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In the Matter of the Application of
THE PACIFIC TELEPHONE AND TELEGRAPH
COMPANY, a corporation, for author=-
ity to increase certain intrastate
rates and charges applicadle to
telephone services furnished within
the State of California.
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ity to increase certain intrastate
rates and charges applicadle to
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to reprice certain telephone
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No. T=-10292 granting approval of
said changes.
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for authority to increase certain
rates for key telephone service by
$30.1 million.
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Investigation on the Commission's
own motion into the rates, tolls,
rules, charges, operations, costs,
separations, inter-company settle-
ments, contracts, service, and
facilities of THE PACIFIC TELEPHONE
AND TELEGRAPH COMPANY, a California
corporation; and of all the tele-
phone corporations listed in
Appendix A, attached hereto.

Investigation on the Commission's
own motion into the rates, tolls,
rules, charges, operations, costs,
separations, inter-company settle~
ments, contracts, service, and
facilities of TEE PACIFIC TELEPHONE
AND TELEGRAPH COMPANY, a California
corporation; and of all the tele-
phone corporations listed in
Appendix A, attached hereto.

Investigation on the Commission's
own motion into the Matter of
Revision of the Accounting for
Station Connections and related
Ratemaking Effects and the Economice
Consequences of Customer-owned
Premise Wiring.
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OPINTON ON REVISRED COSTING PROCEDURES

-t

In Decizion (D.) 9%767 iszued August 4, 1981 in “heze
proceedings, the Commission found there were substantial weaknesses
n the cos%ing methods used by The Pacific Telaphone and Tcleéraph

Company (Pacific) %o support itz rate design D*Opo~a-v.
Consequently. the Commission orlered further hear = %0 review and
deternine equitadle costing procedures.

held. A% %heir conclusion, bdecsuge oF

involved, the parties participating in

agreed %0 a special, seven-step procedure for bringing the issues +0
the Commission for decision. Under that procedure, (1) each par
presented the assigned administrative law judge (ALJ) with

major issues, (2) the ALJ combined %hem in%o 2

parties briefed their posisions on those iszues, (4) by a ruling, the
AL gave hiz position on the issuesz and how they shouléd be

in the cost s+tudies. (5) “he darties then held 2 series of neetings

under the aegiz of the Commission svalf s«aff) 4o develop ac near as
possible 2 consensus on *he procedures 0 be adopted. (6) %he staff
gave the recommended procedures to the ALJ who reviewed them and nade
wiz €inal recommendation to <he Commission Noveober 10, 1982, and,
(7) +the parties filed exceptions %o the ALJ proposal on December 13,
1682. ZExceptions to the ALJ proposal were filed by Pacific. stafl’f,
Telephone Answering Services of California (TASC). General Telephone
Company of Californis (General), Vestern Purglar and Pire Alarnm
Aszociation (WEBPA). and, collectively. The American Broadcasting
Companies, Inc., CBS Ine., the Californ is Retailers Association, and
the Tele-Comnunications Association (Ugzerz Group). Our discussion
will generally follow the sudbject matter in the forn and secuence
presented by the ALJ with the excepiion oI some general comments
offered by Pacific.
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Pacific's General Comments

Pacifiec expresszen , neern % AL 4the Commiszion were
to adovt the c¢ozt 1 e5 recommendad by the ALJ, the Coamission
would not be adble % whether the revenues generated by 2
particular product line or zmervice would be sufficient %o cover %he
cosss associated with such product line or service. Any deficiency
in revenves for a given product line or zervice must de provided dy
another product line or service or by the residu2l ratepayers.
Pacific clainzs that alopsion of !
costg that do not match hack %o
of investment and depreciation. 17
by the ALJ for development of +he depreciated
understates Pacific’s net boox investment for war
lines and services. Indeed., Pacific is

proposal faces up 40 2 prodlem 4hat has plagued the entire schene of
cost development and rate setting vrocedures ugzed in past
E 3

proceedings. Tha what appears +t0 be a rather sudsy
amount of stranded in Pacifi 's books of account., an
undepreciateld invesst L will continue on the books and, unless
something ic done %o change deprecintion practices, just get larger
and larger. If the adoption of the ALJ's recommendations will dring
thes stranded investnment into focus. %hen 20 be it. and +he sooner

of how and why the
i3 prod®ably hecause we
: »roper de p eciation rates; sone
of it may Ye due e S0-C2, i tegy. 3ecause of the
accounting methods we use, eguipme ! ~efore we expected 14
would be retired leaves part of it %0 be picked up dy
depreciation on o%her equ In Bxhidit 480,
Tsers Group witnes 2lwyn gave 2 ! elling exanple of how

! Pacific prefers o csll it a reserve deficiency.

L-
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stranded Iinvestment can come about under the accounting procedures
used by Pacific and approved by the Commission. Frozm pages 6 through
8 of Exhibvit 480 the following questions and answers are quoted:

"Q. Dr. Selwyn, a zajor area of concern
throughout this proceeding has heen the
appropriate level of net investment ~
the so-called 'Net Plant Faetor' - %o
use for determining the cost of
individual services. Pacific asserts
that the NPF should be based upon the
exbedded condition of <the Company's
plant aceounts by product group, whereas
you argue for an approach which seeks %o
recognize capital recovery payments
already made by existing custozers as
offsets to the origimal investment cost
of the equipment or facility. Does the
distinction you have made between
'revenue requirezents' and 'economic'
studies enter into this issue?

Yes, most definitely. Once again,
Pacific's approach concerns itself only
with a single acc¢ounting period - what
has occurred in the past, or what will
oceur Iin the future, £s of no
consequence whatsoever under this view.
Suppose that in 1977 Pacific provided
identical service to two customers, A
an¢ B - and let us assume that these are
the only customers Pacific serves. At
the time, the telephone company invested
$10,000 in equipment for each of the two
customers, with an expected average
service life for each unit of 5 years.
Uncer the GE100 cost methodology whieh
Pacific would have used in setting %the
rates for the service, each custozer
would have paid, as part of the
recurring rate, an annual depreciation
charge of $2,000 [$10,000/5]. Suppose
that, at the end of the third year,
customer A decided to discontinue his
service, and that the equipment would
not be reused once removed from

service. By the ernd of the third year,
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$12,000 of the original $20,000 total
investment had been depreciated, such
that a net investment of $8,000 remained
for the two units. However, when the
unit removed from customer A is retired,
the gross investment is reduced to
$10,000, and the depreciation reserve is
reduced to $2,000. Under %the revenue
requirements theory, customer B would be
confronted with a Net Plant Factor of
80%, and would be required %o pay for
return and associated income taxes on
the dasis of an $8,000 remaining net
investment out of the original $10,000
for the equipment aetually furnished to
hizm, despite the fact that he had
previously made $6,000 of capital
recovery payments. Suppose further
that, in 1980, Pacific asked for the
adoption of a Straight Line Remaining
Life (SLRL) depreciation method with a 2-
year remaining life, and, pursuant %o
the revenue requirements approach to
individual service cost studies, applied
SLRL in its GE100 study for this
service. The remaining $8,000 of net
investment would now have to be
recovered in 2 years, with anauval
depreciation charges of $4,000. I
customer E retains the service for the
full two years, he will have paid a
total of $14,000 in capital recovery
charges ($2,000 per year for the firsst
three years, and $4,000 per year for the
last two years), whereas customer A will
have paid only $6,000 in capisal
recovery for his service. Pacific's
revenue requirement approach thus forces
the remaining customer (customer B in
this example) to subsidize the loss of
capital recovery caused by the early
departure of customer A.




