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QR INION
I. Summaxy of Decision

This decision addresses 1989 financial attrition issues
for Pacific Bell and GTE-California Incorporated (GIE-C).

The decision adopts the terms of the Settlement Agreement
and Stipulation presented by all parties in Pacific Bell’s |
financial attrition proceeding (Application (A.) 88-07-019),
authorizing Pacific Bell to earn a return on common equity of
13.00% and a return on total capital of 11.34%. The average cost
of debt is 9.21%. The adopted capital structure is 43.75% debt and
56.25% common equity. Adoption of the Settlement Agreement will
result in a revenue requirement reduction of approximately
$127.1 million, although the final revemue impact will not be known
until the Commission Advisory and Compliance Division (CACD)
completes its review of the utility’s 1989 operational attrition
£iling. '

GTE=C’s 1989 financial attxition applicatxon
(A.88-07-017) was contested. Following evidentiary-hear;ngs, the
decision authorizes GTE~C to earn a return on common equity of
13.00% and a return on total capital of 11.13%. The adopted cost
factors for long-term debt, short-texm debt, and p:eferred stock
are 9.03%, 8.2%, and 6.34%, respectively. The adopted capital
structure is composed of 40.50% long-term debt, 2.00% short-term .
debt, 2.50% preferred stock, and 55. 00%‘common equity. The revenue -
requirement impact of this decision is an increase of approximately
$13.7 million, although the £inal impact hinges on review of
GIE-C’s 1989 operational attrition f£iling.
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IX. Procedural Background

On May 6, 1988, the Division of Ratepayer Advocates (DRA)
filed Application (A.) 88-05-009 seeking modification of our 1988
atrtrition xesolution (Resolution T-12079) in oxder to obtain
clarification of the operational attrition mechanism, and issuance
of an oxder requiring Pacific Bell and GTE-C to file 1589 financial
attrition applications to be heard on a consolidated record.* In
Decision (D.) 88-06-024 we granted DRA’s request, requiring GTE-C
to file a 1989 operational attrition advice letter by October 1,
1988 (consistent with our treatment of Pacific Bell for the 1989
attrition year); we also specified that Pacific Bell and GTE-C
~ should file separate applications, testimony, and exhibits
constituting their affirmative showings foxr attrition year 1983
capital structure and cost of capital review.

A prehearing conference (PHC) was held before
Administrative Law Judge (ALJ) Carew on June 21, 1988. At that
" time, a schedule was adopted for the submission of testimony and

for evidentiary hearings both on financial attrition and disputed
operational attrition issues. However, at the PHC DRA indicated
that it wished to convene workshops to attempt. to resolve the
disputed operational attrition issues. These workshops were held
at the end of June, 1988, and on July 12, 1988, DRA £filed its
Attrition Methodology Workshop Report (the Report). That Report,

1 Other xelief requested in the DRA application relative to the
mid-sized telephone companies (ConTel of California, Inc., Citizens
Utilities any of California, and Roseville Telephone Company)
is addressed in a separate decision issued in this docket.

2 In compliance with‘D'88-06-024, on Juxy 15, 1988 Pacific Bell’
filed A.88-07-019 and GIE=C filed A.88-07-017. These matters have ‘
been consolidated with DRA’s A.88-05-009 pursuant to Rule 55 of the‘
Commission’s Rules of Practice and Procedure. '
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including attached stipulation, embodied the consensus resolution
of all disputed operational attrition issues by DRA, Pacific Bell,
GTE-C, AT&T Communications of California (AT&T-C), and TURN. In
D.88-09-028, we considered and adopted that stipulation for
purposes of the review ¢f 1989 operational attrition issues fox
Pacific Bell and GTE-C.3

with the issuance of D-88-05-028 and resolution of the
disputed 1989 operational attrition issues, hearings commenced on
October 17, 1988, limited to financial attrition issues. These
hearings continued through Octobexr 19, 19588.

In support of its financial attrition request, Pacific
Bell presented the testimony of Lydell Christensen, John A. Haxdy, '
and Dr. James H. Vander Weide. DRA presented the testimony of |
Christopher J. Blunt. The Federal Executive Agencies (FEA)
presented testimony by Philip R. Winter. In view of the fact that
a complete settlement was reached in Pacific Bell’s application, as
discussed more fully below, th.f.s testa.mony was identified but not ’
received in evidence. ,

GTE~C presented the testimony of two witnesses in support. ,
of its financial attrition request: Joseph F. Bremnan and Charles'
J. O’Rourke. DRA submitted the testimony of Christophex J. Blum:.
In addition, the City of Los Angeles (Los Angeles) presented the
testimony of Manuel Kroman. ' :

At the conclusion of evidentiary hea.rings, this matter
was submitted subject to receipt of concurrent briefs filed

3 The outcome reflected in D.88-09-~028 relative to the three
disputed operational attrition issues (a data point forecasting
controversy; questions about the calculation of the composite - -
salaries and wages factor; and clarification of the productivity -
sharing mechanism) axre roﬂected in the October 1, 1988 attrition
£ilings of Pacific Bell and GTE-C. CACD is charged with miowing
the operational attrition filings and prepa:cing a resolution tor '
Commission cons.i.deration._
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November 1, 1988. Briefs addressing the GIE-C financial attrition
request were filed by GTE-C, DRA, FEA, Los Angeles, and API Alarm
Systems (API). Briefs were not submitted in the Pacific Bell
financial attrition proceeding, given the pendency of the “"Motion |
for Waiver Pursuant to Rule 51.10 and Motion to Adopt Settlement
Agreement and Stipulation,” tendered for £iling on October 20, :
1988. 7

t n ’s - is3 :

On November 18, 1988, the ALJ’s Proposed Decision was
served on all parties in accordance with Rule 77.1 of the
Commission’s Rules of Practice and Procedure. Pacific Bell, GTE-C,
and DRA filed Opening Comments on Decembexr 8, 1988. No party f;led
Reply Comments. ' '

" We have made serveral changes in response to Pacific
Bell’s Comments. In addition to»cbrrecting a typographical erzoxr ‘
in Finding of Fact 1, we have revised Finding of Facts 8 and 9 to
conform them to the revisions we have made in the Discussion
portions of the Proposed Decision which articulate our rationale
for approving the Settlement Agreement and Stipulation. In
addition we have added an explanation of the manner in which we
arrived at the conclusion\thgt the Settlemenzlhgréement is in the
public interest, with reference to the parties’ pre-settlemen:
positions. This also address DRA’s concern about :eferences to the
settlement process inAthe Proposed Decision. R

In response to GTE-C’s Comments we have modified the
Proposed Decision to adopt a 13% ROE for attrition year 1989.

A. ZIbe Application -

In A.88-07-019 Pacific Bell sought to. decrease its
authorized intrastate rate of return from 12.12% to 11.96%,
premised on an average debt cost‘o£'9.21$ and a return on <common
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equity of 14.0%. Pacific Bell also sought recognition of the
reasonableness of its capital structure objective of 40% debt and
60% equity. Believing that it would be difficult to attain a 40%
debt ratioc sooner than year-end 1989, Pacific Bell specifically
requested authorization of a capital structure composed of 42.5%
debt and 57.5% equity debt ratic for 1989. Furthex, Pacific Bell
requested discontinuance of the imputation of 6% voting preferred
stock in its capital structure, as oxdered by D.82-05-007.
B. Ihe Settlewent Agreement |

On Monday, October 17, 1988, the day evidentiary hearings
on Pacific Bell’s application“weré scheduled to begin, counsel for .
Pacific Bell and DRA informed the‘assigned"ALJ that the two parties
had been negotiating over the weekend, and wexe very close to 2
gsettlement of all issues. At the request of counsel, the ALJ
allowed additional time for settlement negotiations involving all
parties to the proceeding. Over the course of the next few days,
the settlement proponents obtained the agreement of all parties to |
the terms of the settlement.4 On Octobexr 20, 1988, the partzes
filed a "Motion for waiver Pursuant to Rule 51.10 and Motion to
Adopt Settlement Agreement and Stipulation” (the Motion). This
Motion is attached to this order as Appendix B.

The parties agree that, for intrastate ratemaking ‘
purposes Pacific Bell’s 1989 attrition year rates shall be. based .
upon the following' ‘

1. The return. on.common.oquit for Pacific

Bell for attrition‘year 1989+shall be 13%;

2. The average cost of debt for Pacific Bell
for attrition yaar 1989 shall be 9.21%;

4 Bay Area Teleport, Westexrn Burglar and Pire Alarm Association,
and TURN signed the settlement agreement and stipulation,
indicating that they did not opppose its adoption. '
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The debt and equity ratioc utilized to set
rates for Pacific Bell for attrition year
1989 shall be 43.75% debt and 56.25%
equity, and the actual debt and equity
ratio may vary;

The rate of return on total capital for
Pacific Bell for attrition year 1989 shall
be 11.34%.

As the Motion indicates, every party in the proceeding
either agreed to the terms and conditions of the settlement or
stated that they did not oppose such terms and conditions. The ‘
parties have requested, pursuant to Rule 51.10 of the Commission’s
Rules of Practice and Procedure, that the Commission waive its
rules on stipulations and settlements to the extent necessary to
allow it to issue its decision based solely on the Motion and the
Agreenent. ' |

The Motion states:

*w * % The diverse interests represented by the
parties and the unanimity of their position
with respect to the Agreement demonstrate that

. the public interest will not be impaired by the
waiver of those Rules. : o

"Consistent with Rule 51.8 of the Commission’s
Rules, the parties entered into the Agreement
on the basis that the Commission’s adoption of
the terms and conditions set forth therein not
be construed as a precedent regarding any
principle or issue in any curxent or futuxe
proceeding. The parties expressly recognize
that the issues resolved by the Agreement
should not be construed as reflecting the views
or position of any party except as a reasonable
and appropriate compromise of the issues
involved with Pacific Bell’s Application. The
Agreement is, therefore, a complete and total
settlement of Pacific Bell’s Application.
Purthexr, each party specifically agrees that
this Settlement and its terms and-conditions
shall not be used in any manner whatsocever in
GTE-California, Inc.’s Application No.
88=07=017." (Motion, p. 4.) ;




-

A.88-05-009 et al. ALJ/LTC/rsr «

The request for a waiver of the Commission’s rules is
keyed to the requirement of Rule 51.1(b) which covers the manner of
proposing settlements or stipulations to the Commission. That rule
provides:

*Prior to signing any stipulation or settlement,
the settling parties shall convene at least one
conference with notice and opportunity to
participate provided to all parties for the
purpose of discussing stipulations and
settlements in a given proceeding. Written
notice of the date, time, and place shall be
furnished at least seven (7) days in advance to
all parties in the proceeding.. Notice of any
subsecuent meetings may be oral, may occur less
than seven (7) days in advance, and may be
limited to prior conference attendees and those
parties specifically requesting notice."

Given the 1lth hour nature of the settlement discussions,
the parties other than Pacific Bell and DRA wexe unaware of the

settlement terms prior to the first day of hearing. Thus there was” |

no prior settlement conference with notice and opportunity to
participate, as required by Rule 51.1. However, during Octobex 17
to 19th the settlement proponenxs.met with all parties present for ,
the hearings in San Francisco and explained the terms and
conditions of the settlement to them. In addition, the settlement

proponents contacted all appearances of xecord to emsure that thexe“‘

was total agreement to the. settleman:. In view of these extra-
ordinary efforts, the Mbtion to Waive the provisions of Rule 51.1-
should be granted, because the due process protect;ons afforded by '
that section were effectively extended to all parties.

S5 In an abundance of caution the ALJ asked the othex jeg in

tgrocoeding whether they needed an opportunity to file comments
ttlement proposal. None of these parties responded - o
atfi:mativoly (1 RT 30: 21-25). Because this is an uncontested S

sottlemgét, parties have not filed commen:s pursuant to-Rules 51.4
and 51.5.
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Rule 51.1(e) of the Rules of Practice and Procedure
specifies that "The Commission will not approve stipulations or
settlements, whether contested or uncontested, unless the
stipulation or settlement is reasonable in light of the whole
record, consistent with law, and in the public interest.” In this
situation, the Settlement was presented just before evidentiary
hearings were to begin. There was extensive discussion on the
record about preparation of a joint exhibit in support of the
Settlement, but in this instance the parties preferred to have
their prepared testimony marked for identification for the

Commission’s consideration in reviewing the Settlement terms, SO no ,

formal testimony was taken in support of the Settlement (1 RT 22 ~
30).

The settling parties have asser:ed in thei:: Motion that -
*the Commission may take official notice and considexr the prepaxed
testimony of Pacific and DOD, as well as those portions of the
prepared tést:!.mony of the DRA witness and the City of Los
Angeles concerning Pacific’s Applicatd:on which were marked for
identification in this proceodi.ng but which wexe not rece.‘!.ved into

(Emphasis added ) (Motion p- 5.) In considering the pre-
settlement positions of the parties, we may have undertaken a more .
critical review than that contemplated by the parties; however, as
a practical matter we cannot approve the settlement without making
findings of fact and conclusions of law on the material issue thatf
the settlement is in the public interest (PU. Code § 1705).

The settling parties opted to provide us with the-
settlement document and their p:o-sottlement prepared testimony, in
lieu of a Joint Exhibit to be received into the record. These were
the only tools. available to us in discharging our statutory
obligation under PU Code & 1705. In the absence of a formal
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recozxd, ‘we considered this information fully and critically in
order to reach a determination that the settlement was reasonable,
consistent with law, and in the public interest.

Pacific Bell’s presently authorized rate of return is
depicted in the following table:

Capital Cost: Weighted -
Component ~Ratio Factox —Cost
Long-Term Debt 45.10% 9.17% 4.13%

Preferred Stock T 2.80 g8.02 0.22
6% Preferred Stock 0.60 6.00 0.04

Common. Equity _51.50 15.00 7.73

-

Total  100.00% 12.12%

This table depicts the present authorization pursuant to
Resolution T-12079 (1988 attrition year). With the exception of .
the cost of long-term debt and preferred stock, which were updated -
in the 1987 and 1988 attrition years, the present authorization
tracks the outcome of the 1986 test year rate decision.
(.l).,86-01---02'6.)6 Pacific Bell’'s present authorization contrasts
with the recommendations of the active parties for the 1989
attrition year, depicted in the following four tables:

6 The adopted cost of long-term debt in D.86-01-026 was 10.03%;
this fiqure was modified in Resolution T-12007 for the 1987
attrition year to 9.25%, and in Resolution T-12079 for the 1988 :
attrition year to 9.17%. The weighted cost of long-term debt thus -
changed from 4.52% in 1986, to 4.17% in 1987, to 4.13% in 1988. The
cost of preferred stock adopted in D.86~01~026- was 8.37%, and was D
modified to 8.02% in the two attrition years. The adopted weighted
cost of preferred stock in D.86-01-026 was 0.23%, and was changed -
to 0.22% in the two attrition years.

- 10 -
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Component
Long=-Texrm Debt
Prefexrxed Stock
Common Equity

Total

Component
Long-Term Debt

Preferred Stock ‘

Common Equity
Total

_ Cowponent
Long-Term Debt
Preferred Stock
Common Equity

Total

Component
Long-Texrm Debt
Preferred Stock
Common Equity

Total

R

Capital
~Ratio

42.50%
21.5Q
100.00%

DRA_(Recommendation)

Capital
-Ratio

45.00%
52,00
100.00%

»Mid-point of 12.25%-12.75% range.

Cost
Factor

9.21%
12.50%

yos_Angeles (Recomsendation)

Capital
-Ratlo
45.00%
_55.00
100.00%

Capital
-Ratio

45.00%
5.00
20.00

©100.00%

. Cost
. Pactor

11.96%

Weighted

weighted
—Cost
4.144%

7.288% " |
11.432%

Weighted
!:m‘ L

4.145%
0.450
2.7QQ o

10.295%
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Exoposed Settlement

Capital | Cost Weighted
Component ~Ratio Factox —Lost

Long-Term Debt 43.75% . 4.029%
Preferred Stock -

Common Equity -1 E L3212
Total 100.00% 11.34%

Review of the pre-settlement recommendations demonstrates
a significant difference on the issue of the appropriate capital
structure for the 1989 attrition year. More specifically, the
percentage of common equity in the capital structure reflected in
these recommendations ranges from FEA’s 50% to Pacific Bell’s
57.5%. In addition, most of the recommendations, with the |
exception of the FEA proposal, eliminate preferrxed stock from the
capital structure. This is a major change from the presently
authorized capital structure, especially considering the 6%

imputation imposed by the Commission in D.82-05-007. There is also .

a significant difference in the parties’ initial recommendations on-
the cost factor applicable to common equity for the attrition yeax.
These figures range from FEA’s 11.4% to Pacific Bell’s 14. 0%.‘

In the proposed settlement, the parties recommend a
capital ratio of 43.75% long term debt and 56.25% common equity,
with no allowance for preferred stock. The cost factors axre 9. 21%
for long term debt and 13% for common equity. This provides for a
rate of return of 11.34%. ' '
D. Capital Structure

1. Racific Pell’s Pre-Settlement Position o

Pacific Bell recommends a capital structure of 42.5% debt

and 57.5% equity, although its goal is 40% debt and 60% equity. It -

believes this capital structure responds to the increase in

business risks arising from added competition, faster technologié&i* g:{&
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change, the regulatory enviromment, and the potential opening of
the intral.ATA market.

Pacific Bell believes that the reduction of its debt
ratio from 45.10% to 42.5% is an interim step that will strengthen
existing credit ratings, thexeby lowering future debt costs and
increasing credit capacity and financial flexibility. It asserts
that improvement in its financial integrity is an appropriate
element of incentive-based requlation. Pacific Bell’s Christensen
maintains that reducing the amount of leverage in the capital |
structure should result in improved credit ratings and lower debt
cost, since financial leverage is a key financial factor used by
rating agencies to determine a company’s credit rating.

(Exhibit 1, p. 27.) ‘

Christensen concludes that Pacific Bell has a low margin -
" of safety in its credit xatings.7 Christensen adds that if the
U.S. economy deteriorates, it could squeeze safety margins further,
producing lower credit ratings and increased debt rate costs for
Pacific Bell. (Exhibit 1, pp. 28-29.)

Christensen alsc asserts that Pacific Bell’s high debt
ratio reduces its financial flexibility to raise capital as _
necessary or to refinance maturing issues, because additional'debt';
may not be obtainable on reasonable terms. This raises the spectre’
of financing capital needs partially or completely with equity, at .
a time when the market is unfavorable. In short, Christensen \

7 Pacific Bell’s Hardy corroborates this view, asserting that
pre-tax fixed charge coverage is presently in the uppexr f of the
"A" benchmark range although this will decline with the lower (
income tax rate in 1988. One of the effects of tax reform is that
pre-tax interest coverage will be reduced. Assuming all of the - .
variables remain constant, according to Hardy, the lower tax rate ' .
reduces income tax expense, which in turn lowers income tax before
interest and, taxes theredy lowering pre-tax interest coverage. .
This causes a real reduction in earnings protection for creditors.

- 13 -
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asserts that Pacific Bell would be in a much better position to
obtain capital undexr adverse conditions or to obtain capital on ‘
reasonable terms if credit quality were bolstered through a lower
debt ratio.

Witness Christensen also believes that the 6% voting
preferred stock imputed by D.82-05-007 should no longexr be included
in the projected capital structure because it is inappropriate in a-
post-divestiture environment, and constitutes an artificial
understatement of Pacific Bell’s cost of capital. (Pacific Bell
has no outstanding shares of prefezred stock in its capital .
structure.) Christensen asserts that the Commission did not intend’
this imputation to be a permanent adjustment to the capital
structure, and that ratepayers have ‘benefitted from the imputax;on |
for nearly five years. ‘ :

2. DRA’s Pre-Settlement Position

DRA’s Blunt recommends that the Commission discontinue
imputing the voting 6% preferred stock for these 1989 attrition
proceedings because all preferred stock has been eliminated from
Pacific Bell’s balance sheet (Exhibit 9, pp. 23-24).

Blunt takes issue, however, with Pacific Bell’s proposed
attrition year capital structure. He cites the Commission‘s B
concerns during its last cost of capital review in A.85-01-034-

"Department of Defense’s Langsam said a 52%
equity ratio needlessly drives up the rate of
return. Aside from the cost of equity
exceeding that of embedded long-term debt,
Langsam correctly notes that the cost of debt
is deductible for computing income tax expense.
Any decrease in the cost of debt or equity
capital rasulting from an increase in the
equity ratio will, from the ratepayer’s
perspective, be more than offset by the highexr
revenue requirement which results fxom
increasing the equity ratio. Langsam listed
examples of five state regulatory commissions
which have used imputed capital structures to
- derive a rate of raturn, and an example of its
use by the Federal Energy Requlatory Commission
[Citation omitted]. He notes that  PacBell’s
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moving.of its equity ratio above 50% is not the
result of its being unable to raise debt
capital, but instead is a move which is in the
interest of the holding company, Telesis. If
we adopt a 50~50 capital structure there is
ample opportunity for PacBell to bring its
actual capital structure in line during the
test year, Langsam said, or the othexr option
for management is to not alter the capital
structure and simply book an overall return
less than that authorized.

*PacBell is in the position today of funding
most of its construction budget with

"~ internally=-generated funds; this was not the
case several years back. Having the equity
ratio move above 50% indeed drives the overall
cost of service up, and whether the increase is
even close to being offset by lower debt cost
in the marketplace depends on many almost
imponderable vagaries, not the least of which
are the inclinations of security ratings
agencies. During cross-examination b{'PacBell,
Langsam conceded that cuxrrently PacBell’s

equity ratio is indeed close to his tarxget of
50%, but he noted that if it keeps increasing,
eventually this Commission will have to adopt
an imputed capital structure in some future
proceeding, and’bi then matters could reach the
point that it will be all the more painful for
everyone concerned [Citation omitted]. _ '

*This is a valid and sobering observation.
Although we conclude that the capital structure
recommended by staff is reasonable, with a
common equity component of 52.10%, we do not
want to«aee'therozgity.com nent rise about
55%. We are placing PacBell on notice that if
it rises about 55%, we will not hesitate to
impute a different capital structure which is
more in line with the interests of ratepayers
than those of PacBell and/or Telesis. . . ."
(D.86~01=026, mimeo. pp. 13-14.)"

As Blunt notes, Pacific Bell has exceeded the 7
Commission’s implied 55% limitation, and now requests a 57.5% =
common equity ratio. DRA.boliéves:its.own‘recommended‘45% debt/55%

- 15 -
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equity capital ratio, which recognizes an increase in the equity
component, is consistent with the concerns expressed in
D.86~01-026, while at the same time holding the company to its
actual 1987 financial equity and debt ratios, thereby imposing no
harxdship on the company. Nonetheless, DRA believes that the
Commissgion’s past concerns are still valid. DRA believes that
Pacific Bell could maintain its "A" bond rating and still increase -
debt to 50% of cap;talizat:.on, well above DRA’s current
recommendation.

While ratepayers benefit from higher bond ratings when

new debt is locked in at lower costs than a lower bond rating would
ensure, DRA reminds us that Pacific Bell has not planned any new
debt issues in 1988 or 1989, and therefore ratepayers would not
directly receive any benefits from improved debt ratings. In £ac1:, :
according to DRA, Pacific Bell’s internal cash flow meets its
1988/1989 capital expenditure needs, just as was noted in Langsam's
1985 testimony. In sum, DRA believes that the proposed increase m
equity ratio is unnecessary to protect the solid “A" bond: ratmg._ |
It also points out that ratepayers will receive diminished tax
benefits from the proposed lowex debt levels. .

DRA also provides an anal.ysis of Pacific Bell’s payout
ratios for years 1984 through 1987, and suggests that the utility’s
payout is considerably higher than that of comparable companies ‘
(Exhibit 9, p. 28, Schedule No. 10). The analysis demonstrates
that the payout ratio and dividend growth increased even when
Pacific Bell’s net income growth declined (Exh.ibit 9, p. 29,
Schedule No. 1l). When Pacific Bell’s income’ growth slipped to

less than 2% between 1986 and 1987, the utility increased dividends .

by more than 19%. Blunt notes that all common equity dividends are
paid to the Pacific Telesis parent company, which also owns several
subsidiaries not financed by independent debt or equity issues; "
Pacific Telesis finances these other endeavors using cash. To .

Blunt, this raises the sensitive question whether ratepayers are
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generating the cash forx diversification and whether the revenue
requirements (i.e., capital structure and rate of return) are
reflecting the goals of the consolidated corporation rather than
the needs of the regqulated entity.

According to DRA, Pacific Bell’s actions since 1984
exemplify the situation described in the 1986 decision. DRA
believes that if Pacific Bell is not seeking to minimize its cost
of capital, the requlatory process should continue to impute a
capital structure to protect ratépayers' interests. DRA concludes
that ratepayers would save about $33.8 million if the Commission
adopts its recommended capital structure.

3. Ies Angeles’ Pre-Settlememt Position :

Los Angeles’ Kroman believes that imputation of a lesser
leveraged capital structure produces an actual equity xeturn _
significantly in excess ¢f the nominal authorized return on equity .
(ROE). According to Kroman, a nominal authorized 14% ROE with an
imputed capital structure of 40% debt, 60% equity, would produce an .
actual ROE of 14.772%. With a 42.5%-57.5% imputation, 14% nominal
equates to 14.386% actual (Exhibit 13, Chart 5, p. 26). Since
higher equity ratios reduce financial risk, what may be an
appropriate ROE at a lower equity ratio will probably be excessive
at a higher imputod‘eqﬁity ratio (Exhibit 12, p. 28).

Kroman also addresses the applicant’s argument relative

to the benefits of reducing the leverage in the capital structure,
noting that maintaining or increasing bond ratings by lessening
such leverage does not necessarily benefit the ratepayers:

"The fact that utilities generally carry a
single A bond rating and, absent extraordinary
circumstances such as cancelled nuclear
construction projects, have demonstrated no
disability in raising new capital at market
rates, suggests that these witnesses may be
overstating the case.” (Exhibit 12, p. 8.)
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4. J¥EA’s Pre-Settlement Pogition

FEA’s Winter recommends that the capital structure used
for ratemaking in this proceeding contain no more than 55% common
equity and no less than 45% debt. He believes that a ratemaking
judgment of the adequacy of a firm’s rate of return should include
an assessment of the economy and efficiency of the firm’s
operations under the Bluefield Water Works standard. Thus he
maintains it is illogical and inequitable for the Commission to
conclude that Pacific Bell’s reported returns on common equity are
excessive or inadequate without f£irst verifying that the capital |
structure and other operating factors that affect reported returns
are consistent with cost efficient operation. E

Winter describes two examples of steps that a utility may
take to capture excess returns for its stockholders through its |
choice of a sub-optimal capital structure. First, a utility may
allow its common equity ratic to increase above cost efficient
levels during prosperous times. Increased equity ratios duxring
prosperous times will reduce reported rates of return on common .
equity below those that would otherwise be reported (i.e., greater
(not less) leverage is Jmown to increase rates of return during.
prosperous times). A utility may benefit from this strategy if
regqulators compare these reported rates of return aga.inst
previocusly allowed rates of return to determine whether the :E:.:rxn's

earnings are excessive.. S.'Lngo _reporteq rates of return are lowered o

by this strategy, earned rates would remain closer to previously
allowed rates and reduce probability of a rate reduction. A second

strategy is to allow an increase in the common equity ratio but not - '

adjust the rate of return request to reflect the- resulting lower
financial risks. All else oqual, a reduction in financial risk
reduces the :anestor—roquixod :ate of return, and unless the

regulatory body recognizes th.i.s reduction :r.n ratemking,
stockholders reap excessive returns




A.88-05-009 et al. ALJ/LTC/xsr *

Winter also asserts that the reduction in capital costs
associated with higher credit ratings is insufficient to offset
costs of maintaining the higher rating for investment grade utility
companies.

Winter also believes that greatexr debt in the company’s
capital structure would be cost beneficial in all but the most
difficult credit markets. He concludes that this is true even if
the lower statutory tax rates associated with recent tax reform are
used in the analysis. (See, generally, Exhibit 4, pp. 18 to 20.)

FEA’S Winter also recommends that the Commission add a
small layer of preferred stock to the capital structure. From a
risk theory perspective, he believes the layexr of preferred stock
would reduce business risks., while'increasing'ia some measure the’
company’s financial risks. Of these two risk factors, he~assxgns
business risks a higher priority since the company must
successfully'COmbat business risks to remain a going concern.

In sum, FEA'S Winter recommends a structure containing
45% to S0% debt, 50% to 55% common equity, and 5% to 10% preferred
stock, as offering lower overall capital costs. ‘Structures within
these ranges would be consistenz with a single-A or stronger credit.
rating and offer adequate financial flex;bility to the company.
Although structures within these ranges are pot the lowest cost
structures, in his view they reduce costs from current levels and .
are therefore a move in the right direction. While the company hasp
the prerogative of maintaining a higher cost structure, the higher: f
costs of this structure should be borne by stockholders not
ratepayers.

| Finally, Winter aaserts‘thnt although Pacific Bell’s
Christensen, Hardy, and Vander Weide explicitly ox implicitly
support the proposed 40% to 42y5t.debt,rat£os and 57.5% to 60%
equity ratios, none of these witnesses has provided quantitative
evidence of the relative costs of alte:native capital structuxes.
Minimization of ovorall capital costs thxough choice of capltal
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structure is not an apparent goal of the company based on the
testimony it has filed in this case, according to Winter.
5. Discussion '

While the initial pesitions of the parties vary greatly,
they have presented us with an uncontested settlement, wherein they
propose a capital structure of 56.25% equity and 43.75% debt, with .
no allowance for preferred stock. The settlement proponents
present this as a reasonable and appropriate compromise of the

issues raised in Pacific Bell’s application, with the caveat that |

the proposed settlement is not to be construed as precedent sett;ng
relative to any principle ox issue in any'current or future
proceeding. _ ‘

The compromise capital structure is well within the
ranges of the parties’ p:e-settlement pos;tions. For example,
Pacific Bell’s pre-settlement capital strxucture contained 42.5%
debt and 57. 5% equity. DRA‘s recommended capital structure .
contained 45% debt and 55% equity. FEA’S recommended capital
structure contained 45% debt, 5% preferred, and 50% equity.

While the compromise capital structure consisting of
43.75% debt and 56.25% equity represents a 475 basis points
increase in the presently authorized‘equity component and a 135 BB
basis points reduction in the presently authorized debt componenz,‘V
these changes are well within the range of the parties” -
recommendations for the 1989 attrition Year as demonstrated above. .
On that basis we believe the recommended capital structure is in
the public interest. )

However, there is one area in which the parties could
have provided additional information in support of their
compromise, and we believe that we should provide-aome gu;dance for
the future. In D.86-12-026, the last decision reviewing Pacific -
Bell’s cost of capital, the Commission expressed concerns that the
equity component in’ the*capital structure not exceed 55%, and that
the 6% preferred stock imputation remain in place "...until we: find
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some means of equitably ending it from the ratepayers’
.perspective.” (Id., mimeo. pp. 13-16.) Had the parties addressed
(and attempted to assuage) these explicit concerns in their
Settlement Agreement (or elsewhere as appropriate), they would have
greatly facilitated our determination that the settlement is in the
public interest.
B. Cost of Debt

In its pre-settlement testimony, Pacific Bell projected a
9.21% embedded cost of debt as of December 31, 1988. Pacific
Bell’s witness proposed use of this level, although he stated that
by the end of 1989, the embedded cost of debt would rise to 9.27%.
Howevexr, in light of the timing of maturities he saw no reason to
increase the 9.21% level. (Exhibit 1, p. 33.) As shown in the :
preceding comparative tables, all pa:ties recommended a 9.21% long-

term debt cost factor in their pre~-settlement testimony, and in the_"'

proposed settlement. Given that fact, we will adopt 9.21% as the
cost of debt for attrition year 1989.

When multiplied by the adopted debt ratio of 43.75%, the
9.21% cost factor produces a weighted cost of long~texrm debt for
the 1989 attrition year of 4. 029%.
r. Cost of Equity - 4

The following table summarizes the positions of the
parties: ' -

Raxty
Pacific Bell*

DRA* ' \ | 12.25-12.75
Los Angeles¥ _ 13.25
PEA¥ ‘ 11.40
Proposed Settlement - 13.00

*PreQSottlement'Position‘
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1. Pacific Bell’s Pre-Settlement Position
{Chxistensen and Vandex Weide) -

Pacific Bell’s Christensen recommended a 14.00% cost of
common equity in attrition year 1989, based on the risk premium
analysis and discounted cash flow (DCF) model. Christensen’s risk
premium analysis used the regional holding companies (RHCs) as’a
check of reasonableness; however, since the RHCs have lower debt
ratios than Pacific Bell and thus less financial risk, Christensen
used them as a floor. For Pacific Telesis Group, Christensen’s
results showed a risk premium on the yield of 30-year Treasury
Bonds (during February 1984 to June 1988) ranging from 3.2 to 6. 7%
and averaging 5.1%. For the RHC’s, the risk premium ranged from
2.9 to 6.5% and averaged 4.7%. Adding the average risk premiums
calculated above to July 1988 forecasted average 30-year Treasury .
Bond yields. (9.95% in 1989) results in a projected cost of common
equity of 14.7 to 15.1% under Christensen‘’s risk premium analysis. .

