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Decision 87 ~2 070 DEC 22 1987 . :-@oon(iQnmfi\ ~ 
BEFORE THE PUBLIC UTILITIES COMMISSION OF.'~ STATE OF ~~W 

Application ot General Telephone ) 
Company ot calitornia, a calitornia ) 
corporation (U 1002 C)'I for authority) 
to increase and/or restructure ) 
certain intrastate rates and charges ) 
tor telephone services. ) 

) 

--------------------------------) ) 
Investi~ation on the Commission's own) 
motion ~nto the rates, tolls, rules, ) 
charges, operations, costs separa- ) 
tions practices, contracts, service ) 
and facilities of GENERAL TELEPHONE ) 
COMPAlf'l OF CALIFORNIA, a california ) 
Corporation; and o~ all the ~elephone) 
corporations listed in Appendix A, ) 
attached hereto. ) 

------------------------------) 

Application 87-01-002 
(Filed January S, 1987) 

1 .. 87-02-025-
(Filed February 11, 1987) 

(See Decision 87-08-051 tor appearances.) 

bdgitiooal Appearances 

Harolg L. JacksoD, Attorney at Law, and 
James B. Gord.on, Jr., for Communications 
Workers ot America; RQl?elj: 't. Moc-is, 
for Consumers Coalition; Marc Ti~,l, 
Mayor, for City of Lakewood; WhitakeX 
MclSenzie, Attorney at Law (D.C.), tor 
the Department of Defense and Federal 
Executive Agencies; and Shelley Ilen~ 
B9~ntielQ, Assistant City Attorney, 
Ci~y of Los Angeles: interested parties • 

- 1 -



• 

• 

• 

.... .\ '" .' 

A.S7-01-002, I.87-02-025 AlJ/NRJ/ck/vdl • 

x. synopsis of Decision 

This order sets a rate of return for General Telephone 
Company of california (General) during test year 1988 and adopts 
those revenue reductions for operational cost reduetions that have 
been agreed to by General and the Commission's PUblic Staff 
Oivision (renamed Division of Ratepayer Advocates (ORA». This 
order does not address the disputed reduetions still at issue in 
the case which will be decided in the first half of 1988. 

This is an interim decision. It provides tor a decrease 
in customer billings of $122.7 million on an annual basis effective 
January 1, 1988. 

The decrease reflects stipulated results of operation 
data and our adopted 1988 test year rate of return of 10.90%. 

In addition, on November 20, 1987, General filed Advice 
Letter CAL) 5110, in co~pliance with Decision (0.) 85-06-1l5· as 
modified by 0.87-l1-022, to shift nontratfic-sensitive (NTS) cost 
allocation based on subscriber plant factor (SPF) to one based on 
subscriber line usage (SLU), resulting in a revenue shift for 1988 
of $54.071 million. The resulting changes in billing surcharges 
are an incremental decrease in suxcbarge of 0.28% for access 
services and an incremental increase of 3.59% for services other 
than access. We are consolidating General's At· 5110 tiling with 
this interim decision so that there will be only one tariff 
revision to the billing surcharges on January l, 1988. 

The decision authorizes General to earn a return on ' 
equity of 12.75% which will provide an intrastate rate of return of 
10.90%. Such a return will provide an after';"tax interest coverage 
of 2.91 times and a pre-tax coverage of.3.94 times. These ratios 
indicate that General will have the financial capabil·'ity'to operate 
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successfully, maintain its finaneial integrity, and attract 
capital. ... 

As set forth in the section on rate'design, the $122.7 
million reduction results from a reduction of the present billing 
surcharges set forth in General's Schedule Cal. P.U.C. No. A-3S 
which are collected on a wbill and keepw basis not subject to 
intercompany settlement. The apportionJ:lent of any additional 
decreases will be determined subsequent t~ the final submission of 
this matter. 

n:. .E:t2cedun1 BackgroJmd 

General requests authority in this application to 
increase and/or restructure certain of its intrastate rates and 
charges. The effect of the proposed changes will be to reduce its 
test year revenue requirement by approximately $ll4 million to· 
provide a rate of return of ll.90% on General's intrastate rate 
base. 

'1'0 enlarge the scope of these proceedings to' cover 
essentially all aspects of General's public utility operations, 
this commission issued Order Instituting Investigation (I.) 
87-02-02S into the rates, tolls, rules, charges, operations, costs, 
separations, practices, contracts, services, and facilities of 
Pacific Bell and all of the California telephone utilities that 
interconnect with General. In addition, we opened I.87-01-019 into 
the rate of return for General's 1987 attrition year. Decision 
(0.) 87-08-051 as corrected by O.87-09-001'dated September 1, 1987 
on that matter reduced General's revenue requirement for :1.987 by 

approximately $50,626,000. 
Atter due notice, more than 80 days of hearing have been 

held before Administrative Law Judges (AIJ) N. R. Johnson, 
K. Tomita, or M. J. Galvin in Los Angeles, san Francisco, or at the 
public partieipation hearings throughout General's service 

- :3 -

/ 



• 

• 

A.S7-01-002, I.S7-02-025- J>..:U/NR:J/ek/vdl" 

territory • Additional days of hearing are scheduled for 
January ),988. 

The hearings on rate of return were held in San Francisco 
before ALJ Tomita and that phase of the matter was submitted 
permitting the issuance of this inter~ decision for a rate 
reduction. 

. The other phases of the matter will De Drie!ed after the 
conclusion of the hearings and the final decision will issue 
subsequent thereto. 

General presented lS witnesses during its initial 
presentation and has a total of 32 rebuttal witnesses. ORA made 
its presentation through 3S witnesses, sponsorinq 22 exhibits. 
addition, testimony and exhibits were presented by Consumers 

In 

Coalition of california on quality of service and rate design, by 
the Department of Oefense and Federal Executive Agencies (FEA), and 
the City of Los Angeles (City) on rate ,of return, and by AT&T 
communications of california (AT&T-C), API Alarm: Systems (API), 

Western Burglar & Fire Alarm Association (Western) ,FEA, and Toward' 
Utility Rate Normalization (TORN) on rate design. 

Public participation hearings were held in Long Beach on 
June lS, ),987, in Santa Barbara on June 17, 1987, in San Fernando 
on June 18, i987, in Santa Monica on June 19, 1987, in San 
Bernardino on June 22, 1987, in Palm Springs on June 23, 1987, in 
West Covina on June 24, 1987, 'and in Los Gatos on June 2S, 1987. 
Statements and/or testimony were presented by 72 witnesses at these 
hearings. These statements covered a wide range of subject matters 

. with the most frequent subj eet matters listed in order of 
descending trequency: 

1. 'Xhe 9S¢ per month for ""insurance' tor 
inside wiring. . 

2. The Ntemporary"" surcharge on monthly bills. 

3. The physical size of the bill. 

4. Zone Usage Measurement boundaries. 
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. ' 5. The quality of service • 

&. Rate increase ror residential customers in 
tace of over-all decrease in revenues. 

7.. Directory assistance charges. 

8. The m.onthly access cllarqe. 

9. The surcharqe tor hand.icapped equipment. 

10. Pay phone availability and operational 
condition. 

11. The number and cost ot phone books. 

12. The m.onthly charge for unlisted numbers. 

13. The charge tor the installation of 
equipment. 

14. The 13-second time limit tor dialing. 

The individual service complaints were investigated and a 
summary or each investigation was torwarded DRA tor review. The 
above subjects will be further addressed in' the final decision. 

III. ~neral'8 Present OpeBtions 

General is the largest independent (non-Bell) operating 
telephone company in the 'O'ni te,d. States and a me=er ot the General 
Telephone and Electronics corporation (GTE) system. GTE, General's 
parent company, holds all of the common but none of the preferred 
stock of General. GTE which was incorporated under the laws ot the 
State of New York on February 25., 1935 is the parent company of 
more than 60 communications, produets, research, and serv:l.ce 
subsidiaries with operations in 40 states and 19 countries abroad. 
The GTE system had combined revenues and sales of over $15.7 
billion in 1985, consolidate~ net income from operations of a 
negative $161.0 million, including a nonrecurring after-tax charge 
of $1.3 billion (eXCluding this charge, the 198$ net income 
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amounted to $l,l3l million), l80,000 employees, and more than 
47S..,000 shareowners. 

General had an average of 25,903 equivalent employees in 
1985.. Wage payments applicable to operations in 1985 amounted to 
$76&,l52,085 ot which $l67,880,944 or 2l.9% was charged to. 
construction. 

General operates within approximately lO,600 square miles 
serving approximately 330 communities and locations in portions of 
20 california counties: Fresno, Imperial, Kern, Los Angeles, 
Marin, Orange, Riverside, Sacral!1ento" San Bernardino, San Diego, 
San Joaquin, san Luis Obispo, Santa :Barbara, Santa Clara, Santa 
Cruz, Solano, Sonoma, TUlare" Ventura, and Yolo. At the close of 
1985, General operated 1S~ central ot~ices in s& exchanges. 
CUstomer lines totaled 2,689,746, of which 2,Ol6,681 or 75% were 
residential and 673,065 or 25% were business. 

xv. Rate o( Return 

xntroduction 
The rate of return phase of Application 87-0l-002 was 

assigned to ALJ Tomita and all other issues to· ALJ Johnson. Five 
days of hearings were held on rate of return issues between 
August 20 and 26, 1987. General, City, FEA, and DRA were the 
active participants in this phase of the proceeding. 

At the conclusion ot the hearings, the rate of return 
phase was taken under submission subject to the filing of 
concurrent briefs on september 30, 1987. Briets were tiled by 
General, City, and DRA. 
Cene~l's EPsition 

1. gpita1 stru~ And cos: 0( n,mt 
General and ORA are recommending capital structures for 

the 1988 test year that are substantially th~ same. A summ~ry of 
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rates of return recommended by General, City, and DRA for test year 
1988 follows. 

~apital Stryeture 
AV9. 1988. 
Cap. Ratios Cost ractors Weigh'ted Cost 

General ~elephone Company.of california 

Long-term debt 41.2'0% 9.01 3.71% 
Short-term debt 2.47' a.oo 0.20 
Preferred stock 2.77 6.42 0.18 
Common equity S3.S6 14.50 7.]7 

Totals 100.00% 11.86% 

Public Staff Division 

Long-term debt 4l.50% 8.98 3.7'3% 
Short-te~ debt 2.50 &.50 0.;.16-
Preterred stock 2.50 6-.41 0 .. 16-
Common stock 5~. 50 12-12.50 6,42 - §-.69 

'I'otals 100.00% 10 .. 47 - 10.74% 

city of Los Angeles 

. 
3.747% Long-term debt 41.70% 8.986' 

Short-term debt 2.50 7.001) 0 .. 17S 
Preferred stock 2.80 &.414 0·.180 
Common stock ~~IQQ l2.500 6-.625 

Totals 100 .. 00% 10.727% 

The above tabulation shows that there is little 
difference in the capital ratios and capital costs considered 
reasonable by General, City, and DRA except for the cost of short
term debt and return on common, equity. General as. well as the 
other parties requested that the Commission consider the actual 
cost of General's. long-term debt offering' in 1987, if available at 
decision time, plus the general trend of bond and short-:Cerm debt 
rates in existence at that ttme in'determining the reasonable long
term debt and short-term debt rate. to. adopt for test year 1988 • 
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The only difference in long-term debt cost resulted from the fact 
that "General estimated a 10% interest rate on new debt issues while 
ORA and City both used a 9 .. 5% interest 'rate. For short-term debt 
cost General used an 8% cost for the test year, 'while' ORA used a 
6.5% interest rate and City a 7% interest rate. 

z. Retuxn on EquitY 
The principal area of dispute on rate of return revolves 

arouna the reasonable return on common equity (ROE) to be allowed. 
General requests that the commission adopt a ROE of 14.5% for the 
1988 test year. General states that this is 100 basis points less 
than the 15.5% ROE adopted in 0.84-07-108 for its 1984 test year. 
It is, however, higher than the 13.75% ROE adopted by the 
Commission in 0.87-08-051 for General's. 1987 attrition year in 
I.S7-01-019 •. General argues that the dramatic increase in interest 
rates that has occurred since the record was closed in I.87-0l-019 
supports an increase in General's ROE from the 13..75% ~uthorized 
for 1987 to the 14.5% requested for test year 1988 • 

Joseph F. Brennan, President of Associated Utility 
Services, was General's ROE witness. He testified that the 
Commission should approve an ROE of at least 14%, and that an ROE 
of up to J.4. S% would also be reasonable. Mr. Brennan gave 
consideration to the Discounted cash Flow (OCF) model and the risk 
premium model as tools in arriving at what he Delieves investors 
require in the way of a return on their common equity investments. 
The witness testified that the results derived from the financial 
models should not De applied dogmatically Dut with the exercise of 
judqment to give consideration to the financial differences between 
General and the proxy <;roup of companies used in the analysis. 

Sinee General's common stoek is not publiely traded, 
being a wholly owned subsidiary of GTE, it is not possible to
obtain specific market information regarding General to- determine 
the return to Which investors in General's common stoek are 
entitled. It was therefore necessary for Mr. Brennan as~ell as 
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the other rate of return witnesses to use a proxy group of 
companies in undertaking their respective analyses. 

Mr. Brennan selected 18 companies for use in his DCF 
analysis. The list includes three Independent Telephone Companies. 
(Independents), seven Regional Holding Companies (RHe) (formerly 
AT&T subsidiaries), and eight gas distribution-companies (CDC). 
Mr. Brennan included the GDCs in his study because of the limited 
number of telecommunications companies that are comparable to' 
General and which have stock that is publicly traded, and also, 
because the gas distribution industry is undergOing a 
transformation from a monopoly to a competitive environment, not 
unlike the telephone industry. 

Brennan testified that in order to offset its increased 
business risk, General, like other telecommunications companies in 
his study increased the amount of common equity in its capital 
structure. While the percentage of equity in General's capital 
structure for 19sa is still significantly below the levels achieved 
by the RRCs and the three Independents in 19S6, General has closed 
the gap. 

. Brennan stated that the qreater investment risk 
associated with a telecommunications company or a GDC is reflected 
in the bond rating criteria published by Standard & Poors (S&P'). 
According to the witness the two most important rating criteria 
used by $&P are the debt ratio and pre-tax times interest coverage. 
The pre-tax coverage for an AA-rated telephone utility is 4.5 to 
6.5, times while the range for electrics is substantially lower at 
3.S to 5.0 times. These criteria differenees indicate the 
telephone industry is considered to be substantially more risky 
than electric utilities by the investment community. 

Brennan testified with respect to the DCF model that it 
is a technique which utilizes the market price, reported earnin~s 
per share and dividend payments per share in a calculation to 
determine the implicit return required by the investor, which is 
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reflected in the market price o"r the stock.. Brennan considers the 
OCF model as a useful tool to help the.analyst come t~ an informed 
judgment. He further stated that for the past several years the 
CCF model seriously understates investor expected returns beoause 
factors other than earnings and dividend growth have influenced 
stock prices and are not considered in a DCF model.. Factors that 
have impacted stock prices include mergers and acquisitions, the 
tremendous influx of foreign capital into the United States 
security lI1arket, and the change in investor expectations regarding 
increases in the price/earnings multiples of stocks which are not 
covered in the OCF analysis and thereby understate the ~~estor

expected returns .. 
Atter completing his OCF study for each of his barometer 

companies, Mr. Brennan developed a OCF-derived ROE for each of the 
three utility categories within his barometer. qroup,., For the three 
Independents, the OCF cost rate was 12.4%; for the seven RHCs, the 
DCF cost rate was 12.2%; and for the eight GDC's, the DCF cost rate 
was 13%. 

In addition to the OCF analysis Mr. Brennan made a risk 
premium analysis. The risk premium model is based on the 
fundamental principle of finance that equity investors expect a 
higher return on their investments than purchases of long-term 
debt. Brennan determined his equity risk premium by comparing 
equity returns over the yields of long-term utility bonds.. He 
selected lonq-term bond yields because the OCF methodology also 
determines the expeeted return based on the assumption of an 
infinite holdinq period.. This would make ~ comparison of equity 
yieldS under the risk premium analysis more appropriate to compare 
with a DCF-derived ROE. Brennan testified that a risk premium 
analysis based on a comparison ot equity yields with the yields on 
intermediate or short-term debt would result in an inapp~opriate 
comparison with a OCF-derived ROE • 
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Brennan concluded that based on his review of the 
historical data that the appropriate risk premium for determininq 
General's investor-required ROE is 4.7% when MA. and AA bonds 
yields are in the 9.0 to 9.5% range. He further testified that the 
risk premium spreads moves inversely with interest rates and that 
when interest rates tor AA bonds yielded 12.6%, the equity risk 
premium is 4.0%. 

'the investor-expected ROEs tor the three cateqories ot 
utilities in Mr. Brennan's barometer qroup, giving equal weight to 
the results ot his ocr and risk premium analyses, are ll.l% for the 
the three Independents, 13.2% tor the seven RHCs, and 13.6% tor the 
eight Goes. Brennan then took the additional step to review the 
investment risk differences between General and the barometer 
qroup. He noted that General is rated as a weak AA by both Moody's 
and S&P while the seven RHCs and three Independents are on the 
average rated strong A.A., and that over the five-year period ending 
in 1985, one investment grade differential equates to a debt cost 
difference of approximately 60 basis points. He further testified 
that each percen~age point difterence, in the equity component of a 
utility'S capital strueture equates to a 10 basis point difference 
in the cost ot debt. He further noted that General's average 
equity ratio of 53.5% was Substantially below the averaqe of the 
seven RHCs or the three Independents. 