.
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"Q. What happens if customer B, faced with
large rate increase, decides %o
discontinue his service immediately?

In that situation, Pacific will be lerft
with $8,000 of undepreciated investment
which, again pursuant to its revenue
requirements approach, will have to be
paid by other customers ~ in this
instance, customers of other services.

£, on the other hand, customer B were
not subjected toO a rate inerease as a
consequence of customer A's departure
and, as a result, retained his service
for the two remaining years, Pacific
would have recovered a total of $16,000
($6,000 from customer A and $10,000 from
custoxzer B) leaving only $£4,000 (instead
of $8,000) to be recovered from other
customers. The cost causer here was
clearly customer A Or whatever
instigated nis decision to discontinue
the service, yet Pacific's cost
zethodology seeks to recover those costs
from customer B, and, if he balks (by
leaving), from customers of other
services."

Pacific recommends what it calls a "prospective deaveraged"
depreciation investument factor. This is a different approach than
the one it proposed in the original GE-100 costing procedures for
this case; instead of using one depreciated investment factor for all
equipment cost studies, different factors would be used for different
product groups. But those factors are still brought dack to book
totals, thereby continuing a pick up of the stranded investment on
the company’'s dooks. On the other hand, if we adopt the ALJ's
recommendation, some estimate of the size of the stranded investment
should become availabdle.

Users Group and others claim that part of the stranded
investment problem is due to Pacific's pigration strategy policy, an
issue we thoroughly discussed in D.93367. Users Group would like to
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see the ALJ procedure adopted and any stranded investment picked up
by the stockholders of Pacific, which at this time is the single
entity, American Telephone and Telegraph Company (AT&T). Pacific has
two proposals before us for adjusting depreciation expense totaling
about $235 million per year. Granting of those requests could
relieve some of the stranded investment pressure. However, any
changes in equipment depreciation practices must be considered in the
context of the two important matters currently affecting the federal
and state regulation of AT&T and Pacific; these are the Federal
Communications Commission (FCC) decisions concerning the Computer II
inquiry (CI-II) and the modified final judgment in the antitrust case
now being concluded in federal court by Judge Harold H.Greene. We
believe the decision we will issue here on proper costing procedures
should be done independently of the problems meantioned above witkh
those problems addressed in later decisions on the iLssues of
adjusting depreciation allowances.

Finally, the costing methods adopted d¢ not mean that any
rates proposed must bear a fixed relationship to costs. Pagific can
propose anything it wasts in the way of rates which would bring the
revenues derived from such rates t0 the overall revenue requirement
found reasonable by the Commission.

The second general criticism of the proposed procedures by
Pacific £s that there should be no references in the manuals to
pricing. Pacifice's point is well taken in that a costing manual
should not mandate pricing plans or structures. We will make the
appropriate adjustments to the ALJ's recommendations; however, we do
want the manual to indicate from a policy standpoint the kinds of
pricing plans and structures the Cozmission will want developed fronm
costing procedures. Whether a utility sees fit to make such pricing
plans available on its own is up to it; to the extent the cost

manuals appear to require the offering of specific pricing plans they
will be adjusted.
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The ALJ recommends two separate cost procedures, one for
terminal equipment service and one for private line service. In the
following discussion we will be addressing both manuals section-dy-
section unless otherwise indicated.

I - General

Pacific recommends that paragraph 1 be deleted because
references to pricing policy should not de contained in a cost
manual. Pacific recommends paragraph U4 bDe deleted because the
manuals should be generic and applicable to the future; references to
current issues such as Pacifie’s divestiture plans are not
appreopriate. To clarify the purpose and objective of the manuals and
the costing process, Pacific recommends its suggestions be adopted
and a paragraph added to the general sections %o state that:

It is the purpose of this manual to develop
a revenue requirement for the utility's
indivicual products and services inm a manner
that Iis consistent with how the Commission
calculates such utility's overall revenue
requirement for ratemaking purposes. Such
individual revenue requirements are to be
used as benchmarks Iin assessing the
reasonableness of the rates associated
therewith, bdut are not intended to be used

as a mechanical formula for setting such
rates.

We will modify paragraph 1 %0 reflect our previous
discussion under Pacific's general comments. We agree that
paragraph 4 should be deleted but expect those who use the manual %o
make appropriate allowances for matters such as that cited. We will
reject Pacific's proposed paragraph for the reasons stated under our
discussion of Pacific's general comments. However, the suggested

statement concerning mechanical formulas and rate setting will be
incorporated.

Staff recommends that Paragraph 3 be rewritten =o that
costs of existing terminal equipment offerings would be developed on
an individual tariff offering basis to the extent feasible. The ALJ
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recommends an option of costs developed on a product group basis to
reflect costs of typical systems or on an individual tariff offering
basis., We prefer the flexibility of the ALJ's approach and note that
both Pacific and staff witnesses macde that recoamendation.

Staff questions how ratemaking adjustments will be
presented or incorporated in the utility's service cost studies.
General requests a further explanation of the types of ratemaking
acdjustments covered by Paragraph 6 with examples of how and when they
should apply. As the staff points out, 1t should bde understood that
proposed ratemaking adjusizents by the parties nust de assigned or
allocated in an appropriate manner by the pariy proposi g %the
¢hange. If the parties cannot reasonadbly make the reguired
modifications then they should petition the presiding officer %o
order the utility or some other appropriate party to make the changes
30 the Cozmission may assess the effects of the proposals. Utilities
will be expected to make a reasonadle effort £o reflect those
ratezaking adjustments adopted by the Commission 4in previous
proceedings with the expectation that they would be made in any
future proceedings, e.g. Western Electric adjustments.

Staff recommends a statement in I - General that detalled
documentation shall be made availadle dy the utility which descrides
all procedures and separation processes, input data sources, and all
reports used in the preparation of such cost studies. Although £t £s
usually uncerstood such inforzation should be zade availadle 4o
parties, no hara will be dozne by including the requirement in the
adopted procedures.