In his DCF analysis, Christensen assumed that the cost of
common equity for Pacific Telesis Group would be laxgely
representative of the cost of common equity for Pacific»Bell.a‘
Christenser’s DCF analysis concluded that there has been a :
systematic increase in the cost of equity since the 4th quartex of =
1987 (Exhibit 1, p. 41); taking this increasing trend into account
(12-month average 13.5%; 6-month average (January to June 1988) '
13.9%; 3-month average (April to June 1988) 14.0%) he concluded
that the appropriate DCFP-based cost of common equity for Pacific
Bell is l4%.

Based on the two models, Christensen derived the range of
14.0 to 15.1%. In conjunction with his recommended capital

8 Pacific Bell has no publicly traded equity securities, but
represents approximately 93% of Pacific Teles;s Group’s total
assets and 92% of total revenues.
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structure based on 57.5% common equity and 42.5% long term debt,
Christensen recommends a 14.00% cost of equity.

Christensen’s risk premium and DCF models were
complemented by his analysis of current economic conditions
including current business risks and financial risks confronting
Pacific Bell. He views the unsettled and volatile economic
conditions in the US and world financial maxkets, the large Federal
deficit and trade imbalances, the longevity of the economic
expansion and the sharp decline in the dollar as exerting
additional inflationary pressures. He also believes that Pacific
Bell faces increasing competition and the threat of bypass
associated with accelerating technological developments and the
rapid influx of competition. He notes that the spectrum of
intralATA competition, a topic to be addressed in Order .Instituting -
Investigation (I.) 87-11-033, impacts inwestor-perceived risk, ”
although to some extent this has already been factored into
investors’ decisions (Exhibit 1, p. 18). He also points to the ‘
xisk of obsolescence, given Pacific Bell’s capital intensity; and:'l

he notes that there is investor uncertainty regaxding the ﬁ’”ﬂer-in‘f o

which regulatcers will attempt to balance the interests of
ratepayers and local exchange companies. '
(Exhibit 1, p. 22.) Overall, Christensen concludes that there has

been an increase in business and investment risks, exerting upward _;‘

pressure upon investor-required returns and the cost of equity.
Pacific Bell’s Vander Weide also discussed the current e
state of the economy (apecifichlly the Foderal deficit'S‘impactlonf ‘
real interest rates (i.e., they have increased and remained high),
the foreign trade deficit and the concomitant drop in the value of
the dollar, the Federal Reserve’s role in supporting interest
rates, and increased volatility and investor caution about the
direction of the economy and thé level ¢of inflation that may lie.
ahead). Vander Weide also cites the competitive factors Pacific ‘
Bell faces in a time of transition from social: to ocononic pricing.g
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In Vander Weide’s view, rapidly changing telecommunications
technology also places risk on Pacific Bell, because these changes
are the primary driver behind the increasing level of competition
faced by the telephone companies.

Vander Weide concludes that these economic changes
undoubtedly increase investoxs’ perceptions of Pacific Bell’s risk.
Regqulatory and Federal court rulings have opened many formerly
protected areas to competitive alternatives which technological
advances have pexrmitted customers to pursue. Moreover, because the -
transition from social to economic pricing is far from complete,
incentives exist for customers to use alternmatives to Pacific
Bell’s services. This combination of financial incentives and:
technological capability rxesults in higher risk for tele-
communications firms in general. Vander Weide believes that the
implied risks for Pacific Bell are pgrticulgrly,gredt because of
the unique communications enviromment in California.

'As a £inal note, Vander Weide points to the fact that.
investo:s axre aware of the potential fox change in the way that -
Pacific Bell is regulated. He believes that the uncertain outcome
of the Commission’s I.87-11-033, and specifically the manner in
which the issue of lifting the IntralATA competition ban is’ . i
addressed, will have a significant impact on Pacific Bell’s ea:ning
ability and 1s therefore a major risk to’ investors (Exhibit 3,
PP. 23~24).

Vander Weide used a quarterly DCF model to estimate
Pacific Bell’s cost of equity for the 1989 attrition year. ;
(Exhibit 3, p. 26 1. 15-16.) Vander Weide performed‘a'co:zelation’?
analysis to identify the historically oriented growth rates best
describing the firm’s stock price for 1981, 1982, and 1983; then he
performed a regression study comparing the historical growth rates
. with the consensus analysts’. forocasta. In every case the
:agreasion equations containing-'consensus. analyxts' forecasts
statistically outpe:fo:med the equations containing historical
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growth estimates. Vander Weide used a simple average ¢f the high
and low stock prices for each firm for a 3-month period including
the month currently under obsexvation and its prior two months. EHe
also included a 5% allowance for flotation costs and market
pressure (Exhibit 3, p. 29). Vander Weide applied the DCF approach
to four gxoups of companies: The Pacific Telesis Group, the RHCS, |
a group of six large independent telecommunications companies, and
a group of risk-comparable companies (Exhibit 3, Schedule 4).

Based on his analysis Vander Weide concludes that Pacific Bell’s
DCF cost of equity is at least 14.0%. N

Vander Weide alsc used a risk premium approach, studyingf
the comparable returns received by bond and stock investors over '
the last 50 years. He eat.inmted the returns on stock and bond
portfolios using stock price and dividend yield data on the ‘
Standarxd and Poor‘’s (S&P) 500 and bond yield data on Moody‘’s Aa-
utility bonds and derived 2 risk premium of 5.88%. vVander Weide
also conducted a second study using stock data on the S&P 40
utilities rather than the S&P 500 and derived a risk premium of
4.96%. Thus, Vander Weide. believes that investors today require an
equity return of approximn:ely 4.5 to 5.5 percentage points above
the expected yield on Aa-rated long~term debt issues. Since the
long~term yield on M-ratec. bonds is currently about 10%, the '
addition of a 4.5 to 5.5 percentage points risk premium results in
an expected 14.5%-15.5% rejarn on equity..

Based on his review of economic conditions and on the Dcr
and risk-premium methods applied above, Vander Weide concludes tho.t_
the cost of common equity for Pacific Bell is within the range of
14% to 15.5%; he recommends that Pacific Bell be allowed a fair
rate of return on common eqiity at 14.5%.

2. DPRA’s Pro-Settlement Position

DRA’s Blunt recommended a range of 12.25% to 12.75%
return on Common equity based on the DCF model, the risk premium
method, and a comparable earnings mlys:f.s. While aclcnowledging

- ) N
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the bypass argument and the notion that increasing competition
triggered by technological advancements may accelerate the
departure of business customexrs from traditional systems which are
part of the public network, Blunt notes that Pacific Bell’s
earnings have increased 44.6% since divestiture (Exhibit 9, p. 42).
He regards this as solid evidence that the bypass threat has yet to
affect earnings. While acknowledging the possibility that, in the.
near future (beyond 1990), technological advances and/oxr regulatozy
actions could increase the possibility that business customers may
leave the system, Blunt maintains that using market-driven analyses
such as DCF and risk premium will account for and‘reflect”any solid
evidence on this issue.

Blunt applied the comparable earnings standard as an aid
in selecting comparable companies for use in the DCF and risk
premium analyses, and to support the reasonableness of his -
recommended range of return on common equity. Blunt selected a
group composed of seven independent communications companies and
seven regional holding companies as well as ten gas distribution |
companies (the Group) (Exhibit 9, pp. 40-41).

Blunt used an average of historical, analysts” forecasts
and sustainable growth rates in the DCF analysis, in the belief
that a consensus of historical, forxecasted, and sustainable growth
rates best indicates investor-growth rate‘gxpectations for the neax
future. The average composite growth rate for Blunt’s group of
companies was 5.82%. (Exhibit 9, Table 16.) : ,

Blunt’s study indicates that the investor—requized return'f
for the seven independent telacommunications companies (IND)
(combining the average 3-month and: 67mcnth expecteq yield and
average growth rate) is 11.71% and 11.87% respectively. For the '
same period, the analysis shows an identical return on equity -
expectation of 12.42% and 12.53% for the saven reg;onal holding
companies and ten gas distribution companies in the group.
Conbininq the :nsults of the DCP analysia for the seven
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independents and seven regional ﬁolding companies shows an average
expected ROE of 12.07% and 12.20%. The results of the DCF analysis
produced a composite group average investor-required return on
equity of 12.21% and 12.34% when the average 3-month and é-month
expected yields are combined with average growth rates (Exhibit 9,
Table 17).

Blunt included no adjustment for flotation ¢osts on the
rationale that there is no need to compensate investors for
dilution when none is occurring (the market=-to=-book ratio for
Pacific Telesis is 151), and Pacific Bell has not issued equity
capital since divestiture and actually reduced its retained
earnings in 1987, projecting to pay out 100% of its available
earnings to Pacific Telesis in 1988 and 1989. In light of these
facts, Blunt feels there is no justification for including
flotation costs (Exhibit 9, p. 53).

In his risk premium analysis Blunt dexived the premiums
by comparing DCF estimated returns on equity with "AA" and "A" |
Utility Bond yields and 3- to S-year government issues from 1980
through 1987 (disregarding years prior to 1980 due to changing
Federal Resexve Board monetary policy). The estimated ROEs were
determined by combining the company’s annual dividend yield with
historical 1l0-year average dividend and earnings growth rates; dat& 
for the gas distribution companies was substituted (due to
unavailability of historical data for the RBCs) and the historzcal
expected ROEs were thus derived. .

Next, Blunt combined Data Resources Incorxporated’s (DRI)w_
current forecast for yields on "AA" and three to five year issues .

for 1989 with the respective average equity risk premiuvms to dexive -

a range for expected ROEs. He also performed a similax task using:

Blue Chip Pinancial’s 1989 forecasts for A Bond yields and 2-5»yea:i ‘ .

government Treasury notes. The range of expected Rogg cqmbining HY
the historical risk premiums with 1589 attrition year forecasted
*AA" and "A" yields is 13.06% and 12.37% respectively and 12.86%,  °
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12.53%, and 12.87% using forecasts for intermediate term government
issues (Exhibit 9, P. 56). Blunt’s recommended range of 12.25% to
12.75% return on common stock equity falls within the range of
expected returns pz:oduced by the risk premium analysis.

Los Angeles Kroman criticizes ::eliance on the DCF
methodology, the risk premium methodology, and the capital asset
pricing model (CAPM). He believes the Commission has already .
expressed its view that there are serious pitfalls in placing heavy
reliance on such models, as a substitute for informed judgment.
(Exhibit 12, p. 15.) | '

Kroman also criticizes the applicants’ risk assessment
arquments, believing that they have failed to distinguish between
changes in absolute versus relative risk. In the absolute sense,
Kroman agrees that it may be true that telecommunications: ntilitiéa‘ '
axe confronted with incre‘nsing risks lnrgely from competitive |
pressures. However, in a relative sense this differs not at all
from the arquments being made by the natural gas and electric
vtilities. Kroman cites the plight of many entities in the ,
unrequlated sector including the steel, automobile, oil, machine
tool, computer, and farm sectors all of which are severely impacted
by fiercely competitive pressures. Xroman contends that increased:
risks are impacting not only telecommunications utilities but' " .
practically the entire spectrum of American business (Exhibit 12, i :
p. 17). He believes that discussion of one utility industries’ |
risks without reference to the risk of the economy can prov;de only
an incomplete, inconclusive, and superficia.l framework for
supporting a requested rate of return. Kzoman also refers to
recent issues of S&P’s "Credit Week" reports and similar
information on Pacific Telesis from Moody’s Handbook of Common
Stocks. He beleives there is little if any indication in Moody” 5
Handbook for example, that Hoody'a is warning investors of Pac:.fic o
Telesis’ increasing risk.s' the comments are in fact quite positive. :
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Kroman believes that if the Commission is to consider absolute
risks, it should look to objective sources; he believes that the
views of the applicants’ witness regarding the risks of the
telecommunication companies and of the applicants axe clouded by
their lack of objectivity.

Kroman believes that economic conditions and the level of
interest rates are significant elements to be considered in
arriving at a fair rate of return. He has reviewed certain data
indicating the direction and magnitude of change in the cost of ‘
common equity, comparing conditions shortly before the issuance of
D.86=01-026 with more recent conditions. He has examined the
change in DCF-calculated cost of common equity over these time
periods to obtain an indication of the mg'nitude and direction of
change. Using Vander Weide’s calculations, Kroman demonstrates
that the indicated cost of common equity has decreased on average
by 2-1/2 percentage points over that time interval (Exhibit 13,
Table 15). Kroman also believes that it is significant that
Pacific Bell plans no new outside financing for the 1989 attr:.ta.on
year, whereas Pacific Bell had projected the need for such
financing in its last rate case (A.85-01—034). o

XKroman prepared a chart (Exhibit 13, Chart 4) 3howing the
relationship between the percent retu::n on common equity and the

corresponding pre~tax interest coverxage at debt ratios of 42.5% a:nd . s

45%. With a nonimputed debt :'atio of 45%, Kroman believes Pacific :
Bell could satisfy S&P’s minimum A-rating benchmark of 3.5 times M
interxest coverage with an ROE of less than 11-1/2%; imputing a

42.5% debt ratio would enable Pacific Bell to achieve the same pm—ﬁp : K

tax interest coverage with more than a one percentage point.

reduction in ROE. Given all of. these factors, Kroman recomends a. o
return on common equity for the 1989 attrition year of 13.25% based

on a capital st::uctu:e of 45% debt. and 55% common equity.
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4. FEA’s Pre-Settlement Position

FEA’s Winter recommends a return on common equity of
11.40% based on a 50% equity component. Winter uses a DCF
analysis, and secondarily an historical risk premium and “"recent
required returns- (comparable risk) analy=is to check the
reasonableness of the DCF analysis.

Winter provides an analysis of current macro-economic
conditions and recent trends as a backdrop for his cost of capital
analysis. He highlights the Federal Reserve’s action to reduce the:
monetary growth rate and concomitantly, the potential for higher ‘
inflation (Exhibit 4, pp. 28-29). He also states that although
inflation rates have recently turned upward, inflation continues
within the range that has existed since 1985. Although monthly
fluctuations in inflation rates have raised concern in both 1987
and 1988 that these rates were headed upward, no clear upwaxrd trend
has materialized. He indicates that annualized inflation rate
expectations range between 4.0% and 5.6% for the 1988-89 period.

He believes that if inflation continues to fall between 4 and 5%
and credit demands are consistent with allowed monetary growth,
without oil or othex price shocka, interest rates should remain
within recent ranges. _

Winter uses the Pacific Telesis Group as a starting po;nt
for analysis of Pacific Bell’s cost of common equity; he indicates
that the parent’s stock was relatively trendless during the June 17'
to September 30, 1988 period, consistent with the Dow~Jones, and
S&P Utility indices. \ :

According to Winter, investment publications frequently
mention two primary socurces of risk faced by Pacific Bell and. its ‘1
parent. The first source is attributable to inrocads that
competitors may make into the regulated utility’s service
offerings. Winter believes that generally, however, these inroads
have boon.occurring at a slower rate than. initially expected and

bypass of the local switch and exchange loop has been infreqnent- 3 ““'"
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Even when bypass has occurred, he maintains that it has often been
partial with the local operating company receiving associated
private line revenues. The current opinion generally expressed in
investment publications is that revenue lost to competition will be
relatively insignificant (Exhibit 4, p. 34). Winter alsc believes
that Pacific Bell has improved productivity of its telephone
operations and that the Califormia Commission has approved price
flexibility and phased out toll access subsidies, all of which
should help minimize the potential negative effects of competition. :
However, a second source of potentially greater investment risk is
diversification into unregulated businesses; Pacific Telesis Group
has invested in a variety of relatively risky nonutility ventures
including real estate, cellulaxr, mobile and paging services,
financial services, and international marketing of communications
services. Based on investment firm reports, diversification has
increased the investment risk faced by utility fimms. Winter °
refers to a June 1986 Salomon Brothers’ Report stating that
diversification has not boosted profits or increased shareholder
value. According to Winter, the Report indicates that Pacific
Telesis Group’s net income has actually been reduced, rather than
increased, by its diversification efforts. The Salomon Brothers’
calculations show that diversification diluted the parent company’s
earnings by approximately 6% during the first quarter of 1986.
Nonutility operations were, as a whole, unprofitable for calendar
year 1986 based on S&P’s June 22, 1987 Credit Week. (Exhibit 4,

pp. 35-36.) ‘ |

In sum, Winter believes that, over ‘the near texm, Pacific -
Bell has taken steps considered to minimize the primary source of :
the risk it faces (i.e., that due to competition)y‘however, Pacific
Telesis has taken steps that have increased (and axe likely to |
continte to increase) its overall investment risk. Because of this . '
divergence, with Pacific Bell taking the lower risk path and
Pacific Telesis Group the higher risk path, Winter considers
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Pacific Bell to-have slightly lower overall investment risks than
its parent. According to Wintex this risk differential means that
Pacific Bell’s cost of common equity is slightly smallexr, perhaps
by 20 to 30 basis points, than its parent’s cost of equity.
Notwithstanding this caveat, Winter relies on Pacific Telesis Group
market data as a starting point for estimating the cost of equity
to Pacific Bell.

According to Winter, Pacific Telesis Group’s returns on
equity have exceeded those of more risky large corporations by an
average of 180 basis points during 1985-1987. (Exhibit 4,

Pp.- 38-41.) Based on this comparison, Winter believes that the
parent’s rate of earnings has been excessive during each of the-
past three years. -

In his DCF analysis, Winter relies on a constant growth
model, which is based on the assumption that investors expect equal.
growth in price and dividends over an infinite future holding
period. (Exhibit 4, p. 33.) He has chosen the constant growth
method because it is generally accepted for ratemaking. Winter
concludes that a growth rate range of 4.5% to 6.0% is
representative of investor axpectations for long-term Pacific
Telesis Group growth (Exhibit 4, p. 50). He calculates a current
dividend yield of 6.03% (Exhibit 4, p. 52). A current dividend
yield of 6.03% coupled with expected growth rates of 4.5% to 6.0%
indicate investor common equity requirements between 10.80% and
12.39%. (Exhibit 4, p. 53.) .

In using the historical risk premium approach as a check
on the reasonableness of the DCF analysis, Winter found, based on
geometric mean returns, that a portfolio of Moody’s 24 Ut;lxties
returned approximately 166 basis points more than long-te:m
Government Bonds during the period 1929 to 1987. Winter computed .
the average of the premiums that would have been realized over all
whole-year holding periods of one year to ten years during 1929 to o
1987. The avorage p:emium was 367 basis pointa.' However, Winter
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maintains that there have been significant changes in the xisk
premium between utility stocks and bonds in recent years, and that
some authorities have concluded that long=term bond investing has
become as speculative as stock investing. He believes that reduced
risk premiumg between stocks and bonds recorded in 1979 to 1981
continue to prevail. Due to these reduced risk premiums, he
maintains that the lower end ¢of the 166 to 367 basis points premium
spredd is more appropriate (Exhibit 3, p. 59).

As a final check on his DCF analysis, Winter reviewed

recent required turns on other competing investments (July, August,ﬁ‘ “

and September ‘88 issues of the S&P Bond Guide). The required
returns are discounted cash flow xeturns calculated from the
current price of the bond and the expected income stream (coupon
payments and return of the bond’s face amount upon matuxity),
consistent with determination of Winzer 8 DCF findings for Pacific. -
Telesis Group. Winter believes that the common equity of Pacific

Bell and its parent is more risky than tr;ple-Aprated bonds becauseV ‘

of greater uncertainty concern;ng the amount and timing of the ‘
future income stream. Bowever, this uncertainty is significantly
less than that associated with the poten:ial income stream from the#
typical bond rated triple-C (Exhibit 4, p. 62: 13-18).

In sum, Winter’s point estimate for Pacific Bell‘s cost .
of equity is 11.4%. This is 20 basis points below the midpoint of
his DCF range for Pacific Telesis'Group, in recognition of the |
slightly lower risk associated with Pacific Bell‘s common equity. '
The DCF, risk premium, and risk/return analysis performed relxed on
recently recoxded stock prices. ‘and: recent long-term.Treasury Y
Security and Co:porate bond yields. In Winter’s view, the results ,
are indicative of investor return reqni:emen:s during the period

6/17/88 to 9/30/88, in which these prices and yields were :ecorded.--

Wintex maintains that the 11.4% finding offers a premium of :
app:oximate1y~140 basis points ‘over recent required retu:ns on the
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company’s debt and equals recent required returns on junk bonds
rated double-B by S&P. -

Winter recommends no adjustment for flotation, on the
rationale that it is inequitable to ratepayers (Exhibit 4, p. 70).
Based on recent market prices if stock sales were to occur, they
would likely be at prices above bock value given PIG’s current

market-to-book ratico ¢f approximately l1.5. Im his view, accretion,

rather than dilution, will be the likely xesult of such sales.
5. piscussion |

The pre-settlement recommendations on the cost of equity
for attrition year 1989 cover a wide range (11.4% to 14.00%), and
the proposed settlement contains a stipulated ROE of 13.00%. That
fiqure is well within the recommended ranges, and no party to the
proceeding opposes its adoption.

Adoption of the 13% compromise figure appears to be a
reasonable compromise; it represents a 200 basis point reduction Ln
the curxently authorized 15% return on equity which has been in
place since 1986, and thexefore furthers the ratepayer interest in
recognition of an improved: financial ‘environment since Januvary
1986. Adoption of the Proposed Settlement results in a revenue
requirement reductioncof $127 million.

Iv. m;-_c' rs Pinancial Attrition Request

A. Ihe Application

On July 15, 1988, in accordance with the COmmissxon s
directive in D.88-06-024, GTE~C filed its 1989 financial cttrit;on
request, seeking an increase in its inzraatate revenues of
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approximately $67 million.’ GIE-C sought to increase its
authorized intrastate rate of return fxom 10.90% to 12.08%,
premised on a long-term debt cost of 9.03%, short-term debt cost of
8.75%, preferred stock cost factor of 6.35%, and return on common
eqﬁity of 14.50%. This request was premised on a capital structure
composed of 38.2% long-term debt, 1.9% short-term debt, 2.7% |
preferred stock, and 57.2% common equity.

GTE=C requested that the revenue requirement increase
proposed in its application be implemented by a uniform increase in
its three current billing surcharges, to be collected on a bill and -
keep basis, and that these changes be made effective January 1,
1989 to be implemented simultaneocusly with the surcharge changes

resulting from GIE-C’s 1989 operational attrition rate adjustment f'
filed October 1, 1988. |

B. Rate of Return Recommendation
fox Attxition Yeaxr 1989

GTE-C’s present;ylauthorized_rate of return is depicted
in the following table: )

ﬁ:z:9_Lxxggsn&_AB:héxiza&ignl

. | Capital Cost Weighted
Component - Ratio Factox —Cost

Long-Term Debt 41.50% 3.74%
Short-Term Debt 2.50 : 0.18
Preferxed Stock 2.50 0.16
Common Stock Equity —=3.20 .

Total | 100.00% o | 10.90%

9 In a September 30, 1988 update, submitted in accordance with -
the ALJ Ruling of June 24, 1988, GTE-C reduced its requested .
revenue requirement increase to $66.201 million. This reduction
reflected the use of the 1988 test year rate base adopted in: o
D.88-08-061 to derive the company’s 1989 attrition year rate base. -

.35 -
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GTE~C’s present authorization contrasts with the

recommendations of the active parties for the 1989 attrition year, -
depicted in the following tables:

Component

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

Total

Component:

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

Total

Component

Long-Term Debt
Short~Term Debt
Prefexred Stock
Common Equity

Total

SIE=C__(Recommendation)

Capital
“Ratio Ractox

38.20%
1.90
=120

100.00%

DRA (Recommendation)

Capital - Cost
_Ratio . Ractox
40.50% 9.03%
2.50 ' - 6.34
55.00 12.50*

100.00%

*Mid-point of 12.25-12.75% range.

2.70
=720

100.00%

Weighted
—Cost _

3.45%
0.17
0.17

12.08%

weighted
_Cost

3.66%
0.17
‘0‘.16 )
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A review of these recommendations reveals a difference on
the appropriate capital structure for the 1989 attrition year. The
percentage of common equity in the capital structure reflected in
these recommendations ranges from GTE-C’s 57.2% to DRA’s, 55%.10
The second major issue in the proceeding relates to the appropriate
return on common equity for attrition year 1989. GIE-C is
requesting an increased ROE of 14.50. DRA recommends a reduction
in the curxent ROE from 12.75% to 12.50%. Los Angeles’ Kroman
recommends an increase from the current 12.75% to 13.00%. In
contrast to the disposition of Pacific Bell’s financial attrition,
the issues raised in GTE-C’s application were litigated. Indeed, |
each party who signed the Settlement Agreement in A.88-07-019'
explicitly agreed that the settlement terms and conditions would
not be used in any manner whatsocever in GTE-C’s A.88-07-017.
Therefore we proceed to analyze the record developed.in
A.88-07-017.

C. Capital Stxucture . ]

" While capital structure is an issue for attrition year
1989, all witnesses support some increase from the present 53.5%
authorized equity percentage. DRA recommends 55% and GTE-C \
recommends 57.2%.

1. GIE-C’s Position

GTE-C’s witness O’Rourke testified that the common equity

ratio of 58% projected for year-end 1989 places the company in the

10 Los Angeles’ witness Kroman accepted GTE-C’s capital structure =
in his analysis, and concentrated primarily on the issue of the R
tgpropriate ROE for the attrition year; we do not regard his use .of:

ese percentages as an endoxsement of GTE-C’s recommended. capita.
structure, especially in view of his argumen:s on the mexits vel .
non of higher bond ratings, infra.
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strong A to weak AA S&P bond rating category. O‘Rourke describes
S&P’s bond rating criteria as :Eollows:11

.3 AA

Pre-tax Fixed Charge Coverage 3.5%x=5.5x Above 4.5
Total Debt/Total Capitalization 40%-52% Undex 42%
Net Cash Flow/Long-Term Debt 25%-35% Above 30%

O’Rourke indicates that this common equity ratio is still
below the average ratio for the comparable telephone companies he
reviewed (Exhibit 8, p. 3). O’Rourke asserts that the higher
projected common equity percentage "is a conservative move to
reduce financial risk and exposure to interest rate volatility.”
(Exhibit 7, p. 3.) O’Rourke maintains that GTE-C should maintain
its AA-bond rating, consistent with the trend established by-most .
major telephone companies, which are‘reducing-financiel leverage by
jimproving their total equity position, in oxder to protect against“
the shock of volatile interest rate increases and higher business
risk keyed to incxeased‘competition.

O‘Rourke considered his list of comparable telephone
ompanies on the basis of size and markets served as of December
1987. The comparable companies also have publicly traded debt.
Because of GTE-C’s size, he considered telephone companies with
total capital of at least $1.8 billion. ‘These companies are all
rated in the AA category and 0’Rourke believes GTE-C is cons;de:ed
comparable, by knowledgeable investors. All of these companies -
have total capital in the range of $2 billion to $12 billion'and
long-term debt ratios in the range of 35% to 44%. O‘Rourke notes
that the average common equity ratio is 59%, while the high/low
range is 63.7%/55.7%. (Exhibit 8, p. 3.)

11 This material is derived from Exhibit 8, page 4.
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GTE-C argues that DRA’s recommended 55% equity ratio is
rooted ip misunderstanding of the factors that make the higher
equity ratio essential. More specifically, GTE-C states that DRA
has provided misleading information (Exhibit 9, Schedule 3) as to
the length of time GTE-C’s bonds have been rated AA and as to its
commercial paper ratings over the same period. GTE-C assets that
it was not until late 1986 that it obtained its current "weak" AA
rating from both Moody’s and S&P. GTE-C asserts that it achieved
this rating only as a result of substantial increases in its
equity ratio and pre-tax times interest coverage. Further, it
maintains that the curxent rating is still well below the average
ratings for other large telephome utilities (Exhibit 13, p. 1).

GTE-C also objects to DRA’S reliance on certain Value:
Line data indicating that telecommunications service corpanies
facing comparable business risks“are.proﬁected,to have equity ‘
ratios for 1988 and 1989 of only 54% and 55%. GTE~C believes that
many of the companies included in this Value Line projection do not
fall into S&P’s high risk local exchange carrier classification andf :
are not repreaentative of the companies with which GTE-C must | ‘
compete for debt capital. Purther, the companies used do not have g
the same Value Line safety rankings. (2 RT 182.) Finally, GTE-C
asserts that the Value Line report includes certain projected
equity ratios for 1987, 1988, and 1989 which are well above the
equity ratio recommended by DRA (2 RT 184: 1-20).

GTE-C believes that DRA’s witness has inappropriately
focused on whether his recommendation will jeopardize GIE-C’s
current bond ratings; GTE-C believes the appropriate focus should.
be whether the recommended ratios will enable it to-mainrain its
current bond rating. According to GTE-C, DRA’S capital structure
includes less equity. ‘and more debt (long-term and short-term) than
required by S&P’s for an AA bond rating; concomitantly, if DRA’s
12.50% midpoint ROE is adopted, GTE-C asserts that it will ‘only
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achieve a pre-tax times interest coverage of 3.78 times (Exhibit 9,
p- 39). :

GTE-C asserts that the DRA capital structure and proposed
ROE would almost certainly result in a bond rating reduction, which
would over time have a negative impact on ratepayers by increasing
the cost of new debt financing and also increasing the ROE to which
GTE-C’s investors are entitled. In suppoxt of the latter argument,
GTE-C cites the calculation of its witness Brennan (Exhibit 6,
Schedule 21), illustrating the difference in interest expense
between a utility meeting the minimum criteria for an A bond :ating‘
and a utility meeting the minimum criteria for an AA bond rating. '
Brennan asserts that the required return on equity is 16.9% for the
A-rated utility, whereas the requirement for the AA-rated firm is
only 15.2% premised on the cost of debt used in Schedule 21 of
Exbibit 6. (1 RT 80-83.)

In sum GTE-C asserts that the record clearly'establishes

that a 57.2% equity ratio will help achieve its goal of maintaining -

~its current bond rating. The highexr equity ratio will help ‘
minimize the risk of a bond rating downgrade (provided the :etnrn
on common.equity is adequate), and thereby avoid the increase in ‘5
future debt costs and ROE, which it believes would necessarixy
result from a bond rating decrease.
2. DRA’s Position

DRA asserts that its recommended 55% common equ;ty'ratzo
is fairer to the ratepayer than GTE-C’s 57.2% request. Since the 3_
cost of common equity is the highest cost of the capital stxuctn:é1
components, DRA believes it is appropriate to considexr a capital
structure which provides sufficient interest coverage to maintain a;
reasonable bond rating and net cash flow to debt ratio. While
GTE-C would prefer to stay‘below a 40% debt ratio and above a 4.5
times pre-tax interest coverage in order to maintain its bond
rating, DRA submits that GTE-C could pay $20 million moxe in
interest and still maintain the 4.5 times pre-tax interest coverage:
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necessary to sustain that rating. This interest would cover about
$196 million in additional debt at the current 10.197% interest
rate on AA bonds. The current debt ratio requested by GTE~C is
only 40.1% for 1989 (including long-term and short-term debt), and
thexrefore DRA believes that GTE-C has room for additional debt
before reaching the S&P guideline of 42%. '

In general, DRA notes that incxeases in the debt ratio
and decreases in the equity ratio represent tax savings to
ratepayers. The least expensive option for a company to finance
growth however, is through internal cash flow. A company may |
control its cash flow in part by controlling its dividend policy. :
DRA notes that for 1989 GIE~C plans no debt or equity funding. - I't:
plans to finance capital investments solely from internal souxces.

DRA also notes that GTE-C is wholly owned by a holding company, GTE.

Corporation, and therefore it has added flexibility in using
internally-generated cash, since common dividends are all paid to. "
the parent company, and the dividend payout ratio is not driven: by
market expectations.

DRA observes that since 1983 GTE-C’s long-term debt rat:.o‘
has declined from 56.98% to 40.86% The preferred stock equity
ratio has declined also while the common stock equity ratio has
continuously increased from 40.12% in 1983 to 53.44% at the end o£
1987. This has occurred in part because GTE-C has increased new °

common stock issues to its parent, replacing debt (Exhibit 9, pa.ges' e E

17-18). DRA notes that GTE-C plans to add an additional $45
million in common equity this year*lz this new funding will
increase its common equity ratio to between 56% and 57% depend;.ng L
on how much of the new equity is used to retire maturing debt. =
GTE-C’s long-term debt rxatio will drop below 41.3% continuing :.ts .
S-year slide. DRA notes that the result o£ the shift in ca.p:’.tal

12 A.88-10-006 is currently pénd;!;ng. before this Comiksion’.
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structurxe is a higher cost of capital for ratepayers (Concurrent
Brief of DRA, pp. 4-5). '

Asserting that continued increases in equity appear to be
unwarranted, DRA points out that GTE-C has the ability to fund
capital expansion internmally or througk debt but has opted for
infusions ¢of new common stock equity. DRA believes the resulting
higher GTE-C revenue requirement to does not seem to be offset by
any benefits to ratepayers. Thexe will be no further impiovements
in bond rating, financial stability or reduced debt costs.