In recognition ot these differences, ,Mr. Brennan 
increased the ROE derived from the averaqe of his OCF and risk 
premium analyses by 70 ~asis points to arrive at his minimum 
investor-required ROE of 14%. Brennan further testified that the 
cost rate could even be 14.5% it less than equal weight is given to 
his OCF analysis tor reasons stated above. General arques that Mr. 

Brennan's recommended ROE is consistent with recent decisions by 
other requlatory commissions. General ~elieves M:I:. Brennan's 
recommended cost of equity of at least 14% is very conservative and 

- 11. -



• 

• 

• 

that, a ~4A5% return is more representative of today~s market 
conditions. 

General~s Treasurer, Charles O'Rourke, testified on the 
projected capital structure for test year 198-8-, 198-9, and 1990 and 
the projected cost of long-term, debt and preferred stock' for 1988, 
1989, and 1990. He alsoest~ated the cost of short-term debt for 
1988. He also testified that the overall rate of return on rate 
base of 11.86% requested for test year 1988- using a 14.5% cost of 
common equity assumes that General will be afforded the opportunity 
to seek relief for financial attrition in 1989 and 1990. 
)2BA's Position 

DRA is recommending a cost of common equity capital in 
the range of 12.00% to 12.50%. Using ORA's recommended capital 
structure and costs of long-term debt, short-term debt, and 
preferred stock, the recommended rate of return ranges between 
10.47% to 10.74% for test year 1988, and is 10.60% using the 
midpoint 12.25% return on ~ommon equity recommended by DRA •. Such 
rate of return produces an after-tax times interest coverage of 
Z.8S tfmes for 1988, excluding short-term debt. ORA believes a 
rate of return within its recommended range will enable General to 
earn a fair return and balance the interest of General~s investors 
and ratepayers. 

ORA. witness C.J. Blunt was responsible for the Report on 
the Cost of Capital and Rate of Return. Witness Blunt presented 
his estimate of recommended capital structures for the three-year 
test period 1988-1990. The witness stated that although ORA has 
:made capital structure and capital cost recommendations for 1989 
and 1990, he recommends that these should be updated with Attrition 
Rate Adjustment (ARA) mechanism reviews in 1989 and 1990. These 
ARA reviews were mandated by 0.85-12-076, and were further refined 
by 0.86-12-099 according to the witness. 

ORA~s witness testified that he was guided by the 
standards set forth by the u. S. Supreme court decisions in the 
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Bluefield and ~ eases in determininq a fai~ and ~easonable 
return on common equity. 'I'he two standards which emerged from. the 
two cases are: (1) a standard ot capital ~ttraction and (2) a 
standard ot comparable earnings •. The capital attraction standard 
focuses on investors' return requirements and is applied using 
market value methods in the ocr, capital asset pricing model 
(CAPM), and risk premiUl'll. analyses. The comparable earninqs 
standard uses the return earned on the equity investment by 
companies ot comparable risks as a measure in setting a fair 
return. 

DRA's witness selected 22 telecommunications and gas 
distribution companies which he considered encountered similar 
business risks to General and used this group as a surroqate for a 
common stock equity investlnent in General.. On the basis of 
financial risk, the witness selected telecommunications and gas 
distribution companies with similar bond ratings and comparable 
betas. 'I'he four independent telecommunications companies and the 
s~even RHCs were selected :because they are engaged in similar 
business pursuits as General and are regulated or have sUbsidiaries 
that are regulated. 'I'he gas distribution companies were selected 
because they are experiencing similar business risks (due to 
deregulation) as the telecommunications industry. 

The witness compared General's recorded earnings on 
common equity with that of hi~ 22 comparison companies for the 
period 1982 through '1986 and concluded that General's earnings have 
exceeded the group in every year, except 1984, ,with a five-year 
average of lS.77%. He further noted that General's return on total 
capital and dividend payout ratio was higher than his comparison 
group. Furthermore, General has increased its common equity ratio 
sUbstantially more than his comparison group. DRA's witness stated 
that the above facts demonstrate a highly improved financial 
picture tor General which is, supported by the upqradinq o,t 
General's bond ratings by both. MOody's and S&P' to Aa3 and AA-
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respectively in tleceml:)er 1986. In addition,. the tact that 
General's major construction proqramsare nearing completion 
thereby reducing the need tor future external financing there were 
other factors given which reduces General"s financial risks and 
justifies reducing the authorized return on common equity. 

O~"s DCF analysis indicated a 11.98% to 12.17% cost of 
common equity for the test period depending on whether an April 
1987 or a three-month average dividend yield rate is used. In 
addition ORA's witness performed a risk premium analysis and. a CAPM 
analysis to assist him in developing his recommended cost of common 
equity. The risk premium analysis produced. a required return on 
common equity for the test period ()f 12.43% to 12.76% depending on 
the type ot security used. The CAPM analysis indicated that the 
investors expected return on common equity for the compariso.n group 
ranges trom 11.97% to 12.31% depending on whether the OR! or Blue 
Chip Financial's forecast for three-month Treasury Sills are used. 
ORA's recommended ROE'ranqe of 12.00% to 12.500% is based primarily 
upon the OCF analysis~ ORA recommends ,that the Commission adopt 
its recommended capital structure for 1988, a cost of long-term 
debt of 8.98%, short-term debt cost of 6.50%, an embedded cost of 
preferred stock of 6.4l%, and a cost of common equity in the range 
of 1Z.0% to 12.5%. The resulting overall rate of return for 
General would be in the range of 10.47% and"10.74% for test year 
1988. 
City or IQs AnMles' Cs:;i,tv) Position 

City contends that General's requested return on common 
eqg.ity of 14.50% and. an overall rate of return of 11.86% are 
excessively high, particularly in light of the significant decrease 
in the cost of money since General's last general rate ease in 
1984. D.84-07-108 adopted a 12.74% rate of return with an 
allowance for common equity of 15.50% as reasonable. The- City 
states that the Commission rccoqnizcd this striking decrease in the 
cost of money in 0.87-08-0$1 by adopting a lower rate o·f return of 
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11.36% with a 13.75% return on common equity capital as reasonable 
for General for attrition year 1987. 

City's rate of return witness, M. Kroman, testified that 
he found the use of the DeF, risk premium, and other formula 
methodoloqies for determining the investor required return on 
equity unsatisfactory. He stated that the outcome achieved by 
using these methodologies is largely dependent on the assumptions 
of the person who uses these tools in arriving at his results. He 
further testified that it is impossible t~ estimate an investor's 
e)~eetations or requirements. 

Witness Kroman used a differential cost of money analysis 
in arriving at his recommended return on common equity and return 
on rate base. Under this methodology, the witness used as a 
benchmark the last authorized return on common equity found 
reasonable by the Commission in 1984 in D.84-07-108 and determined 
that based on his study (Exhibit 198, Tables l4 through 19) a 300 
basis point decline in the cost of money was fairly representative • 
He recommends that a fair rate of return on common equity would be 
l5.50% less 3.00% or 12.50%. He further noted that the 12.50% 
return was conservative since General's common equity ratio has 
increased by nearly 10 percentage points since D. 84-07-10&. He 
further testified that a comparable earnings analysis, including 
electric utilities, strongly suggests that a return on common 
equity in th~ mid 12% area would be appropriate for General. 

Mr. Kroman used General's estimated capital structure, 
substituted a 9.5% cost for n,ew long-term debt issues in place of 
General's 10% estimate, used a 7% cost for short-term debt for 
1988,. and substituted his recommended 12.5% return on common equity 
in ~rriving at his recommended rate of return of 10.727%. He 
concludes that this rate of return will produce a pre-tax interest 
coverage of 3.63 times,. which should provide the basis for a solid 
inve$~ent grade bond rating. 
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~he witness further testified that General's argument 
that it should be granted earnings sUfficiently high to move it 
toward a double A bond rating should De rejected since the cost to 
ratepayers is much higher than the benefits to De derived from 
lowor interest costs resulting from the higher bond ratings. He 
stated that utilities in general carry a single A bond rating ~d, 
aDsent extraordinary circumstances, have demonstrated no disability 
in raising new capital at market rates. In Exhibit 198, TaDle 2, 
the witness set forth hypothetical examples to show the cost of 
increasing a utility'S Dond ratings trom A to AA. 
~eral Executive Agencies (lEAl 

FEA did not make a specific rate ot return recommendation 
in 'this proceeding. FEA's witness, Or. Charles A. McCormick, 
testified that General's rate of return witnesses failed to give 
recognition to the decline in capital costs during 1986 and the 
first quarter ot 1987 or make any adjustments to its equity costs 
t~ reflect these trends. He stated that increasing General's 
equity ratio to increase its bond ratings must De placed in proper 
perspective and given the current economic conditions and nothing 
to reflect a return to the disastrous economic conditions of the 
early 1980's, an increase in the equity ratio is not justified. He 
further testified that General's witness, Mr. Brennan, has failed 
to justify the 0.6 to 0.7t adjustment he made to the estimated cost 
of common equity of 13.1%-1~.2% for the comparable group of 
telephone companies to generate his 14.0% cost of common equity for 
General. 
Discussion 

1. capital structure 
Altboug'h ORA recommends that both the capital structure 

and capital costs should be uPdated in conjunction with ARA. reviews 
for the 1989 and 1990 attrition years,. Ordering Paragraph 9 of 
0.87-04-078, dated April 22, 1987, an order.modifying 0.86-12-099 
and denying rehearinq, states: 
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*9. Finding of Fact No. 5 is modified to read: 

*S. Based on 0.86-0l-026 (See Finding of 
Fact 3) and our present policy of 
considering revision of the Return on 
Equity (ROE) and capital structure of 
california's two major local exchange 
telephone utilities every three years, we 
decline to review PacBell's. ROE for 1987, 
but we will review PacBell's embedded debt 
costs and monitor PacBell's capital 
structure, consistent with the discussion 
on page 6 of this opinion.* 

The above ordering paragraph indicates that we have 
adopted a policy ot consic1ering revision of the ROE and capital 
structure tor the two major local exchange telephone utilities 
every three years. The evidence in this record indicates that 
there is very little difference in the esti~ate of capital 
structure among the parties for test year 1988 and attrition years 
1989 and 1990. However, events occurring in the financial markets 
in October indicates that we should reconsider our plan and have 
General's capital structure, interest costs, ROE, and financing 
plans reviewed in the attrition years. We will require a review of 
these items in the .ARA reviews for 1989 and 1990. 

In our full review of our regulatory process in 
I.87-11-033, we will reexamine the attrition ~echanism for local 
exchange telephone utilities. This order should not be construed 
as prejudging the results of our investigation~ The entire 
attrition process, including those parameters laid out for General 
in this decision, may be altered fundamentally by I.S7-11-033. 

Since we will be updating the capital structure in each 
of the attrition years, we will only adopt a capital structure tor 
the test year in this order. As stated previously, there is little 
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difference in the estimated capital structures between the parties. 
For the purposes of this proceeding we will adopt as reasonable the 
DRA recommended capital structure for test year 1988, as tollows: 

Components ~. 

Long-Term. Debt 41 .. 50% 
Short-Term Debt 2. SO 

Preferred Stock Z.50 

Common Stock Equity 53.50 

Total 100.00% 

2. Debt Costs and Pre~rred stocck COst~ 
Although there was little difference in the estimated 

cost of long-term debt between General ana ORA, there was 
disaqreement as to the cost of new long-term and short-term debt. 
The parties were in agreement that the Commission should consider 
the current and forecasted interest rates at the time of making its 
decision in this matter. Our review ot current interest rates and , 
forecasted interest rates indicates that the cost of both long-term 
and.Short-term interest rates have climbed since the time the 
parties prepared their respective exhibits; also, we again note the 
uncertainty created by the recent stock market upheavals in October 
1987. Giving due consideration to the various positions in the 
record, we will adopt as reasonable a 10% interest rate for both 
the 1987 and 1988 forecasted long-term debt issues and a 9.01% cost 
of long-term debt for 1988. We will adopt as reasonable a 7% cost 
rate tor short-term debt for test year 1988. 

In the ARA financial attrition review, we will require 
General to use the embedded cost of debt plus the interest rate on 
long-term AA utility bonds forecasted by DR! in September moditiea, 
it appropriate, by 50 basis points tor a Whole grade dif,terence in 
bond ratings and 25 basis points tor a split ratinq tor any lonq
terml:>onds to be. issued. in the attrition.' year. We will further 
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require the use of th~ Blue Chip Financial Forecast consensus one
month commercial paper projection as of October 1 for the attrition" 
year short-term debt cost. 

While we have considered but not directly adopted the 
most recent forecasts in arriving at our estimated cost of long
and short-term debt, the use of these popularly used forecasts will 
eliminate any controversy on the interest rates to be used for the 
attrition years. 

General does not propose any new preferred stock issues 
in the test or attrition years. We will adopt as reasonable a 
6.41% preferred stock cost rate for test year 1988. The gradual 
redemption of the highest cost preferred stock issues outstanding 
results in the declining preferred stock cost rate. 

3. COst 2' CODon 8tQCk Esmity 
The recomll1ended ROEs range from 12%., the ~ottom o'f DRA's 

range to 14.50% requested DY General. City's 12.50% ROE is also 
the top of ORA's :recommended. range of ROE. Both DRA and General 
rely on the DCF anel risk premium methodologies to support their 
respective recommeneleel returns on equity. However, ORA places 
qr~~ater emphasis on DCF than General since DRA uses the' risk 
premium analysis and also the CAPM analysis as a test of the 
reasonableness of the DCF analysis. General's witness, on the 
other hand, averages the results of the OCF and risk premiwr. 
analyses as his starting point before applying his adjustment for 
differences between General and his proxy group' of companies. The 
following is a SUlDlD.ary of the :results of the various models: 
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Party 

General 

ORA 

City 

RQE Model Results 

Model BQt 

OCF. 11.1-13 .. 1% Ind. 'relcos 
12' .. 4% avglnd. 'relcos 
11.8-12.7%·RHCs 
12.2% avq RHCs 
l2.0-14.8% GOCs 
13.o0%.avq GDCs 

Risk Premium 13.7% Ind,., Telcos 
14.2% RHCs 
14.2% GOCs 

DCF lO.29-13.80% 
l2'.08% avq 

Risk Premium 12~43-12_76% 
l2..:54% avg 

~~ ll.97-12 .. 3l% 
12.14% avg 

Oifferential 
Cost of Money 
Analysis 12.50% 

The use of different' assumptions made'as to investor's 
currently expected dividend yield rates and investor's expected 
growth rates in the respective OCF analyses provided different 
investor expected cost of common equity rates for the test period. 
Because the results can vary depending on these subjective inputs, 
we'have stated in the past that we have always relied more on . , 
judgment than on any singular formula approach to establish the 
reasonable return on common equity. 'rhe exercise of such. judc;ment 
involves forecasts of overall economic conditions, range of returns 
earned by comparable companies, and an assessment of the relative 
risk inherent with the particular utility under consideration. 

In the case of General where it is not possible to' 
calculate a company-specific market related cost rate for General's 
common equity it is even more critical to exercise jud9'lnent rather 
than rely on any formula approach. While the money market derived 
eost ot equity based on a proxy or group of companies may be useful 
as a guide it cannot be directly usedin'determininq a reasonal:>le 
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cost ,ot equity tor ratemaking purposes. Judgment must be exercised 
to consider all the various factors which may difterentiate the 
specific cOlDpany from the proxy or group of companies being used in 
the study. Moreover, judqment must be exercised in using the 
results of a formula because the formulas may fail to- take into 
consideration various factors that may influence the investor 
required return on common equity. 

As recoqnized in 0.87-0S-0~1 in I.87-01-019, an 
investigation on the appropriate rate of return for attrition year 
1987, there has been a substantial reduction in interest rates 
since the last general rate case. However, there has been a 
reversal of this trend in declining interest rates in the past few 
months. We note that the parties recoqnized that the level of 
interest rates could change and recommended that the Commission 
should take into consideration the, actual debt costs incurred by 
General in 1987, and the trends in capital costs at the.time it 
issues its decision. In arriving at our adopted ROE we will take 
into consideration the change in money market rates from the time 
the parties prepared their respective rate of return studies. 

We believe that inflation during the three-year period 
will be in the 4% range and that'interest rates while higher than 
the levels experienced in 1986 and early 1987 will tend to' 
fluctuate around the current levels. 

Alter consideration of all the evidence in this 
proceeding and the arguments advanced by the various parties, we 
adopt as reasonable a return on common equity of 12.75% for test 
year ~988. This is ~elow the return on equity we found reasonable 
tor General for test year 1987 in 0.87-0S-05l in August 1987. We 
note that this figure is higher than the average results from the 
various OCF models although within the high range of the co~panies 
studied. We also note that the adopted result in at the high enQ 
of the ORA's risk premium analysis. The average result of DRA's 
CAPM analysis is below the adopted figure. On the other hand, 
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Ge,neral's risk premiu:m. analysis shows a :much hiqher cost rate. 'Il:le 
variations in the results obtained from these models clearly 
indicate that these models should be used only as a guide and that 
we must rely on jud<pnent rather than any particular methoclolO9Y in 
determining the cost of common equity. In the case of General it 
becomes even more critical, since a compMy-specific market related 
cost rate can not be caleulated and a proxy group of companies must 
be used to determine the market required cost of common equity for 
General. 