Ceneral opposes Paragraph 5 on the grounds that existing
accounting procedures <o not allow direct reconciliasion to
historical costs or test-year estizated resulis of operations.
General misunderstands Paragrapi 5; no forced reconciliasion is
expected. But 4f there is not a reconciliation, then some
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explanation of the differences should be provided. In contrast,
Pacific argues strongly that total costs including a return and tax
factor should balance out to the revenue requirement found reasonable
for the utility; that is, we presume, "test-year estimated results of
operations.”

WEFA urges that Paragraph 5 require a "bottom up" versus
"top down" reconciliation between the product line and the category
studies. We believe the ALJ recommended language makes it imperative
that some sort of reconciliation, perhaps not the one reconmended by
WBFA, be accomplished. We prefer to leave the exact manner of how
that is accomplished %0 the parties presenting the cost studles, rate
designs, and requested revenue requirement. WEFA recommends that
Paragraph 7, the cost study format, should reflect that private line
service CoOsts are the sum of the annual costs of a number of
conponents consisting of different investment categories. I
suggests: that the best way to recognize this is to present the cost
study format in multicolumnar forz with a total column at the far
right. We agree with WBFA but note there is no need to ingorporate
this into the suggested format which, by its nature, has that
flexivility.

Users Group recommends the manuals put more emphasis on
cost development that reflects a vintaged or fixed-%term contract
approach to pricing. Users Group believes ¢ontract pricing ensures
the utility will recover the ¢apital ¢osts associated with the
provision of a new service from the customer to whoz the servige is
provided. Pacific, as noted earlier, believes a cost manual is no
place to indicate pricing plans and structures. We will modify
Paragraph 1 so that it reflects Commission policey on the types of
cost studies the Commission wants s0 that pricing car bde developed
which will bring into the open some of the depreciation problems we
discussed previocusly with a view toward recommendations from the
parties on how to alleviate those problenms.
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. II - Investment

Pacific claizs Paragraphs 1 and 2 appear to require Pacific
to develop two sets of costs for existing products and services with

inward movement. We interpret the paragraphs as requiring investment
costs Tor equipment already in service and separate ¢osts for

eQuipment that will be inward moving during the study period. We
agree with Pacific that the reference to CI-II in Paragraph 2 should
be deleted. We will also adopt Pacific’s reconmmendations for ¢hanges
in Attachment 2, Paragraphs 4.b., and 7. to the Private Line Service
cost manual.

WBFA believes there is one accounting complexity which the
manual should address because it offers an opportunity for utilities
to double charge users. 7This has t0o do with station connection costs
whiceh have now been split into a writeof?f over %ten yvears for
connections in place prior to 1987 and expensing of comnections
installed after 1980. WBFA wants to make sure that costs for inside
wiring be treated as either investment or expense dut not as both.
WBFA suggests a paragraph be added to the procedures toO ensure this.
We believe there i3 no need for such detail in a costing manual. The
paragraph that we will add to I - General at the suggestion of the
staff covering documentation and data sources should protect against
the problem suggested by WBFA.

IXT - Depreciated Investment

Pacific again states in its argument that the methods
recomnended by the ALJ will not develop a depreciated investment for
the individual products or services that 4s consistent with the FCC
or Commission prescribed depreciation accounting or which is
consistent with how the Commission develops depreciated investment
for the overall revenue requirezent for ratemaking purposes. Again
we recognize this but if we do not adopt the ALJ reconnendation, we
will have accomplished almost nothing in the area of depreciated
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investment factors and would de right back where we started prior 0
the further hearings on these procedures. We will adopt Pacific’'s
suggested additional paragraph concerning how estimates of total life
and remaining life should be made. That would be sudbject of course
Lo review by the staff and other parties.

General requests some guidelines on how »ooK value nmight de
deterzined for those units removed from service since the book value
of retired units will affect the net investmeat in surviving units.
We suggest that estimates of total life used for depreciation
purposes be matched against the age of equipment at retirement fo;
that purpose.

WBFA recommends specific wording on how the depreciation of
drop wire investment should be calceculated. Agalin, we believe this

kind of detail should be left to the user of the guidelines and not
included in 2 manual.

IV - Rate of Return and Income Taxes

Pacific recommends the return component of the ¢cost study
be developed using the account or subzecount net plant factors rather
than either of the depreciated investment factors reconmmended in the
panuals. Again Pacific cites the potential for a reveaue requirement
deficlency as its reason for the recommendation. Again we rejeet the
suggestion for the reasons stated above.

General recommends that the rate of return for different
services should vary directly with the risk associated with the
service provided. Adoption of this suggestion would return us t0 the
0ld method of different rates of return for different vintages or
types of cost studies and Ls firmly rejected. All customers should
pay the same for the support of the investment needed o provide the
equipment to service them with the understanding of residual pricing
as a3 poliey. All customers pay a certain portion of the residual
revenues necessary to make the utility whole. For exazmple, all

customers pay some %$0ll charges at some time, though some pay more,
. soze less.
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V - Depreciation

Pacific again urges aceounting depreciation be used.

Again, for the reasons noted at several places adbove, we reject the
recommendation.

VI - Operating Expenﬁes

TASC, WBFA, and Users Group all express concern aboust
testing ¢costs and cost factors for reasonableness. 7TASC believes the
provision that a panel of estimators, most likely from the utility,
should develop work times and other cost factors with a review by the
Commission staff would provide no improvement over the studies
originally subzitted in this proceeding and found wanting by the
Comxmission. TASC claims the record demonstirates that no meaningful
staff review of Pacific's estimates has been or is likely to be
undertaken., TASC submits that Pacific should be required to document
the costs it ¢laims to have incurred in the provision ¢of maintenance
and installation services and, when its costs are challenged, submit
evidence through competent witnesses, tracking mechanisms, and record-
keeping systems which will provide appropriate proof of costs and the
opportunity for meaningful review.

WBFA reccommends two modificiations 20 § VI. Paragraph 4
would be reworked to emphasize both recurring and nonrecurring work
activity validations and a new paragraph would be added to ensure
clear delineation of recurring and nonrecurring work activities so
there could de no double counting of expeanses.

Users Group offers two suggestions which it believes would
help assure the work times Pacific uses in the development of
nonrecurring work costs are reasonable and reflect ornly efficient
operations. The first would be a rewording of the ALJ's Paragraph &4
to require staff review of Pacific's estimates under certain
conditions. The second is recommended only 4if the Commission does
not adopt the first, and would provide for independent panels of
experts paid by the ratepayers 1f they verify Pacific's estimates or

. by Pacific's stockholders if they do not.
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We will adopt some rewording of the section that is a
conbination of the recommendations of TASC, WBFA, and Users Group
which we believe will provide the protections the parties seek and
yet not put too great a burden on Pacific or the staff, although it
will require a zuch more active role for the staff in the first one
or two applications of the costing procedures.

