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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.
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ments, contracts, service, and
facilities of THE PACIFIC TELEPHONE
AND TELEGRAPE COMPANY, a California
corporation; and of all the tele-
phone corporations listed in
Appendix A, attached hereto.
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Investigation on the Commission's
own motion into the Matter of
Revision of the Accounting for
Station Conpections and related
Ratemaking Effects and the Economic
Consequences of Customer-owned
Premise Wiring.

0II 84
(Filed Decembder 2, 1980)

(See Decisions 93367, 93728, and 82-08-01
for appearances.)
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OPINION ON ORDERING PARAGRAPHS 16.a, ¢, AND £
OF DECISION 93367 AND REQUEST QF PACIFIC
FOR _ADDITIONAL DEPRECIATION ALLOWANCES

In Interinm Decision (D.) 93367 daved August 4, 1981, <he
Commission ordered further hearings on three issues which are The
subject of tThis decision. Those issues were set forzth in Ordering

Paragraphs 16.a, ¢, and ¢ of 0.93367 (mimec. ».229) which ordered
hearings concerning: '

"a. An appropriave method Lor allocating o zhe
proper user any net stranded iavesstzent as a
resuly of Pacific's nigravion sIrategy and
the establishment of nonregulated operations
on Maren 1, 1982, as required by <the FCC
Computer Zngquiry II decision.”

* * »

Svadies by Pacific and the staff to devermine
the zinds of equipmeny waich may have been
retired prior vo being {ully depreciaved, the
associated amount of undepreciated or
stranded invesvtment, and a method for
recovering fairly any stranded investment.”
»* » »
"f. Depreclavion rates used for ravemarxing.”
n that same decision <the Commission commenved atv mimeo.

P. 42 on vhe overall percent condition of The Pacific Telephone and
Telegraph Company's (Pacific) reserve account which the Cozmission
considered To be oo high.

In November 1981 Pacific filed new remaining life rates
with this Cozmmission for all of ivs depreciadle plant. This filing

was part of an annual review of depreciation raves for Pacific under

the Commission's determination of straight line remaining life

depreciation for ratesetting purpeses.
On January 28, 1982 <the Pederal Communications Commission
(FCC), as a result of an earlier reguest by <the affiliaved Zell

e Ay oo

Systen companies including Pacific, approved represcrided customer
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premises equipment (CPE) depreciation rates. On Pebruary 4, 1982
this Commission adopted Resolution RRD-10 approving new 1981
remaining life rates for Pacific. This approval included nev rates
for CPE consisgvent with the CPE rates approved by the PCC in i¥s
January 28, 1982 order. In granting this approval the Commission
noved that reveanues to 0£Iset the increased depreciation expense were
nder consideration in the continued hearings in Application (A.)
59849, this proceeding.
As ordered by D.93%6T further hearings were reld during

1981 and 1982 on the tThree matters covered by Paragraphs 16.a, ¢, and
L, including a pudlic hearing on July 12, 1982 in San Prancisco. In
response To Paragraph 16.%L Pacific filed exnibits and gave testimony
av vhe furtker hearings which adjusted upward the depreciavion rates
found reasonadle for test year 1981 in D.933%67. That upward
adjustment of depreciation translated To a request by Pacific for an
increase in revenue requirement for %the vest year 1981. Zhe
Commigsion staf? (s33ff) and other parties maintained shast Pacific
had not satisfied vhe notice requirements applicadle o rave
increases and, therefore, iTs request for increased rates due
additional depreciation should be denied. A Zforzal objection was
made through 2 written motion filed by cerzain intervenors on

February 3, 1982, joined in by a wrivten response of <The staff on
February 26, 1982, and orally by <he Civy and Counzy of San Francisco
at the Marcah 18, 1982 nearing. 2Pacific opposed <he motion primarily

because The additional revenue requesvted was within The <ToTal amount
requaested in A.59849 less <the amount granted by D.93367 and because
D.93%67 was an invterim decision which ordered Zfurther hearings on vhe
level of depreciation. The motion was denied by <the presiding
administrative law judge (ALJ). We aZffirz the ALJ's ruling.

Pacific laver made a motion to the ALJ for leave to fLile 2
written amendment, ivs third, To A.59849; Lt included in that motion
a request that the Commission or The ALJ approve ivs reguest as being
congistent with the Commission's Regulatory lag Plan under which

-l -
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A.59849 had been filed originally. 3y written ruling filed June 4,
1982 vhe ALJ.granved Pacific's morion noting that its request met all

applicable Commission rules and resolutions. We affirm the ALJ's
raling.

Thereafter, on Juze 7, 1982, Pacific f£iled its third
amendment To A.59849 which requests the Commission to authorize
additional revenues for Pacific of $69.9 million per year To cover
These ivens: <the increase in 1981 depreciation expense approved by

the Commission on Pebruary 4, 1982, a change in how depreciation
regserve balances are caleculated for ratemaxzing purposes, and an

increase To reflect adoprion of a modified siraight line depreciavion
method. Specifically, Pacific requesss the following increases for
Test year 1981:

1. An Iincrease of 846.5 million due <o <The

represcripiion of zerzinal eguipment and
igital data system eguipment depreciazion %o
reflect snhorter service lives and revised
salvage factors as approved by the Cozmmission
n Pebruary 4, 1982.

 increase of $§9.1 million %o reflecst <zhe
approval by <his Commission on Fedruary &,
1852 of 1981 straight line remaining life
Gepreciation rates for all plant accouns

Ther Than ternminal equipment and dfigizal
dava sysvtem equipment.

An Iincrease of $9.2 million 30 reflect she
uge ol account average remalining lives iz
plant and depreciation reserve balances as of
The beginning of the test year in waich <he
rates are applicadle (effective for year 1984
and zhereafier) to replace the present neztnod
ol calculating depreciasion razes usin
account average remaining lives in plans and
depreciation reserve bHalances as of zhe
beginning of <the year previous %o The Test
year.
An increase of 35.1 million %o reflect The
Ercposed adoption of the siraight line equal
ife group (SLELG or EIG) depreciation methnod

for ouvside plant accounts beginning wizh
1981.
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The Issues

In D.93367 we discussed exvensively the matter of Pacific
and the Bell Sysvtem instvalled base migration stravtegy. In addition
to what we view as a very high percent condition or net plant factor
(XPP)' Zor Pacific's reserve account we Zound that as 2 result of
Pacific’'s emdracing the Bell Sysvtem zigratioz stravegy <there nmight de
stranded znves:mentz in Pacific's accounts Lor which there would be
no reasonable recovery other vthan an increase in depreciation rates
or some sort of write-off. The migravion strategy invoelved coaxing
Bell System equipzent customers To replace installed eguipment wicz
newer, more modern, Bell Systex equipment. This was done <shrough
special marketing svravtegies and pricing structures. 2he displaced
older equipment was not always fully depreciated or reusadle at oTher
locations. Under <The group depreciation accounting method used by
Pacific the undepreciated investment is lefT on the Hooks as rate
base even though the asset is revired. Thals comes about because
under group depreciation revired equipment is considered fully
depreciated regardless of ivs age at revirezent. TFor example, if we
have an investment acccunt tozalling 81,000 with a depreciation
reserve of $200, <the undepreciated investment is 3800 and the percens
condition of the account or NPF i3 80%, 3$800/81,000. Xow assume that
part of the 81,000 {s a single unit which has an invesimenst of $100
and a life of five years which is equal To the average of the
entire group. nder group depreciavion, a percentage of the $1,000
is booked each year in the depreciation reserve, that percenvtage
being determined dy the average life of all units maxing up Tae
$1,000, including our 3100 univ with ivs life of five years.
Purther, assume the 3100 uzit L8 retired early, say after <hree years
of service instead of five. nder unit depreciation it would have
accumulated 2 reserve of 360, three years times $20 per year.

1 percent condition or NPF is the ratio of undepreciated investment
to total investment.

2 Pacific chooses to call it a reserve deficiency.

-6 -
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However, under group accounting when the item is retired,
$100 i3 retired from whe investment account and $100 from the
depreciation reserve. So after its retirement, <he iavestment
account equals $900 and the reserve account 3100 for an NPP of 89%,
$800/$900. Note that the undepreciated invesstment (rate base) nas
not changed, remaining at 3800, the XPPF nhas increased, and the
investoent against which the depreciation percentage is applied has
been reduced. We have disregarded salvage value and ¢ost of removal
in This exazmple, neizther of which wouléd change vhe principles
illustrated. Simplistically, one can say there is 840 of stranded
investaoent in the account or, when the agses was retired, there was a
reserve deficiency of $40. What happens now? Under our remaining
1ile theory of cepreciation for ravezmaking purposes, we would
reevaluate the depreciation percenvage we have been applying based on
the estimated overall remaining life for <the account, a process
called "represcription.” Under our example, The percentage we have
been applying would be raised, that is, the remaining life of the
group as a whole would be reduced, which also iz what has dbeen
happening in actual practice with Pacific. Suppose we zad been
applying a depreciation rate of 20% To the account. The depreciavtion
would be 5200 per year, 20% of $1,000. Wish no additions or
retiremenss TO The account, The undepreciated invesvyment would have
been written off in four years, 3800/8200. Afver the revirement of
our unit, there is only 3900 <o apply the 20% rate wo, resulting in
3180 per year of depreciation. YNow i7 will zake 4.4 years o write
off the remaining investment, $800/$180. If we s$7Till want %o write
it off in four years, the depreciation rate musT be represcribed vo
22.2%, 3200/3900. Where we formerly had an indicated average life of
five years for the Toval account, 100%/20%, <he indicated average
life is now 4.5 years, 100%/22.2%.