Although it was originally our plan to review capital 
structure and ROE for the major local exchange telephone companies 
once every three years, we now believe that an annual review is 
necessary under the current turbulent financial market conditions. 

/ 
/ 

This annual ~eview will substantially reduce the risk that the \ 
return authorized for General will become outdated due to changes 
which inevitably occur between General rate cases. . 

We believe a 12.75% ROE is reasonable for test year 1988 • 
Tl:le 12.75% return on common equity applied to our previously 
adopted capital structure and costs translates to a rate of return / 10.40% developed as follows: 

capital Cost Weighted 
llil1l Sjc;o;l~Y,x:~ Eactox: ~Q~:t 

Long-term debt 41.5% 9-.01% 3.74% 

Short-term debt 2 .. 5 7.00 .18: 

Preferred stock 2.S 6.41 .. 16 

Common equity 53,50 12.75 6.82 

Total 100.00% 10.90% 
,. 

The after-tax coverage of the above 10.90% rate of return ~ 
is 2.91 times and the pre-tax coverage is approximately 3.94 times 1/ 
excluding short-term. debt. Such a return is fair and reasonable-
and balances the interests of both the investors and ratepayers and 
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is comparable to returns earned by other investments of comparable
ris,.....s. 

v. ~s 0: Qpention 

Comprehensive results of operations testimony and 
exhibits were presented by General and ORA. SUbstantial 
differences exist in all categories, i.e. revenues, expenses, and 
rate base. On October 20, 1987, General presented Exhibit 231 ' 

setting forth its upd.ated estimates reflecting the impact of the 
1987 attrition decision, D.87-0S-051 dated August 26, 1987, inside 
wire on a business-as-usual basis, revisions made to date, and 
federal income tax calculated assuming a l4% tax rate and new 
definition of FIT income adjustments. Also included were 'C'nifo%'lll 
System of Accounts (O'SOA) changes reflecting the cap,i tal to e~ense 
shift in Part 32 on the basis of its understanding that a rate 
recovery mechanism would not be included in the 'C'SOA proeeeding 
I.S7-02-02S. At this juncture, the contents of a decision on this 
matter is pure speculation. Consequently We will ~liminate the 
effects of this adjUstment in General's showing- The following 
tabulations set forth General's latest showing without the 'C'SOA 
adjustment, t09'cther with DRA's results of operations as presented 
by its witness' exhibits and testimony on both total company and 
intrastate bases. For the purposes of this interim decision, we 
will use General's showing for the computation of the revenue 
reduction to yield a 10.90% rate of return. The difference between 
the revenue reduction of $122.7 million and the total revenue 
reduction of $657 _2 million 'at issue or $$34'.$ million will not be 

made subjeet to refund pending our final resolution of the 
differenees which we expect to complete in the first half of 19S8. 

This will fUrther reduee the risk that General will face in 1988, a 
reduction which is reflected in our adopted return on equity. 
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GENERAL TELEPHO~ COMPANY OF CALIFORNIA 
Total Inttastat~ summary of Earnings at Present Rates 

Test Year 1988-

Operating Revenue~: 
Local Revenues 
Toll Service 
Access Revenues 
Miscellaneous Rev. 
surcharge 
1987 Attrition 
Less Uncolleetibles 

Total 

Oper~ing Expenses 
Maintenance 
Traffic 
Conuuercial 
Gen. Off. sal. & Exp. 
Other Oper.. Exp. 

Subtotal 

Depreciation 
Taxes Other than Inc. 
State Income Tax 
Federal Income Tax 

Total 

Net Oper. Income 

Adj. to Net Income 

(Thousand of Dollars) 

PM* 

$ 776,370 
874,331 
Z73·,146 
282,311 
202,202 
(54 ,450) 
18,950 

2,334,960 

310,66·7 
55-,902' 

204,032' 
150,776-
134, 54§; 

855,923 

404,347 
70,522 
79,168 

22;4,942 

l,662,903 

672,057 

5,898 
1,l23-

General 
Exc~~ds Statt 

Amount Percent 

$ 772,308 $ 
814,847 
2:J.3,4S~ 
244,855-
185,274 
(52,978) 
23,..168 

2,175,620 

382,898 
66,550 

22S,087 
166,494 
164,336-

1,008,365 

440,979 
89,899 
54, S;s'l 

149,030 

(4,062) 
(59,484) 
(39,664) 
(37,456) 
(15,928) 

1,472 
4,2'18 

(159,340) 

72,231 
10,648 
24,055 
15,71S 
29,790 

152,.442 

36,632" 
19,377 

(24,3:17) 
(103,912;) 

(0.52)% 
(6.80) 

(l4.52) 
(13- .. 27) 
(7. S8) 
(2.70) 
22.26 

(6.82') 

23:.25 
19.05 
11.79 
10.42 
24. 14 

17.$1 

9.06 
27.43 

(30.72) 
(41.08) 

1,743,124' 80,2'2'1 4.8.2 

43:2,496 (239,.561) (35-.65) 

(5,898.) 
Cl~123) . 
(Z,435) 

(100.00) 
(100.00) 

o 

/ 
/ 

Gain on sale of Prop. 
GTE Telecom Adj. 
Calif. Corp .. Fr. 'tax 
Conuuunieations Systems 
GTE Directories 
GTE·· Data Service 
GTEL Adjustment 
Compensation Levels 

Total Adjustments 
Adjusted Net Income 

704 
5,430' 
6,479 

10,846 
26,097 
5·&,577 

(2',435) 
704 

4,021 

2,290 
434,78'6 

o 
(1,409) 
(5,479) 

(10',846) 
(2'6,097) 
(54 ,287) 

(25.95) 
(100.00) 
(100.00) 
(100.00) I 

(95.95) 
(40.33) \./ 728,634 (2"93,848) 

(ReO. Fiqure) 

*Ooes not reflect corrections and updates and the effects 
of intraLATA SPF toSLU which will impact ORA. revenue 
requirement .. 
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GENERAL TELEPHONE COMPAN':! OF CALIFORNIA 
Total In~rastat~ Summary of Earnings at Present Rates 

'.' Test 'lear 1988 
(Thousand of Dollars) 

PRAw <ien~ral 

General 
Exs:e~ds statf 

Amount Eercent 
Adj. Net Oper. Income 

Rate Base 
100.1 Telephone Plant 
100.2 Tel. Plant 

Under construction 
100.3 Property Held 

for Future Use 
Materials & Supplies 
Working cash Allowance 
Less: Deprec. Reserve 
Less: Deferred Taxes 

Total Rate Base 

Aclj. to Rate Base 
Communication Sys. 

Net Aclj. Rate Base 

Rate of Return 
ROR - Present Rates 
ROR - Authorized 

Difference 

REVENUE REQUIREMENT 
Difference x Rate Base 

x }JIG 

$ 727,.930 

4,902,633 

62 
12,73-8: 
14,534 

1,595,425-
513,3ZZ, 

2,821,220 

$ 434,780. 

5,418,,720 

62-
18,.888 

3,8.62' 
1,.630,960 
54~~~ 

3,264,738 

(2,686) (2,686) 

2,8.18,534 3,262,052 

25.SS 
10.90 

-1.4.95 

(657,1.70) 

13.33 
10.9Q 
-2.43 

(122,691) 

(Red Fi9'Ure) 

$(2~3,1.44) 

516,087 

6,150 
(10,672,) 
35,535 
32,512 

443,.518 

o 

443,518 

10.53 

48.28 
(73.43) 

2.23-
6.33 

15.72 

0;.00 

15.74 

*ooes not retlect corrections and updates and the effects 
of intra LATA SPF to SLU which will im.pact ORA revenue 
requirement. . 

Uncollectible rate 
Difference 

CCF'I' @ an incremental 
Difference 

FIT @ 34% 
Differenee 

~t-to C;:oss <:,aleulatio.n 
1.00000 
0.002'15-
0.99785 

rate of 0.01899·3 0 .. Ol89S 
0 .. 97890 
0 ... 33283, 
0 .. 64607 

Net-to-Gross Multiplier l;.54781 
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GENERAL TELEPHONE COMPAN'l OF CALIFORNIA 
Total Company summary of Earninqs at Present Rates 

Test Year 1985. 
(Thousand of Dollars) 

General 
:E.xs;:~~s1~ ~~~f:: 

llil"ll ~Ba.* ~~~l Am2l.1D:t :e~~~n:t 

~~t~~1ng B~~~D~~~: 
Loeal Re.venues $ 776,370 $. 772,308 $ (4 .. 062) (0 .. 52') % 
Toll Service 874,331 8-l4,847 (59,484) (& .. 80) 
Acce.ss Revenues 753,571 713,907 (39,,664) (5.26) 
Miscellaneous Rev. 306,l30 268,674 (37,45&) (12 .. 24) 
Sureharqe 202,202 186,.274 (15,928.) (7.SS) 
1987 Attrition (54,450) (52,978) 1,472' (2' .. 70) 
Less Uncollectibles 20!1~ 24.368 4!21~ 20,93 

Total ~,S3S,004 2,678.,664 (l59,340) (S. .. 6.1) 

Q2~t~~ing ~~n~~~ 
Maintenance 397,893 491,67& 93,78:3 23.57 
Traffic 62,63-2 ' 74,563- 11,931 19~05 
Couercial 242,68:6- 275,725 33,,039 13 .. &l 
Gen. Off. sal. & Exp. 17S.,640 197,636- 18,996 10 .. 63 
Other Oper.. Exp. 164.974 200·5§Q 3~,586 2;1.57 

Subtotal 1,046-,.825- 1,,240,160 193-,335- 18 .. 47 

Depreciation 496,133- 539,288 43,155- 8.70 
Taxes Other than Inc .. 88,964 113,506- 24,542 27 .. 59 
State Income Tax 94,562 65,342' (29,220) (30.90) 
Federal Income Tax 296,489 1,8'2.473 (114.016) (38,4§) 

Total 2,022,974 2,140,.769 117,795- 5.82 

Net Oper .. Income 815,0~0 537,895 (277,135) (34 .. 00) 

(Red Fiqure) 

*t)Oes not ret1eet corrections'and updates and. the etfects 
of intraLA'l'A SPF to SLU which will impact ORA revenue 
requirement • 
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GENERAL TELEPHONE COMPANY OF CALIFORNIA 
Total Companv Summary of Earnings at Present Rates 

Test Year 1988 
/ 

(Thousand of Dollars) 

Net Operating Income 

Adjustments to Net Inc. 
Gain on Sale of 

Property 
GTE Telecom Adj. 
Calif • Co~. Fr. Tax 
Communicat1ons Systems 
GtE Directories 
G'X'E Data Service 
GTEL Adjustment 
compensation Levels 

Total Adj. to Income 

Adj. Net Opera Income 

:Rate Base 
100.1 Telephone Plant 
100.2 Tel. Plant 

Under construction 
100.3 Property Held 

for Future Use 
Materials & Supplies 
working cash Allowance 
'Less: Depree. Reserve 
Less: Deterred Taxes 

Total Rate Base 

Adj. to Rate Base 
communication Sys. 

Net Adj. Rate Base 

Rate of Return 

----12.'Ba,Ir.'lllQo.;*.;..-._ 

$, 815,030 

&,39& 
1,218-

86S 
5,579' 
6,656 

11,.143 
31. 217 

63,774 

8.78,804 

6,199,312 

79-
16,874 
17,775-

2,013,214 
649« 306. 

General 

$ 5·37,895 

(2,802) 
86S 

4,131 

2,.194 

540,089 

6,832,892' 

. 48,112 

79 
2$,021 

4',726 
2,051,951 

695,140 

3,5071,520 4,163,739 

(3,416) 

3,568:,104 

24.63 

(3,416) 

4,160,323 

12.98% 

(Red Fiqure) 

General 
Exceeds Stat: 

Amount· Fercent 

$(277,135) 

(6,.396) 
(1,218) 
(2,802) 

o 
(1,.448) 
(6,656) 

(11,.143) 
(31. 217) 

(61,580) 

(338,715) 

633,580 

48,11Z 

8~147. 
(13,049) 
38,737 
4S, 83~ 

592,219 

o 

592,219 

(34.00)% 

100~00 
100.00 

0.00 
(25.95-) 

(100.00) 
(100.00) 
(100.00) 

(96.56) 

(38.54) 

10.22 

48.28 
(73.41) 

1.92-
7.06-

16 .. 58 

0.00 

16.60 

(11.65) (47.29) 

*Does not reflect correction.s. and updates and. the effects 
of intraLAXA SPF to SLU which will impact ORA revenue 
requirement • 
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In its application, General requested represcription of 
depreciation rates for test year 1988. General estimated depreciation \: 
accru~l~ for test year 1988 based on these requested rates. ORA 

I recommendations used different rates to which General stipulated. The t 
d.epreciation accruals shown in Exhibit 23-1 are based on ORA-
recommended rates. We will want General to accrue depreciation 
expense using the new depreciation rates tabulated. in Appendix B of 
this decision. 

General also submitted testimony and exhibits on 
depreciation methodology and requested changes in the present 
methodology. ORA opposed these changes. The final determination on 
depreciation methodoloqy issues will be forthcoming in the final 
decision. 

On November 20, J.987, General riled. ALS110 to reduce rates 
for access services in 1988 and correspond.ingly increase the surcharge 
on other than access services.. The filing is in compliance of 
0.85-06-l15, as modified by D.87-1l-022, which·addressed the phased 
shift in revenue due to the shift in the use of a NTS cost allocator 
basea on SPF to one based on SLU. General quantifies the total 
intrastate revenue shift for 1988 as $54.071 million which results in 
an incremental change of -0.28% for the surcharge applicable to access 
services and an incremental ehange of 3.59% for the surcharge 
applicable to services other than access. We will consolidate 
General's AL 5110 with this interim decision so that there will be one 
tariff revision to the billing surcharges on January 1, 1988. 

vx. Bate .Design 

As previously stated, testimony and exhibits on rate design 
wer,~ submitted by ~neral, ORA., AT&T, API, Western, FEA, and TURN. 
DRA submitted proposed rate designs reflecting revenue reductions of 
$llS, $250, $500, and $750 million and General submitted proposed rate 
designs reflecting revenue reductions ot $llS,. $250, and $5000 million • 

- 2$ -



A.87-01-00Z, I.87-02-025 AL"J/NP:J/ek/vdl/ra"'''' 

The final rates will be forthcoming in our final decision after this 
matter has been brieted and submitted and the final revenue 
requirement determined. For this inter~ decision, our adopted 
revenue reduction of $122.7 million will be derived from a reduction 
in the billing surcharges set forth in General's Schedule Cal. P'.'O'.C. 
No. A-3S of 6.78%. 0.87-08-051 as corrected by 0.87-'09-001 indicated 
that effective January 1, 1988, the surcharge should be 5,.47% for 
access services and 8.74% for other than access services. Oeducting 
the above &.78% from the 5.47% surcharge for access services and the 
previously discussed -0.28% SPF to SLU reduction results in a 
surcharge for access services of -1.59%. Deducting the 6.78% fro~ the 
surcharge for other than access services and adding the 3.59% SPF to 
SLU increment results in a surcharge for other than access services of 
5.55%, which we will ad~pt for this proceeding. 

In 0.85-06-113, dated June 12, 1985, we ordered that 
Ordering Paragraph 3 of 0.85-03-056 is modified to read in full as 
follows: 

N3. Any reduction in AT&T-C's expense stemming 
from reductions in local exchange utilities' 
access charges Shall be concurrently passed on 
to AT&T-C's customers through a corresponding 
incremental reduction in the billing surcharge. 
The tariff filings by ~&T-C to comply with 
this order shall be filed so that they are 
effectiVe within 14 days after local exchange 
utilities have made the advice letter filings 
required to reduce their local access charges. N 

In accordance with 0.87-07-017, we have recently received 
an applicatior.L for rate flexibility from AT&T-C. We are also aware 
of several pending rate matters that will affect AT&T-C'·s access 

• charge expenses. For now, we will order- AT&T-C to accumulate the 
access char~e reduction ordered here in a memorandUm account~ with 
interest, commencing on January l~ 1988. We will issue a further 
order describing how the entire alDount of this savings. is to be 
consolidated with other changes in access charge expenses for full 
pass-through to AX&T-C'scustomers. 
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Vl:I.. Comm~nts on Proposed Decision 

As provid.ed in section 311 of the PUblic Utilities Code, 
ALJs Johnson and Tomita prepAred a Proposed Decision which was 
filed with the commission and served on all parties on November 13, 
1987. Rules 77.1 throuqh 77.5 of this Commission's Rules of 
Practice and Proeedure permit parties to' file coxnxnents on such a 
Proposed Deeision within 20 days of its date of mailinq . . 
(December 3,1987). Rule 77.3 provides in part: 

*Comments shall focus on factual, legal or 
technical errors in the proposed decision and 
in citing such errors shall make specific 
references to the record. Comments which 
merely rearque positions. taken in briefs will 
Pe accorded no weight an~ are not to be fi1ed. H 

Comments and reply comments were received from General and ORA •. 

9omm~nts ot ~neral 
General submitted the following comments: 
1. The proposed 13.25% ROE is unreasonably 

low. 

2. There is no evidence in the record to· 
support a reduction in General's ROE below 
the 13 .. 75% authorized for attrition year 
1987. 