IX = Installation Charge Credit
Both Pacific and staff attack the proposed method of
developing the installation charge ¢redit. They ¢laim the method
recommended by the ALJ will overstate the value of the installation
revenues received during the year of imstallation and thus understate
adjusted annual costs. Staff states further that treatment Lin the
cost study should be consistent with the ac¢tual accounting treatment
of nonrecurring costs and invesizenitis made in comnection wit
establishment of service. Staff views the installation ¢harges as an
advance payment of charges that would otherwise be recovered over the
location life of the installation. It recozzends installation .,
charges be converted to a series of payments over the location life
using capital recovery factors to provide unifora aznnual payments.
The method adopted by the ALJ is 2 return to the method used prior %0
1978 and recommended by Users Group. This method may be termed the
return and depreclation credit method. By this method the
installation charge 4is assumed t0o be an advance payment of capital
costs which will be incurred over the location life of the
installation. Credits to the annual charges are zade for return and
taxes and depreciation of the nonrecoverable, up-and-down costs to
the extent they are recovered by the installation charge. The
staff's principal odbjection to the method is that it requires a
complex, three-factor calculation. The staff gave an example of the
two types of calculations in its bdbrief and the resulting zonthly
charge {s almost identical under the two methods. We will adopt the
ALJ's recommendation because it appears to be more consistent with
‘ the development of other estimated annual charges.

e
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Application of the Adopted Procedures

Users CGroup recommends that, at the very least, Pacifice
should be required to make revised cost studies based on the
procedures adopted in this decision for those services it proposed to
increase in A.59849. We note that the interim rate increase granted
by D.93367 held rate increases to a minimuz for equipment and
services subject to the questionable cost study procecures of
Pacific. We further note that Pacific now has before us another
major rate case. We believe it would be reasonable to allow Pacific
to make the decision on whether it wants to redo A.59849 studies or
make new studies and present them in the current rate case with any
necessary rate adjustments being macde in the decision on the current
case.

One consideration, which in fairness to Pacific 4+ night
like to know in assessing its options, {s that in D.93367 we adopted
the principle of a zaximum 50 percent increase in any one application
for those services or equipment requiring a greater than 50 percent
increase; we would amend that to 100 percent should Pacific choose to
adopt the new costing procedures in the current application and
forego any recalculation of the A.59849 studies,

Several parties commented orn the hard work that has gone into
revising the procecures; we join in those comments conmending all the
participants for their efforts. We hope the parties will give the
procedures a fair try. We will be the first to acknowledge they will
not de found perfect and may have to be amended as experience is
gained in their application.
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Findings of Faets

7. In D.92367 the Commission found there were substantial
weaknesses in the costing methods used by Pacific to support its rate
design proposals and ordered further hearings to determine equitabdble
pethods for developing cost of service studies for ratemaking.

2. The hearings ordered by the Cozmission have been held and
all interested parties had a chance to appear and be heard.

3. The assigned ALJ made 2 proposal to the Commission on the
procedures he recommends be adopted, and the parties have filed their
exceptions to the ALJ's proposal.

k. The costing procedures attached as Attachments A and B are
the procecdures recommended by the ALJ, amended as discussed in the
body of this opinion as a result of Commission review of the record
and comzments of the partles. These c¢osting procedures are reasonable
for the purpose of developing cost of service studies for telephone
utilities under the jurisdiction of the Commission.

5. It is reasonable to give utilities subject to these
proceedings the option of applying the new procedures to recalculate
¢osts in these proceedings or use them for the first time in their
next major rate case.

6. Because there is a need for the expecitious application of

the procedures adopted, this decision should be effective on the date
signed.

Coneclusion of Law

Based on the foregoing findings of fact and under Publie
Utilities Code § 454(d) the Commission may require telephone
utilities to use the costing procedures adopted by the following
order as part of the showing required to be made in support of rates
for the provision of telephone services and equipnment.
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IT IS ORDERED +hat:

1. Telephone utilities subject %40 this Commission shall use

the cos%ing procedures contained in A<tachments A 2nd B in support of
rates for the provision of telephone szervices anéd eguipment under the
Jurisdiction of +his Commission.

- The first application of %he costing procedures adopied by
-

this decision may be made in 2ny ongoing major rate case of the
utilities or in the next maior rate case NOI of +he u<silities
tendered after June %0, 198%,

This order is effective today.

Dated April 6, 1983 , a4 San Francisco, Californis.

LEONARD M. GRIMES, JR.

President
VICTOR CALVO
PRISCILLA C. GREW
DONALD VIAL
Commissioners

DITISTON
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ATTACEMENT A
Page 1

PROCEDCRES FOR DEVELQPMENT OF
TERMINAL EQUIPMENT SERVICE COSTS

GENERAL

INVESTMENT

DEPRECIATED INVESTMENT

RATE OF RETURN AND INCOME TAX
DEPRECTATION

OPERATING EXPENSES

GENERAL ADMINISTRATION
RATEMAKING ADJUSTMENTS
INSTALLATION CHARGE CREDIT

COMPUTATION OF SERVICE COSTS
RATE OF RETURN AND INCOME TAX FACTOR
INSTALLATION CHARGE CREDIT
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ATTACIMENT A
Page 2

PROCEDURES FOR DEVELOPMENT OF
TERMINAL EQUIPMENY SERVICE COSTS
I -~ CENERAL

1. In the development of costs for proposed rates and charges for new or
existing service offerings comsideration should be given to the rate treatment
to be applied. Among the rate structures the Commission would like comsidered
whenever feasible is the provision of service on a "vintaged” or fixed temm
contract basis in addition to traditional month~to-month service. A special
charge for early termination could be included in fixed term contract offerings,
and a choice of contract period (e.g. 3, 5, 7, and 10 years) should be made
available when appropriate. Cost studies should be formulated so they support
the proposed tariff structure. TFor example, if services are to be offered
under a contractual type tariff arrangement such as "Variadle Tern" (Decision
82-03=-058) or "Two Tier"” (Decision 83958) payment plans, cost studies should
reflect vintage investment costs.

2. Iu general all cost imputs should be service specific where appropriate
and should reflect a "prospective' two~year study period. Cost inmputs associated

with vintaged, fixed term contract type studies should reflect estimated operating
expenses during the contract period.

3. Costs of existing terminal equipment offerings may be developed on a product

group basis to reflect costs of typical systems or on an individual tariff
offering basis.

4. Vherever possible cost estimates should reconcile to historical costs or to
test year estimated results of operations; where they do not, an explanation
should be provided (e.g. see "Depreciated Investment” below). Revenue require-
ments may be used as benchmarks in assessing the reasonableness of rates
associated with costs developed by these procedures but are not intended to

be used in a mechanical formula for setting rates.

