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Decision No. SORRLZ | | @RH@M\\H Al ~

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application of
FALCON CHARTER SERVICE, INC., a
California Corporation, for authority,
on a trial and experimental basis,
during calendar year L1976, for Falcon's
management to establish rate increases
of up to forty percent of the present
rate, subJect to a2 retroactive review
by the Commission In 1977, for commuter
service between Foster City and San
Francisco,

-=0r In the alternative—-
for authority to abandon its certifi-
cated commuter service between Foster
City and San Francisco on or before
June 30, 1976.

Application No. 56141
(Filed December 23, 1975)
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Eldon M. Jomson, Attorney at Law, for applicant.

Kenneth H. Broomhead, for Foster City
Iransportation Committee, interested party.

James Squeri, Attorney at Law, R. E. Douglas,
and A. L. Gleleghem, for the Commission staff.

QPINION

Appllicant operates a scheduled passenger stage operation
which provides a commuter service five days a week between Foster City
and San Francilsco. |

Applicant seeks authority to set 1ts own fares to achieve
" the 90.9 percent operating ratio adopted in applicant's last general
" rate proceeding (D.83451 in A.54439 effective October 21, 1974). The
sought authority would allow increases up to 40 percent above present
Tare levels. Under applicant's proposal, the authority would be
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granted fmmediately with a subsequent "ground rules” hearing which
would f£ix a formula for allocations and other ratemaking issues. AL
the beginning of the next calendar vear, applicant would reduce its
rates;to offset any sums collected in excess of the target ratlo as
determined by the formula. It should be emphasized that applicant
seeks to be made whole for the entire calendar year 1976 by collecting
in June through December enough revenue to achleve the target ratlio
not only in the future, but for January to December. -

In the event this relief 1s denled, applicant seeks authority
to discontinue the passenger stage service, aléhough 1t expressly
concedes that the service it provides 4s required by the public
convenience and necessity. It has, at least tacitly, conceded that
the difficulties 1t assertedly encounters under double diglit
inflation and regulatory lag do not amount to confiscation of 41tz
investment or a denlal of due process.

Staff moved to dismiss primarily on the grounds that the
proposed procedure would violate doth Seection US4, Public Utilities
Code (which calls for a showing and a finding that a rate increase 1s
Justified), and the rule against retroactive ratemaking (PT&T v PUC
(1965) 62 Cel 2d 634). The motion was set for oral argument in
San Francisco on February 22, 1976 before Examiner Gilman, presiding,
Co ssioner Robert Batinovich in 2ttendance and participating.
Arguments

Applicant asserts that the Commission, as long as i; relles
on present techniques of fixing rates, 1s incapable of allowing
applicant sufficient revenues tO0 achieve the operating ratioc found
reasonable by the Commission. It allegeq that the Commission
procedures result in 2 mismatch of costs and rates, with cost
allowances, determined during a rate case, always lagging behind
those actually encountered while the rates are in effect. It argues
that 1t 1z therefore unjust to deny it relief for past periods in
which the revenues were insufficient to produce the target operating
ratioc. '
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Applicant points out that, unlike other commute carriers,
1% has no source of funds to subsidize its Foster City operations,
since 1ts other principal source of revenue is in the highly
competitive charter field.

It claims that public policy now requires the encouragement
of new private commuter carriers and that 2 policy of limiting fares
S0 that they cover only costs and a fair return will drive away
proecpective entrepreneurs. It concludes that aggressive rate
regulation 1z thus adverse to both environmental 1mprovément and to
fuel conservation. It urges the Commission to abandon 1ts tradition
of cost~based ratemaking and instead permlit commuter rates to lncrease
to whatever levels the market will bear. It contends that intermodal
competition from ¢ar pools and private autos will prevent any
commuter carrier from charging excessive rates.

If permitted to institute 4ts novel system, applicant Iis
willing to surrender the protection against competition now afforded
by Section 1032 and states that 1t will consent to the refund of any
éxXcess revenues collected, either by a rate freeze or by a rate
reduction. (It indicated in oral argument that it 1s opposed o
direct refunds to consumers who overpaid.)

