ALT/NRT/ek/vdl

oy 1Y ! : g e ‘ . YY)
Decision 87 1z 070 DEC22?987 @ H“ﬁﬂ!l:!‘@
BEFORE THE PUBLIC UTILITIES COMMISSION OF.THE STATE OF -&‘3
Application of General Telephone )
Company of California, a Califormia ) :
corporation (U 1002 C), for authority) Application 87-01-002
to increase and/or restructure ) (Filed January 5, 1987)

certain intrastate rates and charges
for telephone sexvices.

)
)
3
Investigation on the Commission’s own)
motion into the rates, tolls, rules, )
charges, operations, costs separa- ) X.87=-02-025
tions practices, contracts, sexvice ) (Filed February 11, 1987)
and facilities of GENERAL TELEPHONE )
COMPANY OF CALIFORNIA, a California )
Corporation; and of all the telephone)
corporations listed in Appendix A, )
attached hereto. )
‘ )

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

Harold L, Jackson, Attorney at Law, and

James B. Goxdon, Jr., for Communications
Workers of America;

for Consumers Coalitien; Marec Titel,
Mayor, for City of Lakewood: Whitakerxr
McXenzie, Attorney at Law (D.C.), for
the Department of Defense and Federal
Executive Agencies:; and

Rosenfield, Assistant City Attorney,
City of Los Angeles; interested parties.

’




»

~
-~

A.87-01-002, I1.87=-02=025 ALJ/NRT/ek/vdl »

o

INTERIM QPINION
I. 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 reductions that have
been agreed to by General and the Commission’s Public Staff
Division (renamed Division of Ratepayer Advocates (DRA)). This
order does not address the disputed reductions still at issue in
the case which will be decided in the first half of 1988.

This is an interim decision. It provides for a decrease
in customer billings of $122.7 million on an amnnual 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 (AL) 5110, in compliance with Decision (D.) 85-06=115 as
modified by D.87-11-022, to shift nontraffic-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 surcharge of 0.28% for access
sexrvices and an incremental increase of 3.59% for services other
than access. We are consolidating General’s AL 5110 filing with
this interim decision so that there will be only one tariff
revision to the billing surcharges on January 1, 1988. _|

The decision authorizes General to earn a return on
equity of 12.75% which will provide an intrastate rate of return of v
10.90%. Such a return will provide an after-tax interest coverage v
of 2.91 times and a pre-tax coverage of 3.94 times. These ratios '
indicate that General will have the financial capability'td operate

v
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successfully, maintain its financial integrity, and attract
capital. v .

As set forth in the section on rate design, the $122.7 'V/
million reduction results from a reduction of the present billing
surcharges set forth in General’s Schedule Cal. P.U.C. No. A-38
which are collected on a “bill and keep” basis not subject to
intercompany settlement. The apportionment of any additional

decreases will be determined subsequent to the final submission of
this matter.

II. Progedural Background

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 $114 million to
provide a rate of return of 11.90% on General’s intrastate rate
base. .

To 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=-025 into the rates, tolls, rules, chargés, operations, ceosts,
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
(D.) 87-08=051 as corrected by D.87-09-001' dated September 1, 1987
on that matter reduced General’s revenue requirement f£oxr 1987 by
approximately $50,626,000.

After due notice, more than 80 days of hearing have been
held before Administrative Law Judges (ALY) N. R. Johnson,

K. Tomita, or M. J. Galvin in Los Angeles, San Francisco, or at the
public participation hearings throughout General’s service




"
.
. N

A.87-01-002, I.87=02-=025 ALY/NRI/ek/vdl *

territory. Additional days of héaring are scheduled for.
January 1988. ’

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 interim decision for a rate
reduction. . ‘

The other phases of the matter will be briefed after the
conclusion of the hearings and the final decision will issue
subsequent thereto.

General presented 15 witnesses during its initial
presentation and has a total of 32 rebuttal witnesses. DRA made
its presentation through 35 witnesses, sponsoring 22 exhibits. In
addition, testimony and exhibits were presented by Consumers
Coalition of California on quality of service and rate design, by
the Department of Defense 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 (TURN) on rate design.

Public participation hearings were held in Long Beach on
June 15, 1987, in Santa Barbara on June 17, 1987, in San Fernando
on June 18, 1987, 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 25, 1587.
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 subject matters listed in order of
descending frequency:

1. The 95¢ per month for “insurance” for
inside wiring.

2. The ~“temporary” surcharge on monthly bills.
3. The physical size of the bill.

4. Zone Usage Measurement boundaries.
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The quality of serxvice.

Rate increase for resident;al customers in
face of over-all decrease in revenues.

Directory assistance charges.
The monthly access charge.
The surcharge for handicapped equipment.

Pay phone availability and operational
condition.

11. The number and cost of phone books.
12. The monthly charge for unlisted numbers.

13. The charge for the installation of
equipment.

14. The 1l3-second time limit for dialing.

The individual service complaints were investigated and a
summary of each investigation was forwarded DRA for review. The
above subjects will be further addressed in the final decision.

IXI. General’s Present Operations

General is the largest independent (non-Bell) operating
télephone company in the United States and a member of the General
Telephone and Electronics COrﬁoration (GTE) system. GTE, General’s
parent company, holds all of the common but none of the preferred
stock of General. GTE which was incorporated undexr the laws of the
State of New York on February 25, 1935 is the parent company of
more than 60 communications, products, research, and service
subsidiaries with operations in 40 states and 19 countries abroad.
The GTE system had cembined revenues and sales of over $15.7
billion in 1985, consolidated net income from operations of a
negative $161.0 million, including a nonrecurring after=-tax charge
of $1.3 billion (excluding this charge, the 1985 net income
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amounted to $1,131 millieon), 180,000 employees, and more than
475,000 shareowners.

General had an average of 25,903 equivalent emplovees in
1985. Wage payments applicable to operations in 1985 amounted to
$766,152,085 of which $167,880,944 or 21.9% was charged to
construction.

General operates within approximately 10,600 square miles
serving approximately 330 communities and locations in portions of
20 California counties: ¥Fresno, Imperial, Xern, Los Angeles,
Marin, Orange, Riverside, Sacramento, San Bernardino, San Diego,
San Joaquin, San Luis Obispe, Santa Barbara, Santa Clara, Santa
Cruz, Solano, Sonema, Tulare, Ventura, and Yole. At the close of
1985, General operated 182 central offices in 86 exchanges.
Custonmer lines totaled 2,689,746, of which 2,016,681 or 75% were
residential and 673,065 or 25% were business.

IV. Rate of Return

Introduction

The rate of return phase of Application 87-01-002 was
assigned to ALY Tomita and all other issues to ALY 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 of the hearings, the rate of return
phase was taken under submission subject to the filing of

concurrent briefs on September 30, 1987. Briefs were filed by
General, City, and DRA. ‘

General and DRA are recommending capital structures for
the 1988 test year that are substantially the same. A summary of




A.87=01-002, I.87-02-025 ALJ/NRJ/QK‘*

rates of return recommended by Gemeral, City, and DRA for test year
1988 follows.

Avg. 1988
Sapital Structure Cap. Ratios Sost Factors Weighted Cost

General Telephone Company of California
Long-term debt 41.20% . 9.01 3.71%

Short-term debt 2.47 " 8.00 0.20
Preferred stock 2.77 6.42 0.18

Cqmmon.equity 53,56 14.50 ‘ 227
Totals 100.00% 11.86%

Public Staff Division

Long-term debt 41.50% 8.98. 3.73%
Short-term debt 2.50 6.50 0.16
Preferred stock 2.50 . 6.4% 0.16

Common stock 53,50 _ 12-12.50 6,42 = 6,69
Totals 100.00% - 10.47 - 10.74%

city of Los Angeles

Long-term debt 41.70%  8.986 3.747%
Short-term debt 2.50 7.000 0.175
Preferred stock 2.80 6.414 0.180

Common stock 32900 12.500 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 ¢ost of short- M//
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-term debt
rates in existence at that time 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
DRA and City both used a 9.5% interest rate. For short-term debt
cost General used an 8% cost for the test yedr{'while‘DRA used a
6.5% interest rate and City a 7% interest rate.
2. Return on Equity |

The principal area of dispute on rate of return revolves
around the reasonable return on common equity (ROE) to be allowed.
General recuests 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 D.84-07-108 for its 1984 test year.
It is, however, higher than the 13.75% ROE adopted by the
Commission in D.87-08~051 for General’s 1987 attrition year in
1.87-01-019. ' General argues that the dramatic 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 the 13.75% authorized
for 1987 to the 1l4.5% 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 14.5% would also be reasonable. Mr. Brennan gave
consideration to the Discounted Cash Flow (DCF) model and the risk
premium model as tools in arriving at what he believes investors
require in the way of a return on theixr common equity investments.
The witness testified that the results derived from the financial
models should not be applied dogmatically but with the exercise of
judegment to give consideration to the financial differences between
General and the proxy group of companies used in the analysis.

Since General’s common sto¢k is not publicly 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 stock are

entitled. It was therefore necessary £or Mr. Bremnan as well as
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the other rate of return witnesses to use a proXy group of
conmpanies 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 (RHC) (formerly
AT&T subsidiaries), and eight gas distribution: companies (6DC).
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 undergeing a
transformation from a monopoly to a competitive environment, not
unlike the telephone industry.

Brennan testified that in ordex 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 1988 is still significantly below the levels achieved
by the RHCs and the three Independehts in 1986, General has closed
the gap.

' Brennan stated that the greater investment risk
associated with a telecommunications company or a GDC is reflected
in the bond rating criteria published by Standard & Pooxrs (S&P).
According to the witness the two most important rating criteria
used by S&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
3.5 £0 5.0 times. These criteria differences indicate the
telephone industry is considered to be substantially more risky
than electrie utilities by the investment community.

Brennan testified with respect to the DCF model that it
is a technigque which utilizes the market price, reported earnings
per share and dividend payments per share in a calculation teo
determine the implicit return required by the investor, which is
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reflected in the market price of the stock. Brennan ¢onsiders the
DCF model as a useful tool teo help the .analyst come to an informed
judgment. He further stated that for the past several years the
DCF model seriously understates investor expected returns because
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 maxket, and the change in investor expectations regarding
increases in the price/earnings multiples of stocks which are not
covered in the DCF analysis and thereby understate the investor-
expected returns.

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

In addition to the DCF 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 long-term bond yields because the DCF methodology also
determines the expected return based on the assumption of an
infinite holding period. This would make a 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 of equity yields with the yields on
intermediate or short-term debt would result in an mnappzoprxate
comparison with a DCF-derived ROE.
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Brennan concluded that based on his review of the
historical data that the appropriafe risk premium for determining
General’s investor—réquired ROE is 4.7% when AAA 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 for AA bonds yielded 12.6%, the equity risk
premium is 4.0%. '

The investor-expected ROEs for the three categories of
utilities in Mr. Brennan’s barometer group, giving equal weight to
the results of his DCF and risk premium analyses, are 13.1% for the
the three Independents, 13.2% for the seven RHCs, and 13.6% for the
eight GDCs. Brennan then took the additional step to review the
investment risk differences between General and the barometer
group. 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 AA, 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 percentage point difference in the equity component of a
utility’s capital structure equates to a 10 basis point difference
in the cost of debt. He further noted that Generxal’s average
equity ratio of 53.5% was substantially below the average of the
seven RHCs oxr the three Independents.

| In recognition of these differences, Mr. Brennan
increased the ROE derived from the average of his DCF and risk
premium analyses by 70 basis points to arrive at his minimum ‘
investor-required ROE of 14%. Brennan further testified that the
cost rate could even be 14.5% if less than equal weight is given to
his DCF analysis for reasons stated above. General argues that Mr.
Brennan’s recommended ROE is consistent with recent decisions by
other regulatory commissions. General believes Mr. Brennan’s
recommended cost of equity of at least 14% is vexry conservative and
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. that a 14.5% return is more representative of today’s market
conditions.

General’s Treasurer, Charles O’Rourke, testified on the
projected capital structure for test year 1988, 1989, and 1990 and
the projected cost of long-term debt and preferred stock for 1988,
1989, and 1990. He also estimated the cost of short-terxrm 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 1l4.5% cost of
common equity assumes that General will be afforded the opportunity
to seek relief for financial attrition in 1989 and 19950.

DRA’S. Positi

DRA is recommending a cost of common equity capital in
the range of 12.00% to 12.50%. Using DRA’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 common equity reécommended by DRA. ~ Such
rate of return produces an after-tax times interest coverage of
2.85 times for 1988, excluding short-term debt. DRA 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.