5. Ratemaking adjustments should de assigned or allocated to cost studies
where appropriate.

6. Cost study format should gemerally follow that shown in Appendix A.
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7. So that interested parties may effectively analyze and audit cost studies
presented by the utilities, detailed documentarion shall be made available for
review which includes algorithms describing all procedures and separation

processes, workpapers, input data sources, and reports used o prepare the
cost studies,

IT = INVESTMENT

1. TFor equipment and services provided to existing customers investment should
reflect average original cost (AOC) during the study period plus appropriate
loadings.

2. For services provided to imward moving customers or as additions to existing

systens (prospective placements) investment should reflect a melding of new and
reused equipment costs during the study period.

3. For vintage pricing cost studies, the investmen: amount, either AOC or
weighted average investment during the study period, once set, will not be
changed for future cost analyses of that vintage.

4. Tn nouvintage pricing cost studies the investment will reflect the AOC of

units provided on a companion basis or all units provided on a month-to-month
basis, whichever is applicable.

IXI = DEPRECIATED INVESTMENI

1. Where feasible, the level of depreciated investment used for terminal
equipment cost studies will be determined by a "depreciated investment factor"
(DIF) calculated om the basis of one of the following methods:

a. Scale to position in life; or

b. Net iavestment in surviving units.
2. Different types of investment may have different DIFs, thus factors should

be developed for each investment account and subaccount represented im the
cost study,

3. DIFs may require recalculation for each new planming period.
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4. The total life and remaining life values shall bde based on estimates made
by the utility's marketing and engineering personnel.

IV = RATE OF RETURN AND INCOME TAXES

1. Rate of return and income taxes (RIT) should reflect the suthorized or
requested rate of return as appropriate and applicable income tax lavs.

2. The same rate of return should be used for all cost studies,
3. The development of the RIT factor is shewn in Appendix B.
V = DEPRECIATION

1. The deprecisble portion of an investment is the original cost less the net
salvage value (NSV) of the asset when it is removed from service for the last
time. NSV represents the gross salvage value at the time of removal less the

costs associated with the removal. An estimate of NSV must be nade prior to the
development of the depreciation rate because only the original cost less net
salvage may be recovered through depreciation charges.

2. NSV should reflect the value received at the time of retirement if sold as:

3. Operable telecommunications equipment; or
b. Compoment parts for use in maintenance,

expansion or other purposes for equipment
of like variety which is still in active
use; or

¢. Scrap;

whichever is greatest. Cost of removal should reflect estimated location cycles
where applicable and actual method of removal. The following information to
SUpport estimates of salvage value should be provided:

&. Estimated future gross salvage value:
b. Nature of disposition zssumed ig a., i.e.
%otact, in parts, or as scrap:
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Source of the estimate (e.g. arm's length
sale; qualified independent appraiser:
imputed from experience in other used
equipment markets):

Explanation of the basis for delieving
the estimate is highest possible value,
including qualifications of sources
relied upon;

Estimated costs of removal and the basis
for the estimare.

3. TFor fixed term contract pricimg cost studies the remaining life (RL) depre~
ciation rate will not be changed once established for that study perioed.

4. TFor nonfixed term coutract (month-to-month) pricing cost studies, the RL
depreciation rate may be changed to reflect changes in estimated RL.

5. RL for depreciation purposes will be developed om a basis comsistent with
the development of the DIF in Section IIT above.

6. Depreciation expense will be calculated as follows:
Depreciation expense = [(AOC x DIF) - NSV} = RL
where AOC = average original cost (loaded)

DIF = depreciated investment factor
NSV = net salvage value
RL = remaining life

VI ~ OPERATINC EXPENSES
1. Operating expenses include maintenance and commercial expenses and other

charges and taxes.

2. Operating expense should be service (product) specific to the extent
feasible. Expenses may be directly estimated or based on ratios (e.g. maintenance
to plant) where service (product) specific studies are not feasible.
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3. Costs and benefits or service improvement programs should be allocated or
assigned on a consistent basis to the specific services zo which the
improvement programs apply.

4. Operating expenses associated with recurring and nomrecurring work activities
should reconcile to historical totals and should de validated for reasonableness
and operating efficiencies., The manner in which inputs are tested for reasonable~
ness and efficiency will be by a panel of estimators subject to Commission staff
review, Staff will make its review only when nmonrecurring costs increase on a
percentage basis greater than utility usage rates, or when evidence is presented

which shows that nomrecurring cost studies may not have properly accounted for
improved efficiencies.

5. Recurring and nourecurring work activities should be clearly delineated so

there are no omissions or double counting of operating expenses.
VII = GENERAL ADMINISTRATION EXPENSES

1. Administration expenses directly related to a service group/product'line
should be developed on a service/product specific basis.

2. Administration expenses which reflect joint costs or common corporate
overheads should be allocated to service groups/product lines on an appro-

priate basis (e.g. on the basis of investment or other direct costs).
VIII = RATEMAKING ADJUSIMENTS

1. Known ratemaking adjustments (see Section I above) developed by the utility
for the purpose of indicating results of operations on a ratemaking dasis (“post
column 'a' adjustments”) should be reflected in the cost studies sudmitted with

supporting work papers when the results of operations are tendered for
consideration.

2., Ratemaking adjustments proposed by interested parties or the CPUC staff should

be assigned or allocated to cost studies in an appropriate manner by the party

proposing the adjustment. If parties choose to revise the service cost studies
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submitted by the utility in lieu of recalculating cost elements proposed by the
utility, the adjustments should reconcile the service cost studies to the level

of expenses and rate base included in that party's showing of results of
operations.

IX = INSTALLATION CHARGE CREDIT

1. A credit to annual charges to reflect payment of an installation charge will

be included in all cost studies for terminal equipment offerings which anticipate
inward movement.,

2. The adjustment to annual charges will be calculated as shown in Appendix C.
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APPENDIX A
COMPUTATION OF SERVICE COSIS

Investment
1. Average Original Cost (loaded)

2. Depreciated Investwent Factor
3. Net Depreciated Investment (In 1 x In 2)

Annual Charges

Rate of Return and Income Taxes (RIT x Lzn 3)
Depreciation (In 1 x ____ %) '
Maintenance

Commexrcial Marketing

Other taxes/other charges

Ceneral Administration Expenses: Direct

¢ Allocated
Rate Making Adjustment
TOTAL ANNUAL COSTS (Ins 4 through 10)

Installation Charge Credit

Adjusted Ansual Costs (ILn 11 - Lan 12)

S
$
$
$
$
$
S
$
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APPENDIX B
RATE OF RETURN AND INCOME TAX FACTOR

RIT = X~ IC-Xgy +t, - re) - p(z, - t,c,)
Qo-g) =, + £,¢,) (1. = Deprecistion Reserve)

RIT = (R «+ T+ Té) % (1. ~ Depreciation Reserve)