Staff argues that applicant's criticism of prcsen*
procedures 1s not supported by comprehensive and logically related
data, and that the lack of factual information in the application
creates further unnecessary delay. The staff points out that the data

- accompanying the application lumps common carrier and charter service
gogether, without providing any method for comparing the cost
estimates underlying the established rates with actually experienced
, COsts.
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Staff claims that Falcon should easily be able to delineate
those items of expense likely to vary ané to project the impact on
operating ratio zo as to support a conventional regquest for offzet
rate relief. It argues further that 1f issues are disputed, the
problem of delay for litigation can be mitigated by interim rellef.

By way of swmmary, the staff asserts that the fundamental
thrust of applicant's arguuent 1is not to streamline, but rather to
abandon, rate regulation. ; .

The representative of Foster City and 1ts transportation
committee Opposed both the form and the amount of the proposed
Increase. He pointed out that the application provided no asswrance
that appllicant was not in fact experiencing earnings sufficient to
meet or even exceed the target operating ratio. He also challenged
the cost allocation method used Iin the prior offset rate pfoceed;ng
(D.84824 1n A.55391 dated August 26, 1975) and asserted that applicant
had not provided the quality of service promised in pr*or applicationg.
Discussion

This 1s the second time that applicant ané 1ts counsel
have asserted that thils Commission should ignore those statutory
provisions and precedents which forbid retroactive ratemaking. In
applicant’s last offset rate proceeding (D.8382u supra) 1t persisted
in attempting to recover, in future rates, extra revenue expressly
labelled ac a recovery of past losses. That proposal was, of course,
relected; no review was sought. In this proceeding applicant seeks
enough extra revenue in the months between the date of decision and -
the end of the year 1976 to achieve the target ratio for the whole
year 1976. This has the same defect as the proposal rejected in
D.84824; 1t should likewise be rejected. Even after the books were
closed on calendar year 1976, applicant's proposal would continue to
require retroactive ratemaking in future periods. TFor example, 1T
carrlier-established rates produced an operating ratio of 93 percent

.-q 3
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in 1977, 1978's customers would apparently be expected to make up the
difference through rates set to achieve a 89 percent ratio. Similarly,
1f there were an overcollection in 1976, the next year's customers
would enjoy lower rates. (

The basic principle of prospective ratemaking is that
over= or undercollectlons in any past period are dead issues. The
rates effective iIn any particular period must be fixed before the
period begins based on estimates of costs and revenues to be
experienced during the period. A subsequent ddscovery that‘the
estimates were too optimistic or pessimistic, while useful for
the next round of ratemaking, cannot be the basis for a post-facto
revision of the rates.l/ Applicant's proposal for 1976 and 1ts
proposal for the indefinite future are both in conflict with this
principle (PT&T v PUC (1972) 62 Cal 2 634). _

Where carriers are involved, the basis for the retroactivity
doctrine 1s derived from the California Constitution, Article XII,
Section 4 provides:

A transportation company nay not ralse a
rate or Incldental charge except after a
showing to and a decision by the commission
that the Iincrezse 1s Justified..."” (Zmphasis
added.)

Thuc, even the legislature would have no power to estadblish
a system of ratemaking in whieh today's transportation rates are

gdjusted to offset yesterday's over- or undercollection.g/

1/ The only exception to this basic principle lies in this Commission's
power tO grant reparations to consumers. (California Constitution,
Article XII, Section 4.) However, no reparations can be granted
on the grounds of unreasonableness 1L the rates were established
with a formal finding that they would be reasonable. (Section 734
of the Public Utilitiles Code.)

Since for a carrier the rule is based on the Constitution, there

is no need to determine the statutory arguments raised by applicant
or stafll, except to remark that Conclusions 1~5 could be based
either on Sections 454 and 728 or on the cited c¢onstitutional
provisions.

-5~
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Applicant suggests that certain statements from the opinlon
in Los Angeles v PUC (1975) 15 Cal 34 610 support i1ts view. The Couxt
in that proceeding stated that: ' :

"The insertion of numbers derived from an
aceounting system adopted at one hearing, into
a formula approved at andéther hearing, does not
deny due process; the Fourteenth Amendment <O
the United States Constitution does not prohiblt
arithmetic.

% * »

"Norfolka/ thus stands for the proposition that
due process requires adequate hearings at the
significant point of the adoption of the
adjustnent clause, rather than at the relatively
wimporcant occasions of 1ts application.
Measured by this standard, the system of annual
adjustments proposed by the hearing examiner
and the commission staff weuld offend no tenet
of due process.” (At p. T00.)

We are not refusing to design or adopt a s1iding scale of
rates.ﬁf The Supreme Court's opinion plainly covers prospective
formula ratemaking. There is nothing in that opinion which would
warrant our establishing an increased rate based solely on the hope
that an acceptabdle formula for refunds can subsequently be worked out.
On the contrary, the opinion can only be interpreted as requiring
hearings before the formula is placed in operation. Hearings would
be meaningless without at least a statement of the applicant's
proposed formula and a reasonably detalled exposition‘of-how 1t would
‘operate in practice. Since applicant has not furnished such 2
showing nor provided a reason why our staff should de required to
assume that responsibility, 1ts proposal is not supported by the
citation. ‘

3/ Nerfolk v Vixginia Flectric.. ¢te. <l975> 197 Va 505, 90 SE 2¢ 1l4e.

-4/ It 1z interesting to note that the legislature has expressly
authorized the use of a formula approack for utilities but not
for transportation companies (Section 457 Pudblic Utilities Code)
deseribing the product as a "sliding scale of rates". It would
scem that our constitutional power to estabdblish transportation
rates 1 broad enough and flexible enough to Justify the use of
similar techrnigques without specific statutory authorization.

-6~
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Much of applicant’'s argument 1s related in one way or
another to 1ts complaints that 1t 1s conducting today’s operations
with cost flgures based on observations conducted in a past period.
This apparently reflects a fundamental misunderstanding of test year
ratemaking, in which rates are based on estimates of costs as they
are expected to be during the period when the rates are in effect.
The elementary principles of the Commission's test year methods are
set forth with exceptional clarity in PT&T v _PUC (1965) 62 Cal 24 634
at 644, 545.5/ While transportation ratemaXing focuses less on rate
base than on operating ratio, the principle of a future-oriented
results of operation 1s applied in both flelds. Our review of
applicant's past rate decislions shows'that principle to have been
observed; applicant has cited no specific examples of a violation.

5/ '"T1] It appears that 4in telephone rate procecdings in California the
general approach employed by the commission, and followed Iin the
present case, 13 to determine with respect to 2 "test period”

(1) the rate bYase of the utility, i1.e., value of the property
devoted to public use, (2) gross operating revenues, and (3) costs
and expenses allowed for ratemaking purposes, resulting in (4) net
revenues produced, sometimes termed "results of operations.”
(2] Then, by determining the fair and reaconable rate of return
To be fixed or allowed the utility upon 1ts rate dase, and
comparing the net revenue which would be achieved at that rate
wlth the net revenue of the test period, the commission determines
whether and how nmuek the utility's rates and charges should bde
ralsed or lowered. The commission here followed 1ts lonz-
established principle of determining rate base by taking original
cost of the property devoted to public service, and deducting
depreclation therefrom. [3] The test pericd 1s chosen with the
obJective that it present as nearly as possible the operating
conditlons of the utillity which are known or expecteld to obtaln
during the future months or years for which the commission
proposes to fix rates. The test-period results are "adJusted"
to allow for the effect of various known or reasonably anticipated

. changes In gross revenues, expenses or other conditions, which
dld not obtaln throughout the test period dut which are

. reasonably expected to prevaill during the future periliod for which
rates are to be fixed, so that the test-period results of
operations as determined by the commission will be as nearly
representative of future conditions as possidle.w
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It may be that applicant’'s statements on this point are
nothing more than a unique way of voieing the universal claim of the
regulated that our staff projections are unrealistic. I that complaint
were Justified, applicant would find 1t quite easy to give convigcing
comparisons gince It Is still 1n the middle of the last test period.
For example, the current rates are intended to cover fuel at 42¢ per
gallon. If that estimate were sufficlently in error to require an
vwpward fare adjustment of, say, 10¢ per trip, this fact could be
demonstrated without any sophisticated techniques. '

We can only assume that applicant cannot demonstrate any
material difference between estimated and actual costs, and that the
claimed Injury does not exist. |

Since submission of this proceeding we have issued D.85731
in C.9886, the fuel clause adjustment investigation. A significant
feature of that opinion 1s 2 new analysis of the retroactive ratemaking
problem. Ve determined that 1t was necessary to shift from an

estimated, to a recorded data, basis for determining the Lncremental
charges to be assessed by energy utlilitlies in recouping fluctuating

fuel costs.

The glst of the retroactive ratemaking problem was stated
thus:

"...when we are changing to a new procedure based
cn actual energy costs from one based on average
year experlence in the middle of a weather cycle
when the utlilities have had the benefit of a
series of wet years (with lower than average fuel
costs), should we adopt a conversion adjustment
of some type to prevent the utilities from
experlencing windfalls by avoiding the adverse
results of the dry side of the cycle[2]"
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We went on to zay:

"In our view, 1t 13 fair and reasonadle that under-
and overcollections be eliminated so that the fea
effect shall be as originally intended-=~to relimdurse
the utilitles for increased fossil fuel expenses.
The only obJection raised to any implementation of
this view 1is the argument that 1t would constitube
retroactive ratemaking, which ic barred by Publie
Utilitlies Code Section 728 and various California
Supreme Court c¢ases interpreting 1t, primarily
PT&T v PUC (1965) 62 Cal 2& 634. The Court there
said '...we have concluded that the Legislature
has not undertaken to bestow on the Commission the
power to rollback general rates already approved
by 1t under an order which has become final, or +o
order refunds of amounts collected by a public
utility pursuant to such approved rates and prior
To the effective date of 2 Commisslion decisilon
ordering a general rate reduction.' (P. 651.)

The Court also stated on page 652: 7This Cowrt
has also declared the principle that "The fixing
of 2 rate in the first Znstance 1s prospective in
its application anéd legislative in its character.
Likewise the reducing of that rate would be
prospective in 1ts application and legislative In
ts character."' (Citations onmitted.) This
language clearly bars the reducing or refunding
of revenues under rates which were lawfully

‘and finally effective.

"We intend %o do neither. However, we see no
proseription in the cases discussing retroactlive
ratemaking (and contrariwise we see authority)
for reducing rates prospectively even though
that reduction may be appropriate in part
because of past performance.”

We emphasized that the adfustment clause rates were the

product of a special proceeding rather than a general rate
proceeding, after c¢citing PTLT v PUC (196S) 62 Cal 24 63&:‘
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e think this 1s a valid distinction. All the
parties agree that the purpose and Intent of
tme fuel clause is %o match increased fuel
costs with increased revenues on 2 dollar-for-
dollar basis. There 1s no intent to. provide
either the utilities or the ratepayers with 2
windfall. Ead the amount of overcollection
oceurring to date been an eqgual amount of
undercollection, we believe the utilities would
nave been before this Commission forthwith with
applications for rate rellef to assist then in
keeping thelr operations viable. Now it 1s
of academic interest since the shoe is on the
other foot; we think the shoes on both feet
should match. Wwe belleve the public Iinterest
requires this Commission To balance these
interests. Therefore, we hold that the distinctlon
between general rate revenues and fca revenues
1s 80 clear that there is a corresponding clear
distinction between fca increases and general
rate increases." ; - '

We described the method of resolving this problem as
follows:

"Thus, we shall compute the specific amount of
over- and uwndercollection for eack of the
respondents under their respective existing fuel
clauses as of the latest date avalladble and
amortize that amount, adjusted as appropriate,
1nitially over a period not to exceed 36 months
and order 2 commensurate reduction in rates,
subject to revision. Interest willl de included
on this balance..." (Footnote omitted.)

We found:

"1. The rates fixed as a result of fca are not
general rates, but specialized extraordinary
rates not created by or in a general rate
proceeding.

The amount of over= or undercollection of
fuel clause revenues ¢ompared to increased
fuel costs should realistically be determinmed
on an actual recorded basis from the birth of

the fuel clauses through the latest avallable
date. -9
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Any difference in revenues and cxpenses, as
computed under Finding 2, should be amortized
in rates over a period not to exceed 36
prospective months, on an interim basls.
Tnirty-six months 1s a falr and reasonable
initlial time periocd over which to amortize
such difference, without unduly durdening
elther the utility or the ratepayer, and the
Fuel Collection Balance as of April 1, 1976
shall bear Iinterest at the rate of 7T percent
per annum. ' '

In ordering a future reduction or increase

of rates due to an over- or undercollection
of revenues compared to increased fuel COsts,
on a recorded basis, under the fca, we are
setting future rates because of exdsting .
financial inequities due to past performance.”

We also found that the three principal utillty respondents
had overcollected and that another (Sierra Paciflic Power Co.),
serving a relatively small number of coasumers, had underco;lected.
We postponed a finding of the ac¢tual amounts until after £Iling of
the data required in Finding 2. |

We concluded thas:

"L, The setting of future rates to reflect past
over- or undercollection 1s not retroactive
ratemaking.

"S. The future reduction of fuel ¢clause adjustment
rates 1s not retroactive ratemaking.'

At first glance it would appear that applicant's situation
is precisely the same as that of the Sierra Pacific Power Co. and
that Conclusion 4 should be adopted herein. Upon more careful
attention it can be seen that applicant unlike Sierra Pacific Power
Co. would not be inequitadly prejudiced by being caught in mid-cycle
during a change from one form of ratemaking to another. The shoe
that fits Sierra 4is too small for Falceon.
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As to Conclusion 5 we have already indicated our oOpinion
that there must be a meaningful opportuwnity for hearing before a sliding
scale of rates is adopted. Such 2 hearing was held in the Fuel Clause
case; here applicant has proposed that it be postponed until alter
the ratec are Iin effect. That proposal constitutes a basic defect
in applicant’s requested relief for future cost fluctuations. Another
Lis the lack of factual showing that applicant really needs any fornm
of adjustment clause. '
Discontinuance

Applicant seeks authorization to discontinue commuter
zservice 1f 1tz new rate~setting procedures are not adopted.

Applicant has not, however, alleged that 1ts total
regulated carrier operations are lncapable of earning a return on
equity (ef. Lyon & Hoag v R.R. Comm. (1920) 183 Cal 145, Southern
Pacific Co. (1963) 61 CPUC 1l3). It has not alleged that 1ts
commuter operations are not able to earn at least enough to cover
the incremental cost of performing that service (Golden West Airlinec
(Riverside Discontinuance) D.81791, A.51216 (1973), reh. den. D.82154
(1973)). Nor has 1t alleged that the commuter service is no longer
- required by the public Interest.

Applicant has therefore failed to give any of the.
traditional reasons way it should be relieved of its obligations
2s a pudlic utility. Absent such Justification, applicant's patrons
have an enforceable right to continued service, and thkis portion of
the application should be dismiscsed.

Sunmary

It 1s concelvadble that we ¢ould reconstruct applicant's
proposal 50 that the relilefl does not exceed the limits of our
authority. However, this would necessarily involve such major
surgery that the end result might well be disowned by 1ts original
proponent. In any case, applicant appears interested in finding 2
wider audience for 1ts ultimate theory, L.e., that efrective commuter
fare regulation is adverse to the pudlic interest.

_12_
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I+ would therefore secem unadvisadle to deny or defer a final
decision on the issues thus far presented. The dismissal ordered below
1s, of course, without prejudice to applicant's right to file 2 new
application seeking whatever prospective rate relief 1t can support
by 2 proper showing. '

Even though there is no specific evidence that applicant
intends to unilaterally reduce or eliminate service as a result of
this order, we have taken the precaution of adopting a restraining
order, £o0 that there ¢an be no poszidle misunderstanding by applicant
2s to what we bellieve its obligations to be, nor as to our
determination that consumers are not to be involved as guinea pigs
in a vcot ¢as
’ We have macde the order effective immedlately uince it
" merely requires continuatlon of the status quo.:

Findings .

We take officlal notice of our own files to show:

1. That applicant's last rate proceeding (A.55391, supra)
required litigation because of a factual issue, allocation methods,
and a legal isszue, retroactivity. '

2. The matter was disposed of as follows:
Application filed 12/18/74

Staff report furnished
to applicant's attorney 3/18/75

Prehearing conference

(Applicant to file amended

application, including updated

wage and fuel costs.) L4/28/75

Amended application filed S5/1L/75

Staff report amended to

recommend 2 12. S percent,

instead of a § percent,

inerease 5/14/75

Hearing held 6/2/75
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Examiner's draflt decision
circulated internally 7/2/75

Decision issued ' 8/26/75.

The rates established therelin were based on
costs and revenues figures estimated to be
incurred during the period August 1, 1975 %o
August 1, 1976, and were found Justifled.

¢. Applicant has not alleged that any of sald
estimates were Or are erroneous.

2. Applicant’s only general rate proceeding reguired litigation
because 1t was the first general review of applicant's operation
and because of 2 material dlispute over allocation methods.
a. The matter was disposed of as follows:
Application filed 10/8/73
Original hearing set for 4/19/74
Amendment filed L722/74
Hearing held /14, 15/74
Submitted 5/24/T4
Test period begins - 6/30/T4
Examiner's draflt 7/10/T4
Declsion issued 9/17/74
3. We f£ind that both proceedings were disposed of without
prejudicial or inJurious delay. |
4. If we accepted each factual allegation of this application
as true and drew all permissidble inferences therefrom, we could not
support a finding that applicant's results of operation are less
favorable than those estimated to be experienced during a2 perlidd
which will include the effective date of thls order.
5. Applicant should be restrained from using an unauthorized

discontinmuance as a means of testing the lawfulness of Conclusion §
below.
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Conclusions ,

1. Applicant cannot raise 1ts rates for common carrier service
without the 2pproval of the Commissicr.

2. The Commission c¢can:

2. Grant a final rate increase $0 a specified
level. ‘

b. Establish a formula under which rates will
fluctuate automatically in proportion to
obJectively verifiable changes 1in costs.

Grant an interim increase subject to refund
only after a showing and finding that the
rates to be charged will be Justiflied by the
results of operations estimated to be
experienced during the period in which they
will be effective.

3. The Commisszion cannot revise common carrier rates charged
in a past period. It can give refunds or reparations on the ground
of unreasonableness only 4if the rates were established subject o
refuné or without a finding of reasonableness.

4. The Commission cannot establish a rate regulating systen
in which common carriers unilaterally determine the timing and
amount of rate increases and in which consumers must rely solely on
refunds for protection against excessive ratec.

5. This Commission has no power %o fix transportation rates
for a future period at levels higher than justified by estimated
results for that period in order to compensate for past operations
at lecs-than-reasonable rates. i |

6. Any statute purporting to authorize retroactive ratemaking
for common carrierz would be ineffective as inconsistent with
Article XII, Section 4, California Constitution.




7- The application for a rate increase should be dismissed
for failure to state grounds for relief.
8. Applicant has not alleged:

a. That its common carrier service is no
longer necessary.

b. That its continued operation under
reasonable rates will not cover out-of-
pocket ¢osts.

That its continued operation under
reasonable rates would generate losses
sufficient to erode its investment, So
that requiring contimued operation would
constitute a taking of property.

9. Applicant has not demonstrated that tie Commission’s
ratenaking procedures or its ability to allow timely rate relief are
such that it will be denied due process.

10. Applicant's request to be relieved of its common carrier -
obligations should be denied for failure tO State grounds for relief.
1l. Applicant's present fares were established on the assumption
that existing equipment would be utilized and existing service
standards maintained. Any deterioration below these standards will
be considered in future proccedings. ‘
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ORDER
IT IS ORDERED that:

l. 7This proceeding is dismissed.

2. Applicant shall not, without specific authorization by
Commission order, discontinue or fail to operate any schedule or
schedules provided in its Timetable No. 27.

The effective date of this order is the dave hereof. _
Dated at San Franciseo , California, this _ /0 =
day of AUGUST ,y 1976. :

o

— Commissioners

. , being
coméinziontr De W, Ep_lmgs, !
pasossarily absest, did nob participate
<a tho Gispesition oF this pro

Commissioner Robert Batimovich, belng
necossarily absemt, @id:mot participate
in tho disposition of this p;chood.mz..
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COMMISSIONER WILLIAM SYMONS., JR., Concurring

The prohibition on retroactive ratemaking makes applicant's

request illegal. I concur in the oxrdering paragraphs.

, Herver, s cannoé agree with the rationale set forth in the
discussion which strains like a gnat swallowing an elephant. Of course
it has to: it has the Herculean task of reconciling this denial with
the Commission’s 3 - 2 Decision No. 85731, rendered in ﬁpéil in the fuel
clause adjustment investigation Case No. 9886, whirh waé an obvious
illegal venture into retroactive ratemaking.

San Francisco, California
August 10, 1976

-3.Commission’r'