Pacific’'s witnesses, in parzicular Roger Z. Zohl, an
asgsistant vice president for Pacific, readily acknowledge there s a
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reserve deficiency. That deficiency is explained as an underacerual
of depreciation in past years resulting in a lower Than adequate
depreciavion reserve. No matter what one calls it, vhe record is
clear that Pacific's reserves are 00 low because the NPP is oo
high. That could result from several things. Pirst, inaccurate
estimates of <the average service life and net salvage value of
equipment. Second, premature retiremens because of
izprovements in the svtave of the arz. . verninal
equipment, premature retirements resulting the zigravion
trategy, i.e. raising prices on older eguipzment in hopes users would
buy new equipment, thereby causing the older eguipment o have an
earlier than normal retirement, andé, fourth, The increasing growth
rate.

Ther {ssues have come up during these proceedinrgs because
of the FCC Compuver Inguiry II (CI-II) decision requiring vhe
establishment of fully separated subsidiaries <o handle the sz2le and
furaishing of equipment formerly provided dy <the operating cozpanies
such as Pacific’ and she modified final judgment (MPJ) in she
antitrust case now before Pederal Judge Zarold =Z. Greene. Sone of
the issues resulting from those actions we are addressing outside
these proceedings, for example, our £ilings 4n tThe MPJ mavver with
Judge Greene.

Our concern with the above issues prompted our orsdering the
further hearings to cover the matters noved by Ordering Paragraphs
16.2, ¢, and £ of D.93%367. The main issue in <his phase may well de
whether the parties, in particular Pacific anéd the staf?, have
angswered all of tThe questions we posed by way of vhose paragraphs.
Pacific's Showing

William M. Turk, a division svaf? nmanager, zestified for
Pacific concerning differences in depreciation zevaods and the
depreciation changes which would bYe made i zthe Commission were %o

3 By FCC order this was done effective January 1, 1983.

-8 -
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grant Pacific's request. Turk also detailed the calenlations
underlying the reveaue requirement increase of $69.9 nillien. EHe
testified that depreciation is a process to account for capital
consunmprtion with The two principal objectives of assuring that
capital investved in depreciabdle plant is fully recovered over the
plant's useful life and i3 allocated as accurately as possidble o The
accounting periods in which the capizal is consuned.

Pacific presently exploys the siraight line vintage group
(VG) whole life method of depreciazion for its dooks of account xept
in accordance with FCC rules; for inTrastate ravemaking purposes in
California the straight line vintage group remaining life (VGRL)
method is reguired by <his Commission. Turk tesvified vhav neithner
VG nor VGRL achieve the %wo objectives of depreciation accounving he
idenvified hecause They do notv correctly atiribuve depreciation To
the time periods in which plant is consumed and in <the case of VG
full recovery of the original cost of assets is not assured.

Turk Testified that Pacific's bhookx depreciation reserve
declined from 24% of depreciable plant in 1950 o 22% <n 1970. Since
1970 the depreciation reserve percent has declined at an even Zfaszte

ate: by the end of 1980 the reserve was only (9% of depreciadble
plant invesrmenz.‘ Turk vestified <ha%, on the other nand,
depreciation reserve for Standard and Poor’'s 400 indusirials is
approximactely 38%.

Tark svated that competition and accelerating techrnology
are shortening the service lives 0% Pacific’'s planz. IZe expects
thoge underlying forces to c¢conztinue and become even more pronounced,
further accelerating the reduction Iin service lives. Ze believes 2
more timely regponse To thcse forces 1s needed <o improve %the cépital
recovery process and recommends review of capizal asset life
characteristics on a yearly basis rather than every three years

4 tre comparable NPF would be: 1950 - 76%; 1970 ~ 78%; 1980 ~ 81%.

-
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Turk staved that the PCC has recently approved the SLILG
depreciation method for plant additions. Ee claims <his method,
which Pacific ig asking the Commission ©o accept for ratemsking
purposes, will assure vhat depreciation aceruals will xmore accurately

wch the consumption ¢f capital over vime; ne c¢laims Thaz, in the
long »an, the revenue reguirement Iig less.

The following will serve as an example of how The Taree
nethods discugsed diffe:.s Assume four groups of eguipment are puv
into service January 1 of any year; estinavted lives for the four
groups and invesiment are as follows:

Zife Invesszent

Group 1 Y 3100

Group 2 100

Group 7 100

Group 4 100

‘ Toval 3400

wraight Tine Vincage Group Whole Life (SIVGWL)

Average Service 2.5 Urs.

0%

Year Bock Depreciazion € 40%
1 $160
120
80
_40

3400

E Appendix A containg a more dezailed
. differences and is taken from Turk's 2
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,

Straight Lime Vintage Group Remaining Life (SLVGRL)

Average
Depreciation Depreciated Remaining Book
Year Investment Reserve? Investment Lifeb

Depreciation
5 & R T GRGHGY
1 $400 $0 $400 2.5 5160
2 300 60 240 2.0 120
3 200 80 120 1.5 80
4 100 60 40 1.0 40
Total

End-of-year reserve less retirements
Yr. 2% Q0 + 160 - 100 = 60.
Yr. 3 = 60 « 120 - 100 = 80, etc.

1+24344 1+2+3
b: Yr. 1l = A = 2.5 Yr. 2= 3 =2,0, ete,

Straight Line Equal Life Groum (SLELG)

-y

Straigheline Depreciatrion By Equal Life Group

Total All
Group 1 Group 2 Group 3 Group 4 Groups

$100 $350 $33 $25 $208
50 33 25 108
34 25 59

25 _25
Total 5400

Comparison of Straight Lin X _Depreciation By Method

Vintage Group Vintage Group Equal Life
Year Whole Life Remaining Life Group
1 S$160 $160 $208
2 120 120 108
3 80 80 59
4

40 40 —_—2

Totals
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It will be noted that VGWL and VGRL are identical in the
above example. In acvual practice, VGWL will not recover full

investment Iif the average service lives are redwced from those
estimated when the assets were put into service. Appendix A of this
order illustrates this point.

Turk ¢laims the SIELG method is superior to SIVG primarily
because it more sccurately matches capizal recovery with capival
consumption. Ee delieves capital recovery by the SIVG method i3 voo

low in the early years of assets and %0¢ aigh in <he later years.
This is because SIVG reflects the average life of all groups in 2z

vintage. In contrast, <the sudbgrouping of a vintage invo equal life
groups makes it possidle to avrridute the capival consumption for
each equal life group on a straight line basis over the life of each
group. Thus, the capital cost of each equal life group is boozed
over the same time period the group acvually provides service. This
also results iz timing the amount of capival recovery nore closely o

mateh the timing and amount of capital consumption over tThe life of
the entire vinvage and zhere is no lag in capival recovery as occurs
with SLVG depreciation.

Turk commented on a possidle recordreeping prodblem in the
actual calculation anéd implemenzation of SLZIG. Ee claizms <hav
modern data processing methods give Pacific %the abilisy to implement
SLELG depreciation at very little cost in relation 0 the benrefizs of
SLELG.

Tark pointed out that for intrastate ravemaxzing purposes
Pacific will continue to use vhe SLVG remaining life zethod for plant
puat in service prior vo Commission approval of SLELG. Pacific plans
a phase-in approach similar to that approved by the FCC. 2acifi
would apply SLELG <or ouiside plant addivions in 1981, censral office
equipment in 1982, and all other applicable accounss in 1983%.
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In summparizing his recommendaticons Turk stated there are
five depreciation accrual increases which come adbout as a result of
his recommendations:

1. Replacement of 1980 remaining life
depreciation rates with 1981 raves. The 1980
rates were used in A.59849 resulis of
operations for the 1981 vest year.

Elimination of <the lag in reserve, remaining
life estimaves, and plant balances used in
conputation of current year remaining life
raves.

5. Ioplementation of a reserve allocation Zfiled
by Pacific with the PCC.

4. Represcription of CPE lives.

5. Implexzenzation of the SILELG meshod.

Bohl summarized the filings of Pacific in <his phase of the
proceedings and, most importantly, offered reduttal Testizorny on the
contentions of Users Group and California Interconnect Association
(Inzerconnect Association) concerning stranded investment. 3Bohl's

rebuttal tvestimony will bYe discussed afrer a summary of the stal? and
intervenor's testimony.

Staff’'s Showing

v

Kevin P. Coughlan, senior utilities engineer in <he

‘
Commission's Revenue Requirements Division, testified for tae siafs.
He stated that {L there were no legal obstacles 3o the recovery of
revenues associated with the changes in depreciavion expense
requested dy Pacific, he would have no odbjection vo The changes
except for the change ¢ equal life group depreciation accounvting.
Coughlan is not opposed o equal life group depreciazion iF 4t
applied to single units of plant but 45 opposed To ivs application o
groups of planv. EHe staved thav depreciation s noT simply a process
of feeding retirement data into a compuver and generating morvalisy

curves upon which equal life group depreciaziorn can be determined.
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Ee prefers to continue the use of straight line remaining life
depreciation which, in his opinion, more correctly matches the life
characteristics and depreciation for Pacific’'s plant.

Cougnhlan c¢lainms vhat Pacific’'s witness Turk compared only
total dollars of revenue requirement in attempting to show that the
revenue requirement under equal life group depreciation would be leas
than under straight line vintage group depreciavion. Coughlan points
out that Turk did not take invto account the time value of money. Ze
discounted the revenue requirement flow of Turk's exhidit at 12.91%
interest, the rave of return granved Pacific in D.93%67, and <heredy
showed that when present worth of future payments required from
customers under the vwo depreciation methods ig considered, VG is
less costly in the long run for Pacific’'s customers than the EL
method. Coughlan c¢claing generalizations regarding depreciacion
practices for a single unit are not always appropriate for groups of
property. A single unit may be considered 0 have a2 finite life duzt
groups of plant undergoing conzinuous replacenment may be considered
©0 have an indefinivte life.