DRA 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 DRA 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 D.85-12-076, and were further refined
by D.86-12-099 according to the witness.

DRA’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 Heope cases in determining a fair and reasonable
return on common equity. The two standards which emerged from the
two cases are: (1) a standard of capital attraction and (2) a
standard of comparable earnings. . The capital attraction standard
focuses on investors’ return requirements and is applied using
market value methods in the DCF, capital asset pricing model
(CAPM) , and risk premium analyses. The comparable earnings
standard uses the return earned on the equity investment by
companies of comparable risks as a measure in setting a fair
return. .

DRA’s witness selected 22 telecommunications and gas V//
distribution companies which he c¢onsidered encountered similar
business risks to General and used this group as a surrogate for a
commen stock equity investment in General. On the vasis of
financial risk, the witness selected telecommunications and gas
distribution conmpanies with similar bond ratings and comparable
betas. The four independent telecommunications companies and the
seven RHCs were selected because they are engaged in similar
business pursuits as General and are regulated or have subsidiaries
that are regulated. The 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 his 22 comparison companies for the
period 1982 through 1986 and coencluded that General’s earnings have
exceeded the group in every year, except 1984, with a five-year
average of 15.77%. 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 gtoup. DRA’s witness stated
that the above facts demonstrate a highly improved financial
picture for General which is supported by the upgrading of
General’s bond ratings by both Moody’s and S&P to Aa3 and AA-




A.87-01-002, I.87-02-025 ALJ/NRT/ek W

respectively in December 1986. In addition, the fact that
General’s major construction programs are nearing completion
thereby reducing the need for future extermal financing there were
other factors given which reduces General’s financial risks and
justifies reducing the authorized return on common eguity.

DRA‘’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 DRA’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 of 12.43% to 12.76% depending on
the type of security used. The CAPM analysis indicated that the
investors expected return on common equity for the compariseon group
ranges from 11.97% to 12.31% depending on whether the DRI or Blue
Chip Financial’s forecast for three-month Treasury Bills are used.
DRA’s recommended ROE range of 12.00% to 12.50% is based primarily
upen the DCF analysis. DRA 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 6.41%, and a cost of common equity in the range
of 12.0% 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. ‘ "
i1 ¢ Los les’ (City) Pesiti

City contends that General’s recuested return on comnon
equity 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 case 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 recognized this striking decrease in the
cost of money in D.87-08-051 by adopting a lower rate of return of

v
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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 DCF, risk premium, and other formula
methodologies 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 to estimate an investor’s
expectations or requirements.

Witness Xroman 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 14 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
15.50% 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=-108. He
further testified that a comparable earnings analysis, including
electric utilities, strongly suggests that a return on common
equity in the mid 12% area would be appropriate for General.

' Mr. Kroman used General’s estimated capital structure,
substituted a 9.5% cost for new 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 eguity
in arxriving at his recommended rate of return of 10.727%. Xe
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
investment grade bond rating. ‘
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The 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 be rejected since the cost to
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 and,
absent extraordinary circumstances, have demonstrated no disability
in raising new capital at market rates. In Exhibit 198, Table 2,
the witness set forth hypothetical examples to show the cost of
increasing a utility’s bond ratings from A to AA.

Fedexal Executive Agencies (FFA)

FEA did not make a specific rate of return recommendation
in this proceeding. FEA’s witness, Dr. 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 of 1987 or make any adjustments to its equity costs
to reflect these trends. He stated that increasing General’s
equity ratio to increase its bond ratings must be placed in proper
perspective and given the current economic conditions and nothing
to reflect a return to the disastrous economic conditiens 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 0.7% adjustment he made to the estimated cost
of commen equity of 13.1%-13.2% for the comparable group of

telephone companies to generate his 14.0% cost of common equity for
General.

Although DRA 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

D.87-04-078, dated April 22, 1987, an order modlfylng D.86-12-099
and denyinhg rehearing, states: :
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#9. Finding of Fact No. 5 is modified to read:

~#S. Based on D.86~01-026 (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
telepheone 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 of considering revision of the ROE and capital
structure for the two major local exchange telephone utilities
every three years. The evidence in this record indicates that
there is very little difference in the estimate 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
I1.87=-11-033, we will reexamine the attrition mechanism for local
exchange telephone utilities. This orxder 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 X.87-11-033.

Since we will be updating the capital structure in each
of the attrition years, we will only adopt a capital structure for
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 19588, as follows:
Somponents 1988
Long-Tern Debt 41.50%
Short-Term Debt 2.50 .
Preferred Stock 2.50
Common Stock Equity 53,50
Total 100.00%
2. Debt Costs and Preferxxed Stock Costs
Although there was little differxence in the estimated
cost of long-term debt between General and DRA, there was _
disagreement 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 of 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 for 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 DRI in September modified,
if appropriate, by 50 basis points for a whole grade difference in
bond ratings and 25 basis points for a spiit rating for any long-
term bonds to be.issued in the attrition year. We will further
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require the use of the 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
redenption of the highest cost preferred stock issues outstanding
results in the deciining preferred stock cost rate.

3. gCost of Common Stock Equity '

The recommended ROEs range from 12%, the bottom of DRA’s
range to 14.50% requested by General. City’s 12.50% ROE is also
the top of DRA’s recommended range of ROE. Both DRA and General
rely on the DCF and risk premium methodelogies to support their
respective recommended returns on equity. However, DRA places
greater 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 DCF and risk premium
analyses as his starting point before applying his adjustment for
differences between General and his proxy group of companies. The
following is a summary'of the results of the various models:
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RQE Model Results
Model ~ RQE
12.4% avg Ind. Telcos
- 12.2% avg RHCs
12.0~14.8% GDCs
: _ . © 13.0% avg GDCs
Risk Premium - 13.7% Ind. Telcos
C 14.2% RHCs
14.2% GDCs -

DCF - 10.29-13.80%
. 12.08% avg

Risk Premium . 12.43-12.76%
12.54% avg

CAPM 11.97=-12.31%
12.14% avg

City Differential
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 DCF 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 phe past that we have always relied more on
judgment than on any singular formula approach to establish the
reasonable return on common equity. The exercise of such judgment
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 considexation.

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 judgment rather
than rely on any formula approach. While the money market dexived
cost of equity based on a proxy or group'oz companies may be useful
as a guide it cannot be directly used inwdetermining'a reasonable
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cost of equity for ratemaking purposes. Judgment must be exercised
to consider all the various factors which may differentiate the
specific company from the proxy or group of companies being used in
the study. Moreover, judgment 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 recognized in D.87-08-051 in I1.87-01-019, an
investigation on the appropriate rate of return for attrition year
1987, there has been a substantial reduction in interxest rates
since the last general rate case. Heowever, there has been a
reversal of this trend in declining interest rates in the past few
nonths. We note that the parties recognized 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-yvear 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. _

After 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 1988. This is below the return on equity we found reasonable
for General for test year 1987 in D.87-08-051 in August 1987. We
note that this figure is higher than the average results from the
various DCF models although within the high range of the companies
studied. We also note that the adopted result in at the high end
of the DRA’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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General’s risk premium analysis shows a much higher cost rate. The V//
variations in the results obtained from these models clearly
indicate that these‘médels should bhe used only as a guide and that \//
we must rely on judgment rather than any particular methodology in
determining the cost of common equity. In the case of General it
becomes even more critical, since a company-specific market related
cost rate can not be calculated 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 review will substantially reduce the risk that the
return authorized for Generxal will become outdated due to changes
which inevitably occur between General rate cases.

We believe a 12.75% ROE is reasonable for test year 198S8.
The 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

Lsen SLructure ‘ Eactor =}, S

Long-term debt 41.5% - 9.01% 3.74%

Short-texrm debt 2.5 7.00 .18

Preferred stock 2.5 6.41 .16

Common équity 22220 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
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 earnmed by other investments of comparable
risks. '

V. Resulks of Operation

Comprehensive results of operations testimony and
exhibits wexe presented by General and DRA. Substantial
differences exist in all categories, i.e. revenues, expenses, and
rate base. On October 20, 1987, General presented Exhibit 231 -
setting forth its updated estimates rerlectiné the impact of the
1987 attrition decision, D.87-08-051 dated August 26, 1987, inside
wire on a business-as-usual basis, revisions made to date, and
federal income tax calculated assuming a 34% tax rate and new
definition of FIT income adjustments. Alse included were Uniform
System of Accounts (USOA) changes reflecting the capital to expense
shift in Part 32 on the basis of its understanding that a rate
recovery mechanism would not be included in the USOA proceeding
1.87-02-023. At this juncture, the contents of a decision on this
matter is pure speculation. Consequently we will eliminate the
effects of this adjustment in General’s showing. The following
tabulations set forth General’s latest showing without the USOA
adjustment, together with DRA’s results of operations as presented
by its witness’ cxhibits 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 $534.5 million will not be
made subject to refund pending our final xresolution of the
differences which we expect to complete in the'tifst half of 1988.
This will further reduce the risk that General will face in 1988, a
reduction which is reflected in our adopted return on equity.
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GENERAL TELEPHONE COMPANY OF CALIFORNIA
Total Intrastate Summary of Earnings at Present Rates
Test Year 1988 :
{(Thousand of Dollars)

ltenm

v

Local Revenues $ 776,370 $ 772,308 § (4,062)

Toll Sexvice
Access Revenues
Miscellaneous Rev.
Surcharge

1987 Attrition
Less Uncollectibles

Total

Maintenance

Traffic

Commercial

Gen. Off. Sal. & Exp.
Othex Oper. Exp.

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

Net Oper. Income

874,331
273,146
282,311
202,202
(54 ,450)

2,334,960

310,667

55,902
204,032
150,776

—t34. 246

855,923

404,347
70,522
79,168

814,847
233,482
244,855
186,274
(52,978)

2,175,620

382,898

66,550
228,087
166,494

—184. 336
1,008,365

440,979
89,899
54,851

1,662,903

—l22. 082 A49.930
1,743,124

672,057 432)496

(55,484)
(39,664)
(37,456)
(15,928)

(159,340)

72,231
10,648
24,055
15,718

—22.700

152,442
36,632
19,377
(24 ,317)
(AQ3.212)
80,221

(239,561)

19.05
11.75
10.42

22.18
17.81

9.06
27.48
(30.72)
(41.08)

4.82

(35.65)

Adj. to Net Income

Gain on Sale of Prop.
GTE Telecom Adj.

Calif. Corp. Fr. Tax

Communications Systems

GTE Directories
GTE Data Service
GTEL Adjustment
Compensation Levels
Total Adjustments
Adjusted Net Income

5,898
2,123

704
5,430
6,479

10,846

56,577
728,634

(2,435)
704

4,02

2,290

434,786

(Red Figure)

(5,898)

(1,123).

(2,435)
0

(1,409)
(6,479)
(10,846)

)
(54,287)
(293,848)

(100.00)
(100.00)

0

(25.95)
(100.00)
(100.00)
(100..00)

(95.95)

(40.33)

*Does not reflect corrections and updates and the effects

requirement.

of intralATA SPF to SLU which w1ll lmpact DRA revenue

7/

K
'\/
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GENERAL TELEPHONE COMPANY OF CALIFORNIA s
Total In;xgg;g&g Summary of Earnings at Present Rates
Test Year 1988
(Thousand of Dollars)

Iien
Adj. Net Oper. Income

——DRA* _

$ 727,930 (40.27)%

Rate Base
L00.1 Telephone Plant
100.2 Tel. Plant
Under Construction
100.3 Property Held
for Future Use
Materials & Supplies

Working Cash Allowance
Deprec. Reserve

Less:
Less: Deferred Taxes
Total Rate Base

Adj. to Rate Base
Communication Sys.

Net Adj. Rate Base

Rate of Return
ROR - Present Rates
ROR = 2uthorized
Difference

REVENUE REQUIREMENT

Difference x Rate Base

x N/G

4,902,633

62
12,738
14,534

1,595,425
—A3.322

2,822,220

(2,686)

2,818,534

25.85
-14:95
(657,170)

$(293,244)

5,418,720

62
18,888
3,862
1,630,960
242,834

3,264,738
(2,686)

3,262,052

13.33
Z2.43

(122,691)

(Red Figure)

516,087

6,150
(10,672)
35,535

443,518

0
443,518

10.53

*Does not reflect corrections and updates and the effects

of intralATA SPF to SLU which will impact DRA revenue

requlrement.