R = return [COM x (1 =~ Depreciation Reserve - Deferred Tax Reserve)]
state taxes

federal taxes

cost of money (authorized or requested rate of return)
state tax rate

€ederal tax rate

interest [interest rate x debt ratio x(1l-Depreciation Reserve~Deferred
Tax Rescrve) ]

investment tax credit (e.g. 10Z < product life)

difference between accelerated and straight line depreciation

of Regturn = 12%

.12 Interest Rate = .08
.00667 Debt Ratio = 45
.02523 Deferred Tax Reserve = _0906

.105 Depreciation Reserve = .130
46

Calculations

R= .12 x (1. = .130 ~ .0906) = .0935

I~.,08x .45 x (1. - .130 - .0906) = _0281

g+t - t,t, = <105 « 46 - 105 x .46 = 5067

£] o &%y = 2105 = .105 x .46 = 0567,

1, - g, £4%, = 1. ~ .105 = .46 + .105 x .46 = ,4833

RIT = 0935 ~ .00667 ~ .0281 x .5167 = .02523 x .0567
4833 x (1. - .130)

RIT = 1686
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APPENDIX C
INSTALLATION CHARCE CREDIT

Line 12, Appendix A, Installation Charge Credit will be calculated as
" follows:

I1CC =~ CRIT + CD ~ IIL

ICC = Installation charge credit
CRIT = Credit for return and taxes
CD = Credit for depreciation
ITL = Income tax loss

Whes an installation charge is applied, ﬁhe total mnual costs (line 11
of AppendixA ) shall be credited by the cost of momey and income tax (retumn
and tax factor) effects associated with the installationm charge. The
credit is calculated by multiplying the return and tax factor (line 4,
AppendixA ) dy the amount of the installation charge. A credit for
deprécia:ion expense shall also be calculated consistent with the depreciation
expense determined in line 5 of Appendix 2.

1o addition when an installation charge is made, the amount is usually
credited to the revenue accounts. This results, in the first year, in
Tevenues exceeding expense and Federal and State income taxes are aoplicable
to the difference. In succeeding years, the reverse is true and expense will
exceed revenmue, Tesulting in income tax credits which will result in complete
recovery of the first year's excess tax payment by the end of the Location

Life. There is, however, a loss of earning power on the unrecovered portiom
of the tax during this interim period (second through last years). These

asounts comverted into present worth and then into an equivalent sanuity
must be added to the annual costs.

(END OF ATTACEMENT A)
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PROCEDURES FOR DEVELOPMENT OF
PRIVATE LINE SERVICE COSTS

I = GENERAL

l. In the development of costs for proposed rates and charges for new or
existing service offerings, consideration shouléd be given o the rate treatment
to be applied. Among the rate structures the Commission would like considered,
whenever feasible, is the provision of service on a "vintaged® or fixed-tern
contract basis in addition to traditional month-to-month service. A special
charge for early termination could be included in fixed-term contract offerings,
and a choice of contract period (e.g. 3, 5, 7, and 10 years) should be made
available when appropriate. Cost studies should be formulated 20 they support
the proposed tariff structure. For example, if services are to be offered
under a contractual type tariff arrangement such as "Variable Term” (Decision
82=~03~058) or "Iwo Tier" (Decision 83958) payment plans, cost studies should
reflect vintage investment Costs.

2. In general all cost inputs should be service specific where appropriate
and should reflect 3 "prospective” two-year study period. <Cost inputs
associated with vintaged fixed-term contract type studies should reflect
estimated operating expenses during the contract period.

3. Cost studies for existing private line offerings should de developed on a

service group/product line Basis. (Service groups/product lines €6 be studied
by Pacific are indicated in Attachment l.)

4. Wherever possible cost estimates should reconcile to historical costs or

O test vear estimated results of operations; where they do not, an explanation
should be provided (e.g. see "Depreciated Investient” below). Revenue require~-
ments may be used as benchmarks in assessing the reasonableness of rates
associated with costs developed by these procedures but are not intended to be
used in a mechanical formula for setting rates.

5. Ratemaking adjustments should be assigned or allocated to ¢ost studies where
appropriate.

6. Cost study format should generally follow that shown in Appendix A.
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7. So that interested parties may effectively analyze and audit ¢ost studies
presented by the utilities, detailed documentation shall be made available for
review which includes algorithms describing all procedures and separation

processes, work papers, input data sources, and reports used to prepare the
cost studies.

II = INVESTMENT

l. Investment should reflect average original cost (AOC) during the study
reriod plus appropriate loadings £0r each basic cost element f£or each servige
group/product line studied. Cost elements to be studied are indigated in
Attachment 2.

2. For fixed=term contract pricing cost studies, the investuent amount will
not be changed once it has been established for that study period.

IIX - DEPRECIATED INVESTMENT

1. Where feasible, the level of depreciated investment associated with each
private line cost element will be determined by a "depreciated investment
factor”™ (DIF) calculated on the basis of one ¢of the following methods:

a. Scale £o position in life; or

b. Net investment in surviving units.

2. Different types of investtent may have different DIFs, thus factors should he
developed for each investment account and subaccount represented in the ¢ost study.
Specific DIFs should be developed on a disaggregated basis £or each majer generic
and homegeneocus subcategory of plant within the central office circuit equipment
investment subaccount (e.g. f£or appropriate cost elements shown in Attachment 2),
and main frame costs should be disaggregated from switching costs for the purpose
of developing DIFs.

3. DIFs may require recalculation for each new planning period.

4. The total life and remaining life values shall be based on estimates made by
the utility's marketing and engineering personnel.
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IV = RATE OF RETURN AND INCOME TAXES

1. Rate of return and income taxes (RIT) should reflect authorized or
requested rate ¢f return as appropriate and applicable income tax laws.

2. The same rate of return should be used for all cost studies.

3. The development of the RIT factor is shown in Appendix B.

V = DEPRECIATION

L. The depreciable portion of an investment is the original cost less the
net salvage value (NSV) of the asset when it ic removed from service for the
last time. NSV represents the gross salvage value at the time of removal
less the costs associated with the removal. An estimate of NSV must be made
prior to the development of the depreciation rate because only the original
Cost less net salvage may be recovered through depreciation charges.

2. NSV should reflect the value received at the time of retirement if sola
as:

Operable telecommunications equipment; or

Component parts for use in maintenance, expanzion,

or other purposes for equipment of like variety
which is still in active use; or

Scrap;
whichever is greatest. Cost of removal should reflect estimated location
Cycles where applicable and actual method of removal. The following information
to support estimates of salvage value should be provided:

Estimated future gross salvage value.

Nature of disposition assumed in a., i.e. intace,
in parts, or as scrap.

Source of the estimate (e.g. arm's length sale:
qualified independent appraiser; imputed frem
experience in other used equipment markets).
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Explanation of the basis for believing the ectimate
is highest possible value, including qualifications
of sources relied upon.

Estimated costs of removal and the basis for the
estimate.

3. TFor fixed-term contract pricing cost studies the remaining life (RL)
depreciation rate will not be changed once established for that study period.