Coughlan helieves Turk's comparison of the depreciation
reserve of Pacific with Standard anéd Poor's 400 indusirials has no
relevance to the proceeding. EHe cites as one of the reasons for
Pacific's depreciation reserve decline from 24% in 1950 o 19% in
1980, Pacific’'s large annual comstruction program. EHe peinved ous
that Pacific's construction dudger had increased at an annual rate of
approximately 10%, 1946 through 1975. Eowever, since 1976 the dudges
has increased atT an annual rate of approxinately 16%. Ee claizms that
new plant added atv an increasing rave vends w0 drive the relazive
depreciation reserve lower. He pointed out that Pacific’s
depreciable plant has increased from $8.2 billion in 1976 to $14.9
billion in 1982, not including station connections, a compound growsth
of adout 10.5% per year. He further staved the Commission has
recently approved higher depreciation rates for Pacific raising ivs

- 14 -
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composite depreciation rate from 4.3% in 1976 to 5.6% in 1981
excluding station connections. Ee also stated that (1) depreciation
reserve as a percent of investment will Tend to stabilize at a
certain level even under growth, (2) the higher the growth rate the
higher the NPP, and (%) <the NPF will vary with <the type of life curve
used. He offered a National Association of Regulastory Utilizy
Commissioner's committee on depreciavion paper published in 1960
which shows such a phenomenon. See Chart I Zor an example. This
lends some support vo The contenvion by intervezors that the increase
in NPP is due o factors other than growsth, fac¢tors such as earlier
Than.anticipated retirements. EHowever, it appears possidle shat the
NPF will increase to some extent if the growth rate increases.




DEPRECIATION RESERVE
BASED ON GROUP PLAN, STRAIGHT LINE METHOD

Clase 6f Plant with Following Characteristics:

Consisting of mmerous similar unite undergoing continual
replacements at rates of growth specified below

Life characteristice defined by No.1 life table ard
average service life of 10 years
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Users Group Showing

Dr. Lee L. Selwyn of Economics and Technology, Inc.
testified for Users Group. Selwyn believes Pacific has avtempted t0o
sidestep the stranded investment issue in this proceeding by
asserting iv does not exist, a position vaken 2t the same %inme
Pacific was asking the Commission To approve increased depreciatvion
allowances of almosgt $70 million and negotiating with the PCC and <the
stalf for even higher rates. Selwyn asserts <the requirement for

higher depreciation is a direct and inescapadble consequence oZ <he
Bell System's migration strategy.

In our recent decision on costing procedures Lor telephone
companies, D.8%-04-012, we included Selwyrn's discussion and example
of how stranded invesstment occurs. Selwyn had two cusvtomers, A and
B, coming on line av Pacific at the sane tinme, each %taking a $10,000
piece of equipment. TUsing straight line depreciation and a five-year
life, the equipment would be depreciatved at 34,000 per year. 3y the
end of The third year, 312,000 of the original invesizeas of 320,000
would have been depreciated and the net undepreciated investment
would be $8,000. Selwyn assumed customer A disconvinued service and
his equipment was retired at the end of three years decause it was 20
longer used or useful in Pacific's business. As no%ed in a similar
exanple earlier in this decision, under group accounting procedures,
the investment for A's piece of equipment, $10,000, is retired from
the capival and reserve for depreciaticn accounts leaving $10,000
capivalized with a reserve against it o2 $2,000. The customer <that
renained with Pacific, B, would now be faced with an NPP in <he
account of 80%, $8,000 of undepreciatved investment out 0F a total of
$10,000. The $8,000 would have 1o be recovered from 2 over the Two
years remaining life of his equipment; that would amount to 34,000
per year, double the previous depreciavtion accrual. IZ 3 continues
t0 pay the 32,000 per year bYecause 0% no change in rates, then some
other ratepayers must pick up the difference iz order for Pacific <o
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recover its authorized revenue requirement. I B is charged for the
stranded investment, he will have paid $14,000 in depreciation for a
$10,000 piece of equipment and A would have paid the other 36,000 of
the $20,000 total. Selwyn claims <the stranded inves<ement Iin this
exsmple was caused by A's departure from Pacific, for whatever
reason, and that departure leaves siranded investment %o be recovered
through rates charged by Pacifie. Selwyn zaintains that 1if cusvtomer
A's decision to discontinue service were influenced by an affirmative

fZort by Pacific vo migrate A to anovher Pacific service, then the
cost causer is really Pecific and not its customers. TUnder the
revenue requirement approach T0 ratermaiing, coupled with Pacific’'s
ability To seek higher depreciation charges, Pacific would not be
held responsible for any of the costg of the premature revirement of
A's egquipment even if that revirement were a result of the migration
stravegy. Thus Pacific escapes responsibility ZLor any negative
aspects of ivs marketing practices. Selwyn believes vae stranded
investment problem occurs whenever equipment is retired prior %o
being fully depreciaved. Ee ¢laims that Pacific's soluvion for <the
treatnent of stranded investment, vhat ig, represcription of
equipment lives through <the remaining life <sheory of depreciaticn
accounting, assigns no responsibility <o early-deparsing customers or
Pacific for the premavure reviremenss.

Selwyn's example, of course, has the infirmities inherent
in an iscolaved sivuation. 3But even though the size of Pacific's
customer base is several hundred thousand and, in some cases, geveral

{llion, the example serves vo illustrate The problem. TUnder the
group depreciavion methods used by Pacific, Selwyn concedes That some
units of equipment will be retired prior t¢ the average service life
for a given group and others will serve beyond That point. g
however, some event occurs waich effectively snorvtens the life
expectancy after the depreciation rate has been sex, a
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disproportionately high numder of units c¢could be retvired shead of
their expected service life and, unless the depreciation rate is
represerided, the total investment will not be recovered. In any
case, earlier than normal retirements will produce stranded
investment which has 0 be recovered somehow.

Selwyn was the only witness in this phase of These
proceedings to make an avrtempt at quantifying stranded investment.
He introduced Two estimates, each arrived at by different methods,
and each covering different periods. The broadest estimate was made
from Pacific's witness Turk's Exhibit 417. Eere Selwyn estimated the
stranded invesiment might be as high as $95.7 million on January 1,
1981 for <he account 2%34~0Other, which is <the dulk of the investment
for large PBX inszallations excluding the newer electronic equipment;
it is, therefore, a more "seasoned” account. Selwyan used Turk's
estvinate ¢f a theoretical depreciation reserve for the account of
§169.6 million and compared vhat ¢ actual boox reserve of $73.9
million To obtain <the $95.7 million. Selwyn made g more limived
estizmate for tThe toval 234 account by estimating what 1980 and 1981
retirements would have been based on a 1970-79 revirement trend and
then comparing that to actual 1980-81 retvirements; by this methoed,
Selwyn concluded that about 319 millien of the zTo%al 234 account
revirements could be direetly aziridbuted To Pagcific’'s marketing
programs.

Selwyn opposes Pacific's proposal for ZIG depreciavion.

His opposition centers mainly on vhe effects ELG depreciavion would
have on customers when used in concert with the revised eguipment
costing procedures proposed by Pacific, procedures whica aave, in The
main, been rejected by the Cemmission in D0.83-04~012. Selwy:
disputes Pacific's claims that under ELG costs to0 customers can be
reduced decause even though depreciation charges in the early years
will be increased, in the long run depreciazion and rate base will Dde

»
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reduced requiring less revenue %o Support revurn on investment.
According +o.Selwyn the customers will never really be afforded <the
opportunity to benefit from the lower levels of depreciavion and rate
base because Pacific will always cperate under conditions of growzh
and inflation. He bdelieves the present so overshadows <he Zuture
that the theoretical benefits will not be felt <o any meaningful
extent in fuvure periods

Selwyn testified that aside from his specific opposition <o
ELG, Pacific, in general, should not be granted any increases in
depreciation allowances at vthis time. Ee bhelieves the recovery of
increased depreciation sought dy Pacific is a direct consequence of
Pacific’'s marketing progracs; approval of increased depreciavion,
which could lead to increased monthly rates for Pacific’'s zerminal
equipment prior <o the resgsoluvion of the nigravion issue, will only
result in a further stinmulation of premature discontinuances ¢f
services creaving additional stranded investzent and upward pressure
on Pacific's revenue requirezent. Als2o, Selwyn cived The impending
changes in Pacifi¢’'s investment, reserve, and depreciation expense in
relation TO 4i%s revenue requirement resulting froz PCC decisions and
the anvtitrust settlezent as a furvther reason tTo make n¢ changes in
Pacific's depreciation allowances at This tinme.

Selwyn further sestified <that Pacific's eguipment
retirement practices were not in tThe best interests of ratepayers.
He believes the Commission should require Pacific To dispose of
equipzent at vthe best possidble salvage price rather than junk zost of
it ag Iis now being done. As discusseld above, when eguipment is
retired from service, any unrecovered book value renmains in <vhe rave
base. Also, any salvage value received is deducted from rate base
and any cost of removal is added <o the rate base by Zacific’'s

oy g o

accounting procedures. Therefore, ¢laims Selwyn, Pacific has an

incentive to accept minimal salvage values coupled with high costs of
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remxoval when retiring equipment. Until Pacific adopts the practice
of disposing of used equipment at the nighest possidle price based on
arm’s length transactions in the pubdblic marketplace, Selwyn urges the
Commission to reject any increases in revenue requirement based on
increagses in depreciation levels. Selwyn recommends the Commission
require Pacific to retain at stockholder's expense, an independent
appraiser to value Pacific's used equipment av fair market prices; i2
Pacific persists in i<ts policy of selling such equipzent oaly for
scrap value, then the difference devtween the scrap value and <ne
appraised fair market value should be considered a bYelow=-the-lin
expense and charged o Pacific's svockholders.
Interconnect Association's Showing
Johr W. Wilson, president of J. W. Wilson & Associazes,

Inc., vestified for Interconnect Association. Wilson testified thav
one prodlem with Pacific's propesal is that in vhe 234 account (large
PBX) remaining lives would be represcribec for eacn depreciation
regerve subgroup based on Pacific's marketing odjectives. THe
believes this would increase the premazure obsolescence prodleas
associated with Pacific's customer premises equipment migration
strategy and contridute significantly ©o The cost durdens of
Pacific's local exchange zonopoly ratepayers. =Ze reasons thas
represcription of service lives To carry out zarxeting objectives
would result in higher depreciation rates for older egquipmens and
make it even more likely that customers would zigrave 0 The 3Bell
Systen's newer andé nore modern equipment. This weuld enlarge Tre
stranded investment prodlexm leaving monopoly ratepayers <To pick up
the assoclated costs because ¢f the pending diveswtivure in 1984 under
present agreements. Wilson concludes that Pacific's curreat pricing

Trategy would assist the Bell Systen's objective of obtaining a
competitive terminal equipment sales advantage at the expense of
local exchange monopoly ratepayers.
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Wilson stated that Pacific and other operating telephone
companies in.the Bell Systvez have, in the past, devermined plant
depreciation lives based on studies designed %o reflect the
engineering properties of equipment. Now Pacific {s proposing To
shift from engineering service life estizates %0 a depreciation
approach that reflects marketing circumstances and conciderations.
He svaved that according to the Bell Systez its new product life
cycle forecasts are hased on:

1. The changing needs of cusvtoze

2. The invtroduction of planned replacement
products.
Bell Systen's markeving plan for pricing and
promotion of current producy

Both curreatr and anticipated future
technology.