Uncollectible fate
Difference

CCFT € an incremental rate of 0.018993

Difference
FIT @ 34%
Difference

' Net—toQGross Multipliexr

Net=to Gross Calcwlati

1.00000

0.00215.
0.99785
0.01895

 0.97890
0.33283
0.64607

1.54781
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GENERAL TELEPHONE COMPANY OF CALIFORNIA
Total gompany Summary of Earnings at Present Rates
Test Year 1988
(Thousand of Dollars)
General -

—EXceeds Staff

. R \///
Local Revenues $ 776,370 $ 772,308 S (4,062) (0.52)%

Toll Service 874,332 814,847 (59,484) (6.80)
Access Revenues 753,571 713,907 (39,664) (5.26)
Miscellaneous Rev. 306,130 268,674 (37,456) (12.24)
Surcharge 202,202 186,274 (15,928) (7.88)

1987 Attrition (54 ,450) (52,978) 1,472 (2.70)

Less Uncollectibles 20,150 24,368 —_—d.218

Total 2,838,004 2,678,664  (159,340)  (5.61)

Maintenance . 397,893 491,676 93,783 23.57
Traffic 62,632 74,563 11,932 19.05
Commercial 242,686 275,725 33,039 13.61
Gen. Off. Sal. & Exp. 178,640 197,636 18,996 10.63
Other Oper. EXp. —Ae4.,974 _.__200.200 __32.03¢ 2427

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 296,489 182.473 (114..016) (238.46)
Total | 2,022,974 2,140,769 | 117,795 5.82
Net Oper. Income 815,030 537,895  (277,135) (34.00)
(Red Figure)
*Does not reflect corrections and updates and the effects

of intralATA SPF to SLU which will impact DRA revenue
requirement.
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GENERAL TELEPHONE COMPANY OF CALIFORNIA v//
Total Company Summary of Earnings at Present Rates
Test Year 1588
(Thousand of Dellars)

General v/
‘ —rxceeds Staff
Irenm —DRRA* . _Geperal = _Anount. Bexcent
Net Operating Income $ 815,030 $ 537,895 $(277,135) (34.00)% V/‘

Adjustments to Net Inc.

Gain on Sale of , )
Property 6,396 - (6,396) 100.00

GTE Telecom Adj- 1,218 - (1,218) 100.00

Calif. Corp. Fr. Tax - (2,802) (2,802) 4

Communications Systems 865 865 ‘ 0 0.00

GTE Directories 5,579 4,131 (1,448) (25.95)

GTE Data Service 6,656 - (6,656) (100.00)

‘GTEL Adjustment 11,243 : _ - (11,143) (100.00)

Compensation Levels —_—d 217 = (31.917) (100.00)

Total Adj. to Income 63,774 2,194 (61,580) (96.56) -

Adj. Net Oper. Income 878,804 540,089 (338,715) (38.54) y//

Rate Base - ‘ : o

100.1 Telephone Plant 6,199,312 6,832,892 633,580 10.22
100.2 Tel. Plant ' '

Undexr Construction - 48,112 48,112
100.3 Property Held : ’

for Future Use 79 .79 - -
Materials & Supplies 16,874 25,021 8,147, 48.28
Working Cash Allowance 17,775 4,726 (13,049) (73.41)
‘laess: Deprec. Reserve 2,013,214 2,051,951 38,737 1.92

Less: Deferred Taxes __649,306 __ 690,140 __42.834 __7.06
Total Rate Base 3,571,520 4,163,739 592,219 16.58

Adj. to Rate Base ‘
Communication Sys. (3,416) (3,416) 0 0.00

Net Adj. Rate Base 3,568,104 4,160,323 592,219 16.60
Rate of Return 24.63 12.98%  (11.65) (47.29)
(Red Figure)

*Does not reflect corrections and updates and the effects

of intralATA SPF to SLU which will lmpact DRA revenue
requixement. Ny
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In its application, General requested represcription of
depreciation rates for test yvear 1988. General estimated depreciation
accrusls for test year 1988 based on these requested rates. DRA
recommendations used different rates to which General stipulated. The
depreciation accruals shown in Exhibit 231 are based on DRA-
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
nethodology. DRA opposed these changes. The final determination on
depreciation methodology issues will be forthcoming in the final
decision. ‘ ‘ o

On November 20, 1987, General filed AL 5110 to reduce rates
for access services in 1988 and correspondingly increase the surcharge
on other than access services. The filing is in compliance of
D.85=-06-115, as modified by D.87-11-022, which .addressed the phased
shift in revenue due to the shift in the use of a NTS cost allocator
based 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 change of 3.59% for the surcharge
applicable to services other than access. We will consolidate
General’s AL S110 with this interim decision so that there will be one
tariff revision to the billing surcharges on January 1, 1988.

!
|

VI. Rate Design

As previously stated, testimony and exhibits on rate desicn
were subnritted by General, DRA, AT&T, API, Western, FEA, and TURN.
DRA submitted proposed rate designs reflecting revenue reductions of B
$115, $250, $500, and $750 million and General submitted proposed rate
designs reflecting revenue reductions of $115, $250, and $500 million. .
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The final rates will be forthcoming in our final decision after this
matter has been briefed and submitted and the final revenue
requirement determined. For this interim decision, ocur adopted
revenue reduction of $122.7 million willi be derived from a reduction
in the billing surcharges set forth in General’s Schedule Cal. P.U.C.
No. A-38 of 6.78%. D.87-08-051 as corrected by D.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. Deducting
the above 6.78% 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% from 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 adeopt for this proceeding.

In D.85-06-113, dated June 12, 1985, we ordered that
Ordering Paragraph 3 of D.85-03-056 is modified to read in full as
follows:

#3. 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 AT&T-C to comply with

this erder 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.”

In accordance with D.87=07-017, we have recently received .
an application 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 charge reduction ordered here in a memorandum account, with
interest, commencing on January 1, 1988. We will issue a further
order describing how the entire amount of this savings is to be
consolidated with other changes in access charge expenses for full

pass-through to Am&T—C's‘custbmers.
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: \ £ 1 pecisi

general ,

As provided in Section 311 of the Public Utilities Code,
ALJs Johnson and Tomita prepared a Proposed Decision which was
f£iled with the Commission and served on all parties on November 13,
1987. Rules 77.1 through 77.5 of this Commission’s Rules of
Practice and Procedure permit parties to file comments on such a
Proposed Decision within 20 days of its date of mailing
(December 3, 1987). Rule 77.3 provides in bart:

rComments shall focus on factual, legal or
technical exrors in the proposed decision and
in citing such errors shall make specific
references to the record. Comments which
merely reargue positions taken in briefs will
be accorded no weight and are not to be filed.”

Comments and reply comments were received from General and DRA.
Comments of General
‘ 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.

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

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

The Comnission must approve General’s 1988
depreciation rates so that General can
begin booking the new level of expense as
of the start of the test year.
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its reply comments, General alleges that:

The DRAs 12.50% return on ecquity is

ungeall stically low in today’s environment,
an

DRA’s proposed revision to the billing
surcharge calculation in the decision ls
not supported on the record.

We concur with General’s comments relating to
determination of long~term debt interest costs for the 1989 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 DRI in September modified, if appropriate, by S0
basis points for a whole grade d;frerence 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 stipulatéd to by both General and
DRA, 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 conclusien of law to support an
ordering paragraph authorizing General to begin booking the new
rates effective Januvary 1, 1988. General’s position is well taken
and will be adopted. i

*Finding of Fact No. 12
”The depreciation rates proposed by the PSD
[DRA], to which General has stipulated, are

reasonable and should be authorzzed effective
January 1L, 1988.”%

”Concluszon of Law 6

”General may begin book;ng the new depreciation

rates approved in this decision effective

January 1, 1988.”

General notes that on . pages 7 and 8 of ltS conments DRA

proposes a billing base of $1,639.403 m;ll;on.rather than the
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billing base discussed in the proposed decision. According to
Ceneral, there is no support in the record for the $1,639.403
million proposed by DRA whereas the billing base reflected in the
proposed decision is the most current billing base in the record.
Consequently General believes no change should be made to the

billing base. We agree and will not modify the proposed decxszon‘
in this respect.

Comments by DRA
DRA submitted the following comments:

1. The appropriate return on ecquity to adopt
for test year 1988 is 12.50%.

2. General should use only DRI forecasts for
the ARA financial review and not both DRI
and Blue Chip forecasts as set forth in the
proposed order.

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

Finding of Fact should be amended and an
oxrdering paragraph be added authorizing
DRA’s depreciation rates stipulated to by
General.

rTest Year Adjustments” 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.

Reconciliation of figures included in the
summary of earnings with figures in the
Staff Report on Affiliated Relationship of
General should be made as follows:

a. Change DRA amounts to reflect
- adjustments for GTE
Communications Systems Rate Base
of $3,416,000 and expenses of
$1,370,000. i
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Change DRA amounts to reflect
its Directory Company expense
adjustment of $9,149,000 instead
of showing erroneous figures set
forth in the summary of
earnings.

An adjustment for the Thousand Oaks .
Relocation of $69.3 million to rate base
and $21.5 million to expense should he
wade.

In its reply comments, DRA 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 DRI forecasts for the ARA financial review instead of both DRI
and Blue Chip forecasts as set forth in the Proposed Decision.

As discussed under General’s comments, we will not medify
the Proposed Decision to reflect a billing base of $1,639.403
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 of fact and
conclusion of law relating to stipulated depreciation rates. We
will also adopt an implementing ordering paragraph reflecting DRA’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 intralATA SPF to
SLU which will impact DRA’s revenue requirement.

DRA’s proposed adjustments to reflect losses associated
- with employee’s store operation, the refund of protective
connection arrangement balance, and the Thousand QOaks relocation
adjustment appear to be covered by this disclaimer. Wwe believe we
have more than ample latitude in the revenue requirement
differentials set forth in the proposed decision to obviate the
necessity of the further adjustments proposgd by DRA.
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DRA’s directory company expense adjustment of $9,149,000
is properly reflected in the summary of earnings set forth in the
Proposed Decision. The $9,149,000 figure is a gross figure which
reduces to a $5,579,000 net income adjustment. The $%,579,000
amount is total company and reduces to $5,430,000 for General’s
intrastate operations.’ Similar computations apply to the figures
shown for General’s directory company expense adjustments.

We agree with DRA’s position relating to the amocunt of
adjustments for GTE Communications system. These adjustments
should be $3,416,000 to rate base for both DRA and General,
$865,000 to expense for both General and DRA on a companywide
basis, and $2,686,000 and $704,000, respectively, for General’s
intrastate operations. Appropriate changes will ke made to the
summary of earnings 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 12.75% balances the interests of both investors and
ratepayers, is comparable to returns earned by other investments of
similar risk and is reasonable for 1988.

VIXII. Findings apd conclusions

Eindings of Fact

1. Unlike the major enexrgy utilities, the Commission in
D.87-04-078 stated that it will review capital structure and ROE
for the major local exchange telephone utilities. once every three
years. However, the existing turmoil in the financial markets now
justifies a further review of capital structures, interest rates
and ROE in the attrition years.
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2. Therxe was no substantial difference in the capital
structures estimated by DRA and Generxal for test year 1988. We
will adopt as reasonalble DRA’s estimate for 1988 as fL£ollows:

conponents 1288
Long-Term Debt 41.50%
Short-Term Debt 2.50
Preferred Stock . 2.50
Common Stock Equity 53.50
Total 100.00%

3.  The reasonable costs for long-term debt and short-term
debt for test yeaxr 1988 are $.01% and 7.00%, respectively.

4. Forx attrition years 1989 and 1990 the reasonable cost for
long~term debt is the embedded cost of debt plus the interest rate
on long-term AA utility bonds forecasted by DRI in September
modified, if appropriate, by 50 basis peints for a whole grade
difference in bond ratings and 25 basis points for a split rating
for any long-term bonds to be issued in the attrition yéar; The
reasonable short-term debt cost is the Blue Chip Financial Forecast
consensus one-month commercial paper projection as of October 1 for
the attrition year.

S. The reasonable preférred stock cost for test year 1988 is
6.41%.

6. A ROE of 12.75% is reasonable and should be adopted for
test year 1988. A 12.75% ROE is sufficient to attract capital and
reasonably compensate investors during 1988.

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

8. A revenue requirement reduction of $122.7 million is
appropriate for test year 1988 on an interim 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
acecess should be decreased by an increment of 6.78%.

10. D.85=06-113 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 charges to its
customers.

11. It is reasonable for General to accrue 1988 depreciation
expense 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 AL 5110, to reflect its 1988 SPF to SLU 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 Januvary 1, 1988.
conclusions of Law :

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

2. Effective Januvary 1, 1588, 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 services, reflecting the
$122.7 million revenue requirement reduction adopted in today’s
decision and General’s AL 5110.