3. The estimated cost of new long-term debt 
and the estimated eost of short-term debt 
for the 1988 test year are too low. 

4.. The method for determining the cost of 
long-term debt for attrition years 1989 and 
1990 should be revised. 

S. The Commission must approve General's 1988 
depreciation rates so that General ean 
begin booking the new level of expense as 
of the start of the test year • 
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In its reply comments, General alleges that: 
1. The ORA's 12.50% return on equity is 

unrealistically low in today's environment, 
and 

2. ORA.' s proposed revision to the billing 
surcharge calculation in the decision is 
not supported on the record. 

We concur with General's comments relating to· 
determination of long-term debt interest costs for the 19a9 and 
1990' attrition years and have modified our discussion and Finding 
of Fact 4 to use the interest rate on long-term AA utility bonds 
forecasted by DR! in September modified, if appropriate,. by 50 

basis points for a whole grade difference in bond ratings and 25 

basis points for a split rating. 
General notes that part of the revenue reduction provided 

for in this decision is based on the use of new depreciation rates 
in the test year which have been stipulated to by both General and 
ORA, and that before General can begin booking the new depreciation 
rates, they must be approved by this commission. General proposes 
the following finding of fact and conclu~ion of law t~ support an 
ordering paragraph authorizing General to begin booking the new 
rates effective January 1, 1988. General's position is well taken 
and will be adopted. 

*Finding of Fact No. 12' 

*The depreciation rates proposed by the PSO 
(ORA), to which General has stipulated, are 
reasonable and should be authorized effective 
January l, 1988.* 

NConclusion of Law 6 

*General may begin booking the new depreciation 
rates approved in this decision effective 
January 1, 1988.* 

General notes that on.pages 7 and 8 of its comments ORA. 
proposes a billing b~se of $1,6~9,.4'03 million rather than the 
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billing base 4iscussed in the proposed decision. According to 
General, there is no support in the record for the $1,6~9~40l 
million proposed by DRA whereas the billing base reflected in the 
proposed decision is the most current billing base in thereeord. 
Consequently General believes n~ change shou14 be made to the 
billing base. We agree, and will not modify the proposed' decision 
in this respect .. 
Copupents by DBA 

ORA submitted the following comments: 
1. The appropriate return on equity to adopt 

for test year 1988 is 12.50%. . 

2. General should use only ORI forecasts for 
the ARA financial review and not both DR! 
and Blue Chip forecasts as set forth in the 
p::-oposed order. 

3. A customer billing base of $1,639.403 
million should be used in computing the 
surcharge rather than the ORA's estimate of 
$1,809.000 million. 

4 • Finding of Fact should be amended and an 
ordering paragraph be added authorizing 
ORA's depreCiation rate~ stipulated to by 
General. 

S. WTest Year AdjustmentsW should be modified 
to reflect estimated loss associated with 
employee store operation of $600,000 and 
refund of protective connection arrangement 
balance of $2,200,000. 

6. Reconciliation of figures included in the 
su:m:m.ary of earnings with figures in the 
staff Report on Affiliated Relationship of 
General should be made as follows: 

a. Change ORA amounts to· reflect 
adjustments for GTE 
Communications Systems Rate Base 
of $3,416,000 and expenses of 
$1,.l70,000. 
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b. Change ORA amounts to reflect 
its Directory company expense 
adjustment ot $9,149,000 instead 
ot showing erroneous figures set 
forth in the su:m:m.ary of 
earnings. 

7 • An adj ust:nent for the Thousand Oaks ' 
Relocation of $69.3 million to rate base 
and $21.5 million to expense should be, 
made. 

In its reply comments, ORA supports its assertion that a 
proper return on equity for General for test year 1988. is 12.5%. 

We are not persuaded that it would be advantageous to· use 
only DR! forecasts for the J;.I(A financial review instead of both DIU 
and Blue Chip forecasts as set forth in the Proposed Decision. 

As discussed under General's comments, we will not modify 
the Proposecl Decision to reflect a billing base of $1,6-39.403 
million instead of the billing base of $1,809.000 million set forth 
in the Proposed Decision. 

In our discussion of depreciation rates set forth in the 
section on General's comments, 'we adopted a finding ot tact and 
conclusion of law relating to' stipulated depreciation rates. We 
will also adopt an implementing ordering paragraph reflecting ORA's 
proposal. 

In the summary of earnings appearing on page 26 of the 
Proposed Decision, it is noted that the figures shown do not 
reflect corrections and updates and the effects of intra~A SPF to 
SLU which will impact ORA's revenue requirement. 

ORA's proposed adjustments t~ reflect losses associated 
with employee's store operation, the refund of protective 
connection arrangement balance, and the Thousand Oaks relocation 
adjustment appear to be covered by this clisclaimer. We believe we 
h;1ve more than ample latitUde in the revenue requirement 
differentials set forth in the proposed decision to obviate the 
n4ecessi ty of the 'further adj ustments proposed by ORA • 
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ORA's directory compapy expense adjustment ot $9,149,000 

is properly rctlc~cd in the summary otearnings set torthin the 
Proposed Decision. The $9,149,000 figure is a gross figure which 
reduces to a $5,579,000 net income adjustment. The $$,.$79,000 
alUOunt is total company and. reduces to, $5,430,000 tor General's 
intrastate operations.' Similar computations apply to" the figures 
shown for General's dire~ory company expense adjustments. 

We a9'ree with ORA's position relating t.o the amount of 
adjustments for GTE communications syste~. These adjustments 
should be $3,41&,000 to rate ~ase tor ~oth ORA and General, 
$865,000 to expense tor DOth General and ORA on a companywide 
basis, and $2,686,000 and $704,000, respectively, tor General's 
in'~rastate operations. Appropriate chang'es will be made to' the 
s~ry of earning's tabulation. 

We have carefully considered the comments made by the 
parties on return on equity and having evaluated them together with 
the record before us, conclude that a reduction in the return on 
equity set forth in the proposed decision is warranted.. As set 
forth in our discussion on rate of return, we believe that a return 
on equity of l2.75% balances the interests ot both investors and 
ratepayers, is comparable to returns earned by other investments of 
sim,ilar risk and is reasonable tor 1988. 

Zind.i.nss of h£t 
1. Unlike the major energ'Y utilities, the Commission in 

1:).87-04-078 stated. that it will review eapital structure arid ROE 
tor the major local excbang'etelephone utilities once every three 
years. However, the existing' .turmoil in the financial markets now 
justifies a further review ot capital structures, interest rates 
and ROE in the ~ttrition years .. 
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2. There was no substantial difference in the capital 
stru.ctures estimated by ORA and General for test year 1988. We 

will adopt as reasonablo ORA's estimate for 1988 as follows: 
Com~9nents ~ 

Lonq-Term Debt 4l.S0% 

Short-Term Debt 2.50 

Preferred stock 
Common Stock Equity 

Total 

2.50 

53.50 

100 .. 00% 

3. The reasonable costs tor lonq-term debt and short-term 
debt for test year 1933 are 9.01% and 7.00t, respectively. 

4. For attrition years 1989 and 1990 the reasonable cost for 
lonq-term debt is the embedded cost of debt plus the interest rate 
on lonq-term AA utility bonds forecasted by DRI in september 
modified, ~f appropriate, by SO basis points for a whole grade 
differenco in bond ratin~s and ZS basis points for a split rating 
for any long-term bonds to be issued in the at~rition year. The 
reasonable short-term debt cost is the Blue Chip Financial Forecast 
consensus one-month commercial paper projection as ofOetober 1 for 
the attrition year. 

5. The reasonable preferred stock cost for test year 1988 is 

6. A ROE of 12.75% is reasonable and should be adopted for 
test year 1988. A 12 .. 75% ROE is sutficient to attract capital and 
reasonably compensate investors durinq 1988. 

7. Adoptinq the above capital ratio and cost factors will 
provide a return on rate base of 10.90% tor test year 1988. Such 
rate of return will provide a pre-tax coverage of 3.94 times and an 
after tax coveraqe of 2.91 times excludinq short-term debt. 

8. A revenue requirement reduction of $122.7 million is 
appropriate for test year 1988: on an interfm'basis~ 
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9. To effect the revenue reduction of $122.7 million, the 
surcharge applicable to access services and services other than 
access ,should be deerease~ by an increment of &.78%. 

lOA 0.85-0&-ll3 dated June 12, 1985 directs AT&T-C to flow 
through any reduction in its access expense stemming from 
reductions in local exchange utilities' access charge's to, its 
customers. 

11. It is reasonable for General to accrue 1988 depreciation 
eXl~nse using new rates as shown in Appendix B. 

12. We should consolidate General's AL 5110 with this interim 
decision so that there will be one tariff revision to the billing 
surcharges. In At 5ll0, to reflect its 1988 SPF to SL~ shift, 
General requested an incremental change in billing surcharge of 
-0.28% for access services and 3.59% for services other than access 
to be effective on January 1, 1988. 
~nc:l'Q,sions of Law 

l. A reduction in the revenue re~irement of $l22.7 million 
for General for the test year 1988 is reasonal:>le on an interim 
basis. 

2. Effective January l, 1988, the surcharges set forth in 
General's Schedule Cal. P.U.C. No. A-38 should be -1.59% for access 
services and 5.55% for other than access serviees~ reflecting the 
$l22.7 million revenue requirement reduction adopted in today's 
decision and General's AL 5ll0. 

3. The rates described in Conclusion 3 are reasonable and 
other rates applied after the effective date of such rates are 
unreasonable .. 

4.. Because of time constraints 'in effecting these rates by 
January 1, 1988, this order, should be effective today .. 

5. Effective January 1, 1988, General should be authorized 
depreciation rates as shown. in AppendixS· .. 
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rr XS ORDERED that: 
1. Five days of the effective date 'ot this order General 

Telephone Company of california (General) shall file revised 
Schedule cal. P.'O'.C. No. A-3S to reflect the revisions shown in 
Appendix A of this decision and revised tariff sheets to· retlect 
its 1988 SPF to SLO transition. The effective date of the ordered 
revisions shall be January 1, 1988.. Such filinq shall coxnply with 
General Order Series 96. 

2. AT&T Communications o~ california (AT&T-C) is ordered to 
collect the access charge reductions it receives as a result ot 
this decision into a memorandum account with interest at the three
month commerical phase appropriate short-term rate. These 
reductions will be passed through to AT&T-C's customers by a 
further order of the Commission. 

3. Authority is qranted to make effective Janua~ 1, 1988 
the depreciation rates shown in Appendix :s. for calendar year 198.8, 
and subsequent years until General files with the Commission a new 
depreciation study. 

This order is etfective today. 
Dated DEC 2 2 ~87 , at San Francisco, California. 
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~PPLICARILITY 

. . 

APPE~DIX A 
Sheet.'l of Z 

SCHEDULE CAL. P. U • C • NO • - 3 8, 
BILLINC: ADJUSTMEN.T ,," 

Applicable to intrastate billing on each customer's and/or carrier's 
bill for services rendered on and after the effective date of these 
revisions, as ordered by th~ Public Utilities Commission. Ceneral 
shall not backbill any customer in the event it cannot because ~f 
billing limitations impose the revised billing adjustment as ordered. 
by the Commission. 

TERRTTORY 

Within th~ exchan~e areas of all exchan~es 803 said areas are defined 
on maps filed as part of the tariff schedules. 

RATES ~~nthlv Percentas~ 

Adjustment Factor (1.59 ) 
('See Special Condition 1) 

Adjustment Factor 5.55 
(See Specia.l Condition 2) 

SPECIAL CO~PLTIQNS 

1. The monthly percentage factor applies to all services provided 
under Tariff Schedule C-l, Facilities for Int.rastate Access. 

2. The monthly perc~ntage factor applies to all recurring and 
nonrecurring rates n.nd ch'll.rges for service or ec;.uipment pro .... ided 
under all of the Utility's Tariff Schedules except the follo~in~: 

a. A-1 - Semipublic Message Rate - RA'I'ES 7.a. 

b. A-21 - Public Telephone Service - All 

c. A-3Sa - Surcharge to Fund Public Ctilities Commission 
Reimburaement 

d. B-1 - Message Toll Telephone Ser .... ice - Coin-Sent Pa.id 

e. L-2 - Cellular Radio Telephone Se~vice - All 

f. C-1 - Facilities for Intrastate Access - All 

.: 
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APPE~Drx A 
Sh.~et 2 of 2 

SCHEDULE CAL. P.U.C. NO. A-3S 
~ILLrNG ADJUSTMENT 

~PECIAL CO~DrTrONS - Continued 

3. The billin.t ad.justm~nt a.mount on each bill shall be d.esigna.ted 
"Billin~ Surcharge~. 

4. The monthly percentalle fa-otor applies to each customer~s/ca.rrier~s 
bill for the total reourrinoi and nonrecurrinz rates. and oharlles 
except those items excluded under Special Conditions 1 and'2~ 
abov~; exolusive of federal and local ~xoise taxes • 
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• APPENDIX B 

GENERAL TELEPHONE COMPA..\JY OF CALIFORNIA 
AUTHORIZED CAPITAL RECOVERY RATES FOR T.Y. 1988 

,,"'~' 
"'." ~ , 

ACCOUNT 
NO. AUTHORIZED CAPITAL 

FCC GTC CLASS OF PLANT RECOVERY RATE,. % 
----- ----- -----------------------~~~~ -----------~.----

212.0 121 BUILDINCS 3.5& 
221.1 201 COE ELECTRONIC TOLL SW. 6.94 
221.2 202 COE MANUAL sw. EQUIP. 18.42 
221.3 203 COB AUTOMATIC sw. SXS 38.13 
221.4 204 COE MESSAGE RECORD. EQUIP. 13.8:7 
221.5- 205 COE CIRCUIT EQUIPXENT 9.79 
221.1> 206 COE RADIO EQUIPMENT 10.80 
221.7 207 COE ELECTRONIC sw.- ~~ALOC 16.83 
221.9 209 COE ELECTRONIC SW.~ DIGITAL 5.94 
231.1 401 TELEPHONE STATION APPAR. 14.27 
231.2 404 TELETYPE~~ITER EQUIPMENT 0.00 
232.0 450 STA. COMM.- INSIDE WIRES 10.00 
235.0 470 PUB. TELEPHO~~ EQUIP. S.90. e\ 234.0 300 LARGE PRIV.. BRA.'I;CH EXCH. 0.00 
241.0 '601 POLE LINES 4.96 
242.1 602 AERIAL CABLE 5.51 
242.2 603 UNDERGRO~~ CABLE 4.35 
242.3 604 BURIED CABLE 5.14 
24Z.1- 60S StJB:1ARI~ CABLE 4.00 
243.0 606 AERIAL WIRE 10.83 
244.0 607 UNDERGROUND CONDUIT 2.02 
261.0 811 FURNITURE & OFFICE EQUIP. 12.90 
262.1 320 COXP~~ EQUIP.- LPSX 13.96 
262.2 430 COMPk~Y EQUIP.- STA. APPAR. 13.61 
262.3 434 COMPA~~ EQUIP.- TTY 8:.8:5 
262.4 4$i COMPk~Y EQUIP.- RADIO 21.2i 
264.0 870 ~~ORTIZATION - MINOR TOOLS 20.00 
21>4.1 821 MOTOR "Y"EHICLES 8.30 
264.2 831 MOTOR VEHICLE SHOP EQUIP. 5.29 
264.3 841 TOOLS & OTHER WORK EQUIP. 4.64 
264.4 842 TRAIL &. OTH'ER'MOBILE TLS 3.49 

• .... 
." 
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Agend~ , 2/17 /87 

Decision PROPOSEP PECISION OF ~IIJs JOHNSON ANPTOMIl'8. 

BEFORE THE PUBLIC trtILITIES COMMISSION OF THE STATE OF CALIFORNIA 

Application of General Telephone ) 
Company of california, a california ) 
corporation (U 1002 C), for authority) 
to increase and/or restructure ) 
certain intrastate rates and charges ) 
for telephone services. ) 

) 

--------------------------------) ) 
Inv~sti~ation on the Commission's own) 
motion ~to the rates, tolls, rules, ) 
charges, operations, costs separa- ) 
tions practices, contracts, service ) 
and facilities of GENERAL TELEPHONE 
COMPANY OF CALIFORNIA, a california 
Corporation: and of all the telepho 
corporations listed in Appendix A, 
attached hereto. 

(see Decision 

Application S7-01-002 
(Filed January S, 19S7) 

I.87-02-025· 
February 11, 1987) 

appearances. ) 

• I Attorney at Law I and 
JaIIles 'fl- Gord.on, Jr., for Communications 
Worke s of America; Rob~rt T! M9rri~, 
for onsumers Coalition: Hare Tit~l, 
May , for City of Lakewood.: Whitaker 
~~~.'~, Attorney at Law (D.C.), for 

Department of Defense and Federal 
ecutive Agencies; and Sh~ll~y Ilene 

~~~.~~, Assistant City Attorney, 
ity of Los Angeles: interested parties. 
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J: _ synopsis 9: Decision 

~his order sets a rate of return for General Telephone 
Company of california (General) during test year 1988 and adopts 
those revenue reductions for operational cost reductions that have 
been aqreed to by General and the Commission's PUblic Statf 
Division (PSD). This order does not address the disputed ./' ..... 
reductions still at issue in the case; however, it does s~nough 
of General's rates subject to refund to permit fUll-y~r'198S 
ilnplementation of any such reductions found appropr:Le{te in the 
Commission's final order in this case. 