Competitiveness in the products marxes
segmen<s.

6. trategic long-Term company objectives.

T7- DPovential for customer ownership.

ilson believes that To accurately assess the impact of the
proposed depreciation revisions {7 is essenvial 3¢ evaluate <hem in
connection with the Bell System's marketing strategies. He c¢lainms
the new marke? forecast approach to determining equipment rezaining
lives gives the Bell Sysvten almost total discresion over <he
determination ¢f Gepreciation expenses charged To compevritive and
monopoly ravepayers. He believes the specific depreciation proposals
advanced by the Bell Systenm serve %o faverably position the 3Bell
Systen in poventially competitive buginess vTerazinal equipment narxets
at the expense of nonopoly wtility ratepayers. Wita the 2iéd of The
proposed new depreclavion raves, the Bell Systex would he adle o
achieve its markes goals and effectively subsidize <he changeover oZ
terminal equipment by leaving behind <he dburden ¢f undepreciated
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retired plant in the monopoly utility service rate bage. He c¢laims
that represcriptions resulting in shorver service lives on older
equipment will lead 30 grossly higher variffs on that equipment
making the migration strategy a self-fulfilling prophesy. He claims
that shortening service lives indicates that an error in judgment was
made in the past and, in an unregulated market, the dburden of past
nisvtakes should be borne by shareholders. Zowever, irn a nonopoly
situation it can be shifted o The ratepayers unless regulavors such
as this Commission recognize what is happening and make appropriate
allowances. One way vo do <This, claims Wilson, {8 vo take the
unrecovered capital costs associaved with premasure revirement of
equipment resulting from <the migration stravegy and directly allocate
those ¢osts to the services which replaced the premasurely retired
equipment. e concedes that <here are, of ¢ourse, circuzstances
where early retirements of rate base properly ascrided o the
franchised monopoly should be borne dy <The ratepayers using vthe
franchise service because overall there would be a denefit vo <he
ratepayers; but he bdelieves charging the monopoly ravepayers Zfor
mistakes nade by management or extraordinary write-offs resulting
from marketing pracvtices is totally improper and unfair to general
ratepayers and the Bell System's competizors. Ze stated That no
competitor of the Bell Systex would de abdble to enjoy The unfair

advantage ¢f spreading the costs of early resirexment TO scme oTher
product line.

Wilson recommended <thav the Commission order Pacific <
file a report of the equipmenr retirements that have resulved fron
ivs ¢imension PBX and horizon insvallavicns. A devailed reporz of
this type would allow the Commission to assess the cocts of early
equipment retirezent resulting from Dimension and EZorizon service
installations thereby preveating the spreading of such retirement
cosTs to general telephone ravepayers as he delieves is now being
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done. Alternatively he believes that shareholders, not monopoly
ratepayers, should dear the co3v of prematvure cusiomer premiges
equipment revirements especially since such premature retiremensts are
being used vo position the Bell System in competitive markets. EHe
believes that if the Commission were To adopT tThis policy it would
only be prescriding a course that would auvomatically vake place if
the Bell Syavenm were already deregulated and all of ivs markets were
competivive. Under competitive condivions sharehrolders would bear
Tthe risks of obsolescence and would have ©o pay Zor the cost of the
Bell System's competitive repositioning.
Redburral Showings and Discussion

Bohl summarized vhe f£ilings 072 Pacific iz this phase of zthe
proceedings and also offered rebuvrtal uestimony concerning the
contventions of Users Group on stranded investment. The prinmary
purpose oF Bohl's redbuttal tvesvimony was o refute certain
contentions made in The presentations of Selwyn and Wilson appearing
for Users Group and Interconnect Association. Zssentially 3okl does
not quarrel wit »he fact there i3 a reserve deficiency or stranded
nvestment on Pacific’'s books. EZowever, 3oal claims vhere is no
stranded investment as a result of the alleged migravion strategy.
Bohl offered 2 long gseries of tables convaining calculations <o prove
that Selwyn's vimates of svtranded investment were erroneous and
That the method used by Selwyn would indicate stranded investmenst
even where lives of equipment éid not deviate from the coriginal
forecast nmade when first setving depreciavion lives Zor a group of
equipment. '

Bohl disputed the charge that depreciation deficiencies,
and hence anvticipated increases in depreciation allowances, are a
direct consequence of Pacific's marketing prograzms and pracvices,
that is, the embedded base migration stravegy. 301l c¢claims <The
decline in lives is a result of compestition brought adout by




A.59849 et al. ALJ/vdl *

Technological advances coupled with changes in regulatory policies;
he offered an exhibit which showed a sveadily increasing pattern of
retirements expressed as a percent of gross iavesinent beginning long
before any alleged migration strategy is claimed vo have existed.
Bohl's presentation can be summed up as s statezent by Pacific that
it has not engaged in any migration strategy, that any reserve
.ceficiency or stranded investment on The books is a result ¢f forces
and facvors existing for many years, forces which exisvted long defore
any migration strategy is alleged %o nave guided Pacific’s <erminsl
equipnent markeving activicties.

Bobl vestified that the depreciation raves for which
Pacific is seeking rate relief reflect increased depreciation
expenses resulting from a longsvtanding pattern of shorvening lives.
He believes the evidence ¢ived by witnesses Selwyn and Wilson <o
support their convtention that Pacific has someicw creaved vae problexn
does not withsvand careful analysis. Ee believes Selwyn's vestimony

regarding the coxputation of stranded investzent is not logical and
does not support Selwyn's conventions. On ¢contrary, 3Bohl

£ the evidence points

Darkxevplace and ivs
effect on producy lives bears the primary responsidility Zor the low
level of <he depreciation reserve for <erminal eguipmenz. 3oxhl
believes that ELG depreciation has elements what, i adopied, will
serve to reduce the exvent to which vhe Commisgsion will have <o
corvend with the inordinately low depreciation reserve levels in <he
fuTure.

investmeny, he svtates that the prescribed accouns
234 property (large PEX), have dec¢reased from over ten years in 1973

vo 4.5 years in 1981. Two-thirds of this lecrease occurred prior o

the dave cited as the initiavion of the nigration strategy, which
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Selwyn claims %0 have been about April 30, 1980. It appears we can
conclude that in the eight-year period from 1973 vo 1981 <Two-thirds
of the decrease in lives for accourt 234 occurred in a 6y-year period
and one-third in a 1y-year period. This would support Selwya's
testinony.

Bohl disputes Selwyn's computation of nis 319 million
stranded investrment estimate which Selwyn calculated by using the
deviatien fronm vhe straight <trend line over the period 1979 through
1981 that occurreé for the actual retiremenwts made during that
period. Ze computed these at 1.5% points in 1980 and 3.3% points in
1981. 3Bohl contends shat this is not a valid approach decause It

-~

fails T¢ consider the numerous factors that coulé cause an increase
in the rate of retirementa. 32onl c¢claims the increase in revirements
is aztridutable o The growih of competriticn in the marketplace and
proceeded to make some computations based on stations in service for
large customer prexzise systems in Pacific's terrivtory over the period

1974 through 1981. 3Bohl claims That it was an incursion of Pacific's
competitors <that caused the prezature retirements, not Pacific’s
Darketing practices.

3ohl caleulated that the replacements of station lines <hat
Pacific losT equate to adbout 4.8% points of The addizional
revirenents over the two years used by Selwyz iz his analysis; he
¢laimed tThat This amount essenctially zavches The deviation fronm
Selwyn's trend line for the years in question. IZe concludes That
alnost all of the additional retirements computed dy Selwyn are
attridbutadble solely teo markzet share losses by Pacific rather than
Pacific's nmarketving strategy. 3Bohl also testified that an analysis
0f engineering records o2 PBXs removed Srom 1981 <o August 1982,
shows that for both 1981 and 1982, %8% of the 2acific PEX systens
removed were replaced by PBXs o2 Pacific's compe=izors. 3Bohl goes on
t0 state thav technological change has contridbuved To The adbilizty of
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Pacific's competitors %o increase their rate of success in replacing
Pacific's PBXLs. Ee claims reductions Iin cost and increases in
capability from advancing technology enadble Pacific's competitors o
neet the teleconmunications needs of cusvomers now served by Pacific. J//

In summary, Bonl said <hat comparisons drawn by Selwyn
provide no support for Selwyn's conclusion That a migravion sTtra%egy
caused Pacific’'s account 234 To have 2 z2igh NPF. 3ohl claims Selwyn
sizmply falled vo recognize nearly ten years of depreciation history
preceding <he dave Selwyn alleges the zigration strategy degan. 3Sohul
claizs that competitive activity began in 1978 and it caused the
recent Iincrease of resvirexnents from account 234.