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 Appendix B.
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INTERIM_ORDER

IT IS ORDERED that:

1. Five days of the effective date of this order General
Telephone Company of California (General) shall file revised
Schedule Cal. P.U.C. No. A-38 to reflect the revisions shown in
Appendix A of this decision and revised tariff sheets to reflect
its 1988 SPF to SLU transition. The effective date of the ordered
revisions shall be January 1, 1988. Such filing shall comply with
General Orxrder Series 96. ,

2. AT&T Communications of California (AT&T=C) is ordered to
collect the access charge reductions it receives as a result of
this decision into a memorandum account with interest at the three-
nmonth 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 granted to make effective January 1, 1988
the depreciation rates shown in Appendix B for calendar year 1988
and subsequent years until General files with the Commission a new
depreciation study.
This order is effective today.
Dated ___QEC 2 2 187 , at San Francisco, California.

STANEEYV“.HULEIT

President
DONALD VIAL
FREDERICK R DUDA.
G. MITCHELL WILX
JOdeB.OHMQﬂAh
Cbmmmumna*

t CERT! "'Y T A'T‘ J16 DECISION
WAS~APPROVED 2Y- THE ABOVE'
CCRMISSICNERS TOJAY

7 [
éi/2¢é/‘ﬁéf gjfﬂ'

Vieror Woistr, Sauculive Duecior
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APPENDIX A
Sheet 1 of 2

SCHEDULE CAL- P-U-C. No.-38
BILLING ADJUSTMENT

APPLICABILITY

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 the Publice Utilities Commission. General
shall not backbill any customer in the event it cannot because of
billing limitations impose the revised billing adjustment as ordered
by the Commission.

TERRITORY

Within the exchange areas of all exchanges as said areas are defined
on maps filed as part of the tariff schedules.

RATES " Monthlwv Percentage

Adjustment Factor ‘ | . (1.59)
(See Special Condition 1) ,

Adjustment Factor _ '  5.55
(See Special Condition 2) :

SPECTAL_CONDITIONS

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

2. The monthly percentage factor applies to all recurring and
nonrecurring rates and charges for service or equipment provided
under all of the Utility’s Tariff Schedules except the following:

A=1 - Semipublic Message Rate - RATES 7.a. '
A=21 = Public Telephone Service - All

A-38a - Surcharge to Fund Public Utilities Commission
Reimbursement

B=-1 =~ Message Toll Telephone Service - Coin-Sent Paid

L-2 = Cellular Radio Telephone Service = All

C-1 ~ Facilities for Intrastate Access = All
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" APPENDIX A
Sheet 2 of 2

SCHEDULE CALo P-U-c. NO. A-38
‘ BILLING ADJUSTMENT

SPECTAL CONDITIONS - Continued

3. The billing adJUthent amount on each bzll shall be designated
"Billing Surcharge™.

4. The monthly percentage factor applies to each customer's/carrier's
bill for the total recurring and nonrecurring rates and charges
except those items excluded under Special Conditions 1 and 2,
above, exclusive of federal and local excise taxes.
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APPENDIX B

GENERAL TELEPHONE COMPANY OF CALIFORNIA
AUTHORIZED CAPITAL RECOVERY RATES FOR T.Y. 1988

ACCOUNT

NO. AUTHORIZED CAPITAL
CLASS OF PLANT RECOVERY RATE, %

BUILDINGS

COE ELECTRONIC TOLL SW.
COE MANUAL SW. EQUIP.

COE AUTOMATIC SW. SXS

COE MESSAGE RECORD. EQUIP.
COE CIRCUIT EQUIPMENT

COE RADIO EQUIPMENT

COE ELECTRONIC SW.- ANALOG
COE ELECTRONIC SW.« DIGITAL
TELEPHONE STATION APPAR.
TELETYPEWRITER EQUIPMENT
STA. COMM.- INSIDE WIRES
PUB. TELEPHONE EQUIP.
LARGE PRIV. BRANCH EXCH.
POLE LINES

AERIAL CABLE

UNDERGROUND CABLE

BURIED CABLE

SUBMARINE CABLE

AERIAL WIRE

UNDERGROUND CONDUIT
FURNITURE & OFFICE EQUIP.
COMPANY EQUIP.- LPBX
COMPANY EQUIP.- STA. APPAR.
COMPANY EQUIP.- TTY
COMPANY EQUIP.- RADIO
AMORTIZATION - MINOR TOOLS
MOTOR VEHICLES

MOTOR VEHICLE SHOP EQUIP.
TOOLS & OTHER WORK EQUIP.
TRAIL & OTHER MOBILE TLS
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' Agenda 12/17/87

Decision _DROPOSED DECTSION OF ALJs JOENSON AND TOMITA
BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Application of General Telephone )

Company of Califormia, a Califermia )

corporation (U 1002 C), for authority) Application 87-01-002
to increase and/or restructure ) (Filed January S, 1987)
certain intrastate rates and charges ‘ ‘

for telephone services.

Investigation on the Commission’s own
motion into 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.

1.87=02~025
(Filed February 11, 1987)

)
)
)
)
)
)
)
)
)

(See Decision 87~08-051 for appearances.)

, Attormey at Law, and
James B. Gorden, Jr., for Communications
. Workexs of America; 1S,
for Consumers Coalition; Mare Titel,
, for City of Lakewood: Whitakex
ie, Attorney at Law (D.C.), for
Department of Defense and Federal
ecutive Agencies; and
i , Assistant City Attorney,
ity of Los Angeles; interested parties.
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INTERIM _QRINION
1. ic of . s

This order sets a rate of return for General Telephone
Company of Califormia (General) during test year 1988 and adopts
those revenue reductions for operational cost reductions that have
been agreed to by General and the Commission’s Public Staff
Division (PSD). This oxrder does not address the disputedex(/,//’”
reductions still at issue in the case; hewever, it does set” enough
of General’s rates subject to refund to permit full-ye r’isss
inplementation of any such reductions found appropridéz in the
Comnission’s f£inal order in this case.

This is an interim decision. It proyides for a decrease
in customer.billings of $109.0 million on wal basis with an
additional $534.7 million of total revenueg subject to refund with
interest. ‘

The decrease reflects stipuldted results of operation
data and our adopted 1988 test year fate of return of 11.17%. The
amount collected subject to refund/is based on cost differentials
between the estimated results of /operation data presented by
General and PSD as detailed on f£he following tabulations for
General’s total operations and its intrastate operations.

The decision authorizes General to earn a return on
equity of 13.25% which wjj?(provide an intrastate rate of return of
11.17%. Such a return widl provide an after-tax interest coverage
of 2.99 times and a preytax coverage of 4.05 times. These ratios
indicate that General will have the financial capability to operate
successfully, maintain its financial integrity, and attract
capital.

As set fgrth in the section on rate design, the $109
million reductiog/&esults from a reduction of the present billing
surcharges set forth in General’s Schedule Cal. P.U.C. No. A-38
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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 final submission of
this matter.

IX. Procedural Backaxound

General requests authority in this application t
increase and/or restructure certain of its intrastate rafes and
charges. The effect of the proposed changes will be o reduce its
test year revenue requirement by approximately $114” million to
provide a rate of return of 11.90% on General’s dntrastate rate
base.

To enlarge the scope of these progeedings to cover
essentially all aspects of General’s publi¥c utility operations,
this Commission issued Order Instituting’ Investigation (X.)
87-02-025 into the rates, tolls, rules{ charges, operations, costs,
separations, practices, contracts,‘, rvices, and facilities and
Pacific Bell and all of the California telephone utilities that
interconnect with General. In addition, we opened X.87=-01-019 into
the rate of return for General’s 1987 attrition year. Decision
(D.) 87-08=051 as corrected by D.87-09-001 dated September 1, 1987
on that matter reduced General’s revenue requirement foxr 1987 by
approximately $50,626,000.

After due notice, 85 days of hearing have been held
before Administrative Law Judges (ALJ) N. R. Johnson, K. Tomita, or:
M. J. Galvin in Los Angéles, San Francisco, or at the public
participation hearing#'throughout General’s service territory.
Additional days of héﬁring are to be scheduled in the near future.

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 interim decision for a rate
reduction.
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The other phases of the matter will be briefed after the
conclusion of the hearings and the final decision will issue
subsecquent thereto.

General presented 15 witnesses dQuring its initial
presentation and have a total of 32 rebuttal witnesses. PSD made
its presentation through 35 witnesses, sponsoring 22 exhibits. In
addition, testimony and exhibits were presented by Consumers )
Coalition of California on quality of service and rate design, bx,zﬂ”
the Department of Defense 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), AFI Alarm Syste "kAPI),
Western Burglar & Fire Alarm Assocliation (Westerm), FEA, and Toward
Utility Rate Normalization (TURN) on rate desfén

Public participation hearings were h d in Long Beach on
June 15, 1987, in Santa Barbara on June 17, X987, in San Fernando
on June 18, 1987, in Santa Monica on June A9, 1987, in San
Bernardino on June 22, 1987, in Palm Sprdngs on June 23, 1987, in
West Covina on June 24, 1987, and in Lés Gatos on June 25, 1987.
Statements and/or testimony were pregented by 72 witnesses at these
hearings. These statements covered a wide range of subject matters
with the most frequent subject ters listed in order of
descending frequency:

1. The 95¢ per month for ~insurance” for

inside wiring.
2. The ”temporaxy” surcharge on monthly bills.
The physi size of the bill.
Zone Usage Measureément boundaries.
The quayé;y of service.’

Rate imcrease for residential customers in
face Of over-all decrease in revenuves.

Dirgctory assistance charges.

The monthly access charge.
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The suxcharge for handicapped equipment.

Pay phone availability and operational
condition. ‘ :

1l. The number and cost of phone books.
12. The monthly charge for unlisted numbers.

13. 7The charge for the installation of
equipment.

l4. The l3=-second time limit for dialing.

The individual sexrvice complaints were investigated and a
summary of each investigation was included in an exhibi
entered into evidence during the hearings.

General is the largest independepf (non~Bell) operating
telephone company in the United States 2Ad a member of the General
Telephone and Electronics Corporation /GITE) system. GTE, General’s
parent company, holds all of the compfion but none of the preferred
stock of General. GTE which was ifcorporated under the laws of the
State of New York on February 25/ 1935 is the parent company of
more than 60 communications, pybdducts, research, and service
subsidiaries with operations #n 40 states and 19 countries abroad.
The GTE system had combined fevenues and sales of over $15.7
billion in 1985, consolidaied net income from operations of a
negative $161.0 million, Ancluding a nonrecurring after-tax charge
of $1.3 billion (excludihg this charge, the 1985 net income
amounted to $1,131 milwéan), 180,000 employees, and more than
475,000 shareowners.

General had/fan average of 25,903 equivalent employees in
1985. Wage paymentg applicable to operations in 1985 amounted to
$766,152,085 of which $167,880,944 or 21.9% was charged to
construction.
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General operates witnin approximately 10,600 square plles
serving approximately 330 communities and locations in portfons of
20 Califormia counties: Fresne, Imperial, Kern, Los Angeldes,
Marin, Orange, Riverside, Sacramento, San Bernardino, $4n Diego,
San Joaquin, San Luis Obispo, Santa Barbara, Santa Cléara, Santa
Cruz, Solano, Sonoma, Tulare, Ventura, and Yeole. AL the close of
1985, General operated 182 central offices in 86 gxchanges.
Customer lines totaled 2,689,746, of which 2,016,681 or 75% were
residential and 673,065 or 25% were business.

IV- ate ol Retury

Introduction

The rate of return phase of Application 87-01-002 was
assigned to ALJ Tomita and all other/issues to ALJT Johnson. Five
days of hearings were held on rate Af return issues between August
20 and 26, 1987. General, City, FEA, and PSD were the active
participants in this phase of thf4 proceeding. _

At the conclusion of the hearings, the rate of return
phase was taken undexr submissyon subject to the filing of
concurrent briefs on Septembfr 30, 1987. Briefs were filed by
General, City, and PSD.

General’s Rosition
1. Qapatal Structu and_cCost of Deb

General and PSP are recommending capital structures for
the 1988 test year that are substantially the same. A summary of
rates of return recophended by General, City, and PSD for test year
1988 follows. ‘
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Avg. 1988
General Telephone Company of California

Long=term debt 41.20% 5.01
Short—-term debt 2.47 8.00
Preferred stock 2.77 6.42

Common equity ' 53,56 14.50
Totals 100.00%

Public Staff Division
Long-ternm debt 41.50% 8.98 3.73%

Short~term debt 2.50 6.50 0.16
Preferred stock 2.50 6.41 0.16

Coxmon stock 53,50 "12-12.50 $.42 =~ 6.69
Totals 100.00% " 20.47 -~ 10.74%

-City of Los Angeles .

-

Long-term debt : 8.986 3.747%
Short-term debt 7.000 0.175

Preferred stock - 6.4 0.180
Common stock - 12,500 6,625

Totals 100.00% 10.727%

The above tabulation shows fhat there is little
difference in the capital raties capital costs considered
reasonable by Genexal, City, and ¥PSD except for the cost of short-
term debt and return on common gquity. General as well as the
other parties requested that tlie Commission c¢onsider the actual
cost of General’s long-term debt offering in 1987, if available at
decision time, plus the gengral trend of bond and short-term debt
rates in existence at that/time in determining the reascnable long-
term debt and short-term debt rate to adopt for test year 1988.

The only difference in long-term debt cost resulted from the fact
that General estimated A 103 interest rate on new debt issues while
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PSD and City both used a 9.5% interest rate. For short-term debt/////
cost General used an 8% cost £or the test year, while PSD used
6.5% interest rate and City a 7% interest rate.
2. Retuwxn on Equity

The principal area of dispute on rate of return/revolves
around 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 basys points less
than the 15.5% ROE adopted in D.84-07-108 for its }H84 test year.
It is, however, higher than the 13.75% ROE adopt by-the
Commission in D.87-08-051 for General’s 1987 at¥rition year in
1.87-01-019. General argues that the dramatig/increase in interest
rates that has occurred since the record was/clesed in 1.87-01-019
supports an increase in General’s ROE from Lhe 13.75% authorized
for 1987 to the 14.5% recquested for test year 1988.

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

ommission should approve an ROE of least 14%, and that an ROE

of up to 14.5% would also be reasonable. Mr. Brennan gave
consideration to the Discounted Cagh Flow (DCF) model and the risk
premium model as tools in arriving 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 dogmatically but with the exercise of
judgment to give consideratitn to the financial differences between
General and the proxy grouy of companies used in the analysis.

Since General’s/common stock is not publicly traded,
being a wholly owned subgidiary of GTE, it is not possible to
obtain specific market Anformation regarding General to determine
the return to which ipvestors in General’s common stock are
entitled. It was theérefore necessary for Mr. Brennan as well as
the other rate of réturn witnesses to use a proxy group of
companies in unde ing their respective analyses.

«,




A.87=-01-002, I.87-02-025 ALJ/NRJ/ek

. Mr. Brennan selected 18 companies for use in his DCF /
analysis. The list includes three Independent Telephone Compahies
(Independents), seven Regional Holding Companies (RHC) (forperly
ATST subsidiaries), and eight gas distribution companies #GDC).
Mr. Brennan included the GDCs in his study because of limited
nunber of telecommunications companies that are comparédble to
General and which have stock that is publicly traded/ and also
because the gas distridbution industry is undergeing a
transformation from a monopol& to a competitive ¢fivironment, not
unlike the telephone industry. '

Brennan testified that in oxder to ¢gffset its increased
business risk, General, like other telecommyhications companies in
his study increased the amount of common eguity in its capital
structure. While the percentage of equit¥ in General’s capital
structure for 1988 is still significantXy below the levels achieved
by the RHCs and the three Independents’ in 1986, General has closed
the gap.

Brennan stated that the greater investment risk
associated with a telecommunicatigns company or a GDC is reflected
in the bond rating criteria publdshed by Standard & Poors (S&P).
According to the witness the tyd most important rating criteria
used by S&P are the debt ratig 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 for electrics is substantially lower at
3.5 to 5.0 times. These oriteria differences indicate the
telephone industry is c¢nsidered to ke substantially more risky
than electric utilities/by the investment community.

Brennan testified with respect to the DCF model that it
is a technique which Atilizes the market price, reported earnings
per share and dividend payments per share in a caleulation to
determine the implifit return required by the investor, which is
reflected in the ket price of the'stock} Brennan considers the
DCF model as a ugeful tool to help the analyst come to an informed
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judgment. He further stated that for the past several yeary the
DCF model seriously understates investor expected returns fecause
factors other than earnings and dividend growth have infiuenced
stock prices and are not considered in a DCF model. ctors that
have impacted stock prices include mergers and acquiditions, the
tremendous influx of foreign capital into the Unitgd States
security market, and the change in investor expegfations regarding
increases in the price/earnings multiples of stocks which are not
covered in the DCF analysis and thereby undergtate the investor-
expected returns.

After completing his DCF study fér each of his barometer
companies, Mr. Brennan developed a DCF-defived ROE for each of the
three utility categories within his bargmeter group. For the three
Independents, the DCF 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 DCF shalysis Mr. Brennan made a risk
premium analysis. The xisk pr
fundamental principle of finange that equity investors expect a
higber return on their investients than purchases of long-term
debt. Brennan determined his equity risk premium by comparing
equity returns over the yidlds of long~term utility bonds. He
selected long-term bond vields because the DCF methodology alse
determines the expected feturn based on the assumption of an
infinite holding period. This would make a comparison of ecuity
yields under the risk fremium analysis more appropriate to compare
with a DCF-derived RQE. Brennan testified that a risk premium
analysis based on a/comparison of equity yvields with the yields on
intermediate or shgrt=term debt would result in an inappropriate
comparison with a/DCF-derived ROE.

Brennan concluded that based on his review of the
historical daty/ that the appropriate risk premium for determining
General’s investor-required ROE is 4.7% when AAA and AA honds
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yields are in the 5.0 to 9.5% range. He further testified t the
risk premium spreads moves inVersely with interest rates apd that
when interest rates for AA bonds yielded 12.6%, the equi

premium is 4.0%.

The investor-expected ROEs for the three
utilities in Mrx. Brennan’s barometer group, giving/equal weight to
the results of his DCF and risk premium analyseszy) are 13.1% for the
the three Independents, 13.2% for the seven s, and 13.6% for the
eight GDCs. Brennan then took the additio step to review the
investment risk differences between Genera) and the barometer
group. He noted that General is rated ay a weak AA by both Moody’s
and S&P while the seven RHCs and three Andependents are on the
average rated strong AA, and that ovey the five-year period ending
in 1985, one investment grade diffepential equates to a debt cost
difference of approximately 60 basfs points. EHe further testified -
that each percentage point diffeyence in the equity component of a
utility’s capital structure equlAtes to a 10 basis point difference
in the cost of debt. He furtier noted that General’s average
equity ratio of 53.5% was suybstantially below the average of the
seven RHCs or the three Ingependents.

-In recognition #f these differences, Mr. Brennan
increased the ROE derived from the average of his DCF and risk
premium analyses by 70 /basis points to arrive at his minimum
investor-required ROE/of 14%. Brennan further testified that the
cost rate could evern/be 14.5% if less than equal weight is given to
his DCF analysis for reasons stated above. General argues that Mr.
Brennan’s recommended ROE is consistent with recent decisions by
other requlatory/commissions. General believes Mr. Brennan’s
recommended cosk of equity of at least 24% is vexy conservative and
that a 14.5% return is more representative of today’s market
conditions.

eral’s Treasurer, Charles O’Rourke, testified on the
projected dapital structure for test year 1988, 1989, and 1990 and
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the projected cost of long-term debt and preferred stock for 1988,
1989, and 1990. He also estimated the cost of shortsterm debt for
1988. He also testified that the overall rate of Yeturn on rate
base of 11.86% requested for test year 1988 using a 14.5% cost of
common equity assumes that General will be affgrded the opportunity
to seek relief for financial attrition in 19%9 and 1990.
bSD’s._ Positi

PSD is recommending a cost of cgmmon eguity capital in
the range of 12.00% to 12.50%. Using P$D’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 common ity recommended by PSD. Such
rate of return produces an after times interest coverage of
2.85 times for 1988, excluding ghort~term debt. PSD believes a

ended range will enable General to

and ratepayers.

PSD witness C.J./ Blunt was responsible for the Report on
the Cost of Capital and Rate of Return. Witness Blunt presented
his estimate of recommepded capital structures for the three-year
test period 1988-1990./ The witness stated that although PSD has
made capital structurye and capital cost recommendations for 1989
and 1990, he recommends that these should be updated with Attrition
Rate Adjustment ( ) mechanism reviews in 1989 and 1990. These
ARA reviews were mandated by D.85-12-076, and were further refined
by ‘'D.86-12-099 Fccording teo the witness.

PSD’g witness testified that he was gquided by the
standards set/forth by the U. $S. Supreme Court decisions in the
Bluefield anz Hope cases in determining a fair and reasonable
return on cémmon equity. The two standards which emerged from the
two cases/are: (1) a standard of capital attraction and (2) a
standard/of comparable earnings. The capital attraction standard
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focuses on investors’ return requirements and is applied using
market value methods inm the DCF, capital asset pricing model
(CAPM), and risk premium analyses. The comparable earning
standard uses the return earned on the equity investment Dy
companies of comparable risks as a measure in setting

return.

PSD’s witness selected 22. telecommunications and gas
distribution companies which he considered encounfered similar
business risks to General and used this group a surrogate for a
comnmon stock equity investment in General. Opf the basis of
financial risk, the witness. selected telecopfmunications and gas
distrxibution companies with similar bond rAtings and conparable
betas. The four independent telecommunigations companies and the
seven RHCs were selected because they are engaged in similar
business pursuits as Gemeral and are yegqulated or have subsidiaries
that are regulated. The gas distribdtion companies were selected
because they are experiencing simillAr business risks (due to
deregulation) as the telecommunicitions industry.

The witness compared Géneral’s recorded earnings on
common equity with that of his/22 comparison companies for the
period 1982 through 1986 and goncluded that General’s earnings have
exceeded the group in every fear, except 1984, with a five-year
average of 15.77%. Ee exr noted that General’s return on total
capital and dividend payoyt ratio was higher than his comparison
group. Furthermore, al has increased its common equity ratio
substantially more his comparison group. PSD’s witness stated
that the above facts onstrate a highly improved financial
picture for General ch is supported by the upgrading of
General’s bond ratijigs by both Moody’s and S&P to Aa3 and AA-
respectively in Defember 1986. In addition, the fact that
General’s major construction programs are nearing completion
‘thereby reducing/ the meed for future external financing there were
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other factors given which reduces General’s financial ri and
justifies reducing the authorized return on common equjfy.
PSD’s DCF analysis indicated a 11.98% to 12017% cost of

common equity for the test period depending on whepher an April
1987 or a three-month average dividend yield rat¢/is used. In
addition PSD’s witness performed a risk premiunp/analysis and a CARM
analysis to assist him in developing his recoxmended cost of common
equity. The risk premium analysis produced/a required return on
common equity for the test period of 12.43% to 12.76% depending on
the type of security used. The CAPM anaYysis indicated that the .
investors expected return on common equyity for the comparison group
ranges from 11.97% to 12.31% depending on whether the DRI or Blue
Chip Financial’s forecast for threesmonth Treasury Bills are used.
PSD’s recommended ROE range of 12.00% to 12.50% is based primarily
upon the DCF analysis. PSD recopinends that the Commission adopt
its recommended capital structuyfe for 1988, 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%, and a cost of common equity in the range
of 12.0% to 12.5%. The reshlting overall rate of return for

General would be in the ringe of 10.47% and 10.74% for test year
1988.

City of YLos Angeles’ (Qitvy) Position

City contends that General’s requested return on common
equity 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 moxey since General’s last general rate case in
1984. D.84-07-1¢8 adopted a 12.74% rate of return with an
allowance for cpmmon equity of 15.50% as reasonable. The City
states that theé Commission recognized this striking decrease in the
cost of money in' D.87-08-051 by adopting a lower rate of return of

11.36% with/a 13.75% return on common equity capital as reasonable
for General for attrition year 1987.
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City’s rate of return witness, M. XKroman, testified that
he found the use of the DCF, risk premium, and other fox
methodologies for determining the investor required refurn on
equity unsatisfactory. He stated that the outcome adhieved by
using these methodologies is largely dependent on ¥he assumptions
of the person who uses these tools in arriving ap bhis results. He
further testified that it is impossible to estirate an investor’s
expectations or requirements.

Witness Kroman used a differential/cost of money analysis
in arriving at his recommended return on coftmon equity and return
on rate base. Under this methodology, the¢ witness used as a
benchmark the last authorized return on gommon equity found
reasonable by the Commission in 1984 in/D.84=-07-108 and determined
that based on his study (Exhibit 198, Mables 14 through 19) a 300
basis point decline in the cost of mghey was fairly representative.
He recommends that a fair rate of réturn on common equity would be
15.50% less 3.00% or 12.50%. He her noted that the 12.50%
return was conservative since Geyeral’s common equity ratio has
increased by nearly 10 percentage points since D. 84-07~108. He
further testified that a compafable earnings analysis, including
electric utilities, strongly Auggests that a return on common
equity in the mid 12% area wyould be appropriate for General.

Mr. Kroman used @General‘’s estimated capital structure,

in arriving at his recommended rate of return of 10.727%. He
concludes that this yate of return will produce a pre-tax interest
coverage of 3.63 tipes, which should provide the basis for a solid
investment grade bénd rating.

The withess further testified that General’s arqument
that it should ke granted earnings sufficiently high to move it
toward a doubl¢ A bond rating 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 circumstances, have demonstrated no dis

in raising new capital at market rates. In Exhibit 198, Table 2,
the witness set forth hypothetical examples to show the ¢ost of
increasing a utility’s bond ratings from A to AA.

FPedernl Execative Agencies (FEA) '

FEA did not make a specific rate of ret recommendation
in this proceeding. FEA’s witness, Dx. Charles A/ McCormick,
testified that Generxal’s rate of return witnessed failed to give
recognition to the decline in capital costs duXing 1986 and the
first quarter of 1987 or make any adjustmenty to its equity costs
to reflect these trends. He stated that inlreasing General’s
equity ratio to increase its bond ratings/must be placed in proper -
perspective and given the current econowic conditions and nothing
to reflect a return to the disastrous gconomic conditions of the
early 1980’s, an increase in the equify ratio is not justified. He
further testified that General’s wiyhess, Mr. Brennan, has failed
to justify the 0.6 te 0.7% adjustmént he made to the estimated cost
of common equity of 13.1%-13.2% for the comparable group of
telephone companies to generate/his 14.0% cost of common equity for

Based on D.86-01-026 (See Finding of
3) and our present policy of
nsidering revision of 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.”

The above ordering parégraph indicates that/we have
adopted a policy of considering revision of the ROE/and capital
structure for the two major local exchange telephgne utilities

every three years. The evidence in this record/indicates that
there is very little difference in the estimapé of capital

‘structure among the parties for test year 1968 and attrition years

1989 and 1990. However, events occurring An the financial markets
in October indicates that we should recopsider our plan and have
General’s capital structure, interest ¢gbsts, ROE, and financing
plans reviewed in the attrition years! We will require a review of
these items in the ARA reviews for X989 and 1990.

Assuming that we proceeq with our full review of ouxr
regqulatory process (following Lrém our September 24 and 25, 1987 en
banc hearings and Commissioner/Wilk’s October 28, 1987
Commissioner’s Report proposifnig an OII) we will reconsider whether
or how to use an attrition j)echanism for local exchange telephone
utilities. This order sh¢lild not be constxued as prejudging the
results of such an invesgfigation. The entire attrition process,
including those parameyers laid out for General in this decision,
may be altered fundamentally by the upcoming OII.

Since we W¥ill be updating the -capital structure in each
of the attrition years, we will only adopt a capital structure for
the test year in/this order. As stated previocusly, there is little
difference in the estimated capital structures between the parties.
For the purpoges of this proceeding we will adopt as reasonable the
PSD recommepded capital structure for test yvear 1988, as follows:
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9. Finding of Fact No. 5 is modified to read:

”5. Based on D.§6-01-026 (See Finding of
Fact 3) and ocur 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 disc¢ussion
on page & of this opinion.”

The akove ordering paragraph indicates that we have
adopted a policy of considering revision ?;/%he ROE and capital
structure for the two major local exchange telephone utilities
every three years. The evidence in thig record indicates that
there is very little difference in the estimate of capital
structure among the parties for test/year 1988 and attrition years
1989 and 1990. However, events oc¢ccurring in the financial .markets
in October indicates that we should reconsider our plan'aﬁd have
General’s capital structure, inrerest 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.

Assuming that we '%oceed‘with our full review of our
requlatory process (following from our September 24 and 25, 1987 en
banc hearings and Commissioner Wilk’s October 28, 1987
Commissioner’s Report, aéd the institution of 1.87-10~033 into rate
flexibility for local é&changg carriers), we will reconsider
whether or how to use/an attrition mechanism 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 2ltered fundamentally by X.87-11-033.

Since we will be updating the capital structure in each
of the attrition years, we will only adopt a capital structure for
the test year in this order. As stated previously, there is little

i
'

S/




A.87-01-002, X.87-02-025 ALI/NRI/ek

conponents 2288
Long-Term Debt 41.50%
Short-Term Debt 2.50
Preferred Stock 2.50
Commen Stock Equity 53.50
Total 100.00%
2. Debt Costs and Preferred Stock Costs
Although there was little difference in - estimated
cost of long-term debt between General and PSD,

decision in this matter. Our review of

and short-term interest rates have clipbed since the time the
parties prepared their respective e s; also, we again note
the uncertainty created by the receué 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 1989 forecasted long-term debt issues
and a 9.01% cost of long-t debt for 1988. We will adopt as
reasonable a 7% cost rate £or short-term debt for test year 1988.
In the ARA £ tal attrition review, we will require
- General to use the embed cost of debt plus the interest rate on
long-term AA utility bords forecasted by DRI in September for any
long-term bonds to beAssued in the attrition year and the Blue
Chip Financial Forecists consensus one-month commercial paper
projection as of cber 1 for the attrition year short-term debt
cost. While we have considered but not directly adopted the most
recent forecasts/in arriving at ocur estimated cost of long- and
short-term debt/ the use of these popularly used forecasts will
eliminate any gontroversy om the interest rates to be used for the
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General does not propose any new preferred stock issues
in the test or attrition yvears. 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 gutstanding
results in the declining preferred stock cost rate.

3. gost of Common Stock Equity

The recommended ROEs range from 12%, e bottom of PSD’s
range to 14.50% requested by General. City’s/A2.50% ROE is also
the top of PSD’s recommended range of ROE. oth PSD and General
rely on the DCF and risk premium methodologies to support their
respective recommended returns on equity/ However, PSD places
greater emphasis on DCF than General since PSD uses the risk
prenium analysis and also the CAPM aplalysis as a test of the
reasonableness of the DCF analysis,/ General’s witness, on the
other hand, averages the results 4f the DCF and risk premium
analyses as his starting point
differences between General d his proxy group of companies. The
following is a summary of results of the various models:
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'11 1—13 % Ind. Telcos

1340% avg GDCs
Risk Premium .7% Ind. Telcos

4.2% RHCs

14.2% GDCs

- 10.29=-13.80%
12.08% avg
12.43-12.76%
12.54% avg
1r.97=12.31%
'12.14% avg

Diffexrgntial
Cost pf Money
i 12.50%

The use of differen¥ assumptions made as to investor’s
currently expected dividend yield rates and investor’s expected
growth rates in the respective DCF analyses provided different
investor expected cost of/common equity rates for the test period.
Because the results can Aarxy depending on these subjective inputs,
we have stated in the gast that we bhave always relied more on
judgment than on any Singular formula approach to establish the
reasonable return oy common equity. The exercise of such judgment
involves forecasts/of overall economic conditions, range of returns
earned by comparable companies, and an assessment of the relative
risk inberent with the particular utility undexr consideration.

In the case of General where it is hot possible to
calculate a gompany-specific market related cost rate for General’s
common equity it is even more critical to exercise judgment rather
than rely 4n any formula approach. While the money market dexived
cost of gquity based on a proxy or group of companies may be useful
as a guide it cannot be directly used in determining a reasonable
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cost of equity for ratemaking purposes. Judgment must be exercised

speciftic company from the proxy or group of companies’

the study. Moreover, judgment must be exercised in

results of a formula because the formulas may fail A£o take into
consideration various factors that may influence Ahe investor
required return on common equity.

As recognized in D.87-08~051 in I.§
investigation on the appropriate rate of re for attrition year
1987, there has been a substantial reductjn in interest rates
since the last general rate case. HowevAr, there has been a
reversal of this trend in declining in¥erest rates in the past few
months. We note that the parties re
interest rates could change and recgmmended that the Commission
should take into consideration the¢/actual debt costs incurred by
General in 1987, and the trends ¥n capital costs at the time it
issues its decision. In arrivifig at our adopted ROE we will take
into consideration the change /in money market rates from the time
the parties prepared their réspective rate of return studies.

We kelieve that
will be in the 4% range agd that interest rates while higher than
the levels experienced 1986 and early 1987 will tend to
fluctuate around the ent levels.

After consideration of all the evidence in this
proceeding and the arguments advanced by the various parties, we
adopt as reasonabls/; return on common e¢quity of 13.25% for test
year 1988. This ig below the return on equity'we found reasonable
for General for téit year 1987 in D.87-08=051 in Auqust 1987. We
note that this figure is higher than the average results from the
various DCF m/,els although within the high range of the companies
studied. We Also note that the result of the PSD’s risk premium
analysis as well as the average result of PSD’s CAPM analysis are
below the dé:pted fiqure. On the other hand, General’s risk
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premium analysis shows a higher cost rate. The variatiows in the
results obtained from these models clearly indicate that these
models should be used as a quide and that we must relf on Jjudgment
rather than any particular methodology in determining the cost of
common equity. In the case of General it becomes/even more
critical, since a company-specific market relatgd cost rate can not
be calculated and a proxy group of companies
determine the market required cost of commorn/ equity for General.
Although it was originally our plan to review capital
structure and ROE for the major local ex ge telephone companies
once every three years, we now believe £hat an annual review is
necessary under the current turbulent/financial market conditions.
We believe a 13.25% ROE is reasonable for test vear 1988. The
13.25% return on common equity appXied to our previously adopted

capital structure and costs tr ates to a rate of return 11.17%
developed as follows: '

Cost Weighted
iken Factox —Sost

Long-term debt ' 9.01% 3.74%
Short-term debt 7.00 .18
Preferred stpck 6.41 .16

Common equity , 13.25 2.09
Total : 11.17%
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V. Results of Operation

Comprehensive results of operations testimony and
exhibits were presented by General and PSD. Substantial
differences exist in all categories, i.e. revenues, expensef, and
rate base. On October 20, 1987, General presented Exhibif 231
setting forth its updated estimates reflecting the impadt of the
1987 attrition decision, D.87-08-051 dated August 26,/1987, inside
wire on a business-as-usual basis, revisions made t¢ date, and
federal income tax calculated assuming a 34% tax
definition of FIT income adjustments. Also incllded were Uniform
Systen of Accounts (USOA) changes reflecting the capital to expense
shift in Part 32 on the basis of its understanding that a rate
recovery mechanism would not be included iry the USOA proceeding
I1.87-02-023. At this juncture, the contejits of a decision on this °
natter is pure speculation. Consequently we will eliminate the
effects of this adjustment in General’g showing. The following
tebulations set forth General’s late showing without the USOA
adjustment, together with PSD’s resylts of operations as presented
by its witness’ exhibits and testimony on both total company and
intrastate bases. For the purposzz of this interim decision, we
will use General’s showing for jfhe computation of the revenue
reduction to yield a 11.17% rate of return. The difference between
the revenue reduction derived from General’s figures of
.$109.0 million and the revenue reduction derived from PSD’s showing
of $643.7 million ox $534.7 million will be subject to refund plus
interest, pending our final resolution of the differences.
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is comparable to returns earned by other investments of copbarable
V. Results of Operation

Comprehensive results of operations testi
exhibits were presented by General and DRA. SubstéAntial
differences exist in all categories, i.e. revenugs, expenses, and
rate base. On October 20, 1987, Generxal presenfed Exhibit 231
setting forth its updated estimates reflecting the impact of the
1987 attrition decision, D.87=08-051 dated gust 26, 1987, inside
wire on a business—as-usual basis, revisioys made to date, and
federal income tax calculated assuming a /A4% tax rate and new
definition of FIT income adjustments. S0 included were Uniform
System of Accounts (USOA) changes reflécting the capital to expense
shift in Part 32 on the basis of its '
recovery mechanism would not be incYuded in the USOA proceeding
1.87-02=-023. At this juncture, contents of a decision on this
matter is pure speculation. Conséquently we will eliminate the
effects of this adjustment in General’s showing. The following
tabulations set forth General’g latest showing without the USOA
adjustment, together 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 at/issue or $534.5 million will not be made
subject to refund pending our final resolution of the differences
which we expect to cpmplete in the first half of 1988. This will
further reduce the ¥isk that General will face in 1988, a reductxon
which is reflected/in our adopted return on equ;ty.
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GENERAL TELEPHONE COMPANY OF CALIFORNIA
Total Inirastake Summary of Earnings at Present Rates
Test Year 1988
(Thousand of Dollars)
General

Ikem —RSD* __

Local Revenues $ 776,370 $ 772,308 $ (4,062) (0.52)
Toll Service 874,331 814,847 (6.80)
Access Revenues 272,146 233,482 " (14.52)
Miscellaneous Rev. 282,311 244,855 : : (13.27)
Surcharge 202,202 186,274 ( (7.88)
1987 Attrition (54,450) (52,978) © (2.70)
Less Uncollectibles 18,950 23,168 ;

Total 2,334,960 2,175,620 (6.82)

Maintenance 310,667 382,898 72,231 23.25
Traffic 55,902 10,648 19.05
Commercial 204,032 8 24,055 11.79
Gen. Off. Sal. & Exp. 150,776 15,718 10.42

~Other Oper. EXp. — 134,546 __29.790  z2.14
Subtotal 855,923 ‘ 152,442 17.81

‘ Depreciation 404,347 \ . 36,632 9.06
Taxes Other than Inc. 70,522 : 19,377 27.48

State Income Tax . (24,327) (30.72)
Federal Income Tax 142,930 (1Q3.212) (41.08)

Total : 1,743,124 80,22% 4.82
Net Oper. Income | 432,496  (239,561) (35.65)

Adj. to Net Income
Gain on Sale of Prop. - (5,898) (100.00)
GTE Telecom Adj. , - (1,123) (100.00)
Calif. Corp. Fr. Tax (2,435) (2,435)
Communications Systems 704 704
GTE Directories 4,021 (1,409) (25.95)
GTE Data Service ' - (6,479) (100.00)
GTEL Adjustment - (10,846)
Compensation levels/ ___ 26,097 _ = _(26,097)
Total Adjustment 2,290 (53,583)
Adjusted Net Income 727,930 434,786 (293,144)

(Red Figqure)
*Does not reflect corrections and updates and the effects

of intyAlATA SPF to SLU which will impact PSD revenue
requirement.

. - 24 -

-
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GENERAL TELEPHONE COMPANY OF CALIFORNIA
Total Ipirasiate Summary of Earnings at Present
Test Year 1988
(Thousand of Dollars)

lren —RRA* ____  _Gepneral .
Adj. Net Oper. Income $ 727,930 $ 434,786 293,144) (40.27)% y/

Rate Base
100.1 Telephone Plant 4,902,633 » ’ 516,087 10.53
100.2 Tel. Plant '

Under Construction - - -
100.3 Property Held

for Future Use 62 - -
Materials & Supplies 12,738 6,150 48.28
Working Cash Allowance 14,534 : (10,672) (73.43)
Less: Deprec. Reserve 1,595,425 ' : 35,535

Less: Deferred Taxes 513,322 ) —la 2l .33
Total Rate Base 2,821,220 3,264,738 443,518 15.72
'Adj. to Rate Base | \//

Communication Sys. : (2,686) -0 0.00

Net Adj. Rate Base ' ‘3,262,052 443,518 15.74 v//

Rate of Return
ROR ~ Present Rates 13.33
ROR -~ Authorized 10,90 10.90
Difference -2.43

REVENUE REQUIREMENT (657,170)  (122,6%1)
Difference x Rate Base : . ,
x N/G

(Red Figure)

*Does not reflget corrections and updates and the effects
of intralATA/SPF to SLU which will impact DRA revenue
requirement

‘ ’ : : %-00000
Uncollectible 0.00215
Dxf:erence 0.99785
CCFT € an inc emental rate of 0. 018993 . 0.018952
0.978%90
0.33283.
: Dirzere ce 0.64607

Ne:—tdec oss Multiplier ' ' 1.54781
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GENERAL TELEPHONE COMPANY OF CALIFORNIA
Total Intrastate Summary of Earnings at Present Xates
Test Year 1988
(Thousand of Dollars)

Iten —PSR* __  _Genexral
Adj. Net Oper. Income $ 727,930 $ 434,786/ $(293,144)

Rate Base ‘
100.1 Telephone Plant 4,902,633 5,418, : 516,087
100.2 Tel. Plant .

Undexr Construction - - -
100.3 Property Held ‘

for Future Use 62 62 -
Materials & Supplies 12,738 18,888 6,150
Working Cash Allowance 14,534 3,862 (10,672)
less: Deprec. Reserve 1,555,425 1,630,960 35,535
Less: Deferred Taxes __ 513,322/ _ . 0545.834 __32.512

Total Rate Base < 3,264,738 443,518

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

Net Adj. Rate Base 3,262,052 440,832
Rate of Return
ROR - Present Rates 25.80 13.33

ROR - Authorized .17 11.17
Difference 14.63 2.16

REVENUE REQUIREMENT (643,71.6)  (109,058)
Difference X Rate Ba
(Red Figure)

*Does not reflect corrections and updates and the effects
- of IntxalAYA SPF to SLU which will impact PSD revenue
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. GENERAL TELEPHONE COMPANY OF CALIFORNIA
Total Company Summary of Earnings at Present Rates
Test Year 1988
(Thousand of Dollars)

Iten —PSD*_ __ _General

v . .

Local Revenues $ 776,370 $ 772,308 (4,062) .
Toll Service 874,331 814,847 (59,484) (6.80)
Access Revenues 753,571 713,907 (39,664) (5.26)
Miscellaneous Rev. 306,130 268,67 (37,456) (12.24)
Surcharge 202,202 186,274 (15,928) (7.88)
1987 Attrition (54,450) (52,978) 1,472 (2.70)
Less Uncollectibles —20.150 —_4.218 20,93

Total 2,838,004 2,678,664 (159,340) (5.61)

exating Expenses ,

Maintenance 397,893 491,676 93,783 23.57
Traffic 62,632 74,563 11,931 19.05
Commercial 242,686 275,725 33,039 13.61
Gen. Off. Sal. & Exp. 178,640 197,636 18,996 10.63
Other Oper. EXp. 200,560 35 586 21.57

/
Subtotal 1,04:725- 1,240,160 193,335 18.47
1

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 —296,489 182,473  (QA4.016) (38.4¢)
Total /, 022,974 2,140,769 117,795 5.82
Net Oper. Income 815,030 537,895 . (277,135) (34.00)
(Red Figure)

*Does not refdect correct::.ons and updates and the effects
of intxalATA SPF to SLU which w:Lll impact PSD revenue
requirem -
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. GENERAL TELEPHONE COMPANY OF CALIFORNIA

Total Inkerstate Summary of Earnings at Present Rates
Test Year 1988
(Thousand of Dollars)

General
1ten —BSD* __  _General Rexgent
Net Operating Incone $ 815,030 $ 537,895 $(277135) (34.00)

Adjustments to Net Inc.

Gain on Sale of

Property 6,396 (6,396) 100.00
GTE Telecom Adj. 1,218 (1,218) 100.00
Calif. Corp. Fr. Tax - (2,802)
Communications Systems - 8 g65
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 231,917 (31,917 (100.00)

Total Adj. to Income 62,909 (60,715) (96.51)

Adj. Net Oper. Income 877,939 540,089 (337,850) (38.48)

Rate Base
100.1 Telephone Plant - 6,832,892 633,580 10.22
100.2 Tel. Plant
Under Construction : 48,112 48,112
100.3 Property Held _
for Future Use 79

Materials & Supplies A 25,021 8,147 48.28

Working Cash Allowance ' 4,726 (13,049) (73.41)

Less: Deprec. Reserve ,013,214 2,051,951 38,737 1.92
649,306 _695.,140

Less: Deferred Taxes 45,834 7.06
Total Rate Base 3,571,520 4,163,739 592,219 16.58

" Adj. to Rate Base
Communication Syy. - (3,416) (3,426)

Net Adj. Rate Bage 3,571,520 4,160,323 588,803 16.49
Rate of Return ‘ 24.58 12.98% (11.60) (47.19)
(Red Figure) '

t reflect corrections and updates and the effects
of infralATA SPF to SLU which will impact PSD revenue
requirement. . :




A.37-01~002, I.87-02-025 ALJT/NEJT/ek-

VI. Rate Design

As previously stated, testimony and exhibits on rate -
design were submitted by General, PSD, AT&T, API, Western/ FEA, and
TURN. PSD submitted proposed rate designs reflecting retenue
reductions of $11S, $250, $500, and $750 million and Ggneral
submitted proposed rate designs reflecting revenue r¢ductions of
$115, $250, and $500 million. The final rates will/be forthcoming
in our final decision after this matter has been briefed and
subnitted and the final revenue requirement dezﬁfained. For this
interim decision, our adepted revenue reductioy of $109.0 million
will be derived from a reduction in the billifig surcharges set
forth in Genmeral’s Schedule Cal. P.U.C. No./A-38. D.87-08-051 as
corrected by D.8§7-09-00) indicated that effective January 1, 1988,
the surcharge should be 5.47% for access/serxrvices and 8.74% for
other than access sexvices. A reduction of 6.03% to the above
surcharges, or a negative 0.56% for agcess services and a positive
2.71% for other than access services”will yvield approximately the
$109.0 million reduction adopted E?r this interim decision.

In D.85~-06=113, dated ;nne 1z, 1985, we ordered that
Ordering Paragraph 3 of D.85-03-056 is modified to read in full as
follows:

#3. Any reduction ¥n AT&T~C’s expense stemming
from reductions iy local exchange utilities’
access charges shall be concurrently passed on
to AT&T-C’s cuiﬂbmers through a corresponding
incremental reduction in the billing surcharge.
The tariff f£ilings by AT&T-C to comply with
this order shall be filed so that they are
effective within 14 days after local exchange
utilities fave made the advice letter filings
required Ao reduce their local access charges.”

In accerdance with D.87-07-017, we have recently
- received an appXication for rate flexibility from AT&T-C. We are

also aware of /several pending rate matters that will affect AT&T-
C’s access chaxge expenses. For now, we will order AT&T-C to
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accumulate the access charge reduction 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 eptire
amount of this savings is to be consolidated with other ch

access charge expenses for full pass-through to AT&T=C’s

l. Unlike the major energy utilities, the/Commission in
D 87-04-078 stated that it will review capital/structure and ROE
for the major local exchange telephone utilities once every three
years. However, the existing turmoil in financial markets now
justifies a further review of capital stryctures, interest rates
and ROE in the attrition years.

2. There was no substantial difference in the capital
structures estimated by PSD and Generxal for test year 1988. We
will adopt as reasonable PSD’s estimate for 1988 as follows:

4288
41.50%
2.50
2.50

23:20
100.00%

for any longrterm bonds to be issued in the attrition yéar and the
reasonable AShort-term debt ¢ost is the Blue Chip Financial
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. The final rates will be forthcoming in our final decision after this
matter has been briefed and submitted and the final revenue
requirement determined. For this interim decision, our adopted
revenue reduction of $122.7 million will be derived from
in the billing surcharges set forth in General’s Scheduly¢ Cal. P.U.C.
No. A=38 of 6.03%. D.87-08-051 as corrected by D.87-09<001 indicated
that effective January 1, 1988, the surcharge should ¥Xe 5.47% for
access services and 8.74% for other than access seryices. Deducting /
the above 6.78% from the 5.47% surcharge for acces{ services and the ¥ ,
previocusly discussed =0.28% SPF to SLU reduction fresults in a p
surcharge for access services of =1.59%. Deducfing the 6.78% from the .~
surcharge fox other than access services and ddding the 3.59% SPF to
SLU increment results in a surcharge for othér than access services of
5.55%, which we will adopt for this proceeding.

In D.85=06=113, dated June 12, /1985, we ordered that

Ordering Paragraph 3 of D.85-03=056 is godified to read in full as
follows:

/

v

#3. Any reduction in AT&T-LC’s expense stemming
from reductions in local gxchange utilities’
access charges shall be Loncurrently passed on
to AT&T-C’S customers ough a corresponding
incremental reduction the billing surcharge.
The tariff filings by/ AT&T-C to comply with
this order shall be A£iled so that they are
effective within 14/ days after local exchange
utilities have madé the advice letter filings
regquired to reduoé their local access charges.”

In accordance with D.87-07-017, we have recently received
an application for rate/flexibility from AT&T-C. We are also aware
of several pending raté matters that will affect ATLT-C’s access
charge expenses. TFoy now, we will order AT&T-C to accumulate the
access charge reduction ordered here in a memorandum account, with
interest, commencihg on January 1, 1988. We will issue a further \//
order describing/how the entire amount of this savings is to be

consolidated wj other changes in access charge expenses for full
pass=through Xo AT&T-C’s customers.
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Forecasts consensus one month commercial paper projection as of
October 1 for the attrition year.

S. The reasonable preferred stock cost for test year 1988
is 6.41%.

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

7. Adopting the above capital ratio and cost fxctors will
provide a return on rate base of 11.17% for test yeay 1988. Such
rate of return will provide a pre-tax coverage of 4.05 times and an
after tax coverage of 2.99 times excluding short-ferm debt.

8. A revenue recquirement reduction of $109.0 million is
appropriate for test year 1988 on an interim Yasis.

9. It is reasonable to require Generxl to collect $534.7
million subject to refund with interest pofding our final decision -
in this matter.

10. To effect the above revenue yeduction, the surcharge
applicable to access sexrvices should Pe a negative 0.56% for access
services and a positive 2.71% for ofher than access services.

1l. D.85-06-113 dated June , 1985 directs AT&T-C to flow
through any reduction in its acc€ss expense stemming from

reductions in local exchange upilities’ access charges to its
custonmers.

conglusions of Taw
1. A reduction in the revenue requirement of $109.0 million
for General for the test/year 1988 is reasonable on an interim

basis.

2. It is reasaéi;le to have General collect $534.7 nillion
subject to refund plus interest pending our final decision in this
matter.

3. Effective January 1, 1988, the surcharges set forth in
General’s Schedﬁle Cal. P.U.C. No. A-38 should be =0.56% £or access
services and -71% for other than access services. ‘
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In its reply comments, General alleges that:

1. The DRA’s 12.50% return on equity is '’

unrealistically low in today’s environmght,
and :

DRA’s proposed revision to the billijfg
surcharge calculation in the decisjon is
not supported omn the record.

We concuxr with General’s comments rflating to
determination of long-term debt interest cogts for the 1989 and
1990 attrition years and have modified our/discussion and Finding
of Fact 4 to use the interest rate on loyg-term AA utility bonds
forecasted by DRI in September modified, if appropriate, by 50
basis peoints for a whole grade differgnce in bond ratings and 25
basis points for a split rating. '

General notes that parﬁ £ the revenue reduction provided

for in this decision is based on Athe use of new depreciation rates

in the test year which have bee stipﬁlated to by both General and
DRA, and that before General ¢an begin booking the new depreciation
rates, they must be approved/by this Commission. General proposes
the following finding of f and conclusion of law to support an
ordering paragraph authoryzing General to begin booking the new

rates effective January AL, 1988. General’s position is well taken
and will be adopted.

#Finding of ¥Fact No. 12

~The depre¢iation rates proposed by the PSD .
(DRA], t¢/ whi€h General has stipulated, are
reasonable and should be authorized effective

January/:)/i988." '
#Concliisicn of Law € |
7GeneraY may begin booking the new depreciation

rates/approved in this decision effective
Jahuary 1, 1988.”7

eperal notes that on pages 7 and 8 of its comments DRA
proposes illing base of $1,639.403 M rather than the billing
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base discussed in the proposed decision. According to/General,
there is no support in the record for the $1,639.403/4 proposed by
DRA whereas the billing base reflected in the propgsed decision is
the most current billing base in the record. Copfsequently General
believes no ¢change should be made to the billipg base. We agree

and will not modify the proposed decision in/Ahis respect.
Comments by DRA

DRA submitted the following compents:

1. The appropriate return on equity to adopt
for test Yyear 1988 is 12/50%.

2. General should use only DRI forecasts for
the ARA financial revyew and not both DRI
and Blue Chip forecagts as set forth in the
proposed orxder.

A customer killing base of $1,639.403 M
should be used iy computing the suxcharge
rather than the ORA’S estinmate of
$1,809,000.

Finding of Fa¢gt should be amended and an
ordering parygraph be added authorizing

DRA’s deprediation rates stipulated to by
General.

7Test YeaY Adjustments” should be modified
to reflegt estimated loss associated with
enployed/ store operation of $600,000 and
refund Af protective connection arrangement
balancg of sz,zoo,ooo.

Recontiliation of figures included in the '
summAry of earnings with figures in the
Staff Report on Affiliated Relationship of
Geferal should be made as follows:

y. Change DRA amounts to reflect
adjustments for GIE
Conmmunications Systems Rate Base
of $3,416,000 and expenses of
$1,370,000.

Change DRA amounts to reflect
its Directory Company expense
adjustment of $9,149,000 lnstead
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of showing erroneous figures set
forth in the summary of
earnings.

An adjustment for the Thousand Oaks
Relocation of $69.3 million to rate/base
and $21.5 million to expense shou

made.

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

We are not persuaded that it woudd be advantageous to use
only DRI forecasts for the ARA financial /freview instead of both DRI
and Blue Chip forecasts as set forth in/the Propesed Decision.

As discussed under General’s/ comments, we will not modify
the Proposed Decision to reflect a bjlling base of $1,639.403 M
instead of the billing base of $1,8¢9.000 M 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 of fact and
conclusion of law relating to gtipulated depreciation rates. We
will also adopt an implementing ordering paragraph reflecting DRA’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 coxrrections and ypdates and the effects of intralATA SPF to
SLU which will impact DRA’s revenue requirement.

DRA‘S proposdd adjustments to reflect losses associated
with employee’s store /operation, the refund of protective
connection arrangemernt balance, and the Thousand Oaks relocation
adjustment appear t¢ be covered by this disclaimer. We believe we
have more than ampfe latitude in the revenue requirement
differentials set/forth in the proposed decision to obviate the
necessity of the/further adjustments proposed by DRA.

DRA’s/directory company expense adjustment of $9,149,000

is properly reflected in the summary of earnings set forth in the




A.87-01-002, L.87-02-025 ALJ/NRI/eX ¥

Proposed Decision. The $9,149,000 figure is a gross figure which
reduces to a $5,579,000 net income adjustment. The $5,579,000
amount is total company and reduces to $5,430,000 for General’s
intrastate operations. Similar computations apply to the figures
shown for General’s directory company expense adjustments.

We agree with DRA’s position relating to the amoynt of
adjustments-for GITE Communications system. These adjustpents
should be $3,416,000 to rate base for both DRA and Genefal,
$865,000 to expense for both General and DRA on a companywide
basis, and $2,686,000 and $704,000, xespectively, fgr General’s
intrastate operations. Appropriate changes will b€ made to the
summary of earnings tabulation.

We have carefully considered the comglents nmade by the
parties on return on equity and having evaluated them together with
the record before us, conclude that a reducfion in the return on
equity set forth in the proposed decision/is warranted. As set
forth in our discussion on rate of returf, we believe that a return
on equity of 12.75% balances the intergsts of both investors and
ratepayers, is comparable to returns -arned by other investments of

tor the major local exchange telephone utilities once every three
years. However, the exisfing turmoil in the financial markets now
Justifies a further revjew of capital structures, interest rates
and ROE in the attritidn years.

2. There was nd substantial difference in the capital
structures estimated/by DRA and General for test year 1988. We
will adopt as reasghable DRA’s estimate for 1988 as follows:




A
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Sonpenents 4288
Long=Texm Debt 41.50%
Short-Tern Debt 2.50
Preferred Stock 2.50
Common Stock Equity = 53,50
Total : 100.00%

3. The reasonakle costs for long-term debt short-term
debt for test year 1988 are 9.01% and 7.00%, respeltively.

4. TFor attrition years 1989 and 1990 the Yeasonable cost for
long-term debt is the embedded cost of debt plys the interest rate
on long—term AA utility bonds forecasted by DRI in September
nodified, if appropriate, by 50 basis pointy for a whole grade
difference in bond ratings and 25 basis podnts for a split rating
for any long-term bonds to be issued in the attrition year. The
reasonable short-term debt cost is the Blue Chip Financial Forecast
consensus one-month commercial paper projection as of October 1 for
the attrition year.

5. The reasonable pre:érred tock cost for test year 1988 is-
6.41%.

6. A ROE of 12.75% is readonable and should be adopted for
test year 1988. A 12.75% ROE is sufficient to attract capital and
reasonably compensate investoys during 1988.

7. Adopting the above/capital ratioc and cost factors will
provide a return on rate basSe of 10.90% for test year 1988. Such
rate of return will provide a pre=-tax coverage of 3.94 times and an
atfter tax coverage of 2.31 times excluding short-term debt.

8. A revenue reqézrement reduction of $122.7 millien is
appropriate for test year 1988 on an interim basis.

9. To effect fhe revenue reduction of $122.7 million, the
surcharge applicable¢ to access services and services other than
access should be dfcreased by an increment of 6.78%.




A.87-01-002, I.87-02-025 ALJ/NRI/ek *

10. D.85-06-113 dated June 12, 1985 directs AT&T-C to zzéif
through any reduction in its access expense stemming from

reductions in local exchange utilities’ access charges t
custoners.

11. It is reasonable for General to accrue 198
depreciation expense 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 revisdon to the billing
surcharges. In AL 5110, to reflect its 1988 F to SLU shift,

General requested an incremental change in Pilling surcharge of v//
=0.28% for access services and 3.59% for sfrvices other than access
to be effective on January 1, 1988.
Sonclusions of Law
1. A reduction in the revenue yYequirement of $122.7 nmillion V//

for General for the test year 1988 is reasonable on an interim
basis.

v

2. Effective January 1, 1988, the surcharges set forth in

services and 5.55% for other tian access services, reflecting the

$122.7 million revenue requirgment reduction adopted in today’s
decision and General’s AL SI1A0.

3. The rates descrided in Conclusion 3 are reasonable and v

other rates applied after/the effective date of such rates are
unreascnable.

General’s Schedule Cal. P.U.C. - A-38 should be =1.59% for access v

4. Because of time constraints in effecting these rates by
January 1, 1988, thi;/érder should be effective today.

5. Ertective/ anuvary 1,‘1988,.General should be authorized
depreciation rates As shown in Appendix B.




o
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4. The rates described in Conclusion 1 are refsonable and
other rates applied after the effective date of sdﬁ& ';tes are
unreasonable.

5. Because of time comstraints in ef ctmng these rates by
Januvary 1, 1988, this order should be ef ct;ve today.

IT IS ORDERED that: /

1. Five days of the effdctive’/ date of this oxder General
Telephone Company of Calxro ia (Géneral) shall file revised
Scredule Cal. P.U.C. No 38 to, reflect the revisions shown in
Appendix A of this decxs on. e e:fective date of the ordered

revisions shall be Jan 1,1988. Such filing shall comply with
General Order Series $96.

2. AT&T Comm icatxons of California (AT&T-C) is ordered to
collect the access char reductxons it receives as a result of
this dec:szon in¥o a memorandum account with interest at the

rate. These reductions will be passed
-C’s éustomers by 2 fuxther order of the Commission.

, 3t San Franc;sco, California.




ABT-01<002, 1.87-02-025 /vdl
APPENDIX A
Sheat 1 ot 2

‘ SCHEDULE CAL. P,.U.C. ND.-38
BILLING ADJUSTMENT

OPLICABILITY

Applicable to intrastate billing on each customer’s and/or carrier’'sc
Dill for services rengered on and atter the effective date of thece
revicions, as ordered by the Public Utilities Commission. General
=zhall not backbill any customar in the event Lt cannot because of
billing limitations impos=e the revised billing adjustment as ordered
by the Commission. '

Within the exchange areas of all exchanges ac Taid areas are defined
on mapzs tiled as part of the tariff schedules.

RATES

Monthly Percentage

Agyustment Factor (0.56)
(See Special Condition 1) '

Agiustment Factor 2.71
(See Special Condition 2)

SPECIAL CONDITIONS

The monthly percenmtage fTactor appliez to all services provided
under Tariftf Schedule C-1, Facilities for Intracstate AcCecs,

The momthly percentage factor applies to all recurring and
nOAreCUrring rates and chargez for searvice or esguipment provided
Jnder all of the Utility’s Tarift Schedulez except the following:
a. A=1 = Semipublic Mezzage Rate -~ RATES 7.a.
». A=21 = Public Telaphone Service -~ All

¢. A=38a = Surcharge to Fung Public Utilities Commission
Reimbursement

d. 8=1 = Mazsage Toll Telephone Service - Coin-Sent Paid
e. L=2 = Cellular Radio Telephone 3ervice - All

4, C=1 = Facilitie= for Intrastate Accass - All
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APPENDIX A
Shaet 2 0f 2

SCHEDULE CAL. P.U.C. NO. A-38
BILLING ADJUSTMENT

SPECIAL CONDITIONS - Continued

T e g e

.

The billing adjustment amount on each bill shall be dezignated
"Billing Surc¢harge”™.

The monthly parcentage factor appliec $to 8ach customer’s/carrier’s
bill for the total recurring and noenregurring rates and charges
excapt tho=e i1tems excluded under Special Conditions 1 and 2,
apove, exclucsive of faderal and local excise taxes.