DRA submits that in the ideal market, competitive
companies seek to minimize financing costs, and prefer cheaper
financing opportunities over more expensive undertakings within the
range permitted by the bond rating quidelines. Requlated
utilities, however, may seek to maximize return rather than
minimize costs when the returns are passed on to ratepayers wmthout?

fear of competition. Therefore, DRA is concerned over the build”up"

in common stock equity ratios without apparent ratepayer benefit.
Of special concern is the fact that the utility in question is
wholly owned, and the higher weighted common equity costs accrue
only to the benefit of the shareholders. The holding companyvcan .
use the dividends flowing from the regulated subsidiary to finance:
unregulated enterprises of other subsidiaries. DRA.submits‘that .
when a regulated capital structure appears to produce ever higher;
returns flowing to the parent company without appropriate benefits -
flowing to the ratepayers, the increased common equity ratio and ;
increased costs to ratepayers should be denied. Therefore, DRA
recommends a 55% common equity cap for GIE-C for the 1989 attritxon
year. Staff believes that this recommendation is well within
industry norms, as evidenced by the average for Value Line’s
projected common equity ratios for 1988 and 1989 (54% and 55%
respectively} and should be adopted. (Exhibit-S, PP- 20-22.)
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3. Los Angeles’ Posjition
As mentioned earlier, Los Angeles’ Kroman uses the

requested capital structure in terms of illustrating the return on
equity recommendation which was his primary focus in this
proceeding. However, Kroman also addresses GTE-C’s arqument that
it must maintain its bond rating in the attrition year, and in that
regard, XKroman’s analysis addresses part of the debate over the
appropriate capital structure. Xroman disputes the implication of
GTE-C’s witnesses that higher bond ratings result in lower money
cost rates which are passed through to customers xesulting in lower
service prices (Exhibit 12, p. 8). In particulaxr Kroman challenges.
Brennan’s analysis that the total cost of service for the lesser
*A"-rated utility exceeds that of an "AA" rated utility (Exhibit 6,
Schedule 21). Kroman asserts that Brennan has obviously assumed
that the differential in bond: yields between the A and AA ‘
categories is 0.5 percentage point.> Using an alternative spread‘
of 0.17 pexcentage point (the median differentzal over the period’

January 1946 through June 1988) between the two bond rating groups,,“

Kroman derives & result indicating that the annual total cost of
sexvice for the AA-rated utility substantially exceeds that of the
A-rated utility (Exhibit 13, Table 3).

13 In D.87-12-070, and other Commission decisons, the 50 basis

ints spread is authorized, "if appropriate” in commnecton with . -
ong-term bonds Lo be issyed in the attxition vear. (D. 87-12-070,
Finding of Fact 4.) This is a far cry from GIE-C’s implicit =
argument that we have explicitly recognized that a spread of 50
basis points is appropriate between an A and AA rated utility

bgpds, for purposes of" the B:ennan analysis (3 RT 363: 20 to 365.‘
16).

i

- 43 -
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A comparison of the Kroman/Brennan analysis (Table 3,
Exhibit 13 versus Schedule 21, Exhibit 6) follows:

DA
Bond Rating Breppan = Kxoman  RBrennan
Debt Leverage Under 42% Under 42% 40%-52%

Use 42% (max) 42% 52%

Assumed Yield on
Public Utility Bonds 10.5% 10.825%w 11.0%

.

Weighted Effective Cost \
Rate (ln 3 x 1ln 4) 4.41% 4.5465% 5.72%

Total Capital (Millions) $4,000 $4,000 $4,000

Interest Expense (Mill;ons)
(In 6 x In 7) : $1.76.4 181.86 $228.8

Coverage Above 4.5x 4.5x ' 3.5x

Before Income Tax Income ' ‘ ,
(millions)(1ln 7 x 1ln 8) $793. g $818 37 800"80

*Reflects median differential of 0.175 percentage point (vs 0.5 :
pexcentage point in Exh 6, Schedule 21) with A yield assumed at 11%,

per Mr. Brennan.

Thus, while the interest cost component of overall costsf
to be borne by ratepayers, may be somewhat reduced as a result of
higher bond ratings, Kroman asserts that it is far outweighed by
the increase in the equity cost componenz, with a significant
increase in the resultant overall cost of service. Kroman asserts
that there is no sound basis in the record for fixing GTE-C's-rate
of return at a level claimed necessary-to maintain its cuxrent bond
rating. In his vnew; -a determination of :ates on the basis of \
achieving and/or maintaining high bond ratings is entirely one
sided and shortchanges the interests of ratepayers. Moreovexr’ he
arques there is no evidence whatsoever indicating- that GTE-C wonld
be unable to naintain its current bond rating if the Commission
does not adopt its recommendation. (City of Los Angeles Brief,

p- 7.) o .
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4. [FRA’s Position

In its brief, FEA axrgues that the GTE-C capital structure
recommendation should not be adopted. FEA believes that even the
DRA proposed 55% equity, 40.5% long-texm debt, 2.0% short-texm debt
and 2.5% preferred stock ratio is too equity heavy, preferring
instead a capital structure containing 50% equity, 45% debt and 5%
preferred stock (but in no event more than 50% equity). (FEA
Brief, pp. 3-4.)

5. DRiscugsion

We do not believe that GTE-C has carried its burden of
proof on the issue of the necessity of increasing its common equity
ratio to 57.2% in order to maintain its AA bond rating. First, as.
DRA points out, when GTE-C received its AA rating, mathematically
its equity xatio was 52% (2 RT.163). In addition DRA notes, the:ef
is still some "maneuvering room" between GTE-C’s combined long-term |.
debt/short—term debt recommendation of 40.1% and the "under 42%" :
figure listed in the S&P’s bond rating critexia. That fact, B ,
coupled with the undisputed fact that GTE-C ‘has no plans to issue o
long-term debt during the 1989 attrition.year (Application, p.
4) supports a recommendation more in line with that of DRA
(40.50% long-term debt, 2.00% short-term debt).

Los Angeles’ Kroman has also demonstrated: that a slxgh:
adjustment in the assumed differential in bond yields between A and 
AA bonds to account for a longer timéframe, shows that the annual
total cost of service for the AA-rated utility substantially -
exceeds that of the "A" utility. T7The use of a five-year data base,'
as reflected during GTE-C’s’ cross-examination of Xroman- does not
alter the outcome of Kroman’s demonstration (3 RT 363: 1—17). The
cost for AA becomes 807. 789 while" the cost for A is unchanged' ‘
800.8.

14 “GTE-C does not at ﬁhis time anticipate‘issuing-any long-te:hﬁl'
debt during the 1989 attrition year. 1Instead, its construction

program and other capital requirements will be met through the 5aié§f_pﬁf

of common equity and from internally—gonerated funds.”
(Application, PP- 3-4.) .
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Both Kroman and DRA correctly observe that higher bond
ratings may well xesult in a reduction in the interest cost
component, but this reduction is far outweighed by the increase in
the equity cost component which itself has a far more significant
impact on the overall cost of service, if we are to believe the
accuracy of Kroman’s calculations. Determining rates on the basis
of achieving and/or maintaining a high bond rating may indeed be a
one-sided view that shortchanges the ratepayer.

Moreovex, there is no tangible evidence in the recoxd
indicating that General would be unable to maintain its cuxrrent
bond rating if its recbmmended'Capital structure were not approved.

Finally we note that GTE-C’s O’Rourke also~justi£ied his
common equity ratio of 58% as a: conservative move to reduce
financial risk and exposure to.interest rate volatility. He stated
that the improvement in total equity position helps protect a

company agaiast the shock of volatile interest rate increases and
higher business risk brought on through incredsed’competition.
However, his analysis was not explicitly premised on any formal
quantification of these impacts (Exhibit 7, p. 3).

Taking all of these matters into account, it appears
reasonable to accept DRA’S alternative to GITE-C’s recommended
capital structure for the 1989 attrition year. This alternatxve,
with its 55% equity cap, represents an increase over the presently
authorized percentage, but is within the parameters of Value Line 3
projections for 1988 and 1989; it is also more responsive than |
GTE-C’s proposal to the concerns that capital structure be cost-
effective from the ratepayer perspective.

D. Cost of Debt , o } ,

There is no disagreemént’among'the parties‘as to the coSt‘.
of GIE-C’s embedded long-term debt for 1989 (9.03%), since no new-
long-term debt. is ucheduled to be issued in that year. .

- In its brief, however, GTE-C asserts that the 9.03% cost
could change if the Commission denies its request to issue $45
million in nmew common equity in 1988, and/or f£inds that the DRA‘’s

proposed 55% equity ratio is reasonable. GTE-C currently plans to f'f‘

finance its construction program in 1989 with $45 million in new

_.45’_
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common equity scheduled to be issued later this year and through
internally-generated funds, including retained earnings. If the
new equity is not issued at year-end 1988, GTE-C argues in its
brief that its common equity ratio will still increase to
approximately 57% by year-end‘1989.ls In its brief, GTE-C asserts
that it would have to consider increasing its dividend payout ratio
in order to reduce its equity rati¢ if the Commission adopts a
capital structure that does not at least recognize the growth in
its equity ratio from retained earnings; that if it is forxced to
increase its dividend payout, it would have to consider other
sources such as new debt to finance its construction program in
1989; that if this option is elected, GTE-C’s pre-tax times
interest coverage would decline further, in turn, placing
additional downward pressure on its current bond ratings
(Concurrent Brief of GTE-C, p. §). However, these arguments were
not developed on the record, and are premised on certain facts that -
may Ox may not transpire depending upon the outcome of this ‘
decision (i.e., the 57% eduity ratio by year-end 1989). Thus these -
arguments cannot assist the Commission in its deliberations on the

cost of debt. That cost remains 9.03%, which we adopt for long-
term debt for 1989. ' -
GTE-C’s proposed capital structure assumes a cost factor
for short-term debt of 8.75%, compared with DRA’s §.50%. Both .
estimates are substantially higher than the short-term debt cost of
7.00% used in D.87-12-070. However, as the parties acknowledge
that decision also established the method for forecasting GTE-C’s

1S The basis for this statment is 2 RT 1l17-118. However, at 2 RT
103: 23-105:7 GTE’s witness O’Rourke testified that GIE-C’s yeaxr-
end common equity ratio is 56.34%, assuming debt retirements and
issuance of the $45 million of common stock. O’Rourke testified
that if the common stock for some reason were not issued, the year-
end 1988 common equity ratio would be: 55%. Later on redirect, -
O’Rourke testified that the 1989 common equity ratio of 58% would:
decline by approximately a full point to below 57% if no common
equity wexe issued in 1989. His redirect testimony obviously -
assumes the GTE-C-recommended common equity pexcentage is adopted
in this decision. o ‘

- 47 =
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short=term debt costs for attrition years 1989 and 1990: "The
reasonable short-term debt cost is the Blue Chip Financial Forecast
Consensus l-Month Commexcial Paper as of October 1 for the
attrition year." (D.87-12-070, Finding of Fact 4.) That forecast
is 8.2%, which we adopt.

E. Qost of Preferred Stock

According to GTE~C’s O‘Rourke, the embedded cost of
preferred stock will be 6.38% in 1988, dropping to 6.31% in 1989,
due to a mandatory redemption of $4 million. The average cost of
preferred stock foxr 1989 is estimated to be 6.35%. GTE-C has‘no"”
plans, according to O’Rourke, to issue preferred stock during the
1988-1989 period. - ' '

DRA calculates the average offective dividend rate of
preferred stock for 1989 as 6.34% (Exhiit 9, Table 4). This is an.
average-year figure which includes changes projected to occur im = |
GTE-C’s outstanding prefetred’ztock’due to a mandatory redemptionQ 

There is virtually no difference in the GTE-C/DRA cost
factor recommendations, and we adopt 6.34% as the cost factor £or
preferred stock for the 1989 attrition year.

r. _

~ The following tablo summarizes the posxtions of the
paxties: .
- RQE_(Pexcent)
14 .50‘.

DRA 12.25=12.75*
Los Angeles 13.00

hd Midpoint recommended

2. GIE-C’s Showing : '

GTE-C’s financial att:ition request of 366 m;llxon is ‘
premised on a 57.2% common equity~ratio, as discussed previOusly;
and an ROE of 14.5%. In GTE-C’s 1988 test-year rate case, the - .
~ Commission adopted an ROE for 1988 of 12.75%. GIYE-C: maintains that |
the Commission adopted 12. .75%, which was below the 13. 25%

recommended by the ALJ in his proposed decision, because it electedl7ggj
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not to make approximately $534 million in additional revenues
subject to refund pending issuance of a final decision in the
proceeding during the first half of 1988.16 ‘These revenues wexe
associated with the additional test-year revenue requirement
reductions proposed by DRA in that proceeding. The Commission
stated that it acted to "...further reduce the risk that General
will face in 1988, a reduction which is reflected in our adopted
return on equity."” (D.87-12-070, mimeo. p. 23.)

General maintains that its equity investors arxre entitled
to a higher ROE for the 1989 attrition year than that adopted in
D.87-12-070 because of dramatic increases in interxest rates in 1988
over 1987, and the further substantial increases forecasted for
1989, as well as serious shortcomings in DRA’s DCF and risk premium
analysis (Concurrent brief of GTE-C, pp. 9-10). GIE-C maintains
that all of the witnesses in this proceeding have recognized these -
changing financial conditions, and have increased the;r recommended -
returns in the 1989 attrition year accordingly. '

In support of its requested ROE GTE-C presented the
teostimony of Joseph F. Brennan. Brennan was GTE-C’s witness in the}
1988 test year proceeding, during which he recommended a 15% ROE. | .
In this proceeding, Brennan has used three methodologies- A single
stage constant growth DCF model; a modified DCF model; and the ”
Capital Asset Pricing Model (CAPM) (Exhibit 6, Schedule 1, page .l
of 2). Brennan’s recommended: ROE of 14.5% represents the midpoint

16 That decision was ultimately-issued in August, 1988
(D.88-08-061).
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of the range (14.4% to 15.7%) dexrived by application of these three
models.l7 Brennan alsc provided a risk analysis.

Brennan believes that requlated telephone companies have
greater business risks compared to many othexr kinds of utility
companies. He believes the telephone industry is faced with
competition for virtually all of its services even at the local
network access level, and while regqulators may help a telephone
utility to preserve its markets by, for example, prohibiting
intral.ATA competition, they cannot preserve many markets for a
telephone utility in today’s environment. Breannan points to
competitor inrxoads in the following areas:

O Bypass is GTE-C’s major competitive threat
in the exchange marketplace.

o Competitors cannot build a system for less
money than GTE-C, but they price it lower
because it does not support othexr parts of
their business. This type of competition
will be driven by high volume users looking
to reduce their cost for network transport.

17 In connection with these models Brennan used 2 barometer groups
of telephone companies as a proxy for GTE~C, whose stock is not
publicly traded. The two barometer groups of telephone companies
included three independent operating telephone companies
(Cincinatti Bell, Inc., Rochester Telephone Corporation, and
Southern New England Telecommunications Corp.) and seven regional
holding companies (American Information Technelogies Corp., Bell
Atlantic Corporation, Bell South Corporation, Nynex o N
Corporation, Pacific Telesis Group, Southwestern Bell Corxpeoration,
US West, Inc.). Brennan also used a barometer group of § gas s
distribution companies (Exhibit 6, Schedule 11) as a check on his
analysis. Additionally, Brennan adjusted upward the market-derived:
ROE range for his two telephone company groups "...in recognition
of a lower investor-perceived investment risk for the two telephone:
groups compared to GTE-C, since these groups were used as a proxy
for GTE-C. The basis of this judgment is the difference in bond
rating for GTE~C and the average bond rating for each barometer
group of telephone companies.” (Exhibit 5, p. 4.) ‘
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Technology has placed the competitor in the
enviable position of gaining immediately
from state-of-the-art technology without
concexn for capital recovery of investments
in outdated technology. As a result,
competitive inroads may be made by
interexchange carriers and major customers
looking to build their own capacity.

Major competitors may also include cellular
franchise holders, large business customers
building their own networks to reach IXC
points of presence (POP), e.g., within
GTE~C's service area, other carriers using
- CATV or joint ventured Networks to bypass
exchange company services.

Majoxr competitors include AE&T—C, Wang, and
MCI, all of whom have high national account
visibility. (Exhibit 5, p. 12.)

Brennan analyzed the market data er his group of | H
comparable companies under the DCF approach, giving equal weight to ..
the constant growth DCF model and to a modified model designed to
recognize an investor-expected price earnings multiple change.

The constant growth DCF model, based on an analysis of -
publicly rated common stock, is a technique utilizing maxket, pr;ce,l
reported earnings per share and dividend payments pex share in a |
calculation to determine the«implicit return required bykthe , :
investor and reflected in the maxket price of the stock (Exhibit S,Q
P- 27). The required imputs are an estimate of the curxrent.
dividend yield of a security and an estimate of the,growth,rate in
earnings and dividends. PBremnan derived a constant growth DCF cost

of equity of 1ll.6% for the batometer ‘group of independent telephoﬁe’ﬁ;.

companies, 12.8% for the barometer. group'of :eg;onal holding
companies, and 13.4% for the barometer group of gas distr;butxon
companies (Exhibit 5, pP- 34- Exhibit 6, Schedule 16).

Bronnan conducted a second DCF study, because he believes‘*'

there are serious limitations in the constant growth DCF model.
Specifically, he believes that the assumption in the constant
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growth DCF computation that investors use a single growth xate for
the infinite future is unrealistic (Exhibit 5, p. 28). He asserts
that while the typical DCF model proceeds from the premise that the
rate of growth reflected in the price of stock is a particular rate
over time, in fact, the growth rate can and does vary from periocd
to period.

Brennan’s modified DCF analysis is rooted in the belief
that investor behavior is better explained by considering several
independent variables such as changes in price earnings ratios,
various industry-specific factors, and various company-specific
financial characteristics such as common equity ratios (Exhibit 5,
Pp- 36-37, Appendix B; Concurrent Opening Brief of GTE-C, p. 19).

Brennan took into account dividends expected over the
next 12 moaths in developing his dividend yield and the growth in
value related to next year’s expected earnings, and an assumed
expected price-earnings multiple increase of 0.25 times. Using
this approach, Brennan dexived a cost-of-common equity of 13.4% for;
the independent telephone group, 15.3% for the seven regional
holding comapnies, and 15.9% for the gas distribution companies
(Exhibit 5, pp. 37-38).

Brennan averaged the results of his two DCF analyses to
derive the following common equity recommendation: 12.5% for the -
three independents; 14.1% for the seven regional holding companies; '
and 14.7% for the gas distribution companies (Exhibit 5, p- 38;
Exhibit 6, Schedule 1). |

Brennan also performed a third study using the CAPM
‘model. Under the CAPM approach the expected rate of return is
determined by a risk-free rate of return plus a market premium
proportional to the nondiversifiable risk. The nondiversifiable

risk is cbtained by the application of a beta (an indication of thei
relative xisk of the security to the risk of the market). Betas
are published by, among others, Value Line. (Exhibit 5, p. 38.)




A.88-05-009 et al. ALJ/LTC/rsr

Brennan used Treasury Bond yields to determine the
appropriate risk-free rate of return using September ‘88 T-Bond
yield forecasts (9.7%) and also Treasury Bond yield forecasts of
Value Line and Blue Chip for the year 1989 (8.8% and 9.7%,
respectively). Based on these sources he concluded that a
reasonable estimate of the risk-free rate fox 1989 is 9.3%.

He next determined the appropriate maxket premium by
determing three to five-year forecasts of capital gain yields on
common stock investments. These forecasts indicate a projected
annual capital appreciation of 15.83%. When the average annual
dividend yield of 3.1% is added to the average'annual appreciation,
the total market return is 18.9%. The total market return less the

9.3% return on a risk=free investment produces a market premium of '
9.6%. '

Brennan also considered historical risk premiunms, relyinQ‘
on a 7.4% figqure for the period 1926 to 1987 published in 1988 by
Ibbotson and Associates. By giving equal weight to his projected =
risk premiuvm and to»the‘hiatoricgl;:iak;preﬁiumvissued‘by Ibbotzonf '

and Associates, Brennan concluded that the appropriate market
premium to use in the CAPM computation is 8.5% (Exhibit 5, p. 40).
Brennan’s CAPM-derived common equity cost £s 15.0% for the three |
independents, 16.8% for the seven RHCs, and 15.2% for the o;ght gas ,
distribution companies. (Exhibit 5, p. 40.) '
Finally, as noted in Bxhibit 6, Schedule 1, Brennan g
increased both the high end and the low end of his range by 0. 2% to

recognize the fact that GTE-C’s bond ratings are below'the~average S

ratings of either of the othexr two telecommunications groups used |
in his analysis. Given the fact that GTE-C’s bond: rating is AA- -
whereas the two telephcne company groups employed as proxies carry |
average bond ratings of AA or AAA, Brennan concluded: that the
investor-required ROE for GTE-C should be increased by at least ‘
0.2% to recognize this difference in risk. His rosulting ROE range
is 14.4% to 15.7%; his specific ROE recomnendation 13 15%, the




A.88-05-009 et al. ALJ/LTC/rsxz *

midpoint of the range. However, as reflected in the testimony of
GTE-C’s O’Rourke, GTE=C’s request in this proceeding is premised on
an ROE of 14.5%.

3. DRA’s Showing

DRA witness Blunt recommends a return on equity for the
1989 attrition year of 12.50%, premised on a recommended range of .
12.25% to 12.75%. Blunt used the DCF and risk premium
methodologies; however, he initially selected 24 telecommunications
and gas distribution companies (group), based on comparability of
business and financial risks to GTE-C. He selected ‘
telecommunications and gas distridution companies whose cumulative
bond rating is identical to GTE-C’s rating. Further, the groups‘ef
average equity ratio is similar to GTE-C’s current common equity
ratio. And, the seven independent telephone companies and seven
regional holding companies included in the group are engaged in
similar business pursuits. They are regqulated or have subsidiaries
that aze regulated. The gas distribution companies are selected -
because they are experiencing similar business risks moving from a
near monopoly to- a more competitive environment.

Blunt states that since divestiture, telecommunications
utilities have been expressing fears about the threat of bypass and
i{ts detrimental effects on their earnings and market share.. :
However, Blunt believes there is solid evidence that the threat of
bypass has yet to affect GTE-C’s earnings, since there has been a
54.3% increase in earnings since divestiture (Exhibit 9, p. 42).
Blunt asserts that using euma:ket-driven analysisv(such'as DCF and -
risk premium) will account for and reflect amy solid evidence of
increased competition and its adverse impact on earnings.

Blunt’s DCP analysis is summarized at Exhibit 9,

Table 17. The results of Blunt’s analyxis'were”previously
described in comnection with Pacific Bell‘’s financial attrition
application, supra. Thia.anAIYBis produced a composite group .
~ average investor-required return on equity of 12.21% and 12.34%
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when the average 3-month and 6-month expected yields are combined
with average growth rate (Exhibit 9, Table 17). Blunt’s DCF
analysis included no adjustment for flotation costs, as discussed
earlier in this opinion. The market-to-book xratic for GTE-C is
166, and GTE-C does not plan to issue common stock equity during
1989. Blunt relied upon these facts to support his argument that
there is no reason to adjust the results of the DCF analysis for
flotation costs. Blunt also used the risk premium analysis to
support his recommendation. His application of that analysis is
discussed in detail in connection with Pacific Bell’s application, -
supra.
4. Ios Angeles’ Showing |

Kroman recommends a return on common equity of 13% for
the 1989 attrition year. - ' '

Initially Kroman asserts that GTE-C has failed to meet
its burden of proof because its rate of return showing rellies upon .
subjective and flawed methodologies. More specifically, Kroman
assets that both the DCF‘andeAPM'methodologies pre=select market
data which produce numbers that can be fitted into neat, simplistic "
formulas said to produce investors’ expected and required return on7 
common equity. EHe believes that: o

*...inasmuch as the DCF formula is stated in
terms of dividend yield plus growth rate, it is
obvious that the result is a simple, direct
function of whatever dividend yield or market
price the analyst chooses to select. The
proposition that anyone can accurately
ascertain and specify by single numbexr the
widely diverse expectations of some 47-million
investors is patently Incredible." (Los
Angeles’ Brief, p. 8.) ‘ ‘

To test whether GTE-C’s DCF numbers have investment
relevance, Kroman pexformed a correlation analysis between (1) a
large investment advisory service’s "buy-hold-sell” recommendations '
on 78 electric utilities, and (2) the difference between each
utility’s most recently recorded return on average common equity
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and its DCF-determined cost of common equity. Logically and
realistically, Kroman states that one would expect that investors
would be advised to sell stocks in utilities not earning their cost
of equity, buy stocks which are earning above their equity costs,
and hold those stocks which are earning at about their equity cost.
However, the results of Kroman’s regression analysis show that
whether or not a utility is earning its DCF-determined cost of
equity has virtually no effect on the advice recommendations
offered to investors. (Los Angeles Brief, p. 1l; Exhibit 12,

pp- 11-12.) '

With all of its faults, XKroman believes that the DCF
model is still superior to the CAPM model. The critical factor in '
the CAPM formula, the beta, is based upon past relative stock pxice"
movements and is thus incapable of predicting future—relationsh;ps.
Kroman also criticizes GTE-C’s CAPM methodology for reliance on
interest rates forecasts.

At bottom, RKroman agrees with the obsexrvation of this
Commission in D.87-12-070 that'variations in the result obtained
from these models are indicative of their limited value as guides, -
and that the Commission must exercise its judgment rather xely on ‘
any particular methodology in determining the cost of common eququ
(D.87-12-070, mimeo. p. 22). .

Kroman’s second major argument is that GTE-C’s business
and financial risks have not changed appreciably since the |
Commission last authorized a reasonable rate of return in :
D.87-12-070. Kroman believes that GTE-C has engaged in'a strategy
of exaggeration, and has failed to produce objective, independent,“‘

i
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or disinterested evidence relative to risk as seen by the outside
investment community. 18

A further flaw in GTE-C’s risk allegations is the fa;lure
to distinguish between changes in absolute risks and changes in
relative risks. Xroman maintains that increased risks are
currently affecting not only telecommunications utilities (or
GTE=C in particular) but the entire spectrum of American business.
He points to data indicating the number of long-term debt rating
changes which S&P tabulated for the full year 1986 and the first

balf of 1988, segregated among industrial companies, utilities, and’ .

other companies. According to Kroman, that evidence demonstrates
that not one telecommunications utility was downgraded in this time
period (Exhibit 13, Table 6, p. 6). ,

Kroman also examined f£inancial community credit-
worthiness comments focused on the telecommunications industry in
general and GTE-C in particular. (See Exhibit 13, Tables 12, 13,
and 14.) XHe states that the telecommunications services industry
is generally viewed favorably and that the tread to riskiness is
not reflected in issuance of investor alarms. He points to certain'
comments in Moody’s Bond Survey concerning proposed new long-debt
issues as being inconsistent with the utility’s pessimistic claims.

Kroman maintains that the process of determining rate of
return requires the application of informed, fair, and well-
balanced judgment, and that the evidence relied upon must be
complete and credible. He maintains that economic conditions and
the level of interest rates are significant elements to be
considered in arriving at a recommendation for a fair rate of

18 For example, Kroman introduced evidence demonstrating that the -
debt ratings of the large telephone utilities are vastly su r;or AN
to those of most of the electric utilities (Exhibit 13, Table
and 2, pp. 1-2). _
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return,and that current conditions do not differ substantially from
the conditions existing at the time D.8§7-12-070 was issued.

Kroman has also developed data indicative of the
direction and magnitude of change in the cost of common equity,
comparing conditions shortly before issuance of D.87-12-070 with
more recent economic developments. (See Exhibit 13, Table 15, p.
16; Table 16, p. 17.) For six independent telecommunications
companies, the cost of common equity has decreased on average by
2-1/2 percentage points. Similarly, for seven regional bolding
companies the average indicated decrease in the cost of common ,
equity was 3 percentage points. A comparison of GTE-C’s prioxr and
current submissions for three independent telephone companies, 7
RHCs and 8 gas distributors (Mr. Brennan’s proxy groups)

demonstrates no change at all in an average of the averages of the .

three groups of companies. (Exhibit 13, Table 17, p. 18.)

Kroman also performed a. cozrelation analysis over the
period July 1, 1969 thxough December 22, 1987, reviewing General’s :
authorized rates of return. on common equity and the prime interest::
rates prevailing at the times of such authorizations. The xesult
shows a coefficient of determination between authorized returns on
common equity and the co:responding interest rates of 0.725%
(Exhibit 13, Chart 3, p. 23). Thus, nearly three-quarters -of the 2
variations of ROE may be explained by variations in the prime rate..
Kroman does not recommend that such a simplistic approach be solely;
and directly employed to determine a proper return on common i
equity. However, these data clearly establish that there has
logically been a significant corxelation between the applicant’s
authorized ROE and the prime interest rate. The mathematical |
result of this anlaysis produces a 12.93% return on common equity J;~
at a 10% prime interest rate (Exhibit 12, p. 25). | |

~ Pinally, Kroman also explored the relationsh;p-between ‘
the retura on common oquity and the corrasponding pre-tax.interest 2
coverage for the applicant, since GIE-C emphasized its importance
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'::luring these proceedings. Kroman accorxdingly observes that GTE-C
could achieve a pre-tax interest coverage implicit in D.87-12-070
with a very modest ROE of approximately 1l1%.

In sum, Kroman concludes that since the Commission last
fixed GTE-C’s return on common equity at 12.75% for test-year 1988,
short~-term interest rates have risen modestly, but no other
significant changes have occurred which should markedly increase
GTE-C’s curxent business or financial risks. Kroman submits that
an allowance for common equity of 13.0% with a corresponding ‘
overall rate of return set at 11.23% together represent the ha.ghest
rates justified by an accurate and complete consideration of the
record. |

5. EEA’s Position

In its brief submitted in this proceeding, FEA argues
that the record justifias no higher than the 10.73% overall rate of
return which would result from the lower end of DRA witness Blunt’ s

cost of equity range (12.25%). 1In FEA'Ss view, there are absolutelyj?:f '

no indications in the econcmy that the cost of capital will even
approach 15%, as GTE-C’s witnesses assert,. dur;i.ng the next year.
6. ARX’s Position :

In ite brief submitted in this proceeding, API asserts
that GTE-C’s cost of equity analysis is upwardly biased and should
'be rejected. More specifically, API challenges Brennan’s
conclusion that the seven regional Bell telephone companies and the
eight distribution companies--which produce returns of 14.1% and
14.7% respectively--are comparable for cost of capital purposes to
GTE-C. API notes that the onJ.y other g::oup of non-Bell Telephone -
Companies examined in Brenmm's DCF analysis p::oduced an expected
equity return of 12.5%. API concludes that Brennan’s DCF analys:.s
thus produced upwardly biased equity cost estimates.

API also disputes the results of Brennan’s CAPM ana.lys;s. - RS

It challenges Brennan’s historical risk premium analysis as an
unsuitable proxy for future investor expectations. API also
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"challenges Brennan’s forecasted risk premium, based on his
testimony that he used a market appreciation rate of 80% over a
four-year period (API Brief, p. 5). API notes that Brennan failed
to answer questions put to him as to whether GYE~C’s stock had
experienced such appreciation over the last four~year period. (API:
Brief, p. 5.) ‘

In sum, API asserts that GTE-C’s cost of equity
recommendation should be rejected and that the Commission should
rely upon the recoxrd evidence submitted by the other parties in
this proceeding.

7. Riscussion |

The recommended‘ROEs‘range‘frovaRAfs 12.25%-12.75%, to
Los Angeles’ 13.0%, to GTE-C’s 14.50%. The various ROE models
enploy differing assumptions and imputs, and are in that sense,
imperfect proxies for calculating the investor-required return on
equity. It is apparent that all of these models have theixr flaws,
and, as we have routinely stated in past decisions, the models’
should not be uaed‘:igidly or as definitive‘proxies for the
determination of the'investor-required return on equity. For
example, Los Angeles’ Xroman criticizes GTE-C’s use of the DCF
model and the CAPM model, and ganerally‘believes that other
factors, such as interest rate levels and economic conditions are.
more valuable tools. API criticizes GTE-C’s CAPM and DCF analyses
more specifically. GTE-C itself spent much time and effort
criticizing DRA’s use of the constant growth DCF methodology and
DRA’s selection of the companies included in its barxometer group.‘
GTE-C also accuses DRA of manipulating the imput data in its risk.
premium analysis. Clearly, the arguments over inconsistencies in
the use of these models are not confined to the ROE showing any ome
party. o

With particular reference to DRA’s cost of capital
analysis, we are mot convinced by GTE-C’s arguments that DRA has
manipulated the selection of companies'in its barometer group in
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order to obtain a predetermined outcome (i.e., a lower ROE). On
cross-examination by the City of San Diego, DRA’s witness clarified
that exclusion of three new telephone companies and one gas company
(inclusion of which GTE-C objected to) resulted in a reduction in
the discount rate of approximately 10 to 15 basis points;
therefore, by including the companies DRA’s witness concluded that
the result of the DCF analysis was actually-increased’(wr. vol. 3,
p- 310).

We believe that the observation of a utility witness in
an earlier Pacific Telephone genexal rate case (cited in Los
Angeles’ Brigf, at p. 9) bears repeating:

"To get empirical about it is almost impossible
unless one could climb inside the mind of the
common stock investor and know exactly what
growth rate he is anticipating. That has
always been impossible. No methodology I know
of, including the widespread use of DCFr, is
able to climb inside the heads of all investors
and- come up with the right numbers, primarily
because where one can use the mechanics of
multiplying a retention rate times a prxojected
rate of return on equity, that only gives you
growth from plow=back, which is only one-thixd
of the equation possibly. The other two ways
for earnings to increase is if the investor is
antcipating some improvement in the company’s
actual rate of return on equity, and then a
third is the sale of stock above book value.
hw " (A- 83-01-022 r RT. pp‘u 6‘92"69 3- ) '

At bottom, the models are only'helpful as rough gauges of
the realm of reasonableness. In 1_'.he final analysis we must rely. on
informed judgment rather than on any particular fotmula”approach’t6
establish the reasqnablo‘:etu:n on common equity. To do so, we i
assess the forecasts of overall economic conditions, the range of
returns earnmed by comparable companies, and the relative risks |
faced by the particular utility undex consideration (D.87-12-070,
p- 20). In December 1987 when we last reviewed GTE-C’s cost of
equity, the prime interest rate was 8.7% to 9.00%, the discount
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rate was 6.00%, the Dow Jones Utility Bond Average stood at 85.90,
and the Dow Jones Utility Stock Average at 178.05. At the time
hearings were held in this matter, the prime rate was 10%, and
other short-term Iinterest rates had also increased since year-end
1987, although to a lesser extent. ILong-term utility bond yields
are now a full percentage point lower than at the time of ‘
D.87-12-070 and stock yields are about 25 basis points lower. The
Dow Jones Averages remain at about their former levels. In
addition, GYE~C projects no new outside financing for the 1989

attrition year, whereas it had projected such a need in its last
rate case.

This underscores the great weight of the evidence in this
proceeding that GTE-C’s levels of business and/or financial risk
for attrition year 1989 are no greatexr than they were at the time = -
D.87-12-070 was issued. Indeed, the improved equity ratio adopted
in this decision is a positive factor for GTE-C. While GTE-C has |
argued that it is entitled to an increase: in its currently

authorized 12.75% ROE because that figure was premised on a lower .
risk now eliminated with issuance of D.88-08-061, we believe any
such increase should be minimal, in recognition of the increase in
short-texm interest rates since year-end 1987. All things
considered, we believe that a reasonable ROE for attrition year
1989 is 13.00%. This fiqure is well within the range of
recommendations in the record, and falls at neither extreme.

1. In its 1989 financial attrition application, Pacific Bell
sought to decrease its authorized intrastate rate of return from

12.12% to 11.96% premised on an average debt cost of 9.21%, a ‘f ] L

common equity return of 14.00%, and a capital structure composed of
42.5% debt and 57.5% equity.

2. Based on the teat.f.mony sexrved prior to the scheduled
commencement of hearings, the parties’ 1985 attrition year
recommendations varied greatly in such matters as the appropriate .
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percentage of common equity to be reflected in the capital
structure, the elimination of preferred stock, and the cost factor
applicable to common equity.

3. On the day evidentiary hearings were scheduled to begin,
Pacific Bell and DRA indicated they were close to settlement of all
issues. The settlement proponents thereafter continued
negotiations, which involved all parties in the proceeding.

4. 7The parties reached an agreement resolving all issues and
presented a Settlement Agreement and Stipulation (Appendix B |
hereto) signed by all parties. Bay Area Teleport, Western Burglar
and Fire Alarm Assocliation, and TURN signed the agreement, :
indicating that they did not oppose its adoption; all other pext;e33
specifically requested that the Conmission adopt the settlement.

S. The parties have agreed that for intrastate ratemaking
purposes, Pacific Bell’s 1989 attrition year rates shall be based
on: (1) a 13.00% return on common equity; (2) a 9.21% average cost.
of debt; (3) a capital ratio composed of 43.75% debt and 56.25%
equity; and (4) a 11.34% overall rate of return.

6. Although the settlement proponents did not comply with
Rule 51.1(b) of the Commission’s Rules of Practice and Procedure,
which requires the convening of at least one conference with at ‘
least 7 days advance notice and opportunity to participate provided
te all parties for the purpose of;digcussinq‘stipulatidns and - '
settlements in a given proceeding, the prdponents' extensive and
successful efforts to involve allwparties'in the process after
October 17 were 5u££icient to justify granting a waiver from Rule
51.1(b).

7. Pursuant to Rule 5l. l(e), an uncontested settlement, such
as that presented by the parties in A.88-07-019 will net be
.approved unless it is reasonable in light of the whole record, .
consistent with law, and in the’ public interest. > i

8. We will adopt the uncontested settlement agreement as [
reasonable because, on the whole, it is within the range of




A.88-05-009 et al. ALJ/LIC/xasr «

recommendations presented to us in testimony served prior to
settlement; further it is in the public interxest to the extent that
it will provide ratepayers the immediate benefits of a reduced
revenue requirement.

9. In its 1989 financial attrition application GTE-C sought
to increase its authorized intrastate rate of return from 10.50% to
12.08%, premised on a long-term debt cost of 9.03%, short-term debt.
cost of 8.75%, preferred stock cost of 6.35%, and common equity
return of 14.50%, and a capital structure composed of 38.2% long-
texrm debt, 1.9% short-texm debt, 2.7% preferred stock, and 57.2%
common equity.

10. While capital structure was an issue in dispute for the
1989 attrition year, all witnesses supported some increase in the -

presently authorized 53.5% equity percentage (DRA.recommended 55%
and GTE-C 57.2%).

11. GTE-C asserted that its requested 57.2% equmty-percennage“j

was key to maintaining its current AA bond rating, but evidence
presented by DRA tended to demonstrate that GTE-C has additional
flexibility prior to reaching the Standaxd & Poor’s 42% guideline
for the AA rating, and that the additional equity buildpup‘may not
be cost-effective from the ratepaye: perspective. These cost-
effectiveness concerns were validated by the calculations of Los
Angeles’ witness which challenged GTE-C’s assertions that the total f
cost of service is lowexr for AA rated utilities than for A rated :
utilities.

12. GTE-C asserts that it has no plans to issue long-term
debt during the 1989 attrition year.

13, There i{s no tangible evidence in the-record Lndicating
that GTE-C would be unable to-ma;n:ain its current bond rating if
its recommended capital structure were not approved..

- 14. Higher bond ratings may well reduce interest costs, but
in the case of GIE-C’s proposed capital structure, the benefits of
this reduction may be outweighed by an increase in the equity cost
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component, which has a more significant impact on the overall cost
of sexrvice. :

15. DRA recommended capital structure, including its 55%
equity pexcentage cap, which represents an increase over the
presently authorized percentage, is reasonable in line with Value
Line projections for 1988 and 1989, and is more responsive than
GTE-C’s proposal to the cost-effectiveness concerns discussed
herxein.

16. Cost factors of 9.03% for long-term debt, 8.2% for shozrt-
term debt, and 6.34% for preferred stock are virtually undisputed
and, on that basis, reasonable for adoption for attrition year
1989.

17. Since December 1987, when we last reviewed GTE-C’s cost
of equity, short-term interest rgtes-havé risen modestly, but no
other significant changes have occurred which would markedly
increase GTE-C’s current business or financial risks. Indeed‘the ‘
improved equity ratio adopted in thzs decision is a positive factor[
for. GTE-C.

18. Based on our analysis of overall economic conditions, theﬂ
range of returns earned by comparable companies illustrated in the |
variocus models used in this proceeding, and the relative risks. ‘
faced by GTE-C, a reasonable ROE for attrition year 1989 is 13. 00%-:
this results in an overall rate of return of 11.13%.

Conclusions of Law «

1. The parties’ request for waiver of Rule 51.1(b) of the
Rules of Practice and Procedure should be granted because the due
process protections embodied in these provision were. effectively,
albeit belatedly, extended to all parties by the settlement
proponents.

2. The terms and conditiona of the Settlement Agreement and
Stipulation (Appendix B hereto), embodying a camplete, total, and
uncontested settlement of A.88-07-019 should - be ‘adopted in
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furtherance of the ratepayer interest in immediate recognition of
Pacific Bell’s reduced revenue requirement for attrition year 1589.

3. GTE-C has not carried its buxden of proof justifying an
increase in its common equity ratio from the 53.50% adopted in
December 1987, to 57.2%.

4. DRA’s recommended capital structure foxr GIE-C, includlng
its 55% equity percentage cap, should be adopted for the 1989
attrition year.

5. Cost factors of 9.03% for long-term debt, 8.2% for short-
torm debt, and 6.34% for preferred stock should be adopted for the-i
1989 attrition year.

6. A return on common equity of 13. 00% should be adopted for

GTE-C for attrition year 1989, xesulting in an overall rate of
return of 11.13%.

ORDER

IT IS ORDERED that: ‘
1. The following cost of capital ia»adopted for Pacific Bell
for attrition year 1989 in accordance with the texms of the
Settlement Agreement and Stipulation hereby adopted in its
entixetyz
Adopted Cost of Capital . ‘
| ‘capital Cost Weighted
Cemponent - - _Ratio Factox —Lost
'Long-term Debt 43.75% 9.21% 4.029% .
Preferred Stock - -

Comxon Equity 56.25 13.00 1;212 

L metal 100.00% | 11.34%

2. The terms of the Settlement Agreement and Stxpulation
attached hereto as Appendix B are incorporated hexein.‘

3. On or before December 28, 1988, Pacific Bell shall have
£filed advice letters and/or supplemental advica lettors pursuant to
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General Order 96-A to implement its 1989 attrition allowance
effective January 1, 1989, based on (1) our resolution issued today
in connection with its 1989 operational attrition advice letter
£iling, and (2) its financial attrition showing, as adjusted to
reflect the rate of return adopted herein. Such advice letter
shall also reflect the bill and keep surcharge/surcredit mechanism -
developed in response to the directives of D.88-08-024, and
designed to coordinate the reflection of current memoranda account
palances in rates with 1989 attrition, and interLATA and intralATA
SPr-to-SLU changes, using an estimated 1989 billing base.

4. The following cost of capital is adopted for GTE
California Incorporated (GTE-C) for attrition yeaxr 1989:

Capital Cost
Component -Ratio

Long-term Debt 40.50% 9.03%
Short-term Debt 2.00 8.20
Preferred Stock 2.50 6.34

Common Equity 85.00 13.00
Total | 100.00%8 S 11.13%

5. On or before December 28, 1988 GTE—-C shall have filed
advice letters and/or supplemental advice letters pursuant to
General Oxrder 96-A to implement its 1989 attxition allowance . - ‘
effective January 1, 1989, based on (1) our resolution issued today
in connection with its 1989 operational attrition advice lettexr .
filing, and( 2) its financial attrition showing, as,adjusted to
reflect the rate of return adopted herein. Such advice letter
shall also reflect the bill and keep‘surcharge/aurcredit mechan;sh
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developed in response to the directives of D.88-08-024, and
designed to coordinate the reflection of current memoranda account
balances in rates with 1989 attrition, and interLATA and intralATA
SPF-to-SLU changes, using an estimated 1989 billing base.

This order is effective today.

Dated December 19, 1988, at San Francisco, Califormia.

STANLEY W. HULETT
President

DONALD VIAL
FREDERICK R. DUDA
G. MITCHELL WILXK
JOHN B. OHANIAN
Commissioners

We will :ile a written concurrlng opinion.

/S/ STANLEY W. HULETT
President

/s/ 6. MITCHELL WILK
Commissioner

I will file a written concurring opinion.

/s/  DONALD VIAL.
CQm1$Sloner

I will file a written concurrzng opinion.

/s/  FREDERICK R. DUDA
Commissioner

e
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Appleby by Ken Joseph for Jerry Appleby-Security Pacific . ;
Automation Company; Beniamin H. Dickens, Jx,., Attorney at ILaw,

for API Alarm Systems; Earl Nicheolas Selby, Attorney at Law, for
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(BRND oir APPENDIX A)
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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF éALIFORNIA

cILED

F },.' ri 'T‘ - \n 13 c\.mr“

PR H SR M NSTE MDY

0CT 20 1628

In the Matter of the Application SAM FRANCISSS CFFICE

of PACIFIC BELL (U 1001 ¢), Applicapion 88-07-019
2 corporation, for a review of its
cost of capital and capital structure.

MOTION POR WAIVER PURSUANT TO RULE S51.10 AND
MOTION TO ADOPT SETTLEMENT AGREEMENT AND STIPULATION

In Ordering ?aragraphVNo, 3 of Resolution T-12079, dated
April 13, 1988, the Californi§ Public Utilities‘COmmissiOn
("Commission”) ordered Pacific Bell ("Pacific") to file an
application, testimony an&-eihibits for capiiai strﬁcture and
cost of capital review for 1989. In response, on. July 15, 1988,
the Application of Pacific Bell for a Rev;ev~o£ its Cost of
Capital and Capital Structure (A.88-07-019) along with suppofting o
testimony and exhibits (hereznafter "Pacific’ s Applzcatzon') was
filed by Pacxfxc with the Commzss;on. Prepared testimony was
also submitted by the Commission's Division of Ratepayer

Advocates ("DRA"), the City ovaés Angeles ("City of L.A."), and

the U.S. Department of Defense an& all other Federal Executive
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Agencies ("DOD"). The matter was set for hearings beginning
October 17, 1988.

Pursuant to discussions held on the first day of
scheduled hearings, the parties to Pacific's Application agreed
and stipulated, for intrastate ratemaking purposes, that Pacifi¢
Bell's 1989 attrition year rates shall be based upon the
following:

l. The return on common equity for Pacific for
attrition year 1989 shall be 13 percent;
2. The average cost of debt for Pacific for

attrition year 1989 shall be 9.21 percent:

The debt and equity ratiovutilized‘to'set

rates for Pacific for~attri:ion year 1989

shall be 43.75 percent debt and 56.25 percent

equity, and the actual debt and equity'ratio

may vary; |

The,rate of return on total capital for

Pacific for attrition year 1989 shall be 11.34

percent.

A summéry of the recommendations of Pacific, the DRA,

the City of L.A., and the DOD, and the terms of this Settlement
‘Agreement and Stipulation ("Agreement™) with respéct to Pacific's

Application, a:é'setlfofth below.
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Comparison of Parties’' Recommendation; _
with the Proposed Settlement Agreement and Stipulation

Proposed
Pacific DRA City of L.A, DOD Settlemens

% Debt 42.5 45 45 45 43.75 .

% Preferred
Stock

% Equity

Cost of
Debt

Cost of
Preferred
Stock : S.0

Cost of
Equity 14 12.25-12.75 13.25 11.4

Rate of - o
Return 11.9¢6 11.02 11.43 10.30

*Utilizes midpoint of cost of equity recommendation

The undersigned parties desire to resolve the issues
associated with Paéific'; Applicatioﬁ and have, therefore,
entered intélthe Agreement which'is'incorporatéd-herein. The
parties entered into this Agreement on the basis that all of the
elements of the Agreement bé‘adoptéd, Qithou; médification di.ény'
individual element of the Agreement. .

Every éppearance in5this.proceedihg has either agreed to .
the terms and conditions of the Agreeﬁent or stated that they

vill not oppose it. Accordingly, pursuant to'Rdle 51.10 of the
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Commission's Rules of Practice and Procedure ("Rules™), the
parties request that the Commission waive its Rules on
Stipulations and Settlements to the extent necessary to allow the
Commission to issue its decision based solely on this Motion and
Agreement incorporated herein. The diverse interests represented
by the parties and the unanimity of their posieion with respect
to the Agreement demonstrate that the public interest will not be
impaired by the waiver of those Rules.

Consistent with Rule S1.8 of the Commission’s Rules, the
parties entered into the Agreement on the basis that the
Commission's adoption of the terms and conditions set forth
therein not be construed as a precedeﬁt.regardidg any principle
or issue in any current or future preceeding.t Tﬁe parties
expressly recognize that the 1ssues resolved by the Agreement
should not be construed as reflectxng the~v1evs or posxt:on of
any party except as a reasonable and approprzate compromzse of
the 1ssues involved with Paczfxc s Applxcat:on. The Agreement
is, therefore, a complete and total settlement of Pacific’s
Applzcatxon. Further, each party speczfzcally agrees that thls
settlement and xts terms and condztzons shall not be used in any
manner whatsoever in GTE Calzfornxa, Inc.'s Application No.
88-~07-017. |

!

In addxtzon, the Commxsszon may take official notice and
consider the prepared testzmony of Paczf;c and the DOD, as well
as those portions of the prepared testxmony of the DRA (Wztness

i
r

Blunt) and the City of L.A. (thness xroman) concernzng Pac;fzc s

L
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Application which were marked for identification in this
proceeding but whiéh wvere not received into evidence, for the
sole purpose of recognizing the recommendations of the parties
concerning cost of capital and capital structure and that the
terms of the Agreement constitute a compromise by each party.
Each party recognizes that the terms of the Agreement represent 2
compromise between the various recommendations proposed by those
parties who filed testimony concerning Pacific’s recommendation.
This Agreement recognizes that the return on equity
recommendationsrranged from 11.40 pefcent‘;o-lk.oo pércent,.and.'
the compromise of 13.00 percent was greater than DOD's
recommended 11.40 percent and DRA's midpoint recommendation of
12.50 percent yet léss than Pacific's fecommendation of 14.00
percent and close to the City of L.A.'s recommendation of 13.25
percent. Furthermore, the return on debt of 9 21 percent was not
contested by any party. The capital structure recommendatzons
varied as to the recommended percgntage of debt which should be
utilized for tatehakingrin the7I989 at;rition year. Pacifié‘ |
recomﬁended 42.5 percent debt while all other partie$ recommended
45 percent debt. The Agreemenﬁ’uiili:es'a nidpoint of 43.75 -
percent debti The overall rate of return in the Agreement, 11. 34
percent, similarly represents a compromxse between the DOD»s
recommendat;on of 10.30 percent, DRAfs recommendatxon of 1ll.02
percent, the City of L.A. s recommendatzon of 11.43 percent, aﬁd

Pacific's recommendation of 11.96 percent. Eor all of these.

reasons, the terms of the Ag;eément are a reasonable compromise, -
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and each party further agrees that the Agreement reached is in

the public interest.

For all the foregoing reasons, the undersigned parties
respectfully request the Commission to grant these Motions and

adopt the Settlement Agreement and Stipulation contained herein.

Respectfully submitted,

Party

DIVISION CF RATEPAYER
ADVOCATES

PACIFIC BELL

GTE CALIFORNIA,
INCORPORATED

CITY OF LOS ANGELES ;Lzﬂ.e.)( LC%&L&M% '
. 7
U.S. DEPARTMENT OF

DEFENSE AND ALL OTHER

FEDERAL EXECUTIVE
AGENCIES C/,CJ oS ,.@mr .
API ALARM SYSTEMS (7-@—;—\ ﬁ Q'\‘/

CITY OF SAN DIEGO 77’:44—- /4/4/%/4——-
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Party

SIDNEY J. WEBB




A.88=05=-009 et al. APPENDIX B

I have read the foregoing MOTION FOR
WAIVER PURSUANT TO RULE 51.10 AND MOTION TO ADOPT SETTLEMENT
AGREEMENT AND STIPULATION, and do not oppose adoption of the
Settlement Agreement and Stipulation.

Party By Dated

£D“S,/
TOWARD UTILITY RATE . -
NORMALIZATION ke & Bm. Pt A fﬁ?/if
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Party : EZ

ROSEVILLE TELEPHONE 7 M
COMPANY Yia 7 /- had
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Partz EX

co;zggr. OF CALIFORNIA, éﬂ&wf) %2 ) é -
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”~

. Party By
o———

/‘

AT&T COMMUNICATIONS OF
CALIFORNIA, INC.
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rarty §Y.

CHICKERING & GREGORY C:'jér/ﬁ. /%——— ﬂ@{/‘?ﬁ?
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Party
e ———

JERRY APPLEBY =
SECURITY PACIFIC
AUTOMATION COMPANY,
INC.
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Party 8y Dated

5
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I have read the foregoing MOTION FOR WAIVER PURSUANT TO
RULE 51.10 AND MOTION TO ADQPT SETTLEMENT AND STIPULATION anéd 4o
not oppose adoption of the Settlement Agreement and Stipulation.

Baxiy

-3’4
.--—"/;/-

-
WESTERN BURGLAR AND ({l i
FIRE ALARM ) .

 ASSOCIATION <= « : October 18, 1988
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I have read the foregoing MOTION FOR WAIVER
PURSUANT TO RULE S1.10 AND MOTION TO ADOPT SETTLEMENT AGREEMENT

~ AND STIPULATION, and do not oppose adoption of the Settlement

Agreement and Stipulation.

Partz

BAY AREA TELEPORT

(END OF APPENDIX B)
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STANLEY W. HULETT, President and G. MITCHELL WILXK, Commissioner,
Concurring:

We support the majority decision in this case, and we
are generally pleased with the workings of the combined cost of
capital proceeding. ‘

At the same time, this order brings into focus for us
Just how crucial our adopted rates of return and capital
structure are for ensuring the financial stability and health of
the utilities we regulate. We have noted that recent movements
in many financial and economic indices point toward 1989 being'a '
year of greater risk and uncertainty, perhaps even greatexr th$n 
the financial attrition orders which we adopt today may reflect.

Since the returns compensate utility shareholders for
the risks they bear in lnvestlng in these companies, we believe '
that we must, in times of uncertainty, be prepared to re-evaluate
the strength of each of our utilities’ fimancial structure.
Failure to do so only hurts ratepayers to the extent
inappropriate capltal structure jeopardmzes the ability oz
utilities to serve the lowest possxble cost of capital.

In oxder to provide an ‘ongeing and up—to-date plcture
of the utilities” flnanCLal health, ~we will ask the Commission’s
Advisory and Complxance DlVlSlon to-provzde quarterly reports on‘
financial indices and other measures of risk to help determine
whether the Commlsszon should revisit the rates we set today.

r COmmisslioner

Decenber 19, 1988
San Francisco, California
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DONALD VIAL, Commissioner, Concurring:

I concur in the decision, but I think it was a serious
mistake to have deleted major portions of the ALJ's discussion in
arriving at the same outcome in reference to PacBell’s Attrition.
In this respect I must distinguish myself fxrom my fellow
Commissionexrs by pointing out that the adopted decision gives shoxt
shrift to a serious problem concerning evidentiary support for
Pacific’s stipulated 56% equity 43.759% debt capital structure and
13.0% return on equity. While the parties’ pre-settlement
positions werxe supported by pre-filed testimony, the numbers in the -
settlement were not justified by any evidence bearing directly on
the gettlement. Despite repeated requests by the ALJ for o
evidentiary support, the parties did not xespond with any evidence.
As a result, the ALJ painstakingly reviewed the pre-filed testimony
in an attempt to find evidence to support the settlement figqures in .
thelr testimony intended to support an equity ratio ranging from
50% to 57.5% and a return on equity of 1ll.4% to 14.0%. With much

concern about evidentiary support, the ALJ approved the
stipulation. '

The ALJ’s Proposed Decigion was ¢circulated on November 18
as required by Section 311 of the Public Utilities Code. Upon
reviewing the utility’s response, and in response to the request of |
my fellow Commissioners, the ALJ prepared a'substantiqlly“reviséd"f
draft of her proposed decision which became the adopted decision.
Pages 19-~24 in the Proposed Decision, which expressed reservations
about the compromise cap structure have been deleted and replaced
with text at pages 20 and 21 that is less critical, while providingf”
some guidance to the pa:ties. Pages 37-38 of the Proposed
Decision, which discusses adoption of the compromise 13% ROE for
PacBell, have been :e-written_"in a more positive tone."

The ALJY’s task in this case was td}evaludte what is in
the recoxd before us and to use her judgment in deciding whethex orw'
not it adequatély'supports the parties’ position. If there is

-1 -
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doubt in her mind about the reasonableness of the parties’ request,
then that doubt should be resolved before the regquest is granted.
It should not be swept under the rug. To be fair and effective,
our decision making process must be candid. Otherwise, the
Commission may find itself committed to a regulatory course from
which it cannot escape since it never knew how it got there.
Industry obsexvers should also note that this Commission
may not review Pacific’s capital structure and return on equity
again before the company’s California Plan for Rate Stability, (its
recommendation for an alternative to traditional cost-of-sexvice
ratemaking) is acted upon. The Commission had not anticipated a
review of these matters, usually addressed in financial attxition
ox general rate case applications, in the course of its
investigation into altermative regulatory frameworks fox local
exchange companies (OII 87-11-033 "the OII"). Thus, it appears

even more crucial to have either firmly supported capital structurea

and ROE numbers or a clear idea of what issues remain to be
addressed. The ALJY wrote that the 13% ROE was an issue that would

benefit from the evidentiary hearings to be held in connection withee
the next review of PacBell’s cost of capital. She anticipated that -

this review would occur over the next few months when PacBell‘s
testimony in the OII is reviewed. The fact’ that this
acknowledgement of subsequent review is excised ‘gives me concern

about whether or no; the Commission is going to deal with the costs
and benefits of a particular ROE. As detailed below, the ALJ based

hexr approval of the stipulated capital‘structﬁre—and'ROE on the
fact that the settlement offered ratepayers an immediate and
substantial reduction in rates, and contemplated that capital

structure and return on equity could be revisited in the context of

the upcoming investigation. By excising the ALJ’s draft
discussion, this Commission shows that it has no intexest in
revisiting the- issue.
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With this in mind, I offer the ALJ’s original discussion
of the capital structure provided for in the compromise, (pages 19-
24 of the ALJ Carew’s Proposed Decision) forxr the record in oxrder to
bring into sharp focus the inadequacy of the decision’s substitute
language approving the capital structure compromise. The ALJ’s
discussion, which I would have much preferred to have been left in
the final decision, rather than be excised, is as follows:
"In the settlement agreement, the parties state
that the settlement of the capital structure issues is
in the public interest because it is a reasonable
compromise. However, in reciting the terms of their
compromise (Settlement Agreement p. 5), the parties say
nothing about the variance in their capital structure
equity ratio-recommendat;ona- they speak only in texms
of the recommended percentage of debt, indicating that
Pacific Bell xecommended 42.5% debt while all other
parties recommended 45% debt.
"We have real concerns over‘the proposed
settlement’s disposition of the percentagefof comnon
equity issue. Approval of the proposed settlement will
increase the percentage of common equity authorized in
Pacific Bell’s capital structuxe from 51.50% at present
to 56.25%. If the concexrns expressed by FEA’s Winter,
City’s Xroman, and DRA‘s Blunt are legitimate, the
substantial increase in the equity component of Pacxfic
Bell s capital structure may not. be consxstent with a
cost~efficient operation. Indeed we would have
welcomed the opportunity to hear evidence on whether a
capital structure in.the range recommended by‘FEA
Wintex (45% debt/55% equity) is more cost-efficient,
and whether Winter’s criticism that Pacific Bell’s
affirmative showing lacks quantitative evidence of the
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relative costs of altermative capital structures is
valid.

"DRA’S Blunt raised issues about the impacts of a
high equity component on Pacific Telesis, which are
disquieting, to shy the least, given this Commission’s
longstanding concerns about the impacts of
diversification. These questions too, were
suboxdinated to the goal of reaching a compromise.

"In addition, it is undisputed that the proposed
settlement’s recommended capital structure will lower
Pacific Bell’s financial risk by increasing the common
equity percentage over that presently authorized.
Presumably the settling parties have decided that the
recommended 13% return on equity takes that diminished
risk into account, but we‘have?some-concerns that it
does not, and that it may therefore be excessive.
These are issues which will benefit from moxe careful
review during the evidentiary_hearings‘to‘be held in
connection with the next review of Pacific Bell’s cost
of capital. Since Pacific Bell has. submitted such
testimony in X.87-11-033.87-11- =033, we anticipate that
this review will be conducted over the next few months.
But for that fact, we would sexiously consider

~ reconvening evidentiary hearingafto-explore these
issues furthex. _

"For the moment, we put aside our qualms about
the high equity percentage because the parties, who
represent extremely diverse views on the issue, have
presented us with an uncontested and unan;mous
compromise of the issue. For this reason alone, and
underatanding that we will have an eaxly opportunity to
revisit the issue, we approve the compromise capital

ratio comprised of 43.75% long texm debt and 56.25%
¢common equity.
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"In so doing, we effectively eliminate preferred
stock from the capital structure for the 1989 attrition
year. However, in order to provide a framework for
addressing the issue in the next cost of capital
review, we address certain key concerns.

"Prior to entering into the proposed settlement,
FEA had recommended that the capital structure include
a layer of preferred stock, on the rationale that:

‘Preferred stock sales offer an acceptable

means of obtaining new, or replacement,

funding. Numerous firms, both utility and

nonutility, have utilized preferred stock in

theix capital structures. Financing via this
means offers advantages over some
alternatives and should therxefore be

considered in the capital structure

analysis.’ (Exhibit 4, p. 8.)

"Nonetheless, FEA joined with the other parties
in the proceeding to recommend the capital structure
included in the pxoposed settlement, which does not
contain a preferxed stock component.

"In addition, the compromise capital structure
represents a significant change from the present
authorization, because it removes the 6% preferred
stock imputation imposed by the Commission in D.82-05-
007. '

"D.82-05-007 was issued in the proceeding
initiated by the Pacific Telephone and Telegraph
Company (PT&T) seeking approval of an Agreement and
Plan of Merger with AT&T. Under the terms of the
mergex, AT&T would acquire all the outstanding voting.
preferred‘and'common-gharea of PT&T, which would
thexeafter be cancelled, leaving one share of Pacific
Transition Corporation (PTC) common stock as the sole
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. remaining voting shaxe of PrsaT.t PTSE had $82
million of voting preferred shares outstanding carried
at a cost of 6%. With Cancellation of this 6%
preferred, as proposed, PT&T’s capital ratios of
preferred and common would change; $82 million would
shift from preferred on AT&T’s balance sheet to common
equity. In effect the voting preferred would be
converted into common equity, which at PT&T’s last
authorized return granted in D.93367 would be carried
at a cost of 17.4%. The difference between the 6% cost
of PT&T’s outstanding voting preferred and the 17.4%
cost of common equity was projected to increase PT&T’s
xevenue requirement by $11.480 million annually.

*To address this concern, the Commission staff
recommended that the Commission should eithexr deny the
request to cancel the 6% voting preferred, or impute a
6% cost to $82 million of common stock equity in every
future rate case of Pacific. Either of these
recommendations were designed to eliminate the cost to
ratepayexs of cancelling the voting preferred.

*In D.82-05-007, the Commission adopted the
staff recommendation to impute'a 6% cost to $82 million
of common equity in future Pacific general rate
proceedings. .

' "This imputation has been made in every
subsequent ratemaking proceeding for Pacific¢ Bell.
Most recently in D.86-01-~026 the Commission stated:

‘We will continue to impute the $82 million
at 6% voting preferred stock to PacBell's
capital structure as recommended by TURN, .
which lowexrs the common. equity component from
52.10% to 51.50%. PacBell and staff

1 PIC, the “disappearing corpératioh" in the merger arrangement,
. was ultimately merged into PT&T. '

-6 -
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. recommend eliminating this imputation, which
was adopted in the last rate proceeding
(d.84-04-104), because we are in a post-
divestiture environment and this increment of
low cost capital is gone. TURN’S brief is
persuasive. the 6% preferred was recalled to
suit the interests of Pacific Telephone’s
majority shareholdexr, AT&T, just prior to
divestiture, and make the spinoff of Pacifiec
Telephone easier. The loss of this $82
million of cheap capital worked to benefit
shareholders and increase the overall cost of
capital borne by ratepayers.’ (d.86~01-026,
nimeo. p. 15.) _

"In A.85-01-034 TURN had recommended a present
worth adjustment to PacBell’s xevenue requirement as a
means of essentially making it "buy out” ratepayers and
compensate them for the loss of the 6% preferred stock,v
amortizing the impact over test-year 86 and the two
following attrition years. The Commission rejected
this approach, agreeing with Pacific Bell that the
details of such a one-time buyout adjustment warranted
detailed hearing-room analysis to review the applicable
discount rate, texm, et cetera, and stating:

‘It may be that in the next proceeding staff
or PacBell will propose such an adjustment in
lieu of our continuing the adjustment we
adopt again today, and which we will continue
to adopt until we find some means of

equitably ending it from the ratepayers’
pexrspective.’