This is an inter~ decision. 
in customer,billings of $109.0 million on 
additional $534.7 million of total revenu 
interest • 

for a decrease 
ual basis with an 

subject to retund. with 

~he decrease reflects stip results of operation 
data and our adopted 198$ test year ate of return of 11.17%. The 
amount collected subject to retun is based on cost differentials 
between the estimated results of operation data presented by 

General and PSD as detailed on e following tabulations for 
General's total operations an its intrastate operations. 

The decision auth izes General to earn a return on 
equity of 13.25% whieh wilt' provide an intrastate rate of return of 
11.17%. Such a return w~l provide an after-tax interest coverage 
of 2.99 times and a pre ax coverage of 4.05 times. ~hese ratios 
indicate that General ill have the financial capability to operate 
successfully, mainta· its financial integrity,. and attract 
capital. 

As set f rth in the section on, rate design, the' $109 
million reduction/re:SUl ts from a reduction of the present billing 
surcharges set forth in General's Schedule Cal. P.'O'.C .. No-. A-3S 
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which are collected on a ~ill and keep* basis not subject to 
intercompany settlement. The apportionment of any additional 
decreases will be determined subsequent to the tinal submission of 
this matter. 

Xl: - Procedural BackqrouDd 

General requests authority in this application t 
increase and/or restructure certain of its intrastate r~s and 
charges. ~he effect of the proposed changes will be 0 reduce its 
test yea~ revenue requirement by approximately $1 
provide a rate of return of 11.90% 'on General's ntrastate rate 
base. 

To enlarge the scope of these pro eedings to cover 
essentially all aspects of General's pUbi~ utility operations, 
this commission issued Order xnstitutin~Investigation eI.) 
87-02-025 into the rates, tolls, rule~ charges, operations, costs, 
separations, practices, contracts, ~rvices, and facilities and 
Pacific Bell and all of the calif~ia telephone utilities that 
interconnect with General. In ad6ition, we opened :.87-01-019 into 
the rate of return tor General~ 1987 attrition year. Decision 
(0.) 87-08-051 as corrected ~D.87-09-001 dated Septem:ber 1,. 198.7 

on that matter reduced Gen71's revenue requirement for 1987 by 
approximately $50,626,000. 

After due notice, 8~ days of hearing have been held 
before Administrative Lat Judges (ALJ) N. R. Johnson, K. Tomita, or· 
M. J. Galvin in Los An~leS, san Francisco, or at the public 
participation hearing' throughout General's service territory. 
Additional days of h~~rinq are to be scheduled in the near future • 

. I ' .. The hear1ngs on rate of return were held 1n San Franc1sco 
I ' 

before ALJ Tomita land that phase of the matter was submitted 
permitting the issuance of this interim decision for a rate 

reduction. / 

' .. 
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The other phases of the matter will be briefed after the 
conclu~ion of the hearings and the final decision will issue 
subsequent thereto. 

General presented 15, witnesses during its initial 
presentation and have a total of 32 rebuttal witnesses. PSO made 
its presentation through 35 witnesses, sponsoring 22 exhibits. In 
addition, test~ony and exhibits were presented by Consumers 
Coalition of california on quality of service and rate desiCJ%l, D~" 
the Department of Defense ~d Federal Executive Agencies (~and 
the City of Los Angeles (City) on rate of return, and by ~ 
Communications of california (AT&'r-C), AI-I Ala:rm.~ste /(API), 

Western Burqlar & Fire Alarm. Association (wes-:ern), EA, and Toward 
Utility Rate Normalization (TORN) on rate design 

PUblic participation hearings were h~ in Long' Beach on 
June lS, 1987, in Santa Barbara on June l7, 987, in san Fernando 
on June 18, 1987, in Santa Monica on June 9, 1987, in San 

Bernardino on June 22, 1987,. in Palm. Sp g's on June 23, 1987, in 
West Covina on June 24, 1987, and in s Gatos on June 25, 1987. 
Statements ;l.nd/or testimony were pr ented by 72 witnesses at these 
hearings. These statements covere a wide range ot sUbject matters 
with the most frequent subject terslisted in order of 
descendinq frequency: / 

1. The 9S¢ per monti for "'insurance'" for , 
inside wiring.;! 

2. The "'te:mpora~'" surcharg'e on monthly Dills. 

3. TIle physii size of the b111. 

4. Zone Usage Measurement boundaries. 

s. The quaJty of service.' 

6. Rate ~crease tor residential customers in 
face~f over-all decrease in revenues. 

7. Di~etOry assistance charqes. 

8. The ~onth1y access charg'e • 
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9. 

10. 

11. 

12 .. 

13. 

14. 

... 

The surcharge to~ handicapped equipment. 

Pay phone availability and operational 
condition. 

The number and cost ot phone books. 

The monthly charge for unlisted numbers. 

The charge for the installation of 
equipment. 

The 13-second time limit tor dialing. 

The individual service complaints were 
summary of each investigation was incluaed 
entered into evidence during the hearings~ 

:ax. 

General is the largest 
telephone company in the United 

(no~Bell) operating 
a member ot the General 

system. GTE, General's 
parent company, holds allot the co~on b~t none of the preferre~ 
stock of General. GTE which was under the laws of the 
State of New York on F@ruary 25 is the parent company of 
more than 60 communications, , research, and service 
subsidiaries with operations 40 states and 19 countries abroad. 
The GTE system. had combined tt"e~lIertues and sales of over $15.7 

billion in 198.~, consol net income from. operatio.ns of a 
negative $161.0 million, .... ,u"".I ... \Jo ... ,u1ol a nonrecurring after-tax charge 

this charge, the 1985 net income of $1.3 billion (~,~.\ ... \Jo.~~ 
amounted to $1,131 _ .......... ~"" ... ), 180,000 aployees, and more than 

average of 25,903 equivalent employees in 
1985. Wage ~~~E~n~,s applicable to operations in 1985 amounted to 
$766,152,.085 of $l67,880,944 or 2l .. 9% was charged to· 
construction. 
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General operates within approximately 10,600 square 
serving approximately 330 communities and locations in po 
20 california counties: Fresno, Imperial, Kern, Los Ang 
Marin, Orange, Riverside, Sacramento,.. San Bernardino, 
san Joaquin,. san Luis Obispo, Santa Barbara, Santa era,. 
cruz, Solano, Sonoma, TU:lare, Ventura, and Yolo. the close ot 
1985, General operated 182 central offices ,in 86 xchanges. 
customer lines tota1ecl 2,689,746, ot which 2,01 
residential and 673,065 or 25% were business. 

xv. 

Xntrody.eti,on 

The rate of return phase plication 87-01-002 was 
aSSigned to ALJ Tomita. and ~11 other ssues to AI:I Johnson. Five 
days ot hearings were held on rate t return issues between August 
20 and 26, 1987. General, Ci't:.y, , and PSt> were the active 
participants in this phase of proceeding. 

At the conclusion ot e hearings, the rate of return 
phase w~s taken under submiss on subj ect to the tiling of 

the 
rates ot return reco 
1988· tollows. 

r 30, 1987. Briefs were tiled by 

are recommending capital structures tor 
are substantially the same. A summary ot 

ended by General, City, and PSO for test year 
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Capital struetur~ 
Avq. 19S5 
~ap. Ratios Cost Fasctors Weighted Cos);, 

General Telephone company of california 

Long-term debt 
Short-term debt 
Preferred stock 
Com:mon equity 

Totals 

Long-term d.ebt 
Short-term debt 
Preferred stock 
Com:mon stock 

Totals 

Long-term debt 
Short-term debt 
Preferred stock 
Common stock 

Totals 

41 .. 20% 9.01 
2.47 8.00 
2.77 6.42' 

53.56 14.50 

100.00% 

Publie Statt Division 

41 .. 50% 8.98 
2.50 6.50 
2.50 6 .. 41. 
~JI~Q 12-12.50 

100.00t 

. City of Los Angeles 

41.70% 
2.50 
2.80 

53 1 00 

100.00% 

8.
9SV 7.000 

6 .. 4~ 
12..600 

./ 

3 .. 7~% 
0.20 
0.18 
Z·ZZ 

11.86% 

3 .. 73% 
0 .. 16· 
0 .. 16· 

~I ~2: - ~d~~ 

10.47 - 10.74% 

3.747% 
0.175 
0.180 
6.625 

10.727% 

The aboVe tabulation shows at there is little 
ditference in the capital ratios capital costs considered 
reasonable by General , City, and SO except for the cost 0:1: short
term debt and. return on common qui ty. General as well as the 
other parties requested that e commission consider the actual 
cost of General's long-term ebt offering in 1987, if available at 
decision time, plus the gen ral trend of bond and short-term debt 
rates in existence at tha time in determining the reasonable long
term debt and short-tel:lll ebt rate to adopt for test year 1988. 
The only d.ifference in ng-term debt cost resulted from the fact 
that General estimated 10% interest rate on new debt issues while 
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~D and City both used a 9.5% interest rate. For snort-term d~ 
cost General used an 8% cost for the test year, while PSO used 
&.5% interest rate and City a 7% interest rate. 

2. ~ on EquitY 
The principal area of dispute on rate of return 

around the reasonable return on common equity (ROE) to e allowed. 
General requests that the commission adopt a ROE of 1 .5% for the 
1988 test year. General states that this is 100 bas's points less 
than the 15.5% ROE adopted in 0.84-07-108 for its 84 test year. 
It is, however, higber than the 13.75% ROE adopt by the 
commission in 0.87-08-051 for General's 1987 at 
I.87-01-019. General argues that the dramati increase in interest 
rates that has occurred since the record was closed in I.87-01-019 

supports an increase in General's ROE from e 13.75% authorized 
for 1987 to the 14.5% requested for test ear 1988. 

Joseph F. Brennan, President Associated Utility 
Services, was General's ROE witness. e testified that the 

4IIFommission should approve an ROE of least 14%,. and th~~ an ROE 
ot up to 14.5% would also be re~son lea Mr. Brennan gave 
consideration to the Discounted ca Flow (OCF) model and the risk 
premium model as tools in arriv' at what he believes investors 
require in the way of a return their common equity investments. 
The witness testified that the results derived from the financial 
models should not be applied oqmatically but with tho exercise of 
judgment to give considerat' n to the financial differences between 
General ~~d the proxy qrou of companies used in the analysis. 

Since General's common stock is not publicly traded, 
being a wholly owned sub idiary of GTE, it is not possible to 
obtain specific market nformation regarding General to Qetermine 
the return to which i estors in General's common stock are ~, 
entitled. It was th refore necessary tor Mr. Brennan as well as 
the other rate of r turn witnesses to use a proxy group of 

"""-"W'oooIo' ng their respective analyses .. 

'. -. 8- .. 

, . 

" 
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Mr. Brennan selected 18 companies tor use in his OCF 
analysis. The list includes .three Independent Telephone Comp 
(Independents), seven Regional Holding Companies (RHC) (fo erly 
AT&T subsidiaries), and eight gas distribution companies DC). 
Mr. Brennan included. the GDCs in his study because of limited 
number of telecommunications companies that are compa 
General and which-have stock that is publicly trade 
:because the gas distribution industry is undergoin 
transformation from a monopoly to a competitive 
unlike the telephone industry. 

Brennan testified that in order to ffset its increased 
business risk, General, like other telecomm 
his study increased the amount of com:mon e 
structure. While the percentage of eqlli 

!cations companies in 
ity in its capital 

in General~s capital 
structure for l.988 is still Significant y below the levels achieved' 
by the RHCs and the three Independent in 1986, General has closed 
the gap • 

Brennan stated that the eater investment risk 
associated. with a telecom:munieati ns company or a GDC is reflected 
in the bond rating criteria pub shed by Standard & Poors (S&P). 
According to the witness the t 0 most important rating criteria 
used by S&P are the debt rati and pre-tax times interest coverage. 
The pre-tax coverage for an rated telephone utility is 4.5 to 
6.5 times while the range r-electries is substantially lower at 
3.5 to 5.0 times. These iteria differences indicate the 
telephone industry is c nsidered to be substantially more risky 
than electric: utilities by the investment com:munity. 

Brennan test fied with respect to the DCF model that it 
is a technique which tilizes the market price, reported earnings 
per share and divid d payments.per share in a ealeulation to 
determine the impl . it return required. by the investor, which is 
re!lected in the ket price of" the stock. Brennan considers the 
OCF model as a u e!ul tool to help the analyst come to an in!ormed 
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judgment. He turther stated that for the past several 
ocr model seriously understates investor expected returnS/'o~~C~Lus:e 
factors other than earnings and dividend growth have 
stock prices and are not considered in a ocr model. 
h~ve impacted stock prices include merger~ and __ ,~_~ __ 
tremendous influx of foreign capital into the 
security market, and the change in investor e~pe(~ations regarding 

1.oII.I\"~ which are not increases in the price/earnings multiples of 
covered in the OCF analysis and thereby unCle]::",,'!: 
expected returns. 

Atter completing his OCF study each of his barometer 
companies, Mr. Brennan de.veloped a T'I~·~-·"I-"'''ved ROE for each of the 
three utility categories within his qroup. For the three 
Independents, the OCF cost rate was for the seven RHCs, the 
DCF cost rate was l.2.2%: and GDC's, the OCF cost rate-
was l3~. 

In addition to the 
premium analysis. Tbe risk pr~~um 
fundamental principle of f ....... ;O"U'1', ... that equity investors expect a 
higher return on their than purchases ot long-term 
debt. equity risk premium by comparing 
equity returns over the 
selected long-term bond 
determines the expected 

... .,.~ ..... ;:. of long-term utility bonds. He 

...... ~ ........ because the OCF methodology also 
based on the assumption of an 

infinite holding 'rhis would make a comparison of equity 
~x'em~um analysis more appropriate to- compare 

intermediate or 
comparison with 

historical 
General's 

Brennan testified that a risk premium 
of equity yields with the yields on 

debt would result in an inappropriate 
ved ROE. 

appropriate risk premium for determining 
ROE is 4.7% when AAA and AA bonds 
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yields are in the 9.0 to. 9. S% range. He turther testified 
risk premium spreads moves inversely with interest-rates a 
when interest rates for AA bonds yielded 12.6%, the equi 
premium is 4.0%. 

The :Lnvestor-expectec1 ROEs tor the three tcgorias o:e 
utilities in Mr. Brennan's barometer group, qivin equal weight to
the results of his OCF and risk premium analyse , are l3.l% for the 
the three Independents, l3.2% for the seven s, and 13.6% for the 
eight GDCs. Brennan then took the additio 
investment risk differences between Genera and the barometer 
group. He noted that General is rated a a weak :AA by both Moody's 
and $&P while the seven RHes and three ndependents are on the 
average rated strong AA, and that ove the five-year period ending 
in 1985, one investment grade diffe ntial equ.ates to· a deJ:)t cost 
difference of approximately 60 ba s points. He further testified . 
that each percentage point diffe nce in the equity component of a 
utility'S capital structure e tes to a lO basis point difference 
in %ne cost of debt. He:curt er noted that General's average 
equity ratio of 53.st was s stantially below the average of the 
seven RHCs or the three In pendents. 

In recognition f these differences, Mr. Brennan 
increased the ROE deriv from the average o.f his OCF and risk 
premium analyses by 70 asis points to arrive at his ~nimum 
investor-required ROE of l4%. Brennan turther testified that the 
cost rate could ev be 14.5% if less than equal weight is given to 
his DCF analysis f reasons stated above. General arques that Mr. 

Brennan's recomm ~ed ROE is consistent with recent decisions by 
other regulatory commissions. General believes Mr. Brennan's 
recommended cos of equity of at least l4% is very conservative and 
that a l4.st r turn is more representative of today's market 
conditions. 

eral's Treasurer, Charles O'Rourke, testified on the 
apital structure for test year 1988, 1989,. and 1990 and 
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the projected cost of long-term debt and preferred sto for 1988, 
1989, and 1990. He also estimated the cost ot sho term debt tor 
1988. He also testified that the overall rate of 
base ot 11.86% requested tor test year 1988 usi a 14.5% cost of 
common equity assumes that General will be atf rded the opportunity 
to seek relief for financial attrition in 19 
l'!SD's Position 

PSD is recom:mending a cost ot c"ommon equity capital in 
the range ot 1Z.00% to 12.S0%., using P 0'5 recommended capital 
structure and costs of long-term debt, short-term debt, and 
preferred stock, the recommended rat ot return ranges between 
10.47% to 10.74% tor test year 198.8 and is 10.60% using the 
midpoint 12.25% return on common ity recommended by PSO. Such 
rate of return produces an after times interest coverage of 
2.85- times for 1988, excluding hort-term debt. PSD believes a 
rate of return 'within its rec ended range will enable General to 
earn a fair return and balan e the interest of General's investors 
and ratepayers. 

PSD witness C.J Blunt was responsible for the Report on 
the Cost of capital and ate ot R.eturn. Witness Blunt presented 
his est~te of recomme ded capital structures for the three-year 
test period 1988-1990 ~he witness stated that although PSD has 
made capital struct e and capital cost recommendations for 1989 
and 1990, he recom:m ds that these should be updated with Attrition 
Rate Adjustment cAiA, mechaniSlll reviews in 1989 and 1990. ~hese 
AR.A. reviews werepandated by O.8S-12-076, and were turther refined 
by 'D. 86-12-099 ;fc~ording to the witness. 