4. TFor nonfixed-term contract (month-to-month) pricing cost studies, the
RL depreciation rate may be changed to reflect changes in estimated RL.

5. RU for depreciation purposes will be developed on a basis consistent with
the development of the DIF in Section IIX above.

6. Depreciation expense will be calculated as follows:
Depreciation expense = [(AOC x DIF) ~ NSV] &« RL
where AQCC = average original cest (loaded)

DIF = depreciated investment factor
NSV = net salvage value
RL = remaining life

VI = OPERATING EXPENSES

l. Operating expenses include maintenance and commercial expenses and other
charges and taxes.

2. Operating expenses 3hould be service (product) specific to the extent
feasible. Expenses may be directly estimated or based on ratios (e.g. mainte-
nance to plant) where service (product) specific studies are not feacible.

3. Costs and benefits or service improvement programs should be allocated
or assigned on a consistent basis to the specific services to which the
improvement programs apply.
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4. OQperating expences associated with recurring and nonrecurring work activities
should reconcile to historical totals and should be validated for reasonableness
and operating efficiencies. The manner in which inputs are tested for reasonable—
ness and efficiency will be by a panel of estimators subject to Commission staff
review. Staff will make its review only when nonrecurring costs increase on a
percentage basis greater than utility usage rates, or when evidence is presented

which shows that nonrecurring cost studies may not have properly accounted for
improved efficiencies.

5. Recurring and nonrecurring work activities should be clearly delineated so
there are no omissions or double-counting of operating expenses.

VII -~ GENERAL ADMINISTRATION EXPENSES

l. Administration expenses directly related to a servige group/product line
should be developed on a service/product specific basis.

2. Anministration expenses which reflect joint costs Or comnon corporate
overheads should be allocated to service groups/product lines on an appropriate
basis (e.g. on the basis of investment or other direct <osts.)

VIII = RATEMAKING ADJUSTMENTS

1. KXnown ratemaking adjustments (see Section I above) developed by the utility
for the purpose ¢of indicating results of operations on a ratemaking basis
("post column ‘a2’ adjustments”) should be reflected in the ¢ost studies submitted

with supporting work papers when the results of operations aze tendered for
consideration.

2. Ratemaking adjustments proposed by interested parties or the CPUC staff

should be assigned or allocated to cost studies in an appropriate manner by the
party proposing the adjustment. I parties choose to révise the service cost
studies submitted by the utility in lieu of recalculating cost elements proposed by
the utility, the adjustments should reconcile the service cost studies to the level
of expenses and rate base included in that party’s showing of results of operations.
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APPENDIX A
COMPUTATION OF SERVICE COSTS

Investment

1. Average Original Cost (loaded)

2. Depreciated Investment Factor

3. Net Depreciated Investment (In 1 x Lan 2)

Annual Charges

Rate of Return and Income Taxes RITx La 3)
Depreciation (ln 1 x Z)

Maintenance

Comercial/Marketing

Other taxes/other charges

General Administration Expenses: Direct

: Allocated
Rate Making Adjustment

TOTAL ANNUAL COSTS (Las 4 through 10)

s
$
$
$
$
$
$
$
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APFENDIX B
RATE OF RETURN AND. INCOME - TAX FACTOR

RIT = B~ IC- gy + £, - t,8) = Dty - t,t)
1. - t, ~ ¢, + :11:27 (1. = Depreciation Reserve)

RIT= (R + Ty + 1‘2) + (1. = Depreciation Reserve)
R = return [COM x (1 = Depreciation Reserve — Deferred. Tax Reserve)]
state taxes
federal taxes

cost of money (authorized or requested rate of return)
state tax Tate

federal tax rate

interest [interest rate x debt ratio x(l-Depreciation Reserve<Deferred
Tax Reserve)]

investment tax credit (e.g. 102 < product life)
difference between accelerated and straight line .depreciation

of Return = 127

.12 Interest Rate = 08
Debt Ratio = .45
Deferred Tax Reserve = .0906
Depreciation Reserve = .130

Calculations

R= .12 x (1. ~ .130 = .0906) = .0935

I=.08x.45x (1. - .130 - .0906) = 0281

t, +t, -5t " 2105 + 46 - 105 x .46 = _5167

£, £t = 2105 = .105 x .46 7 .0567.

1, - tl. - tz + 1:11:2 = le = .105 = 46 + 105 x .46 = .4B33

RIT = 0935 = .00667 = .0281 x .5167 = ,02523 x .0567
' 06833 x (1. - 4130)

RIT = 1686
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PRODUCT LINE/
SERIES TYPE DESCRIPTION

1002 Metering, Burglar, and Fire alarm circuits:
30 baud; requires facilities arranged in
parallel.

Metering, Burglar, and Fire alamm circuits:
30 baud; requires metallic facilities
arranged in parallel with DC continuity.

Metering, Burglar, and Fire alarm circuits:
30 baud:; requires metallic facilities
arranged in series with DC continuity.

Metering, Burglar, and Fire alarm
circuits; 15 baud; requires facilities
arzanged in series.

Remote Metering, Teletypewriter,
Teletypesetter, and Data circuits -
transmitting at rates from 75 o 150 baud.

Remote Metering, Teletypewriter,
Teletypesetter, and Data circuits
transmitting at rates frzom 75 to 150 baud.

Remote Metering, Teletypewriter,
Teletypesetter, and Data circuits
transmitting 2t rates greater than or
equal to 150 baud.

Private lLine Telephone.

Mobile Radio Telephone

Remote Metering, supervisory ¢ontrol,
miscellaneous signalling, two-way and
one-way audio tone protective relaying.
Voice grade - data - two point.

Voice grade - data = multi~point.
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' PRIVATE LINE SERVICE
ATTACEMENT 1
Page 2 04 3

DESCRIPTION

Voice grade - data - Bridged Alarm.
Volce grade - Alarm Circuit.

Dataphone Select-A=-Station: two=-wire
station channel (to protected premises).

Dataphone Select-A-Station: four-wire
trunk channel (primary link to alarm
central station).

Dataphone Select-A-Station; four-wire
connecting channel (secondary link to
alarm central station).

Dataphone Select=A-Station: four-wire,
polling station channel (to protected
premises).

Audio: Two point. Unidirectional
£fective two~wire audio service which
is nonequalized.

Audio: 1Iwo point. Unidirectional
effective two=wire audio service.
100 %o 5000 EBz.

Audio: 1Two point. Unidirectional
effective two-wire audio service.
50 to 8000 Hz.

Audio: Two point. Unidirectional
effective two=wire audio service.
50 to 15,000 Hz.

Wired music: Unidirectional two-wire
local channel without equalization.

Wired musi¢c: Unidirectional two=wire
loc¢al channel. 50 to 5000 Hz.