Tazing 3ohl's pregenzation at face value indicates %o u
that we have done a very poor job deterzining remaining lives for
gome accounts; and It is ovvious +that 2 triennial represeription zay

not he adequate and Pacific’s suggestion that it be done each year
should be congidered.

|
|
|
|

Witness Turk for Pacific testified that the NPF, or percenw
condiztion, of Pacific's 234 account is 81%, meaning, coaversely, only
19% of it has deen depreciated. Chart I Zrom Coughlan's Exnidit 447
shows Thav depreciavion reserve based on group plan, straight line,
depreciation over 2 long period of wime (18-20 years) decozes
constant Lif no osther factors are worzing on the account. Thav is, L7
all of she equipment that is being depreciated lives out its life as
predicted when it was Lirst put invo service, <hen Tne reserve
geeount reaches a constant level. As an exazple, Chart I shows thas
if plant growth is szatic, <he undepreciateld investnment becomes adbous
58% and stays atv that level forever. If zhe growsn rate is 5%, it
equals 62%, 104 = 65%, 15% = 68%, and 20% = 71%. I£ we were 0
agsume a depreciavion reserve growsn rate of 15% is reasonadle Lo
Pacific, the undepreciaved invesiment in account 234 should be av
constant 68%. It is not--it is 8'%. This example indicates that

L el

there are about 13% points reserve deficiency in the account; perhaps
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it is better o zay 13% more of the plant investment balance should
have been depreciated but was not.
Discussion
7 The record in this proceeding indicates that earlier than
anticipated retirements are the largect cause of the decline in
Pacific's book depreciation recerve 22 a per cent of plant.
Growth fluctuations are a secondary cause. Whether we call this
condition a reserve deficiency or a stranded inveztment does not
matter. Whether the problem has been caused by the economic
trends of the day, the migration strategy, or, most likely, some
combination of the two, does make a difference. The difference
lies in how costz are allocated between Pacific's shareholders and
ratepayers. That portion not reculting from the migration strategy
should be paid by ratepayers. However, ratepayers chouid not bear
the full cost of increasing the depreciation recerve if Pacific's
migration strategy contributed to the resulting increased revenue
reguirement in wayc which would not bernefit ratepayers as a group.
Some of the existing stranded investment iz certainly
attributable to Pacific's marketing practices. wWe noted in
D.93367 that Pacific had embraced the marketing strategies of
ts parent, AT&T. The evidence is quite clear thas there have
deen carly retirements of equipment because of marketing strategie
which were designed to scecure emoedded oguipment market Customers
against competition. Selwyn provided two estimates of the cost
attributable to the migration strategy. B2oth were disputed by
Pacific. '
We believe that Selwyn's analysis comparing estimated
1980-8l retirements witn actual 1980-81 retirements tor Account 224
iz a reasonable one for purposes of thicz proceeding. Based on
that analysisg, $19 million Of Account 234 rotirements are attribut-

able to Pacitic's migration strategy, thus overstating the rate }
|
i

base by understating the reserve in like amount.

i
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. . In esseace, $19 million of Pacific's existing rate base iz overstated }
" ‘as a result of Pacific's marketing strategy, and yvet that rate base 'f{
is s£ill earning a return.
' We find that $19 million of Pacific’s rate base chould not
earn 2 return from ratepayers. We will order Pacific to remove
" that amount f£rom rate base, an adjustment which lowers the, annual
revenue requirement, as determined for purposes of this proceeding,
by $2.5 million which allows for 75% of the adjustment to California
intractate, and a net o grocs f£actor of 1.896 and the 12.9% return
granted in D.93367. We expect thiszs adjustment to rate base to be
included as part of Pacific's pending general rate case proceeding.
(A.83-01=-22).

As noted carlicr, onc of our problems is the freguency of
our depreciation reviews, cvery three years on a committee basis--
Pacifie¢, the FCC, and our own ctaff. We believe now this zhould be
done more ofrten. The depreciation rates we use for ratemaking
purposes, that is, straight line remaining life, would then be
more in line with the actual consumption of Pacific's assets:;
recommends a yearly review which may de too ofien for our stal
resouxces. An alternative we want Pacific, our staff, and the
parties to consider would. eliminate cctimoting remaining life for
accounts susceptivble to group accounting methods zuch as 234 1
favor of maintaining such agcounts at an agreed-upon NPF. Thig
would automatically determine annual depreciation allowancez for
ratemaking. As an example we canassume an NPF of 70% iz recasonable
for an account ané that, at the beginning of a given vear, the NPF
iz at that level. Additions and retirements to the plant account
and net retirements to the reserve account would be made during the

vear: depreciation for the year would be the amount neceszary to v//
bring the NPF to 70%. Safeguards could be built into such a scheme

such as an annual review of the target NPF, growtn rates, plant
additions, retirements, and salvage values.
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-

The two developments which are going to affect what we &o
in this proceeding and in Pacific's current major rate case are the
FCC CI-II decizion and the MFJ in the antitrust Case. As we
understand the Modified Final Judgment acs approved by Judge Greene
thosze assets of Pacific which go to American Telephone & Telegraph
Company (AT&T) sometime early in 1984 will be transferred at book
value based on FCC accounting and not on this Commission’s notation
reserves we use for ratemaxing purposes. Thic creates a ratemaking
problem £or ATsT, this Commission, and the FCC and will affect the
California payers of interstate and intrastate rates for services
furnished by ATST. This should be carefully considered as we move
through divestiture, FCC Docket No. 81-£893, and the current Pacific
rate ¢ase.
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TABLE 1
SUMMARY OF GUIDELINE RATES
— BASIC EXCEANGE SERVICE
ZONE USAGE MEASUREMENT SERVICE

Presen<
BASIC EXCEANGE (FPlat Raze) D.9%3367 Guideline

. Business Service
Individual Line $14.55 $15.60
2=Party Line 10.75 11.55
4~Party Suburdban 11.00 11.80
Parmer Line 4.15 4.35
PBX Trunk 21.75 23.40
Centrex Line 2.20 2.30
Foreign Exchange 15.50 16.55
Regidence Service
Individual Line
ZUM Areas 7.60
. SMRT Areas 7.60
Unmeasured 7.60
2-Party Line 5.00
4=Party Sudburban 5.00
Parmer ILine 2.35
PBX Trunk
ZUM Areas 11.40
SMRT Areas 11.40
Unpeasured 11.40
Poreign Exchange
ZUM Areas 9.10
SMRT Areas g.10
Unmeasured 9.10
ZONE USAGE MEASUREMENT
Initvial Period
QOne-Minute Unizts
Zone 1

. Zone 2

Zone %
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We have two matters requiring refunds that we brought over
to this decision, the lasgt decision invelving rates in these
proceedings.6 These are the $12.8 million dollar adjustzent a8 a
result of the stipulation authorized by D.82-05-044 on the rate dbase
adopted by D.93%367 and vhe $3.6 million Zcornomic Recovery Tax Act
adjustnent ordered by D.82-12~046 retroactive to January 1, 1982 as
provided for in D.93%3850 daved December 15, 1981. We Zind it most
practicable vo meld those two refunds with the increase authorized dy
this decision in vhe following way. The increase resulting Zrom this
ecision will go into effect when the amount of tFhe refunds noved
above have been equaled by the increased revenues Zfrom this
¢cision. Table 2 is an eNFxample of how we invend this <o work and
should serve as a gaide for Pacific in an advice levter filing %0
aceconmplish our intent. The advice letter Tiling should reflect the
acvual numder 0f days involved and appropriate interest as provided
for in the following order.

In devising and ordering the above refund schedule we take
note of Califcrnia Manufacturers Associazion v CPUC (1979) 24 € 34
8%6 where the court found that rate refunds should be distriduted To
utility customers in accordance with PU Code § 45%.5 which requires
the Commission to order refunds pald vo all curreat utilitcy
customers, and, when practicable, To prior customers. EHowever, the
court found in that decision that both <the hnisvtory and laznguage of
§ 45%3.5 are persuasive that the statusory terz "rate refunds,” as

€ we recognize there is one final decision To be issued in zhese
proceedings; that one involves 0II 84 and <he matwter of inside wiring
now consgolidaved with these proceedings as A.82-10-23. Other than
the effect of the srtipulation noved in zhe Text on revenue
requirement as a result of our decisions on inside wiring writecffs,
revenue changes, if adoepted, will be a wash.

- 3%
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therein employed, refers to specific amounts held by utilities as
rebates from their suppliers and earmarked for customer refunds by
prior Commission orders and utility variffs. Purcther, that case
involved a balancing account adjustment of the rate refuads which
would have revurned the rebaves on a »asis tvhat discriminated bestween
business and residential customers. That will not be the case here.
We believe the most practicable means of refunding is what we propose
above. In the past where we ordered refunds vo bhe nade retroactively
based on prior billings we have Zound the process cumbersome, time
consuming, and, in some cases, 2 near impossidle %ask for the
uvilities with the possidility that some of, vhe refunds due never
would get to uvility customers, certainly, a process nmuch less than
practicable. See Xeaneth Cory, as State Controller, v CPUC (1983) 33
C 34 522. 7The process we propose will put the refunds izto The
hands of customers immediavely and without the adverse effecis of a
possible refund on the one hand and a cerzain rave increase oa <the

. other.
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Itenm
D.82-05-044
D.82-12-046
This Decision

Bffective Date
8/28/81
1/1/82
5/1/8%*

Annval Revenue

Adjustment

- =12.8

- 3.5
6Ll.4n>

Xet Cn +45.0

9/81 ~ 5/8%

1/82 -~ 5/83

45.0
72

= 3,75/mo.

-1
.gi——s 7_0

months after
authorized by +this
¢rease in revenue of S

o< monthc.
orders would

For illustrative purposes.
19 x 75% x 12.91% x 1.896 = 3.
64.9 - 3.5 = 61l.4

The issuc of a rate bace adjustment reflecting cost savings
from Pacific's PhoneCenter program which was raised by Cities of San

Prancizco and San Diego will be addressed in a separate decision.
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Findings of Pact

1. In Interim D.93367 dated August 4, 1981, the Commissioen
ordered further hearings on the issues of:

2. An appropriate method for allocating o the
proper user any net giranded investmeas as &
result of the migration stirategy and the
establishment of nonregulated operations.