;;:

' witness testified that he was guided by the 

standards se forth by the U. S. supreme Court decisions in the 
Bluefield ~ eases in determining a fair and reasonable 
return on 06mmon equity.. ':the two standards which emerged from the 
two cases are: (l.) a standard of eapitAl attraetion and (2) a 
standar of comparable earnings. ~he capital attraction standard 
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focuses on investors.' :return re.quirements and. is. applied using 
market value methods in the DeF, capital asset pricing model 
(CAPM), and risk prell1itmt analyses. 'rhe comparable earning 
standard uses the retar: earned on the equity investment y 
companies of comparable risks as a measure in setting fair 
return. 

PSD's witness selected ZZ.telecommunicat' ns and gas 
distribution companies. which he considered enco 
business risks to General. and used this qroup 
common stock equity investment in General. 0 

a surroqate for a 
the basis of 

financial risk, the witness.. selected teleco unications ana qas 
distribution companies with stmilar bond r tings and comparable 
betas. 'I'he four independent telecolDlnuni tions companies and the 
seven Raes were selected because they e engaged in similar 
business pursuits as General and are gulated or have subsidiaries' 
that are requlated~ ~e gas distrib tion companies were selecte~ 
beeause they are experiencing' simi r l:>usiness risks (due to 
deregulation) as the telecommunic 

The witness compared neral's recor~ed earnings on 
common equity with that of his 2 comparison companies for the 
period 1982 through 1986 and oncluded. that General's earninqs have 
exceeded the group in every ear, except 1984, with a five-year 
average of 15.77%. He er noted that General's return on total 
capital and dividend payo ratio was higher than his comparison 
9'X'oup. FUrthe::more, al has increased its common equity ratio 
substantially more his comparison qroup. PSD's witness stated 

onstrate a highly tmproved financial 
pieture for General ~ch is supported ,by the upgradinq of 
General's bond ra • CJS by both Moody's and S&P' to Aa3 ana. AA
respectively in De elDber 1986. In addition, the tact that 
General's major nstraction programs are nearinq completion 
thereby reaucin ~e need for future external tinaneinq'there were 
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other factors given which reduces General's financial ri 
justifies reducing the authorized return on common equ' y. 

PSO'S OCF analysis indicated a 11.98% to 1 .17% cost of 
common equity for the test period depending on whe 
1987 or a three-month average dividend yield rat is used. 
addition PSD's witness performed a risk premi analysis and a CAP.M 
analysis to assist him in developing his reco ended cost of common 
equity. '!'he risk premium analysis produced required ret'U%'n on 
co~on equity for the test period of 12.4 to 12.76% depending on 
the type of security used. The CAPM ana sis indicated that the 
investors expected return on common e ty for the comparison group 
ranges from 11.97% to 12.31% dependi on whether the OR! or Blue 
Chip Financial's forecast for three onth Treasury Bills ar~ used. 
PSO's recommended ROE range of 12. 0% to 12.50% is based primarily 
upon the OCF analysis. ends that the Commission adopt 
its recommended capital struet e for 198a, a cost of long-term 
debt of 8.98%, short-term deb cost of 6.50%, an embedded cost of 
preferred stock of 6.41%, 
of 12.0% to 12.5%. The 

a cost of common equity in the range 
1 ting overall rate of return for 

General would be 

1988. 

excessively high, 

ge of 10.47% and 10.74% for test year 

s that General's requested return on common 
an overall rate of return of 11.86% are 

rticularly in light of the significant decrease 
in the cost of mo ey since General's last general rate ease in 
1984. 0.84-07-1 8. adopted a 12.74% rate of return with an 

allowance for c mmon equity of 15.50% as reasonable. The City 
states that commission recognized this striking decrease in the 
cost of mone in' 0.8.7-08-051 by adopting a lower rate of return of 
11. 36% with a 13.7 S% return on. common equity eapi tal as reasonable 

for attrition year 1987 .. 
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City's rate of return witness, M. l<:roman, testi . ed. that 
he tound. the use of the OCF, risk premium, and. other to ula 
methodologies tor d.etermining the investor required. r 
equity unsatisfactory. He stated that the outcome 
using these m~thoQologies is larqely dependent on e assumptions 
ot the person who uses these tools in arriving a his results. He 
turther.testified.'that it is impossible to est' te an investor's 
expectations or requirements. 

Witness Kroman used. a differential cost of money analysis 
in arriving at his recommended return on c on equity and. return 
on rate base. 'Ond.er this methodolO<T,i, th witness used. as. a 
benchmark the last authorized. return on ommon equity found. 
reasonable by the Commission in 1984 i D.84-07-108 and determined 
that based on his study (Exhibit 198, ables 14 through 19) a 300 
basis point decline in the cost of m ney was fairly representative., 
He recommends that a 'lair rate ot r turn on common equity would be 
l5.50% less 3.00% or 12.50%. er noted that the l2.50% 

return was conservative since G eral's common equity ratio· has 
increased. by nearly 10 percenta e points since D. 84-07-l08. He 
further testified that a compa able earnings analysis, including 
electric utilities, strongly u9gests that a return on common 
equity in the mid 12% area uld be appropriate for General. 

Mr. l<:roman used eral/s estimated capital structure, 
sUbstituted. a 9.5% cost f r new long-term debt issues in place of 
General's lOt estimate, sed. a 7% cost for short-term debt for 
1988, and sUbstituted s recommended 12.5% return on common equity 
in arriving at his re ommended rate of return ot lO.727%. He 
concludes that this ate ot return will produce a pre-tax interest 
coverage of 3.63 t' es, which should provide the basis tor a solid 
investment grade b nd rating. 

~he wi ess·further testified that General's arqument 
that it should. granted earnings sufficiently hi9h to, move it 
toward a doubl A bond ratinq should be rejected. since the. cost to 
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ratepayers is much higher than the benefits to be derived from 
lower interest costs resulting from the higher bond ratings. He 
stated that utilities in general carry a single A bond rating 
absent extraordinary cireumstances~have demonstrated no, dis 
in raisinq new capital at market rates. In Exhibit 198,. '1' 

the witness set forth hypothetical examples to show the 
increasinq a utility's bond ratings from A to AA. 
Eden1 Execative Agencies (lEA) 

FEA did not make a specific rate of ret recommendation 
in this proceedinq. FEA's witness, Or. Charles A MeCormi~k~ 

testitied that General's, rate of retur.n witness failed to. qive 
recognition to. the decline in capital costs d inq 1986 and the 
first qaarter of 1987 or make any adjustment to its e~ity costs 
to reflect these trends. He stated that i reasing General's 
e~ity ratio to increase its bond ratings must be placed in proper· 
perspective and given the current econo c conditions and nothing 
to reflect a return to the disastrous conomic conditions of the 
early 1.980'5, an increase in the equ y ratio is not ju~tified. He . . 
fUrther testified that General's wi ess, Mr. Brennan, has failed 
to. j,usti.~ the 0.6 to 0.7% adjus nt he made to the estimated cost 
of c:ommon equity of 13.1%-13.2% or the comparable group of 
telephone c:ompanies to qenerat his, 14.0% cost o.f common equity for 
General. 

DiSWssion 
1. 

Although PSO r capital structure 
and capital costs should updated in conjunction with ARA reviews 
for the ~989 and 1990 trition years., ordering paragraph 9 of 
0.S7-M-07S, dated Ap il 22,,1987, an order modifying 0.86-12-099 

and. denying reheari ,. states: 
'9. Find- 9 of Fact No.5 is modified t~read: 

"5. Based on 0.86-01-02& (See Finding of 
3) and our present po.licy of 

nsiderinq revision o.f the Return on 
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. 
Equity (ROE) and capital structure of 
california's two major local exchange 
telephone utilities every three years~ we 
decline to review PacBell's ROE for 1987, 
but we will review PacBell's embedded debt 
costs and monitor PacBell's capital 
structure, consistent with the discussion 
on page 6 of this opinion. w 

The above ordering paragraph indicates 
adopted a policy of considerinq revisi,on of the 
structure for the two lIlaj or local exehange 
every three years. The evidence in this 
there is very,little difference in the 
structure a:m.onq the parties for test year 
1989 and 1990. However, events occurring 

and attrition years 
the financial markets 

in octooar indicates that we should re,co]~j~ae!r our plan and have 
General's capital structure, interest rW"l' ... T:: .... ~ ROE, and financing 
plans reviewed in the attrition We will require a review of 
these items in the ARA reviews 89 and 1990. 

Assuming that we 'Droc,ee~'r with our full review of our 
regulatory proeess (following our September 24 and 2'5, 1987 en 
banc hearings and comm~sslonlerl 
Commissioner's Report ~X~tIOS~~~Q 

s October 28, 1987 

an OII) we will reconsider Whether 

including those 
may be altered 

Since we 
of the attrition 
th'c test year 
difference 

tor local exchange telephone 
not be construed as prejudging the 

nVe5'~~,Qdtion. The entire attrition process, 
laid out for General in this decision, 

by the upcoming OII. 
be updatinq the .. capital structure in each 

, we will only adopt a capital stru.cture for 
order. As stated previously, there is little 

estimated capital structures between the parties. 
For the ~Q~'e~ of this proceeding we will adopt as reasonable the 
PSI> reICOlnmE~lec:1 capital structure for test year 1988, as tollows: 
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"9. Finding of Fact No.. 5, is mod:ified to read: . ' 

"5. Based on 0.86-01-026 (See Finding of 
Fact 3) and our present poliey of 
considering revision of the Return on /i/ 
Equity (ROE) and capital strueture of 
california's two. major local exchange 
telephone utilities every three years" w..e 
decline to review PacBell's ROE tor 19&7~ 
but we will review PacBell's embedde~debt 
costs and monitor PacBell's capital!' 
structure, consistent with. the discussion 
on page & of this opinion. w ~ 

The above ord.ering paragraph ind.ic~es that we have 
adopted a policy of considering' revision otithe ROE and capital 
structure for the two major local eXehan~ telephone utilities 
eve'r/ three years. The evidence in this" record. indicates that 
there is very little difference in theiestimate of capital 
structure ~ong the parties for testlyear 1988 and attrition years 
1989 and 1990. However, events occfurring in the financial.markets 

I . . 
in October indicates that we shou1d reconsider our plan and have 
General's capital strueture, i~rest costs, ROE,' and financing 
plans reviewed in the attrition years. We will require a review of 
these items in theARA review's for 1989 and 1990. . 

Assuming that~ w/roeeed with our full review of our 
r~9Ulatory process (~OllOW. ng from our september 24 and 25, 1987 en 
banc hearings and Commis oner Wilk's October 28, 1987 
Commissioner's Report, ~d the institution of I.87-10-033 into rate 1 
flexibility for local e'xchan9'~ carriers), we will reconsider I 
whether or how to usel'an attrition mechanism for local exchange 
telephone utilitieS-i_ThiS order should not be construed as 
prejudging the resu~ts of our investigation. The entire attrition vi 
process, inClUding/those parameters laid out for General in this 
decision, may ~e ~tered fundamentally by I.a7-11-03~. ~ 

Sinee w~ will be updating the capital structure in eacn 
'of the attrition/years, we will onlyaQopt aeapital structure for 
the test year i~this Qrder. As stated previously, there is little 

. I 
f , , 
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Components 

Lor19'-TeJ:m Debt 

Short-Term. Del:Jt 
Pretetted Stock 
Common stock Eqaity 
Total 

~ 
41.50% 

2.50 
2.50 

53.~.2. 

100.00% 

2. Debt costs and Preferred stock Costs 
Although there was little difference in estimated 

cost ot long-term debt between General and PSD, re was 
disaqreem.ent as to the cost of' new long-term an short-term debt. 
The parties were in aqreement that the Commis on should consider 
the current and forec:aste.<l interest rates a the time of making its 
decision in this matter.. Our review ot ent interest rates and. 
torecasted. interest rates indicates that the cost of both long-term 
and. short-term interest r.:Ltes. have cl· 
parties prepared. their respective e its,; also, we aqain note 
the uncertainty created. by the rece:tf stock market upheavals in 
October 1987. Givin~ doe conside~tion to the various 
positions in the reeord, we will~dOPt as reasonable a 10% interest 
rate for both the· 1987 and ~98~foreeasted long-term debt issues 
and a 9.01% eost ot lonq-t debt tor 1988. We will ad.opt as 
reasonable a 7% cost rate ~ short-term debt for test year 1988. 

In the ARA f attrition review, we will require 
General to use the elIIbed cost of debt plus the interest rate on 
long-term 'AA utility bo cIs torecasted by DRI in September for any 
long-term bonds to be ed ~ the attrition year and. the Blue 
Chip Financial Foree sts consensus o~e-month commercial pape~ 
projection as of ober 1 for the attrition year short-term d.ebt 
cost. While we h c considered but not directly adopted the most 
recent foreeasts in arriviDq at our estimated cost of lonq- and 
short-term debt the use ~ these popularly used forecasts will 
eliminate any ontroversy on the interest rates to be used tor the 
attrition yea s. 

- lS-



• 

• 

• 

A.87-01-002, I.87-02-02S ALJ/~/e~ 

General does not propose any new preferred stock issues 
in the test or attrition years. We will adopt as reasonabl/a 

/ 6.41% preferred stock cost rate for test year 1988. Th~radual 

redemption of the highest ~ost preferred sto~k issues tstanding 
results in the declining preferred stock cost rate. 

3. cost-9t CODon stoet Emtit.Y 
The recommended ROEs range trom 12%, 

range to 14.50% requested by General. City's 
the top ot PSO' s recommended range of ROE ~ 

e bottom of PSO's 
2.50% ROE is also 

rely on the DCF anel. risk premium method.ol ies to support their 
respective recommended returns on equit. However, PSO places 
greater emphasis on ocr than General s nce PSO uses the risk 
premium analysis and also the ~ a alysis as a test of the 
reasonableness of the OCF analysis General's witness, on the 
other hanel., averages the results f the OCF and risk premium 
analyses as his starting point fore applying his ac1justlllent for 
c1if~erences between General ~ his proxy group of companies. The 
fol~owing is a summary of results of the various models: 
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Part'l 

General 

PSD 

City 

ROE Model Results 

H9del ~ 

OCF 

Risk, Premium 

Ditter ntial 
cost f Money 
Anal sis 

%. Ind. Telcos 
q' Ind. Telcos 

.7% RHCs 
12.2 avg RHCs 
12. -14.8% GDCs 
13 O%'avq GDCs 

.7% Ind .. Telcos 
4'.2% RHCs 

14.2%'GDCs / 

10.29-13.80% 
12.08% avq 
12.43-12 .. 76% 
12.54% avq 
1l'.97-12.31% 

'12.14% avg 

12.50% 

The use ot differen assumptions made as to, investor's 
currently expected dividend ield rates and investor's expected 
growth rates in the respe ive DCF analyses provided different 
investor expected cost of common equity rates for the test period. 
Because the results can ;vary depending on ~ese subj ecti ve inputs, 
we have stated in the ~ast that we have always relied more on 
judgment than on any inqular formula approach to establish the 
reasonable return 0 common equity.. The exercise of such :i udq.ment 
involves forecasts of overall economic conditions, range ot returns 
earned by compar le ~ompanies, and an assessment of the relative 
risk inheren:tth the p~ieular utility under consideration. 

In e case of General where it is not possible to 
calculate a mpany-specific market related ~ost rate tor General's 
common equ~ it is even more critical to exercise judgment rather 
than rely jOn any formula approach. While the money market derived 
eost of ~quity based on a proxy or group of companies may be usetul 
as a qu'de it cannot be directly used in determining a reasonable 

- 20 -



• 

• 

• 

cost ot equity tor ratemaking purposes. Judgment must ~e e 
to consider all the various ~aetors which may differenti e the 
specific company tro: the proxy or group of companies' ing used in 
the study. Moreover,. j'ttd9'lD.ent must be exercised in 
results of a tormula ~ecause the formulas may fail 
consideration various factors that may e investor 
:requ.ired :return on common equity. 

As recognized in 0.8·7-08-05l in I.8 -01-019, an. 
investigation on the appropriate rate of re for attrition year 
1987, there has been a substantial reduct' nin interest rates 
since the last general rate ease. Howev. r, there has been a 
reversal of this trend in declining in erest rates in the past few 
:months. We note that the parties re ized that the level of 
interest rates could change and rec mmended that the Commission 
should take into consideration th actual debt costs incurred ~y . 
General in 1987, and the trends ' capital costs at the time it 
issues its decision. ~ arriv 9 at our adopted ROE we will take 
into consideration the change 1n money market rates trom the time 
the parties prepared their :r spective rate of return stUdies. 

We :believe that' lation during the three-year period 
will be in the 4% range d that interest rates while highor than 
the levels experienced' 1986 and early 1987 will tend to 
fluctuate around the 

evidence in this 
proceeding and the qaments advanced ~y the various parties,' we 
adopt as reaSOnableJ'a retarn on common equity ~f l3.25% for test 
year 1988. 'I'his ip ~elow the return on equity we found reasonable 
tor General for test year 19S7 in 0.S7-0S-0S1 in August 1987. We 
note that this figure is higher than the average results from the 
various DCF IIIcxielS a.l though wi thin the high range of the companies 
studied. We )l$O note that the result of the PSO's risk premium 
analysis a~ell as the average result of PSD's CAP.K analysis are 
below i doptecl tiquxe. On the other hand, General'" risk 
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premium analysis shows a higher cost r~te. 
results obtained from these models clearly indicate th 
models shoUld be used as a guide and that we must re 

these 
on j ud9Inent 

rather than any particular metbodolO9Y in determin' 9 the cost of 
common equity. In the case of General it becomes even more 
critical, since a company-specific market relat ~ cost rate can not 
be calculated. and a proxy qroup of companies st be used to 
determine the mar~et required cost of commo equity for General. 

Although it was originally our an to review capital 
structure and ROE for the maj or local ex ge telephone companies 
once every three years, we now believe at an annual review is 
necessary under the current turbulent financial market conditions. 
We believe a 13.25% :ROE is reasonal:> for test year 1988. The 
13.25% return on common equity app ied to our previously adopted 
capital structure and costs tr to a rate of return 11.17% 
developed. as .follows: 

Cost Weighted 
no Facto.: Cost 

Long-term debt 9.01% 3-.74% 

Short-term. debt 7.00 .18 

Preferred stock 2.5- 6.41 .16· 

Common equity . 53,50 13.25- 7.09 

Total 100.00% 11.17% 

the r-tax coverage of the above 11.17% rate of return 
is 2.99 times a d the pre-tax coverage is approximately 4.05 times 
excludin9 sho -ter.m debt. Such a return. is \ fair and reasonable 
and balances the interests of :bOth the investors and ratepayers and 

e to returns earned by other investments of comparable 
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v. ~lj;s or Operati9D 

Comprehensive results of operations testimony and 
exhi))i ts were presented by General and PSD. Substantial 
differences exist in all categories, i.e. revenues, expens I and 
rate base. On October 20, 1987, General presented Exhib' 
setting forth its' upd.ated estimates refleeting' the imp t of the 
1987 attrition decision, 0.87-08-051 dated August 
wire on a business-as-usual basis, revisions made t 
federal income tax calculated assuming a 34% tax te and new 
definition of FIT income adjustments. Also· inc dcd were Uniform 
System of Accounts (USOA) changes reflectinq e capital t~ expense 
shift in Part 32 on the basis of its underst dinq that a rate 
recovery mechanism would not be included i the OSOA proeeeding 
I.87-02-023. At this juncture,. the conte ts of a decision on this 
matter is pure speculation. we will eliminate the 
effe~s of this adjustment in General' showinq. The followinq 
tabulations set forth General's late~ showing without the OSOA 
adjustment, together with PSD's re~ts of operations as presented 
by its witness' exhibits and test~ony on both total company and 
intrastate bases. For the purpos-'es of this· interim decision, we 
will use General's showing for-ibe computation of the revenue 
reduction to yield a 11.17% r~e of return. The difference between 
the revenue reduction deriv~ from General's figures of 
.$109.0 million and the rev. nue reduction derived from PSD's showing 
of $643.7 million or $53 .7 million will be subjeet to refund plus 
interest, pendinq our J.nal resolution of the differences. 
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is comparaole to returns earned by other investments of 
. risks. 

v.. Results of Opera'tiQ1l 

Comprehensive results of operations test' and 
exhibits were presented DY General and DRA. 
differences exist in all categories" i.:e. revenu s, expenses, and 
rate base. On October 20, 198:7, General prese ed Exhibit 2-3l 
setting forth its updated estimates reflectin 
1987 attrition deeision, D.87-08:-051 dated 
wire on a Dusiness-as-usual basis, revisio s made t~ date, and 
federal income tax calculated assuming 
definition of FI1' income adjustments. 
System of Accounts (USOA) changes ref 
shift in Part 32 on the Dasis of its 

so· included were Uniform 
cting the capital to, expense 
derstanding that a rate 

recovery mechanism would not be inc uded in the USOA proceeding 
I.87-02-023. At this juncture, contents of a deeision on this 
matter is pure speculation. Con quently we will eliminate the 
effects of this adjustment in G eral's showing. The following 
taoulations set forth General' latest showing without the USOA 
adjustment, together with DRA s results of operations ~s presented 
by its witness' exhibits an testimony on both total company and 
intrastate bases. For the urposes of this interim decision, we 
will use General's showin for the computation of the revenue 
reduction to yield a 10. 0% rate of return.. The difference Detween 
the revenue reduction 0 $122.7 million and the total revenue 
reduction of $6S7~2 at issue or $534.5 million will not be made 
subject to refund pen ing our final resolution of the differences 
which we expect to c mplete in the first half of 1988.. This will 
further reduce the isk that General will face in 1988, a reduction 
which is reflected in our adopted return on equity~ 
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GENERA:[; TELEPHONE COMPAN'l OF CALIFORNIA 
Total In.trastat~ S'IllDlIlary of Earnings at Present Rates 

Test Year 19'88: 
(Thousand of Dollars) 

9pera~inq Reyenues: 
Local Revenues 
Toll Service 
Access Revenues 
Miscellaneous Rev. 
SUrcharge 
196.7 Attrition 
Less uneollectibles 

Total 

Operating ExP¢nse§ 
Maintenance 
'rra.!fic 
Co:mmercial 
Gen .. Off. sal. & Exp. 

, Other Oper. Exp. 

Subtotal 

Depreciation 
Taxes Other than Inc. 
state Income Tax 
Federal Income Tax 

Total 

Net Oper. Income 

Adj. to Net Income 
Gain on Sale of Prop. 
GTE Telecom Adj. 
calif. Corp. Fr. Tax 
Communications Systems 

PSO" 

$ 776,370 
874,331 
273,146-
282,311 
202:,202 
(54,,450) 
lS,950 

2,334,960 

310,667 
55,902 

204,.032 
150,776 
13~, 546 

855,.923 

404,.347 
70,522 
79,,168 

252,942 

GTE Directories S,430 
GTE Data Service 6,479 
GTEL Adjustment 10,846 
Compensation Levels 26.097 

_~neral 

$ 772,308 
8'14,847 
233,482 
244,855 
186,274 
(52,978) 
23,168 

2,175,620 

382,898 
66,550 

228,08 
166,4 4 

40,.979 
89',899 
54,8$1 
~9,030 

1,743,124 

432,496 

(2,435) 
704 

4,021 

Total Adjustment 55,873 2,.290 

(Red Figure) 

General 
Exceeds Staff 

Amount Pereent 

$ 

72,231 
10,648 
24,055 
15,718-
22,Z20 

152,442 

3&,632 
19',377 

(24,317) 
(103,912) 

(0.52) 
(6.80) 

(14 .. 52) 
(13.27) 

(7.8S) 
(2.70) 
22.2'6 

(6.82) 

23.25 
19.05 
11.79 
10.42-
2'2.14 

17.81 

9.06 
27'.48 

(30.72) 
(41. 98') 

80,.221 4.8,2 

(239,561) (35.65) 

(5,S.98.) 
(1,123) 
(2,435) 

704 
(:1.,409) 
(&,479) 

(10,846,) 
(2'2.097) 
(53,583) 

(293,144) 

(100.00) 
(100.00) 

(25.95-) 
(100.00) 
(100.00) 
(100. 09) 
; (95.90) 
(40.27) Adjusted Net Inzome 727,930 434,786 

*Does no reflect corrections and updates and the effects 
of int~~A SPF t~ SLU which will impact PSD revenue . 7equ. ement • 
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GENERAL TELEPHONE COMPANY OF CALIFORNIA 
Total lntras~ate Su:m:mary ot Earnings at Present 

Test Year 1988 
(Thousand of Dollars) 

I.Uln QBA'* ~Il~;C~ 

Adj. Net Opere Income $ 72"7,930 $- 434,786-

Rate Base 
100.1 Telephone Plant 
100.2' Tel. Plant 

4,902,633 516,.087 

Onder Construction 
100.3· Property Held 

tor Future Use 62 62 
Materials & Supplies lZ,73S ,88'8 6,150 
Working cash Allowance 14;534 3,862 (10,&72) 
Less: Depree. Reserve 1,595,42'5 t>30,960 35,535-
Less: Deferred Taxes 5-13.322 32,512 

Total Rate Base 3,264',738 443,5·1S-

. Adj. to Rate Base 
Communication Sys. (2,686) 0 

Net Adj. Rate Base 3,262,052 443,.51& 

Rate of Return 
ROR - Present Rates 13.33 
ROR - Authorized 12.22 

Difference -2.43 

REV'ENOE REQtTIREMENT (6$7,170) (122', 69l) 
Difference x Rate Base 

x N/G 

(Red Figure) 

:e~:I::~~n:t 

(40.27) t 

10.53 

48.28 
(73.43) 

2.23 
§.3~ 

1$.72 

0.00 

15.74 

·Does not refl ct corrections and updates and. the effects 
of intraLATA SPF to S'Lt1 which will impact ORA revenue 
requirement 

Uncollectible 
Difference 

CCF'I' @ an inc 
Oifterenc 

FIT @ 34% 
Ditfere Ce 

Net-to G;coss CalgulAtign 
1.00000 
0.0021$ 
0.99785 

rate of 0.018993 0.O,189S2 
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GENERAL 'l'ELEPHONE' COMPANY OF CALIFORNJ:A 
. Total In~rastate Summary of Earnings at Present 

I.tD 

Adj. Net Ope.-c. Income 

Rate Base 
lOO.1. 'relephone Plant 
100.2 'rel.. Plant 

uncler COnstruction 
100 .. 3 Property Held 

tor FUtw::e Use 
Materials « SUpplies 
workin~ cash Allowance 
Less: Oeprec. Resexve 
Less: Deferred Taxes 

Total. RAt.e Base 

Adj. to Rate Base \ 
communication Sys. 

Net Adj. Rate Base 

Rate of Return 
ROR - Present Rates 
ROR - Authorized 

Difference 

REV'ENOE REOotr.t:REMENT 
Oifterenee x Rate Ba 

x NfG 

Test Y'ear 1988 
('l'hous.and ot Dollars) 

WO" General 

$ 727,930 

4,902,633 

62 62 
l2,738- ~8,888 
14,534 3,862 

1,595, 42'S 1,630,960 
513. 324 545,§34 

3,264,738 

(2,686) 

3,262,052 

25-.80 13.33 
:L:LI:L2 :I.:I.I:L1 
14.63 2 .. 16-

(643,71&) (109,058) 

(Red Fiqure) 

516,087 

6,150 
(lO,672') 
35,535-
32. 514 

443,518 

(2,68&) 

440,832 

(40.27) 

10.53 

48..28 
(73.43) 

2.23 
6.33 

15.72-

1$.63 

.Does not re leet corrections. and updates and. the effects 
, of fntraI..A: 1\. SPF to SW whieh will iJnpact PSD revenue 
re~em ' 
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GENERAL'rELEPHONE COMPANY OF CALIFORNIA 
Total Cgmpany ~ of Earninqs at Present Ra 

/ 
llill1 

~~t~~1D9 B~v~D~~~: 
Local Revenues 
Toll Service 
Access Revenues 
Miscellaneous Rev. 
surcharge 
1987 Attrition 
Less uncollectibles 