Wired music: Unidirectional two=wire
Jocal channel. S0 ¢o 8000 Hz.
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PRIVATE LINE SERVICE
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Page 3 of 3
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PRODUCT LINE/
SERTES TYPE DESCRIPTION

80/82 Local Area Data Channel: 7Two point,
two-wire.

2= Port A Qff Premises PBX Station with loop
resistance of 0-199 ohnms.

2 - Port B Qff Premises PBX Station with Loop
resistance of 200-899 ohms.

2= Pore C Off Premises PBX Station with loop
resistance of 900 ohms or more.

25 Off Premises CTX Station.
4 Tie Line PBX to PBX.
Tie Line PBX to CTX.
Tie Line CTX to CTX.
Off Premisesc Extension (non PBX).

Telephone Answering Service Line
not terminating in concentrators.

Patzon Line for Telephone Answering
Service terminating in concentrator
(concentrator located in €O).

Concentrator Identifier Trunk for
Telephone Answering Service
(concentrator located in CO).

Patron Line for Telephone Answering
Service ternminating in concentrator
(concentrator not located in CO).

Concentrator Identifier Trunk for
Telephone Answering Service
(concentrator not located in CO).
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PRIVATE LINE SERVICE
ATTACHMENT 2
PRIVATE LINE COST ELEMENTS

The basic cost elements to be studied are as follows:
1. Ioops (see Attachment 3, "Service Offering Groups
for ILoop Study”).
Bridging function.
Signalling.

Channel terminations, disaggregated on the basis of
length of interexchange channel mileage.

Conditioning (nonrecurring ¢ost element only).

Interoffice trunk egquipment and facilities on a
service specific basis recognizing the specific
characteristics of multipoint circuits.

Interexchange equipment and facilities using switched
network route-to—air mileage ratio unless a more or

less direct routing is required for the generic type
of service.

Service Area Transmission (SAT).

a. Assigned on service specific basis using service
specific loop lengths.

b. Station SAT and central office SAT.
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PRIVATE LINE SERVICE
ATTACHMENT 3
SERVICE OFFERING GROUPS FOR LOOP STUDY

1009A, 10098, 3002C METERING, BURGLAR, FIRE ALARM
1009€C, 3001, 3009 SEPARATED INTO CENTRAL STATION
LINES AND PATRON LOOPS

6a, 7, 29, 278 TELEPHONE ANSWERING SERVICE

SPECIAL SIGNALLING EXCLUDES 1009A, 10098, 3002C
SUBVOICE 1009C, 3001, 3009, 1001

VOICEGRADE
OTHER

EXCEANGE RELATED EXCLUDES 6A, 7, 29, 27B, 2A
PRIVATE LINE

RESIDENCE
BUSINESS

CENTREX €O
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QPINION ON REVISED COSTING PROCEDURES

In Decision (D.) 93367 issued August 4, 7981 in these
proceedings, the Commission found there were sudbstantial weaknesses
in the costing methods used by The Pacific Telephone and Telegraph
Company (Pacgific) to support its rate design proposals.

Consequently, the Commission ordered further hearings to review and
determine equitable costing procedures. Those heaﬁings have been
neld. At their conclusion, because of the coma}é&ities of the issues
involved, the parties participating in this phase of the proceeding
agreed to a special, seven~-step procedure for bringing the issues to
the Conmission for decision. Under that procedure, (1) each party
presented the assigned administrative law judge (ALJ) with a list of
major issues, (2) the ALJ combined them/into a single list, (2) the
parties briefed their positions on those issues, (4) by a ruling, the
ALJ gave his position on the issues and how they should Ye addressed
in the cbst studies, (5) the parties/then held a series of meetings
under the aegis of the Commission gtaff (staff) to develop as near as
possible a concensus on the proced&res to be adopted, (6) the staff
gave the recommended procedures 0 the ALJ who reviewed them and made
his final recommencdation to the/Commission Novembder 10, 1982, and,
(7) the parties filed exceptiorns to the ALJ proposal oa December 13,
1982. Exceptions to the ALJ proposal were filed by Pacific, staf?l,
Telephone Answering Services /of California (TASC), General Telephone
Company of California (Geneval}, Western Burglar and Fire Alarns
Association (WBFA), and, collectively, The American Broadecasting
Companies, Inc., CBS Inc.,/ the California Retailers Association, and
the Tele-Communications Association (Users Group). Our discussion
wlll generally follow the subject matter in the forz and sequence
presented by the ALJ with the exception of some general comments
offered by Pacific.
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Pacific's General Comments

Pacific expresses great concern that if the Commission were
to adopt the cost procedures recommended by the ALJ, the Commission
would not de able to determime whether the revenues generated by a
particular product line or service would be sufficient to ¢cover the
costs associated with such product line or service. Any deficiency
in revenues for a given product lime or service must de provided dy
arother product line or smervice or by the resicdual ratepayers.
Pacific claims that adoption of the ALJ recommendationlg}zi’result in
costs that do not mateh back to book totals, particularly in the area
of Iinvestment and depreciation. This iz because the' method proposed
by the ALJ for development of the depreciated inwéstment factor
understates Pacific's net book investment f:;/pégticular product
lines and services. And, indeed, Pacific & correet, dut the ALJ's
proposal faces up to 2 problem that has p"%ued the entire scheme of
cost development and rate setting procedlres used in past
proceedings. That problem is what appears to bde a rather substantial
amount of stranded investment' in Paé&fic's books of aceount, an
undepreciated investment that will/continue on the dooks and, ualess
something 1s done to change depreciation practices, Jjust get larger
and larger. If the adoption os/;he ALJ"s recomzendations will briag
that stranded investment into/focus, then so be it, and the socner
the better.

This record is replete with examples of how and why the
stranded Investment got rhere; in the main, Lt is probadbly decause we
have falled to write off equipment at proper depreciation rates; soume
of it may be due to t&é so-~called migration strategy. ngause of the
accounting methods/%; use, equipment retired before we expected it
would be retired leaves part of its investment to be picked up by
depreciation on other equipment still inm service. Iz Exhibit 480,
Users Group witness Selwyn gave a simple but telling example of how

L Pacific prefers to call it a reserve deficiency.
-l -




A.59849 et al. ALJ/in

~IT IS QORDERED that:
1. Telephone utilities subject to this Commission shall use
the costing procedures contained in Attachments A and B 4in support of

rates for the provision of telephone services anc equipment under the
Jurisdiction of this Commission.

2. The first application of the costing procedures adopted by
¢S this decision may de made in any ongoing major rate cass”of the

utilities or in the next major rate casé %r the utilifies, -;‘}-r.;-bv/ a-Zf-t«
“This order is effective today.

Dated EPR 6 1983 . at San Fraxéisco, Californiza.

0, 1783

LEONARD M. GRI¥ES, JR.
residont

VICTOR CALVD

“““’CIJJA C. GREW

DUL n....i.-i v .LI -t
Comm;szio:er:




