes (PSA) seeks authority to increase
* its passenger air fares by $19,956,000 or 16.45 percent.

Interim Decision No. 84544 dated Jume 17, 1975 aut:hor:.zed
PSA to increase its fares by $7,747,000 or 6.5 percent. Second: Interm
Decision No. 84767 dated August 5, 1975 authorized PSA to further
increase its fares by $2,441,000 or 1.92 percent to offset :hncreased
fuel prices. :
Further hearing was held before Commissioner Batinov:[ch
and/or Examiner Mallory on October 27 and October 29, 1975. The
- application was submitt;ed on November 12, 1975 upon receipt of late-

filed exhibits of PSA and the Commission staff. -

Evidence in support of the relief sought in the application,
as amended, was presented by PSA's president, senior v:{ce president- -
finance, assistant comptroller, and a consultant. ‘
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A transportation engineer testified with respect to the
results of operations study made by the staff. The engimeer
recommended that the full- amount of the fare increase sought be
granted. ve e
Backoround

Decision No. 84544 resulted from. hearings which considered
the following mattexrs:

l. Whether non~airline expenses and investment are completely
excluded from the test year operating results offexed in support of
the sought fare increase.

2. Whether the deterioration of PSA's cash flow in recent months
resulted f£rom use of PSA, Inc.'s funds to offset losses :Erom operations |
of non-airline subsidiaries of PSA, Inc.

3. Wbether increased test year operating expenses for h:r.gher
wages overstate known contractual wage increases.

4. Acquisition and oPeration of L-1011 aircraft:

() Whether it is possible to eliminate two
existing L-1011 aircraft from PSA's fleet.

(b) Whether PSA was successful in canceling
acquisition of additiomal 1-1011 aircraft.

(¢) The amount of excessive operating expenses,
1f any, resulting from the use of L-1011
alrcraft.

(d) Whether acquisition. of 1~1011 aireraft -
was prudent and, if not, whether excessive
operating costs ’and {nvestment should be
borne by PSA stockholders rather than
ratepayers.

Decision No. 84544 determined that non~airline operat:ing'
expenses and investment were excluded from test yeax operat:'.ng
results, and that wages included in test year oPerat:'.ng expenses were
- not overstated. ‘
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Concerning acquisition and operatioﬁ of 1-1011 a:!.fcrafx:,
Decision No. 84544 contains the following statements:

"The PSA fleet currently comsists of 26 aircraft
in common carrier service within the State of
California. The fleet is cowprised of one
727-114 which is leased from Lockheed Aircraft
Corporation, twenty 727-~214's which include ome
aircraft leased from Armco Boothe Corporation
and two aircraft leased from National Aircraft
Leasing Company ; three 737-214's, and two
Lockheed L-1011"s which are leased from Security
Pacific Leasing Corporation. The lease of two
727-214°s from National Aixcraft Leasing Company
will expire in June 1975. Two 727-214's
cuxrently leased to All Nippon Airways through
Jetair Leasing will enter the PSA fleet to.
replace the two leased aircraft upon termination
of the lease with Natiomal. '

"PSA bas contracts with Lockheed Afrcraft
Corporation to take delivery of three additiomal

L-1011's, one each in Jume, August, and November
1975. PSA is nmegotiating with Lockheed to delay
the November dellvery wmtil early 1976 and to
g_?xncetfthe purchase of the two other 1L-1011

u t.

"For economy reasons, PSA grounded ome L-10LlL om
Maxch 15, 1975 and the ot on April 1, 1975.
1-10L1 flights were replaced by 727 aircraft.

« « o FPSA stated that L-1011 flights will zesume
d the additional seats on 727-214's will be
replaced and full flight attendant staff will

be made at the be g of the summer

demand period. record shows that the L-1011
aireraft will again be placed in sexvice on
June 12, 1975." (Mimeo. pages 3 and 4.)
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"PSA's financial witness testified that it is not
possible to eliminate the existing two L-1011l
aircraft from its fleet. The witness stated
that PSA has leased the two L-1011l aircraft for
approximately 15-1/2 years with the leases
expixing December 31, 1989. These leases are
noncancellable except under the circumstances of
the destruction of the aircraft. The leases axe
leveraged leases with the full benefit of Invest-
went credit flowing to the owner-investor. The
effective interest rate umder the lease is less
than 4.6 percent which assertedly is a very
favorable lomg-term financing rate. The witness
testified that airline industry sources and PSA's
own luvestigation indicate that curremtly there
is not a market for L-10ll aircraft on a long-
term lease or purchase agreement basis. . . .

"The witness also testified that PSA has not been
successful in canceling acquisition of additional
L-1011's. The witness imndicated that nmegotiations
are continuing with Lockheed for delay in delivery
of aircraft No. 3 to the spring of 1976 and the
cancellation of the order for aircraft Nos. &4 and
5. An early conclusion of these negotiatioms is
not likely. Lockheed has proposed tbat PSA
attempt to lease two of the aircraft to a fore:.gn
airline for a short term (such as two years) and
then take the aircraft into PSA's fleet at that
time., The witness stated that this proposal is
now being studied and contacts are now be made
with potential customers.” (Mimeo. page 1ll.

"We carefully reviewed the evidence adduced by PSA
and the staff with respect to operations of L-1011
alrcraft. We believe that the test year operating
results which will be used as a basis for analyzing
PSA's revenue requirements should be further
adjusted at this time to exclude the rating
costs assoclated with the use of L-10ll afreraft
and that costs associated with the opexation of
727-214 aixcraft should be substituted therefor.
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“Our determination to exclude L-10ll operating
costs at this time results from our desire to
furthexr evaluate the management pexformance in
regard to all aspects concerning the L-1011
operation. We do not wish to prejudge the matter
in this interim decision." (imeo. page 25.)