Studies w0 devermine the xinds of equipmens
which may have been retired prior 3o being
fully depreciated and the associated stranded
investnmens.

¢. A method for recovering fairly any s<randed
investzent.

d. Depreciation rates used for ratemaking.

2. On Fedruary 4, 1982 this Commission adopted Resclution RRD-
10 approving new 1981 remaining life rates for Paci®ic.

5. TPurvher hearings in vhese proceedings were neld im 1981 and
1982 on the issues enumerated in Pinding of Pact 1 where 2ll
interesved parvies were afforded the opporTunizy to appear and be
heard.

4. On June 7, 1982 Pacific filed a <third amendment %o A.59849
requesting the Comaission To authorize additional revenues o7 $69.9
million per year To cover the increases in depreciation expense
approved by the Commission in RRD-10 and other ¢hanges involving
additional applicability of approved rates Tc oTaer eguipment, 2
change In the periods used for sess year accouns averaging, ané
adoption of E1G depreciation metacds.

5. Pacific 4is required by =his Commission <o use straight line
vinlage group remaining life depreciation for ravemarxing purposes.

6. Pacific's book depreciation reserve declined from 24% of
depreciable plant in 1950 o 19% by the end of 1980.

7. The decline in Pacific's boox depreciation reserve as a
percent oFf plant for the <erminal equipment accounts is primarily due
To earlier than expected retirement ¢ a33ets.
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operations adopted in D.93%367 with an adjustment of the present 6.66%
surcharge to recognize the larger revenue base %0 which the surcharge
will de applied in the future.

5. Interest on amcunts subject To refuznd shall be computed by
applying the Federal Reserve Board Commercial Paper Rate, 3=month
prime, published monzthly in Federal Reserve Boaréd Statistical Release
G=1% with monthly compounding.

4. The rates authorized in <this decision shall Ye subjeet %o
refund upon Zfurther order of <the Commiszion oaly on any accumulated
reserve in connection with the AAA/AA <reatment of accelerated
depreciavion.

5. No later than 60 days afver the effective date of This
decision the Commission svaff and Pacific shall file a plan, jointly,
if possidle, for changing the triennial represcription process 3o a
more frequent review.

This order decomes effective 30 days Srom scday.
Dated AUG 3 1963 , &% San Francisco, Califeornisa.

RECKARD M. GRIMES, TR.
Presilozt
VICTOR CaLve
PRIZCILLA C. GREW
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. SIVG - DETERMINATION OF AVERAGE SERVICE LIFE

Surviving
Investment

$1,000

e (years)

Sviving .
Investment We'gt Area
5 c=oXC

1 year $1000 years
1 year 900 years
1 yeaxr 800 years
1 year 700 years
1l year 600 vyears
1l year 500 years
1l year 400 years
1 vear 3200 years
1 vear 200 yeaxrs
1 year 100 vears

oVvoOo~NanLWNH

)

Total Area Mhder Curve = - $5500 years

Average Service Life = $5500 vears
= sjﬁ%ﬁ'

5.5 years




SIVG TEPRECTATION TLIUSTRATION
LETERMINATION OF ANMAL ACCRUALS AND TEPRECIATION RESERVE AMOUNT

Deqg. of Year Engd of Year tnd of Year Annual Depreciation Resérve
Investment Retirements Investment hocruals et C d of Year
al 4 bi c=n-b d =0,182" xa ¢ =d - T=et %
$1,000 $100 $3900 $ 182 $82 $ 82
900 100 800 163 63 145
800 100 700 146 191
700 100 600 127 218
600 100 500 109 227
500 100 " 400 91 218
400 100 300 13 191
300 100 200 55 146
200 100 100 36 82
100 100 0 18 0

‘1% 32 GY86SY

TPa/LTV/

1
2
3
4
5
6
7
8
9

St
(=~

Colums a and b are based on retivements following the survivor curve in Table 1.

whole Life Depreciation rate = 100% - Average Net Salvage § - 100% - 0% - jg,28 Aear
Average Life 5.5 years

emaining Life mpreciatim Rate (%)= 100% - Future et &lvage - Depr. Res, § o 100% - 0% - OV - 18.2%ﬁear
Average Pemaining Life 5.5

Prior year




SINVG WHOLE LIFE DEPRECIATION ILLUSTRATION
TETERMINATION (F ANNAL ACCRUALS AND
TEPRECIATION RESERVE AMOWNT

ESTIMATED SERVICE LIFE CHANGES AT IHE END CF YEAR 3
a ($000)

Beg, of Yeavr ma of Yearx mad of Year Anual pepreciation Resetrve

Year Investment Retivements  Investment Accruals . Net ngggg End-of-Year
n al bi c=a-b d = a x vate® - e=d - f=e + f°%

~

“1® 39 6%865°V

$1,000 $100 $900 $ 182 $ 82 $ 82
900 100 800 163 63 145
800 100 700 146 ~ 46 191
700 100 : 600 155 55 246
600 100 500 133 33 279
500 500 0 11l -

0 - -

Pa/LCTY/

—

1
2
3
4
5
6
1
8
9

— -

-
[~

1 Colums a and b are based on retivements following the survivor curve in Table 1.

A Depreciation rate used in Colum a1

years 1 — 3: rate = 1008 - 0% = 18.2%/year
5.5 Years

Years 4 - 61 rate = 100% - 0% = 22.2%/year
4.5 years

4+ prior year




SIVG RFMAINING LIFE DEPRECIATION ILLUSTRATION

CETERMINATION CF ANNUAL ACCRUALS AND
[TEPRECIATION RESERVE AMOUNT

+ ESTIMATED SERVICE LIFE CHANGES AT THE END CF YFAR 3

1% 39 69865°V

Beg. of Year End of Year End of Year Annual Depreciation Reserve '

Investment Retivements Investment Accruals Net Change Ind of Year
_at bl c=a-b d = a x rate? e=d-b f=¢ ¢ (%%

$1000 $100 $900 $ 182 $ 82 $ 82
900 100 800 163 63 145
800 100 700 146 46 191
700 100 600 198 98 289
600 100 170 70 359
500 500 0

0 - :

1PA/£1Y/

-_ -

1
2
3
4
5
6
7
8
9

[
(=4

Colums a and b are hased on retirements following the survivor curve in Chart 1.

bepreciation rate used in Colum d:

Years 1 - 31 rate =1008 — 0% — O% - jg,2¢/ear
5.5 Years

Years 4 - 61 rate = 1008 —~ 0% — 27.38% - 28,34 /year
2.57 years :

Prior year
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SLVG
TEPRECIATION ACCRUALS VS. CAPITAL CONSUMPTION

A 4

VINIAGE: 3 units of plant at $100 with lives of 5, 10 & 15 years, vespectively,

ASL = 5 years + 10 ycarg + 15 years = 10 years

-1 32 64868

ASIME: 0% Salvage

Beg, Yr. PRetire- SLVG Net Plant Balance (E.Q.Y.) Excess
Year  Plant ments Deprec.  Deprec, Capital* Reserve SLVG Capital Con- Rate Base
n _ Balance E.O0. Y, Accrual  Reserve Consunption Deficlency Basis suption Basis  SL\G Basis
@)= ) Tel=(alxlos —{a) @ TOel-(d) GI=(a)-taT “3%:(5;?@“ T)lg)-(hy
$300 $30 $ 30 $ 36,67 $ 6.67 $210 $263.33 $ 6,67
300 30 60 C 73,33 13.33 240 226,67 13.33
300 30 90 110,00 20.00 210 90,00 20,00
300 30 146,67 26.67 180 153.33 26.67
300 30 83,334 33.33 150 116.67 33.33
200 20 100,00 30.00_ 130 . 100,00 30,00
200 20 116.67 26,67 110 83.33 26,67
200 20 133.33 23.33 90 . 66.67 23.33
200 20 150,00 20,00 10 50,00 20,00
200 20 66,674 16.67 50 33.33 16.67
100 10 60 73.34 13.34 40 26,66 13,34
100 10 70 80.00 10,00 30 20,00 10.00
100 10 80 86.67 6.67 20 13.33 6.67
100 10 90 93.34 3.34 10 6.66 3.3¢
100 100 10 ol o4 0 0 0 0

z§§{;1vy'

1
2
3
4
5
6
7
8
9

Tt et e bt et s
Mo W N = O

1/5 of unit #1 for each of first 5 years; 1/10 of unit #2 for each of first 10 years;
1/1% of unit #3 for each of 15 years,

Reflects retirements at 0% salvage,




SIELG TEPRECIATION
DEVELORENT (F ANVUAL DEPRECIATION RATES

Capital Recovery for Yeors 1 ~ 10
3 ] 5 6 7 [

— —— — —

"T® 39 698657V’

— - -~ - — -

50 - -
33 33 -

PA/ 1Y/

25 25 . 25
20 20 20 20

17 17 17 16 16

15 14 14 14 14 14

13 13 13 12 12 12 12

11 1 11 11 11 1 11 11 -

10 10 10 10 10 10 10 10 10 100

Total Accruals $ 296 $194 $143 $110 $ 83 $ 63 $ 47 $33 §21 $10 $1000
Averaqe Investment $1000 $900 $800 $700 $600 $500 §400 $300 $200 $100

Depreciation Rate 29.6% 21.6% 17.9% 15.7% 13.8¢ 12.6% 11.86% 11.0% 10.5% 10.0%




SIELG [EPRECIATION
DSTERMINATION CF ANNMUAL NCCRIALS AND LEPRECIATION RESERVE AMOUNT

Depre-
Beg.-of-Year < Ind-of-Year Fnad-of-Year clation Annuval Depreciation Reserve
_lnvestment Retivements Investment Rate Accruals Tt Change End-of-Year
a b c=a-b - d e=saxd f=e=~-b qr=f +q*

"% 39 6v865°Y -

$1000 $900 0.296 $2%6 $196 $196
900 800 0.216 194 94 290
800 700 0.179 143 333
700 600 0.157 110 343
600 500 0.138 . 83 326
500 400 0.126 63 _ 289
400 . 300 0.118 47 236
300 200 0.110 33 169
200 100 0.105 21 90
100 0 0.100 10° 0