Total 

~~~~1Dg Exp~D~~~ 
Maintenance 
Traffic 
commercial 
Gen. O'!! • sal. « Exp. 
Other oper. Exp. 

SUbtotal 

Depreciation 
Tax~s Other than Inc. 
State Income Tax 
Federal Income Tax 

Total 

Net Opere Income 

Test Year 198-8-
(Thousand of Dollars) 

P§P* General 

$ 776,370 $ 772',308-
8.74,331 814'S¥ 753,571 713.,907 
30'6,130 268,,6-7 
202,202 186,2 ~ 
(54,4.50) C52,~S) 
20 . 150 

2,8.38.,004 

397,893 491,.6-76-
62,632 74,563. 

242',686- 275,725-
178,640 197,.636-

~Q2~~2Q 
I 

1 r 04Z5 1,240,160 

49 ,133 539,288-
SS,964 113,506-

.,94,562 65,342 
~2~d!l2 la~'.~Z~ 

/ 
,022,974 2,140,769 

815,030 537,895 . 

(Red Figure) 

s 

Percent 

(4,062) (0.52) 
(59,48:4) (6.80) 
(39,664) (5.26) 
(37,456,) (12.24) 
(15-,928) (7.8-8) 

1,472 (2.70) 
4.218 20.93 

(159,340) (5.61) 

93,783 23.57· ' 
11,.93.1 19.05 
3.3,03.9 13..6-1 
18,996- 10.63 
~~. ~~& 21·S2 

193,335- 18-.47 

43,155- 8.70 
24,542 27.59 

(29,220) (30.90) 
(l:l...4. Ql§J (~.4~) 

117.,795 5-.82 

(277,135) (34.00) 

*Ooez not re ect corrections and updates and the effects 
of intr~ SPF to stu which will impact PSD revenue 
requirem 
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GENERAL TELEPHONE COMPANY OF CALIFORNIA 
Total Int~r§tat~ Summa~ o~ Earnings at Present Rat~ 

Test Year 1988 
(Thousand of Dollars) 

CeIl al 

~ psp. General 

Net Operating Ineome $. 8:15,030 $ 537,895 (34.00) 

Adjustments to Net Inc. 
Gain on Sale of 

Proper:ty 6,396- (6,396-) 100.00 
GTE Teleeom Adj. 1,218 (1,.218) 100.00 
Calif. Co~. Fr. Tax (2,802) 
Communicat~ons Systems e6S 
GTE Directories 5,579 (1,448:) (25.95) 
GTE Data Service 6,656 (6,.656) (100.00) 
GTEL Adjustment 11,.143 (11,143) (100.00) 
Compensation Levels ;U,2J.2 (;11,2:1.2) (100.00) 

Total Adj. to Ineome 62,909 (60,715-) (96.51·) 

Adj. Net Opere Ineome 877,939 540,089 (337,850) (38.48) 

Rate Base 
100.1 Telephone Plant 6,832,8.92 633,.580 10.22 
100.2 Tel. Plant 

Under Construction 48,112 48,112 
100.3 Property Held 

for Future Use 79 79 
Materials & Supplies 6,874 25,021 8,.147 48 .. 28 
Working cash Allowance l7,775 4,726· (13:,049) (73 _41) 
Less: Depree. Reserve ,Ol3,214 2,051,.951 38,737 1.92 
Less: Deferred Taxes §~2,;122 22~·, l~Q 4:2. a;1!i :Z·22 

Total Rate Base 3,571,520 4,163,739 592,219 16.SS: 

. Adj. to. Rate Base 
Communication Sy • (3,416) (3,.416) 

3,.5-71,520 4,160,323 588,.803 16.49 

24.5a 12.98% (11.60) (47.19) 

(Red Figure) 

t reflect correetions.and updates and the effects 
raIATA SPF to SLU which will impact PSD revenue 

rement. 
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As previously stated, testilnony and eXhibits on r e' 
design were submitted by General, PSO, AT&'1:, API, western/FEA, and 
TORN. PSD submitted proposed rate desiqns refleeting ~enue 
reductions of $115, $250, $500, and $750 million~ anG ner~l 
submitted proposed rate designs reflecting revenue r uetions of 
$115, $250, and $500 million. The final rates wil be forthcoming 
in our final decision after this matter has been iefed and 
submitted and the final revenue requirement det~ined. For this 
interim decision, our adopted revenue reduetio~Of $109.0 million 
will be derived from a reduction in the bill.f~ surcharges set 
forth in General's Schedule cal. P.O'.C. No./A-3S. 0.87-08-051 as 
corrected by D.87-09-001 indicated that e~eetive January 1, 1988, 
the surcharge should be 5.47% for accessl's~rvices and 8.74% for 
other than access services. A redueti~ of 6.03% tOo the above 
surcharges, or a negative 0.56% for aocess services and a positive 
2 .. 71~ for other than access ~ervicei will yield approximately the 
$109.0 million r~duetion adopted fyr this interim decision. 

In 0.85-06-113, dated ~e lZ, 1985, we ordered that 
Ordering Paragraph 3 of D.85-073~S6 is modified to read in full as 
follows: 

11'3. Any reduction h>. AT&T-C's expense stemming 
from reductions i= local exchange utilities' 
access charges s~all be concurrently passed on 
to AT&T-C's customers through a corresponding 
incremental~reduction in the billing surcharge. 
The tariff f· ings by AT&T-C to comply with 
this order all be filed so that they are 
effective 'toT. thin 14 days after loeal exchange 
utiliti~s~ave made the advice letter filings 
re~ire~wo reduce their local access eharges.~ 

In accordance with 0.87-07-0l7, we have recently 
received an ap~ication for rate flexibility from AT&T-C. We are 
also aware Of/several pending rate matters that will affect AT&T
C's access c.harge expenses. For now, we will order A'l'&T-C to, 
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accumulate the access charqe r~duetion ordered here in a memorandum/, 
account, with interest, commencing on the effective date of 'this 
decision. We will issue a further order describing how the e 
amount of this savinqs is to be consolidated with other ch 
access eharqe expenses for full pass-through to AT&T-C's 

VD:. Findings and conclusioDs 

Findings or net 
1. Unlike the major energy utilities, th Commission in 

0.87-04-078 stated that it will review capital structure and ROE 
for the major local exchanqe telephone utili es once every three 
years. However, the existinq turmoil financial markets now 
justifies a further review of capital 
and ROE in the attrition years. 

2. There was no substantial di erence in the capital 
structures estimated :by PSD and Gen 

will adopt as reasonable PSO's est 
COmponent~ 

Long-Term 0 t 
Debt 

tor test year 19S5. We 

for 1988 as follows: 
~ 
41.50% 
2.50 
2.50 

5.3,50 
100-.00% 

3. 'rhe reaso 1e costs for long-term debt and short-term 
dlebt 9'88 are 9.0J.% and 7.00t, respectively. 

4. For a ition years 198~ and 1990 the reasonable cost 
for long-term d t is the embedded cost of'debt plus the interest 
rate on long- AA ~ility bonds forecasted by OR! in September 
for any long term bonds to be issued in the attrition year and the 

ort-tem. debt cost is the Blue Chip, Financial 
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, The final rates will be forthcominq in our final decision aft

7
cr ~is 

matter has been brieted and sUbmitted and the tinal revenue . 
requirement determined. For this interim decision, our ado ed 
revenue reduction ,of $122 .. 7 million will be derived from 
in the billing surcharges set forth in General's Schedul 
No. A-~8 of 6-.0~%.. O.8-7-08-05l as corrected by 0.87-0 001 indicated 
that eftective January l, 1988, the surcharge should e 5.47% for 

'vI 

access services and 8.74% for other than access se ces.. Deducting ~ 
the above 6.78% from the 5 .. 47% surcharge for acces services and the v , 
previously discussed -0.28% SPF toSLU reduction esults in a v/ , 
surcharge for access services of -1.59%. Oeduc ing the 6 .. 78% from the ~/ 

surcharge for other than access services and ~ding the 3.59% SPF to 
SLU increment results in a surcharge for 0 r than access services of 
S .. 55%, which we will adopt for this procee ing.. \/ 

In 0 .. 85-06-l13, dated June l2', 985, we ordered that 
Ordering Paragraph 3 of 0.85-03-056 edified to read in full as 
follows: 

W3. Any reduction in AT&T expense stemming 
from reductions in local xchange utilities' 
access charges shall be oncurrently passed on 
to AX&T-C's customers ough a corresponding 
incremental reduction the,billing surcharge. 
The tariff filings b AT&T-C to comply with 
this order shall be iled so that they are 
effective within 1 days after local exchange 
utilities have ma the advice letter filings 
required to redu their local access charges. w 

In accordance th 0.87-07-017, we have recently received 
an application for rate flexibility from AT&T-C. We are also aware 
of several pending ra 
charge expenses. Fo 

matters that will affect AT&T-C's access. 
now, we will order AT&T-C to' accumulate the 

ion ordered here in a memorandum. account, with 
interest, com:menc' g on January l, 19'88.. We will issue a further 
order describinq, how the entire amount of this savings is to be 
consolidated w' other changes in access charge expenses for full 
pass-through 0 AX&T-C's customers • 
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Forecasts consensus one month eomxnercial paper projection as of 
october 1 for the attrition year. 

S. The reasonable preferred stock cost for test year 
is 6.41t. 

6. A ROE of 13.ZSt is reasonable and should be adopt 
test year 1988. A 13.25% ROE is sufficient to attract cap' al 
reasonably compensate investors during 1988. 

7. Adopting the above capital ratio, ana cost f Ctors will 
provide a return on rate base of 11.17% tor test yea 1988. Such 
rate of return will provide a pre-tax coverage of an 
after tax coverage of 2.99 times excluding short 

8. A revenue requirement reduction of $ 9.0 million is 
appropriate for test year 1988 on an interim asis. 

9. It is reasonable to require Gener to collect $534.7 
million subject to refund with interest. pending our final aecision 
in this matter. 

10. To effect the above revenue eduction" the surcharge 
applicable to access services should e a negative 0.56% for access 
services and a positive 2.71% for 0 

11. D.8S-06-113 dated June 
er than access services. 

, 1985 directs A'I'&'1'-C to flow 
through any reduction in its acc 5S expense stemming from 
reduetions in local exchange u lities'access charges to' its 
customers. 
C9nclusions of Lay 

1. ~reduction in e revenue requirement of $109.0 million 
for General for the tes year 1988 is reasonable on an interim 
basis. J' 

2. It is reasohable to have General collect $534.7 tlillion 
subject to refund pius interest pending ,our final decision in this 
matter. J7 

3. EffeetLve January 1, 1988, the surcharges set forth in 
General's Sehe~le cal .. P.u.c. No~ A-3S should be -0.56% tor access 

/ 
.71% for other than access services. 
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In its reply comments, General alleges that: 
1. The ORA's 12. SO!k r.eturn on equity is ' 

unrealistically low in today's environm 
and 

2. ORA's proposed revision to the bill' 9 
surcharge calculation in the deeis' n is 
not supported on the record. 

We concur with General's comments r lating to 
determination of long-term debt interest co s for the 1989 and 
1990 attrition years and have modified ou discussion and Finding 
ot Fact 4 to use the interest rate on 10 g-term AA utility bonds 
forecasted by DR! in September modifie , if appropriate, by 50 

basis points for a whole grade differ nee in bond ratings and.2S 
basis points tor a split rating. 

General notes that part' f the revenue reduction provided ~ 
for in this decision is based on e use of new depreciation rates 
in the test year which have bee stipulated to by both General and 
ORA, and that before General n begin booking the new depreeiation 
rates, they must be approved y this Commission. General proposes 
the following finding of t and conclusion of law t~ support an 
ordering paragraph author' 
rates effective January. , 
~d will be adopted. 

12 

neral to begin booking the new 
General's position is well taken 

WThe depre iat~ n rates proposed by the PSD 
(ORA), t whVch General has stipulated, are 
reason~e ~d should be authorized-effective 
Janua~ 1,jl98S .. w 

.cone~i~ ot Law 6 

wGene~aylmay begin booking the new depreciation 
raies~pproved in this decision effective 
J~~ry 1, 1985 .. w 

jGeneral notes that on pages 7 and S of its comments O~. 
proposes 7illinq I>as<> of $l.,639.403 M rather than the I>illinq 
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base discussed in the proposed decision. Acc~rding 

there is no support in the record for the $l,639.403 
DRA whereas the billing base reflected. in· the J)rCj'P~~SeCl 
the most current billing base in the record. 
believes no change should be made t~ the bil 
and will not modify the proposed decision s respect .. 
~1WJ1ents by we 

ORA submitted' the following COlrulEm-c 

l. The appropriate return on 
tor test year 1988 is 12 

2 .. 

3. 

General should. use OR! forecasts for 
the AP..A financial ... ""',.,.'\I .... ~... and not both DIU 
ana Blue Chip fore as set forth in the 
proposed order. 

A customer bil 
should be u.sed 
rather than the 
$1,8-09,000 • 

base of $1,639.403 M 
compu~ing the surcharge 
's estimate of 

4. Finding of should be amended and an 

5. 

6. 

ordering .,..,,{,.,..,..,-~"" be added authorizing 
ORA's rates stipulated to- by 
General. 

Adjustments* should be modified 
estimated loss associated with 

store operation of $~OO,OOO and 
protective connection arrangement 

of $2,200,000. 

iation ot figures included in the . 
earnings with figures in the 

~b'~~~~ on Affiliated Relationship of 
should be maae as follows: 

Change ORA amounts toretlect 
adjustments for GT~ 
Communications Systems Rate Base 
of $3,416,000 and expenses ot 
$1,370,000. 

bOo Change DRA amounts to reflect 
its Directory Company expense 
adjustment of$9,l49,.000 instead 

- 32 -
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7. 

of showinC] erroneous figures set 
forth in the s'UXIll'llary of 
earnings. 

An adjustment for the Thousand Oaks 
Relocation of $69.3 million to rat base 
and $2l.5 million to expense shou be 
made. 

In its reply comments, ORA support its assertion that a 
proper return on equity for General for tes year 1988' is 12.5%. 

We are not persuaded that it wo d be advantageous to use 
only ORI forecasts for the ARA financial eview instead of both DRI 
and Blue Chip forecasts as set forth in the Proposed Decision. 

As discussed under General' comments, we will not modify 
the Proposed Decision to reflect a b' linq base of $1,639.403 M 

instead of the billing base of in the 
Proposed Decision. 

In our discussion of reeiation rates set forth in the 
section on General's comments, e adopted a findinq of fact and 
conclusion of law relatinq to tipulated depreciation rates. We 
will also adopt an implementi q orderinq paraqraph reflectinq ORA's 
proloosal. 

earninqs appearing on page 26 of the 
Proposed Decision, it is ted that the figures shown do not 
reflect corrections and. <!ates and the effects of intraLATA SPF to 
SLU which will impact 0 's revenue requirement. 

ORA'S propos d adjustments to reflect losses associated 
with employee's store operation, the refund of protective 
connection arranqeme t balance, and the Thousand Oaks relocation 
adjustment appear t be covered by this diSClaimer. We believe we 
have more than amp e latitude in the revenue requirement 
differentials set forth in the proposed decision to obviate the 
neclessi ty of the further adj ustments proposed by ORA. 

ORA's directory company expense adjustment o,f $9,149,000 

is properly re lected in the summary of earnings set forth in the 
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Proposed. Decision. The $9,149,000 figure is a gross figure Whi/h . 
reduces to a $5,579,000 net income ad.justment. The $S,S79,OOO . 
amount is total company and reduces to $S,430,000 tor General's 
intrastate operations. Similar computations apply t<> the ti~es 
shown for General's d.irectory company expense adjustments. 

We agree with ORA's position relating to the amo 
adjustments for GTE communications system. 
should be $3,41&,000 to rate ~ase for both ORA and Gen al, 
$865,000 to expense for botn General and ORA on a co anywide 
basis, and $2,686,000 and $704,000, respective-ly, r General's 
intrastate operations. Appropriate-changes will made to the 
summary of earnings tabulation. 

We have carefully considered the co 
parties on return on equity and having evalu 

ents mad.e by the 
ed. them together with 

the record before us, conclude that a redu ion in the return on 
equity set forth in the proposed decision 1S warranted. As set 
forth in our discussion on ~ate of'retu , we believe that a return 
on equity of 12.75% balances the inter sts of both investors and 
ratepayers, is comparable to returns arned by other investments of 
similar risk and is reasonable tor 

nxx. 

Fi,ndincm of net 
1.. Unlike the maj or e the commission in 

0.87-04-078 stated that it ill review capital structure and ROE 

tor the major local exeh e telephone utilities once every three 
years. However, the en inq turmoil in the financial markets now 
justifies a further rev' W ot capital structures, interest rates 
and ROE in the attriti n years. 

2 • '!'here was 
structures estimate 
will adopt as reas 

substantial d.ifference in the capital 
by ORA and. General tor .test year 1988. We 

able ORA's estimate for 1988 as tQllows: 
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~91DpOnen;ts . 

Long-Term Debt 
Short-Term Debt 
Preferred Stock 
Common Stock Equity 

Total 

~ 
4l .. 50% 

2.50 

2.50 

53. SO 
lOO .. OO% 

3. The reasonable costs for long-term debt short-term 
debt for test ye~r 1988 are 9.01% and 7.00%, resp tively. 

4. For attrition years 19S~ and 1990 the e~sonable cost for 
long-term debt is the embedded cost of debt pl ~ the interest r~te 
on long-term AA utility bonds forecasted by D in September 
modified, if appropriate, by SO basis point tor a whole grade 
difference in bond ratinqs and 25 b~sis p nts for a split rating 
for any long-term bonds to be issued in c attrition year. the 
reasonable short-term debt cost is the lue Chip Financial Forecast 
consensus one-month. commercial paper ojection as of October 1 for 
the attrition year. . 

s. The reasonable preferred toek cost tor test year 1988 is 

\ 
\ 

6.41%. / 

6. A ROE of 12.75% is re onable and should be adopted for vr/ 
test year 1988. A 12.75% ROE' SUfficient to attract capital and V 
reasonably compensate investo s during 1988. 

7.. Adopting the abov capital ratio and cost factors will 
provide a return on rate b e of 10 .. 90% for test year 1988. Such 
rate of return will provi e a pre-tax coverage of 3.94 times and an 
after tax coverage of 2.,1 times excluding short-term debt .. 

S. A revenue reqnirement reduction of $122.7 million is 
appropriate for test ar 1988 on an interim basis. 

9. To effect e revenue reduction of $l22.7 million, the 
surcharge applica}:)l to access serv-ices. and services other than 
access should be d creased by an increment of 6.78% • 
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10. 0.85-06-113 dated June 12, 1985 directs AT&T-C to 
throuqh any reduction in its access expense stemminq from 
reductions in local exc:hanqe utilities' access charqes t 
customers. 

ll. It is reasonable for General to accrue 198 
depreciation expense using new rates as shown in A 

12. We should consolidate General's AL Sll with this interim 
decision so that there will o.~ one tariff revi on to' the billinq 
surc:harqes. In AI. 5110, to reflect its 198,8 F to SLTJ shift, 
General requested an ineremental enanqe in lling sureharqe of 
-0.28% for aeeess serviees and. 3.59% for rviees other than access 
to be effective on January l, 1988 .. 
~DWsions o( IdAw 

1. A reduction in the revenue of $122.7 million 
for General for the test year 1988' reasonable on an interim . ' 

/ 

basis. ~ 

2. Effective January 1, 19 8, the surcharqes set forth in 
General's Schedule Cal. P.~.Ct" A-38 should·be -~.59% for access v' 
services and 5.55% for other an access services, reflectinq the 1 
$122.7 million revenue requir ment reduetion' adopted in today-'S 
decision and General's AL 5 O. 

3. The rates deser' ed in Conclusion 3 are reasonable and ,I' 
other rates applied atter the effective date of sueh rates are 
unreasonable. 

4.. Because of t'~e constraints in effecting these rates by ../ 
January 1, 1988, thislorder should be effective- today.. ../ 

5. Effective January 1, 'l988, General should be authorized 1 
depreeiation rates's shown in Appendix a. • 
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4.. The rates described in conclusion 1 are r sonable and 

other :~tes applied after the effective dat. e of ~~tes are 

unreasonable. ;6,/-
s. Because of tillle constraints in ef. ctinq these rates :by 

January 1, 1983, this order should be et ctivt today. 

IT IS ORDxmED that: 
1. Five days of the et ctiv date of: this order General 

Telephone Company of ca1it~ia (~eral) shall file revised 
SChedule cal. P.u.c. NO~ 38 to/renect the revisions shown in 
Appendix A of this decis·on. the effective date of the ordered 
revisions shall be Jan i. 1988. SUch.filinq shall comply with 
General Order series 6,. 

2. AT&T Comm icatleons of california (AT&T-C) is ordered to 
eollect the acces . charr/ reductions it ~eceives as a result of 
this decision in 0 a memorandum account with interest at the 
appropriate sh . -ter;r~rate.. These reductions will be passed 
throuqh to AT -c'sJdUstomers by a farther order of the Commission. 

Th s ord~ is effective tod:aY. 
ted l , at San FranciscO', california. 

.i,/ 

I 
/ 

/ . 
:1 

? 
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AI'I'ENOIX A 
Sheet 1 of 2' 

SCHEDU~E CAL. P.~.C. NO.-38 
BILLING ADJUSTMENT 

Applioable to int~a~tate bil1in9 on eaoh o~~tome~'~ and/o~ o3~~le~': 
0111 fo~ ~e~vice~ ~ende~ed on and afte~ the effootlve date of tMe~e 
~evision~~ a~ o~de~ed by the I'ub~io Utilitie~ Commlssion. Gene~al 
shall n~t backbill any C~$tome~ in the event it cannot because of 
bi11in9 limitations impo$e the revised b1111n9 adJu~tment a~ o~dered 
by the Commi~~ion. 

Within the excnange area~ of all eXChanges ~s said areas are defined 
on mapz filed a~ part of th~ ta~iff sohedule!j.. 

AdJu~tment Faotor (0.56-) 
(See Speoial Condi~ion 1) 

AdJustment Factor Z.71 
/~ (See Speoial COl"\di tion 2) ~ 

• 2.E.9JAt. COJ~!.o_~~~..9N~ 
1. The monthly peroentage factor ~pplie$ to ~ll services proviced 

ul"\der Tariff Sohedule C-1. Faoilitie~ for Intrastate Access_ 

2. The monthly pe~centage factor applies to all recu~~ing and' 
l"\on~ecurrln9 rates and oha~ges fo~ ~ervioe or equipmel"\t provided 
under all of the Utility's Tarlff SChedule~ exoept the fo~lowin9: 

3. A-l - Semipublio Me~sage Rate - RATES 7.a. 

b. A-Zl - I'~blio Telephone Se~viee - All 

o. A-38a - SU~Oha1""ge to Fund ~ublio Utilitle$ Commission 
Reimbursement 

d. B-1 - Me~~age Toll Telephone Service - Coin-Sent Paid 

e. L-2 - Cell~la~ Radio Telephone Se~vioe - All 

f. C-1 - Faoilitie~ fo~ Il"\t~astate Aocess - All 
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~PPENOIX ~ 

Sheet 2' of 2' 

SCHEDULE CAL~ P.U.C. NO. A-3S 
BILLING ADJUSTMENT 

z. ihe billing 3dj~~tment amo~nt on eaOh bill shall be de~i9nated 
"Billing S~~oha~9~N. 

4. The monthly per-ecnt3ge faotor- apl>lie~ to e.3ol"l o~~tomer-·~/car'n.er-'!: 
bill for- the total r-ec~r-r-in9 and nonr-ee~r-r-ing r-ate~ and ehar-ge!: 
exoept tho~e ~tems excluded under- Special Conditions land Z. 
above. excl~slve of feder-al and loe~l exoi!:e taxe!:. 
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