"The acquisition of the L-101l aircraft has beem
discussed at length above. The financial effect
of those tramnsactions has beea emormous. In
addition to the operating consequences of the
planes previously delivered, we note the $16 |
aillion in deposits on umdelivered aircraft which
may be lost emtirely, depend on the outcome of
PSA's ongoing negotiations with Lockheed,

e are alarmed by the long term implications of
the apparent ¢ e in management philosophy
uderlying both the acquisition of the L-101l's
and the corporate reorganization. We are told
that one of the reasons for PSA's success has
been its willingness to do things differently
from other airlines, to immovate. The expansion
into hotels and car rentals was apparently dome
because the interstate carxiers were emgaging in
such businesses with the encouragement of the
Clvil Aeronautics Boaxd., We are concerned that
these decisions are evidence that PSA may become
'just amother airlime', and, if so, it then must
expect to endure the financial fortumes and
misfortunes associated with the airline business

generally.”" (Mimeo. page 29.)
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_ Concerning the operations of PSA, Inc. (PSA's paxent -
corporation) and its affiliates, Decision No. 84544 comments as follows:

"e..PSA, Inc. has incurred substantial operating
losses from its hotel and broadcasting operations
which bas caused the parent company to be im a
very poor financial position. The purpose of
this proceeding is to focus on PSA's common
carrier airline operations to the exclusion of
other operations conducted by PSA's parent:
coxporation. No attempt is made herein to
determine the financial status of PSA, Inc. in
the test yeaxr used herein nor to make PSA, Inc.
whole. Our sole consideration is to ensure that
we fairly and reasonably measure the test yeax
opexating revenues, expenses, rate base, and

requirements of PSA's common carrier
airline sexvices, and to provide recasomable and
nondiscriminatory airline fares for that service .
in the future." (Mimeo. page 28.)

"We cammot escape the conclusion that the greater
part of the airline's immediate financial problem
Ls the product of the parent's management. We
question the prudency of the decision, discussed
above, to buy $8,000,000 of treasury stock. We
believe that such decisions are the reasom that,
in each of the last two years, PSA has paid to
its parent more in dividends than it has ecarmed.
We conclude that such transactions bhave had a
detrimental effect on airxline cash flow
requirements." (Mimeo. page 29.)
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Decision No. 84544 was interim in nature and granted only
partially the relief sought in order that the Commission could review
A's experience during its peak travel months of Jume, July, and |
August, and to emable the Commission to be advised conceming’ further |
steps taken by PSA, Inc. to divest its wneconomical hotel and 'broadcast

subsidiaxies, and to determine the current plans of PSA concerm.ng is -
L-1011 aircraft.

Operation of L-1011 Afrcraftr

PSA's fleet of aircraft includes Boeing 727 and 737 equipment
and Lockheed L-1011 and 1-183 (Electra) equipment. Decision No. 84544
concluded that the test year operating results which were used 23S a.
basis for. analyzing PSA's revemue requirements should be adjusted to
exclude the operating costs associated with the use of L-1011 aircrafe,
and the costs of 727-214 aircraft should be substituted in order that
the Commission could further evaluate all aspects: of 1-1011 oPcration
in our final decision. The background concerning the acqu:.s:!.tion and
opexation of L-1011 aircraft is set out :I.n Dec:.sion No. 84544 at
nimeo. pages 1l through 15. ' .

PSA's president testified that since the hearings conducted ‘
in the initial phase of these proceedings, PSA bas grounded the two
1~1011 aircraft now In its fleet and has deferred the acquisition of
three additiomal L-101l aixcraft for which deposits of $16,000,000
have been made with Lockbeed Aircraft Corporation. Exhibit 14 shows
that PSA has offered its L-101l aireraft to all commercial airlimes
using jet aircraft kmown to be operating anywhere in the world; ” The
witness stated that there is an excess of wide-bodied jet aircraft
for sale In the world market and that no firm offer has been received
The witness stated that in the event that it is mot possible to dispose
of the two L-1011's now in its possession, those aircraft would be

needed in PSA's operations and would be: again placed :L'o. serw’.ce m | |
June 1976.
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Evidence Re Subsidiaries

PSA's semior vice president-finance testif:.ed with respect

* to PSA, Inc.'s plans for its hotel and broadcasting subsidiaries. The
witness stated that -PSA, Iac. has decided that it would dispose of

.the broadeasting stations and hotels by Februsry 28, 1976. Therefore,
it has set up a reserve to cover the expected losses imvolved in the
disposition of such properties by that date. A loss of $6,189 000 is
expected, which will iavolve a proj ected net cash outlay of $2 067 000

on the target date of February 28, 1976.
Traffic Estimates

A consultant employed by PSA and the Commission staff witness
presented estimates of passenger traffic for the year 1976.

The comsultant, in Exhibit 17, developed projections of
passenger traffic between airport pairs on PSA's routes based om
historical data, eccuomic conditioums, and othex factors affeccmg
air passenger transportat:ton. Exhibit 17 shows that PSA carried
6,386,000 passengers in 1974. The witness estimated that PSA would
carry 6,376,000 passengers im 1975. His forecast for 1976 is
6,565,000 passengers, which includes Lake Tahoe and Long Beach-—

San Jose/Oakland service on a full-year basis.

The corresponding estimate of the Commission sr:aff wi.tness,
as set forth in Exhibit 23, is that PSA will carxy 6, 552 100 passenge:rs
in 1976.

: The forecasts of both witnesses fndicate that the continuous :
growth of traffic in California bas ended, at least for the time being,
and that 1976 passenger traffic will be at a level only about: three

percent great:e:: than that for 1975 Lo
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gmrating Efficéen,cies

. The consultant-also presented data in Exhib:.t 17 to show
tho following

1. Interstate carriers operating route segments in California
which are competitive with PSA all show that their intra-California
operations are conducted at a loss.lf Those carriers all méet' the jet
commuter fares maintained by PSA. The interstate carriers, as a group,
assextedly would require an average 40 percent increase in fares to
reach the break-even point for their intra-California operations.

2. The present Sarn Francisco-Los Angeles (SFO-LAX) jet coxmutexr
fare of $22.50 (including tax) is substantially below corresponding
fares wmaintained by other airlines for the same f£light segment lengths.,
The yleld of the SFO-LAX jet commuter fare is 6.67 cents per mile; the
corresponding yield of other air fares ramge from 11.52 to 13 17 cents
per mile. Asserxtedly the reason that the fare .with the lowest j:[eld _ |
can be maintained in the SFO-LAX marxket is that PSA is the most
efficient air carrier of those compared, and that PSA is the fare

~setting carrier In that market,

3. PSA is an efficient carxriexr compared with carr:t.ers ‘regulated
by the Civil Aeronautics Boaxrd (CAB). Statistics compiled by CaB show
that PSA is the most efficient airline with respect to (a) number of
passengers per employee, (b) revemue passenger miles and revenue per
employee, and (c) system average annual labor cost per ewployee. PSA
also reduced its number of employees in 1974 versus 1973 more rapi.dly'
than did any other afrline, when faced with declining traffic and
higher enexgy and other operating costs.zf

1/ The air carriers in question are: Hu Aﬁes. Afrwest, Trans World

Alrlines, United Aixr Lines, Western

Lires, Ameri’.can -‘Airlines,
and National Airlines. ”

| 2/ Air California and other carriers operating :Lntra—California
route segments are included :Ln these compa.r:f.sons.

-9-
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The foregoing data was présented in respomse to the following
statewments in Decision No. 84544, supra: |

"The record in this proceeding contains substantial
data which show that PSA is not operating as
efficiently as it has dome so in the past. In the
further proceedings to be held in this matter we
intend to pursue our investigation as to whether
PSA continues to be the 'most efficient' operator
in the Califormia corxridor.' (Mimeo. page 28.)

"All of these circumstances taken together raise
some fundamental questions with regaxrd to the
appropriate regulatory scheme for intrastate
airlines. We are concerned that the inefficiency
of PSA results simply in higher fares. We intend
to explore means by which one carrier's ineffi-
ciency can be offset by another, more efficient
carrier. We believe that this and future faxe
increases should be granted with the understanding
that the affected routes will be .available to
other carriers who are willing to fly at the
previously effective fares. We believe that we
must comnsider changes in the pature and extent

of our regulation of routes and fares, and we
intend to institute our own investigation into

the subject of airline regulation." (Mimeo. page 30.)

Estimated Results of Opexations - PSA

PSA's assistant controller set forth his projected operating
results for the year ending December 31, 1976 in Exhibit 18. The
following table summarizes PSA's test year estimates of operating
results under interim fares and under the full amount of increase
sought in the application, as amended: | -
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TAZLE 1
PACIFIC SOUTHWEST AIRLINES

Projected Operating Results
Year Inded Deceaber 31, 1976
(000*s Omitted — Excent for Percentage and Yield)
(Exhivit 18)

Results Without . = Results Witk .
Additionmal . Proposed.
Proposed Additional”
: ‘ Fare Increase o Fare Increases;‘ -
Flight hours - Y 2 s
Passengers '

Reverme passenger ailes
Available seat miles
Load factor
Yield
Revenues
Passenger
Beverage (net)
Freight .
3aggage, mail, and misc.
Flight training (outside)

Ixpenses
Mreraft leases
Flying operations

. Direct and indirect maintenance
Passenger service
Aircraft servicing
Traffic servicing
Servicing administration
Reservations and sales
Advertising and publicity
Genersl and admindstratdive
Depreciation
Interest (net)

Income (loss) before taxes
Taxes paid

Vet income (loss)
Retﬁmelenent

. Rate base: Fixed assets

~ Inventory
Working cash

Rate of retum
Operating ratio
Return on stockholders' equity °

$133,552

2,095
1,006

1,681
S139 ,135: ,

$ 5,154

19,698
8,772

$ (3',_4;9),—15_ |
S 85,795
998

923
SOL TG
(3-748)
102.46%
| -‘nega.tife"_. o

6,585

-

205

- FhLEEE

$ 5154
50,301

- 19;698"

8,772
G973

104405,
2,626

ks

12,2650
2 g

: 1 E! Ev"" o !
' YR N
e




The above table includes interest as an operating expense..
This Commission considers Interest as a below the line expense and,
therefore, interest expense should be excluded from operating expense
and net income upon which rate of return is calculated.

Table 1 includes the operating expenses of two L-1011l
aircraft for the menth of June 1976 and succeeding months.

Operating expenses glso include tke wost recent increase in
jet aviation fuel prices of Shell Oil Company, PSA's major supplier,
effective October 18, 1975 (Exhibit 21). Exhibit 22 is a letter from
Exxon Company, USA, which states, in part, that upon expiration of
PSA's contract with Exxon or March 31, 1976, the price of fuel at
Oaklend will be "anybody'’s guess' and that to "pred:.et fut:m:e prices
is a hopeless task". S

- Test year estimates of wages include all contractual wage
increases ocecurring in the test year, and PSA's current offexr for "

those crafts whose contracts are now being negot:[atcd in addition,
test year wages and salaries for officers and nonunion employees are
increased 7 pexcent over 1975 wages, to cover wage increases to be
granted to such employees to metch the median percentage increases
in wage contracts for umion persomnel.

Federal income taxes in Table 1 do not reflect the full

amount of the available investment credit carried forward from vthe
1974 federal income tax return. It is PSA's contention that the
cerried forward credit skould be reduced by the amomnt of credit: which
would have been used in prior years if the full amount of revenue \
increases bhad been gramnted to PSA as sought in prioxr fare applicatz‘.ons
and if no regulatory lag had resulted in the granting of such fare
increases. A computation of taxable income that was lost to PSA
because of regulatory lag and reductions from sought fare levels is
sheown in Exhibit 19. In that exhibit, PSA's assistant comtroller
developed that there would have been $32 351,000 add:'.tn.onal taxable
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incove, the tax on which could be offset, in part, by available
investment tax credit. If that income had been earmed, $7,764,000
of investment tax credit would have been used on prior income tax
returns, leaving only $906,000 for use as an offset against PSA'
1976 income tax liability. This argument is nomsense.

PSA's estimates in Table 1 understate net income from airline
operations to the extent that interest is included as amn operating
expense, and to the extent that test year income taxes do not give
effect to the full amount of investment tax credit from pr:’.or_«years
whick Is available as an offset against its test year tax liébil'ityi;
Test Year Operating Results - Staff v

The study of the Commission's Transportation D:’.vis:f.on is
set forth in Exhibit 23. The study contaias the estimated results
of operations for PSA for the rate year 1976 under conditioms of -

(a) including Lockheed L-1011 aircraft and (b) excluding such ‘aircraft.
The study is based on the cocpany's operations for the months of June,
July, and August 1975 using present routes and the Lake Tahoe service.

The staff exhibit contains estimated results of operationo
undex fares originally proposed in the first amendment to the _
application and undexr the higher fares proposed in the thixd amendment
to the zpplication. The staff exhibit states that present fares
produce insufficient earnings. The fares requested in the th:.rd
amendment to the application (proposed fares) produce an estimated
rate of return of 11.53 percent excluding L-1011 aircraft operating
expenses and rate base factors, and 7.50 percent includmg L—-lOll -
operating expenses and rate base factors. The. corre.e:pondm.g ope-'ating |
ratios (after taxes) are 94.38 percent and 95. 89 percent reSpectively. N
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+ - The witness concluded that the fares proposed' in the third amendment
will be reasonable comsidering the rate of return and operatimg ratio
authorized in PSA's last general fare increase proceeding. 3/ The’
staff witness recommended that such fares be granted.

The following table depicts the staff’s estimate of operating

results for a 1976 test year under fares recomended for adoption by
the staff wit:ness.

3/ The last genmersl passenger fare increase granted to PSA was in
Decision No. 81793 dated August 21, 1973 in Application No. 53525.
The faz:es authorized in that decision were desi%ned to produce
for PSA's scheduled airline operatioms a rate of return of 12.10
percent and an operating ratio (after taxes) of 88.47 percent: for
the test year used therein. )




TARLE 2

COMMISSION STAFF

Zstimated Results of Operation
Pacifie Southwest Airlines

(Exhibit 23 - Table 2)

Statistics
Passengers
- Flight hours
Revenue.
Passenger
Beverage (net)
Freight

‘Baggage, mail, and Misc.
Flight training
- Total

Expenses. '

Leased aircraft
Eﬂod:x;;operazion;

. Direct maintensnce
Maintenance barden
Passenger service .
Adreraft servicing
Traffic servicing
Servicing aduinistration
Reservations and sales
Advertising and publicity
General and. adm:uﬁ.strata.ve
Depreciation ‘

-~ Total

Income before taxes

Income taxes

Income
Operabing ratio
Rate of retura
Rate base

Estmated Year 1976 .

" Requested Fares *

Witheut
I-1011
Airt:ra:f‘t :

r552r100. ‘

62,700f .

805,200 f

L7000
a,mm',%' |
3”&77% » 700 ) ’

-8 2,902,000
51,221,200

12,900,000

4,982,800

7,660,600
- 8,999,300
3-3,783-r900 "

$3.3"5,'”'7.L7,l'00",

S 21.2,.'1.03, 600

3 3,801,000
| s 8,302,600
i385
u.SB%

$ 71,9&,000

*Fares as shown on Txhibit A
of Thixd Amencdment.

15—

TWath
L—lOll
Aircrai"t.

6,552,100
62, 400 .

mo,m,soo“ﬂ |

805,200

1,743,000 -
33.2,000--

' Sl-'-»'?,SZO,?OO !

$ 5,156,000( "

511520?600':

13,250,000

982,800
71676,600 -
1317817900 o

800,000

9,828,800?, B

9‘\72629300"‘ ‘

1 325,000;, .

3139 7392, 500

3 8,1428,

$' 2,356,000 .

S 6,071,200 Vo

7-50%
3 30»937,000
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Rebuttal Exhibit 25 contains adjustments to the data in
staff Exhibit 23 which PSA believes should be made to correctly reflect
operating results in the 1976 test year. That exhibit proposes
adjustments to staff estimates as follows:

TABLE 3
PACIFIC SOUTHWEST AIRLINES

Adjustments of Transportation Division Projection
Year Ended December 31, 1976

Description of Change to Projection Reduction in Revenue
Without 1-1011 (Exhibit 23, Table 2) Or Increase in Expense

Overestimate of flight training hours and
revenues $2,863,000

Aircraft lease expense for equipment to take
place of two L-101l's eliminated 1,356,000

Net change in flying operations expense due
to reduction in flight hours and .
October 1975 increases in fuel cost . (359,000)

Net change In direct maintemance expense due
to reduction in flight hours and reflection «
of current maintenance cost ' 784,000

-Reduction in maintenance burden expense due _
"~ -to reduction in flight hours (113,000)

Net ¢ e in pas er sexrvice expense due
to reduction in £light hours and reflection .
of more representative cost data 1,069,000

. Reduction in aircraft servicing expense due
; to reduction in £flight hours (204,000)

Increase in depreclation expemse for purchase
. of additional L-188 and other misc.- . « L
additions 153,000

Total reduction in income before taxes $54,’549',QQO' ',

(Negative Amount)




A. 55160 eak *

The staff's late-filed Exhibit 29 comments on PSA's Rebuttal
Exhibit 25. :
Cne of the changes proposed in Exhibit 25 is the addition of
one Lockheed Electra (L-188). The staff exhibit states that it was
not informed of the acquisition of that alrcraft prior to the hearing.
The staff believes that If such aircraft is necessary it should be
included in the test year operating results. The added aircraft will - r
be required in the test year to provide adequate Lake Tahoe'serv1ce, f
and operating results for the test year should be adjusted accordingly. E
Depreciation expense in Table 2 should be increased by $153 000 and
rate base should be increased by $1,045,500.

The prﬁncipa’ change recommended by PSA is a reduction in
the number of £flight hours ard revenues resulting from an alleged -
overestimate of flight training hours and flight training fevenues.
PSA presented evidence to show that about 50 percent of its past
flight training was conducted with B-737 equipment, which type of
aircraft will be eliminated from PSA's fleet in the test year.
Assertedly reduction of flight training service will reduce test year
reveaues by $2,863,000 and test yeaxr fiight hours by 1,421. Test year
expenses for £lying operatioms, xmaintenance, maintenance burden,
passenger service, and aireraft servicing would be reduced because of

the decrease in flight hours. Those adjustments are reasonabla and
should be made. |

PSA also proposed that the data in Table 2 be r.'ev:t.s<.'-:'1 To
reflect the October 1975 fuel cost. increase of Shell. Oil. Compgny.
That increase amoucts to $788,000 amnually. That adjustment should
also be made, | S R
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Exhibit 29 contains an adjustment to the d&ta in Column 2 of-
Table 2 to show the staff's estimate of test year oPerating result:s if
flight training revenues are reduced by $2,863,000, flight hours .
reduced by 1,421, and related chenges are reflected in operating
expenses. The tabulation set forth below contains the adgustment to
Table 2 to reduce flight training £light hours, revenues, expenses
the addition of a second L-188, a:nd to increase fuel coscs to October
1975 levels: :




. *
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TABLE 4 |
PACIFIC SOUTEWEST AIRLINES

Results of Operations for 1976 Test Year at Proposed Fares
Revision of Table 2 to Reflect Reduced Flight Tra and

To Add Second Electra _;A_:lércraft and Octobexr 1975 Fuel Costs
t . .

1976 Test: Year -
- Without S
: L-1011 Aircraftap_i

Stat:f.stics
?assengers -
Flight hours -

Revenues
Passenger
?gverage- (net)

Fl

enses :

. aircraft

Flying operatioms

Direct maintenance

Maintenance burden

Pass sexvice.
t servicing

Ira:Efic servicing

Sexvicing administration

Reservations and sales .

Advertising and publicity
adm:[.nistrative

General
Depreciation

Income before taxes
Income taxes
Inconje.

Ope;':at:".ng ratio .
Rate of return
Rate base

age, mail, and m:Lsc.
a:f.ning

6 ssz 1oo e
61 279«3;‘-‘ ST

- _.3140 411 5oor‘.~' S

805, 2oosw“‘ “
1, 748 ,000°
’312,000"

1,681.0007

s Izz::g 57:506

s 2, 902 oooj}.?!- DR
" 50,850,100° -

12 607, 7600

4,869,800+

7 538 7400

829992300;
13 281,900

800 000

9 828 800,

© 27808,200
2 2262,300:

723:‘ 000*5_{“\ S

$ 9, 986 3oo1-::g_;:' LA
$ 3,136,000
$ 6 850 300;"’.“1

95.27‘2.
9 3972

.$ 72 929 »500
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The adjustment of the staff test year estimates as shown in
Table &4 is reasomable and should be adopted.

The staff strongly disputes PSA's proposed adjustment to
cover lease expemse for two additional 727-200's to replace the two
L-1011's excluded from the test year compilation shown in Table 2
(Column 2) and in Table 4. The staff showed {n Exhibit 29 that the
flight hours per aircraft per day using PSA's existing fleet under
the annual flight hours in the staff estimate would approximate the
same usage as PSA experienced in 1969. The staff contends that its
estimate can be achieved by PSA and that any lesser usage would ,
indicate that PSA's efficiency is diminishing. The staff’s estimate
reflects reasonably efficient operat ions, and PSA's adj ustments to
tkose data should not be adopted.

PSA proposed that the maintenance costs shown in Iable 2 be
amended to reflect a higher wumit cost than the cost used by the staff.
PSA contends that the staff estimates are based on 1974 data, and that
if more recent experience is used, the wmit costs would be greater.
The record does not clearly show the manmexr in which the PSA adj ustment
was calculated; taerefore, that adjustment will not be adopted.
Adopted Results of Operation | o

The operating xesults set forth in Table 4 reasona‘bly measure
PSA's operating revenues, expenses, income taxes, net operat:ing
revenues, rate base, and rate of return for a 1976 test year under
fares proposed herein, and are adopted for the purpose of this
proceeding. The resulting rate of xeturn of 9.39 percent 13 well below
that found reasonable for PSA in prior fare increase proceed:l’.ngs. In -
addition, the evidence adduced concerning opexating efficiency
indicates that PSA is the most efficient carrier in the California
corridor, although Air Califormia is approaching PSA. As the most
efficient carrier in that corridor PSA's fare structure sets the
pattern for all competing air carriers. Historically we bave permitted
coupeting air carriers to comeurrently raise their fares to the levels
authorized to PSA in oxdexr mot to d:.lute the revenue requ:.rements of

-20-
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the fare setting (low cost) carrier in its principal markets. Western
and United will be granted similar authority to that granted PSA herein
for jet commuter service, by separate orders.

The adopted test year operating results in Table 4 are based
on elimination of L-10l1l aircraft from test year operations. The
current sexvice offered by PSA does not involve use of such alrcraft,
and the number of passengers estimated for the test year does not
indicate L-1011 aircraft will be requixed. Test year operatiﬁg results
should be based on the most efficient aircraft in PSA's £leet which can
accommodate the passenger traffic estimated for that period. The most

efficient aircraft in PSA's principal markets in cbe California.
corridor is the B-727 aircraft.
Alternate Fare 3tructures

In response to the request of the presiding Comm:tssioner, PSA :
presented an alternate fare structure in Exhibit 24. PSA s request in
the amended application is to increase all fares by the same oercem:age.
According to PSA, that type of fare increase distorts the relat:.onshlp
of fares between short-haul segments and long-haul segments and is mot
cost~oriented. The altexnative fare structure proposed in Exhibit 24
assertedly gives effect to PSA's operating costs in that. initially the
fares are comstructed by combining terminal costs at each airport with
cost per mile for £flying operations. The fares so developed were
wodified to provide the same fares between LAX~BUR/SFO-OAK-SJO-SCK, a.nd
between LGB-ONI/SFO-O0AK-SJO. Also, all short-haul segments were placed
on a parity (SAN/LAX-BUR-ONT-LGB- SCK/FAT-SFC; SMF/: SFO-OAK). The fare |
between BUR/SMF was established on a parity with LaX/SMF. The latter
alternate fares are lower than originally proposed in order to
stimulate traffic to and frowm Sacramento. The following table sets
forth a compaxrison of PSA's fares proposed in the third amendment to
the application and the alternmate fares in Exhibit 24. The last two
columns develop the fact that each proposal will yield Substant:.a...ly',
the same total revenues, based on 1976 traffic estimates. : :
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TARLE 5
PACIFIC SOUTHWEST AIRLINES

Revised Provosed Tares
- (Exhibit 24)

Fareg With Tax Fares ithout Tax System Weighted Yield
Routes Per Third Revised Per Third Revised Per Third Revised
Short Segment Amendment Proposal Amendment. Proposal Amendment Proposal

SAN/LAX, BUR, |
ONT, LGB; SCK/FAT, * e
SFO; SMF/SFO, OAK $12.75  $12.25 LA S $ 2.6953.° § 1.6289
LAX/PAT' . 20.80 20.00 19.26 1852 2897 W8k
FAT/SFO. 126.30 16.00 15.09 1482 0881 L0865
LAX~BOR/SFO, D o o
$JC, OAK, SCK 2460 25.50 22.78 23.61 12.3102  12.7603 .
LAX-SMF 27.00 26,50 25,00 25k LB L5730
BOR-SMF O 30.50 26,50 - 28.2% 24450 336 %20
LGB, ONI/SMF 3050 27.50° 282 2546 AUS  AT5L
SAN/SFO, SJC, , S I
OAK, SCK. 3ke35 32.00 -&L, 29.63 | 3.7480 3916
SA/S¥F 3500 35.00 243 3241 03 03
SAN/FAT 30.50 . 30.50: W2 22h 0T 0T
SJIC/0AK 8.00 6.60 . 6,10 S .0003 0003
TVL/LAX, BUR : S S
(No Change) 30.00 30.00 27.78  27.78 4322 4322,
Total system weighted yield: $22.7979 $22.7907
(before dilution) o

Calculation based on information from Exhibit 18, Page 12 of 12..

(Midnight flyer fares are pot changed from the amended application.)




A.55160 eak

In a wemorandum furnished to the parties, t he staff oppdsed
the establishment of PSA's alternate fare structure, and proposed its
own..

The reasons for staff opposition are set forth in its
memorandum as follows: The fare structure in Exhibit 24 will lower
most of the fares except for the fares between the Bay Axrea and
Los Angeles Intersational and Hollywood-Burbank airports. It adjusts
the Los Angeles satellite girport market. fares so they are ome dollar
bigher than the Los Angeles Intexrnational fares and lowers all the
_ Sacramento fares except for the San Diegp-Sacraﬁénto fare. PSA states
that these £ares better reflect the costs relating to each city pair.
The staff bas reviewed the costs for the San Francisco-Los Angeles
Interpational airports market and believes the 1976 total cost pex
passenger in this market will be $20.02. The third amendment fare
without taxes for this market Ls $22.78. This appears to be quite
adequate to cover costs. The proposed fare of $23.61 seems excessive.

The staff memorandum states that it has studied the fare
structure of PSA and belleves some changes should be zade as follows:

1. Some of the Sacramento fares should de
reduced.

2. The Los Angeles satellite alrport fares
should approximate the dollar differential
proposed by PSA. '

3. The Los Angeles Intermational to Bay Area
fare as requested in the third amendment
ILs exceeding tke cost of txansportation.
The staff's proposed fares are shown In Table 6. Those fares
are compaxred to requested fares in the third amendment to the .
application and PSA's revised fares. The staff's proposal retains the
Los Angeles to Sacramento fare of $25.00, lowers the Hollywood-Buxbank
to Sacramento fare to $25.00, and adjusts the satellite airports.of
Long Beach and Ontario fares to be approximately one dollar h;gher
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than the Los Angeles International fares. 'Ihc Bay Area to Los Angeles ‘-
Intexnational fare was increased to compensate for the revenue l0ss
due to the fare reductions. This fare was increased to $23 0L, only

23 cents above the third amendment fare of $22.78 and 60 cents lower
than PSA's proposed fare of $23.61.

6 o
COMMISSION STAFF AND PACIFIC SOUTHWEST AIRLINES

Comparison of Altermate Fare Structures

Yares Without 1ax
Pex - PSA'S . : Staif's .
 Third : Revised . :- Revised
Amendment : Proposal . Proposal

$11.81 - $11.34 $1L.8L
11.81. 1134 1Ll
11.81 11.34;’ R s O -1
19.26  18.52 . - 19.26.
15.09 © 14. 82ﬁﬁj“~f15509ﬁg‘. |
22,78 23,61 23.0L
22,78 23,61 23,01
25.000 24.54° 26,03 . W
125,007 24.54 . 25000,
28.24" 2.5 25.000 . @
28.26  25.46 . 26,020
31.8L 29.63 ¢  31.8L
32.41 3241 324l
28,24 28.24 ‘*28,24 )¢mV’-.
7.41. 61 74T
27.78 - 27,78 27.78§;}s;

TEININI
N .l e 40 od
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Tbe estimated system weighted yield is similar for all three
fare structures shown in Table 6; thus the total revenue from each will
be approximately the same. | -

At the request of the presiding Commissiomer, PSA submitted
late-filed Exhibit 26. That exhibit reads, in part, as follows:

"During the course of public hearings, the presiding
Comnissioner specifically suggested that PSA give
consideration to the Institution of air service in
major Califormia markets at a discounted fare.

The purpose of suck a program would be to make air
sexrvice available to many of those Californiarns
hardest kit by the inflationmary spiral. PSA hereby
responds with a plan it believes meets and even
exceeds the goals set by the mmissioner 5 requesc.
Initially, it is appropriate o wmake brief comment

on the evolution of PSA's discount marketing
strategies.'' (Ewmphasis added.)

"Since the beginning of its scheduled passenger
operations, PSA's management philosopky has been
to offer the lowest possible fares to each
potential air traveler. This policy has had the
ultimate result of providing to the' California
public travelling between points in this State
the lowest cost air transportation available in
the country. In 1974 and 1975, for reasons
outlined in PSA's exhibits and testimony in this
proceeding, the airline experienced ecomomic
setbacks. The impact of the recession coupled
with the fuel crisis was unprecedented and
unforeseeable., PSA's traffic growth declimed
alarmingly. For the first time in its history,
PSA adopted severe f£inancial austerity measures.
In additiom, PSA for the fixst time f£iled tariffs
that were intended to genmerate mew traffic by
instituting a cowprehensive discoumt fare progranm
including a family fare, group fare, Saturday
excursion fare and a tour fare...

"Certain of these fares proved successful Zor PSA,
not resulting in significanc diversion of full
fare passengers or dilution of traffic. Aftexr
further application to the Commission, the
successful programs remain in effect.
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"...PSA has continued to xeview new marketing
techniques. With the recent acquisition by PSA
of L-188 Electra gircraft, flexibility in
offerinf new programs has been emhanced both
from a legal standpoint and operatiomally.

Based on the suggestions of the Commissioner,
the following represents a marketing approach
that PSA believes most mearly achieves the
purpose of providing low priced air sexvice to
those wembers of the public who in the past may
not have been able to afford such transportation,
while at the same time reasonably protecting PSA
against self-diversion and revenue dilution.

"PSA is prepared to initiate non-stop service
between San Francisco and Hollywood/Buxrbanlk
using Lockbeed ‘L-188 Electra aircraft, expanding
as traffic warrants to the Los Angeles-

San Francisco market. Such service would not be
restricted to so-called off-peak times, it being
contemplated that two round trips per day would
be offered at scheduled times convenient to the
wmorning and afternoon traveler. The fares

offered for such service would be $20 (including
tax) for passengers requiring reservatioms and a
$17.00 (including tax) space available fare which
would be limited to particular se ts of the
California population; in particular, those on
fixed incomes such as senior citizems. The $20
reserved fare represents a discount of 25/, or
three trips for the price of two. The $17.00 fare
is equal to the fare prevailing in the California
corridor three yeaxrs ago (before the impact of
recession).

"PSA proposes that the foregoing program be
commenced in December, 197%, but no later than
January 5, 1976, on an experimental basis for a
period of six months. During the test period,

PSA through passenger suxveys and other monitoring
teclmiques will evaluate the financial impact and
market acceptability of the program. Specifically,
PSA would analyze the extent of the possible
effects of diversion, dilution or unanticipated
cost increases. )
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"PSA believes this comcept will be successful
financially and will benefit the public which it
is intended to serve. If the program does achieve
these goals, PSA will initiate expansion in the
program to serve other points such as Sacramento,
even if such expansion required the acquicition of
a thixd Electra aircraft. With special reference
to Sacramento, PSA is now studying a plan whereby
students through high school age who visit the
capital would be entitled to one-half fare
privileges, whether oxr nmot the studemt is
accompanied by an adult. Other student discoumt
plans are wmder comsideration as well.

"Under the expanded programs, discount fares will
also be offered between Los Angeles and Hollywood/
Burbank on the one hand, and the Bay Ares points
of San Francisco, San Jose and Qakland, on the
other hand, as part of PSA's imncreasing service
to South Lake Tahoe. Similar discount service
would be provided non-stop between San Diego and
Sen Jose in commection with PSA's Lake Taboe
authority. Of course, the Bay Area and
Sacramento-Tahoe segments would be operated om a
closed dooxr basis wmtil Commission action on
PSA's, pending application for permanent

Lake Tahoe route authority.

“In conclusion, PSA belleves that the above strategy
has the ingredients thot make a truly attractive
package to the average consumer: mnon-stop flights;
prime time; at discoumt fares with the assurance, if
necessary, of reserved seats. Of course, the progranm
is not contemplated to be an immediate financial
success to PSA. However, with affirmative action

by the Commission with respect to granting the full
relief requested in PSA's present pending fare =
application, PSA believes it would have the resources
to make the proposal a success.” o :

_ The Commission is convinced of the need for s‘pecial‘lreduced“ '
fares limited to L-183 aircraft and directed to that portion of the
public which travels on a discretionary basis and which bas limited

income Zfor travel.
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The order which follows will require PSA to establ:tsh
discount fares of $18.52 ($20 includ:.ng tax) on a reservation basis
and $15.74 ($17 including tax) on a space available basis between
"Los Angeles or Hollywood/Buzrbank, ot the ome hand, and the Bay Area
points of San Francisco or San Jose or Oakland, on the other hand.

After a six-conth period PSA will be directed to advise the Commfssion
whether the experimental fares have caused dilution or diversion of
traific from the fares and service otherwise applicable, whether the
experimental fares cover the avoidable costs of the additional servn.ce,
and whether wmanticipated co.»ts have been encountered in the six-month
period. Based on that information and the avaxlab:[.l:’.ty of 1-188
a:.rcraft, the discount fares will be reviewed.

The fare structure in the third amendment and the alternate \
fare structure set forth in Table 6 were mot developed in contexplation
of the imitiatiom of discount fares. The revised proposed fare j
structure provided in Exhibit 24 should be apprdved.' ' | f
Findings S
- 1. In the thixd amendment to Application No. 55160 PSA seeks
to establish air fares higher than those granted on an interim basis
in Decisions Nos. 84544 and 84767 in these proceedings.

2. Evidence concerning results of operation and broposee fc.re
Llevels was adduced by PSA and the Commission staff.

3. The estimated operating revenues under proposed fares, -
operating expenses, imcome taxes, net operating revenues, rate bese,
rate of return, and operating ratio set forth in Table 4 are rea.sona‘ble )
for PSA's aizline opexations for a 1976 test yea:r, and are adopted for -
the puxpose of this proceeding : -
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4. The adopted test year operating results indicate that PSA
would experience a rate of returnm of 9.39 percent and an '0perat:£ﬁg. B
ratio (after taxes) of 95.27 percent under the fares proposed. That
operating ratio and rate of return is less favorable than corresponding

rating ratios and rates of return applicsble to fare :[ncreases of
PSA previously found reasonable by this Cowmission. / |

5. The revised proposed fares in Exhibit 24 (Table 5) will not
result in excessive earnings for PSA's operations in the test year
used herein, such fares are reasonable, and the increases resulting
from the establishment of such fares are justified. ) | o

6. PSA should establish experimental discount fares using L-188 |
(Electra) aircraft in conjunction with toe increased fares am:hor:.zed
Conclusions : o :

1. 7PSA should be suthorized to establi.sh :.ncreased a:[r fares
found reasonable above. :

2. PSA should be ordered to establish expermental reduced air
fares using L-188 (Electa) aircraft between LAX/BUR .and S"O/ SIC/OAK,
to momitor the use of such fares, and to report the results thereof,

‘as set forth in the order which follows. | |

3. PSA should be directed to periodically report to the
Commission the results of its efforts to divest its zffiliated
broadeast and hotel properties, and when such divestn.tu:e is

completed PSA should report the finmancial effect of those transactions
on PSA, Inc. ' ’
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FINAL ORDER

IT IS ORDERED that: :
1. Pacific Southwest Afrlines is authorized to establish
~ increased air fares as set forth under the columns entitled "Revised
?mposal" in Table 5, exc'rp:' that special fares for midnight flyer
service shall be the fares shown in Exhibit A to the third amendmant
to Application No. 55160. \
2. The temporary promotional tour fares maintained by Pacific
Southwest Airiives shall be based on the increased fares author:.zed
in tke preceding paragraph. '
3. Within thirty days of the establishment of the :T.ncreased
feres authorized, Pacific Southwest Alrlines is .ozdered, in comnection
with its exhibit representation, to provide a minimum of two round
trips per day between LAX or BUR and SFO or SJC or OAK at expermem:.al
fares of $18.52 ($20 including tax) reserved space and $15. 74
($17 including tax) space available using L-188 alrcraft. .
4. Pacific Southwest Alrlimes shall £file with the Commission,
after the inirial six-month period, a report showing: (a) the econcmic
impact of the experimental fares on PSA's met revemues, (b) whether
such fares cacse dilution or diversion from the full fares maintained
by PSA, and {c) the avoidable costs and fully distributed costs of ,
providing the added service with L-188 airczaft. v
5. Tariff publicatioms authorized to be made as a result of o
this order may be made c£fective not earlier than five dzys after the -
effective date of this order om not less then five days not:.ce to che W
Commission and to the pubdlic. T
5. The authority granted herein shall expire unless exerc:.sed ~
within ripety days after the date hexeof. | . '
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7. Pacific Southwest Airlines shall report to the Commission
orc or before March 31, 1976 whether the sale of affiliated broadcast
‘and hotel operations has been completed and the financial effect
thereof or its parent, PSA, Inc. In the event the properties in
question have not been disposed of by Marchk 31, 1976 montbly progress
xeports shall be made.

Tkhe effective date o‘ this order :i.s the date hereof
Dated at _San Francisco _» California, this __ [3
day of _ - JANGRRY , 1976, ” o o