IPA/K1V7

1
2
J
4
5
6
1
8
9

et
(=]

&
Prior year




A.59849 et al, ' JALY/vdl | APPENDIX A
, : Table 8

SLVG VERSUS SLELG

COMPARISON OF ACCRCALS ZND RESTRVE

Znneal Depreciation dccruals mé-of-Year Depreciation reserve

e

SLVG SLIG Ditfierence SLVG SLELG Diiference
Yeayr a D C=m3 ~D [ e Imsgd~¢

b $ 122 s 296 S-i14 $e2 sls6 $~214
=31 145 250
3 191
17 218
26 227
28
26

2
3
4
"5
6
7
8
9

0 18

Total $1,000 $1,000




SIM3 versus SLELG
CCMPARISON OF REVENUE REQUIRRMENTS

SING _ swEG SING-SIELG
POY Capital Costs Total EOY Capltal Costs otal Total
et on Average Revenve Annual Net on Average Revenue Revenue
Plant _ Net Plant  Reguirementi Accruals Plant net Plant  Requivementi Requivementd
b C d=atc _ e f q h=e+q 1Y=d-h

e

‘12 39 67865V

$818  $136.35 s 318.35 § 296  $704 . $127.80 & 423.80  $-105.45
655 110.48 273.48 194 510 91,05 285.05 - 11.57
509 87,30 233.30 143 367 65,78 208.78 24,52
382 66.83 193.83 110 257 46.80 156.80 37,03
273 49.13 158,13 83 174 32,33 115,33 42,80
182 34,13 125.13 63 11 21,38 84.38 40.75
109 21.83 94.83 a7 64 13.13 60.13 34,70
59 1223 67.23 33 3N 7.13 40.13 27,10
18 5.40 41.40 21 10 3.08 24.08 17,32

0 L3S ]

181V wA /4

1
2
3
4
5
6
7
8
9

) 19.35 19 0 . 0.75 10,75 8,60
$525.03 $1,525,03 $409.23  $1,409.23  * §115.80

rage 9, Colum d

(¥ XIQN3IIY 30 QNI)

Page 9, Colum: ¢ - Colum {

b 1 b* 0,15 where b = $1,000 in year O
2

Page 20, Colum e
Page 20, Colum ¢ - Colum g

£ 1 £* y 0,15 where £ = $1,000 in year O

2
‘prior year .
ifor the purpose of this example, revenve requirement equals annual accruals plus estimated capital costs on

average net plant as defined in Colums c and g,
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it i3 bevter to say 13% more of the plant investment dalance should
have been depreciated dut was not. This record indicates earlier
than expected revirements are the largest cauge of this deficiency.
Growth fluctuations are a secondary cause. The straight line
remaining life depreciation method has attempred in <vhe past <o
rectify the prodlem. It ¢dbviocusly has not worked. Wha: we could say
then, based ¢n this example, iz that at least 17% of account 234
should be depreciated, written off somehow. Waether we call it a
reserve deficiency or atranded investment does n¢t matter. Whether
1% has been caused by the economic trends ¢f the day or <he migration
strategy which we found in D.93367 Pacific had engaged in, or, as i3
most likely, some combinastion ¢f the <wwo, does nake a difference.

Iv makes a difference in how 4t should be writtea ¢ff. The part nov
due to the migration stravtegy saould de paid by the ratepayers over a
period of vime, perhaps five or ven years. We cculd choose an NPF
which is 2 reasonable one for Pacific's different-accounts and
eventually bring The depreciation reserves up <o zneet that figure.

As an example, iZ we found that a 68% NPE/is reascnadble for an
account which is now at 81%, we cculd Yring <the accouns dewn cver a
Ten-year period by an addivional depreciation allcwance for Pacific
of 1.7 percentage points each year,/ As %o which ravepayers should
pay for that, and whav portion, and whether stockholders should pay
for a portion, this recerd is nov clear. There are some estimates on
what the zigration strategy might have ¢cost as far as a reserve
deficiency is concerned. TQZ;e are only twe bread figures con The
record both calculated by Selwyn but dispuved by Pacific. There is
certainly some of the strandeé invesstment avtridusadble <w¢o Pacific’'s
marketing practices. We noted in D.933%367 that Pacific had
deliberately embraced the marketing strategies of ivs parenz, AT&T.
The evidence is quite clear there have been early revirements bhecause
of marketing stravegies. It is possidle zhat a fcllow <hrough on <the
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new costing procedures adopved by D.83-04-012 will give us some
stronger esvtimates of the size ¢f the avtranded investment as well as
the asset retvirements which caused iz.

As noved earlier, one of our predblems is the Zrequency of
our depreciation reviews, every three years on a ccanittee Hasig—-
Pacific, the TCC, and cur own s3aff. We bhelieve now thiz should be
done more oftven. The depreciation rates we use for ravemarxin
purposes, that is, straight line remaining life, would then Ye more
in line with the acvual consumprion of Pacific's assets; Pacific
reconmends a yearly review which may Be to¢ cften for cur stals
regsources. An alternative we want Pacific, our staf?, and the
parties To consider would eliminate estimating remaining life Zor
accounts susceptidle to group accounting metiacds such as 234 in favor
of mainvalining such acceunts at an agreed-upen NPP. Tais would
auvtematically édeverzine annual depreciation allowerices for
ratemaking. As an exazmple we can assume an PP of T0¥ is reascnabdle
for an account and that, av The beginning0f a given year, <The NP s
atT that level. Additions and reviremen$s 3¢ the plant account aad
net retvirements T¢ The reserve accO'%é/would be made during vthe year;
depreciation for The year weuléd bs/z;e amount necessary 1o bvrizg vthe

NPF to T0%. Safeguards could be/buils izmve such a2 scheme such ag an
annual review of the target NPF, growth rates, plant addivions,
retirements, and salvage values.

The Two cevelopmen.g which are going ¢ affect what we d¢
in this proceeding and in ? 2 acific's current major rate case are the
PCC CI-II cecisicn anéd zhe~M?J in the anvitrust case. As we
understand the divestiture proposal curren tly filed with Judge Greene
those assets ¢f Pacific which go To Azerican Telephone % Telegraph
Company (AT&T) sometime early inm 1984 will be tTransferred at dook
value based on PCC accounting and not oz this Commission's notation
reserves we use for ratemaking purposes. If AT&T were 0 vake <he
investments av the book value we use for ratezaking purposes, then
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We are persuaded by the staff's showing <that, in the long
run, ELG is more costly to the ravepayers with no corresponding
benefit to Pacific. Our present straight line remaining life method
recovers all of Pacific’s investment (even, eventually, any stranded
investment) and Pacific, in the meantime, receives a retura on its
undepreciated investment (rate base) so vhat, iz the long run,
Pacific loses nothing. Although 4t is true that granting 2IG along
with the other adjusiments Pacific proposes could help alleviate what
we see as T00 high an NPF, the amount of help Zrom 221G would be small
and does not appear To offset the reduced benefits o ratepayers.
Rate Design

Pacific offered a rate design through its witness G. W.
McBee and <the staff vhrough witness Emily‘gg:ks. Pacific conceded
That it would adopt the stafs proposa%;//ﬁarks put iz two proposals,
ne with vhe ZLG revenue requirenment and one without. Table 1 i3 <the
sta22f proposal without ZLG¢ which/’ will 2dopt for this decisions it

nust be scaled down to comport with the following discussion.

/
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TABLE 2
(Millionss)

Annual Revenue
Iten Elfective Datve Ad fustment
D.82-05-044 8/29/81 -12.8
D.82-12-046 1/1/82 - 3.6
This Decision 5/1/83* +64 .

+48.5

9/81 - 5/83 = 20 mes.

1/82 - 5/83 = 16 mos.

5%52 = 4.0/mo.

26.1 = 6.5
g 4 -O

6.5 months after 5/1/8%/ <he assumed effective date of <he
rate increase authorized by 1h$é’decision, raves would be adjusted To
produce an increase in revenué’of 348.5 million.

the calculazioércalled for iz <he order in <his decision:
Days would/ﬁé used instead of months.

Inveresst oo The Two refund orders would
he :akenégn:o aceount.

Any effective surcharges would de
accounted for.

*Por illustrative purposes.
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8. The terms "svtranded investment” and "reserve deficiency”
are interchangeable and desacride an underaccrual ¢ depreciation in
past years resulting from earlier than anvicipated retirements.

9. Depreciation reserve as a percent of investmeat vends o
svabilize even when the reserve i3 growing.

10. Al<hough the shortening of asset lives for depreciation
purpeses through the represcription process recovers total
investment, it assigns no responsibility to these cusiomers who do
not keep equipment for its average estizmated original life ner <o
Pacific for such premature retirements.

11. The most likely customers to pay The costs of sgtranded
investment caused by premature revirements are those who take service
after such revirements. -

12. Zstimates of the amount ¢f stranded inveswtment on Pacifice’s
books range from 319 =wo $65.7 million.

13. There is not enough evidence inthis record to deternmine
who may nave caused The siranded invesxﬁgnt on Pacific's books nor

/
who should be responsidle for lts recovery.

14. Remaining life estimates or represcription for Pacific’'s
a3sets Iis now made on a trienn&éi Yasls afver conferences azong <the
Commission svaff, Pacific, a 5’the PCC svaff.

15. A less than trieanial represcription ¢f the lives o2
Pacific's assets would rgﬁéond nore timely To tThe rapidly changing
technoleogy in the telecommunications iaduseiry.

16. The technical svaff of the Comnission does nov oppose
Pacific's request for depreciation changes except Zor vhe ELG mevhod.

17. VWhexn the time value of money is <waken into account at the
rate of revurn authorized Pacific in D.933%367 <he siraight line
vintage group remaizning life method of depreciavtion ig less costly
for ratvepayers in the long run than <he SIELG mezhod.

18. Pacific's request for additional depreciavion allowances as
detailed in this decision with the exception of adoption.of the ZLIG
method are reasonadble and should be adopted.

- 37 =
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19. The increased revenue requirezent tT¢ accomplish the
additional allowances noted in Pinding of Fact 18 i3 $64.9 million
based on the resulits of cperations adopted in D.933%67 dated August 4,
1081.

20. The general rate design shown on Table 1 should be used dy
Pacific in the £iling o accomplish the change in rates auvthorized dy
this decision.

21. It i3 nost practicadble to meld the rate decrease ordered in
D.82=05~044 and D.82-12-046 with the increase authorized by this
decision int¢ one nev increase as shown, for exazmple, oz Table 2.
Conclusgsion of Law

Based on the foregoing findings of fact and under Fubdblie
Uzilities Code § 454 this Commission may grant Pacific authorizy to
increase raves as provided for in the following order zoen aadle
Pacific to earn addivional annual revenues of $48.5 million
(864.9 - 12.8 - 3.6).

SIXTE INTERIM ORDER

IT IS ORDERED <thacz: e////

1. The Pacific Telephone and Telegraph Company (Pacific) shall
perforn a calculation of vhe e’ﬁec ive éaze ¢ increase its revenue
requirement by $48.5 nillien an wally after taking invo account the
revenue reductions ordered by D.82-05-044 and D.82-12-046 in a manner
similar to that shewn on .é%le 2 0f this decisicn and file an
original and 18 copies ¢f that calculation with tae Commissica’s
Docketr 0f£Lfice and all parties 30 days after the effeczive dazte of
this decision.

2. Pacific shall file with the Commission, 30 days pricr <o
the effective date determined in Ordering Paragraph 1, in conformicy
with General Order 96-A, revised <ariff schedules with rates,
charges, and conditions modified in general coaformance with Tabdle 1
of this decision and designed to produce an increase in revenue
requirement of no more than $48.5 million based on The results of

- 38 -
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it is better to say l13% more of the plant investment balance should
have been depreciated but was not.
Discuzzion

The record in this proceeding indicates that earlier than
anticipated retirements are the largest cause of the decline in
Pacific's book depreciation reserve as a per ¢ent of plant.

Growth fluctuations are a secondary cause. Whether we call this
condition a reserve deficiency or a stranded investment does not
matter. Whether the problem has been caused by the economic
trends of the day, the migration strategy, or, most likely, some
combination of the two, does make a difference. The difference
lies in how costs are allocated between Pacific's chareholders and
ratepayers. That portion not resulting from tﬁéfmigration strategy
chould be paid by ratepayers. However, rateééyezs should not bear
the full cost of increasing the depreciasion reserve if Pacific’'s
migration strategy contributed to the resulting increased revenue
reguirement in ways which would not penefit ratepayers as a group.

Some of the existing stranded investment is certainly
attributable to Pacific's marketing practices. We noted in
D.93267 that racific had embraced the marketing strategies of
its parent, AT&T. The evidepte iz quite clear that there have
been early retirements of ecuipment because of marketing strategies
which were designed %o sepure enbedded ecuipment market customers
against competition. Selwyn provided two estimates of the cost
attributable o the migration strategy. Both were disputed by
Pacific.

We believe that Selwyn's analysis comparing estimated
1980-81 retirements wita actual 1980-81 retirenments £or Account 224
iz a reasonable.one £or purposes of this proceedins. Based on
that analysis, $19 million of Account 234 retirements are attribut~
able to Pacific's migration strategy.
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In essence, $19 million of Pacific's existing rate base is no
longer used and useful plant as a result of Pacific’'s marketing
strategy, and yet that »lant is st¢ill earning a return as though
it were used and useful.

We £ind that $19 million of Pacific’'s plant should not
earn 2 return from ratepavers. We will order Pacific to remove
that amount £rom plant, an adjustment which lowers the annual
revenue regquirement, as determined for purposes 0f this proceeding,
by $§3.5 million which allows for 75% of the adjustment to California
inwastate, and a net toO gross £actor of 1.896 and the 12.9% return
granted in D.93367. We expect this adjustment tO rate base to be
included as part of Pacific's pending general rate case proceeding.
(A.83-01-22). /

As noted earlier, one of our problems is the” frequency of
our depreciation reviews, every three years qué/éommittee basis~~
Pacific, the FCC, and our own staff. We believe now this should be
done more often. The depreciation :atﬁ;/ﬁg use for ratemaking
purposes, that is, straight line remepning life, would then be
more in line with the actual consunmption of Pacific's assets; Pacific
recommends a vearly review which may be too often for our staff
resources. ., An alternative we sant Pacific, our staff, and the
parties t£o consider would.eliminate estimating remaining life for
accounts susceptible to groé; accounting methods such as 234 in
faveor of maintaining such/ aceounts at an agreed-upeon NPF. This
would automatically deté;mine annual depreciation allowances for
ratemaking. AS an e;é&ple we canassume an NPF of 70% is reasonable
for an account and that, at the beginning of a given year, the NPF
is at that level./ additions and retirements t0 the plant account
and net retirements to the reserve account would be made during the
year; depreg}ation for the year would be the amount negessary to
bring the NPF to 70%. Safegquards could be build into such a scheme
such as an annual.review of the target NPF, growth rates, plant
additions, retirements, and salvage values.
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However, it now becomes a ratemaking problem for ATsT, this
Commission, and the FCC and will affect the Califernia payers
of interstate and intrastate rates for services furnished by
ATST. This should be carefully considered as we move through
divestiture, FCC Docket No. 81-893, and the current Pacific
rate case.
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Pacific would be made whole. EHowever, it now decomes a ratemaking
problem for AT&T, this Commission, and the PCC and will affect the
California payers of interstate and intrastate rates for services
furanished by AT&T. This should be carefully consilered as we move
through divestiture, FCC Docketr No. 81-89%3, and the current Pacific
rate case. )

Because much of this proceeding comes down 3075 baitle of
experts, we cannot say with certainty, aor even within a reasonadble
Judgnent, how mich stranded investment vhere is Pacific’'s accounts
and what part of it is due to inaccurate estimetes of account average
lives, changes in vechnology, zhe pressurei/ﬁad inroads of
competivtion, the migration syravtegy, and rhe high growsth rate.
Therefore, we do not xnow how much strarded iavestment should de <The
responsibility of Pacific's szockholdeés and how much <the
responsidilizy of ivs customers and)/ of course, which cussomers.

We feel frustrazed and/Y{;appointed That we have no%

/. obtained, from Pacific a.-:d-—-%-e-/wer-fp in parvicular, all vthe answers
10 the questions which came out in D.9%3%367. However, we 40 not wand

% To éelay the closing of this/proceeding any further and note that we

)yé ‘ave the new rate case and/ rde\r Instituting Iavestigasion (0II)
83-02-01 we instituved Fedbruary 22, 1983 <o pick up the existing
loocse ends. Looking vack az Paragraphs 16.a, ¢, and £ of D.93367 i+
appears we still have /o satisfactory answers for an appropriate
method for determig}ng any nevt stranded investmeat on Pacific’'s
books, The cause of that stranded investment, including-the kinds of
equipment involved, and a method for recovering fairly thatv stranded
investoent.

We will grant Pacific's request for increased depreciation
allowances with the exception of ELG. We, in effect, approved :0ost
of the request in RRD-10 in Fedruary 1982 and L7 only remained <o
determine the proper revenue requirement adjustment in this
proceeding. Also, Pacific has been dooking most of the request since

January 1981 although it is for book purposes and represents no real
cash drain such as a corresponding increase in wage costs night.

- 30 -
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TABLE 2
(Millions §)

I%es
D.82-05=-044
D.82-12-046

iz Decision

¢/81 - 5/83% = 20 zmos.
1/82 - 5/83
4250 = 3_75/n0.

25.1

=" 7.0

3.75 .

-

’ " - o< - - . &~
. 7.0_zon%ths afver 2ssuneé effective date o0f +n

adjusted %o

-

IToduce an increase 4a reveau

Tate increase authorized by .3 Leci s 28 de

pe! Thic deeizion:

o the calculesion 22
Jdeys would bg/ﬁs

*x 19 x 75% x 12.91% x 1.896 = 3.
64.9 - 3.5 = 61.4
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afcer sueh retirezents.
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books r~ange froz $1&_to $85.7

13. The record supports ::5/4emoval of $19 million f£rom Pacific's
rate base, an amount which lowers’ th

determined

tae annual revenue reguirement, as
for purposes of this/éroceeding, by $3.5 million.

14, TRezaining it imates or represeription for ?
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ssets 1s now zmade on

casis after coaferances amo
oczxxission s%afl’l, ?ac-f_s, and the FCC scaf?s
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15. A less than_:rzennial represcription of the lives of
Pacific’'s assets would respond more timely to the rapidly changing
technology in the telecommunications industry.

1€. £f of the Commission does
tion chanses 2xeept
ice of zoney is ¢
rate of return Pacific in D.2336
ntage group remaining life zethod of
for ratepayers ina the loag run thaa the SLELG zmethod.

18. Pacific's request for additional depreciation allowances
as put forth in this decision, with the exception of adoption of
the ELG method and the $19 million adjustment Lo rate base to

acecount for stranded investment, are reasonable and should be
adopted.
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19. The increzsed o 0 accoavlisn he
addisional allowances nov ; : 18 iz $54.¢ millic=m

based on the resulits oS operations adopted in D.G3387 lated August
1081 .

genesal rzze deu_b” showzn on r ¢ e u

2iling to acsomd d utaorized by

-

D.82-05-044 a=d D.82-12-C46 The increase aver

decision izto one nev Iincren3ze &5 shown, for exaxzle,
Coaclusion 6Ff lew

Based ox the foregoing Tindings o ZacT 2nc un
Jsilities Code § 454 this 7/ grant Pasifi
inecreaze rates as drovided The Sollowina order
Pacific <o earn 2dditional e : /’nues 02545 million.
(S64.0 ~ 12.8 -~ 3.8).
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