(D. 86—01-026, mimeo, P- 16. )

"In prxe-settlement testimony, both Pacific Bell
and DRA recommended d;scontinuance of the 6% meutatmon
on the rationale that the capital structure contained

- no preferred stock.. However, neither ‘DRA nor Pacific
Bell proposed any soxt of adjustment as contemplated by
the Commission in D.86-01-026 designed to equitably end
the adjustmenx £rom the ratepayers' perspectxve.
Instead, all parties to the proceedxng, lnclud;ng FEA
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(which proposed a layer of preferxed stock (through not

explicitly 6% voting preferred) in its pre-settlement

testimony) and TURN which had litigated this issue

extensively in Phase 1 of A.85-01-034, compromised in a

manner that effectively eliminated the 6% imputation

for the attrition year. Nonetheless, we also

understand that these parties have resexved their

rights for the future, and on this basis alone we adopt

the compromise. We will revisit the entire issue of

Pacific Bell’s capital structure in the next cost-of-

capital rxeview, whexe we hope to see these issues fully

aired." :

The ALJ’s language discussing the adoption of the 13%

return on equity compromise is equally revealing of the inadequacy
of the adopted language in the decision. I would have preferred

the following ALJ discussion, which originally-appeared at. pages 37
and 38 of her Proposed Decision:

"The pre~-settlement recommendations on the cost
of equity for attrition year 1989 cover a wide range .
(11.4% to 14.00%), and the proposed settlement contains
a stipulated ROE of 13.00%. While that figure is well
within the recommended ranges, and no party to the
proceeding- opposes its adoption, there are serious
questions not addressed in the settlement document. As
discussed previously, the-proposed settlement contains.
genexal language that the result proffered to the
Commission is in the public interest, and that 1n
recommending the 13% figqure the partxes have
compromised their presettlement positions.’ However,
given the general nature of this language, and our lack
of detailed knowledge about the implicmt trade—offs
involved in the parties’ negotiating process, we are
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. left with cerxtain doubts about the reasonableness of
the compromise.

"On the one hand, adoption of the 13% compromise
figure appears, on the surface, to be a reasonable
compromise; it rxepresents a 200 basis point reduction
in the currently authorized 15% rxeturn on edquity which
has been in place sgince 1986, and therefore furthers
the ratepayer interest in recognition of an improved
financial environment since January 1986. However,
some of the recommendations presented in this
proceeding indicate that a far lower return on equity
may be appropriate for the attrition year.
Nonetheless, because of the unanimity of the

settlement, these recommenddtions are not in evidence
before us.

"We have also ;ndicated our concern that the
capital structure proposed in the settlement document
may not be the most cost effective capital structure we

might have chosen after reviewing all the evidence.
Given the high equity component in the recommended
capital structure, we‘may'have'given serious
consideration to adopting a lower ROE in recognit;on of
reduced risk.

"For now, we are constrained to adopt the 13%
ROE contained in the proposed settlement. Our only
alternative rejection of the settlement or submission
to the parties of a "counter prxoposal”, is feasible
because it would preclude us from resolving this matter
by the end of the year and providing to ratepayer 8 the
benefits of the reduced ROE embodied in the settlement
agreement. Essentially, the proposed settlement
results in a revenue requirement reduction of $127
million and that provides some rationale. for adopting
it and resolving this matter as attrition year 1989
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begins. Thus we approve the settlement in accord with
Rule 5l1.l(e). We accept this outcome, with the
realization that the parties will revisit cost-of-
capital in 1.87-11-033, whexe such testimony has been
presented. We believe there is great benefit inherent
in a thorough review of these issues in I1.87-11-033
over the next few months."

With these modifications, I think the Commission would
have been in a much better position to take another look at the
cost of capital in the context of Phase II requlatory reform
proposals being heard in the OIX. Unfortunately, the Commission
has discarded the ALJ"s perceptive analysis and appears ready to
overlook the need for a more thorough analysis of these issues in
the course of its investigation of alternative regulatory
frameworks for local exchange companies.

/M{w

Donald Vial, Commissioner

Decenber 19, 1988
San Francisco, CA
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FREDERICK R. DUDA, Commissionex, concurring.

Although I concur in the adoption of this decision, I have'
great c¢oncerns regarding the capital structure adopted for Pac
Bell. | _ ' | ,

Approval of the capital structure agreed to during
settlement negotiations will increase the percentage of common
equity authorized in PacBell’s capital stxucture from 51.50% to?d'“
56.25%. While I understand the utility’s obvious ;nterest in |
having as laxge a percentage of equxty-as possible in ordex to ‘
retain a favorable bond rating and 1ncxease shareholdexr pxoixts,
I am not convinced that the equity ratio we adopt today is
consistent with a cost effective utility operation.

A capital structure burdened with tOO great an equitv‘
conmponent ;ncreases cOSts to ratepayers while providing no
correspondxng beneflta- Once a favorable bond rating is E
achieved, an increase in equity does lmttle or noth;ng to reduce- -
the utility’s cost of capxtal.i But an increase in equxty does - ' ..
reduce the level of debt and, subsequently, the level of ;nterest‘ o
deduction available to the utility to reduce its tax buxden. -

Although PacBell’s high level of current earnings and self-
generation of virtually all the funds necessary for modernization I
make it easy for PacBell to increase. the equity component at thst"7ﬁ‘*
time, my fears that PacBell’s equity component has grown too o
large are not abated by the~test1mony submitted in this ,
proceeding prior to the settlement. FEA’S Wintex, City’s. Kromanmf
and DRA‘s Blunt all expressed concern about PacBell’s equity r;chgi
capital structure. The capital. structure - ‘return on equity ‘
settlement was presented without any‘xndzcatxon why these
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witnesses now thought that 56.5% was a reasonable figure, and it
may be that it resulted from the give and take of parties too
eager to reach a settlement for settlement’s sake.

I am also concerned about the effect of a high equity ‘
component on the PacBell - Pac Telesis relationship. DRA’s Blunt
raised cross-subsidy issues which are very significant in ligh;f
of the Commission’s long standing concerns about the impact of f
diversification. These issues were not resolved to my.
satisfaction, having become suboxdinated to the goal of reachrng
a compromise.

In addition, I am concerned that the settlement figure for
return on equity may not adequately take into account the
reduction in financial risk resulting from the vexry substantxal
increase in authorized equity. : :

The above issues would benefit from a more careful rev;ew L
during the evidentiaxy hearings to be held in connection with thel
next review of PacBell’s. cost of cap;tal. Since PacBell has T
submitted such testimony in the new regulatory framework

proceeding, I antxc;pate that this review will be conducted ove-,fli

the next few months. But. for that fact, I would be. anllned to' .
reject the settlement in favor of reconvenxng hearxngs tO»explore‘
these issues further. :

Another issue of great concexn to me is the decmslon s
removal of the 6% preferred otock rmputatron 1mposed by the
Commission.rn D. 82-05—007. »

D.82-05-007 was issued in the proceedrng intitated by the
Pacific Telephone and Telegraph Company (PT&T) seeking approval
of an Agreement and Plan of Mergexr with AT&T. Under the texms' of
the mexgexr, AT&T would acquire all. ‘the outstanding voting o
preferred and common. shaxes of PT&T, whrch would thereafter be
cancelled leavrng one share of Pacrfxc Trans;tzon Corporation
(PTC) common stock as the sole remaxnlng votrng share of PT&T. f
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PT&T had $82 million of voting preferred shares outstanding
carried at a cost of 6%. With cancellation of this 6% preferxred,
as proposed, PT&T’s capital ratios of preferred and common would
change; $82 million would shift from preferred on AT&T’s balance
sheet to common equity. In effect, the voting preferred would be
converted to common equity, which at PT&T’s last authoxized
return granted in D.93367 would be carried at a cost of 17.4%.
The difference between the 6% cost of PT&T’s outstanding voting
preferred and the 17.4% cost of common equity was projected tor“{

increase PT&T’s revenue requxrement by $11.480 million annually." ’

To address this concern, the Commission staff recommended |
that the Commission should exther deny the request to cancel. the

6% voting preferred, or imputefa 6% cost to $82 million of commonx-?‘”‘“

equity in every future. rate case of PacBell. BEither of these
recommendations were designed: to eliminate the cost to the
ratepayers of cancelling. the voting preferred.

In D.82-05-007, the Comm;ss;on adopted the staff
recommendation to impute a 6% cost tor$82 million of common
equity in future PacBell general rate proceedxngs.

This imputation has been made in every subsequent .
ratemaking proceeding for PacBell. Most recently, in D. 86-01-026 '
the Commission stated: '

"We will continue to impute the $82 mill;on at
6% voting preferred stock to PacBell’s capital

.. structure as recommended by TURN, which lowers
the common equity component. from 52.10% to
52.50%. PacBell and staff recommend
eliminating: this imputation, which was adopted
in the last rate proceeding (D.84- 04-104),
because we are in a post-divestiture '
environment. and this. inc¢rement of low cost
capital is gone. TURN’s brief is pexrsuasive.

The 6% preferred was recalled to suit the
interests of Pacific Telephone’s majority
shareholder, AT&T, just prior to divestiture,
and make the spinoff of Pacific Telephone
easier. The loss of this $82 million of cheap
capital worked to benefit shareholders and to
increase the overall cost of capital borne by
ratepayers.” (D. 86—01—026, mimeo. p. 15)

-3 -
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In A.85-01-034 TURN had recommended a present worth
adjustment to PacBell’s revenue requirement as a means of
essentially making it "buy out" ratepayers and compensate them
for the loss of the 6% preferrxed stock, amortizing the impact
over test year 1986 and the two following attrition years. The -
Commission rejected this approach, agreeing with PacBell that the
details of such a one time buyout adjustment warranted detailed.
hearing-room analysis to review the appllcable discount rate,
term, et cetera, and stating:

*It may be that in the next proceeding staff or

PacBell will propose such an adjustment in lieu
of our continuing the adjustment we adopt again
toda¥ and which we will continue t¢o adopt

until we £find some means of. equltably'endlng it

from the~ratepayers perspect;ve. (D.86=01~
026, mimeo. p. 6-)

In pre~-settlement test;mony, both ‘PacBell and DRA
recommended discontinuance of the 6% imputation on the rationale

that the capital structure contained no preferred stock.

However, neither DRA noxr PacBell. proposed any*sort of adjustment ' -

as contemplated by the Commission in D. 86-01-026 designed to .-
equitably end the adjustment fxom the ratepayers’ pezspect;ve; :
Instead, all parties to the proceedxng, 1nclud1ng FEA, and TURN, -
which had lxtxgated this issue exxens;vely in Phase 1 of
A.85-01-034, compromised in a manner that effect;vely'elzm;natedi“
the 6% ;mputat;on ;g;;;;g;;uau;u;gal;zgg; Nonetheless, I g
understand’ that these parties have resexved their rights fox the . -
future, and on this basis alone I can accept ‘the compromzse. I
hope this issue wil be. fully aired when we rev;sxt the entire
issue of PacBell’s capltal 3tructuxe in the next cost—of-capxtal F,
review. u
Before I leave this subject, I will. SLEPIY'nOte that the S%Y
imputation was made for very good reasons - to- compensate fﬂ
ratepayers for allowing the conversion of PT&T'preferred stock to
common equity which at that time earned 17. 4%. It is clearly
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* disinengenuous to say that the imputation is no longexr important
since thexe is no more preferred stock in the capital structure,
since the elimination of the preferred stock was the underlying
cause of the imputation in the first place. I am not impressed
by the arguments made by DRA and PacBell to that effect. '

I will close by stating that I am going along with this
decision only because I understand that PacBell’s .capital
structure will soon be reexamined in connection with the new
regulatory framework proceeding, and because I understand: that
the 6% preferred stock imputation is not permanently-el;mlnated

by this decision, but is merely set aside as part of a settlement‘,;*"“

compromise affectxng the 1989 attrition year only. . , i

¥rederick R. Duda, Commissionexr

n

December 19, 1988
San Francxsco, Californma
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BEFORE THE PUBLIC UTILITIES COMMISSIOﬁ OF THE STATE OF CALIFORNIA

In the Matter of the Application of )
the Commission’s Division of Ratepayer )
Advocates for Modification of )
Resolution No. T=12079 Re Revenue: )
Requirement Impact of 1988 Attrition )
for Pacific Bell. )
)
)
)
)
)

Appiécation 88=-05-009
(Filed May 6, 1988)

Application of GTE California
Incorporated, a corporation,
(T 1002 C), for authority to increase Application 88~-07-017
certain intrastate rates and charges (Filed July 15, 1988)
for telephone services to offset 1989 /) .
financial attrition. _ )

; )

In the Matter of the Application )

of PACIFIC BELL (U-1l00l1 C), ) Application 88-07-019

a corporation, for a review of its/ ) (Filed July 15, 1988)

cost of capital and capital strueture. )
)

(Appearances are/listed’ in Appendix A.)

This decisionwpddresses 1989 financial attrition issues
for Pacific Bell and GTE=-Califormia Incorporated (GTE=C) -

The decision/adopts the terms of the Settlement Agreement ;“'

and Stipulation presented by all partles 1n Pacific Bell’s

financial attrition oceeding (Applxcat;on (A.) 88=07-019),
authorlzrng Pacific Bell to earn a: return on common equity of 7
13.00% and a returnj/on total capital of 11.34%. The average cost _
of debt is 9.21%. [The adopted capital structure is 43.75% debt and
56.25% common ecquity. Adoption of the Settlement Agreement will
result in a reven - requirement reduction of approximately
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filing.
GTE-C’s 1989 financial attrition applicatio
(A-88-07-017) was contested. Following evidentiary/hearings, the
decision authorizes GTE~C to earn a return on cox
12.75% and a return on total capital of 10.99%./ The adopted cost
factors for long-term debt, short-term debt, 36d preferred stock
are 9.03%, 8.2%, and 6.34%, respectively. 3
structure is composed of 40.50% long-term gdlebt, 2.00% short-term
debt, 2.50% preferred stock, and 55.00% gommon equity. The revenue'
requirement impact of this decision is Approximately '
$6-4 million, although tbe final impaft hinges on review of GIE~C’S
1989 operational attrition filing. ‘
In addition, pursuant t¢/Decision (D.) 88-08=024 in Order{

Instituting Investigation (I.) 87/-11-033, for both Pacific Bell andf";

GTE-C there are memoranda accoyft and advice letter impacts which
will converge with the 1989 fjhancial and operatioral attxition
impacts at year-end- 1988, reby affecting existing billing
surcharges/surcredits.1 of the date of publication of this
proposed decision, the ovgrall year-end change in billing o
surcharges/surcredits repains to be calculated. However, it will o
be included in the CommAssion’s final decision. \

ire Pacific and GTE-C make advice letter filings
no later than @ctober 1, 1988 and that the Commission’s Advisory
and Complianc¢ Division (CACD) hold workshops shortly thereafter,
to develop bjyll-and-keep surcharge/surcredit mechanisms to be

effective Jyhuary 1, 1989 which coordinate with 1989 attrition and f"'affx

d intralATA SPF-to-S1U changes, and which use an
estimated 1989 blling base. *¥** (D.88-08=-024, mimeo. p. 19.)
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IX. Procedurxal Backaqxound

On May 6, 1988, the Division of Ratepayer Advocat (DRA)
filed Application (A.) 88=05-009 seeking modification of 19838
attrition resolution (Resolution T=12079) in order to obtain
clarification of the operational attrition mechanism, d issuance

of an order requiring Pacific Bell and GTE-C to £il¢’ 1989 financial

attrition applications to be heard on a consolida d‘record.2 In
D.88-06-024 we granted DRA’s fequest, requiring GTE-C to file a
1989 operational attrition advice letter by Oofober 1, 1988
(consistent with our tréatment‘ot Pacitic 1l for the 1989
attrition yvear):; we also specified that Padific Bell and GTE-C
should file separate applications, testiplony, and exhibits _
constituting their affirmative showings/for attrition year 1989
capital structure and cost of capital/review.>

A prehearing conference (PHC) was held before
Administrative Law Judge (ALJ) Car wwon‘Juhe 21, 1988. At that
time, 2 schedule was adopted for/the submission of-testihony and
for evidentiary hearings both o 'tinancial-attrition'and‘disputed
operational attrition issues. /However, at the PHC DRA indicated
that it wished to convene woxkshops to attempt to resolve the
disputed operational attritdon issues. These workshops were held
at the end of June, 1988, /and on July 12, 1988, DRA filed its
Attrition Methodology Wofkshop Report (the Report). That Report,

2 Other relief rpequested in the DRA application relative to the

mid=-sized telephgfie companies (ConTel of California, Inc., Citizens f

Utilities Comp of California, and Roseville Telephone Company)
is addressed in/a separate decision zssued in this docket.

3 In complidnce with D. 88-06-024 on July 15, 1988 Pacific Bell
filed A.88-07-019 and GTE~C filed A.88-07-017.. These matters have
been consoliflated with DRA’S. A.88-05-009 pursuant to-Rule 55 of the
Commission’s Rules of Practice and Procedure.]
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including attached stipulation, embodied the consensus resolition
of 'all disputed operational attrition issues by DRA, Pacific Bell,
GTE~C, AT&T Communications of California (AT&T-C), and
D.88-09-028, we considered and adopted that stipulatioy for
purposes of the review of 1989 operational attrition /issues for
Pacific Bell and GTE-c.?

With the issuance of D~88-09-028 and resolution of the
disputed 1989 operational attrition issues, hear ngsycommenced on
October 17, 1988, limited to fimancial attrition issues. These
hearings continued through October 19, 1988.

In support of its financial attrition request, Pacmrlc
Bell presented the testimony of Lydell Chr stensen, John A. Hardy,
and Dr. James H. Vander Weide. DRA presefted the testimony of '
Christopher J. Blunt. The Federal Execftive Agencies (FEA)

. presented testimony by Philip R. Wintgr. 1In view of the fact that

a complete settlement was reached Pacific Bell’s application, as

discussed more fully below, this téstimony was identified but not
received in evidence. ' '

GTE~C presented the tgstimony of two witnesses in suppbrt”
of its financial attrition regliest: Joseph F. Brennan and Charles
J. O’Rourke. DRA submitted ¥he testimony of Christopher J. Blunt.
In addition, the City of ' Angeles (Los Angeles) presented the
testimony of Manuel Kroman. | ' :

At the conclusion of evidentiary hearings, this matter
was submitted subject Fo receipt of concurrent briefs filed

4 The outcome feflected in D.88-09-028 relative to the three
disputed operatfonal attrition issues (a data point forecasting
controversy; estions about the calculation of the composite
salaries and yages factor; and clarification of the productivity
sharing mechynism) are reflected in the October 1, 1988 attr;t;on
filings of Pacific Bell and GTE-C. CACD is charged with reviewing
the operat onal attrition filings and preparing a resolution for
Commissioyf consideration.
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November 1, 1988. Briefs addressing the GTE-C financial attrition
request were filed by GTE-C, DRA, FEA, Los Angeles, and API Alarm/
Systems (API). Briefs were not submitted in the Pacific Bell
financial attrition proceeding, given the pendency of the Mg

Agreement and Stipulation,” tendered for filing on Octob
1988. '

A.88-07-019 did not proceed to hearing and
the filing of comments on the proposed decision is ngt required
pursuant to Rule 77.1. However, we believe the public interest is
sexrved by allowing parties the option of filing ¢omments on
A.88-07-~019.

IIX.

A. ZIThe Application

In A.88-07-019 Pacific Bell ught to decrease its
authorized intrastate rate of return from 12.12% to 11.96%,
premised on an-average debt cost of £.21% and a return on common
equity of 14.0%. Pacific Bell als¢g sought recognition of the
reasonableness of its capital stylcture objective of 40% debt and
60% equity. Believing that it Mould be difficult to attain a 40%:
debt ratio sooner than year-epd 1989, Pacific Bell specifically
requeéted-authorization of capital structure composed of 42.5%
debt and 57.5% equity debt/ratio for 1989. Further, Pacific Bell
requested discontinuance ¢f the imputation of 6% voting preferred
stock in its capital st cture, as ordered by D.82-05-007.

On Monday, Actober 17, 1988, the day evidentiary hearings
on Pacific Bell’s application were scheduled to begin, counsel ror‘f‘
Pacific Bell and DFA informed the assigned ALY that the two partles;
had been.negotiating over the weekend, and were very-close to a |
settlement of a)yl issues. At the request of counsel, the ALJ
allowed additignal time for settlement negotlatxons znvolvzng all
parties to thé proceeding. Over the course of the next few days,
the settlemeft proponents obtained the agreement of all parties to
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the terms of the settlement.5 On October 20, 1988, the

filed a ”"Motion for Waiver Pursuant to Rule 51.10 and Motion to
Adopt Settlement Agreement and Stipulation” (the Motfon).
Motion is attached to this order as Appendix B.d///

The parties agree that, for intrastate¢ ratemaking
purposes Pacific Bell’s 1989 attrition year rates shall be based
upon the following: -

The return on common equity fLor Pacific
Bell for attrition year 19 shall be 13%;

The average cost of debt/for Pacific Bell
for attrition year 1989'shall be 9.21%;

The debt and equity ratio utilized to set
rates for Pacific 1l for attrition year
1989 shall be 43.75% debt and 56.25%
equity, and the actual debt 'and equity
ratio may varyr o

The rate of ret on total capital for
Pacific Bell fgr attrition yeax 1989 shall
be 11.34%. ,

As the Motion i icates, every party in the proceeding
either agreed to the te and conditions of the settlement ox
stated that they did no oppoSe'suCh'terms and conditions. The
parties have requested, pursuant tc Rule 51.10 of the Commission’s
Rules of Practice and Procedure, that the Commission.waive-its

-and settlements to the extent necessary to
allow it to issue Ats decision based solely on the Motion and the
Agreement. ' ' '

The Motion states:

‘The diverse interests represented by the.
es and the unanimity of their position
respect to the Agreement demonstrate that

ea Teleport, Western Burglar and Fire Alarm.Assoc;atlon,
signed the settlement agreement and stlpulatlon,
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the public interest will not be zmpa;red by the
waiver of those Rules.

rConsistent with Rule 51.8 of the Commission’s
Rules, the parties entered into the Agreeme

on the basis that the Commission’s adoptzo of
the terms and conditions set forth therei

be construed as a precedent regarding
principle ox issue in any cuxrent or future
proceedlng. The parties expressly regognize
that the issues resolved by the Agr

should not be construed as reflectifng the views
or position of any party except ay/ a reascnable
and appropriate compromise of the/ issues
involved with Pacific Bell’s Application. The
Agreement is, therefore, a complete and total
settlement of Pacific Bell’s pplication.
Further, each party specificglly agrees that
this Settlement and its terss and conditions
shall not be used in any er whatsoever in
GTE-California, Inc.’s Application No.
88=-07-017.” (Motion, py/ 4.)

The request for a waiyér of the Commission’s rules is B
keyed to the requirement of Rule 51.1(b) which covers the manner of

proposing settlements or stipulations to the Commission. That rule
provides: '

7prior to signing/ any stipulation or settlement,
i ies shall convene at least one
notice and opportunity to
participate pfovided to all parties for the
purpose of discussing stipulations and
settlements/in a given proceeding. Written
notice of fhe date, time, and place shall be
furnished /at least seven (7) days in advance to
all partjes in the proceeding. Notice of any
subsequeht meetings may be oral, may occur less
en (7) days in 'advance, and may be .
limited to prior conference attendees and those
partids spec;txcally requesting notice.”
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Given the llth hour nature of the settlement dischssions,
the parties other than Pacific Bell and DRA were unaware the
settlement terms prior to the first day of hearing. Thug’there was
no prior settlement conference with notice and opport ity to
participate, as required by Rule 5l.l1. However, durjfig October 17
to 19th the settlement proponents met with all parties present for
the hearings in San Francisco and explained the t¢rms and
conditions of the settlement to them. In additijbn, the settlement
proponents contacted all appearances of record/to ensure that there
was total agreement to the settlement. In view of these extra-
ordinary efforts, the Motion to Waive the ptovisions of Rule S1.lL
should be granted, because the due procesé protections afforded by
that section were effectively extended o all parties.® |
In oxder to provide a f&ame Obrk for analysis of the
acceptability of the settlement agregment, the pre-settlement -
positions of the parties are outlipéd below. .
C. Rate o Return Recommendations or Attrition Year 1989 o
Pacific Bell’s presenply authorized rate of return is ‘ .
depicted in the following tablg: | ‘ 1

&, \C_ _Dell viresent Autnox:

, -pi?al Weighteq
Component _ _Ratio ‘ f_QQEE_;

Long-Term Debt 45.10% 4.13%
Preferred Stock 2.80 _ 0.22
6% Preferred Stock ‘ 0.60 0.04

Common Equity 51,50 Z.73
Total | 100.00% 12.12%

dnce of caution the ALY asked the other parties im -
the proceeding/whether they needed an opportunity to file comments”
on the settlepent proposal. None of these parties responded x
affirmatively (1 RT 30: 21-25). Because this is an uncontested
settlement, /parties have not filed comments pursuant to Rules 51.4
and 51.5. :

l, v
Lo
|
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This table depicts the present authorization pursuant 1o
Resolution T-12079 (1988 attrition year). With the exceptioprof
the cost of long-term debt and preferred stock, which were updated
in the 1987 and 1988 attrition years, the present authorization
tracks the outcome of the 1986 test year rate decisigr.
(D.86-01-026.)7 Pacific Bell’s present authorizatién contrasts
with the recommendations of the active parties fof the 1989
attrition year, depicted in the following four Aables:

oy & . .

Paci] pe (Recommendat ron

Capital Cost
Component _Ratio Factor
Long=Term Debt 42.50% . 9.21%
Preferred Stock - -
Comnon Equity 57.50 ‘ 14.0

Total 100.00%

[ R¢ .)nlllll_ p
Component ' -Ratio
Long-Texrm Debt 45.00%

Preferred Stock ,
Common Equity 25.00

Total - 100.00% 11.02%

Miid-point of 12.25%-12.75% range.

7 The adoptéd cost of long-term debt in D.86-01-026 was 10.03%:
this figure yas modified in Resolution T-12007 for the 1987
attrition ydar to 9.25%, and in Resolution T-12079 for the 1988
attrition year to 9.17%. The weighted cost of long-term debt thus |
changed fyom 4.52% in 1986, to 4.17% in 1987, to 4.13% in 1988. The
cost of preferred stock adopted in.D.86-01-026-was 8.37%, and was ~y.
modified/ to 8.02% in the two attrition years. The adopted wezghted
cost of/preferred stock in D.86~01-026 was 0.23%, and was changed
to 0.22% in the two attrition years. ,

e |
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Los_Angeles (Recommendation)
Capital
Component ~Bat10

Long-Texrm Debt 45.00%
Preferred Stock -

Common Equity _55.00 _7.288%
Total 100.00% 11.432%

component
Long=-Texrn Debt
Preferred Stock
Common Equity

Total

‘ al | Weighted
Component . —Cost .

Long-Texrm Debt ' 9.21% 4.029%
Preferred Stock - | |
Common Equity , 13.00%

Total 100.00%

Reriew of the pre-settlement recommendations demonstratesj‘ fﬂf “
a significant difference on the issue of the appropriate capital . . '
structure/for the 1989 attritlon year. More spec;fzcally, the .
pexrcentage of common equlty ln the capital structure reflected in
recommendations ranges from FEA’s 50% to»Pacxzxc Bell’s
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57.5%. In addition, most of the recommendations, with the
exception of the FEA proposal, eliminate preferred stock Ipdm the
capital structure. This is a major change from the presently
authorized capital structure, especially considering tg 6%
imputation imposed by the Commission in D.82-05-007. ere is also
a significant difference in the parties’ initial recdmmendations on
the cost factor applicable to common equity for the¢ attrition year. .
These figures range from FEA’s 11.4% to Pacific Béll’s 14.0%.

In the proposed‘sgttlement, the part%gzerecommend a
capital ratio of 43.75% long term debt and 56,25% common equity,
with no allowance for preferred‘stock. The Lost factors are 9.21%
for long term debt and 13% for common equit This provides for a
rate of return of 1l.34%.

Pacific Bell recommends a gapital structure of 42.5% debt
and 57.5% ecquity, although its goal/ is 40% debt and‘Go%‘equxty. It
velieves this capital structure xrgsponds to the increase in L

business risks arising from add--~competition, faster technological
'change, the regulatory environgent , and the potentzal opening of
the intralATA market.

Pacific Bell beliekes that the reduction of its debt .
ratio from 45.10% to 42.5%/is an interim step that will strengthen
existing credit ratings, Ahereby lowering future debt costs and
increasing credit capacy andufinahcial':1exibility. It asserts
that improvement in itg€ financial integrity is an appropriate ‘
element of incentive-based regulation. Pacirlc Bell’s Christensen
maintains that redu¢fing the amount of leverage Ln the capital
structure should xgsult in improved credit ratxpgs and lower debt
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Christensen concludes that Pacific Bell haz’a low margin
of safety in its credit ratings.s’jChristensen add® that if the
U.S. economy deteriorates, it could squeeze safefy margins further,
producing lower credit ratings and increased debt rate costs for
Pacific Bell. (Exhibit 1, pp. 28-29.)

Christensen also asserts that Pagific Bell’s high debt
ratio reduces its financial flexibility raise capital as

necessary or to refinance maturing issugs, because additional debt
may not be obtainable on reasonable t - This raises the spectre
of financing capital needs partially/or completely with ecuity, at

a time when the market is unfavorafle. In short, Christensen
asserts that Pacific Bell would in a much better position to
obtain capital under adverse cohditions ox to obtain capital on
reasonable terms if credit qudlity were bolstered;throdgh a lower
debt ratio.

Witness Christeniéi'alsoAbelieves that the 6% voting

preferred stock imputed b D.82-05-007 should no longer be included '
in the projected capita) structure because it is inappropriate in a

post-divestiture envirénment, and constitutes an artificial
understatement of Pagific Bell’s cost of capital. (Pacific Bell
has no outstanding ghares of preferred stock in its capital

structure.) Chrigtensen assexts that the Commission did not intend

this imputation fo be a permanent adjustment to the capital

8 ©Pacific Bell’s Hardy corroborates this view, asserting that

pre-tax fLixed charge coverage is presently in the upper half of the“f

income rate in 1988. One of the effects of tax reform is that
pre- interest coverage will be reduced. Assuming all of the
variables remain constant, according to Hardy, the lower tax rate

L\ ::thmark range although this will decline with the lower
tax
i

redutes income tax expense, which in turn lowers income tax before

intérest and, taxes thereby lowering pre-tax interest coverage.

This causes a real reduction in earnings protection for creditors. i

- 12 -
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structure, and that ratepayers have benefitted from the imputdtion .
for nearly five years.
2. DRA’s Pre-Settlement Pogition

DRA’s Blunt recommends that the Commission digcontinue
Imputing the voting 6% preferred stock for these 1989/attrition
proceedings because all preferred stock has been eliminated from
Pacific Bell’s balance sheet (Exhibit 9, pp. 23=24Y.

Blunt takes issue, however, with Pacifif Bell’s propeosed
attrition year capital structure. He cites the/ommission’s
concerns during its last cost of capital revi in A.85-01-034:

”Department of Defense’s Langsam sajyd a 52%
equity ratio needlessly drives up/the rate of
return. Aside from the cost of dquity
exceeding that of embedded longd&erm debt,
Langsam correctly notes that the cost of debt
is deductible for computing iptome tax expense.
Any decrease in the cost of debt or equity
capital resulting from an ipCrease in the
equity ratio will, from the ratepayexr’s
perspective, be more than fffset by the higher
revenue requirement whicly results from' .
increasing the equity rafio. Langsam’ listed
exanples of five state fegulatory commissions
which have used imputed capital structures to.
derive a rate of ret , and an example of its
use by the Federal Efiergy Requlatory Commission
(Citation omitted)./He notes that PacBell’s
moving of its equify ratio above 50% is not the
result of its beifg unable to raise debt
capital, but insfead is a move which is in the
interest of the/holding company, Telesis. If

ample opportunity for PacBell to bring its
actual capitdl structure in line during the
test year, Rangsam said, or the other option
for managepent is to not alter the capital
structure/and simply book an overall return
less that authorized.

#PacBel) is in the pos;txon today of funding
most its construction budget with
internally-generated funds; this was not the
case¢/ several years back. Having the equity
ratio move above 50% indeed drives the overall
cost of service up, -and whether the increase is
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even close to being offset by lower debt cost
in, the marketplace depends on many almost
imponderable vagaries, not the least of which
are the inclinations of security ratings
agencies. During cross—examination by PacBell,
Langsam conceded that currently PacBelX’s
equity ratio is indeed close to his target of
$0%, but he noted that if it keeps increasing,
eventually this Commission will havé to adopt
an imputed capital structure in some futurxe
proceeding, and by then matters cculd reach the
point that it will be all the more painful for
everyone concerned [Citation omitted].

7This is a valid and sobering observation.

Although we conclude that the/capital structure

recommended by staff is reasgnable, with a

common equity component of %2.10%, we do not

want to see the equity component rise about

' 55%. We are placing PacBgll on notice that if

it rises about 55%, we will not hesitate to

impute a different capifal structure which is

more in line with the interests of ratepayers

than those of PacBell/and/or Telesis. . . .”

© (D.86-01-026, mimeo. pp. 13=14.)

As Blunt notes, Pagific Bell has exceeded the
Commission’s implied 55% lipitation, and now requests a 57.5%
common equity ratio. DRA believes its own recommended 45% debt/55%
equity capital ratio, which recognizes an increase in the equity
component, is consistent with the concerns expressed in
D.86-01-026, while at /the same time holding the company to its §
actual 1987 financia) equity and debt ratios, thereby imposing no -
hardship on the company. Nonetheless, DRA believes that the
Commission’s past foncerns are still valid. DRA believes that
Pacific Bell could maintain its ”A” bond rating and still increase
debt to 50% of dapitalization, well above DRA’s current ‘
recomnendation _

ile ratepayers benefit from higher bond ratings when :
new debt is locked in at lower costs than a lower bond rating would .
reminds us that Pacific Bell has not planned any new

debt issugs in 1988 or 1989, and therefore ratepayers would not
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directly receive any benefits from improved debt ratings.
according to DRA, Pacific Bell’s internal cash flow meets it
198871989 capital expenditure needs, just as was noted in

1985 testimony. In sum, DRA believes that the proposed j

equity ratio is unnecessary to protect the solid 7A” behd rating.
It also points out that ratepayers will receive dimindshed tax
benefits from the proposed lower debt levels.

DRA also provides an analysis of Pacific/Bell’s payout
ratios for years 1984 through 1987, and suggests/that the utility’s
payout is considerably higher than that of ‘compérable companies
(Exhibit 9, p. 28, Schedule No. 10). The anaXysis demonstrates
that the payout ratio and dividend growth ipcreased even when
Pacific Bell’s net income growth declined AExhibit 9, p. 29,
Schedule No. 11).' When Pacific Bell’s -
less than 2% between 1986 and 1987, th¢ utility increased dividénds :

by more than 19%. Blunt notes that 34l common equity dividends are-: 
paid to the Pacific Telesis parent f£ompany, which also owns several -

subsidiaries not financed by inde endent’debt.or equity issues;
Pacific Telesis finances these er endeavors using cash. To
Blunt, this raises the sensiti e‘question‘whether‘ratepayers are-
generating the cash for diveysification and whether the revenue
requirements (i.e., capital/structure and rate of return) are
reflecting the goals of tHe consolidated corporation rather than
the needs of the regqulatAd entity.

According to/DRA, Pacific Bell’s actions since 1984
exemplify the situatign described in the 1986 decision. DRA
believes that if Pacific Bell is not seeking to minimize its cost
of capital, the regulatory process should continue to impute a
capital st;uctux to protect ratepayers’ interests. DRA concludes '
that ratepayers fwould save about $33.8 million if the Commission
adopts its recgmmended capital structure.
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3. les Angeles’ Pre-Settlement Position
Los Angeles’ Kroman believes that imputatioy of a lesser
leveraged capital structure produces an actual equi
significantly in excess of the nominal authorized feturn on equity
(ROE) . According to Kroman, a nominal authorized 14% ROE with an
imputed capital structure of 40% debt, 60% equdty, would produce an
actual ROE of 14.772%. With a 42.5%-57.5% igputation, 14% nominal
equates to 14.386% actual (Exhibit 13, Chayt 5, p. 26). Since '
higher equity ratios reduce financial riséi what may be an
appropriate ROE at a lower equity ratio/will probably be excessive
at a higher imputed equity ratio (Exhikit 12, p. 28). |
Kroman also addresses the Applicant’s argqument relative
to the benefits of reducing the leyerage in the capital structure,
noting that maintaininglér increading bond ratings by lessening
such leverage does not necessarfly benefit the ratepayers:
~The fact that utilitdes generally carry a
single A bond rating and, absent extraordinary
circunstances sucly as cancelled nuclear
construction projects, have demonstrated no
disability in raising new capital at narket
rates, suggests/ that these witnesses may be
. overstating thé case.” (Exhibit 12, p. 8.)
l emen Q5 ) ) _
recommends that the capital structure used .
for ratemaking in tifis proceeding contain no more than 55% common
equity and no less/than 45% debt. He believes that a ratemaking
judgment of the adequacy of a firm’s rate of return should include
an assessment off the economy and efficiency of the firm’s
operations under the nlngxiglg;ﬂgﬁgz_ﬂgxxg standard. Thus be
maintains it illogical and inequitable for the Commission to
conclude tham/Paciric Bell’s repbrted;returnS‘on;common equity are
excessive oY inadequate without first verifying that the capital .
structure #And other operating factors that affect reported returns
are consistent with cost efficient operation.
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Winter describes two examples of steps that a uti}dty
may take to capture excess returns for its stockholders
choice of a sub-optimal capital structure. First, a ujdlity may
allow its common equity ratio to increase above cost fficient
levels during prosperous times. Increased equity
prosperous times will reduce reported rates of r on common
equity below those that would otherwise be repofted (i.e., greater
(not less) leverage is known to increase rated of retumm during
prosperous times). A utility may benefit ffom this strategy if
requlators compare these reported rates o return against
previously allowed rates of return to dftermine whether the firm’s

earnings are excessive. Since reportgd rates of return are lowered.

by this strategy, earned rates would remain closer to previously

"allowed rates and reduce probabilify of a rate reduction. A second |-
strategy is to allow an increase/in the common equity ratio but not .

adjust the rate of return requgst to reflect the resulting lower
financial risks. All else eglal, a reduction in financial risk
reduces the inbestor-requir d rate of return, and unless the
regulatory body recognizes/ this reduction in ratemaking,
stockholders reap excessive returns. '

Winter also asserts that the reduction in capital costs
associated with highey credit rat;ngs is insufficient to offset

costs of maintaining the higher rat;ng for investment grade utility ﬁwf

companies.

Winter also believes that greatexr debt‘in the company’s
capital structuré would be cost beneficial in all but the most
difficult credif markets. He concludes that this is true even if

the lower staputory tax. rates associated with recent tax reform are

used in the #gnalysis. (See, generally, Exhibit-4, pp. 18 to 20.)
' ’s Winter also recommends that the Commission add a
small layek of preferred stock to the capital structure. From a
risk thegry perspective, he beliers~the layer of preferred stock
would rgduce business risks, while increasing in some measure the
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company’s financial risks. Of these two riskX/ factors, he assigns .
business risks a higher priority since the démpany nust
successfully combat business risks to remain a going concern.

In sum, FEA’S Winter recommends’ a structure containing
45% to 50% debt, 50% to 55% common equify, and 5% to 10% preferred
stock, as offering lower overall capitadl costs. Structures within
these ranges would be consistent withf a single~A or stronger credit
rating and offer adequate financial/flexibility to the company.
Although structures within these pAnges are not the lowest cost
structures, in his view they redyke costs from current levels and
are therefore a move in the rigkit direction. While the company has
the prerogative of maintaining/a higher cost structure, the higher
costs of this structure sho be borne by stockholders not
ratepayers. . '

Finally, Winter asserts that although Pacific Bell’s
Christensen, Hardy, and Vinder Weide explicitly or implicitly
support the proposed 40%/to 42.5% debt ratios and 57.5% to 60%
equity ratios, none of fhese witnesses has provided quantitative
evidence of the relatiye costs of alternmative capital structures.
Minimization of overall capital costs through choice of capital

. structure is not an pparent goal of the company based on the
testimony it has filed in this case, according to Winter.
5- 1 T ’ .

e initial positions of the parties vary greatly,
they have presented us with an uncontested settlement, wherein_théy.ﬁ
propose a capital structure of 56.25% equity and 43.75% debt, with
no allowance for preferred stock. The settlement proponents
present‘this‘as a reasonable and appropriate coﬁpromise of the
issues rais¢d in Pacific Bell’s application, with the caveat that =
the proposdd settlement is not to be construed as precedent setting
relative to any principle or issue in any curxrent or future .

v

proceediyg. ‘
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The settlement rules state that:

7The Commission may reject a proposed
stipulation or settlement without hearing
whenever it determines that the stipulation or
settlement is not in the public interest. Upon
rejection of the settlement, the Commission may
take various steps, including the following:

Hold hearings on the underlying
issues, in which case the parties
to the stipulation may either
withdraw it or offer it as join
testimony.

Allow the parties time to re
negotiate the settlement.

Propose alternative terms/to the
parties to the settlemenf which
are acceptable to the Commission
and allow the parties geasonable
time within which tgygiect-to
accept such terms or’ to request
othexr relief.”

In the settlement agreemént, the parties state that the .
settlement of the capital stru e issues is in the public | .
interest because it is a reasonable compromise. However, in
reciting the terms of their cgmpromise CSettlement'Agreement P- 5),
the parties say nothing about the variance in their capital _
structure equity ratio rec¢gmmendations; they speak only in terms of
the recommended percentagé of debt, indicating that Pacific Bell

recomnmended 42.5% debt while all other parties recommended 45%
debt. '
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We have real concerns over the proposed settlement’s
disposition of the percentage of common equity issue. Approval of
the proposed settlement will increase the percentage of common
equity authorized in Pacific Bell’s capital s ure from 51.50%
at present to 56.25%. If the concerns expressed by FEA’s Winter,
City’s Kroman, and DRA’s Blunt are legitimate, the substantial
increase in the equity component of Pacif%s/%ell'srcapital
structure may not be consistent with a cost-efficient operation.

Indeed, we would have welcomed the oppgrtunity to hear evidence on

whethexr a capital structure in the rapge recommended by FEA’S
Winter (45% debt/S5% equity) is more/azst-erficient,and whether
Wwinter s criticism that Pacific Be¥l’s affirmative showing lacks
quantitative evidence of the relafive costs of altermative capital
structures is valid.

DRA’s Blunt raised ‘
equity component on Pacific Pelesis, which‘aré,disquieting,‘to‘say
the least, given this Co sion’s longstanding concexrns about the

impacts of diversificatior. Thésesquestions too, were‘subordin;tédﬁ

to the goal of reaching A compromise.

In addition, At is undisputed that the proposed
settlement’s recommended capital structure will lower Pacific
Bell’s financial ris¥ by ihcreaéing(the common equity percentage
over that presentlyfauthorized. Presumably the,settling parties
have decided that £he recommended 13% return on equity takes that
diminished risk jhto account, but we have some' concerns that it

does not, and tffat it may therefore be excessive. These are issues

which will benffit from more careful review during the evidentiary
hearings to ke held in connection with the next review of Pacific
Bell’s cost/of capital. Since Pacific Bell has submitted such
testimony I.87-11-033, we anticipate that this review will be
conducted/ over the next few months. - But for that fact, we would

consider reconvening evidentiary hearings to explore
these fssues further.

e .
‘ .“ 3
' .
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For the moment, we put aside our qualms about the §§&§(
equity percentage because the parties, who represent extremely
diverse views on the issue, have presented us with an uncoé%ested
and unanimous compromise of the issue. For this reason/alone, and
understanding that we will have an early opportunity to revisit the
issue, we approve the compromise capital ratio comprised of 43.75%
long term debt and 56.25% common equity.

In so doing, we effectively eliminate preferred stock
from the capital structure for the 1989'attritioA?year. However,
in order to provide a framework for addressing/the issue in the
next cost of capital review, we address cert key concerns.

Prior to entering into the,probos settlement, FEA had ‘
recommended that the capital structure incYude a layer of preferred‘f
stock, on the rationale that: - '

»preferred stock sales offer acceptable nmeans

of obtaining new, or replaceylent, funding.

Numerous firms, both utility and nonutility,

have utilized preferred st in their capital

structures. Financing viy this means offers

advantages over some altefnatives and should

therefore be considered An the capital

structure analysis.” (Exhibit 4, p. 8.)

Nonetheless, FEA joingd with the other parties in the
proceeding to recommend the ital structure included in the
proposed settlement, which dees not contain a preferred stock
component. ' ' |

In addition, the/compromise capital structure represents
a significant change from/the present authorization, because it
removes the 6% preferred stock imputation imposed by the Commission
in D.82-05-007. ' o

D.82-05-007 /was issued in the proceeding initiated by The
Pacific Telephone and Telegraph Company (PT&T) seeking approval of
an Agreement and PlAn of Merger with AT&T. Under the terms of the .
merger, AT&T would/acquire all the ocutstanding voting preferred and
common shares of &T, which would thereafter be cancelled, leaving




A.88=05-009 et al. ALJI/LIC/xsr

s

one share of Pacific Transition Corporation (PTC) common stock as .
the sole remaining voting share of prar.® PT&T had $82 million

of voting preferred shares outstanding carried at a/Eost of 6%.
with cancellation of this 6% preferred, as proposed PT&T’s capital
ratios of preferred and commen would change; $82 million would
shift from preferred on AT&T’s balance sheet o commen equity. In
effect the voting preferred would be converted into common equity,
which at PT&T’s last authorized return granted in D.93367 would be
carried at a cost of 17.4%. The differepce between the 6% cost of
PT&T’s outstanding voting preferred and/the 17.4% cost of common
equity was projected to increase PT&T/s revenue requirement by
$11.480 million annually.

‘To address this concern, e Commission staff recommended.
that the Commission should either/deny the request to cancel the 6%,
- voting preflerred, or impute a 6¥ cost to $82 million of common
stock equity in every future rAte case of Pacific. Either of these
recommendations were designed to eliminate the cost to ratepayers
of cancelling the voting préferred.

In D.82=-05-007, e Commission adopted the staff
recommendation to impute/a 6% cost to $82 million of common equity
in future Pacific generAl rate proceedings.

This imputation has been made in every subsequent
ratemaking proceeding for Pacific Bell. Most recently in
D.86-01-026 the Comyission stated:

”We will dontinue to impute the $82 million at
preferred: stock to PacBell’s capital
structyte as recommended by TURN, which lowers
the common ‘equity component from 52.10% to
PacBell and staff recommend
elim atinq this imputation, which was adopted
e last rate proceedzng (D.84-04-104),
becpuse we are in a post-divestiture

e ~disappearing corporation” in the merger arrangement,

tely merged into PT&T.

. Vo
o .
I ct
' ." “‘.
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i 0t




A.88~05-009 et al. ALJT/LTC/rsr

environment and this increment of low cost

capital is gone. -TURN’s brief is persuasive.

The 6% preferred was recalled to suit the

interests of Pacific’s Telephone’s major;ty

shareholder, AT&T, just prior to divestiture,

and make the spinoff of Pacific Telephon

easier. The loss of this $82 million o cheap

capital worked to benefit shareholders

increase the overall cost of capital Jorme by

ratepayers.” (D.86-01-026, mimeo. p/ 15.)

In A.85-01-034 TURN had recommended a present worth
adjustment to PacBell’s revenue requiremeny as a means of
essentially making it “buy out” ratepayeré and compensate them for
the loss of the 6% preferred stock, amoyitzing the impact over
test~year ’86 and the two following atfrition years. . The :
Commission rejected this approach, agreeing with Pacific Bell that
the details of such a one-time buyout adjustment warrantéd‘detailed
bearing~-room analysis-tO{revieW‘ - applicable discount rate, term,
et cetera, and stating:

#It may be that in the/next proceeding staff or

PacBell will propose /such an adjustment in lieu -

of our continuing - adjustment we adopt again

today, and which we/will continue to adopt

until we find some/means of equltably ‘ending it

from the ratepayexs’ pexspective.”

(D.86~01-026, mipeo. P. 16.)

In pre—settlem t testimony, both Pacific Bell and DRa
recommended discontinuarce of the 6% imputation on the rationale
that the capital strucfure contained no preferred stock. EHowever,
neither DRA nox Pacific Bell proposed any sort of adjustment as
contemplated by the gommission in D.86-01-026 designed to equitably
end the adjustment from the ratepayers’ perspective. Instead, all
parties to the progeeding, including FEA (which proposed a layer of .
preferred stock ough not explicitly 6% voting preferred) in its
pre-settlement téstimony) and TURN which had lltigated this issue-
extensively in /fFhase 1 of A.85-01-034, compromlsed in a manner that
effectively e ;mlnated the 6% zmputatlon for.the attrltmon year.
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Nonetheless, we also understand that these parties have Egserved
their rights for the future, and on this basis alone we adopt the
compromise. We will revisit the entire issue of Pacific Bell’s
capital structure in the next cost-of-capital review('where we hope
to see these issues fully aired.
E. Cost of Debt .

In its pre-settlement testimony, Paciffic Bell projected a
9.21% embedded cost of debt as of December 31/ 1988. Pacific
Bell’s witness proposed use of this level, Xlthough he stated that

by the end of 1989, the embedded cost of t would rise to 9.273%.

However, in light of the timing of maturdties he saw no reason to
increase the 9.21% level. (Exhibit 1,/p. 33.) Aas shown in the

preceding comparative tables, all pa ies recommended a 5.21% long-
term debt cost factor in their pre-fettlement testimony, and in the

proposed settlement. Given that fact, we will adopt 9.21% as the
cost of debt for attrition year A989.

When multiplied by tu/a
9.21% cost factor produces a weighted cost of long~texrm debt for
the 1989 attrition year of '
F. Coct of Equity |

The following
parties:

Paxty ‘
Pacific Bell* . 14.00
DRA* 12.25-12.75
Los Angeles* E 13.25 '
FEA» 11L.40
Proposed Settlement ' 13.00

#Pre-Settlement Position

e adopted debt ratio of 43.75%, the -
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1. Pacific Bell’s Pre-Settlement Position
{Christensen and Vandex Weide)

Pacific Bell’s Christensen recommended a 14400% cost of
common equity in attrition year 1989, based on the risk premium
analysis and discounted cash flow (DCF) model. Christensen’s risk
premium analysis used the regional heolding compﬁﬁ;es (RHCs) as 2
check of reasonableness; however, since the RHCs have lower debt
ratios than Pacific Bell and thus less financial risk, Christensen
used them as a floor. For Pacific Telesis Group, Christensen’s
results showed a risk premium on the yield j0f 30~year Treasury
Bonds (during February 1984 to June 1988) /ranging from 3.2 to 6.7%
and averaging 5.1%. For the RHC’S, the risk premium ranged from
2.9 to 6.5% and averaged 4.7%. Adding the average risk premiums
calculated above to July 1988 forecasted average 30-year Treasury

Bond yields. (9.95% in 1989)_results/in‘a projected cost of common’

equity of 14.7 to 15.1% under Chris ensen’s risk premium analysis.
In his DCF analysis, Christensen assumed that the cost of
common equity for Pacific Telesisf/Group would be largely.
representative of the cost of. common equity for Pacitic Bell.lo
Christensen’s DCF analysis concluded that thexe has been a
systematic increase in the codé of equity since the 4th quarter of
1987 (Exhibit 1, p. 41)7 takf%g,this increas;ng trend into account
(12=-month average 13.5%; Gjmonth‘average'(banuAry to June 1988)
13.9%; 3-month average (April to June 1988) 14.0%) he concluded

that the appropriate DCF ased cost of common equity for Pacific
Bell is 14%.

10 Pacific Bell has no~publ;cly traded equity securities, but
represents approximately 93% of Pacific Telesis Group’s total
assets and 92%/of total revenues.

B N e
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Based on the two models, Christensen derived range of
14.0 to 15.1%. In conjunction with his recommended capital :
structure based on 57.5% common equity and 42.5% long/term debt,
Christensen recommends a 14.00% cost of equity.

Christensen’s risk premium and DCF models were
complemented by his analysis of current economic ,conditions
including current business risks and financial xisks confronting
Pacific Bell. He views the‘unsettled and- volatile economic
conditions in the US and world financial maxrkets, the large Federal.
deficit and trade imbalances, the longevity of the economic
expansion and the sharp decline in the dodlar as exerting
additional inflationary pressures. He also believes that Pac;f;c
Bell faces increasing competition and she threat of bypass
associated with- accelerating technolegical developments and the
rapid influx of competition. He‘notas that,thé'spectrum‘of
intralATA competition, a topic to. addressed in I.87-11-033, )
impacts investor-perceived rzsk, although to some extent this bas :
already been factored into investors’ decisions (Exhibit 1, p. 18)..
He also points to the xisk of/jobsolescence, given Pacific Bell’s |
capital intensity:; and he nofes that there is investor uncertainty -
regarding the manner in which regulators will attempt to-balance
the interests of ratepayeﬁg and local exchange companies. o
(Exhibit 1, p. 22.) Overall, Christensen concludes that there has
been an increase in buginess and lnvestment risks, exerting upward
pressure upon investo¥-required returns and the cost of equity..

Pacific 1’s Vander Weide also discussed the current
state of the econo (specirically the Federal: deficit’s impact on’
real interest rat (i.e., they have increased and remained hzgh),‘;_
the foreign tradd(deficit and the concomitant drop- in the value of
the dellar, the/Federal Reserve's role in supporting interest
rates, and increased volatlllty and investor caution about the
direction of /t.he economy and the- level of inflation that may lie
ahead). Vander Weide also cites the competitive factors Pacific
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Bell faces in a time of transition from social to economic pricing.
In Vander Weide’s view, rapidly changing telecommunications
technology alse places risk on Pacific Bell, because these
are the primary driver behind the increasing level of competition
faced by the telephone companies.

Vander Weide concludes that these economic c¢h
undoubtedly increase investors’ perceptions of Pacific
Requlatory and Federal court rulings pave opened nany/formerly
protected areas to competitive altermatives which tgchnological .
advances have permitted customers to puréue. Morgover, because the
transition from social to economic pricing is faf from complete,
incentives exist for customers to use alternatdives to Pacific
Bell’s services. This combination of rinanc‘al incentives and
technological capability results in h;gher isk for tele-
communications firms in general. Vander Neide believes that the
implied risks for Pacific Bell are part cularly great because of
the unique communications environment /in california. )

As a final note, Vander Wedde points to the fact that

ixl for change in the way that

Pacific Bell is regulated. He befieves that the uncertain outcome
- of the Commission’s I.87-11-033/ and specifically the manner in
which the issue of lifting the/ intralATA competition ban is
addressed, will have a éigni icant:impact on Pacific Bell’s earning
ability and is therefore a sajor risk to»investorsy(Exhibit 3,
pp. 23=24). ' ' '

Vander Weide vsed a quarterly DCr model to«estxmate
Pacific Bell’s cost of /equity for the 1989 attrition year.
(Exhibit 3, p- 26 1. A5-16.) Vander Weide performed a correlation
analysis to identify the h;storlcally"orzented growth rates best
describing the tlrﬁgs stock price for 1981, 1982, and 1983 then he
perforned a regr s;on study comparing the historical growth rates
with the consen analysts’ forecasts. In every case the
regression equitions containing consensus analysts’ forecasts




A.88-05-009 et al. AIJ/LTC/I"S:‘.'

statistically outperformed the equations containing nistédrical
growth estimates. Vander Weide used a simple average
and low stock prices for each firm for a 3-month pepiod including
the month curxrently under observation and its prigr two months. He
also included a 5% allowance for flotation costy and market |
pressure (Exhibit 3, p. 29). Vander Weide applied the DCF approach
to four groups of companies: The Pacific Tedesis Group, the RHCs,
a group of six large independent telecommuiications companies, and
a group of risk-comparable companies (E it 3, Schedule 4).
Based on his analysis Vander Weide c¢oncdudes that Pacific Bell’s
DCF cost of equity is at least 14.0%.
Vander Weide also used a pisk premium approach, studying

the comparable returns received by/bond and stock investors over
the last S0 years. He estimated Hhe returns on stock and bond
portfolios using stock price { dividend yield data on the
Standard and Poor’s (S&P) 500 /And bond yield data on Moody’s Aa-
utility bonds and derived a fisk premium of 5.88%. Vander Weide - . .
alse conducted a second stuydy using stock data on the S&P 40 ! . .
utilities rather than the/S&P 500 and derived a risk premium of | :
4.96%. Thus, Vander Weide believes that investors today require an .
equity return of approyimately 4.5 to 5.5 percentage points above
the expected yield on/Aa-rated long-term debt issues.  Since the
long=-term yield on AA=rated bonds is éurrently_about 10%, the
addition of a 4.5 t0 5.5 percentage points risk premium results in
an expected 14.5%-A5.5% return on equity. 4

, Based ¢n his review of economic conditions and on the DCF |
and risk-premiup methods applied above, Vander Weide concludes that :
the cost of coxmon equity for Pacific Bell is within the range of

»e' Tl —anlzyy oS DY)

recommended a range of 12.25% to 12.75%
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method, and a comparable earnings hnalysis. While acknowledging
the bypass argument and the notion that increasing competition
triggered by technological advancements may accelerate the
departure of business customers from traditional systems which a
part of the public network, Blunt notes that Pacific Bell’s
earnings have increased 44.6% since divestiture (Exhibit 9,

He regards this as solid evidence that the bypass threat

affect earnings. While acknowledging the possibility

near future (beyond 1990), technological advances angfor regqulatory
actions could increase the possibility that businepS customers may
leave the system, Blunt maintains that using mar)¥et-driven analyses

such as DCF and risk premium will account for And reflect any solid

evidence on this issue.

Blunt applied the comparable earxings standarxd as an aid
in selecting comparable companies for usgf in the DCF and risk
premium analyses, and to support the rgasonableness of his
recommended range of return on COmmo equity. Blunt selected a
group composed of seven independeny’ communications companies and
seven regional holding companies As well as ten gas distribution
companies (the Group) (Exhibit g, pp- 40-41). .

Blunt used an average of historical, analysts’ forecasts
and sustainable growth rateg’ in the DCF analysis, in the belief :
that a consensus of histoxfcal, forecasted, and sustainable growth

rates best indicates invgstor-growth rate expectations for the near

future. The average composite growth rate for Blunt’s group of
companies was 5.82%. /(Exhibit 9, Table 16.) _
Blunt’s stludy indicates that the investor-required return
for the seven independent telecommunications companies (IND)
(combining the ayerage 3-month and 6-month expected yield and
‘average growth fate) is 11.71% and 11.87% respectively. For the
same period, the analysis shows an identical return on equity
expectation ¢f 12.42% and 12.53% for the seven regional holding
companies ahd ten gas distribution companies in the group.
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Combining the results of the DCF analysis for the sevén
independents and seven regional holding companies sfows an average
expected ROE of 12.07% and 12.20%. The results of the DCF analysis
produced a composite group average investor-requlred return on
equity of 12.21% and 12.34% when the average 3/month and 6é-month
expected yields are combined with average gr rates (Exhibit 9,
Table 17). .

Blunt included no adjustment foy flotation costs on the
rationale that there is no need to compefisate investoxrs for
dilution when none is occurring (the m ket-to-book'ratio'ror
Pacific Telesis is 151), and Pacific Pell has not issued equity
capital since divestiture and actually reduced its retained
earnings in 1987, projecting to pay out 100% of its available
earnings to Pacific Telesis in 1948 and 1989. In light of these
facts, Blunt feels there is no stirication for including
flotation costs (Exhibit 9, p. 3).

In his risk premium analysms Blunt dexrived the prem;ums
by comparing DCF estimated rgturns on equity with ”AA” and “A”
Utility Bond yields and 3- ovSéyearfgovernment‘issues from 1980
through 1987 (disregarding/ years prior to 1980 due to changing
Federal Reserve Board monktary policy). The estimated ROEs were
determined by combining fhe company’s annual dividend yield with :
- historical l0-year ave ge dividend and earn;ngs growth rates: data
for the gas distributifn. companies was subst;tuted (due to
unavailability of hisforical data for the RHCs) and the historical
expected ROEs were thus derived.

Next, Blunt combined Data Resources :ncorporated's (DRI)
current forecast fgr yields on "AAY and three to‘fzve year issues
for 1989 with the/respective average equity risk premiums to dermve

a range for expegted ROEs. He\alsoﬁperzcrmed a similar task us;ngvV}',g e,f

Blue Chip Finangiial’s 1989 forecasts for A Bond yields and 2-5 year
governnent Tre ury notes.  The range of: expected ROEs combining
the historical/ risk premiums with 1989 attrltion year forecasted
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#AA” and ”A” yields is 13.06% and 12.37% respectively and X2.86%,
12.53%, and 12.87% using forecasts for intermediate terzmp/government
issues (Exhibit 9, P. 56). Blunt’s recommended range Af 12.25% to
12.75% return on common stock equity falls within
expected returns produced by the risk premium analfsis.
3. Ios Angeles’ Pre—Settlement Position

Los Angeles’ Kroman criticizes reliayice on the DCF
methodology, the risk premium methodeology, the capital asset
pricing model (CAPM). He believes the Commission has already
expressed its view that there are serious pitfalls in placing heavy “
reliance on such models, as a substitute/for informed: judgment.
(Exhibit 12, p. 15.) )

Kroman also criticizes the',pplicants’ risk assessnent
arguments, believing that they hav:/cailed to distinguish between
changes in absolute versus relative risk. In the absolute sense, _
Kroman agrees that it may be trug/%hat_telecommunications utilities
are confronted with increasing risks largely from competitive
pressures. However, in a rela ive sense this differs not at all
from the arguments being made/by the natural gas and electric
utilities. Xroman cites the/plight of many entities in the
unregulated sector including the steel, automobile, o¢il, machine
tool, computer, and farm gectors all of which are severeiy impacted
by fiexcely competitive pressures. Xroman contends that.increased
risks are impacting no oniy'telécommunications-utilities but
practically the entire spectrum of American business (Exhibit 12,
p- 17). He believes/that discussion of one utility industries’ ,
risks without refergnce to the risk of the econonmy can provide only
an incomplete, ingénclusive, and superficial framework for
supporting a requested rate of return. Kroman also refers to
recent iscues of S&P’s 'Credlt Week” reports and similar |
information on fPacific Telesis from Moody’s Handbook of Common
Stocks. He bgleives there is 1ittle if any-zndicat;on in Moody’s
Handbook for/example, that Moody’s is warning investors of Pacific -
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Telesis’ increasing risks: the comments are in fact gquite positive.
Kroman believes that if the Commission is to consider absolute
risks, it should look to objective sources; he belleves that the
views of the applicants’ witness regarding the risks of the
telecommunication companies and of the applicants are clouded by
their lack of objectivity.

Kroman beliaves that economic conditions and the level o£ 

interest rates are significant elements to Pe considered in
arriving at a fair rate of return. He hay reviewed certain data
indicating the direction and magnitude of change in the cost of

common equity, comparing conditions sh ly‘bezore‘thevissuance of

D.86-01-026 with more recent conditioys. He has examined the
change in DCF-calculated cost of compon equity over these time
periods to obtain an indication of Ahe magnitude and direction of
change. Using Vander Weide’s calgulations, XKroman demonstrates
that the indicated cost of commgh equity has decreased on average'
by 2-1/2 percentage points ovey that time interval (Exhibit 13,
Table 15). Xroman also belieyes that it is significant that

Pacific Bell plans no new oyfside financing for the 1989 attrition |

year, whereas Pacific Bell /had projected the need for such
financing in its last ratg¢ case (A.85-01-034).

Kroman prepared a chart (Exhibit 13, Chart 4) showing the

relationship between percent return on common equity and the

corresponding pre~tax finterest coverage at debt ratios of 42.5% and

45%. With a nonimpufed debt ratio of 45%, Kroman believes Pacific
Bell could satisfy $&P’s minimum A~rating benchmark of 3.5 times
interest coverage ¥ith an ROE of less than 11-1/2%; imputing a
42.5% debt ratio yould enable Pacific Bell to achieve the same pre-
tax interest covérage with more than a one percentage point
reduction in ROE. Given all of these factors, Kroman recommends &

return on common equzty for the 1989 attrition year of 13. 25% based

on a capital structure of 45% debt and 55% common equity.
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4. FEA’s Rre=Settlcment Position

FEA’s Winter recommends a return on common equity
11.40% based on a 50% equity component. Winter uses a DCF
analysis, and secondarily an historical risk premium and Arecent
required returns” (comparable risk) analysis to check
reasonableness of the DCF analysis.

Winter provides an analysis of current
conditions and recent trends as a backdrop for hig cost of capital
analysis. He highlights the Federal Reserve’s ion to reduce the
monetary growth rate and concomitantly, the po¥ential for higherx
inflation (Exhibit 4, pp. 28-29). He also sthAtes that although
inflation rates have recently turned upward/ inflation continues
within the range that has existed since 1965. Although monthly
fluctuations in inflation rates have raigled concern in both 1987
and 1988 that these rates were headed ward, no clear upward trend
has materialized. He indicates that ualized inflation rate
expectations range between 4.0% and £.6% for the 1988-89 period.

He believes that if inflation continues to fall between 4 and 5%
and credit demands are consistent/with allowed nonetary growth,
without oil ox other price shocks, interest rates should remain
within recent ranges. ‘ 8

Winter uses the Pagific Telesis Group as a starting point -
for analysis of Pacific BelX’s cost of common equity:; he-indicates o
that the parent’s stock w relativély trendless during the June‘l?'f‘
to September 30, 1988 pexiod, consistent with the Dow Jones, and -
S&P Utility indices. :

According t¢ Winter, investment publications frequently
mention two primary gources of risk faced by Pacific Bell and its
parent. The first bource is attributable to inrcads that
competitors may e into the regulated. utility'é-servicé
offerings. Wintgr-believes that generally, however, these inroads.
have been oc ing at a slower rate than inltlally expected and
bypass of the/local switch and ex;hange loop has been infrecuent.
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partial with the local operating company receliving/associated
private line revenues. The current opinion generﬁlly expressed in
investment publications is that revenue lost to/competition will be
relatively insignificant (Exhibit 4, p. 34). inter also believes
that Pacific Bell has improved productivity @f its telephone
operations and that the California Commissitdn has approved price
flexibility and phased out toll access sulisidies, all of which

Even when bypass has occurred, he maintains that ;;/has often been

should help minimize the potential negatdve effects of competition.
greater investment risk is

However, a second source of potentiall
diversification into unregulated pusifesses; Pacific Telesis Group
has invested in a variety of relativ, ly risky nonutility ventures
including real estate, cellular, mgbile and paging services,
financial services, and internatifnal marketing of communications
services. Based on investment firm reports, diversification has
increased the investment risk faced by utility firms. Winter
refers to a June 1986 Salomoyr/ Brothers’ Report stating that
diversification has not boogted profits or increased shareholder
value. According to Winteyr, the Report indicates that Pacific
Telesis Group’s net incomé has actually been reduced, rathexr than,
increased, by its diversification efforts. The Salomon Brothers’

calculations show that/diversification diluted the parent company’s

earnings by approximafely 6% during the first quarter of 1986.
Nonutility operationg were, as a whole, unprofitable for calendar
year 1986 based on A&P’s June 22, 1987 Credit Week. (Exhibit 4,
PpP. 35=36.)

Bell has taken gteps considered to minimize the primary source of

the risk it fates (i.e., that due to competition); however, Pacific -

Telesis has en steps that have increased (and are likely to

continue to /Aincrease) its overall investment risk. Because of this 1

divergence / with Pacific Bell taking the lower risk path and
Pacific Tdlesis Group the higher risk path, Winter considers:

In sum/ Winter believes that, over the near term, Pacific -
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Pacific Bell to have slightly lower overall investment risks than
its parent. According to Winter this risk differential m

Pacific Bell’s cost of common equity is slightly smaller’, perhaps
by 20 to 30 basis points, than its parent’s cost of ity.
Notwithstanding this caveat, Winter relies on Pacxt&ﬁq;ele51s Group
narket data as a starting point for estimating the cost of equity
to Pacific Bell.

According to Winter, Pacific Telesis Group’s returns on
equity have exceeded those of more risky large corporations by an
average of 180 basis points during 1985-1987. (Exhibit 4,
pPp. 38-41.) Based on this comparisonﬁ/ﬂgnter believes that the
parent’s rate of earnings has been exdessive dur;ng each of the
past three years.

In his DCF analysis, Winter relies on a constant growth
nmodel, which is based on the assymption that investors expect equal
growth in price and dividends over an infinite future holding
period. (Exhibit 4, p. 33.) /ﬂzvhaschesen.theconstant growth
method because it is generally accepted for ratemaking. Winter
concludes that a growth rafe range of 4.5% to 6.0% is
representative of investor expectations for long-term Pacific
Telesis Group growth (Exﬁibit 4, p. 50). He calculates a current
dividend yield of 6.03% (Exhibit 4, p. 52). A current dividend
yield of 6.03% coupled with expected growth rates of 4.5% to 6.0%
indicate investor cdmmon equity requirements between 10.80% and
12.39%. (Exhibit 4, p. 53.) | _

In using the historical risk premium approach as a check
on the reasonabXeness of the DCF analysis, Winter found, based on
geometric mean/returns, that a portfolio of Moody’s 24 Utilities
returned approximately 166 bhasis poxnts more than long-term
Government nds during the period 1929 to 1587. Winter computed
the averege of the premiums that would have been realized over all
whole—year holding periods of one year to ten years during 1929 to
1987. The average premium was 367 basis po;nts. However, wWinter
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maintains that there have been significant changes in the ri
premium between utility stocks and bonds in recent years, d that
some authorities have concluded that long-term bond investing has
become as speculative as stock investing. He believes/that reduced
risk premiuns between stocks and bonds recorded in 1979 to 1981
continue to prevail. Due to these reduced risk premi

maintains that the lower end of the 166 to 367 b

spread is more appropriate (Exhibit 3, p. 59).

\ As a final check on his DCF analysis/ Winter reviewed

recent required turms on other competing investments (July, Auqust,

and September 88 issues of the S&P Bond de) . The required
returns are discounted cash flow returns ¢alculated from the
current price of the bond and the expectéd income stream (coupon
payments and return of the bond’s face/amount upon maturity).,

consistent with determination of Wintéx’s DCF findings for Pacific f

Telesis Group. Winter believes thay the common equity of Pacific

Bell and its parent is more risky Ahan triple-A-rated bonds becausef

of greater uncertainty concernin the anount and timing of the
future income stream. However,/this uncertainty is significantly

less than that associated witl/ the potential income stream from thef

typical bond rated triple-C Exhibit 4, p. 62: 13-18).

In sum, Winter’s point estimate for Pacific Bell’s cost
of equity is 11.4%. This/is 20 basis points below the midpoint ot
his DCF range for Pacifit Telesis. Group, in receognition- of the '
slightly lower risk asgbciated with Pacific Bell’s common equity.

The DCF, risk premi and risk/return analysis performed relied‘ouV |

recently recorded i?pck prxcesland recent long-term Treasury

Security and Corporiate bond ymelds. In Winter’s view, the results«i7

are indicative of/investor return requirements during the period

6/17/88 to 9/30488, in which these- prices\and ylelds were recorded{

Wintexr maintains that the 11.4% finding. offers a premium of

approximately 40 basis points over recent required returns on the o
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company’s debt and equals recent required returns on j bonds
rated double-B by S&P. .

Winter recommends no adjustment for flotytion, on the
rationale that it is inequitable to ratepayers (Exhibit 4, p. 70).
Based on recent market priées if stock sales were to occur, they
would likely be at prices above book value giyen PTIG’s current
market=to=book ratio of approximately l.5. /.n his view, accretion,
rather than dilution, will be the likely result of such sales.

S. piscussion ' :

The pre-settlement recommendations on the cost of equity
for attrition year 1989 cover a wide range (1l.4% to 14.00%), and
the proposed settlement contains a stipulated ROE of 13.00%. While
that figure is well within the recomgended ranges, and no party to
the proceeding opposes its adoption/ there are serious questions
not addressed in the settlement document. As discussed. prevxcusly,
the proposed settlement contains Ieneral 1anguage that the result
proffered to the Commission is in the public interest, and that in
recommending the 13% figure ths/parties have compromised their
presettlement positions. Hoxﬁver, given the general nature of this
language, and our lack of detailed knowledge about the implicit '
trade-offs involved in the parties’ negotiating process, we are
left with certain doubts about the reasonableness of the
compromise.. , '

On the one hajid, adoption of the 13% comprom;se fiqure
appears, on the surface, to be a reasonable compromise; it
represents a 200 basys point reduction in the currently authorized
15% return on equity which has been in place since 1986, and
therefore further tnq'ratepayerzinterast in récognition of an
improved financial environment since January 1986. However, sonme
of the recommen ations presented in this proceeding indicate that 2a

on equity may be appropriate for the attrition
less, because of the unanimity of the settlement,
these reco endatlons-are not in evidence berore us.
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We have also indicated our concern that the capital .
structure proposed in the settlement document may not be the mo
cost effective capital structure we might have chosen after
reviewing all the evidence. Given the high equity component/in the
recommended capital structure, we may have given serious
consideration to adopting a lower ROE in recognition of réduced
risk.

For now, we are constrained to adopt the 1
contained in the proposed settlement. Our only altérnative,
rejection of the settlement or submission to the parties of a
#counter proposal”, is infeasible because it woMld preclude us from
resolving this matter by the end of the year and providing to
ratepayer’s the benefits of the reduced ROE 4 odied in the
settlement agreement. Essentially, the pr sed settlement results
in a revenue requirement reduction of $125’millioh and that" |
provides some rationale for adopting it/and resolving this matter
as attrition year 1989 begins. Thus approve the settlement in
accord with Rule 51.1(e). We accept/this outcome, with the
realization that the parties will pévisit cost-of-capital in
I1.87-11-033, where such testimony/has heen presenﬁed. We believe
there is great benefit inherent An a thorough review of these
issues in I.87=-11-033 over the/mext few months.

A.

on July 15, 1988, in accordance with the Commission’s :
directive in D.88-06-024, GTE~C filed its 1989 financial attrition
request, seeking an imcrease in its intrastate revenues of
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approximately $67 million.** GTE-C sought to increase its

authorized intrastate rate of return from 10.90% to 12.08%,
premised on a long-term debt cost of 9.03%, short-term debt co
8.75%, preferred stock cost factor of 6.35%, and return on
equity of 14.50%. This request was premised on a capital Atructure
composed of 38.2% long-term debt, 1.9% short-term debt,
preferred stock, and 57.2% common equity.
GTE-C requested that the revenue requir

proposed in its application be implemented by a uniforn increase in
its three current billing surcharges, to be colXected on a bill and
keep basis, and that these changes be made effective January 1,
1989 to be implemented simultaneously with
resulting from GTE-C’s 1989 operational aptrition rate adjustment
filed October 1, 1988.
B. Rate of Return Recommendation

fox Attrition Year 1989

GTE-C’s presently authorized rate of return is depicted
in the following table:

Capital Cost
component “Ratio Factox

Long-Texrm Debt 41.50%
Short~Term Debt 2.50
Preferred Stock _ 2.50
Common Stock Equity 53.:50

Total 100.00%

11 In a September 30, 1988 update, submitted in accordance with
the ALY Rulxng of June 24, 1988, GTE-C reduced its requested
revenue /requirement lncrease to $66.201 million. This reduct;on
reflected the use of the 1988 test year rate base adopted in :

8-061 to derive the company’s 1989 attrition year rate‘base.j
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GTE=C’s present authorization contrasts with the

recommendations of the active parties for the 1989 attrition

ar,

depicted in the following tables:

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

Total

Somponent
Long~Term Debt

Short-Texrm Debt

Preferred Stock
Common Equity

Total

Somponent

Long~Term Debt
Short-Term Debf
Preferred Sto
Common Equit;

© Total

SIE—C __(Recommendation)

RA
»)37,)

Cost

Capital
Factor

~Ratio

38.20%
1.90
2.70

=120

100.00%

(Recopmendt ion
Capital Cost
~Ratio Factor

40.5046 9.03%
2’&‘ 8-50“
2750 6.34

00 12.50*
300.00%

*Migpoint of 12.25-12.75% range.

] [ ReConmenas

Capital

~Ratio

38.20%
1.90
2.70
27,20

100.00%

Weighted - |

—Lost__-
3.45%
0.17.
0.1
7.44

1L.23%
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A review of these recommendations reveals a significant .
difference on the appropriate capital structure for the 198
attrition year. The percentage of common equity in the capital
structure reflected in these recommendations ranges frop GTE-C’s
57.2% to DRA’S 55%.%% The second major issue in the/proceeding
relates to the appropriate return on common equity for attrition
year 1989. GTE-C is requesting an increased ROE 14.50. DRA
recommends a reduction in the current ROE fron -75% to 12.50%.
Los Angeles’ Kroman recommends an increase frgd the current 12.75%
to 13.00%. In contrast to the disposition of Pacific Bell’s
financial attrition, the issues raised in GfE-C’s application were
litigated. 1Indeed, each party who sigmed/the Settlement Agreement
in A.88-07-019 explicitly agreed thatazzé settlement terms and
conditions would not be used in any matiner whatsocever in GIE-C’s

A.88=07-017. Therefore we proceed tg analyze the record developed

While capital struct is an issue for attrition year - .

1989, 'all witnesses support so increase from the present 53.5%
authorized equity percentéqea DRA recommends 55% and GTE-C
recommends 57.2%. ' '
1. GIE=C’s Position/
GTE~C’s witness O’Rourke testified that the common equ;ty
ratio of 58%.projected for year—end 1989 places the company in the

12 Leos Angeles’ /witness Rroman accepte@ GTE~C’s Capltal structure
in his analysis/ and concentrated pr;marxly on the issue of the
- appropriate’ ROE/ for the attrition year:; we do not regard his use of
these percentages as an endorsement of GTE-C’s recommended capital .
structure, especially in view of his argquments” on the merits vel
non of higher bond rat;ngs, infra.
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strong A to weak AA S&P bond rating category. O’Rourke describes/ .
" 8&P’s bond rating criteria as :‘.'ollox..r-.t;::l':3

a

Pre~tax Fixed Charge Coverage 3.5%X=5.5%
Total Debt/Total Capitalization 40%-52%
Net Cash Flow/Long-Term Debt 25%~35% '
O’Rourke indicates that this common equity ratie is still
below the average ratio for the comparable telephone companies he
reviewed (Exhibit 8, p. 3). O’Rourke asserts that the higher
projected common equity percentage ”7is a consérvative move to
reduce financial risk and exposure to interédst rate volatility.”
(Bxhibit 7, p. 3.) O’Rourke maintains t GTE-C should maintain
its AA-bond rating, consistent with the/trend established by most
major telephone companies, which are )Yeducing financial leverage by
improving their total equity positigh, in order to protect against
the shock of volatile interest ratd increases and higher business
risk keyed to increased competition. o B
O’Rourke considered Mis list of comparable telephone
companies on the basis of sizé and markets sexved as of December
1987. The comparable companées_alsorhave publicly traded debt.
Because of GTE-C’s size,t?é’considered telephone companies with
total capital of at least $1.8 billion. These companies are all
rated in the AA category and O’Rourke believes GTE-C is considered
comparable, by knowledgeable investors. All of these companies
have total capital an the range of $2 billion to $12 billion and
long~term debt ratios in the range of 35% to 44%. O’Rourke notes
that the average common equity ratio is 59%, while the higk/low

/ .
range is 63.7%/55.7%. (Exhibit &, p. 3.)

13 This material is derived from Exhibit 8, page 4.
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the length of time GTE-C’s bonds have been rated AA and
commercial paper ratings over the same period. GTE-C

it was not until late 1986 that it obtained its‘curredé-”weak” AA
rating from both Moody’s and S&P. GTE-C asserts th.',it achieved
this rating only as a result of substantial increages in its
equity ratio and pre-tax times interest coverage./ Further, it

~ maintains that the current rating is still well Pelow the average
ratings for other large telephone utilities (Exhibit 13, p. 1).

GTE-C also objects to DRA’s reliancé on certain Value
Line data indicating that telecommunicationy service companies
facing comparable business risks are projelted to have equity ‘
ratios for 1988 and 1989 of only 54% and/55%. GIE-C believes‘that
many of the companies included in this ¥alue Line prcjectioﬁ do not
fall into S&P’s bigh risk local exchap§e carrier classification and
are not representative of the companfes with which GTE-C must
compete for debt capital. Further,/the companies used de not have
the same Value Line safety rankings. (2 RT 182.) Finally, GTE=C
asserts that the Value Line repo includes certain projected
ecquity ratios for 1987, 1988, ahd 1989 which are well above the
equity ratio recommended by DRA (2 RT 184: 1-20).

GTE-C believes that DRA’s witness has inappropriately
focused on whether his recofimendation will jeopardize GTE=C’s
current bond ratings; GTEFC believes the appropriate focus should
be whether the recommenddd ratios will enable it to maintain its
current bond rating- cording to GTE-C, DRA‘sS capital structure
includes less equity and more debt (long-term and short-term) than
required by S&P’s for an AA bond rating; concomitantly, if DRA’S -
12.50% nidpoint ROE is adopted, GTE-C asserts that it will only

. w.
.‘:Ml‘ ‘
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achieve a pre-tax times interest coverage of 3.78 times (Exhibit 9
P- 59). ’ -

' GTE-C asserts that the DRA capital structure and proposed
ROE would almost certainly result in a bond rating reduction/which
would over time have a negative impact on ratepayers by increasing

the cost of new debt financing and also increasing the ROEX to which
GTE-C’s investors are entitled. In support of the latg r argument,

GTE-C cites the calculation of its witness Brennan (%;hibit 6,
Schedule 21), illustrating the difference in interegt expense

between a utility meeting the minimum criteria for/an A bond rating

and a utility meeting the minimum criteria for aﬁ(AA bond rating.

Brennan asserts that the required return on'egqfity is 16.9% for the'

A-rated utility, whereas the requirement forAhe AA-rated firm is

only 15.2% premised on the cost of debt used in Schedule 21 of
Exhibit 6. (1 RT 80-83.)

In sum GTE~C asserts that the ecord clearly establishes

' R
Lo,
: . \

that a 57.2% equity ratio will help achi i

its current bond rating. The higher/equity ratio will help
minimize the risk of a bond rating owhgrade (provided the 'return
on common equity is adequate), -thefeby aveid the increase in
future debt costs and ROE, whicl it believes would necessarily
result from a bond rating decréase.

DRA asserts that Ats recommended 55% common.equity ratio

is fairer to the ratepayey than GTE-C’s 57.2% request. Since the
cost of common equity is/ the highest cost of the capital structure
components, DRA believes it is appropriate to-cons;der a capital
structure which provides sufficient interest coverage to maintain a
reasonable bond rating and net cash flow to debt ratio. While
GTE-C would prefer/to stay below a 40% debt ratio and above a 4.5
times pre-tax interest coverage in order to maintain its bond
rating, DRA subpits that GTE-C could pay $20 million more in
interest and s¥ill maintain the 4.5 tlmes pre-tax interest coverage
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necessary to sustain that rating. This interest would cover ankout
$196 million in additional debt at the current 10.197% interdgt
rate on AA bonds. The cuxrent debt ratio requested by GTEAC is
only 40.1% for 1989 (including long-term and short-term t), and
therefore DRA believes that GTE-C has room for additiopal debt
before reaching the S&P guideline of 42%. //?a

In general, DRA notes that increases in the debt ratio
and decreases in the equity ratio represent tax sgvings to
ratepayers. The least expensive option for a cofipany to finance
growth however, is through internal cash flow./ A company may
control its cash flow in part by centrolling/its dividend policy.
DRA notes that for 1989 GTE-C plans ne debt/or equity funding. It
plans to finance capital investments sole)}y from internal sources.
DRA alse notes that GTE~C is wholly owned by a holding company, GTE
Corporation, and therefore it has added flexibility in using
internally-generated cash, since co n dividends are all paid to
the parent company, and the dividen payoutrratio‘i5~not driven by
market expectations.

DRA observes that sinceg’ 1983 GTE-C’s long~term debt ratic

has declined from 56.98% to 40.£6% The preferred stock equity
ratio has declined also while /fthe common stock equity ratio has
continuously increased from £0.12% in 1983 to 53.44% at the end of
1987. This has occurred in/part because GTE-C has increased new

common stock issues to ity parent, replacing debt (Exhibit 9, pages -

17-18) . DRA notes that ¢TE-C plans to add an additional $45
million in common equit{ this year;1? this new funding will
increase its common eguity ratio to between 56% and 57% depending
on how much of the ndw equity is used to retire maturing debt.
GTE-C’s long-term t ratio will drop below 41.3% continuing its
Seyear slide. DRY notes that the result of the shift in capital

14 A. 88-104006 is currently pending before this Commission.

-y
. b
o

A
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structure is a higher cost of capital for ratepayers (Concurrent
Brief of DRA, pp. 4-3). : .

Asserting that continued increases in equity appeafyto be
unwarranted, DRA points out that GTE~C has the ability to £
capital expansion internally orxr through debt but has opted/:h
infusions of new common stock equity. DRA believes the/;esultlng
higher GTE-C revenue recquirement to does not seem to offset by
any benefits to ratepayers. There will be no £ r improvements
in bond rating, financial stability or reduced debt costs.

DRA submits that in the ideal market,/ competitive
companies seek to minimize financing costs, ahd prefer cheaper
financing opportunities over more expensiv undertakings within the
range permitted by the bond rating guideldnes. Regulated
utilities, however, may seek to maximizé return rather than |
minimize costs when the returns are pAssed on to ratepayers without
fear of competition. Therefore, D is concerned over the build up
in common stock equity ratios wit Put. apparent ratepayer benefxt-,
Of special concern is the fact that the utility in question is i
wholly owned, and the,higher ighted common equity costs accrue
only to the benefit of the spareholders. The holding company can
use the dividends flowing from the regqulated subsidiaxy to f;nance
unregulated enterprises of other subsidiaries. DRA submits that . =
when a regulated capita) structure appears to produce ever highe:f\
returns flowing to the/ parent company without appropriate benefits
flowing to the ratepAyers, the increased common equity ratio~andﬂw
increased costs to atepéyers«Should~be denied. Therefore, DRA . -
recommends a 55% Fommon equity cap for GTE-C for the 1989 attrition
year. Staff beYieves that this recommendation is well within
industry no ) as. evidenced by the average for Value Line’s
projected copmon equity ratios for 1988 and 1989 (54% and 55%.
respectively) and should be adopted. (Exhibit 9, pp. 20-22.)
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3. les Angeles’ Position
As mentioned earliexr, Los Angeles’ Kroman uses

requested capital structure in terms of illustrating the’return on
equity recommendation which was his primary focus in rhis
proceeding. However, Kroman also addresses GTE-C’s/argument that
it must maintain its bond rating in the attrition/year, and in that
regard, Kroman’s analysis addresses part of thes/debate over the
appropriate capital structure. Xroman dispuE?s the implication of
GTE~C’s witnesses that higher bond ratings pesult in lower money

cost rates which are passed through to cusromers resulting in lower
service prices (Exhibit 12, p. 8). In particular Xroman challenges.

Brennan’s analysis that the total cost/of service for the lesser

7ar-rated utility exceeds that of an /AA” rated utility (Exhibit 6,

Schedule 21). Xroman asserts that Arennan has obviously assumed
that the differential in bond yieYds between the A and AA

categories is 0.5 percentage poj £ 23 Using an alternative spread
of 0.17 percentage point (the fiedian differential over the period

January 1946 through June 1988) between the two bond rating groups,
Kroman dexrives a result indicating that the annual total cost of

service for the AA-rated Atility substantially exceeds that of theA‘

A-rated utility (Exhibi¥ 13, Table 3).

. 7-12-070 and other Commission decisons, the 50 basis
~if appropriate” in connecton with- -
- (D 7-12—070,
Findijhg of Fact 4.) This is a far cry from GTE=C’s implicit ‘
ent that we have expl;cltly recognized that a spread of S0
basis points is appropriate hetween an A and AA rated utll;ty

o I
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A comparison of the Kroman/Brennan analysis (Table 3,
Exhibit 13 versus Schedule 21, Exhibit 6) follows:

1 pond_Rating . Brennan Exopan  Brennan
Debt Leverage Under 42% Under 42% 40%-52%

Use 42% (max) 42% 52%

Assumed Yield on
Public Utility Bonds :10.5% 10.825%* .0%

Weighted Effective Cost
"Rate (In 3 x 1ln 4). 4.41% 4.5465% 5.72%

Total Capital (Millions) $4,000 $4,000 - $4,000°

Interest Expense (Millions) '
(In 6 X 1n 7) $1.76.4 181.86 $228.8

Coverage Above 4.5x 4. 3.5%

Before Income Tax Income
(millions) (In 7 x lp 8) $793.8 . 300.80

*Reflects median differential of 0.17% percentage point (vs 0.5 a0
percentage point in Exh. 6, Sched 21) with A yield assumed at 11%,-
per Mr. Brennan. k

Thus, while the interegt cost component of overall costs
to be borne by ratepayers may e somewhat reduced as a result of
higher bond ratings, Kroman »8serxts that it is far outweighed by

the increase in the equity Lost component, with a significant
increase in the resultant/overall cost of service. Xroman asserts

that there is no sound pasis in the record for fixing GTE~C’s rate

of return at a level ¢laimed necessary to maintain its current bond -

rating. In his view/ a determination of rates on the pasis of

achieving and/or m¥intaining high bond ratings is entirely one

sided and short ges the interests of ratepayers. Moreover he

argues there is/no evidence whatscever indicating that GTE-C would

intain its current bond rating if the Commission
its recommendation. (City of Los Angeles Brief,
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4. FEA’s Position
In its brief, FEA argues that the GTE-C capita) structure
recommendation should not be adopted. TFEA believes thxt even the
DRA proposed 55% equity, 40.5% long-term debt, 2.0% ghort-term debt
and 2.5% preferred stock ratio is too equity heavy/ preferring
instead a capital structure containing 50% equity, 45% debt and 5%
preferred stock (but in no event more than 350% equity). (FEA
Brief, pp. 3-4.)
S. Discussion
We do not believe that GTE-C hay/ carried its burden of
proof on the issue of the necessity of ixcreasing its common equity
ratio to 57.2% in order to maintain ity AA bond rating. First, as -
DRA points out, there is still some ”, euvering room” between ‘
GTE-C’s combined long=-term debt/shoyt-term debt recommendation of
40.1% and the ~under 42%” figure listed in the S&P’s bond rating
criteria. That fact, coupled with the undisputed fact that GTE-C-
has no plans to issue long-term/debt during the 1989 attrition year
(Application, p-. 4)16'support /a recommendation more in line with
that of DRA (40.50% long~terw debt, 2.00% short-term debt).
| bas also demonstrated that a slight
adjustment in the assumed differential in bond yields between A and °
AA bonds to account for ionger'timerrame, shows that the annual
total cost of service f¢gr the AA-rated utility substantially o
exceeds that of the ”Af utility. The use of a five-year data base, .
as reflected during -C’s cross-examination of Kroman does not
alter the outcome of Kroman’s demonstration (3 RT 363: 1-17). The
807.78, while the cost for A is unchanged:

oman and DRA. correctly observe that higher bond
ratings may well result in a reduction in the interest cost

16 ”GTE~C does not at this time anticipate issuing any long-term

debt dyring the 1989 attrition year. Instead, its comstruction .
program and other capital requirements will be met through the sale IR
on equity and from internally-generated funds.” ] o
(Appiication, pp. 3-4.) ‘ . :

- 49 -
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component, but this reduction is far outweighed by the increase Ln
the equity cost component which itself has a far nmore sxgnzfzs;nt
impact on the overall cost of service, if we are to believe Xhe
accuracy of Xroman’s calculations. Determining rates on

of achieving and/or maintaining a high bond rating may j

one-sided view that shortchanges the ratepayer.

Moreover, there is no tangible evidence iy the record
indicating that General would be unable to maintai
bond rating if its recommended capital struct::?/aere not approved.

' Finally we note that GIE-C’s O’Rourké also justified his
common equity ratio of 58% as a conservative/move to reduce ‘
financial risk and exposure to interest raye volatility. He stated
that the improvement in total equity posjtion helps protect a
company against the shock of volatile Aterest rate increases and
higher business risk brought on throygh increased competition.
However, his analysis was not expligitly premised on any formal
quantification of these impacts ( ibit 7, p. 3).

Taking all of these mypfters into account, it appears
reasonable to accept DRA’s altermative to GTE-C’s recommended
capital structure for the 1999 attrition year. This alternative,
with its 55% equity cap, represents an increase over the presently
authorized percentage, but is within the parameters of Value Line L
projections for 1988vand/&939, it is also more respensive than
GTE-C’s proposal to-t%;fconcerns.that capital structure be cost-
effective from the ratepayer perspective.

D. gCost of Debt " o g

- There is/;o-disagreement-among the parties as-to:the‘cosﬁ‘V
of GTE-C’s embedded long-term debt for .1989 (9.03%), since no newﬁi _
long-term debt is scheduled to be issued in that year. -

In its brief, however, GTE-C asserts that the 9.03% cost
could change/&! the Commission denies its request to issue $45
million in new common equity in 1988, and/or finds that the DRA’S

proposed 55% equity ratio is reasonable. GTE-C currently plans to .

finance {ts construction program in 1989 with $45 million in new
common /equity scheduled to be issued later this year and through
Lnternally-generated funds, 1nclud1ng reta;ned earn;ngs. If the
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new equity is not issued at year-end 1988, GTE=C argues in irs
brief that its common equity ratio will still increase to
approximately 57% by year-end 1989.%7 In its brief, G

that it would have to consider increasing its divideng payout ratio
in order to reduce its equity ratio if the Commissigh adopts a
capital structure that does not at least recogniz¢g the growth in
its equity ratio from retained earnings; that if it is forced to
increase its dividend payout, it would have t¢ consider other
sources such as new debt to finance its construction program in
1989; that if this option is elected, GTE=£’s pre-tax times
interest coverage would decline further,

additional downward pressure on its cuyfent bond ratings
(Concurrent Brief of GTE-C, p. 8). wever, these arguments were

not developed on the record, and aré premised on certain facts thatlf

may or may not transpire dependin upon the outcome of this

decision (i.e., the 57% equity yAtio by year-end 1989). Thus these . ,

arguments cannot assist the Co ission in its deliberations on the
cost of debt. That cost r ns 9.03%, which we adopt for long-
‘term debt for 1989.

GTE-C’s proposeq capital structure assumes a cost factor

for short-term debt of 8/75%, compared with DRA’s 8.50%. Both

estinmates are substantidlly higher than the shoft—term debt cost of

7.00% used in D.87-124070. However, as the parties’acknowledge
that decision also eftablished the method for forecasting GTE~C’s
short-term debt cogts for attrition years 1989 and 1990: ”The

reasonable short-¥erm debt cost is the Blue Chip Financial Forecast .

17 The bas¥s for this statment is 2 RT 117-118. However, at 2 RT

103: 23-105:7 GTE’s witness O’Rourke testified that GTE-C’s year-
end commor’ equity ratio is 56.34%, assuming debt retirements and
issuance of the $45 million of common stock.  O’Rourke testified

e common stock for some reason were not issued, the year-

end 1988 common equity ratio would be 55%. Later on redirect,
O‘RourXe testified that the 1989 common equity ratio of 58% would
- by approximately a full point to below 57% if no common
were issued in 1989. His redirect testimony obviously
assugies the GTE-C-recommended common ecquity percentage is adopted.

" S
L . ‘.
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Consensus l-Month Commercial Paper as of October 1 for the
attrition year.” (D.87=12-070, Finding of Fact 4.) That
is 8.2%, which we adopt. ‘
E. cost of Preferred Stock

Accoxding to GTE-C’s O‘Rourke, the embedded/cost of
preferred stock will be 6.38% in 1988, dropping to 4.31% in 1989,
due to a mandatory redemption of $4 million. The/average cost of
preferred steck for 1989 is estimated to be 6.35%. GTE=-C has no
plans, according to O’Rourke, to issue preferyed stock during the
1988-1989 period.

DRA calculates the average effecfive dividend rate of
prefexrred stock for 1989 as 6.34% (Exhiiy 9, Table 4). This is an '
average~-year figure which includes changes projected to oceur in l
GTE-C’s optstanding preferred stock die to a mandatory redemption.¥

parties:
ROE_(Percent)
14.50

12.25-12.75%
13.00

GTE~-C/s financial attritzon request of $66 million is
premised on a 57.2% commeon equity ratio, as dlscussed previously,
and an ROE of/ 14.5%. In GTE-C’s 1988 test-year rate case, the
Commission adopted an ROE for 1988 of 12.75%. GTE-C maintains that .
the Commisgion adopted 12.75%, which was below the 13.25% ‘
recommendgd by the ALY in his proposed . decision, because it elected

Ake approximately $534 million in additional revenues o
to refund pending issuance of a final decision in the - '1 S

- 52 -
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proceeding during the first half of 1988.18 These revenues were
associated with the additional test-year revenue requiremeng//
reductions proposed by DRA in that proceeding. The Commisgion
stated that it acted to ”...further reduce the risk that eral
will face in 1988, a reduction which is reflected in opxr adopted
return on e¢uity.” (D.87-12-070, mimeo. p. 23.)

General maintains that its equity investets are ent;tled
to a higher ROE for the 1989 attrition year than
D.87-12-070 because of dramatic increases in inferest rates in 1988
over 1987, and the further substantial increages forecasted for i
1989, as well as serious shortcomings in DR¥'s DCF and risk premium
analysis (Concurrent brief of GTE-C, pp- 10). GTE=C maintains
that all of the witnesses in this proceeding have recognized these
changing financial conditions, and havy¢ increased their recommended
returns in the 1989 attrition year agtordingly.

In support of its requestgd ROE GTE=C presented the
testimony of Joseph F. Brennan. ennan was GTE-C’s witpess in the
1988 test year proceeding, during which he recommended a 15% ROE.

In this proceeding, Brennan hag’ used three methodologies: A.singlé“f
stage constant growth DCF mod€l; a modified DCF model: and the
Capital Asset Pricing Model /CAPM) (Exhibit 6, Schedule 1, page 1
of 2). Brennan’s recommended ROE of 14.5% represents the midpoint.
of the range (14.4% to 15L7%) derived by application of these three
models.l9 Brennan also/fprovided a risk analysis.

18 That decision ¥as ultimately Lssued in August, 1988
(D.88-08-061) .

19 In connection with these models Brennan used 2 barometer groups
of telephone companies as a proxy for GTE-C, whose stock is not
publicly traded. The two barometer groups of telephone companies .
included threé independent operating telephone companies -
(Cincinatti 11 ‘Inc., Rochester Telephone Corporation, and

(Footnote ontinues on next page) -
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Brennan believes that regulated telephone companies have-
greater business risks compared to many other kinds of utility
companies. He believes the telephone industry is faced wi
competition for virtually all of its services even at the Zocal
network access level, and while requlators may help a telephone
utility to preserve its markets by, for example, prohibiting
intralATA competition, they cannot preserve many marKets for a
telephone utility in today’s environment. Brennan points to
competitor inrcads in the follewing areas:

© Bypass is GTE-C’s major competitive/threat
in the exchange marketplace.

Competitors cannot build a systed for less
noney than GTE-C, but they pric¢ it lower
because it does not support other parts of
their business. This type of /competition .
will be driven by high volum¢ users looking
to reduce thelr cost for nejWwork transport.

Technology has placed the/competitor in the
enviable position of gaiying immediately
from state-of-the-art téchnology without
concern for capital redovery of investments
in outdated technoloqf. As a result,
competitive inroads pay be made by

(Footnote continued from pfevious page)

Southern New England Tel¢communications Corp.) and seven regional
holding companies (Amer Information Technologies Corp., Bell
Atlantic Corporation, 11 South Corporation, Nynex

Corporation, Pacific Delesis Group, Southwestern Bell Corporation,
US West, Inc.). Bre also used a barometer group of 8 gas
distribution companiés (Exhibit 6, Schedule 1l) as a check on his
analysis. Additiondlly, Brennan adjusted upward the market-derived -
ROE range for his £wo telephone company groups “...in recognition :
of a lower investpr-perceived investment risk for the two telephone
groups compared ¥o GTE-C, since these groups were used as a proxy
for GTE-C. The/basis of this judgment is the difference in bond
rating for GTE/C and the average bond rating for each barometer
group of telephone companies.” (Exhibit ‘'S, p. 4.)
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interexchange carriers and major customers
look;ng to build their own capacity.

Major competitors may also include cellular
franchise holders, large business customers
bulldxng their own networks to reach IX
points of presence (POP), e.g., withi
GTE-C’s service area, other carriers xising
CATV or joint ventured Networks to
exchange c¢ompany services.

© Major competitors include AT&T-

MCI, all of whom have high nat' nal account
visibility. (Exhibit S5, p. 1

Brennan analyzed the market data for his group of
comparable companies under the DCF app¥Xoach, giving equal weight to
the constant growth DCF model and to/a modified model designed to
recognize an investor-expected prige earnings multiple change.

The constant growth DCE/model, based on an analysis of
publicly rated common stock, is/a technique utilizing market price,
reported earnings per share apd dividend payments per share in a
calculation to determine the/implicit return required by the
investor and reflected in ¥he market price of the stock (Exhibit S5,
p. 27). The recquired impGts are an estimate of the current
dividend yield of a secidrity and an estimate of the growth rate in
earnings and dividends. Bremnan derived a constant growth DCF cost
of equity of 1l.6% fgr the barometer group of mndependent telephone
companies, 12.8% for the barometer group of regional holding
companies, and 13/4% for the barometer group of gas distribution

iYit 5, p. 34; Exhibit 6, Schedule 16).

Brensian conducted a second DCF study, because he believes
there are seyious limitations in the constant growth DCF model.

. he believes that the assumption in the constant
computation that investors use a single growth rate for.
the infipite future is unrealistic (Exhibit 5, p. 28). He asserts
that while the typical DCF model proceeds from the premise that the
rate gf growth reflected in the price of stock is a particular rate
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over time, in fact, the growth rate can and does yary from period

Brennan’s modified DCF analysis is r¢goted in the belief
that investor behavior is better explained by/considering several
independent variables such as changes in prife earnings ratios,
various industry-specific factors, and varﬂéus company-speciftic
financial characteristics such as common equity ratios (Exhibit S,
PP. 36-=37, Appendix B; Concurrent Opening Brief of GTE-C, p. 19).

Brennan took into account dividends expected over the
next 12 months in developing his dividend yield and the growth in
value related to next yvear’s expected/ earnings, and an assumed
expected price—earnings multiple ingrease of 0.25 times. Using

this approach, Brennan derived a ¢ st-of~-common equity of 13.4% for'

the independent telephone group, ¥5.3% for the seven regional
holding comapnies, and 15.9% for thegghs distribution companies
(Exhibit 5, pp-. 37-38).

Brennan averaged the/results of his two DCF analyses to
derive the following common ity recommendation: 12.5% for the

three 1ndependents. 14.1% for the seven regional holding companies:f

and 14.7% for the gas distribution companies (Exhibit 5, p. 38;
Exhibit 6, Schedule 1). _

Brennan also pdrformed a third study using the CAPM
model. Under the CAPM gpproach the expected rate of return is
deternined by a risk-free rate of return plus a market premium
proportional to the ndiversifzable risk. The nondiversifiable

risk is obtained by f£he application of a beta (an indication of the -

relative risk of security to the risk of the market). Betas
are published by, /among others, Value Line. (Exhibit 5,'p. 38.)

Brennag used Treasury Bond yields to determine the -
appropriate ris)i-free rate of return using September 88 T=-Bond
yield forecastf (9.7%) and also Treasuxy Bend yield forecasts of
Value Line and Blue Ch;p for the year 1989 (8.8% and 9.7%,
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respectively). Based on these sources he concluded that a
reasonable estimate of the risk-free rate for 1989 is 9.3&.

He next determined the appropriate market premium by
determing three to five-year forecasts of capital gaix yields on
common stock investments. These forecasts indicate A projected
annual capital appreciation of 15.83%. When the average annual
dividend yield of 3.1% is added to the average apnual appreciation,
the total market return is 18.9%. The total makket return less the
9.3% return on a risk-free investment produces a market premium of
9.6%. ‘ '

Brennan also considered historicAl risk premiuns, relylngﬂ
on a 7.4% figure for the period 1926 to Y987 publ;shed in 1988 by
Ibbotson and Associates. By giving equAl weight to his projected
risk premium and to the historical righk premium issued by Ibbotson |
and Associates, Brennan concluded t the appropriate market .
premium to use in the CAPM computayion is 8.5% (Exhibit 5, p. 40). .
Brennan’s CAPM-derived common equdty cost is 15.0% for the three ‘
independents, 16.8% for the sev . RHCs, and 15 2% for the eight gas5
distribution companies. (Exhipit S, p. 40.)

Finally, as noted Exhibit 6, Schedule 1, Brennan

increased both the high end/and the low end of his range by 0. 2%Vto[‘”'

recognize the fact that GTE-C’s bond ratings are below the average -
ratings of either of ‘the /other two telecommunications groups used
in his analysis. Given/the fact that GTE~C’s bond rating is aa-
whereas the two telephbne company groups employed as proxies carxy .
average bond ratings 6f AA or AAA, Bremnan concluded that the
investor-required RPE for GTE-C should be increased by at least

0.2% to recognize fhis difference in risk. .His resulting ROE range}f AN

is 14.4% to 15.7% his specific ROE recommendation is 15%, the

However, as re:lected in the testlmony ot f[..
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3. DRA’s Showing

DRA witness Blunt recommends a return on equi for the
1989 attrition year of 12.50%, premised on a recommenged range of
12.25% to 12.75%. Blunt used the DCF and risk premj
methodologies: however, he initially selected 24 lecomnunications
and gas distribution companies (group), based on/omparability of
business and financial risks to GTE-C. He selgpted
telecommunications and gas distribution comparies whose cumulative
bond rating is identical to GIE~-C’s rating. /Further, the groups’
average equity‘raticlis similar to GIE-C’s, ent common equity
ratio. And, the seven independent telephfne companies and seven
regional holding companies included in $he group are engaged in

similar business pursuits. They are régqulated or have subsidiaries’

that are regulated. The gas distribytion companies are selected
because they are experiencing simildr business risks moving from a
near monopoly to a more competitiye environment.

Blunt states that sincd divestiture, telecommunications

utilities have been expressing fears about the threat of bypass and 

its detrimental effects on thfir earnings and market share.

However, Blunt believes therg is solid‘evidence that the threat of

bypass has yet to affect GPE~-C’s earnings, since there has been 2
54.3% increase in earningy since divestiture (Exhibit 9, p. 42).

Blunt asserts that using/a market-driven analysis (such as DCF and

»

t for and reflect any solid evidence of
increased éoﬁpetition and its adverse impact on earnings.

Blunt’s DCF analysis is summarized at Exhibit 9,
Table 17. The results of Blunt’s analysis were previously
described in conmebtion with Pacific Bell’s financial attrition
application, supya. This analysis produced a composite group
average investoyY-required return on equity of 12.21% and 12.34%
when the average 3-month and 6-month expected yields are combined
with average growth rate (Exhibit 9, Table 17). Blunt’s DCF
analysis included no adjustment for flotation costs, as discussed
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earlier in this opinion. The marxket-to-book ratio for GITE-C/is . ‘
166, and GTE~C does not plan to issue common steck equity during
1989. Blunt relied upon these facts to support his ar X nt that
there is no reason to adjust the results of the DCF andlysis for
flotation costs. Blunt alse used the risk premium a.uélysis to
support his recommendation. His application of that analysis is
discussed in detail in connection with Pacific B;e!l's application,
supra.
- 4. JIos Angeles’ Showing

Kroman recommends a return on common equity of 13% for
the 1989 attrition year.

Initially Kroman asserts that GTE-C has failed to meet
its burden of proof because its rate offreturn showing relies upon
subjective and flawed methodologies. More specifically, Kroman
assets that both the DCF and CAPM methodologies pre-select market
data which produce numbers that cay be fitted into neat, simplistic .
formulas said to produce investorg’ expected and required return on -
common equity. He believes thatt ‘ '

#,..inasmuch as the DCF formula is stated in
terms of dividend yfeld plus growth rate, it is
obvious that the r¢sult is a simple, direct
function of whateyer dividend yield or market
price the analyst/ chooses to select. The
proposition that!/ anyone can accurately
ascertain and specify by single number the
widely diverse/ expectations of some 47-million
investors is patently incredible.” (Los
Angeles’ Brief, p. 8.)

To test whbether GTE-C’s DCF numbers have investment
relevance, Kroman performed a correlation analysis between (1) a
large investment ,aélvisory service’s “buy-hold-sell” recommendations |
on 78 electric \}tilities,_and (2) the difference between each
utility’s most ,recently recorded return on average compon equity
and its DCF-determined cost of common equity. Logically and
realisticall ’, Kroman states that one would expect that investors
would be adyvised to sell stocks in utilities not earming their cost
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of equity, buy stocks which are earning above their';guity costs,
and hold those stocks which are earning at about ir ecuity cost.
However, the results of Kroman’s regression analygis show that
whether or not a utility is earning its DCF~determined cost of
equity has virtually no effect on the advice recommendations
offered to investors. (Los Angeles Brief, p./11; Exhibit 12,
pp. 11-12.) ' ,

With all of its faults, Kroman believes that the DCF

model is still superior to the CAPM model.J The critical factor inm
the CAPM formula, the beta, is based upory past relative stock price
movements and is thus incapable of predfcting future relationships.:

Kroman also criticizes GTE-C’s CAPM methodology for reliance on
interest rates forecasts. _

At bottom, Kroman agrees Aith the cbsexrvation of this
Commission in D.87-12-070 that vayiations in the result obtained
from these models arxe indicative/of their limited value as guides,
and that the Commission nmust ekércise its judgment rather'rely on |

any particular methodology in/determining the cost of common equity

(D.87-12-070, mimeo. p. 22)/ ’
‘ Kroman's-second‘ﬁgjor argument is that GTE-C’s business
and financial risks have jfiot changed appreciably since the |
Commission last authoriZé: a reasonable rate”of return in
D.87=-12-070. Kroman4bé&ieves that GTE-C has engaged in a strategy

of exaggeration, and fias failed-to-produce objective, indépendent,f{"’

or disinterested evidence relative to risk as seen by the outside
investment communi y,zo ‘

AL r flaw in GTE-C’s risk allegations is the failure

to distinguish bétween changes in absolute risks and changes in

20 For example, Kroman introduced evidence demonstrating that the |

debt ratings of the large telephone utilities are vastly superior

to those 6f most of the electric utilities (Exhibit 13, Tables 1 L

. ‘ B
.h.,

and 2, py. 1=2).
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relative risks. Kroman maintains that increased risks are
currently affecting not only telecommunications utilities (

GTE=-C in particular) but the entire spectrum of American b&ziness-
He points to data indicating the number of long-term debé'rating
ckhanges which S&P tabulated for the full year 1986 ang/the first
half of 1988, segregated among industrial companies,/utilities, and
othex companies. According to XKroman, that evidende demonstrates
that not one telecommunications utility was downgXaded in this time
period (Exhibit 13, Table 6, p. 6).

Kroman also examined financial commyhity credit-
worthiness comments focused on the telecommupications industry in
general and GTE=~C in particular. (See Exhibhit 13, Tables 12, 13,
and 14.) He states that the telecommunicaeions services industry
is generally viewed favorably and that sﬂg’trend to riskiness is
not reflected in issuance of investor alarms. He points to certain
‘comments in Moody’s Bond Survey conceyning proposed new long~debt
issues as being inconsistent with utility’s pessimistic claims.

Kroman maintaing that th¢ process of 'determining rate of
return requires the application of informed, faixr, and well-
balanced judgment, and that the, vidence‘relied'upon must be
complete and credible. He maiftains that economic conditions and
the level of interest rates 3xevsignificant-elements to be
considered in arriving at a frecommendation for a fair rate of
return,and that current copditions do not differ substantially from
the conditions existing af the time D.87-12-070 was issued.

Kroman has algo developed data indicative of the
direction and magnitudd of change in the cost of common equity,
comparing conditions shortly before issuance of D.87=-12-070 with
nore recent economic/developments. (See Exhibit 13, Table 15, p.
16; Table 16, p. 17) For six independent telecommunications
companies, the co of common equity haS'dedreaséd‘dn average by
2-1/2 percentage points. Similarly, for seven regional holding
companies the avyerage indicated decrease in the cost of common
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equity was 3 percentage points. A comparison of GITE-C’s
current submissions for three independent telephone companies, 7
RHCs and 8 gas distributors (Mr. Brennan’s proxy grow
demonstrates no change at all in an average of the

three groups of companies. (Exhibit 13, Table 17,/p. 18.)

Kroman also performed a correlation anglysis over the
period July 1, 1969 through December 22, 1987, geviewing General’s
authorized rates of return on commen equity the prime interest
rates prevailing at the times of such autherifzations. The result
shows a coefficient of determination between authorized returns on
common equity and the corresponding interezz rates of 0.725%
(Exhibit 13, Chart 3, p. 23). Thus, neafﬁy three-quarters of the
variations of ROE may be explained by vAriations in the prime rate.
Kroman does not recommend that such a Simplistic approach be solel?
and directly employed to determine afproper return on common
equity. However, these data clearly establish that there has
logically been a significant correlation between the applicant’s
authorized ROE and the prime intetest rate. The mathematical
result of this anlaysis produces a 12.93% return on common equmty
at a 10% prime interest rate’ (Exhibit 12, p. 25).

Finally, Xroman alag éxplored the relationship between
the return on common equity/and the corresponding pre=tax interest.
coverage for the applicant/ since GTE-C emphasized its importance j
during these proceedings./ Kroman accordingly observes that GTE-C‘”
could achieve a pre-tax/interest coverage implicit in D. 87-12-070 ﬁ
with a very modest ROE/of approximately 11%. _ |

concludes that since the Commission: 1ast
fixed GTE-C’s ret on common equity at 12.75% for test-year 1983, :
short-term interea,-rates,have risen modestly, but no other
significant changés have occurred which should markedly ihcrease,f
GTE-C’s current Husiness or financial risks. Kroman subnits that
an allowance f£pr common egquity of 13.0% with a corresponding :
overall rate Of return set at 11.23% together represent the highest
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rates 3ust1£zed by an accurate and complete consideratdon of the

5. FEA s Position
In its brief submitted in this proceeding, FEA argues
that the record justifies no higher than the 10/73% overall rate of
return which would result from the lower end of DRA witness Blunt’s
cost of equity range (12.25%). In FEA’s view, there are absolutely
no indications in the economy that the cost of capital will even
approach 15%, as GTE-C’s witnesses assert,/during the next year.
6. ARIL’s Position
In its brief submitted in i4 proceeding, API asserts

that GTE-C’s cost of equity analysis ¥s upwardly biased and should =

be rejected. More specifically, API/challenges Brennan’s

conclusion that the seven regional /Bell telephone companies and the

eight distribution companies--whifh produce returns of 14.l1l% and

14.7% respectively-—are comparable for cost of capital purposeS‘to“

GTE~C. API notes that the only other group of non-Bell Telephone

Companies examined in Brennan/s DCF analysis produced an expected

equity return of 12.5%. APY concludes that Brennan’s DCF analysis
thus produced upwardly biaged equity cost estimates.

API also d;spu s the results of Brennan’s CAPM analysxs.

It challenges Brennan’s /historical risk premium analysis as an
unsuitable proxy for fiture investor expectations. API also
challenges Brennan’s forecasted risk premium, based om his
testimony that he uged a market appreciation rate of 80% over a

four~year period ()PI Brief, p. 5). API notes that Brennan failed .

to .answer questiofs put to him as to whether GTE-C’s stock had

experienced such/appreciation over the last four-year period. (APis

Brief, p. 5.)
' In » API asserts that GTE=C’s cost of equity
recommendationh should be rejected and that the Commission should .

rely upon the record evidence submitted by the other parties in
this proce¢ding.
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7. Riscusgion

The recommended ROEs range from DRA’s 12.253%=-12.75%, to
Los Angeles’ 13.0%, to GTE~C’s 14.50%. The various RQE
employ differing assumptions and imputs, and are in
imperfect proxies for calculating the investor-requirdd return on
equity. It is apparent that all of these models haye their flaws,
and, as we have routinely stated in past decisiong, the models
should not be used rigidly or as definitive pré es for the
deternmination of the investor-required return On equity. For
exanple, Los Angeles’ Xroman criticizes GTE=£’s use of the DCF
model and the CAPM model, and generally beXieves that other
factors, such as interest rate levels angl economic conditions are
more valuable tools. API criticizes GPE-C’s CAPM and DCF analyses
more specifically. GTE~C itself spenf much time and effort
criticizing DRA’sS use of the constapt growth DCF methodology and
DRA’s selection of the companies jhcluded in its barometer group.
GTE-C also accuses DRA of manipulating the imput data in its risk
premium analysis. _

Clearly, the incongdstencies are not confined to the ROE
showing any one party. For/example, GTE~C’s Brennan used the DCF
and risk premiun methodelofies in the 1988 test-year proceeding,
but eliminated risk prem in the 1989 attrition proceeding in
favor of CAPM. DRA’s Blunt eliminated CAPM, which he had used in
1988, in favor of risl premium.

Nor are wefconvinced by GTE-C’S arguments that DRA has
manipulated the se ction of companies in its barometer group in
order to obtain a fredetermined cutcome (1.e., a lower ROE). On
cross examinatioy by the City of San Dzego, DRA’s witness clarified ‘
that exclusion gf three new telephone companies and one gas company
(inclusion of #hich GTE-C.objected to) resulted in a reduction in
the discount fate of approximately 10 to 15 basis poxnts,
therefore, - including the companies DRA’s witness concluded that
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the result of the DCF analysis was actually increased (Tr. VOlv/gf/,
p- 310). ‘ .

We believe that the observation of a utility witpess in
an earlier Pacific Telephone general rate case (cited i
Angeles’ Brief, at p. 9) bears repeating:

7To get empirical about it is almost impossible
unless one could ¢limd inside the mind of/the
common stock investor and know exactly

growth rate he is anticipating. That

always been impossible. No methodolo

of, including the widespread use of PCF, is
able to climb inside the heads of adl investors
and come up with the right numbers; primarily
because where one can use the meghanics of
multiplying a retention rate tiples a projected
rate of return on equity, that/only gives you
growth from plow-back, which As only one-thrid
of the equation possibly. e other two ways
for earnings to increase is/ if the investor is
antcipating some improvemght in the company’s
actual rate of return on/equity, and then a
third is the sale of stgck above book value.
RRk ¥ (1.83-01-022, R¥. pp. 692~693.)

At bottom, the modelg are only helpful as rough gauges of
the realm of reasonableness./ In the final analysis we must rely on'
informed judgment rather on any particular formula approach to
establish the reasonable yYeturn on commen egquity. To do so, we
assess the forecasts of pverall economic conditions, the range of
returns earned by compixrable companies, and the relative risks
faced by the particu utility under consideration (D.87-12-070,
p. 20). In Decembey 1987 when we last reviewed GTE-C’s cost of
equity, the prime Anterest rate was 8.7% to 9.00%, the discount
rate was 6.00%, e Dow Jones Utility Bond Average steed at 85.90,.
and the Dow Jongs Utility Stock Average at 178.05. At the time
hearings were Jeld in this matter, the prime rate was 10%, and
other short-térm interest rates had also increased since year—end |
1987, althoygh to a lesser extent. Long-termlutility bond yieldsf
are now a 1 percentage point lower than at the time of |
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lower debt cost and higher equity ratio today, aye markedly
different.

This underscores the great weight of the evidence in this
proceeding that GTE-C’s levels of business afid/or financial risk
for attrition year 1989 are no greater thaf they were at the time
D.87-12-070 was issued. Indeed, the imppbved equity ratio adopted:
in this decision reduces GTE-C’s risk £ er. While GTE-C has
argued that it is entitled to an.increlase in its currently |
authorized 12.75% ROE because that fdgure was premised on 2 lower:ﬂ_
risk now eliminated with issuance D.88-08=061, we believe this
record demonstrates the existence/of further reductions in risk,
justifying retention of the 12.75% figqure. Further, the underlying
risk we reduced in D.87-12-07¢/ by refraining from making GTE-C’s
revenues subject to refund, ¥as permanently removed in D.88=08-061.
It no longer exists as a rjsk confronting GTE-C in the 1989 '
attrition veaxr. All ings considered, we believe that a ‘
reasonable ROE for attrjition year 1989 is the currently authormzed o
12.75%. This rlgure i6 well within the range of recommendations ln.
the record, and fally at neither extrene. o
Pindi ¢ Fact

89 financial attrition application, PacizicﬂBeli‘
sought to decreage its authorized intrastate rate of return from
12.12% to 11.56% premised on an average debt cost of 9.21%, a
common equity freturn of 14.00%, and a capital structure composed ot‘
42.5% debt agd 57.5% equity. '
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2. Based on the testimony served prior to the scheduled
commencement of hearings, the parties’ 1989 attrition year
recommendations varied greatly in such matters as the appropriate
percentage of common equity to be reflected in the capital
structure, the elimination of preferred stock, and the cosy factor
applicable to common equity.

3. On the day evidentiary hearings were sched
Pacific Bell and DRA indicated they were close to seftlement of all
issues. The settlement proponents thereafter contdgued
negotiations, which involved all parties in the proceeding.

4. The parties reached an agreement resgdlving all issues and
presented a Settlement Agreement and StipulayYion (Appendix B
hereto) signed by all parties. Bay Area T¢leport, Western Burglar
and Fire Alarm Association, and TURN si

indicating that they did not oppose its/adoption: all other parties

specifically requested that the Commigsion adopt the settlement.

5. The parties have agreed thAt for intrastate ratemaking
purposes, Pacific Bell’s 1989 attrition year rates shall be based
on: (1) a 13.00% return on commaft equity; (2) a 9.21% average cost
of debt; (3) a capital ratio copposed of 43.75% debt and 56.25%
equity; and (4) a 11.34% overadl rate of return.

6. Although the settlgment proponents did not comply with
Rule S51.1(b) of the Commissdon’s Rules of Practice and Procedure,
which requires the convening of at least one conference with at

-least 7 days advance notdce and opportunitY‘tdlparticipate provided

to all parties for the/purpose of discussing stipulations and
‘settlements in a givesl proceeding, the proponents’ extensive and
successful efforts involve all parties in the process after
October 17 were su ficient‘to~justiry grantiné a waiver from Rule’
51.1(b) . ‘ '
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7. DPursuant to Rule 51.1(e), an uncontested settlemeny, such
as that presented by the parties in A.88-07=019, will not pe
approved unless it is reasconable in light of the whole rg¢coxd,
consistent with law, and in the public interest.

8. There are legitimate concerns expressed inthe text of
" this opinion about the return on equity and capital/ structure
proposed in the settlement agreement. These congérns relate to the
issues of cost-effectiveness; the impacts of the high equity
component vis-a-vis Pacific Bell and its parept holding company: _
the reasonableness of a 13% cost factor for Lommon equity given the
improved equity ratio and resultant lowerijg of risk; and the |
elimination of the 6% voting preferred imgputed by D.82=05-07
without consideration of a proposal des gnéd to end the adjustment
equitably from the ratepayer perspectifve.

9. Despite these specific conferns, we will adopt the
uncontested settlement agreement ayg reasonable because, on the ‘
whole, it is within the range of fecommendations presented to us int'
testimony sexved prior to settlgment; further it is in the public
interest to the extent that itfwill provide ratepayers the
immediate ‘benefits of a reduged revenue requirement, pending
thorough review of these isfues in I.87-11-033. ‘

10. In its 1989 fingncial attrition application GTE-C sought ﬂ
to increase its authorizéd intrastate rate of return from 10.90% to.
12.08%, premised on a ong—term.debt cost of 9. 03%, short-tern debt
cost of 8.75%, preferfed stock cost of 6.35%, and common equity .- -
return of 14.50%, apd a capital structure composed of 38.2% long-
term debt, 1.9% short-term debt, 2.7% preferred stock, and 57.2%
common equity.

11. While/capital structure was an issue in dispute for the
1989 attritiory/year, all witnesses supported some increase in the
presently au orlzed 53.5% eqnity'percentage (DRA reconmended 55%
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12. GTE~C asserted that its requested 57.2% equity percégkage
was key to maintaining its current AA bond rating, but evideénce
presented by DRA tended to demonstrate that GTE-C has additional

effectiveness concerns were validated by the calcuYations of Los
Angeles’ witness which challenged GTE-C’s assextions that the total
cost of service is lower for AA rated utilities/than for A rated
utilities.

13. GTE-C asserts that it has no plangy/to issue long-term
debt during the 1989 attrition year.

14. There is no tangible evidence ¥n the record indicating
that GTE-C would be unable to maintain Ats current bond rating if
its recommended capital structure werg not approvéd. .

15. Higher bond ratings may we¢ll reduce interest costs, but
in the case of GTE~C’s proposed ital structure, the benefits of
this reduction may be outweighed by an increase in the equity cost
component, which has a more sigiificant impact on the overall cost
of service. :

16. DRA recommended capital structure, including its 55%
equity percentage cap, which represents an increase over the
presently authorized percgntage, is reasonable in line with Value
Line projections for 1986 and 1989, and is more responsive than
GTE-C’s proposal to th cost-effectiveness concerns discussed
herein. _ ‘ '

17. Cost factyrs of 9.03% for long-term debt, 8.2% for short-
term debt, and 6.34% for preferred stock are virtually undisputed
and, on that basib, reasonable for adoption for attrition year
1989. - S

18. Sinc¢ December 1987, when we last reviewed GTE-C’s cost |
of equity, shért-term interest rates have risen modestly, but no
other signi cantAchanges-have‘occurred which~would»ma:kedly’
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: i
increase GTE-C’s current business or financial risks. Indeed the

improved equity ratio adopted in this decision reduces GTE-C’S risk’

further.

19. Based on our analysis of overall economie/conditions, the
range of returns earned by comparable companies E}Qustrated in the
various models used in this proceeding, and the sxelative risks
faced by GTE-C, a reasonable ROE for attrztlon/gzar 1989 is the
currently authorized 12.75%; this results in/an overall rate of
return of 10.99%.

Conclusions of Law

1. The parties’ request for waiver of Rule 51.1(b) of the
Rules of Practice and Procedure should/be granted because the due
process protections embodied in thes proviSion'wefe effectively,
albeit belatedly, extended to all p ies by -the settlement
proponents. _

2. The terms and conditiogs of the Settlement Agreement and
Stipulation (Appendix B hereto){ embodying a complete, total, and
uncontested settlement of A.88~07-019 should be adopted in
furtherance of the ratepayer interest in immediate recogn;tlon of

Pacific Bell’s reduced revefue requirement for attrition year 1989;& .
3. ‘ ied its burden of proof justifying an |

increase in its common eqhity ratio from the 53.50% adopted in
December 1987, to 57.2%

4. DRA’s recomm¢hded capital structure for GIE-C, including

its 55% equity percentage cap, should be adopted for the 1989
attrition year.

5. Cost factors of 9.03% for 1ong-term debt, 8.2% for short- :

term debt, and 6.34% tor prererred stock should be adopted for the‘
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QRDER

IT IS ORDERED that:
1. The following cost of capital is adopted fop/ Pacific Bell
for attrition year 1989 in accordance with the term
Settlement Agreement and Stipulation hereby adopt
entirety:

: Weighted
conponent Fagtor —Sost

Long-term Debt - : 4.029%

Preferred Stock ' -

Common Equity ‘1;212
Total 11.34%

2. The terms of the Settlem t Agreement and Stlpulatzon
attached hereto as Appendix B are/incorporated herein.

3. On or before December 8, 1988, Pacific Bell shall have N
filed advice letters and/or supplemental advice letters pursuant to

General Order 96-A to implement its 1989 attrition allowance
effective Januvary 1, 1989, ased'on'CI) our resolution issued today
in connection with its 198 operational‘attritidn advice letter
filing, and (2) its finapfial attrition showing, as adjusted to
reflect the rate of ret adopted herein. Such advice letter
shall also reflect the/bill and keep-surcharge[surcredit mechanism
developed in response/to the directives of D.88-08-024, and
designed to coordinate the reflection of current memoranda account
balances in rates wAth 1989 attrition, and interIATA and intxalATA
SPF~to~SLU changed, using an estimated 1989 billing base.
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4. The following cost of capital is adopted for GIE
California Incorporated (GTE-C) for attrition year 1989:

Capital _ Weighted
component Ratio o5k

Long=term Debt 40.50% 3.66%
Short-term Debt 2.00 0.16
Preferred Stock 2.50 0.16

Common Equity 55.00 Z.9L
Total 100.00% 10.99%

5. On or before December 28, 1988 GTE-C shall have filed
advice letters and/or supplemental adt¢ice letters pursuant to
General Oxder 96-A.to implement lts 989 attrition allowance
effective Janvary 1, 1989, based o (1) our resolut;on issued today
in connection with its 1989 operational attrztxon advice letter
£iling, and( 2) its financial atkrition showing, as adjusted to
reflect the rate of return adopted herein. Such advice letter _
shall also reflect the bill and keep surcharge/surcredit mechanism
developed in response to th directlves of D.88=08-024, and
designed to coordinate the

reflection of current memoranda account balances in rates with 1989 —
attrition, and intexLATA/and intralATA SPF-to—SLU changes, using an
estimated 1989 bzllxng base.

This order 1§/eztect1ve today.

Dated DEC19 1983 , at San Francisco, California.

reitten corcurring oninion.
/5/ STANLIY W. ECLEID
Prezldent - ?"&m W. EULETT

/ ‘ President
weitter ./ cor.cu:c*r‘.ng opinlon. DONALD V'Im_

/b/ SRSDIDION 2. ouTn | - FREDERICX X DUDA
T cemmissiozes | G. MITCEELL "WILX
/ JCEN B GNANTAN .

weisten concu::ir.g op:'.m’.on. o . Comurnissicpers

5/ G. UIRCHETL WIZK
"o..r-- sloner
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